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FOREWORD

The volume consists of the studies prepared in the framework of
the project ‘Developing Trade and Trade Policy with the Euro-
pean Union. Experience of V4 countries and Implications/ Les-
sons for Eastern Partnership Countries’. The project was financed
by the International Visegrad Fund and it was executed under the
leadership of the Institute for World Economics of the Research
Center for Economic and Regional Studies of the Hungarian
Academy of Sciences with a contribution from various institutes
and think-tanks from Visegrad- and Eastern Partner countries.

The study of Tamas Szigetvari gives a general overview on the
development of EU trade policy with the neighbors, analyse the
different forms of trade relations (European Economic Area, cus-
toms union, Euro-med agreements, deep and comprehensive free
trade agreements) and an evaluation on current trends and some
future prospects.

The following studies of the volume deal with the experiences
of the V4 countries from the early 1990’s when three countries
from Central and Eastern Europe (Poland, Hungary and Czecho-
slovakia) officially applied for an association agreement. On 16 De-
cember 1991 the bilateral association agreements were concluded
between the European Communities and the three countries. The
joint study by Elzbieta Kawecka-Wyrzykowska and Sandor Meisel
draws up the framework in which the so called Europe Agreements
were established, and gives an overview on the steps made in the
framework of the agreements. Then two country studies (on
Poland and Hungary) give a detailed analysis on the initial pre-
sumptions and motivations of the given Visegrad countries but al-
so deal with the negotiation strategies and tactics, the main hori-
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zontal and sectoral problems, the compromises and outcome of
the agreements. The studies analyse the legal harmonisation in the
field of trade related issues (main fields, sequencing, internal prob-
lems, slippages and backslidings) and the institutional questions
(organisation and institutional set-up of the negotiation, imple-
mentation and harmonisation phases). The two studies try to draw
up some relevant conclusions for the Eastern partner countries.

The country studies from the Eastern Partners’ side deal with
tour countries (Ukraine, Moldova, Georgia and Azerbaijan). The
structure of the studies is similar. Firstly, they give a brief descrip-
tion on the actual state of country specific EaP process by showing
the general features, statistics and trends of bilateral economic re-
lations. They also analyse the actual state of the DCFTA process,
with a special regard on the main problems and expectations con-
cerning the DCFTA from the EaPs point of view. They elaborate
on the major impacts in a sector specific approach as well by fo-
cusing on the interests of the EaP countries and on the major bar-
riers to their enforcement. Finally, they give suggestions related
to DCFTA between the EU and the individual EaP country as well
as reccommendations on how the EU could do a better job within
Eastern Partnership initiative in general and DCFTA talks in par-
ticular.

At the same time, each study deals with the topic on its own way.
The study on the Ukraine by Lidia Shynkaruk, Iryna Baranovska
and Olena Herasimova concentrates more on the technical analysis
of the relations, and considers the expected benefits and possible
hazards for the core sectors of the Ukrainian economy. The coun-
try study on Moldova by Adrian Lupusor draws up a broader
framework of the EU-Moldova relations, but similarly deals with
the sectorial issues, and with the special problems of Transnistrian
territory. The study on Georgia written by Merab Kakulia puts its
focus on analyzing the difficulties of Georgia concerning the DCF-
TA agreement. The study on Azerbaijan by Vugar Bayramov has
a different approach since Azerbaijan is not member of the WTO
yet so the country has not started negotiations on DCFTA. The
last study in our volume is by Zsuzsa Ludvig, who takes the im-



Foreword 7

pacts of the Russian factor into consideration. As the events in late
2013 clearly proved, the Russian interests in the region basically
influence the framework in which the EaP countries and the Eu-
ropean Union develop their bilateral relations.

Tamas Szigetvari
editor

Budapest, January 2014



THE DEVELOPMENT OF EU TRADE
POLICY TOWARDS NEIGHBORING
COUNTRIES

Tamas Szigetvari

Introduction

The European Union had been the largest trading power of the
world for several years. Successive enlargements as well as special
bilateral and multilateral trade agreements helped to foster this po-
sition. The leading trade position has contributed to an increasing
EU role in global economy, and probably going to contribute to
it in the next decades.

The European Union, however, has a vital interest in seeing sta-
bility, better governance and economic development at its South-
ern and Eastern borders. Trade policy was and still is one of the
most effective instruments to reach this purpose. A great variety
of trade related agreements characterise the current structure of
relations with the neighbors: agreements allowing the free move-
ment of goods, services and production factors, customs union
agreements, free trade agreements with higher or lower harmon-
isation commitments to EU regulations. The EU has to find op-
timal solutions that increase the competitiveness both of the EU
and the neighboring regions, but also solutions that are politically
mutually acceptable and sustainable. In our study we give a short
summary of the development of EU trade policy with the neigh-
borhood and an evaluation on current trends and some future
prospects.
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The Structure
of Trade Relations with Neighbors

EFTA/EEA

The European Economic Community as an economic integration
shaped its foreign economic ties with its neighbors from the be-
ginnings. As a concurring institution to the EEC, the EFTA (the
European Free Trade Association) was established by the Stock-
holm Convention in 1960, for countries not willing (or not able)
to join to a more centralised integration. The EFTA have disman-
tled tarift for industrial goods among members, but did not har-
monize the external tariffs. Although the EFTA turned out to be
effective in fostering foreign trade inside the area, the attractiveness
of the EC/EU was stronger: in 1973 Britain and Denmark, in
1986 Portugal joined the EC, while Austria, Sweden and Finland
became EU members in 1995.

Before the first wave of accession, in 1972, the EEC signed free
trade agreements with the EFTA countries. The agreements abol-
ished customs duties and restrictions for all industrial goods.

In 1992, just as the Single Market was supposed to become a
reality, the EU and the remaining EFTA countries — except
Switzerland — signed the Treaty about the European Economic
Area. The EEA was definitely created for those EFTA countries,
which were not willing to join the European Union as full mem-
bers, but willing to become members of the Single Market. Cur-
rently Norway, Iceland and Liechtenstein are the non-EU-mem-
ber countries in the EEA. Switzerland, also in the group of these
EFTA countries, signed bilateral agreement with the EU, with
more or less similar content. The EEA offers the four freedoms
(free movement of goods, services, labor and capital), and thus the
access to the internal market. These countries are not part of CAP,
however, and their agricultural products have to face quite high
tarift barriers (and quotas) when entering the EU internal market.

Their status contains a limitation of sovereignty for the non-
member EEA countries: they are adopting the changes of the ac-
quis automatically, without taking part in the institutions and thus
in the decision making on the given issues. The Swiss bilateral
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agreements with the EU lack this automatism. Overall, the EEA
remains a club for those rich European countries who could but
do not want to join the EU.

Trade policy with the Southern neighbors

The Mediterranean has always received much attention from Eu-
rope (and the EC) due to its geographic proximity and the former
colonial ties. However, there was no such conception towards the
Mediterranean like the one governing the relations between Eu-
rope and the former African, Caribbean and Pacific colonies under
the Lomé Convention. The Community showed a reactive
Mediterranean policy, rather than a proactive one, mostly followed
the events and not shaped them.

The Community signed several bilateral preferential trade agree-
ments with the countries of the region. The first generation of
partnership contracts was signed with the South-European coun-
tries. The Community’s Association Agreements with Greece in
1962 and with Turkey in 1963 aimed primarily at the reinforce-
ment of the Southern wing of NATO, due partly to some pressure
from the USA. Under the AA’s the parties wanted to create a cus-
toms union for industrial goods in a period of 20-22 years. In the
early 1970’s two other Mediterranean countries, Malta (1970) and
Cyprus (1972) concluded similar agreements with the Commu-
nity. In all of these cases, the contracting parties were European
states, (although it might be a question, as geografically partly
(Turkey) or totally (Cyprus) are located in Asia), with the expec-
tation of achieving full membership in the future.

Morocco and Tunisia, as former protectorates of France, had al-
ready been treated in a special way based on the protocol of the
Rome Treaty. In 1963, they restarted the talks in order to renew
the negotiations and they agreed in a 5-year program on partial
partnership in 1969. The agreements mainly included trade pret-
erences. As the preferences given for the Maghreb countries would
have meant the discrimination of other Mediterranean countries,
the EC gradually made agreements for preferential treatments with
the other countries of the region. As a result, by the early 1970s
the regional agreements involved 15 countries.
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The agreements resulted in disputes, as the Mediterranean coun-
tries — depending on the interests of the single EC states — were
treated differently and their exports from agriculture could not de-
velop due to the CAP. The problematic areas included the food
and textile industries as well. The economically underdeveloped
countries were offered special preferences by the GSP. With the
joining of Great Britain, however, the preferential treatment of
Commonwealth countries decreased the value of these agree-
ments.

The Global Mediterranean Policy (GMP) introduced in 1972
aimed at making up the deficiencies of the bilateral agreements
and was meant to compensate for the Northern enlargement of
the Community in 1973. It wanted to provide free-trade (one-
sided) for the industrial goods (except for some critical products,
e.g. textile, etc.) within 5 years and the EC treated some 80 % of
the exports of agricultural goods of the Mediterranean countries
preferentially and offered financial aids and the unified treatment
of the labor force issue. Within the GMP, several new agreements
had been made from 1974 onwards: Association Agreements with
Morocco, Algeria, Tunisia in 1976, and with Egypt, Jordan, Syria
and Lebanon in 1977. Due to political reasons not an association
agreement, but a free trade agreement was signed with Israel in
1975, while Libya did not want to sign any agreement with the
Community.

After the 1973 crisis, the chances to achieve a general agreement
decreased. The EC protected its agriculture with one-sided ac-
tions, if needed, and the development of the light industry was
hampered by the restrictions concerning textile exports. The part-
nership agreements provided more advantages than a free-trade
agreement in theory, although they oftered few consultation rights
and did not mention the prospect of full membership at all. As a
result of protests from the USA, the Mediterranean countries were
unable to provide the EC with a preferential treatment themselves.
The Southern enlargement of the EC in the 1980s had a further
negative effect on the Southern Mediterranean countries, since the
agriculture products of Spain, Portugal and Greece entered the
EC markets freely, leaving no room for the products of the other
states of the region.
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By the 1990s, the policy of the EC concerning the Mediter-
ranean changed. With the disappearance of the confrontation be-
tween the two systems, the threats moved from the Eastern part
of Europe to the South, therefore the states of the Community
introduced a new Mediterranean policy. Maastricht and the peace
settlement in the Middle-East made it possible to give new dimen-
sions to the relations.

The approach sped up within the frames of the Euro-Mediter-
ranean Partnership (EMP) from 1995. The Euro-Mediterranean
partnership agreements, upon which the free-trade zone could be
formed, replaced the former agreements made with the Arab
countries.

The new, global Euro-Mediterranean partnership consists of
three separate, but complementary ’pillars’:

e the pillar of politics and security, aiming to define the region
of peace and political stability,

* the economic and financial pillar, providing the setup of a mu-
tually booming area,

¢ the social, cultural and humanitarian pillar, which aims at de-
veloping the human resources and the understanding between
the different cultures and relations between the civic societies.

The realisation of the process started with bilateral agreements
between the EU and certain countries of the region. Most of the
Mediterranean countries has signed Euro-Med contracts (Tunisia,
Morocco, Israel, the Palestine Authorities, Egypt, Jordan, Algeria,
Lebanon), while with Syria the negotiations are finished, but the
agreement has not been signed.

Although the contracts signed are not identical in every detail,
their structure and the main points are the same. Besides the free
flow of goods, they include some minor specifications on the flow
of capital, the law of competition and the protection of invest-
ments. In addition to the financial and economic co-operation,
the political dialogue and the social- and cultural co-operation
were also included in the agreements. Overall, the Euro-Med
agreements are rather establishing a free-trade “light”, without
too many strict harmonisation requirements in crucial areas related
to trade.
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Turkey

The Association Agreement with Turkey (‘Ankara Agreement’)
was signed in September 1963, more than 50 years ago. Similar
to the agreement signed with Greece in 1961, the Ankara Agree-
ment provided for a customs union between the country and the
Community at the end of a transitional period of two decades, to-
gether with other gradual liberalisation and harmonisation process-
es. The establishment of the free movement of labor and capital
were also among the goals, and the agreement let the possibility
of a full-fledged membership of Turkey in the Community open.
The Additional Protocol from 1970 set the timetable of the tran-
sition process in 22 years, and described the exact trade liberalisa-
tion measures to be taken. For the Turkish side, the basic incentive
behind the association agreement was rather political than eco-
nomic, aiming at establishing strong relations with Europe, and
following the main political rival Greece. The problems with the
implementation of trade liberalisation steps started soon on the
Turkish side, as a natural consequence of the trade development
strategy followed by Turkey that was based on import substitution
with strong protectionist measures. In 1978, Turkey asked for a
revision of the agreement, and cancelled the next stage of tarift re-
ductions, but the 1980 military coup in Turkey led to a freeze in
bilateral relations anyway. In the 1980’s, however, under the lead
of the new PM Turgut Ozal, Turkey started with economic re-
forms, changing the state-led import substituting industrialisation
process to an export-oriented strategy based on competitive sec-
tors. The new economic strategy was much more compatible with
the trade liberalisation requirements of the Association Agreement,
and also made Turkey more interested in a better access to the Eu-
ropean internal markets. With the ease of political tensions be-
tween the two sides, Turkey applied for an EU membership in
1987, as the accession of three Mediterranean countries deterio-
rated the Turkish positions on the EU markets. Instead of starting
accession negotiations, the EU proposed the intensification of eco-
nomic relations, with a completion of the customs union.

The Customs Union (CU) agreement between Turkey and the
EU came into effect on 1st January, 1996. The CU eliminated
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most trade barriers between the EU and Turkey, but is also meant
a harmonisation process, where Turkish technical standards, com-
petition policy, intellectual property rights were brought closer to
EU requirements. Some crucial sectors like agriculture were not
included, here bilateral concessions were applied.

Since the EU had already abolished the tariffs on most of the in-
dustrial goods imported from Turkey in 1971, the tarift adaptation
measures (erasing tarift towards EU members, and reducing tarifts
to Common External Tariff (CET) levels with other countries)
and also the costs were affecting Turkey.

Central and Eastern Europe

The official relations between the EEC and the Central and East-
ern European countries were set up only after 1988, when the sys-
temic transformation in the Eastern bloc countries had started.
The first programs (PHARE) included aid and trade facilitacion
(use of GSP preferences).

The negotiations over a more ambitious plan started in 1990,
and ended up in December 1991 with Association Agreements
(Europe Agreements) signed by the parties (Poland, Hungary and
Czechoslovakia at that time, later followed by other CEE coun-
tries). The most important element of the Association Agreement
was the free trade for industrial goods regulated in a reciprocal but
asymmetric way. It was rather unconventional and due mainly to
political motivations that the EU has been opening up sectors
where CEE countries were creating competition for EU producers
(textile, metal industries, agriculture). Bilateral free trade without
obstacles was created by 2002, while in agriculture, the agreement
resulted in reduced tarifts and higher quotas. Liberalisation steps
allowed larger participation in service supply and in public pro-
curement processes. A gradual approximation of associated coun-
tries to the acquis communautaire was also included in the agree-
ment.

An important step towards trade liberalisation in the region was
the Central European Free Trade Agreement. The CEFTA agree-
ment — came into force in 1994 — created free trade among the
Czech Republic, Hungary, Poland and Slovakia, while Slovenia,
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Bulgaria, Romania and Croatia joined later. The agreement — a
kind of antechamber of EU integration — helped the economic in-
tegration process of the CEE countries to the EU and made the
region more attractive for foreign investors.

EU Trade Policy with Neighbors
— Current Trends and Future Prospects

In 2003, at the Thessaloniki European Council, when the acces-
sion treaties with the 10 future member countries had already been
signed, the EU created two new groups of non-EU European
countries. The Western Balkan countries got the promise of future
membership, while other European countries were covered by the
"wider Europe" project. The obvious loser of this categorization
was Moldova , as full member of the Stability Pact for South East-
ern Europe, which was placed to the "wider Europe" group, while
all other Stability Pact member countries got the opportunity to
become members of the EU.

The Western Balkan countries

For the Balkans — the former Yugoslavian republics of Croatia, Ser-
bia, Bosnia and Hercegovina, Montenegro, Macedonia, plus
Kosovo, and Albania (i.e. the Western Balkan countries) — the EU
accession is an obvious strategic goal. The Western Balkan coun-
tries are surrounded totally by EU member countries. This means
that their European future is more or less evident, even if only in
the longer term.

The framework invented for the region was the Stability and As-
sociation Process. The SAP started in 1999, and was strengthened
by the 2003 Thessaloniki summit. In the framework of the
Process, the Western Balkan countries signed Stabilisation and As-
sociation Agreements with the EU, explicitly including provisions
for a future EU membership.

The SAAs are based on the acquis communautaire, creating free
trade and expecting a gradual harmonisation of policies. The EU

offered autonomous trade preferences for Balkan countries in
2000, valid for nearly all exports. An extension of the CEFTA
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agreement to Western Balkan countries and Moldova made free
trade among countries of the region possible.

From the Western Balkan countries Croatia has already finished
the accession process, and joined the Union in July 2013. Mon-
tenegro and Serbia are official candidates and have already started
accession negotiations with the EU. FYROM, the Former Yu-
goslavian Republic of Macedonia, a candidate since 2005, was not
able to start negotiations due mainly to bilateral disputes with an
EU member neighbor, Greece. Albania is waiting for the green
light to be accepted as a candidate due mainly to domestic political
reasons, while Bosnia-Hercegovina and Kosovo are struggling for
their “statchood”. In case of Bosnia Herzegovina, it is the lack of
understanding among the three nationalities that is an issue, while
in Kosovo the situation is worse, since its independence is not fully
accepted by some EU members.

Wider Europe

After the finalisation of the decision on a ‘Big Bang’ enlargement,
the EU wanted to initiate a new policy for the Eastern Periphery.
The newly formulated policy, however — on the insistence of the
Southern member states — included the EMP-participant Mediter-
ranean countries as well.

Originally, the concept of the new European Neighbourhood
Policy was intended to be offered (beside the EMP countries) to
four Eastern European countries (Russia, Ukraine, Belarus and
Moldova). In June 2004, a few months after the ‘Rose Revolution’
in Thilisi, the decision was made to expand the ENP to the south-
ern Caucasus republics of Georgia, Armenia and Azerbaijan. The
largest ‘neighbor’ of the EU, on the other hand, was not included
finally: Russia declined to be incorporated into the scheme and
opted for developing bilateral cooperation with the Union on an
allegedly more ‘equal’ basis, although it was open to accepting
similar policies and actions as those implemented with other coun-
tries involved in the scheme!. The EU intended to encourage
those states participating in the ENP to implement serious political
and economic reforms along with European standards in order to
create conditions for a future common space and market.
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Eastern Europe

The EU enlargements in 2004 and 2007 moved the external bor-
ders of the EU to the East, changing radically the EU’s geopolit-
ical and economic perception of the CIS region (former Soviet re-
publics) and its potential importance as economic and political
partner (particularly for the new EU member states). Before the
enlargements, CIS countries formed the second, outer ‘ring’ of
the EU neighbors, being geographically separated from the EU
by the countries of Central and Eastern Europe. Except for Russia,
the CIS countries economic and political importance for the EU-
15 was quite limited. The EU-15s real economic and foreign pol-
icy interests in cooperation with CIS countries concentrated most-
ly on oil and natural gas supply from Russia, and on a relative
geopolitical stability of the post-Soviet area (avoiding the prolif-
eration of regional and ethnic conflicts).

Partnership and Cooperation Agreements (PCA)

The PCAs with the CIS countries were concluded between 1994
and 1996, and they came into effect’ in the period of 1997-1999.
The PCAs have established a political dialogue between the parties
and provided for a very wide range of issues for cooperation.
Though the PCAs were drafted in similar fashion to the Europe
Agreements with CEE countries, there were important features
which gave the emerging relationship an entirely different charac-
ter. Despite the fact that in both types of agreement political dia-
logue was established, their aims differed substantially: dialogue
established by the EAs was used for the pre-accession process, the
one provided by the PCAs aims at consolidating the rapproche-
ment between the parties, as well as supporting the political and
economic changes taking place in these countries. Although sim-
ilar to the EAs, the PCA consisted of a “political conditionality’

I The European Neighbourhood Policy does not cover countries which are in the process of
joining the European Union (Turkey, Croatia, Rep. of Macedonia, Serbia, Montenegro) and
those covered by the Stabilisation and Association process (Bosnia-Herzegovina, Albania and
Kosovo) that have the same aim. The ENP also does not cover the EFTA states (Iceland, Nor-
way, Switzerland and Liechtenstein) as well.
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clause, this did not have the same effect, and since the membership
incentive was much more powerful than just establishing a wider
area of cooperation between the Union and the relevant country.
In addition, the institutions provided by the PCAs generally re-
sponded to those established by the EAs, which provides for sim-
ilar institutions referred to as ‘association’ instead of ‘cooperation’.
The major difference affecting the nature of the whole agreement,
is, that the Cooperation Council established within a PCA is not
entitled to take decisions imposing obligations on the signatories,
diminishing the importance of this institution.

The lack of incentive and eagerness by both sides to implement
the PCAs was central in the failure to achieve the aims of the agree-
ments. The partnership established was ‘a label on a mere trade
agreement’, where the parties failed to develop the PCA.

With the EU’s eastern enlargement, the situation changed sub-
stantially. Four CIS countries — Russia, Ukraine, Belarus and
Moldova — became direct land-neighbors of the enlarged Union.
The Caucasian countries still lie some 1000 km apart from the near-
est EU member (Romania), and only Georgia share a maritime
border with the enlarged EU by the Black Sea. With a Turkish EU
accession in the future, the other two states of the region, Armenia
and Azerbaijan would also become direct neighbors of the Union.

The ENP has included the PCAs, as a sound basis for developing
tuture partnership. The “political dialogue’ feature introduced by
the PCA acquired a different nature within the ENP. The ENP
intended to be based on political dialogue, instead of a demand-
driven approach usual by the PCAs, where there was only one par-
ty, which was obviously deciding on the scope, measures and
mechanisms of the cooperation.?

Regional versus bilateral approaches

The European Union’s trade policy instruments are based not only
on bilateral cooperation, they may have multilateral forms like the

2 The necessity of a political dialogue was realised even before the launch of the ENP, when
the Council adopteda new Regulation for relaunching TACIS programme basing it ‘on an un-
derstanding that co-operation is a reciprocal process, encouraging a move from a “demand-
driven” to a dialogue driven approach’ (Ghazaryan, 2008).
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former Lomé Convention, and the different initiatives oftered for
the neighbors: the Euro-Mediterranean Partnership, and later the
Union for the Mediterranean, the Eastern Partnership or the Black
Sea Synergy.

The ENP itselfis primarily bilateral, but interlinks with regional
and sub-regional processes. Actually, the countries participating
in the ENP are quite different, the ‘common-nominator’ among
them being the rather Eurocentric approach based on their neigh-
borhood to EU. But the Eastern partners are all European coun-
tries, members of the Council of Europe, and as such, based on
paragraph 237 of the Rome Treaty, these countries have the right
to appeal for a full membership.

So the question still remains: why not to make the distinction
between countries and regions more explicit, and treat the “sub-
regional cluster” of the Union’s neighbors separately. The new
initiatives of the European Union seem to follow this logic.

Black Sea Synergy (BSS)

With the joining of two Black Sea littoral states, Bulgaria and Ro-
mania, the prosperity, stability and security of the neighbors
around the BlackSea have become an immediate concern to the
EU more than ever before. An EU initiative, called the Black Sea
Synergy was established in 2008, to develop the cooperation with-
in the Black Sea region and also between the region as a whole
and the European Union, thus adding a regional dimension to the
ENP. In this sense, the "Black Sea Synergy" completed the
"chain" of regional cooperation frameworks in the EU's neigh-
borhood, adding to the Euro-Mediterranean Partnership and the
Northern Dimension.

The Black Sea Synergy has not established a secretariat but tried
to help political agreements and actions to be implemented by ex-
isting institutions, such as the Black Sea Economic Cooperation
group (BSEC) or the Black Sea Forum (BSF). It was co-funded
from the EU's "neighborhood policy" and other existing funds.
Regular meetings were envisaged between foreign ministers of
Black Sea zone states: EU-member Romania, Bulgaria, Greece,
EU membership-candidate Turkey, ENP-participant Ukraine,
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Georgia, Armenia, Azerbaijan and Moldova, and Russia. Although
the Black Sea Synergy is still existing, without strong ’god-fathers’
in the EU, the BSS did not become a really influential institution,
and the Eastern Partnership Initiative, launched one year later,
took away both the political attention and the financial sources.

Union for the Mediterranean

The idea of the Union for the Mediterranean, previously known
as the "Mediterranean Union" was proposed by the French Pres-
ident Nicolas Sarkozy, originally implied a selective approach, sug-
gesting that only France, Spain, Italy, Portugal and Malta should
confederate with the five North African countries Morocco, Alge-
ria, Tunisia, Mauritania and Libya. The Union was supposed to
place emphasis on cooperation in the fields of counterterrorism,
illegal immigration, sustainable development and energy security.
It was planned as a looser grouping than the EU. Having been
backed especially by Italy and Spain, the proposed Union would
reduce imbalances between the North and the South of the EU.
Later it emerged as a possible alternative to Turkish membership
in the European Union, whereby Turkey would instead form the
backbone of the new Mediterranean Union.

However, with modifications to the plan in March 2008, it was
agreed to be only "completing and enriching" the existing EU
structures and policy in the region, and build upon the existing
Barcelona process. It was also agreed that the project would in-
clude all the EU member states, not just those bordering the
Mediterranean, as originally planned by the French President.
Once Turkey was given a guarantee that the project would not be
an alternative to Turkish EU membership, it accepted the invita-
tion to participate. The Union for the Mediterranean became an
international organization initiated in July in 2008, as a develop-
ment of the Euro-Mediterranean Partnership. The act unites 43
states, every EU member with several non-EU countries that bor-
der the Mediterranean Sea3.

3 Albania, Algeria, Bosnia and Herzegovina, Croatia, Egypt, Israel, Jordan, Lebanon, Mauri-
tania, Monaco, Montenegro, Morocco, Palestinian Authority, Syria, Tunisia and Turkey. Libya
remains an observer.
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It is still not clear, however, what kind of real novelty the Union
for the Mediterranean brings to the EU-Med relations, how the
new Union will help to resolve the problems of the region, and

whether it will operate better the former Mediterranean initiatives
of the EU.

Eastern Partnership

The Eastern Partnership (EaP) is a project which was formally ini-
tiated by the European Union. It was presented by the foreign
minister of Poland with assistance from Sweden at a meeting of
the Council in May 2008.

In their Eastern Partnership proposal, Poland and Sweden sug-
gested that the existing instruments for cooperation between the
European Union and its Eastern neighbors would be complement-
ed by an intensified support of the EU. This support would be di-
rected toward those EU neighbors who have advanced furthest in
implementing European Neighbourhood Policy (ENP) instru-
ments. It allows for such countries’ gradual inclusion in EU poli-
cies and programs along with their gradual integration into the
EU common market. The plan was open in nature — other coun-
tries might join it when willing and ready.

Unlike the Union for the Mediterranean, the Eastern Partnership
does not have its own secretariat, but it is controlled directly by
the European Commission.

As the Commission projected (EC, 2008), in the medium term
the free trade areas with each country and a greater support to
meet the related requirements could lead to the establishment of
a network of FT'As that can grow later into a Neighbourhood Eco-
nomic Community. The Partnership also consist a progressive visa
liberalisation, a deeper co-operation to enhance the energy security
of the partners and the EU, and a support for economic and social
policies designed to reduce disparities within each partner country
and across borders. A new Comprehensive Institution-Building
(CIB) programme was planned to improve the capacity of each
partner to undertake the necessary reforms.

Building on previous Commission proposals to strengthen the
ENP, the EaP wanted to reinforce the interaction with all six part-
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ners, always tailored to each partner’s specific situation and ambi-
tion. But, as Garcia states, compared to the Barcelona Process, the
ENP downgrades the regional dimension to ‘a complementary,
and in fact optional, element. (Garcia, 2013, p. 530)

Bilateral relations

Currently, from the Eastern partners Ukraine, Moldova and Geor-
gia are in closest relation with the European Union. These coun-
tries were the first to have an Action Plan adopted. All of them
negotiated an Association Agreement with DCFTA in 2011-2012.
At the Eastern Partnership summit in Vilnius, on the 28-29th No-
vember, the agreements with Georgia and Moldova were initiated.
Ukraine, on the other hand, postponed the signing of her already
ratified AA agreement, which lead to massive protests in Ukraine.

Azerbaijan also has ongoing negotiation on an Association
Agreement with the EU. The WTO membership of the country
is a prerequisite, however, to be able to start negotiations on a
DCEFTA. The third Caucasian country, Armenia, also had negoti-
ations on an Association Agreement and on DCFTA with the EU.
The relation, however, cooled down, when Armenia voiced her
readiness to join the Eurasian Economic Community, a customs
union initiated by Russia, incompatible in its nature with a DCF-
TA with the EU.

The third Eastern European country, Belarus supports the ENP
in general, but Brussels sets political conditions for a full-scale par-
ticipation of the country. Since 2003, however, Belarus has been
taking part in several ‘border programs’ (with Poland and Ukraine,
and with Baltic countries). Closer cooperation with the EU seems
to be possible only after a political change in the country.

As far as the Southern partners are concerned, these countries
are non-European neighbors. From them, the three Maghreb
countries have the closest relations with Europe, mainly due to the
former French colonial rule. Morocco asked even for admission to
EC in 1987, but the Council refused the request, as Morocco is
not a European country. Morocco and Tunisia were the first to
sign the Euro-Med agreements and are doing everything to exploit



The development of EU trade policy towards neighboring countries 25

the possibilities of the agreements. With Algeria there were several
problem areas, like the tense, almost war-like political status and
the unreadiness of the economys, i.e. the one-sided structure of the
exports, the closed market from the outer world. But Algeria’s nat-
ural resources are indispensable for the EU. Similar is the case with
Libya, but in the mid nineties the country opted out of the part-
nership. Later it became an observant, and, nowadays, both sides
try to warm up relations.

The five countries that are in the Eastern part of the Mediter-
ranean and the Palestine Authority are also part of the EU’s ENP
policy. Although the relation of these countries with the EU is
not as close as that of the Maghreb countries, their partnership
status existing since the 1970s and the ongoing peace talks in the
Near East and the EU’s more active role justified their involve-
ment. The co-operation between the Mashrek and the EU coun-
tries is rather dependant on the peace talks. Israel has an edge
over the others in the region as concerns its economy and is an
equal partner of the EU. At the beginning of the partnership
process, there was a hope for economic cooperation between Is-
rael and neighboring Arab countries. It did not come up to the
expectations, however, and the tension between the Israelis and
the Arabs remained.

Advanced forms of cooperation

The contractual frame for a stronger engagement, the Association
Agreements (AAs) would supersede the current agreements
(Partnership and Cooperation Agreements, Euro-med Agree-
ments). The agreements have already been negotiated with
Ukraine, Moldova and Georgia, partners that were willing and able
to take on the resulting far-reaching commitments with the EU.
These new agreements would create a strong political bond and
promote further convergence by establishing a closer link to EU
legislation and standards. They may also advance cooperation on
Common Foreign and Security Policy and European Security and
Defence Policy.

The AAs include the goal of establishing a deep and compre-
hensive free trade area (DCFTA) with each of the partner coun-
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tries. These DCFTAs can only be established with countries which
have joined the WTO*. They cover substantially all trade, includ-
ing energy, and aim at the highest possible degree of liberalisation
(with the asymmetry in the pace of liberalisation). The agreements
contain legally binding commitments on regulatory approximation
in trade-related areas, and they create real perspectives for en-
hanced movement of goods, capital and the supply of services to
be achieved over the long term. In parallel, sectorial measures
should be pursued to facilitate market access for partners.

To be able to exploit the fruits of the agreements, the EU will
encourage these countries to establish a network of regional free-
trade agreements among themselves based on the bilateral com-
mitments undertaken in the DCFTAs with the EU. This would
strongly enhance intra-regional trade and economic integration
and complement the countries' efforts to better integrate with the
EU economy. An important element contributing to further eco-
nomic integration is the diagonal cumulation of origin.

To promote the legal movement of people, the EU initiated Mo-
bility Pacts with the Eastern Partnership countries. In this frame-
work the EU offered visa facilitation for its partners and, in the
longer-term, open dialogues on visa-free travel with all partners.
Of course, the speed of establishment always depends on the sit-
uation of each partner country. Currently Ukraine, Georgia and
Moldova have signed a readmission agreement parallel with visa
facilitation agreements with the EU.

In case of END countries it remains an important question, how-
ever, how far the harmonisation should go in difterent fields,
which regulations of the EU acquis communautaire should be
adapted by the neighboring countries. They get no full accession
perspective, and the more such alignments have to be done, the
more costly they are, and their rationality may be questioned by
the partner countries.

As a further step, the idea of creating a Neighbourhood Eco-
nomic Community emerged, similarly to the already existing Eu-
ropean Economic Area. In the longer term such a Community

4 Currently Azerbaijan, Belarus, plus Algeria, Lebanon, Libya, and Syria have not concluded
their WT'O accession negotiations.
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could be offered full access to the single market.5 The lack of full
accession perspectives, however, makes the reality of such Com-
munity dubious.

A further problem could be the financing of the costs of har-
monisation. As the case of the Mediterranean countries shows,
without substantial foreign investments following the liberalisa-
tion, the partners will not be able to enjoy the economic advan-
tages of the decision. Investments are needed both in the produc-
tive sectors and in infrastructure, since the official support coming
through EU founds (ENPI) are limited. The attraction of private
capital to these activities should be a priority agenda.

The European Neighbourhood
and Partnership Instrument (ENPI)

Still, one of the major innovations in the Union’s relations with
neighboring countries consists in the establishment of a unique fi-
nancial instrument for the ENP as a whole. The European Neigh-
bourhood and Partnership Instrument (ENPI) replaced the
TACIS and MEDA programmes in 2007.

For the budgetary period (2000-2006), the funds available were
approximately €5.3 billion for MEDA and €3.1 billion for TACIS,
as well as approximately €2 billion in European Investment Bank
lending for MEDA beneficiary countries and €500 million for
TACIS beneficiary countries. For the next budgetary period
(2007-2013), €12 billion in EU funding were available to support
these partners' reforms, an increase of 32% in real terms. Still, the
new endowment lied below the initial requests of the Commission
in the 2005 budget negotiations; it incorporated headings that
were previously included elsewhere in the EU budget.¢

The ENPI was designed to target sustainable development and
approximation to EU policies and standards — supporting the

5 It would require the partners to develop the capacity of their economies to be able to fully
withstand the competitive pressures of the single market and to demonstrate not only a wil-
lingness to adopt all relevant elements of the EU acquis but also a capacity to implement them,
with comparable standards and practices. Substantially increased technical assistance and fun-
ding will be needed to achieve this objective.

¢ ENPI money has been used for the reconstruction of Lebanon, thus reducing the actual ava-
ilability of cash. (Missiroli, 2008)
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agreed priorities in the ENP Action Plans (as well as the Strategic
Partnership with Russia, which was previously also covered by the
TACIS programme). The new funding was planned to be much
more flexible, policy-driven instrument, where the allocation of
funds depended on the countries needs and absorption capacity
as well as their implementation of agreed reforms. Based on the
‘more-for-more’ principle the EU now offers greater incentives to
countries that make more progress towards reforms. An important
aspect of the ENPI is the improvement in cross-border coopera-
tion with countries along the EU’s external land and maritime bor-
ders thus avoiding new dividing lines.

For the next budget period (2014-2020) the proposed financial
framework of the European Neighbourhood Initiative (ENI, re-
placing ENPI) will reach 18.2 billion euro, 40 per cent up on the
amount available under the ENPI from 2007-2013.7 How it will
be shared among Eastern and Southern countries is still unclear.
In the 2007-13 period, the shares have slightly changed: 62 per
cent of the Funds went to the South (it was 70 pre-2007), and 38
to the East (30 per cent previously).

Evaluation of trade relations
with neighbors and conclusions

How can we evaluate the effects of EU trade policy concerning
neighbors? As far as economic achievements of the EMP are consid-
ered, the results are mixed. The Southern partners have reduced their
tariff levels according to the Euro-med agreements, but they got no
access for their agricultural export to the European market as a com-
pensation, although this is the sector where the South has a compar-
ative advantage. And in reality, a further liberalisation by Euro-med
agreements was a goal neither for EU nor for Southern regimes.
The Euro-med Free Trade Area was scheduled to be achieved
by 2010 but without functioning free trade agreements between
the Southern countries, it still relies on bilateral structures® and

7 Sources of datas: hetp://www.enpi-info.en
8 The Agadir Agreement signed in 2004 by Egypt, Tunisia, Morocco and Jordan intends to
gradually establish free trade between the signatories.
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threatens the region with the negative impacts of ‘hub and spoke’
effect’. An indirect proof to that is the fact that — despite previous
expectations — the level of FDI coming from European countries
to the region remained low. The use of the current system of rules
of origins is not attractive for FDI, especially for cross-border pro-
duction chains in the region. (Dreyer, 2012) A harmonisation of
investment and competition policies also stayed outside the scope
of the agreements.

To make the system of rules of origin more eftective, the EU ex-
tended the Pan-European cumulation system to the Mediter-
ranean countries and created the Pan-Euro-Med cumulation of
origins. The system operates between 42 countries currently: the
EU, the EFTA members, Turkey and Euro-Med countries (Alge-
ria, Egypt, Israel, Jordan, Lebanon, Morocco, Syria, Tunisia and
the Palestinian Authority).1?

But even with a broad system of cumulations created, the func-
tioning of a free trade area remains complicated and thus less at-
tractive for investors. As Krugman&Obstfeld states, free trade
agreements are politically straightforward but administratively a
headache, while customs unions are just the opposite (Krug-
man&Obstfeld, 2002). In case of a customs union, participant
countries have to agree on the common external tariffs used by
both sides, which generates political debates and needs compro-
mises from both sides.!! By free trade agreements, the countries
preserve their independent trade policy but the necessity of rules
of origins makes the operation of the free trade system adminis-
tratively more complicated.

For the ENP countries, a customs union may be administratively
more straightforward than a free trade agreement but politically it

9 The ‘hub and spoke effect” appears, when a large country (hub) has bilateral free trade ag-
reement with other (smaller, developing) countries (spokes), but there is no such agreement
among the other countries. The production will rather be in the ‘hub’ and exported to the free
trade partners, because a larger area can be achieved freely from there.

10 The diagonal cumulation means that products which have obtained originating status in one
of the 42 countries may be added to products originating in any other one of the 42 without
losing their originating status within the Pan-Euro-Med zone. http://ec.curopa.en/taxation_cus-
toms/ customs/customs_duties/rules_origin/prefevential/ avticle 783 en.htm

11 By the EU-Turkey Customs Union Agreement Turkey agreed to adopt the Common Ex-
ternal Tariffs of the EU and to harmonize its foreign trade regulation accordingly without com-
promises.
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is much more complicated to construct. Here, the ‘neighboring’
countries willing to join the Customs Union, had to accept the al-
ready existing Common External Tarifts and so it is not the con-
struction but the sustainability of the agreement which is ques-
tionable. Due to fortunate circumstances, the Turkish CU
agreement was able to contribute to Turkey’s economic transition
and fast economic growth in the last decade. In case of the ENP
countries, however, the applicability of the model seems unlikely
without a perspective of a full-fledged EU membership.

And even for the EU, the goal is rather a harmonisation of leg-
islation, not the harmonistaion of external tariffs. The free trade
agreements negotiated by the EU are seen as bilateral means sub-
stituting multilateral liberalization and rule making in the WTO
framework. Especially, the Deep and Comprehensive Free Trade
Areas (DCFTA) are ’opportunity to negotiate regulatory and
beyond-the-border issues that are not included in the Doha
Round and also to deal with ‘tough’ issues like agriculture, which
seems almost impossible to be solved in the multilateral talks.’
(Liargovas, 2013)

As regards to the ENP, in particular, the main reason for the EU
to follow the road of bilateralism is its objective to deepen the sub-
stance of trade agreements, enhancing more comprehensive trade
relations with its neighbors and thus, bringing its neighbors grad-
ually closer to the Single Market (Petrakos et al, 2013). The EU
ofters DCFTA not only for Eastern partners but also for Mediter-
ranean partners.!? The negotiations on a possible DCFTA between
the EU and Morocco were started on 22 April, 2013 in Rabat.
The DCFTA will extend significantly beyond the scope of the ex-
isting Euro-med Association Agreement. The new agreement will
include trade in services, government procurement, competition,
intellectual property rights and investment protection, as well as a
harmonisation of industrial standards and technical regulations or
sanitary and phytosanitary measures.

The ENP was aimed to bring the neighbors closer to the Union
both politically and economically. The Union can still rely on its

12 Currently, potential candidates for negotiating a DCFTA with the EU are Egypt, Jordan,
Morocco and Tunisia.
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‘high status’ among these countries and motivate them to under-
take necessary processes for the possible integration whether with-
in the region itself or with the Union. What is required from the
EU is the adaptation of elements in a way which will make it pos-
sible to meet the expectations of the neighboring countries con-
cerning integration. At the same time, this would allow the Union
to pursue its own interests and guarantee its own security. In order
to reach this, the Union would make the ENP a comprehensive
policy, where principles of conditionality, joint ownership and dit-
ferentiation do not contradict each other.

On the other hand, by adding the principles of joint ownership
and differentiation, the EU has tried to adapt the pre-accession
policy to the ENP as much as possible. However, these principles
do not sit well with the main principle of conditionality borrowed
from the enlargement experience. Nevertheless, the greatest ten-
sion comes generally from the question of using the enlargement
policy when membership is not offered, since in case of its success
the END will result in creating new candidates. Thus the EU can-
not demand similar commitments from both the countries who
are eventually offered membership and those who are offered just
a ‘stake in the internal market’. On the whole, the ENP seems to
suffer from being neither enlargement nor foreign policy. (Misroli,
2008): it has elements from both policies but neither from them
works properly.

It can be concluded that trade relations and trade policy is con-
tinued to be important for the European Union to maintain its
the competitiveness but it also remains a foreign policy tool of the
EU, especially in case of neighboring regions. But since the EU
has much poorer countries in the neighborhood, integrating them
to the internal market is costly and may be dangerous: instead
of creating stability, it may increase instability in the surrounding
regions.

In the neighborhood, rather polical than commercial goals and
considerations shape the EU trade policy.

So the need for strategic policy is a must for at least three other
reasons. First, the still existing framework policy, the ENP has to
do with at least 15 countries in four regions (Eastern Europe, the
Caucasus, the Levant, and North Africa), and the challenge is not
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to tailor ENP policies to individual countries but to address the
regional level. Second, the ENP has moved into the Russian sphere
of influence and challenges Russian interests and the EU can only
hope to cope with Russia if it is clear on its priorities on key issues
(trade, energy, democracy). And finally, the ENP overlaps with
American interest as well. Geopolitically, the United States has an
interest in influencing events in the Eurasian periphery and organ-
izing relationships with local partners that enable this influence
(Rynning — Jensen, 2008).

The ENP signals that the EU is more ready and able to engage
in this type of partnership but it will depend on future develop-
ments how the ENP strategy will be able to handle the challenges
coming from the neighborhood.
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GENERAL PROVISIONS OF THE EUROPE
(ASSOCIATION) AGREEMENTS

Elzbieta Kawecka — Wyrzykowska, Sandor Meisel

Introduction!

Three countries of Central and Eastern Europe (Poland, Hungary
and Czechoslovakia) initiated bold reforms of their political sys-
tems and economies in 1989. Practically from the very beginning,
Central and Eastern European countries (CEECs) seeked for clos-
er relations with the then European Community (EC), both for
economic and political reasons.

In the middle of 1990 all three countries (Czechoslovakia at this
time was still one country) officially applied for a beginning of ne-
gotiations for an agreement of association, and the official nego-
tiations with all three countries began in December 1990. Talks
were concluded in autumn 1991 and on 16 December 1991 bi-
lateral association agreements were signed between the European
Communities and their Member States on the one hand and each
of those three countries: Czechoslovakia, Hungary and Poland.?

! This chapter bases on the following chapters: Poland prepared by E. Kawecka-Wyrzykowska
and Hungary prepared by S. Meisel, published in: From Association to Accession. The Impact
of the Association Agreements on Central Europe’s Trade and Integration with the European
Union, ed. by K. Mizsei and A. Rudka, Institute for EastWest Studies, Warsaw, Prague, Buda-
pest, Kosice, New York, 1995.

2 Later similar association agreements were negotiated with other countries which started
transformation, it is: Bulgaria, Estonia, Latvia, Lithuania, Romania, Slovenia. The full name of
EA was the following: Europe Agreement establishing an association between the European
Communities and their Member States, on the one part, and the mentioned countries that sig-
ned similar agreements, on the other part.
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The Agreement with Czechoslovakia was renegotiated after the
dissolution of the country as of 1 January 1993. At that time a
new clause was added to agreements with Slovakia and Czech Re-
public, making association conditional on political requirement
consisting in “Respect for the democratic principles and human
rights established by the Helsinki Final Act and the Charter of
Paris for a new Europe, as well as the principles of market econo-
my” (Art. 6 of the Association Agreements). Those rules were to
be respected by all parties to the Agreements. They were included
also in the further Association Agreements signed by the European
Communities with their European partners.

In other areas the coverage of the Agreements was almost iden-
tical. Differences applied mainly to slightly different timetables of
trade liberalisation, of adjustment of national laws to the EU laws
as well as timetables of implementation of other liberalisation com-
mitments. The commercial parts of the Agreements entered into
force on 1 March 1992 (on the basis of so called Interim Agree-
ments) and the whole Agreements became applicable on 1 Febru-
ary 1994 (after ratification by respective partners).

All CEEC:s treated the EAs as a first step to full integration and
stressed the agreements’ important role in their relations with the
EU. This helped to achieve relatively soon the EC decision on
membership criteria (during European Council in Copenhagen in
June 1993). The Copenhagen meeting, though vaguely, stated for-
mally the possibility of those countries joining the EC if they were
willing and able to fulfil the necessary obligations, just broadly de-
fined in the Summit conclusions.

Europe Agreements included the establishment of a political di-
alogue and the creation of a free trade area in trade in goods be-
tween the EC and a respective associated country. Some opening
up of the partners’ markets was provided in the field of movement
of workers, establishment of companies and supply of services, as
well as in the area of movement of capital. Also, EAs included a
set of commitments by the associated countries to approximate
their legislation to that of the Community (some of them being
compulsory for CEECs). As a first step in the process of the ap-
proximation of legislation the EAs stressed the necessity to har-
monise laws directly related to trade. Provisions on economic and
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cultural cooperation were rather general, identifying areas of pos-
sible mutual interest. Provisions on financial cooperation oftered
CEECs some stability in terms of access to financial support under
PHARE (Poland-Hungary Assistance for Restructuring their
Economies), access to loans of the European Investment Bank and
support for special fund to stabilise their currency.

As regards provisions for trade liberalisation, they were different
in case of non-agricultural products (industrial goods and raw ma-
terials) and agricultural products. The first group provided for cre-
ation of free trade area, i.c. elimination of all border barriers. This
goal was achieved basing on the asymmetry, it is earlier and faster
climination of trade barriers by a stronger partner (EC) and slower
and uvsually delayed opening up of markets of CEECs.

Liberalisation of trade in non-agricultural products

Regarding trade in non-agricultural products, all parties of the EAs
committed themselves to observing the standstill principle, i.e., not
introducing any new restrictions or not increasing already existing
tarifts. Omission of this clause would make it possible to increase
the scope of protection after the entry into force of the Agreements,
which would violate the arrangements made earlier. In some ex-
ceptional cases defined in the Agreements, it was possible to raise
the level of protection by using safeguard clauses. The basis for duty
reduction was established in a way that allowed taking into account
the outcomes of the Uruguay Round negotiations.

The EAs immediately removed almost all quantitative restrictions
(QRs) on industrial imports from the CEECs, except for textiles,
steel and coal. They also removed tarifts on over 50% of the EC
imports from the region. Tariffs on most of other products were
to be abolished over a two-to-five year period (in case of Hungary
— lasting to 7 years), except for textiles and clothing. For 1995,
the average (weighted) tariff rates for imports from CEECs were
estimated at 1.2% for Hungary, 1.1% for Poland and only 0.7% for
former Czechoslovakia.3

3 European Commission: “Trade liberalisation with Central and Eastern Europe”, European
Economy, Supplement A. Recent economic trends, No. 7, July 1994; cited from: From Asso-
ciation to Accession, op.cit., p. 5.
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Besides textiles and clothing, a few other groups of products
(iron and steel, chemicals, furniture, leather goods, footwear, glass
and vehicles) were treated as sensitive sectors, so trade of them was
also to be liberalised at a slower pace. Moreover, exports of sensi-
tive products from CEECs to EC were subject to liberalisation in
the framework of preferential quotas (reduced import duty only
for a limited amount of goods). The Copenhagen European
Council (June 1993) decided to implement faster liberalisation in
those categories. As a result, almost all of the non-agricultural ex-
ports of CEECs to the EC were practically liberalised as of the be-
ginning of 1995.

The schemes of CEECs concession on non-agricultural products
were much simpler. In Poland, with the entry into force of the In-
terim Agreement, Poland abolished tarifts on about 28% of the value
of industrial imports from the EC, mainly raw materials and capital
goods, especially technologically advanced equipment to stimulate
the restructuring. Liberalisation of access to the Polish market for
the remaining non-agricultural products started on 1 January 1995
(except for cars, which were liberalised only in 10 year period, i.e.
till the beginning of 2002). Liberalisation of those products con-
tinued in five equal instalments (20% of the basic rate in each year),
the last reduction taking place at the beginning of 1999.

The situation was different in Poland for automotive products
tor which 10 year transitional period for elimination of tarifts was
provided for (supplemented with duty free quotas for EC cars ex-
ported to Poland).

Let’s add that all reductions of customs duties were speeded up
by the liberalisation on multilateral forum, as agreed in the
Uruguay Round and introduced in several years, starting on 1 Jan-
uary 1995.

The process of duties elimination in the Hungarian non-agricul-
tural imports may be divided into three parts. From the entry into
torce of the Interim Agreement until 1 January 1994, Hungary
climinated during three years in three equal phases the duties of
the so-called “quick list”. The share of the concerned products of
dutiable industrial imports was about 15 per cent in 1991, but it
diminished after the adoption of the EA. Imports of goods listed
here were marginal both from the fiscal and structural points of
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view. The criteria of being listed here were a relatively low level of
duties and the minimisation of economic effects (i.e. these con-
cessions were rather symbolic, with no substantial trade effect).
Mainly machinery and chemical products, consumer goods, metal
and metallic products were included in the so-called “normal list”.
The duties on these products were to be eliminated between 1995
and 1997 in three equal steps. The share of these goods in the
Hungarian industrial exports was about 20-25 per cent. The struc-
ture of the so-called “slow list”, containing products for which du-
ties were to be eliminated relatively slowly and gradually, was sim-
ilar to that of the normal list with the difference that textile and
clothing and metallurgical products were mostly listed here. Part
of them was also protected by quantitative restrictions. These du-
ties were phased out by the end of 2000.

As far as the Czech Republic is concerned, imported industrial
products were divided into three groups: non-sensitive, moderately
protected and sensitive. The termination of tariff protection was
differentiated as follows: for non-sensitive products from the date
of the EA entering into force, for moderately protected commodi-
ties from 1 January 1997 and for sensitive products from 1 January
2001.

Liberalisation of trade in agricultural products

The provisions of the Europe Agreements concerning trade in
agricultural products were very complex as they involved the most-
ly protected area of the EC activity. The commitments were lim-
ited (small reduction, not full elimination of protection) and se-
lective (they included a relatively short list of products and did not
cover all products as it was the case with non-agricultural prod-
ucts). Some product groups were excluded from the concessions
(e.g. wheat, sugar, most of the milk products, etc.).

As a general rule, the EC granted concessions to CEECs in the
form of tariff quotas for defined products with gradually increasing
levy or tarift reduction over the coming years. These concessions
were valid for defined quantities of products imported from the
Visegrad countries. The preferential quotas were increasing from
the entry into force of the agreements by yearly 10% over 5 years.
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The administration of the tarift quotas in many cases was bureau-
cratic and sometimes non-transparent.

On the import side the scheme of concessions granted by the as-
sociated countries was different. For its part, Poland introduced a
one-off reduction of tarifts covering 250 agricultural products. The
tarift reduction by 10 percentage points (usually from 35% to 25%)
was implemented on the day of the Interim Agreement’s entry
into force. Products subject to liberalisation in Poland were mostly
products not competing with domestic production (e.g. oranges,
bananas, rice etc.).

In Hungary the scheme of agricultural import concessions ac-
corded to the EC suppliers followed that on the export side. Nev-
ertheless, the product coverage of the concessions was more lim-
ited and the volume of the preferential quotas remained lower than
on the export side. The pace of increasing these quotas was only
the halt'as compared to their quotas in the EC.

According to the Hungarian experience, concessions established
in the EAs could produce two types of effects. On the one hand
reduction of import charges could result in rising selling prices.
On the other hand, because the concession are usually shared by
the exporter and importer (in practice, most of it went to the im-
porter), these concessions were able to heighten the interest of im-
porters to buy products from the CEECs, thus to maintain or in-
crease the level of trade. In reality, the reduction of the import
burden was not perceptible in the export prices of the most Hun-
garian products. In many cases even a price decrease was registered
or, if prices increased, they did not reflect the amount of the duty
and levy reductions. Generally speaking, the concessions were not
able to significantly increase the volume of exports either. In the
Hungarian imports, since the concessions were limited, the EA
scheme itself did not substantially influence imports.

One should also mention the experience of agricultural trade in
relation to the protection measures that were taken by both sides.
While in the trade of industrial products the EC applied a relatively
open treatment towards CEECs products, there were no substan-
tial changes in the Community’s restrictive regime in the trade of
agricultural and food products (because in spite of the concessions,
the EA left untouched the agricultural system of the parties).
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Moreover, as a contrast to the industrial sector, limited agricultural
liberalisation did not enforce strong adjustment impulses to the
agriculture in the CEECs. That became a must only in the period
of the accession.

Safeguard clauses

Contingent protection measures (anti-dumping and anti-subsidy
clauses and general safeguard clauses) as well as other protection
providing rules were contained in the EAs. Most of them referred
to standard GATT,/WTO safeguard clauses and could be applied
by both partners. They included the following.

— The general clause. This allowed actions where “... any product
is being imported in such increased quantities and under such
conditions as to cause or threaten to cause ... serious injury ... or
serious disturbances...”* for domestic producers of similar or di-
rectly competitive goods. This provision was based on Art. XIX.
of the GATT. It allowed, however, for wider use of protection
against imports than the GATT clause. Both parties to the
Agreement could invoke this clause not only when imports
caused serious injury to domestic producers but also when such
imports caused or threatened to cause “... serious disturbances
in any sector of the economy or difficulties which could bring
about serious deterioration in the economic situation of a re-
gion”.

— Clause on protection against disruptions of agricultural prod-
ucts®. Protective measures with respect to agricultural goods
which were subject to concessions under the EA could be intro-
duced if imports of such goods resulted in serious disturbances
to the markets of the other party. In this case, contrary to the
general clause, a causal relationship between liberalisation and
injury to domestic producers had to be established.

4 Art. 30. of the Europe Agreement signed by Poland. The numbering of the Articles may
vary according to the Agreements, the wording, however was similar in all EAs.

5 The text reads that “if; given the particular sensitivity of agricultural markets, imports of pro-
ducts originating in one Party, which are the subject of concessions (...) causes serious distur-
bances to the market in the other Party, both Parties shall enter into consultations immediately
to find appropriate solution. Pending such solution, the party concerned may take the measures
it deems necessary.”
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— Anti-dumping measures clause. It allowed either party to coun-
teract dumping. In order to qualify for anti-dumping measures
interested companies had to submit sufficient evidence concern-
ing the existence of dumping and material injury or a potential
injury to their already established industries through the eftects
of unfair competition.

— Clause on protection against shortages or a direct threat of short-
ages in the domestic market caused by excessive export or re-ex-
port of certain goods to a country outside the scope of the coun-
tries covered by EAs. This allowed for the imposition of
restrictions on exports in cases where there is a serious shortage,
or threat thereof, of a product essential to the exporting coun-
try.

— Clause on protection against balance of payments disturbances
provided for the possibility of introducing import restrictions in
order to remedy the balance of payments. However, any restric-
tive measures could not be applied to transfers related to invest-
ment, in particular to the repatriation of the amount invested or
re-invested and of any kind of revenues from the investment.

— Clause permitting the introduction of bans and restrictions un-
der GATT rules, justified for  instance, on grounds of public
morality, public security, historic values etc.

— Clause allowing to resort to extraordinary measures. The aim
was to prevent the disclosure of information vital for fundamen-
tal security interests and to maintain public security in times of
international tension which might threaten peace. This clause al-
lowed parties also to extraordinary measures relating to the pro-
duction of, or trade in, arms, munitions or war materials, pro-
vided that such measures do not impair the conditions of
competition in respect of products not intended for military pur-
poses.

There were also a few clauses specific for CEECs which could be
used only by those countries (for a limited period of time) as weak-
er partners. The first two clauses — out of those mentioned below
— could be applied to trade in goods and the third one to trade in
establishment of new undertakings.

(a) So called restructuring clause allowing associated countries to

apply increased import duties to protect infant industries (i.e.
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new industries with a potential for development) or certain
sectors undergoing restructuring or facing serious economic
and social difficulties (in particular — a high unemployment or
a risk thereof);

(b) Clause on balance of payments restrictions, which permitted
CEECGs, in exceptional circumstances, to apply exchange re-
strictions connected with the granting or taking up of short-
and medium-term credits (restrictions should be applied in a
non-discriminatory manner).

(c) Clause relating to establishment of companies. The clause pro-
vided for the possibility to introduce temporary restrictions in
some sectors against the establishment of Community com-
panies and nationals, if certain industries (i) underwent re-
structuring, (ii) faced serious dificulties including social ones,
(ii1) faced a serious risk of drastic reduction of the total market
share held by CEECs’ companies or nationals in a given sector
or industry in their countries, (iv) were newly emerging indus-
tries in associated countries.

In all of the above mentioned cases, the increased protection
could only be applied for a limited, previously defined period.

Another specific provision was included in the article on com-
petition and state aid. It stated that any public aid, which distorted
or threatened to distort competition by favouring certain under-
takings, was incompatible with proper functioning of the Agree-
ment. But the “Parties recognise that during the period of five
years after the entry into the force of the Agreement, any public
aid granted by CEECs shall be assessed taking into account the
fact that they shall be regarded as an area identical to those areas
of the Community described in Article 92(3) of the Treaty estab-
lishing EEC?”, i.e. as a region in which the standard of living is low
or the level of unemployment is high.

Rules of origin

The rules of origin constituted an important shortcoming of the
EAs. These rules in the EAs were at the beginning quite restrictive
as they generally required at least 60% of local (including all CEF-
TA countries) or EC content for imported goods to receive pref-
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erential tariff treatment. Such requirements not only directly lim-
ited growth of imports from third countries but also had a negative
impact critical for the economic growth and restructuring of their
economies. The restrictive effects of the rules of origin were evi-
dent in the case of broad cooperation with EFTA member states,
originally excluded from the cumulation. During the talks on as-
sociation the cumulation of origin with EFTA countries was an
important request of Hungary (especially taking into account the
traditional trade with Austria, non-EU member at that time). In
the early 1990s it was far more important for Hungary than the
cumulation with other Visegrad countries. Nevertheless, the EC
categorically refused it, of course, this problem later was eliminated
with Austria’s EU membership. The rules of origin also restricted
inflow of FDI from outside the EU into the region. A few years
later, the EU decided for diagonal cumulation of rules of origin,
extending “local” content to include all free trade agreements with
all European free trade partners.

Approximation of laws

Approximation of the Central and Eastern European countries’
laws to the EC acquis communautaire was recognised as a major
precondition for their economic integration in the Community.
The approximation of laws covered in particular the following ar-
eas: customs law, company law, banking law, company accounts
and taxes, intellectual property, protection of workers a the work-
place, financial services, rules on competition, protection of health
and life of humans, animals and plants, consumer protection, in-
direct taxation, technical rules and standards, transport and the
environment.

In several areas legal adjustment of laws to the EU laws was com-
pulsory. These areas included first of all: public procurement, com-
petition laws, trade procedures (as these were part of EC uniform
commercial policy).

Let us say something more about competition rules. The Europe
Agreements prescribed the (immediate or gradual) application of
the Community competition legislation. This was a deeply inte-
grative element of the EAs. Rules prohibiting the restriction and
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distortion of competition and the abuse of a dominant position
generally were in line with the CEE countries’ emerging market
economy type competition legislation governing the behaviour of
companies. On the other part, the adaptation of the regulations
of public (state) aid was much more problematic, at least for Hun-
gary. It was possible to take over these rules only step-by-step as
due to technical reasons, secondary legislation could have been in-
corporated in the domestic legislation only gradually. On the other
hand, renouncing state aid immediately risked to cause serious
problems in the short run for Hungary, a country that just had en-
tered the period of modernisation and restructuring. The problem
was finally resolved as a result of the negotiations on membership.

By the legal harmonisation the EA created a new institutional
framework for integrating the CEECs into the EU, speeding up
the process of creation of modern laws, adjusted to market econ-
omy conditions.

Movement of labour

This was one of the weakest points resulting from the Europe
Agreements. During the negotiations, CEECs negotiators request-
ed the free movement of labour. The motivation behind this re-
quest (in the case of Hungary) was not to find a solution for the
domestic employment problems, but the acquisition of the West-
European industrial culture. The EAs offered, however, only very
limited access to the EC market for workers from CEECs. This
took place in form of self-employment (the right of citizens of
CEECs to undertake a job in the EC without a work permit, but
only job on their own and not to look for a job in EC firms).
Moreover, national treatment (treatment not less favourable than
that accorded to domestic workers) was offered to persons already
legally employed or engaging in business on a self-employed basis
in the EC. In fact it was legal confirmation of the existing right,
which was especially important for Poland, to a lesser extent to the
other countries, because of a great number of Polish citizens al-
ready being employed in the EC and also because of the lower mi-
gration potential of other V4 countries’ workers. The EAs declared
that the parties mutually guaranteed the social benefits and stability
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of pensions to which their citizens were entitled. Also, key person-
nel from CEECs could be employed by CEECs companies oper-
ating in the EC without any restrictions on the part of the EC
countries. Provisions on key personnel also applied to EC nationals
working in CEECs.

Right of establishment and supply of services

The main instrument of eliminating restrictions on establishment
of companies was national treatment, i.e. treatment of foreign
companies and nationals no less favourable than that accord to
their own companies and nationals. On the day of entry into force
of the EA, each member state of the EC accorded national treat-
ment for the establishment of companies from CEECs. Some sec-
tors were however excluded from national treatment (e.g. purchase
of agricultural land, natural resource, air transport services, legal
services). CEECs enjoyed in this field the asymmetry of conces-
sions.

In the field of cross border services, as a general rule, the Europe
Agreements did not contain substantial steps aiming at liberalising
this type of services. The aim was only gradual, asymmetric abol-
ishment of the existing barriers, respecting the level of develop-
ment in each other’s service sector. Practically, no real develop-
ment took place in this respect till the accession to the EU.

Movement of capital

Regarding movement of capital, CEECs and EC members have
committed themselves to ensure full liberalisation of payments in
convertible currencies arising out of trade between them, supply
of services and movement of workers (on current account bal-
ance). Such liberalisation applied only to payments connected with
transactions which were liberalised pursuant to the Agreement.
From the entry into force of the EAs all parties undertook to en-
sure free movement of capital relating to direct investment, includ-
ing liquidation, repatriation and any profit thereof. Also, parties
should refrain from introducing new impediments to the move-
ment of capital. As regards investments connected with the estab-
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lishment of companies in the partner countries, the freedom of
movement of capital was to be ensured by CEECs and EC by a
latest stage (i.e. within five years). In the case of serious balance of
payments difficulties, parties could adopt temporary restrictive
measures (except for on transfers related to investment).

Financial cooperation

The association agreements concluded between the EC and dif-
ferent partners (e.g. Greece, Turkey) in the 1960s and 1970s pro-
vided for a defined financial assistance from the part of the Com-
munity in the form of financial protocols. The original expectation
of the CEECs was to have a similar provision included in the
agreements. The EC was not ready to accept the concept of longer
term financial protocols. Thus, a big compromise of the Europe
Agreements was to establish only the forms and conditions of po-
tential financial assistance and of financial obligations of the EC
(first of all continuation of PHARE assistance) without a financial
protocol detailed in years or figures.
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EXPERIENCE OF POLAND’S
ASSOCIATION AGREEMENT

Elzbieta Kawecka-Wyrzykowska

Starting presumptions and motivations

The list of motivations for the association negotiations was quite
long. It included both economic and political motivations.! From
the economic point of view, the association was to improve sub-
stantially and in the long term the access to the huge internal mar-
ket of the EU. Poland enjoyed tariff preferences (in the form of
Generalized System of Preferences - GSP) on the EC market (since
1 January 1990) but they were oftered on a temporary basis and
could be withdrawn, in particular after the improvement of the
economic situation in Poland. The prospect of access to the huge
single market of the EC, which was to be completed soon (by the
beginning of 1993), was very important for the Polish producers.
Market access became especially important after the collapse of the
COMECON rules of trade and sharp decrease of exports to the
Eastern markets (in 1991). Also, the shift to markets of developed
economies was to encourage Polish exporters to improve the qual-
ity of products as this was the condition to enter new markets and
to strengthen the position on those markets.

Integration into the EC anchored the CEEC in market
economies and in democratic political institutions.

1 E. Kawecka-Wyrzykowska (1995), On the benefits of the Accession for Western and Eastern
Europe, Coming to Terms with Accession, ed. by L. Ambrus-Lakatos, M. E. Schaffer, Forum
Report of the Economic Policy Initiative no. 2, Institute for EastWest Studies.
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Competitiveness of Polish products was at the beginning of the
nineties much lower than that of EU products. Therefore, several
mechanisms were adopted in the Accession Treaty to take this fac-
tor into account. The most important of these were: asymmetry
of trade concessions (delayed and sometimes slower opening up
of the Polish market as compared to the reduction of import bar-
riers in the EC) and safeguard clauses.?

Modernization of the CEEC was a condition for their sustained
growth. Such modernization was, however, not possible without
a large inflow of foreign direct investments. Some sectors were
very underdeveloped, including many services sectors. Their po-
tential development raised prospects not only for CEEC con-
sumers but also for foreign investors who could expand their ac-
tivities and increase profits. All in all, greater integration was to
act as a way to multiply benefits and create new opportunities for
cooperation in several other areas.

Important benefits were linked to the expected positive effects
on the stabilization of policy-making in the CEEC. Legal com-
mitments made under the EA introduced more discipline into
domestic policies. They also made a significant contribution to-
wards the consolidation of reforms in CEEC, thus strengthening
the confidence of the general public and investors, including for-
eign ones, and reducing uncertainty of doing business in those
countries.

Since the very beginning of negotiations, Polish authorities made
it clear that gradual liberalization was to be an important instru-
ment of injection into Polish economy of foreign competition in
order to force domestic producers (occupying in many sectors qua-
si-monopolistic position) to adjust to market conditions. Such an
approach assumed that all firms had to adjust not only to new legal
requirements (e.g. on safety of products) but also to reduce costs
of production, improve technologies of production, improve or-
ganization of work etc. Without such comprehensive adjustments,
producers would not be able to stand EU competition and stay

2 For example: EU started to liberalize its non-agricultural imports from Poland in 1992 and
this process ended in 1996 — except for sensitive products. Poland, apart from one-off elimina-
tion of some customs duties in 1992 implemented liberalization of its imports in 1995-1999.
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on the market. Such adjustments, introduced in the period of as-
sociation, became crucial for quite good future competitive posi-
tion when Poland became the EU member and eliminated all bor-
der controls in trade with the EU.

The association agreement had also its political motivations.
Poland wanted to be anchored into the market economy and dem-
ocratic legal system. The Association Agreement with the EC was
the best instrument to achieve those goals. An important anchor-
ing role of the Agreement resulted also from the fact that at the
beginning of the nineties the political situation in Eastern Europe
and the position of the Soviet Union (Russia) on changes going
on in Central Europe was not clear. Poland wanted to improve its
external security by negotiating membership in NATO but also
by legally binding deep economic and political relations with the
EC.

Strategic Goals

An important negotiating strategic goal for Poland was to include
a clause into the Association Agreement on the important role of
this Agreement in preparing Poland for the future accession to the
EU. Future accession to the EU has been the strategic objective
of successive Polish governments since the very beginning of trans-
formation. In this way, the Government wanted to give Western
partners a clear signal on this priority and to have a reference point
for further talks; also to give the Polish society a clear signal that
adjustment costs to association would be rewarded in the future
in form of benefits resulting from membership in the EU.

During the first stage of negotiations, the EC did not want to
hear about Poland’s ambitions relating to the future EC member-
ship. In the final stage of negotiations Poland succeeded to include
the unilateral clause into the preamble. It stated the point that
"Poland's ultimate aim is the membership of the Community." In
this way, the EC accepted that the Association Agreement was
treated by Poland as an instrument to prepare the country for the
future integration into the Community. Later on, this clause made
it easier for Poland to refer to her historical aspirations for the EU
membership.
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Originally, Poland wanted to negotiate the customs union under
the Association Agreement in order to achieve higher benefits
from mutual opening of the market. Also, the customs union (with
common external tarifts) would be a kind of first step to participate
in the EU decision making process (on Common Commercial Pol-
icy), thus making future accession easier. This proposal was reject-
ed by the EU at the very beginning of the negotiations.

Also, Poland wanted to negotiate a separate financial protocol
specifying priorities, timetable and size of the financial support to
Poland. Without such a detailed protocol, the risk was that in the
next few years financial support would be withdrawn under the
pretext of economic progress made by the Polish economy and
even greater needs of the other transforming countries. Instead
of that the general clause on PHARE financial assistance was in-

cluded.

Main Horizontal and Sectoral Problems,
Compromises and Outcomes

The most difficult topic for Poland was agricultural concessions
relating to the market access. Poland wanted to negotiate com-
pletely free trade in agricultural products being aware of relatively
high competitiveness of many of them (usually in terms of lower
prices and not better quality). In the first phase of the negotiations
(till summer break in 1991) the EC did not want to hear about it
under the pretext of risks of excessive imports from Poland. The
situation was so strained that Poland threatened to deadlock the
negotiations in case of no progress on the EU side. Only after the
Janajev coup, the EC changed its mind and accepted some liber-
alization of its agricultural market. This liberalization was modest,
both in terms of products covered and depth of import barriers’
cuts, but allowed for some increase of Polish exports. In exchange
tor that Poland reduced protection of some agricultural products
imported from the EC.

The second difficult issue was automotive industry. Poland decid-
ed to ask for long liberalization period, lasting for 10 years, i.e. till
the beginning of 2002. The reason for so long protection was the
hope that long and high protection against imports would attract
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foreign investors to come to Poland. To this aim, Poland decided
to increase import tariffs on cars soon before the commercial part
of the Association Agreements entered into force , i.e. on 1 Janu-
ary 1992 (from 15% to 35%!).3 The assumption was that, in view
of such high and long protection, foreign investors would decide
to invest in developing car production instead of trying to export
cars from their home countries. As a result of increased FDI, more
jobs were to be created in Poland and, equally important, techno-
logical level of car firms and many cooperating Polish firms would
improve, impacting positively many Polish producers.*

On the EU side, the main sectoral issue, apart from agricultural
products, was the fear of cheap Polish clothing and textile products
and steel products. Therefore, the EU liberalization period for
those products was the longest one (lasting 5 years).

Trade and Trade Policy Effects

A few studies were conducted in Poland to calculate the standard
trade creation and trade diversion eftects (static effects) of trade
liberalization under the EA and also under other regional trade
agreements implemented at that time (especially under CEFTA).
The most important variables for analyzing possible results of trade
liberalization between Poland and the EU were: the level of the
initial (base) customs duties, i.e. the duties, which were subject to
reduction; the price elasticity of domestic demand for liberalized
imports and external demand for domestic products. Also, the dis-
tribution of overall gains potentially attainable through liberaliza-
tion among consumers, exporters and importers was taken into
account. According to the majority of quantitative studies, the es-
timated liberalization effects have been rather low in absolute and
relative terms. The cumulative increase of trade resulting from lib-

3 This decision did not violate GATT commitments as customs duties on cars were at the time
in Poland unbound.

* From the historical point of view, this decision seems to have been justified. In the years fol-
lowing the entering into force of the EA, motor vehicle production expanded significantly and
attracted about 23% of foreign investment. Daewoo and FIAT bought two major car factories
in Poland, while some other foreign companies (among them Opel) started their green field
investments in Poland.



54 Elzbieta Kawecka-Wyrzykowskn

eralization was estimated at 5% to 9% depending on the assump-
tions.® The creation and diversion eftects did not cover, however, all
trade effects. In particular, the so called dynamic effects, which are
difficult to calculate, were not taken into account in the above cited
studies, though they are estimated to be several times higher than
static trade changes. Among such dynamic effects, the most import
ones include the economies of scale, enhanced competition which
induces firms to adjust to liberalized and more competitive environ-
ment, learning by doing, growth of intra-industry trade, increase of
predictability of trade policy, which in turn encourages FDI inflows,
etc. Very few measurements of dynamic eftects of trade liberalization
were made in Poland, which usually used gravity models.¢

Since the very beginning, trade deficit was forecasted. In the first
years of association was inevitable, despite the rule of asymmetry
of trade concessions. This forecast resulted from a number of fac-
tors, including: a) much lower import tarifts in the EU than in
Poland (4% and 18% on industrial products, respectively) which
had to result in greater demand reaction to elimination of tariffs in
Poland than in the EU, b) poor competitiveness of Polish products
and limited possibilities of fast increase of Polish exports to the EU,
irrespective of market access conditions. These factors were not
compensated enough by asymmetry of trade liberalization process
(longer opening of the Polish market combined with later start of
liberalization). Later on, trade balance was to be restored and re-
versed. This assumption was confirmed by quantitative studies on
expected trade effects of the creation of free trade between Poland
and the EU.7 In reality, the deficit turned into surplus only in 2003
followed by deficit in 2004 and later by trade surplus.

5 E. Kawecka-Wyrzykowska, ed. E. Koriczyk, K. Marczewski, M. Mroczek, E. Synowiec
(1994), The Europe Agreement’s Effects on Poland’s Industrial Trade with the European Com-
munities, ,,Discussion Papers”, No. 56, Foreign Trade Research Institute.

¢ On comparison of different studiem on Trade effects of the Europe Agreement see: K. Mar-
czewski (2003), Wejscie do Unii Europejskiej a zmiany w strukturze handlu zagranicznego Pols-
ki, (w) Gospodarka Polski przed wejsciem do Unii Europejskiej (red. J. Lipiniski i A. Stawiriski),
Polskie Towarzystwo Ekonomiczne, Warszawa, s. 51-81; see also: W. Ortowski (2000), Koszty
i korzysci z cztonkostwa Polski w Unii Europejskiej. Metody, modele, szacunki (Costs and Gains
from Poland’s Membership in the EU. Methods, Models, Estimations), CASE, Warsaw.

7 See e.g.: E. Kawecka-Wyrzykowska (1996), Prospects for Trade Developments between
Central and Eastern Europe and the European Union, ,,Working Papers” No. 153, Warszawa:
Szkota Gléwna Handlowa.
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As mentioned above, quantitative studies on the increase of trade
showed positive, albeit not very impressive trade growth and in-
creasing trade deficit in the first years of association. Let’s stress,
however, that quantitative changes, albeit positive, did not cover
all important effects of the EAs. From the longer perspective, the
non-economic effects seem to be equally important. They includ-
ed, among others, anchoring Poland on the track of market ori-
ented reforms, preparation of Polish society (especially young gen-
eration and businessmen) and economy (through injection of
competition and resulting restructuring of outdated Polish indus-
try)? to future EU accession and to more advantageous coopera-
tion with foreign countries, as well as stronger political position
of Poland and strengthened security.

The positive results of the initial period of Poland’s association
with the EU did not rule out, of course, one-off negative effects
for individuals, companies and even larger social groups.

Altogether, integration and transformation were closely interre-
lated: without integration into the EU, Poland’s transformation
would have been delayed, at the same time the deep integration
into the EU was impossible without radical changes in the eco-
nomic and political system in Poland;

Legal Harmonisation
in the Field of Trade Related Issues

In some areas legal adjustments were necessary conditions of com-
pliance with EU provisions (see previous chapter).

In many areas, adjustments were dependant on Polish decisions,
e.g. in the area of harmonization of technical standards. Generally,
Poland tried to make legal adjustments as fast as possible, hoping
that in this way the legal system would be better prepared for fu-

8 Positive changes in the economy can be attributed, to a great extent, to the strong restruc-
turing that has taken place in many Polish companies in the 1990s (as a result of transformation
and integration) and aimed at cutting costs, upgrading their technologies, switching to more
highly processed and technology intensive products and at improving their price and quality
competitiveness. Those developments were enhanced by FDI, which — after several years of bu-
ilding its competitive edge on the domestic market — started to gradually re-channel its sales to
export markets.
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ture membership.® This rule did not apply to areas where adjust-
ments were costly for Polish economy and were not necessary to
be introduced quickly, e.g. in the area of environmental protection.

Legal adjustments were well organized by the Polish public in-
stitutions.!? Program of activities on adjustment of Polish economy
to the requirements of the EA was prepared by the Government
and adopted in November 1992. A similar Program of legal ad-
justments was adopted in January 1993 and included compulsory
and non compulsory adjustments. On the basis of those docu-
ments a timetable of adjustments of Polish economy and legal sys-
tem was prepared for 1995-1996. Later it was updated and ex-
tended.

Implementation of the Program of legal adjustments was coor-
dinated and monitored in the form of yearly reports by the Office
of Government’s Plenipotentiary for European Integration and
Foreign Aid, which was established at the beginning of 1991 and
subordinated to the Council of Ministers. Its main function was,
apart from dealing with foreign aid, to coordinate and monitor
adjustments and integration processes in Poland. In 1996, inte-
gration functions were overtaken by the Office of the Committee
tor European Integration and Committee for European Integra-
tion. The former institution’s personnel consisted of ministers of
almost every ministry and was headed by Prime Minister who was
empowered to make necessary decisions. Each Ministry had to set
up a unit in charge of European integration. Successive Offices
prepared reports on the implementation of the Adjustment Pro-
gram. Reports were present to- and accepted by the Parliament.!!
On the basis of 1994 decision of the Council of Ministers addi-
tional solutions were adopted with regard to legal adjustments in
order to ensure compatibility of new legal acts in Poland with the
EU acquis. Both Offices issued opinions on all government’s pro-

¢ Adjustment of laws was partially financed from PHARE funds,

10 Unia Europejska. Integracja Polski z Unig Europejska (European Union. Poland’s Integra-
tion into the European Union), (1997), ed. By E. Kawecka-Wyrzykowska and E. Synowiec,
Instytut Koniunktur I Cen Handlu Zagranicznego. Warszawa, p. 480-484.

11 Tn 1992, a separate Commission for European Integration was set up in Polish Parliament —
in charge of implementation of the provisions of the EA and adjustment of Polish economy as
well as preparing recommendations for Polish government with regard to relations with the EU.



Experience of Poland’s Association Agreement 57

posals of changes in the law from the point of view of their con-
formity with EU laws. In particular, the law establishing the Com-
mittee for European Integration provided for the necessity to give
legal opinion about the conformity of the draft laws with the law
of the European Communities. Unfortunately, this law applied
only to proposals prepared by the Government and did not include
other legal proposals, including those presented by the President
and Parliamentary proposals were included into the mechanism of
legal assessments only in 1999. Plenty of draft bills were assessed
under this mechanism. Due to this system, the process of legal ad-
justments was speeded up and new Polish laws were more adjusted
to the EU acquis communautaire than without such a system.!?
Apart from compulsory adjustments, changes in the Polish law
were introduced — among others — in the area of copyrights, com-
pany law, accounting in companies — where costs were not high.

In general, due to legal adjustments implemented in a number
of areas under the Europe Agreement, later accession and adop-
tion of all legal acts of EU became much easier. Also, due to them
Polish legal system became relatively early (in the middle of
the1990s) similar to many EU legal solutions, thus making Polish
economy more credible and predictable for foreign investors. Due
to technical adjustments, Polish exporters could easier meet the
standards in force on the whole European single market, thus hav-
ing easier access to huge EU market. Thus, as a result of liberal-
ization (opening of the market) and of legal changes, many real
economy adjustments took place enabling increased exports and
restraining imports of some products.

Backsliding

The most notable examples of “backsliding” trade policy in the
second half of 1990s involved the application of different safeguard
clauses for Poland's imports from members of European free trade

12 Tater on, during the accession negotiations, when much longer list of Polish laws had to be
adjusted to EU laws, fast track legal procedure was set up. First, in July 2000, Polish Sejm set
up an Extraordinary Commission for European Law and a little bit later a similar Commission
was set up in Senate — the Upper Chamber of the Parliament.
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agreements. All clauses (except for the antidumping clause) were
invoked, albeit with different frequency.

The restructuring clause (Art. 30 of EA) was applied several
times. For the first time, it took place on August 25, 1994 when
customs duties were restored on imported telecommunication
equipment.!® Under the Europe Agreement, the customs duties
on imported telecommunication equipment were abolished on 1
March 1992, while those on components for this equipment re-
mained in force. Their gradual liberalization was to start at the be-
ginning of 1995 (a similar pattern of tariff concessions was imple-
mented under the free trade agreements with the EFTA and
CEFTA countries). Polish Government argued that it was neces-
sary to restore the profitability of production of telecommunica-
tion equipment based on imports of components for this equip-
ment. On 21 September 1994 customs duties on telecommunication
equipment imported from the European Union, EFTA, CEFTA and
Finland were restored as well.

Box 1.: Use of restructuring clause in telecommunication sector in Poland

The imposition of this duty for telecommunication equipment met
formal requirements of the restructuring clause, since: (i) it referred
to goods manufactured by the sector undergoing the restructuring,
(ii) the new preferential duties did not exceed 25 percent ad valorem,
(ii1) the preference margin has been maintained (12 percent as com-
pared to 15 percent in imports from third countries), (iv) the overall
value of imports subject to this safeguard measure did not exceed 15
percent of total imports, (v) less than three years have passed since the
abolishment of all the customs duties and quantitative restrictions, (vi)
a program of a gradual phasing out of the revised customs duties has
been adopted.

Source: J. Michatek, The Europe Agreement and the Evolution of Polish
Trade Policy (2000), Yearbook of Polish European Studies, No. 4.

13 Based on: J. J. Michatek (2000), The Europe Agreement and the Evolution of Polish Trade
Policy, Yearbook of Polish European Studies, No. 4.
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The restructuring clause was also used in January 1996. Under
its provisions, oil-refining products were exempt from the agreed
timetable of liberalization. Instead of eliminating of customs duties
on oil-refining products till the beginning of 1999, Poland ex-
tended the period of reducing customs duties until 2001.1#

For the third time, the restructuring clause was introduced in
January 1997, in this case on steel products in order to postpone
liberalization on customs duties on this group of products (till
2000 instead of 1999).15

Agriculture was another specific and very sensitive sector, where
liberalization was limited in terms of degree of cuts of customs du-
ties and as regards the number of products covered. Special agri-
cultural safeguards and other protective measures were applied sev-
eral times, among others on imported fodder cereals (in 1997),
on flour made of other than wheat cereals, malt, bruised grain and
bran (in 1999).

Typical cases of the use of safeguards by Poland are illustrated
in table 1.

The EU quite often used anti-dumping procedures against Pol-
ish imports. Around 10-15 products were subject to antidumping
duties yearly. Among products most frequently covered by this
type of measures were different steel products and fertilizers.

Organisation and Institutional Set-up of
the Negotiations and Ratification of EU

During negotiations, an advisory committee was set up to support
the negotiators. It consisted of academia, representatives of all
ministries and of businessmen representing main sectors of the
economy. Its purpose was to help to prepare well justitied argu-

14 On 1 January 1996, in connection with the restructuring clause, the duty applicable to petrol
imports was 15 percent (12 percent in 1995) instead of 9 percent envisaged by the agreement,
while that applicable to diesel oil was 26 percent instead of 21 percent. The customs duty on
fuel oil was increased to 25 percent. In 1997, the customs duties on light and medium oils and
gas oils amounted to 13 and 20 percent, respectively, see: Poland's Foreign Trade Policy 1995-
1996 (1996), Instytut Koniunktur i Cen Handlu Zagaranicznego (Foreign Trade Research
Institute), Warsaw.

15 The clause was applied on steel products imported from Czech Republic and Slovakia, Hun-
gary and Slovenia as well.
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ments and requests for longer period of reduction of trade barriers
applied to Polish imports, to pick up possible departures from lib-
eralization (in agri-food sector) or to find other “sensitive” im-
ports, which could threaten interests of Polish producers (which
sectors “deserved” longer protection and why), to consult
timetable and content of asymmetry of Polish import concessions,
etc. The proposal of the association agreement (the draft docu-
ment) was presented to Poland by the EC. Still, Polish side sug-
gested some modifications and amendments.

During the process of ratification of EA in Polish Parliament,
an Extraordinary Commission was set up in the Polish Senate for
the purpose of examining the bill for ratification!®. It was a kind
of “public hearing” during which heads of important parts of the
EA (trade in goods, in services, competition law etc.) were asked
questions in order to better understand the results of negotia-
tions.

EaP Relevant Conclusions

» Integration into the EU was one of the important pro-develop-
ment and stabilizing factors in the period of systemic transfor-
mation of Poland. Integration and transformation were closely
interrelated: radical changes in the economic and political sys-
tem in Poland helped to meet the requirements of the EA; at
the same time implementation of the EA speeded up process of
market and institutional changes in Polish economy,

» Tough positions and relevant arguments presented by Polish
negotiators appeared to be crucial for the success of negotiating
and implementing the EA (especially in the area of agricultural
trade and unilateral safeguards),

le E. Kawecka-Wyrzykowska, E. Kaliszuk, E. Rzeszutek (1992), Raport Komisji Nadzwyczajnej
Senatu Rzeczypospolitej Polskiej do rozpatrzenia ustawy o ratyfikacji Uk adu Europejskiego
ustanawiajacego stowarzyszenie mi¢dzy Rzeczapospolita Polska a Wspdlnotami Europejskimi
iich paistwami (Report of the Extraordinary Commission of the Senate of the Republic of Po-
land, Studia i Materialy", No. 36, Instytut Koniunktur i Cen Handlu Zagranicznego (Foreign
Trade Research Institute) Warszawa.
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The whole process of preparing the EA proved that domestic
political and social support was important for the success of im-
plementation of the EA. Many discussions conducted in the pe-
riod of negotiating EA and its ratification helped people to un-
derstand the mechanism of functioning the EC and possible
implications of association.

Parallel to the implementation of the EA, promotion policy to
attract FDI was conducted. It stressed opportunities of quickly
transforming Polish economy, including increasing demand of
the population, as well as stabilizing role of the EA for the legal
environment of business in Poland.

Good public administration was important for the success of ne-
gotiations and implementation of the EA.

Yearly assessment reports, which had to be debated and accept-
ed by the Parliament, made the association process more trans-
parent, more challenging for ministries induced to introduce a
number of changes to be compatible with EC rules etc.,

The rule was introduced to have the legal proof of the conform-
ity of domestic draft laws with the EU laws before presenting
them to the Parliament,

As a part of dissemination of content of the EA and resulting
opportunities for business, very detailed information on liberal-
ization schedule (on timetable of reductions of duties year by
year) and on safeguards, was prepared for business. Access to
the information was disseminated through various instruments
(TV advertisements, “hot telephone line”, detailed written in-
tormation etc. This information appeared to be very useful for
business.!”

Increased EU competition was one of the most important fac-
tors forcing domestic producers to withdraw from inefficient
production pattern inherited from the planned system economy.
Economic agents had to learn faster EU procedures and laws in
order to use rules of preferential access to the EU market,
Government could introduce faster market economy reforms on
the ground of “necessity to meet the EA requirements and not
to violate the international agreement obligations”,

17 Let’s remember that at that time no internet access existed.
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— Young generation became more interested in EU matters, Eu-
ropean studies etc.,

— Stability of domestic economic laws, somehow guaranteed by
the EA, increased predictability and safety (market economy
character) of Polish laws and encouraged FDI to flow to Poland,

— Association process resulted in increasing public awareness and
knowledge on EU, on integration processes and benefits of clos-
er contacts with the world economy.

In order to prepare the society and business better for the op-
portunities created by association, a new major European studies,
as well as specialized courses relating to EU integration were in-
troduced into the higher school curricula.

Policy oriented conclusions from Polish experience at the
stage of preparing for negotiations and at the stage of nego-
tiations

» The timetable of adjusting domestic laws to the EU can be ear-
lier drafted (basing on the list of expected laws to be adjusted —
like public procurement, foreign trade procedures, competition
law),

» It’s important to fight for sateguard rules, including those of
unilateral character,

» When the importing country decides to apply for safeguards, it
is necessary to stick to all legal procedures, including consulta-
tions with a partner, meeting all time limits etc. Without meet-
ing this condition a stronger partner can easily impose retaliatory
measures,

» At the same time, the governments of EaPs should be careful
with accepting applications of domestic producers to make use
of safeguards. Once they agree for increased protection in one
sector (under the safeguard) they will face strong pressure from
powerful lobbies to continue such practice in the future,

» Free trade areas of weak EaPs economy with a huge and strong
EU economy covering most territory of Europe may be risky.
To reduce risks of opening of domestic economys, liberalization
should be gradual and based on asymmetry of concessions.
However, liberalization cannot last too long, as long time for
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adjustments slows down interest in adjustments.!® Polish expe-
rience has shown that many companies realized risks involved
in tougher competition only a few years after start of liberaliza-
tion, sometimes 2-3 years before full opening up of the market
and it was too late to introduce changes to adjust. A result was
increased number of calls for adoption of safeguard clauses,

» In order to reduce those risks, an important element of EU in-
tegration should be a well designed program of technical assis-
tance aiming at implementation of market reforms in EaPs. An
essential part of such program should be gradual anchoring of
the EaPs legal system into the selected areas of EU acquis com-
munautaire,

» In every case domestic mobilization, as well as political and so-
cial support is necessary,

» When major economic and legal adjustments are necessary and
the institutional support for transition weak, rapid liberalization
may not lead to growth. Therefore liberalization should be a
supplement to deep structural reforms of the economy and its
institutions and to well designed macroeconomic policies.
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EXPERIENCE OF HUNGARY’S
ASSOCIATION AGREEMENT

Sandor Meisel

Hungary’s expectations

When Hungary began negotiating the Europe Agreement (EA) on
association, one of the most important goals was that it should re-
flect (as expressively as possible) the ambition of Hungary to attain
full membership and that it should establish a kind of link between
the process of association and accession. Thus the association was
considered as a preparatory stage leading to future membership.
This also meant, in Hungary’s opinion that the agreement had to
contain elements assuring the intention of the partners to go be-
yond simple free trade and facilitate real integration.!

In the field of trade relations, Hungary’s basic goal was the cre-
ation of free trade in industrial products, including steel and textile
products (which were treated as special categories in the European
Community and were regulated earlier by voluntary restraint
agreements), together with the complete elimination of all trade
barriers. In the timetable of achieving free trade, the Hungarian
delegation wanted to fully assert the principle of asymmetry, re-
flecting the different level of the partners’ economic development.
This meant that by Hungarian intention the European Commu-
nity (EC) should have consolidated the elimination and suspension
of quantitative restrictions (already in force from 1 January 1990).

! Juhdsz (1993)
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Hungary also requested the immediate elimination of the EC du-
ties on as many as possible industrial goods. Hungary for its part
was to eliminate its duties as gradually as possible.

Hungary wanted to see substantial and immediate concession in
market access for agricultural products. The Hungarian delegation
had concrete proposals and a list of requests. The list was rather
ambitious: apart from requesting 50-100% levy reduction, it in-
cluded products considered as the “hard core’ of the EC agricul-
tural policy. Among the Hungarian ideas was the aim to form a
customs union, as some of the earlier association agreements con-
cluded by the EC included provisions on the creation of a customs
union. Including this goal into the EA could have been mainly a
symbolic element reflecting the strong intention to become mem-
ber. On the other side, from economic point of view, creating a
customs union in a relatively short time would have risked to raise
a lot of problems due to internal difficulties related to the transfor-
mation process and to the East European economic environment.

In the field of the opening of the EC labour market the starting
expectation of the Hungarian delegation was to establish either
EC level or bilateral quotas with member states for Hungarian
workers. The Hungarian negotiators’ position was that consider-
able liberalisation must be reached concerning the possibilities al-
lowing Hungarian labour into Community services (including
transportation, which was of particular importance at that time)
and that the partners would take steps toward the free but asym-
metric movement of capital. It was a Hungarian claim that the EA
should lay down concrete forms and possibilities for broad political
and economic cooperation and that the EC should offer solid fi-
nancial assistance. The original concept was that this assistance
would have been recorded (with defined annual amounts) in a fi-
nancial protocol. Concerning the financial protocol the Hungarian
delegation did not submit concrete numerical proposals because
even the Hungarians did not fully agree on the issue.

Outcome and compromises of the negotiations

During the first stage of negotiations, which can be characterised
as an oftensive period from Hungary’s point of view, it became
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clear that the EC’s concept and mandate differed on some points
from the Hungarian requests. The Community mandate did not
tie, in any form, the association with further full membership. The
process leading to industrial free trade was conceived by the EC
in two stages (but without a complete timetable) with the insertion
of a Community checking, which would make it possible to stop
or to delay market liberalisation. In this period of negotiations the
EC had no genuine reaction to the basic Hungarian proposals of
phasing out duties. The EC mandate did not allow the liberalisa-
tion of the movement of labour and did not schedule any engage-
ment for financial assistance.

The continuation of the negotiations and the (even partial)
meeting of the Hungarian requests necessitated a modification of
the EC mandate. It was done four month after the starting of the
negotiations. The second stage of negotiations could be charac-
terised by the tendency that more and more details had been con-
cretely fixed after a modification of the Community’s negotiating
principles.

A very soft and vague wording about the link between associa-
tion and full membership became finally acceptable for the Hun-
garian delegation. This wording without any obligation for the
EC was put in the final text of the EA. There was a compromise
on this question: the text expressed a much less explicit EC com-
mitment than was originally expected by the Hungarian negotia-
tors. It reflected the EC’s view that association and accession were
two different processes.

In the question of establishing free trade area between the part-
ners the EC gave up the principle of progressing in stages with in-
terim checking. This opened the way for negotiating concretely
the full timetable of the elimination of duties. The EC flatly re-
jected the possibility of a customs union. At the same time it for-
mulated a proposal for the phasing-out of its industrial duties,
which (although with a few Hungarian objections) was not far
from the financial version already acceptable for Hungary. On the
other hand, the EC asked for a grater degree of liberalisation of
the Hungarian import duties than was originally proposed by the
negotiators, especially in the first years of the EA. This reflected
the EC’s intention to weaken the asymmetry. Its proposals con-



70 Sandor Meisel

cerning the weakening of the right to special, unilateral safeguard
measures on the part of Hungary also intended to modify the
asymmetry. At the same time, the EC did not show at this stage
any willingness to decide the definitive elimination on quantitative
restrictions on the textile products and had no real reaction or
counter-proposal to Hungarian requests concerning agricultural
concessions. In an informal way the EC offered some opening of
agricultural markets, but these did not satisty the Hungarian re-
quests neither for the product coverage nor for the level of levy
reductions.

The new EC mandate and the modified and less rigid standpoint
of the Community negotiators resulted in some proposals con-
cerning the free movement of workers, services and capital. They
offered rather modest changes in the conditions of access to the
EC labour market. This was very far from the Hungarian proposals
based on explicit quotas for Eastern European workers. On the
other hand, concerning capital movement and services, the EC
wanted to see much stronger liberalisation in Hungary. At this
stage of negotiations no comforting results were achieved in these
three areas. The EC’s position remained low-key on the question
of financial assistance, especially concerning definite amounts. At
the same time partners successfully (without major contradictions)
fixed most of the parts of the text determining the difterent fields
and forms of economic and political cooperation.

In the middle of negotiations, it became clear and was outlined
which questions the partners could successfully negotiate (or were
close to a compromise) and which problems could not be settled
on the basis of the then mandate because of the differences in part-
ners’ points of view. Here we have to mention on the EC side the
timetable of liberalisation of textile trade, the opening of the agri-
cultural markets, the possibility of the Hungarian workers to have
access to the labour market and the question of the financial assis-
tance. On the Hungarian side the most problematic issues were
the opening of the market of services and the degree of the liber-
alisation of capital flows. Questions about mutual regulation of
general and specific safeguard measures were also raised in this
phase of negotiations but there were no irreconcilable differences
of opinion.
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Before the final third stage of negotiations it became more or less
clear that the negotiations could only be concluded if the EC mod-
ified its position and at the same time Hungary accepted some com-
promises, changing its standpoint in a way that its original requests
were reduced. This re-interpretation of positions took place on
both sides before the last two concluding rounds of negotiations.

At that stage, the EC was already inclined to accept (even if in-
directly) a final deadline for the liberalisation of trade in textile
products. This timetable was (and that was a compromise on the
Hungarian part) longer than in the case of most of the other in-
dustrial products. It was also an involuntary compromise that the
Hungarian delegation modified its first and original proposal con-
cerning the elimination of industrial duties and quantitative re-
strictions in Hungary. Anyway, the original proposal to liberalise
the import regime (especially for the first years of the agreement)
was rather modest, was practically no more than a gesture and was
based on a long timetable. Nevertheless, Hungary could avoid in
a satisfactory degree hurting the principle of asymmetry. The ex-
traordinary pressure coming from the Community delegation con-
cerning bigger and faster industrial trade concessions in the Hun-
garian import regime could be partly explained by the fact that
Polish and (at that time) Czechoslovak negotiators accorded more
important liberalisation to the EC in the first stages of free trade
than Hungary did. Thus, it may be said, that there is strong link
and interaction between similar negotiations conducted by the
EC/EU in parallel with several partners.

The proposals of the EC for opening the agricultural market al-
ready showed important changes in comparison with its original
and more modest concept. This more or less corresponded to the
Hungarian request list. The price for this compromise was that the
relatively important asymmetry in favour of Hungary had to be re-
duced. The EC negotiators achieved this by concentrating bargain-
ing on the product coverage and the volume of preferential quotas.
It is interesting to note that the final set of requests of the EC rep-
resented a sort of shopping list in which specific products and con-
cessions could be linked to concrete member states. The negotiat-
ing staft of the Commission evidently tried to “sell the deal” to
member states by satisfying the specific requests of each of them.
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As a compromise, Hungary had to accept a rather weak commit-
ment from the EC in opening the labour market. At the same
time, in the field of liberalisation of capital movement and trade
in services, the principal Hungarian interests could be asserted
(with some exceptions), since the opening in these areas remained
rather limited.

The partners also arrived at a compromise on the issue of finan-
cial assistance, which earlier evoked strong aversion within the
member states. The agreement, although it did not fix precise
amounts of money, determined the possible long-term forms of
financial assistance to Hungary (e.g. Phare, EIB loans etc.).

Europe Agreement and further
steps on the way to EU membership

Despite its compromises, the Europe Agreement played important
and in some field essential role in reorientation and substantial up-
grading of Hungary’s trade relations, in modernisation of its struc-
ture and enforced market economy type trade policy discipline.
The EA contributed to the modernisation of the economy, created
tavourable conditions for a massive inflow of foreign direct invest-
ments.

From political and economic point of view and from the point
of view of legal harmonisation, the Europe Agreement became an
indispensable and decisive step on the way to the accession. It was
a sort of starting point and at the same time offered a framework
for successful preparation for membership. This process was espe-
cially efficient in the field of trade policy integration, since the
biggest part of the EA’s provisions was directly or indirectly inked
to trade and its regulation. Nevertheless, after the entry into force
of the Europe Agreement, starting from the mid 1990s, the im-
plementation of the EA and the process of preparation for the ac-
cession in the EA framework were going parallel with another new
process and framework of deep legal harmonisation.

The Cannes Summit of the European Council in 1995 offered
to associated countries willing to become members a well-detailed
programme of legal harmonisation and adjustment of the laws to
the acquis communautaire. The programme took the form of so-
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called White Book. On the basis of the principal fields of harmoni-
sation indicated in the White Book Eastern European countries
claborated their national programmes of the adoption of the acquis.

The parallel implementation of the Europe Agreement and the
Hungarian national program of the adoption of the acquis con-
tributed to be prepared from the legal, administrative and institu-
tional point of view to a smooth integration in the EU, in its single
market and in its common policies, including common commercial
policy. Besides that these two frameworks created a solid staft of
specialists and professionals in different ministries and authorities,
together with their networks. These were the essential elements
of the successful management of the accession process.

Trade policy slippages in the period of association

This chapter contains an overview of those Hungarian trade policy
measures taken during the 1990s that meant a certain deviation
from the general rule, tendency and logic of the liberalisation
process.? In most of the cases of the practical application of these
measures there is nothing special. They are frequently used in the
international trade policy practices. Nevertheless, they reflect a sit-
uation when the existing trade policy regulation is being consid-
ered not protective enough or when specific public policy and sec-
toral considerations prevail over the general tendency.

Probably the most important general trade policy deviation from
the prevailing logic, having an across-the-board effect was the in-
troduction in March 1995 of the import surcharge of 8 percent,
implemented on the erga omnes basis. It was one of the main fea-
tures of the March 1995 package of stabilisation measures de-
signed to address serious macroeconomic imbalances. Its tempo-
rary character was stressed from the introduction. This measure
was notified to the WTO and justified by the Hungarian govern-
ment on balance-of- payments grounds. The surcharge was appli-
cable to imports from all sources and covered all products except
primary energy products. It was refundable in the case of machin-
ery imported for investment purposes. As the surcharge was in-

2 This chapter and the next one are based on Meisel (2005)
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cluded in the selling price upon which VAT was levied, the overall
restrictive effect of the surcharge considerably exceeded 8 percent.
It was gradually reduced to 6% from 1 October 1996, 4% from 10
March 1997 and 3% from 15 May 1997 before being eliminated
on 1 July 1997.

As far as the measures taken on the basis of the national customs
legislation are concerned, one of them was introduced in 1992,
just after the entry into force of the Europe Agreement. At that
time Ford was considering to make important investments in Hun-
gary and as part of the incentive package, besides tax and other
preferences allowed by the legislation of that time, trade prefer-
ences also were shaped. It meant that customs tariff specification
of the vehicles of the Ford Transit category were modified so as
this vehicle was able to enjoy duty free market access, thus having
on important preference as compered to the competitors. In a very
short time this measure was sharply contested by the European
Commission because of the discrimination incompatible with the
Europe Agreement. The Hungarian authorities could not re-es-
tablish the original duty because it would have contradicted to the
stand still provision of the EA. So the 0% duty remained in force
tor all the types of the vehicles of this category.

The other measure of this kind was the increase of certain not
bound in the GATT agricultural duties. At that time a lot of do-
mestic criticism was formulated concerning the agricultural trade
scheme of the EA and the sudden increase of agricultural imports
from the EU, associated with the impact of the Agreement. Nev-
ertheless, besides the market protection effect, this step may be
considered as a symbolic gesture in favour of agriculture, which is
reflected by the fact that tropical products were also included in
this regulation. The prevailing motivation besides this gesture was
budgetary consideration to increase customs revenue.

The Europe Agreement contained unilateral provision allowing
the associated states to take exceptional measures to temporary
protect infant industries and those undergoing restructuring. The
timetable and conditions of such measures have been fixed in the
EA. Shortly after the entry into force of the Interim Agreement,
in February 1992, Hungary formulated a request to use this tool
in the case of 16 products, among them passenger cars that really
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could have been considered as subject to infant industry clause (re-
member Suzuki and GM that opened new plants in Hungary). Af-
ter long lasting consultations Hungary withdrew from the request
list a lot of products and the EU accepted as justified the tempo-
rary increase of duties in the case of 8 products, belonging to 3
product groups. (See Table 1.) So it is justified to conclude that
Hungary was able to benefit from this possibility only to a limited
extent, especially as compared to some other associated countries.

General safeguard clause was the most frequently used market
protection tool of the Hungarian import regime before the acces-
sion to the EU. This fact is reflected in Table 2. Hungarian au-
thorities introduced erga onmes based safeguard measures in three
cases and this happened before the entry into force of the WTO
agreement. After 1995 such measures have been taken in trade
with Eastern European countries, republic of the CIS, not mem-
bers of the WTO. Utilisation of this instrument is seemingly con-
centrated on relatively few industries. Application of the general
safeguard clause by Hungary was the most frequent in the steel
sector, followed by cement industry including products made from
asbestos.

Table 1.
Measures taken on the basis of infant industry or restructuring clause

Legal basis Ap P fica- Content Countries
tion affected
Increase of duties for
1995-2000 insecticides, fungicides, EUSII_/;zrslbcr
herbicides, disinfectants
Art 28. Increase of duties for
of Europe 1995-2000 wood-free paper and (e ilermmibigt
States
Agreement coated paper
Increase of duties
1995-1997 for tempered glass EU Member
. States
and laminated glass

Source: Meisel, 2005, p.209.
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Table 2.
General safeguard measures

. .. Countries
Legal basis Application Content affected
Import restriction on
Government cement
Decree No Import restriction on
}&fé é 9§i 1992-1993 | intra-ocular lenses Erga omnes
Art 28. CEFTA Import restriction
Art 20. EFTA on certain paper
products
Quota on imports of .
1995-1996 Rumania
cement
i Quota on steel Russia,
1998-2002 products Ukraine
Government 1998-2000 Quota on certain Ukraine
decree No steel products
113,/1993
20002004 | QR Oﬁj::d prod- Russia
Surcharge on im-
1999-2003 | ports of ammonium | Russia, Ukraine
tertiliser

Source: Meisel, 2005, p.210.

Besides the above mentioned slippages of Hungarian trade policy
some other also should be quoted.

In the 1990s Hungary, like almost all of the European trading
partners, several times used import restrictions on the basis of phy-
tosanitary and veterinary regulations. From time to time Hungary
applied such restriction vis-a-vis the EU members and CEFTA
countries.

Speaking of internal measures affecting imports an important
step should be mentioned. Under the Customs Duty Law of 1995,
imports of cars older more than four years were prohibited be-
tween 1995 and 2000, on environmental and safety grounds. An
exception involved specialised older vehicles, which were allowed
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to be imported, provided they passed a special technical test. Along
with rather high tarifts on cars imported from MFEN partners this
measure benefited domestic carmakers and also EU and CEFTA
producers enjoying growing tarift concessions.

Turning now to export regulation, here one can also observe
some backsliding. These entirely concern agricultural trade. Hun-
gary during the 1990s several times applied temporary, export re-
strictions on certain agricultural products (mainly animal feeds
wheat and sweet corn) on the basis of shortage clause. As the sta-
tistical and information system of the Hungarian agriculture was
far from being transparent, it is difficult to judge about the justi-
fication of such measures.

Determinants of the Hungarian trade
policy in the period of association

It is not easy to point on a few evident determining elements that
shaped Hungarian trade policy during the 1990s. Determinants
sometimes are hidden and in many cases their impact is not direct
but is often interrelated. So the following description is only on
attempt to discover some possible elements that played role in the
Hungarian trade policy formulation.

Probably, the most important determinant of the Hungarian
trade policy during the 1990s was a strong commitment to achieve
a successful transition to market economy, to advance in the inte-
gration in the world economy and to establish as close links a pos-
sible with the European Union, taking into consideration the ac-
cession to the EU as a strategic objective. These commitments may
explain the fact that the strategic and dominant tendency of eco-
nomic and trade policy liberalisation — despite some slippages —
was maintained. Thus institutional and legal instruments, both
GATT/WTO objectives and preferential agreements enforced this
general track. Certainly, in some cases and periods, especially in
the first years of the 1990s, there was a certain discrepancy be-
tween the pace of liberalisation optimal from the point of view of
the internal transformation and that prescribed by external com-
mitments. It is also true that external agreements limit the room
of autonomous actions. Nevertheless this external institutional set-
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ting served as an important stabilising element of the liberalisation.
The starting of the accession negotiations even reinforced this im-
pact. Obviously trade policy can be hardly shaped and implement-
ed without certain interactions with other internal policies. The
direct link between trade policy and its major backsliding in Hun-
gary during the 1990s is evident in the case of the macroeconomic
stabilisation program and the introduction of the overall import
surcharge. Apart of this measure, macroeconomic policy did not
directly affect trade policy formulation, at least it did not enforce
any other deviation from the general line.

Referring to the slippages of trade policy analysed in the previous
section, a clear determining impact of financial and budgetary con-
siderations can be observed in the case of the increase of agricul-
tural duties.

Developments and backsliding of trade policy on sectoral level
can be explained differently.

In Hungary far most of the protective measures (in the form on
safeguards) were taken in steel sector. Here, it seems, the negative
consequences of — to some extent — premature liberalisation of the
quantitative regime, the lack of a clear industrial policy as well as
of regional development policy, and, as a result employment prob-
lems were compensated by increasing the level of trade policy pro-
tection.

Partly this is true for the cement industry, where the bargaining
power of the actors is much stronger, although the economic sit-
uation was similar to that in steel production.

In the paper industry, which also enjoyed market protection, a
strong foreign company acquired the most important production
plants and shortly after this, it was able to prove potential injury
of imports that led to the application of a safeguard measure.

These two cases demonstrate the fact — which was predicted in
early 1990s — that a more powerful foreign company is better
placed in requesting and argumenting for protective measures as
compared to traditional domestic firms. It should be noted that
this situation somewhat changed and domestic companies also
have learned how to protect their interests.

A rather coherent picture can be observed in the car industry. In
the beginning of the 1990s this was an entirely new industry in
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Hungary. During the association talks Hungary was able to resist
the strong pressure of the EU aiming at a rather fast liberalisation
of this sector. According to the provisions of the Europe Agree-
ment trade of passenger cars was liberalised only at the last stage.
A rather strong tariff protection was maintained in relation with
MEN countries, which was often subject to criticism, mainly by
the USA. This high level of protection was complemented be-
tween 1995 and 2000 by imposing ban on the imports of cars old-
er than four years.

It is interesting to note that there were traditional sectors that
remained relatively less protected, although professional interest
groups of them were permanently arguing for stronger protection.
The pharmaceutical industry can be mentioned as examples. One
should not forget, certainly, that trade of pharmaceuticals is not a
pure trade policy issue and is closely related to the social security
system. This trade till 2001 was subject to individual licensing but
the representatives of the industry always complained of perma-
nent overlicensing.

As in most of the European countries, including first of all the
EU, trade policy regulation of the agricultural sector is a specific
issue. Trade policy formulation in this sector is highly influenced
by internal political considerations. This is the same in Hungary,
as in many Central and Western European states. Internal trade
policy disputes in the 1990s were immediately transmitted on the
highest political level. That made Hungarian agricultural trade pol-
icy rather unstable and vulnerable. But this was only one element
of instability.

Probably more important element of instability was, on one
hand, the lack of a well-defined agricultural policy. It is rather dif-
ficult to build up a consistent agricultural trade policy without the
basic policy. On the other hand — interpreting the matter in a sim-
plified way — the system of information on the agricultural sector
(who is producing, what is producing, how much is producing?)
could be established only with difficulties. It was almost impossible
to formulate a coherent trade policy on this unstable basis. This
was reflected in symbolic — from political point of view — measures
(like tarift increase in 1994), or in sudden and questionable re-
strictions on exports. Contrary to some other Central and Western
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European countries, the political sensitivity and economic uncer-
tainty represented the main determinants of the agricultural trade
policy in Hungary and not the existence of a strong agricultural
lobby. Nevertheless, it is legitimate to note that in this sector trade
policy slippages were not more frequent than in some others.

Hungarian experience and general lessons

During the establishment of the base of a new relationship and co-
operation, the parties are usually motivated on the one hand by
the external political situation, but on the other hand by their own
political and economic interests. For Hungary, the changes in the
beginning of the 1990s made it possible to reconstruct, in a polit-
ical and economic sense, its relations with Western Europe and its
integration institutions. In early 1990s the EC was led by the need
to react to the changes in the partner countries when offered as-
sociation agreements. At that time “association” as a form of co-
operation had been present since the 1960s and 1970s in the ex-
ternal relations of the EC. Concerning the new content of the
association, the EC only had broad ideas based on the precedent
of favourable and unfavourable experiences. The lack of a definite
association concept had serious disadvantages. However, it should
be remembered that precisely this fact could open a relatively clear
way for Central European countries to shape the Europe Agree-
ments with definite ideas and to force the Community to renew
its concepts. Anyway, a conclusion oftered by this experience is
that in general the problems to be negotiated are in many cases
not EU initiatives but may be presented to a big extent by the ne-
gotiating partner as well. The situation of the early 1990s is rather
similar to the present one, when EU secks to find new forms of
cooperation (i.e. in the form of DCFTAs) with potential partners
in Eastern Europe.

If there is enough political motivation and willingness, the Eu-
ropean Union can change its negative or reserved attitude even on
the toughest questions. Hungary had a theoretical and practical
possibility to influence effectively the provisions and the rules of
the Europe Agreement and in many cases was able to overcome
the absolute rigidity of the EC in some areas.
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However, the Hungarian evaluation of the situation showed
some weaknesses. The Hungarian negotiating team was not comp-
letely aware of the extent of future problems deriving from the do-
mestic economic situation of that time, from the reorientation of
its economic relations and from the inheritance of the past. It is a
question to what extent these problems were predictable. Anyway,
detailed and well-founded studies on the potential eftects of the
emerging new trade policy framework would have been needed.

The advantages from the new trade regulations and concessions
can be truly exploited only by a dynamic economy. When Hun-
garian economy was not dynamic and its sectors were not com-
petitive enough (i.c., if there were no products to export and thus
the market access possibilities could not be utilised), most of the
benefits of the mutual liberalisation go to the strongest and more
competitive partner. Hungary had to witness such situations and
had to face their consequences. Besides that, when only one of the
partners, the stronger one can make use of liberalisation, the orig-
inal asymmetry is easily eroded.

On the basis of the experience of Hungary (and apparently on
that of the other Central and Eastern European countries) some
short conclusions can be formulated.

— Political determination seems to be an essential element of elab-
orating a successful agreement. The concept of negotiations and
the process of implementation — if possible - should be backed
by broad internal consensus (political elite, government institu-
tions, business, population, etc.).

— Clear definition of the country’s interests may influence in an
efficient way the course and the outcome of the negotiations.
It can only based on well-developed and prompt cooperation
and interaction between the different actors of administration,
business and civil society.

— Stability of the trade policy administration is desirable.

— Itisimportant to mention the need to be able to form coalitions
with member states. It is not only in Brussels where trade policy
decisions are elaborated. A country being in a process of nego-
tiations and close cooperation should not neglect the “capitals”
(i.e. administration) of the member states.
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— The Hungarian experience shows that trade policy concessions
are undoubtedly important, but the stability of domestic macro-
economic conditions is even more essential in order to take prof-
it from the renewed framework of cooperation with the Euro-
pean Union.

— A trade agreement incorporates and enforces trade policy disci-
pline and stability. Nevertheless, authorities of an associated
country should not be “shy” or “servile” in using trade defence
instruments, when needed. On the other hand, they have to re-
sist to misuse them.

— In the process of upgrading the relations with a partner like the
European Union, it seems to be essential to establish a workable
framework of dissemination of information and dialogue with
all partners, practically with the society. Unfortunately this was
a weak part of the preparatory work in Hungary before the as-
sociation. The consequences were unfounded illusions in short
run and disillusions after.

References

— Inotai, Andras (2001): Completing Transition: The Main Chal-
lenges. The Case of Hungary, In: Gerstenberger, W. (ed.):
Aussenhandel, Wachstum und Produktivitat — Fragen in Vorfeld
der EU-Erweiterung, Ifo Institut, Dresden

— Juhasz, Endre (1993): Tarsulasi szerzoédésiink az Europai
Kozosségekkel és azok tagallamaival (Hungary’s Europe Agree-
ment wit the European Communities and its member states),
in: Madl, F. (ed.): Eur6épajogi tanulmanyok 1. (Studies in Eoro-
pean Law), Budapest, E6tvos Lorand University

— Kawecka-Wyrzykowska, Elzbieta (2000): Lessons from Trade
Liberalisation in Transition Economies: Ten Years Experience
and Future Challenges, Discussion Paper No. 78., Foreign
Trade Research Institut, Warsaw

— Meisel, Sandor (1995): Hungary, in: Mizsrei, K. and Rudka, A.
(eds.): From Association to Accession. The Impact of the Asso-
ciation Agreements on Central Europe’s Trade and Integration
with the European Union, Institute for EastWest Studies, War-



Experience of Hungary’s Association Agreement 83

saw, Prague, Budapest, Kosice, New York

— Meisel, Sandor (2005): Hungary: Stability of Trade Policy and
its Determinants, Chapter 6. in: Drabek, Z. (ed): Can Regional
Integration Arrangements Enforce Trade Discipline? The Story
of the EU Enlargement, Palgrave-Macmillan, 2005, pp.193-220



85

UKRAINE’S EXPERIENCES
ON DEVELOPING TRADE AND
TRADE POLICY RELATIONS WITH
THE EUROPEAN UNION

Lidia Shynkaruk — Irina Baranovska
— Olena Herasimova

Since 1991, when Ukraine gained independence, the European
Union and Ukraine have developed an increasingly dynamic rela-
tionship. Ukraine is a priority partner country within the European
Neighbourhood Policy (ENP) and the Eastern Partnership.

Relations between the EU and Ukraine are currently based on
the Partnership and Cooperation Agreement (PCA) which en-
tered into force in 1998. At the Paris Summit in 2008 the leaders
of the EU and Ukraine agreed that an Association Agreement
should be the successor agreement to the Partnership and Co-
operation Agreement. The EU-Ukraine Association Agreement
is the first of a new generation of Association Agreements with
Eastern Partnership countries. Negotiations on this comprehen-
sive, ambitious and innovative Agreement between the EU and
Ukraine were launched in March 2007. In February 2008, fol-
lowing confirmation of Ukraine’s WT'O membership, the EU
and Ukraine launched negotiations on a Deep and Comprehen-
sive Free Trade Area (DCFTA) as a core element of the Associ-
ation Agreement.

At the 15th Ukraine-EU Summit of 19 December 2011, the EU
leaders and President Yanukovych noted that a common under-
standing on the text of the Association Agreement had been
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reached. On 30 March 2012 the chief negotiators of the European
Union and Ukraine initialled the text of the Association Agree-
ment, which included provisions on the establishment of a DCF-
TA as an integral part. In this context, chief trade negotiators from
both sides initialled the DCFTA part of the Agreement on 19 July
2012. Both the EU and Ukraine expressed their common com-
mitment to undertake further technical steps, required to prepare
conclusion of the Association Agreement.

Since it will take some time until the EU-Ukraine Association
Agreement can enter into force, the sides decided to adopt the
EU-Ukraine Association Agenda.

The key parts focus on supporting core reforms, economic
recovery and growth, and governance and sector cooperation in
areas such as energy, transport and environment protection, in-
dustrial cooperation, social development and protection, equal
rights, consumer protection, education, youth and cultural co-
operation.

The Agreement also puts a strong emphasis on values and prin-
ciples: democracy and the rule of law, respect for human rights
and fundamental freedoms, good governance, a market economy
and sustainable development.

The Agreement will be enhancing cooperation in foreign and se-
curity policy and energy.

It includes a Deep and Comprehensive Free Trade Area — this
will go further than classic free trade areas, as it will both open up
markets and also address competitiveness issues and the steps need-
ed to meet EU standards and trade on EU markets.

Ukraine’s results of the European integration processes will be
largely dependent on its external and internal macroeconomic pol-
icy and the situation in the national economy.

In this context, it is advisable to consider such specific aspects as
the structural characteristics of some components of the economy,
the individual components of the agreement on a DCFTA be-
tween the EU and Ukraine, the cooperation within the Eastern
Partnership and the potential opportunities and risks of the agree-
ment on free trade with the EU.

The European Union is a major trading partner of Ukraine, with
about 30.0% total share in goods and services. However, as it ap-
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pears from figure 1, the share of the EU-bound Ukrainian export
decreased from 29.7% to 25.4% between the years 2005 and 2012,
thus reducing Ukrainian presence at the EU markets (see figure
1). The share of imports of goods and services in the total volume
of Ukrainian trade tends to be decreasing, although it is a threat-
provoking fact that the share of imports dominates the share of
exports by 7% in terms of payment balance.

Figure 1.
Foreign trade of Ukraine in goods and services
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Source: State Statistic Service of Ukraine.

Trade relations with the EU are characterized by decreasing both
the import and the export shares of goods and these being re-
placed by other countries as well as the loss of markets consequent-
ly for Ukraine and the EU. Ukraine is currently experiencing trade
disbalance which manifests itself in the prevalence of EU imports
over exports share (by 6.0%), which reduces the production ca-
pacity of the national economy (see figure 2).

Another insecure structural peculiarity in the domain of foreign
trade relations between Ukraine and the EC is a high services im-

port share (54.7%) in the import structure of Ukraine (see figure
3).
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Figure 2.
Foreign trade of Ukraine in goods
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Figure 3.
Foreign trade of Ukraine in services
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The bulk of services falls on the financial services sector, taking
into account the shortfall of funds within the EU jeopardizes the
banking system stability. Despite substantial scientific evidence
provided by numerous research institutions that the imported fi-
nancial services are predominantly of Russian and Ukrainian origin,
hardly does it alleviate any risks for the economy of Ukraine.

The positive constituent of the trade services structure is a high
proportion of transport services both in exports (55%) and in im-
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ports (22%), which allows us to consider infrastructure projects as
priorities in the cooperation with the EU.

Of current interest is the research tackling not only the structure
of foreign trade with the EU but also that of absolute volumes,
demonstrating the following features within the time period from
2005 to 2012 (see figures 4-0).

Figure 4.
Foreign trade of Ukraine in goods and services with EU countries
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Figure 5.
Foreign trade of Ukraine in goods with EU countries
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Figure 6.
Foreign trade of Ukraine in services with EU countries
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Firstly, the formation of a negative trade balance of 9.0 billion
US dollars as well as a decline in the foreign currency earnings con-
stitutes certain risks for the payment balance of Ukraine.

Secondly, a negative balance of trade was formed due to exces-
sive imports from the EU. Under the conditions of extreme open-
ness of the Ukrainian market and a small proportion of domestic
goods at the domestic market it increases its vulnerability to global
crises and reduces the possibility of increasing domestic industry
presence at the local market.

Thirdly, the trade balance with the EU in terms of services is
positive, implying the flight of funds from Ukraine, the shortage
of investment resources and the need to update industry capital
(depreciation rate above 50%) raises the issue of the very existence
of increasing productive capacities.

Ukrainian producers should modernize their enterprise and im-
prove the quality of their products, so as not to lose in the long run
existing and potential niche in both foreign and domestic markets.

Structural features of trade with the EU are as follows:

— as far Ukraine's exports to the EU are concerned, predominant
are the goods with low added value: ferrous metals, constituting
about 23% corn — 12%, ore — 10% , that is foreign trade is rep-
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resented mainly by raw materials thus preventing Ukraine from
joining a global innovation value chain in industry (see figure 7);

— on the other hand EU imports are represented by the goods
with high added value: mechanical (14%) and electrical machin-
ery (7%), pharmaceutical products (8%) which under the con-
ditions of integration processes with the economically strong
EU countries represent a major threat to the development op-
portunities of national producers (see figure 8).

Figure 7.
Commodity pattern of Ukraine’s foreign trade to EU countries
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Source: State Statistic Service of Ukraine.

Figure 8.
Commodity pattern imports from EU countries
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The volume of the EU countries’ direct foreign investments to
Ukraine has amounted nearly to 43 billion dollars, accounting for
over 70% of total direct foreign investments in Ukraine (see figure
9). The main investors are Cyprus, Germany and the Netherlands.
Service sector bound investments make up 56%, in industry — 34%,
thus reducing the possibility of Ukraine in terms of the import
policy implementation.

Figure 9.
Foreign investments
Foreign direct investment in Ukraine Direct investment from Ukraine
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Source: State Statistic Service of Ukraine.

According to the interindustry balance model we have made a
prediction of the introduction of tarift rate changes on consumer
goods up to 2017 (see figure 10). According to the forecast of the
positive impact of reduced rates on the EU bound export goods
in the early years will be balanced by more considerable growth in
imports from the EU to Ukraine in the coming years.

That is, the trade effects only from the free zone introduction
with the EU will not significantly affect the growth of GDP and
the volumes of production in Ukraine. They should be comple-
mented by progressive institutional changes, investment effects
and the effect of technological convergence.
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Figure 10.
The contribution of tarifts changes in the increase (decrease) of output on
integration scenario, percent of base scenario
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Source: Own calculations on the basis of database of State Statistic Service
of Ukraine.

Calculation of the integration effects is performed according to
the structure of foreign trade on the basis of 2010-2011. Input-
output equation is based on input-output tables on the basic prices
in 2010. Elasticities of export and import are calculated by means
of econometric equations obtained from the data on foreign trade
in Ukraine in 2006-2011.

Calculation results show that the effect of changes in rates of cus-
toms duties on imports into Ukraine from the EU is almost en-
tirely balanced by the change of these rates on imports into the
EU from Ukraine. Since most rates on imports into the EU for
Ukrainian exporters have been cancelled simultaneously in the first
year of the Agreement, the trade effect for of most domestic ex-
porters and manufacturers who are suppliers of products for ex-
port, will be maximized in 2014 (see figure 11).
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Figure 11.

The contribution of changes tariffs in increase (decrease) of output on in-
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In addition to the direct impact of changes in tarifts, the change
in the income of exporters will affect to the amount of output.
This will lead to a redistribution of consumption and gross accu-
mulation. However, although the multiplier effect and improve-
ment in the performance of production and consumption of prod-
ucts as a whole and for individual sectors it does not change the
principle regarding trends prevailing. So in the overall economy
in the first year of the Agreement, taking into account the multi-
plier effect as a result of trade and the effects of changes in export
revenue production will be increased by 0.29% (see figure 12).

Figure 12.

The change in output due to trade effects and multiplier effect
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Final consumption of households will increase based on the mul-
tiplier effect 0.48% in 2014, followed by reduction effect to 0.2%
in 2017 (see figure 13).

Figure 13.
Change in final household consumption through trade eftects
and multiplier effect
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The trend of reducing the total cumulative production growth
in 2013 remains based on multiplier effect, the cumulative gain is
zero in 2016-2017 (see figure 14).

Figure 14.
Total cumulative production increase based on the multiplier effect,
as a percentage of 2013
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Calculations by dynamic input-output model suggests that in the
carly years of the Agreement certain negative consequences asso-
ciated with replacement chemicals, mechanical engineering and
metallurgy, partly reimbursed by the new opportunities that due
to lower rates of customs duties emerge for light industry agricul-
ture and some of the food industry. In general, a positive cumu-
lative effect of the Agreement for the first year (2014) offset re-
duced production in the 2015-2017, and causes negative
indicators in 2017. In general there is a slowdown an average of
0.15% per year in production for the years 2015-2017.

However, it should be noted that if the domestic producers of
machinery, metallurgy and chemical industry will not take effective
measures to modernize production, disproportions of the techno-
logical structure of production will be deep and cause further loss
on domestic and foreign markets.

In accordance with the provisions of the «Agreement» it is stip-
ulated that import duties on consumer goods for Ukrainian ex-
porters can be expected (see Table 1) and import duties for partic-
ular goods imported to Ukraine from the EU remain unchanged
(see Table 2).

It might sound impressive at first sight that the import duties for
agricultural products, metallurgy, machine building industry prod-
ucts, food remain unchanged, but taking into consideration the
application of EU non-tariff regulation methods as well as the EU
countries higher levels of economic development, the risks for the
Ukrainian industry remain significant.

Major funding for the specific projects of the Eastern Partnership
implemented by NGO in Ukraine fall into three platforms:
1) democracy, good governance and stability;
2) contacts between people;
3) energy security (see Table 3).
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Table 1. — Expected changes of import duty rates in EU
countries for Ukraine produced goods (percent)

Types of economic activity 2013 2014 2015 2016 2017

Agriculture, hunting, fishing and 140! 00 100100l 00
forestry

Mining of coal and lignite; extraction
of peat; mining of uranium and thori- | 2.0 | 0.0 [ 0.0 | 0.0 | 0.0
um ores

Extraction of crude petroleum and nat-

2.0 [ 00 | 0.0 | 0.0 | 0.0
ural gas

Mining of quarry, except energy pro-
ducing materials

00 | 0.0 [ 0.0 | 0.0 | 0.0

Manufacture of food products, bever-

12404 | 04 | 04 | 0.0
ages and tobacco

Manufacture of textiles and textile
products; manufacture of wearing ap- | 10.0 | 1.5 | 1.2 | 0.8 | 0.3
parel; dressing and dyeing of fur

Manufacture of wood and wooden
products; manufacture of pulp, paper
and paper products; publishing and
printing

20 [ 08 | 05| 03] 0.0

Manufacture of coke products; process-

oy el el 201 00| 00| 00 | 0.0

Manufacture of refined petroleum

20 {00 | 00| 00| 0.0
products

Manufacture of chemicals and chemical
products; manufacture of rubber and 50| 1.0 | 08 | 05| 0.3
plastic products

Manufacture of other non-metallic

e 40|10 | 07 | 04 | 0.1

Manufacture of basic metals and fabri-

cated metal products 2| 2 || Dk | B (O

Manufacture of machinery and equip-
ment

Manufacturing n.e.c. 27 122 |15 | 07| 0.0

27 1221507 ] 0.0

Source: Own calculations on the basis of database of State Statistic Service
of Ukraine and EU-Ukraine Association Agreement.
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Table 2. — The expected changes of import duty rates

from EU countries (percent)

Types of economic activity 2013 2014 2015 2016 2017

Agriculture, hunting, fishing and
forestry

10.0

7.0

5.0

3.0

3.0

Mining of coal and lignite; extraction
of peat; mining of uranium and thori-
um ores

1.0

0.0

0.0

0.0

0.0

Extraction of crude petroleum and nat-
ural gas

1.0

0.0

0.0

0.0

0.0

Mining of quarry, except energy pro-
ducing materials

4.0

2.0

1.3

0.7

0.1

Manufacture of food products, bever-
ages and tobacco

10.0

5.0

3.5

1.3

0.7

Manufacture of textiles and textile
products; manufacture of wearing ap-
parel; dressing and dyeing of fur

6.0

1.0

1.0

0.5

0.3

Manufacture of wood and wooden
products; manufacture of pulp, paper
and paper products; publishing and
printing

0.0

0.0

0.0

0.0

0.0

Manufacture of coke products; process-
ing nuclear fuel

1.0

0.1

0.1

0.1

0.1

Manufacture of refined petroleum
products

1.0

0.2

0.1

0.1

0.1

Manufacture of chemicals and chemical
products; manufacture of rubber and
plastic products

3.0

0.7

0.3

0.1

0.0

Manufacture of other non-metallic
mineral products

10.0

7.0

5.0

3.0

3.0

Manufacture of basic metals and fabri-
cated metal products

10.0

7.0

5.0

3.0

3.0

Manufacture of machinery and equip-
ment

10.0

7.0

5.0

5.0

5.0

Manufacturing n.e.c.

10.0

7.0

5.0

3.0

3.0

Source: Own calculations on the basis of database of State Statistic Service

of Ukraine and EU-Ukraine Association Agreement.
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Table 3. — The specific projects of the Eastern Partnership

implemented by NGO in Ukraine

Projects and programs of the Percent Estimate
Eastern partnership platforms of t.he totoal Quantity (EURO)
projects (%)
2013
Energy security 0.0 0 0.0
Contacts between people 0.0 0 0.0
Economic integration and
convergence with EU policies 0.0 0 0.0
Democrgcy, good governance 100.0 1 2070.0
and stability
Total for the year: 100.0 1 2070.0
2012
Energy security 6.1 3 48721.0
Economic integration and
convergence with EU policies 14.3 7 111441.0
Contacts between people 16.3 8 86347.0
Democr:f@y, good governance 63.3 31 294613.0
and stability
Total for the year: 100.0 49 541122.0
2011
Energy security 1.8 1 13233.0
Economic integration and ' 14.6 3 97872.0
convergence with EU policies
Contacts between people 20.0 11 79099.0
Democr'flgy, good governance 63.6 35 340670.0
and stability
Total for the year: 100.0 55 530874.0
2010
Economic integration anc! . 0.0 0 0.0
convergence with EU policies
Energy security 8.4 6 64420.0
Contacts between people 347 25 164494.0
Democr'flc'y, good governance 56.9 41 362903.0
and stability
Total for the year: 100.0 72 591817.0

Source: Delegation of European Union to Ukraine (http://eceas.enuropa.en/ del-

egations/ukraine/projects/list_of projects/ projects_en.btm); European Union

Border Assistance Mission to Moldova in Ukraine (bttp://www.eubam.ory),
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European Space: portal for pro-European civil society of Ukraine
(bttp://en.prostiv.un/themes/radn.html).

Major funding for the projects implemented in Ukraine by EU
funds fall into: governance, democracy, human rights and support
for economic and institutional reforms (24.1%); infrastructure,
communications and transport (21.9%); trade and regional inte-
gration (16.5%) (see Table 4).

Table 4.
Projects implemented in Ukraine from EU funds

Percent

Quantity (EURO) of the total
projects

Estimate

Rural development, territorial

planning, agriculture and food 1 1200000.0 0.4

security

Social cohesion and employment 3 1929430.0 0.6

Multi-sectors 3 3207146.0 1.0

Human development 7 3533752.0 1.1

Contflict prevention 2 26500000.0 8.4

Water and energy 24 39764470.0 12.7
The environment and the sus-

tainable management of natural 6 41542972.0 13.2
resources

Trade and regional integration 5 51747500.0 16.5

Infrastructure, communications

4 68944166.0 21.9
and transport

Governance, democracy, human
rights and support for economic 36 75859860.0 241
and institutional reforms

Total: 91 314229296.0 100.0

Source: Delegation of European Union to Ukraine (hbttp://eeas.europn.cun/
delegations/uwhkraine/projects/list_of projects/ projects_en.htm); European
Union Border Assistance Mission to Moldova in Ukraine (bttp://www.en-
bam.oryg); European Space: portal for pro-European civil society of Ukraine
(lttp://en.prostiv.un/themes/radn.btmi).
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The initiative "Eastern Partnership" has become a reality. It
transfered from phase of discussions — from the wording of the
provisions in the phase of discussions over its content and practical
projects and undertakings.

We realize that the "Eastern Partnership” is neither a guarantee
to achieve the full integration of the Eastern partners into the EU
nor a path to EU membership. It is a mechanism, a set of comple-
mentary features, tools, whose effective use will bring Ukraine
closer to its strategic goal.

Disadvantages of the «Eastern Partnership»:

* lack of funding for the ambitiously stated objectives in multilat-
eral — format forces the EU and partner countries to focus on
the implementation of several projects;

e difference between strategic objectives and national interests of
the partner countries — might lead to a slowdown in the imple-
mentation of multilateral dimensions of the initiative;

¢ the declared thematic platforms and flagship initiatives do not
reflect all major worries of the majority of the partner countries.

Main problems and expectations concerning the Association
Agreement between Ukraine and the EU, and in particular to es-
tablish DCFTA, are identified based on the research Institute for
Economics and Forecasting National Academy of Science of
Ukraine.

The labor market:
Potential benefits:

e approximation of the labor legislation of Ukraine with the re-
quirements and standards of the EU;

e making the rules, regulations and labor standards in line with
international standards;

e creation of new jobs in export-oriented sectors of the economys;

¢ improving the investment climate and business environment;

e increasing the competitiveness of the labor force and produc-

tivity;
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e implantation of a new corporate culture, assimilation of popu-
lation market labor values and attitudes;

* increasing motivation to content work and the possibility of
achievements and value orientation to initiative and success.

Potential threats:

e closing or curtailment some part of non-competitive and produc-
tion without perspective can lead to tension in the labor market;

e layoffs during restructuring of enterprises;

* loss of jobs because of lower competitive workforce, unwilling-
ness to work with higher intensity on European standards;

¢ deepening asymmetry in the labor market, from which employ-
ers receive benefits;

* deformating economic consciousness, clash of opposing values,
difficulties adaptation period;

e increasing the number of young Ukrainian, who will leave for
training in universities of EU countries.

Trade regime:
Potential benefits:

e according to the conditions of free trade agreements by WTO,
in particular: full liberalization is covering at least 95% of tariff
lines and volume trade between the sides depend on what of
that from two indicators was reached first reducing the number
of tarift lines excluded from free trade by making the number
of sectoral initiatives to "0.0";

¢ rejection of the use EU export subsidies in bilateral trade with
Ukraine;

e provision of Ukraine duty-free market access for the most sen-
sitive EU products within tariff quotas, tarift quotas of compli-
ance for most tarift lines Ukraine export capacity and interests
of domestic producers to expand the range of product export;

e protecting markets of the most sensitive goods of Ukraine due
to their partial liberalization and tarift quotas for duty-free im-
ports from the EU in a small volume;
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e agreement on Ukraine's right to apply special protective meas-
ures or additional terms of trade liberalization on the most sen-
sitive products.

Potential hazards:

e significantly lower current level of tariff and non-tariff protection
in Ukraine than in the EU creates discriminatory initial condi-
tions for regional integration;

e FTA with the EU only partially eliminates asymmetrical trade
regimes. From 9699 EU tariff lines only 8674 will be liberalized
immediately after the introduction of the FTA, 732 - over a pe-
riod of 1 to 7 years and tarift quotas will be established in 362
tariff lines, including the vast majority, namely 339 lines, which
represent agricultural products. It means that the tariff quotas
are set on 15%;

e current inability of most of the domestic producers to satisty the
technical, sanitary and phytosanitary conditions for exporting
their products to the EU markets, that will prevent increasing
of exports of domestic products under the tarift quotas frame
allocated to Ukraine;

¢ small volumes of the EU tariff quotas of duty-free import prod-
ucts from Ukraine (with some exceptions) and not full coverage
commodity nomenclature of agricultural products; in case of
renegotiation of the Agreement the substantial reduction of the
number of exclusions from the FTA with the EU and the in-
crease of tarift quotas for the remaining tariff lines (especially
corn, soybeans, barley, poultry) must be defended.

Metallurgy:

Potential benefits:

e climinates the possibility to initiate trade restrictions on steel
production in Ukraine;

* the opportunity to continue the integration processes at steel
companies is created;
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expanding of the presence in the EU market through further
integration capacities;

augmentation of the investment flows, including through joint
implementation projects (Kyoto Protocol);

modernization of metallurgical facilities.

Potential hazards:

cost increasing on reduction of the harmful effects of metal pro-
duction on the environment;

dramatically increase the cost of production due to higher costs
for raw materials and environmental measures compared to EU
companies;

zero tariffs on steel import will increase competition in the do-
mestic market;

changes in tarift policy and state aid will lead to a redistribution
of'income between the sectors of mining, metallurgy and energy;
reduced subsidies;

reduced revenues from export duties.

Energetics:

Potential benefits:

expanding exports of electricity, and medium and heavy distil-
lates. The economic benefits from expanding exports are valued
at no more than $ 50 million while maintaining exports in 2012;
according to present active legal documents in the case if the
signing of the Association Agreement of Ukraine with the EU
occurs, any sanctions or trade restrictions imposed by the Cus-
toms Union towards Ukraine as a third party are not expected.

Potential hazards:

signing of the association agreement between Ukraine and the
EU will not affect the terms of energy trade with third countries,
because the terms of the agreement are largely repeated com-
mitments of Ukraine to the Energy Community. Potential risks
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such as reducing transit, loss of integrity of the technical energy
systems, the formation of monopoly industry structures, the
transfer of powers to supranational regulators, etc. are largely
politically motivated and depend on the method (consistency
and coordination) of liabilities.

Machinery:

Potential benefits:

e acceleration of the modernization of domestic engineering by
facilitating access to scientific and technological achievements
of the European countries;

e raising of the technical level and competitiveness of Ukrainian
products due to the adaptation of domestic production to tech-
nological and environmental standards of the European countries;

e abolition of the outdated regulations, which have no analogues
in the EU, and the continuation of the development and adop-
tion of the technical regulations subject to the provisions under
the EU regulatory framework (acquis communautaire), national
standards and requirements environmental protection, harmo-
nized with international and European standards;

e reduction of the rates (average about 30%) on importable duty
vehicles that come from Ukraine will contribute the increasing
of the competitiveness of domestic products;

e the possibility of applying some safeguarding measures in the
torm of higher tax rates on cars originating from the EU coun-
tries (heading 8703), it the quantity of goods imported into the
territory of Ukraine, causing a significant damage to domestic
industry;

e establishing zero rates importable duty on investment types en-
gineering products, which will accelerate the technological mod-
ernization of the Ukrainian industry.

Potential hazards:

 an increase of the competing imports on the domestic market
of Ukraine, including cars, tractors, combine harvesters;
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relatively high barriers for entry of domestic producers on the
European market, because Ukraine is on a lower level of tech-
nological development than the EU;

increasing dependence of Ukrainian machinery on imported
high-tech equipment on both - as end-use products and com-
ponents used in the assembly of well-known foreign brands;

a decline in export to the countries of the Customs Union by
introducing safeguards to the internal market.

Food and Beverage:

Potential benefits:

significant reduction or gradual abrogation of tariff rates on in-
dustrial food (about 85% of tariff lines) that are not covered by
tarift quotas;

receiving the eligiblility for duty-free access to European markets
of milk powder and condensed milk, cream, yogurt, butter and
milk paste, sugar, syrups, juices, starch, flour and certain other
types of food as well as cigars and cigarettes under established
tarift quotas;

harmonization of national standards with the international and
the European standards;

adaptation of the national technical regulations, sanitary and
phytosanitary measures in the European and international re-
quirements.

Potential hazards:

weakening of the competitive position and reduction of the rev-
enues for small and medium-sized domestic food processing en-
terprises due to increasing competition in the domestic market;
possible reduction of the amount of production of oil and fat
industry due to the elimination of export duties on sunflower
seeds;

risk of significant loss of Ukrainian wineries and cognac food in-
dustry market products, which were shaped by the system of
protection of geographical indications and industrial products;
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e the risk of loss of food industry markets products in the Customs
Union.

Agriculture:

Potential benefits:

1. FTA has advantages for agriculture due to:

* rapid increase in domestic agricultural exports (by 26% in the
structure of merchandise exports against 18.7% in 2011), which
shows that Ukraine is a net exporter of agricultural products,
including in the EU;

¢ dynamic growth of exports of agricultural products in the EU:
in 2012 the value of agricultural exports from Ukraine to the
EU increased by 54% (from $3.18 billion in 2011 to $4.92 bil-
lion in 2012). Agricultural export to the EU is developing more
rapidly than export to the countries of Customs Union. Value
of agricultural exports to the EU in 2012 is 1.8 times higher
than the value of agricultural export to the EEA.

2. Expanding trade opportunities for agriculture in Ukraine ac-

cording to FTA is created by partial reduction of asymmetric

modes of trade in agricultural products between the EU and

Ukraine by:

¢ duty-free access for Ukrainian agricultural products under the
tarift quotas. The tariff quotas sizes correspond to the traditional
imports from Ukraine to the EU on certain goods quotas taken
into account the expected trends of domestic production in the
country. Ukraine will provide 1.6 million tons of grain duty-
free to the EU, with a gradual increase in quotas for 5 years to
2 million tons;

* rejection of the use of EU export subsidies for agricultural prod-
ucts for export to Ukraine;

¢ consolidation of the right for Ukraine to use the protective
measures;

e facilitation for Ukraine under the FTA with the EU of the cus-
toms tariff applicable EU agri-food products;
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e high probability of an increase in export of certain types of agri-
food products, including those that are growing set quota;

e facilitating access to quality inputs (seeds, pesticides, machinery,
etc.);

¢ upgrading and modernization of domestic agricultural and food
production.

Potential hazards:

¢ small amount of import quotas to the EU duty-free importa-
tion of goods from Ukraine and not full coverage of the com-
modity nomenclature of agricultural products. In the case of
reviewing the terms of the Agreement, it would be good to de-
fend the significant decrease in the number of exceptions to the
FTA with the EU and to promote the increase in tariff quotas
for the remaining tariff lines (especially corn, soybeans, barley,
poultry);

e current inability of most of the domestic producers to satisty the
technical, sanitary and phytosanitary conditions for exporting
their products to the EU markets, that will prevent increased
exports of domestic products under the tariff quotas frame allo-
cated to Ukraine;

e weakening domestic producers of meat and meat products,
fruits and vegetables as a result of increased imports from the
EU. In particular, the establishment of a tariff quota on pork
imports from the EU will lead to an increase in imports of pork
for a maximum of 8%;

e increasing the competing import in the domestic food market
of Ukraine if the restrictions under domestic exports to the EU
are active;

¢ lower revenues for small and medium-sized agricultural enter-
prises as a result of increased competition in the domestic agri-
cultural markets;

e increasing domestic consumer prices of products that meet the
requirements of European and international regulations due to
high costs of harmonization;

e increase in the share of low-quality products in the Ukrainian
agro-food import that have not found sales on the EU market;



Ukraine’s experiences on developing trade... 109

e increasing dependence of domestic agricultural producers on
imports of inputs for domestic limited alternative sources of re-
plenishment;

e slight reduction in oil and fat production with all the attendant
consequences due to gradual abolishment of export duty on
sunflower seeds;

¢ worsening the problems in dealing with the countries of Cus-
toms Union and the likely effect of introducing it in import tar-
iffs for Ukraine;

e the need for additional financial resources for technical and tech-
nological re-equipment of enterprises to ensure their competi-
tiveness in the new environment.

For certain groups of agro-food production potential advantages

can be:

e the introduction of zero tariffs on imports of a large number of
products from Ukraine, not only of raw materials (dried peas,
oilseeds), but also for deep processing products (oils, some types
of canned products);

e temporary storage agreement with the EU (albeit with a gradual
decline over 10 years) export duties on sunflower seeds and flax;

e under the FTA with the EU should also be imposed export du-
ties on rapeseed (10 years with a phased reduction).

In the case of integration with the EU on the above mentioned

products can be expected following hazards:

e gradual strengthening of the European products on the domes-
tic market such as tomatoes, cucumbers, apples, butter, canned
and processed vegetables, fruit and vegetable juices;

e application restrictions for Ukrainian exports from the Customs
Union.

State aid:

Potential advantages of regulating state aid under the Association
Agreement between Ukraine and the EU are as following:

e increasing of the transparency of decision-making on state aid;
e reduction of the state aid and corresponding reduction in budg-
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et expenditures due to the abolition of measures which have a
negative impact on trade between Ukraine and the EU;

e monitoring of the impact of state aid on competition and the
abolition of most adverse to competition of aid;

e control over the legality of state aid stipulates that in case of
granting illegal aid granted to the company is obliged to return
the money the state and offset other losses in the form of penal-
ties and interest on capital.

Potential hazards:

* narrowing of the space for the application of state aid (primarily
industry and to support individual businesses). Potentially, un-
der the frame of abolition or limitation may fall the public sup-
port for the coal industry, aerospace, shipbuilding, etc.;

* negative impact on the economy of the elimination of state aid
measures for businesses that previously received it;

* loss of the support tool for managing of domestic producers that
compete with higher quality products in the EU;

e complexity of bureaucratic procedures in the approval process
of the new measures of the state aid. The need for a new level,
controlling the provision of such assistance;

e increasing of the budget expenditures related to the control of
the state aid;

e terms of the Agreement require amending the rules of the Eu-
ropean legislation regarding the recognition criteria in public
spending state aid.

Conclusions

Calculations by dynamic input-output model show, that in the ear-
ly years of the Agreement the negative consequences of the re-
placement of chemicals, machinery and metallurgy partly can be
compensated by new opportunities for enterprises of light indus-
try, agriculture and for a number of food companies. These op-
portunities arise as a result of lower rates of customs duties. Gen-
erally, cumulative positive trade effects of the Agreement for the
first year (2014) partly will be leveled by the reducing production
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between 2015 and 2017, and will turn to negative in 2017. The
slowdown of growth in production is estimated to be 0.15% per
year on average between 2015 and 2017. Since trade effects have
their positive impact only in a short-term, a technological re-equip-
ment of industries will be necessary, and it is possible only if the
implementation of investment programs allows domestic enter-
prises to upgrade to a modern technological level.

It should be noted, that if the domestic producers of machinery,
metallurgy and chemical industry does not take effective measures
to modernize production, there will be deep disparities in the tech-
nological structure of production, and a possible losing of further
domestic and foreign markets will happen along with potential
losses in trade with the countries of the Customs Union, especially
if they continue the policy of import substitution and the mecha-
nisms of tariff and non-tarift barriers previously declared.

In case of decreasing economic activity there are significant risks
for the industries in the commitment to implementation of tech-
nical regulations and other acts of the EU in terms of 2-3-5-7
years, due to the problematic implementation of such significant
legislative material in the above terms. It is important in the adap-
tation of legislation to determine the necessary sources and devote
significant financial resources for the process of implementation.
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MOLDOVA’S PROGRESS IN EASTERN
PARTNERSHIP: MOVING FROM SUCCESS
STORY TO SUCCESS REALITY

Adrian Lupusor

Brief Description on Actual State
of Moldova’s EaP Process

The initiation of Eastern Partnership (EaP) in 2009 has coincided
with a massive political shift in the Republic of Moldova. Thus, a
new coalition, named “Alliance for European Integration”,
brought the bilateral relations between the European Union and
Moldova to a new level. As a result, the communication between
the European officials and the Moldovan political elite was inten-
sified on almost all dimensions of country development. It implied
a significant institutional and financial backup for promoting a se-
ries of systemic reforms in various crucial sectors (e.g. educational
system, regulatory reform, implementation of information and
communication technologies etc.). In the frame of the intensifi-
cation of political relations within the EaP platform, the negotia-
tions on the potential Association Agreement (AA) have been
launched in 2010. The forthcoming AA is going to replace the
Partnership and Cooperation Agreement, which defines the key
principles of cooperation between the European Union and the
Republic of Moldova since 1998. Thus, the AA will be the most
important juridical element of the EaP and the closest form of Eu-
ropean integration. As part of the AA, negotiations over visa-free
regime with EU have been launched in 2010 and on the Deep and
Comprehensive Free Trade Agreement —in 2012. Please see chart 1
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for a detailed snapshot about the collaboration between Moldova
and the EU.

Figure 1.
The Collaboration between Moldova and EU

Agreements between Moldova and the EU || = H £

Partnerhip instriment
(inancing tool 2007-7013)

Source: D. Rinnert, “The Republic of Moldova in the Eastern Partner-
ship”, 2013.

Compared to its peers in the EaP block (Armenia, Azerbaijan,
Belarus, Georgia and Ukraine), Moldova registered a significant
progress, being even labelled as the frontrunner and the “most
willing reformer” of the Eastern Partnership (see figure 2)*.

The most important successes are related to the finalization of
negotiations on the Association Agreement in the first half of
2013, which is likely to be initiated during the EaP Summit in Vil-
nius in November 2013, and ratified in 2014 by the EU member
states. Importantly, the successful transition from the phase of rat-
ification of the Association Agreement to the phase of launching
the Association Agenda, is conditional on the political situation

! “European Integration Index for EaP countries”, International Renaissance Foundation in
cooperation with the Open Society Foundation, May, 2012
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Figure 2.
The Eastern Partnership Index, 2012
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within the country. After the political deadlock from the beginning
of 2013, the Parliament voted to a new Government, led by Mr.
Turie Leanca, who is one of the key leaders in the process of Eu-
ropean Integration. Hence, this should bode well for the Euro-
pean vector of Moldova. Nevertheless, the previous disputes
among the members of the ruling coalition still persist, making
the entire political situation quite vulnerable to potential shocks,
which may arise especially before the parliamentary elections from
2015.

As a result of these efforts of various public institutions is aligning
the legislation and institutional setting to EU norms, Moldova
registered prominent successes in fields related to political dialog,
deep and sustainable democracy and trade and economic integra-
tion (see figure 3). Particularly, it owes to the progress registered
in the area of elections, human rights, quality of public adminis-
tration and accountability. Moreover, Moldova showed a signifi-
cant progress in the implementation of the Visa Liberalisation Ac-
tion Plan, outpacing Ukraine, which also had some important
evolution in this direction. Other important successes consist of
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signing the EU-Moldova Common Aviation Area, the foundation
of the National Participatory Council (a platform for the leading
NGOs), and, obviously, the finalization in record terms of the ne-
gotiations on the Deep and Comprehensive Free Trade Agreement
with EU (more on this in section 3).

Figure 3.
Ranking of European Integration Index, per components, Moldova, 2012
M Linkage ™ Approximation B Management
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Source: European Integration Index for EaP countries

It is worth mentioning that these successes brought along a
strong increase in the amounts of foreign assistance directed to
Moldova. Thus, the EU support to the state budget has almost
doubled since 2010, which is a direct result of the Eastern Part-
nership programs, as well as the adoption of the “more-for-more”
principle in 2011. Nevertheless, the problem of absorption of
these funds remains acute, as the increase in the amount of assis-
tance paralleled with the execution rate (eftectively disbursed com-
pared to the plan), as denoted by the figure 4.

Despite these positive evolutions, a lot remains to be done on
several crucial domains, which serve as “Achilles heel” for Moldo-
va’s European integration process. The most problematic one is
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Figure 4.
Foreign Grants Disbursed to the State Budget (left axis)
and the Execution Rate (right axis)
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related to the judiciary reform, which is running well behind the
schedule due to the insufficiency of financial resources, political
disputes, but mostly the persistence of vested interests. Combating
corruption and organized crime is an additional area where more
actions should be undertaken by the relevant authorities. Due to
a poor law enforcement mechanisms and legislative loopholes in
this domain, there were repeated abusive takeover attacks on the
shares in a number of banks and financial companies over the last
years. Moldova has a relatively modest progress in the transport
sector, especially in terms of aligning the regulatory environment
to the EU principles, which significantly hampers the efforts to
modernize the road infrastructure and the overall competitiveness
of its exports.

Snapshot of EU-Moldova Economic Relations

Since 2006, the European Union remains the most important des-
tination for the Moldovan exports, outpacing Russia and other
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CIS countries, which traditionally have been the main outlet for
the local producers. It was determined by three crucial factors: (i)
the export embargo for Moldovan wines imposed by Russia in
March 2006, which caused a massive drop of exports to this des-
tination and motivated the producers to switch to EU and other
markets; (ii) asymmetric trade liberalisation from EU for the
Moldovan exports in the frame of Generalised System of Prefer-
ences (GSP), GSP plus and Autonomous Trade Preferences; and
(iii) the arithmetic effect of adherence of Romania and Bulgaria in
2007 to EU. Moreover, as a result of several strategic investments
which came in 2007-2008, new industrial sectors developed (e.g.
machinery, electrical equipment and parts thereot), which are pri-
marily oriented to the EU market.

As a result, the Moldovan economy became well anchored in the
EU one. In 2012, Moldova’s exports to the European Union were
USD 1013.4 million, accounting for a 46.9% of total exports, low-
er compared to the CIS market, which absorbed 42.9% of total
Moldovan exports.

Figure 5.
The structure of Moldovan exports according to the main destinations, %
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The most important export category electrics wires, cables and
other insulated electric conductors, which in 2012 accounted for
16.3% of total Moldovan exports to EU. As mentioned previously,
this is largely explained by several strategic FDIs that were set up
in 2008, that spurred new industries largely oriented towards the
EU market (97% of their production is directed towards Roma-
nia). Other important Moldovan exports to EU are agricultural
commodities such as sunflower seeds (7.7% in total exports to EU)
and fresh or dried nuts (6.4%) sold primarily to Italy and Greece.
Finally, there is the textile industry with clothing articles account-
ing for 6.5% and car seat covers accounting for another 5.3% of
exports to the EU (see table 1).

The European Union is the main trading partner of the Republic
of Moldova on the imports’ side as well. In 2012, 44.5% of total
imports originated from EU member states, accounting for the
largest share of total imports. About 16% of these imports are com-
posed of oils such as petroleum, bitumin and distillates, which are
mostly bought from Romania, Moldova’s most important trading
partner from the EU. Other important imports are the insulated
wires and cables and optical fibre cables, which are basically the
raw materials used for further assembly and processing by two im-
portant factories that export their production to Romania, forming
the largest export category to the EU. Generally, the imports’
structure reflects the competitive disadvantages of the Republic of
Moldova compared to the EU. Hence, most of the imports are
dominated by technology intensive products (e.g. equipment, ma-
chinery), which are very important for the overall modernisation
of the Moldovan economy.

Overall, the imports are less concentrated, compared to the ex-
ports’ structure: top-5 imports account for about 30% of total im-
ports to the EU, whereas in the case of top-5 exports this share is
39.3% (see table 1).
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Table 1.
Foreign Trade Structure between Moldova and the EU 2012*
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Exports Imports
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As we may notice from table 1, the most important trading part-
ners of Moldova among the EU member states are Romania and
Italy, which absorb over half of the Moldovan exports. Both coun-
tries suffered a lot during the recent financial and economic tur-
moil and currently have very fragile economic conditions. It largely
influenced the overall performance of Moldovan exports to EU
during the last years. As figure 6 shows, the share of exports to the
EU in total exports follows a downward trend. However, as ar-
gued by empirical evidences?, this is a temporary phenomenon and
the Moldovan economy remains strongly integrated into the Eu-
ropean one (see figure 6). Except for foreign trade and budgetary
assistance, the EU plays a major role for the Moldovan economy
through the FDI channel. Thus, about 70%-75% of total foreign
direct investments flowing into the Moldovan economy are orig-
inating from EU countries. As a result, compared to other CIS
countries, Moldova has a relatively high exposure to EU FDIs (see
figure 7). Most of these investments are directed into the financial
and banking sector, textiles, information and communication tech-
nologies, machinery and equipment. The countries of origin are
usually Holland, Germany, Italy, Romania or France.

2 A. Lupusor, “Can the Reduction of Moldovan Exports to EU in 2012 influence the DCFTA
negotiations?”, Expert-Grup, 2012
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Figure 6.
The Share of Moldovan Exports to EU in Total Exports, %
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Figure 7.
EDI from the EU in % of Total, 2011
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Actual State of the DCFTA Process

As previously mentioned, in 2010, Moldova started the negotia-
tions for the Association Agreement, which is going to be the clos-
est form of integration before the adherence stage and is likely to
enhance the political dialogue and deepen the sector cooperation
between Moldova and the EU. A fundamental part of this Agree-
ment is the Deep and Comprehensive Free Trade Agreement
(DCFTA). The negotiations on DCFTA started in December
2011, and were finalized in June 2013. Thus, Moldova and EU
managed to conduct all seven rounds of negotiations during the
shortest period of time, compared to other Eastern Partnership
countries. As a result, the content of DCFTA will most likely be
agreed at the Eastern Partnership summit, which will be held in
Vilnius in November 2013 and will be signed in 2014.

The eminent importance of this trade agreement is revealed by
the fact that it will substitute the current Autonomous Trade Pref-
erences with a much more permissive, predictable and sound bi-
lateral trade regime. Moreover, except for tariff elimination, it will
imply a broad institutional adjustment at the domestic level, which
will enhance the Moldovan business climate, make public institu-
tions more efficient and the private sector more competitive.
Hence, besides increasing bilateral trade between Moldova and
the EU, DCFTA will bring more FDI into the domestic economy,
which will also imply know-how and technological transfer. As a
result, the Moldovan economy will become modernized and com-
petitive, which is likely to spur exports by about 11%, country’s
GDP - by about 6% and the overall nation’s wealth?.

However, DCFTA implies a series of risks as well, which stem
from the country’s low competitiveness, labor market rigidity and
high tarift protection of certain agrifood sectors*. Therefore, in or-
der to maximize the benefits and minimize the costs associated to
the DCFTA implementation, the Moldovan Government has been

3 “Strategic comparison of Moldova’s Integration options: DCFTA with the EU versus the
Accession to the Russia-Belarus-Kazakhstan Customs Union”, Expert-Grup, 2012

4 “National Human Development Report 2012: European Aspirations and Human Develop-
ment of the Republic of Moldova”, Expert-Grup and UNDP Moldova, 2012
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very active at undertaking various measures over the last years, in-
volving legal and institutional harmonization to EU norms and
standards.

During the preparations for negotiations for DCFTA, the
Moldovan Government approved an action plan for implementing
the recommendations of the European Commission on legal and
institutional adjustment to EU norms and principles. The action
plan was based on 13 main areas: overall coordination and admin-
istrative capacity building; market access for goods/trade statistics;
tariff and non-tarift barriers (N'TBs); technical barriers to trade
(TBT); sanitary and phytosanitary measures (SPS); trade facilita-
tion and customs administration; rules of origin (RO); services and
investment; intellectual property rights (IPR); public procurement
(PP); competition; sustainable development (social and labor is-
sues environment); general issues. As a result, we may underline
the following important actions undertaken so far by the
Moldovan authorities (obviously, the list is not limited to the men-
tioned actions):
¢ launching the initiative to elaborate the Combined Nomencla-

ture of the Republic of Moldova HS 2012;

e approval of the Law on Accreditation and Conformity Assess-
ment Activity;
e approval of the law amending Law on metrology of November

17, 1995;
¢ amending the Law on Standardization of September 22, 1995;
* broad adjustments in the area of services and investments, es-

pecially financial-banking sector;

e approval of a new Law on Competition and State Aid and the
foundation of the Competition Council;

¢ amending and supplementing the Law on payment for environ-
mental pollution and the development of a management regu-
lation of packaging and packaging waste and instructions for
calculating the payment for environmental pollution has been
launched;

¢ implementation of the National Programme for Law Harmo-
nization.

Nevertheless, there is still a lot to be done by the Moldovan au-
thorities in order to rip the benefits of DCFTA. Particularly, the
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quality infrastructure remains weak, the harmonization of stan-
dards is very slow, many domestic sectors remain strongly protect-
ed through tariff policy, the competition is not entirely free in
many strategic sectors and the overall administrative and financial
capacities of public institutions are insufficient for a broad and ef-
tective DCFTA implementation.

Moreover, the private sector and the civic society are poorly in-
formed about the peculiarities of trade liberalization with EU and
DCEFTA implementation. Coupled with poor financial capacities
and low access to finances, it fuels the reluctance of the private
sector in applying the DCFTA requirements, whereas various po-
litical forces speculate with the public opinion on this matter.

Last, but not least, the unsolved Transnistrian issue adds to this
burden. The unrecognized authorities of this breakaway region do
not cooperate and even oppose strong resistance against a closer
European economic integration. Given the fact that EU has been
conducting the negotiations on DCFTA with the Republic of
Moldova as a unitary and indivisible country, the implementation
of DCFTA requirements in Transnistria is likely to be one of the
most challenging tasks. The most problematic aspects are related
to the rules of origin, competition and state aid policies promoted
in this region, as well quality infrastructure adjustment, which is
currently much more harmonized with the Russian one. Overall,
the region’s authorities do not cooperate at all levels, whereas the
Moldovan Government does not have any control over this break-
away territory. Hence, it is going to be one of the most problem-
atic aspects of DCFTA implementation in Moldova.

Main Problems and Expectations
Concerning DCFTA

Agrifood sector

Although, the net effects of DCFTA signing are estimated to be
positive, it implies a series of short-term costs for the Moldovan
economy which can not be neglected. First of all, it could imply a
negative competitiveness shock for a number of agritood sectors,
which currently enjoy a relatively high level of tariff protection.
This problem is even more acute, as over the last years most
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Table 2. — Segments Where Moldova Registers Competitive Disadvan-
tages in Comparison with the EU

Custom duty ap-
plied by Moldova
for imports (level of
protection)

RCAS RCA
index of index of
Moldova EU-27

Commodity

name

0222 Milk concentrated 013 212 10%
of sweetened
Butter and other . .
0230 | fats and oils derived 0.3 1.1 oly/alls
) EUR500/t
from milk
Bread, pastry,
0484 | cakes, biscuits and 0.5 1.2 10%,/15%
other bakers
Sugar confectionery
0622 (including white 0.5 1.0 15%
chocolate)
Other food prepa-
0732 | ratons containing 07 11 15%
cocoa, in blocks,
slabs or bars
Food preparations
0739 | containing cocoa, 0.2 1.7 15%
n.e.s.
Food preparations, 0 0
0989 nes 0.04 2.1 0%,/15%
1110 Waters 0.3 1.8 15%
1222 (Clizpreatiees 0.9 14 | EUR 3/1000 units
containing tobacco
2321 Synthetic rubber 0.3 1.2 0%,/5%
Seeds, etc., o /o 0 0
2925 A 0.2 2.3 0%,/5%,/10%,15%
2926 | Bulbs, cuttings, 0.3 1.8 5%
live plant

Source: NHDR 2012, UNDP Moldova

5 The estimation of revealed comparative advantages (RCA) based on the well-known Ricar-
dian concept provides a more detailed assessment by revealing the weakest, as well as the stron-
gest segments of Moldovan agrifood sector. The products with the lowest index can be consi-
dered the least competitive on the foreign markets
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Moldovan agrifood producers did not manage to significantly
strengthen their competitiveness. Hence, least competitive sectors
ended up being strongly protected, which are currently the most
vulnerable to trade liberalisation with the EU (see table 2).

Thus, we can notice that milk, butter, backery, sugar and other
food preparations are among the most vulnerable sectors to trade
liberalisation, being on the one hand less competitive compared
to the EU ones and, on the other hand, highly protected through
import tariffs. Moreover, the products of animal origin forms an-
other category of vulnerable agrifood sectors, because they, cur-
rently, can not be exported to the EU market due to non-compli-
ance to the quality standards. Therefore, despite a rather liberalised
trade regime enjoyed by the Moldovan producers on the European
market, the access is still limited by the poor compliance to EU
standards. As a result of this non-tarift barrier, many local agrifood
sectors remained uncompetitive.

Table 3. — Competitiveness of the Moldovan Agrifood Products on the
EU Market, RCA Indexes in Figures (year 2010)

2005 2006 2007 2008 2009 2010

Cereals 19.19 [15.76| 1.79 | 5.39 |21.09|28.60
Hides, skins, furskins 458.17|14.80(13.31| 7.98 | 7.73 | 13.65
Oilseed, oleag. fruit 7.61 | 750 | 7.67 | 8.50 |10.78|12.15
Veg. fats and oils 713 |11.70(12.50| 9.10 | 8.67 |11.61
Beverages 7.56 [23.12| 9.46 [{10.99(10.91|10.25
Vegetables and fruit 8.58 | 8.32 |10.47| 5.39 | 6.05 | 7.38
Sugar, sugr. prep, honey 7.79 [11.70| 2.69 |11.52|13.09| 3.04
%ggzzzg’Manufact. 1.17 | 3.06 | 1.97 | 3.69 | 1.98 | 1.62
Animal feed 1.50 | 1.20 | 0.45 | 0.49 | 0.33 | 0.81
Cork and wood 0.31 | 0.54 | 0.59 | 0.53 | 0.62 | 0.53
Crude animal, veg. mater | 1.27 | 0.40 | 0.68 | 0.35 | 0.44 | 0.48
Misc. edible products 047 | 0,33 | 343 | 1.52 | 0.35 | 0.46

Animal, veg. fats,

. 048 | 0.75 | 2.71 | 0.86 | 0.68 | 0.43
oils, nes
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2005 2006 2007 2008 2009 2010

Coffee, tea, cocoa, spices 0.80 | 0.65 | 0.47 | 0.50 | 0.47 | 0.41
Textile fibres 0.36 | 0.14 | 1.36 | 0.15 | 0.04 | 0.37
Pulp and waste paper 0.18 | 0.04 | 0.09 | 0.10 | 0.25 | 0.13
Meat, meat preparations 0.13 | 0.07 | 0.15 | 0.05 | 0.04 | 0.04
Dairy products, eggs 23.41 {25.10| 0.07 | 0.00 | 0.00 | 0.03
Crude rubber 0.00 | 0.00 | 0.01 | 0.00 | 0.11 | 0.01
Fish, crustaceans 0.01 | 0.00 | 0.00 | 0.00 | 0.00 | 0.00
Live animals 0.02 | 0.09 | 0.00 | 0.01 | 0.00 | 0.00
Animal oils and fats 0.00 | 0.00 | 0.00 | 0.00 | 0.00 | 0.00

Note: Sectors with revealed comparative advantages are marked with bold
Source: Author’s computation based on UN COMTRADE

As revealed by table 3, not all agrifood products are not com-
petitive and are vulnerable to trade liberalisation. A number of im-
portant sectors can compete and even outpace the European ones,
meaning that these products will benefit the most as a result of
DCEFTA. These sectors are market with bold in table 3 are the driv-
ers of the domestic agrifood sector. More specifically, these are
maize seed, grapes, fresh or dried, edible nuts fresh or dried, fruits
fresh or dried, juices, molasses, sunflower seed and sunflower oil.

Industrial sector

The industrial sector is much more integrated into the trade flows
with EU in comparison with the agrifood one. Given higher in-
flows of EDI, paralleled with less stringent standards than for prod-
ucts destined for human consumption and favourable external en-
vironment, the industrial firms proved to be more competitive on
the European market in comparison with the agrifood producers.
Hence, the share of these exports over the last years accounted for
about 2 /3 of total Moldovan exports to EU-276.

The most competitive industrial sectors are clothing and clothing
accessories, footwear and furniture, bedding and mattresses. Im-

¢ NHDR 2012 “European Aspirations and Human Development of the Republic of Moldo-
va”, UNDP Moldova, 2012
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portantly, since 2008 strongly increased the competitiveness of
electrical machinery, which is the direct result of the large FDI
that were set up in 2007 and 2008 in this sector (table 4).

Table 4.
Revealed Comparative Advantage Index for Moldovan Industrial Products

2005 2006 2007 2008 2009 2010

Clothing and clothing | 11 -1 14 34| 1389 |13.42 | 11.54|11.81
ACCESSOrics

Footwear 12.60 | 12.48[12.86[13.00| 7.11 | 7.44
s, eckding, 1.06 | 1.44 | 223 | 3.11 | 2.67 | 5.90
mattresses

Travel goods, handbags | -, | - 4o | 505 | 8556 | 5.23 | 4.90
and similar goods

Electrical machinery 020 | 027 1.05| 432519 393

Essential oils and

. 370 | 2.60 | 241 | 2.63 | 2.59 | 2.85
parfume materials

Textile yarn, fabrics

s el pradiues 126 | 243 | 2.14 | 2.59 | 2.28 | 1.96

Machinery specialized

. . . 0.66 | 0.57 | 1.30 | 0.64 | 0.79 | 1.90
for particular industries

Paper, paperboard and

articles thereof 128 | 2.02 | 355 | 1.76 | 0.95 | 1.86

Leather manufactures
and dressed furskins

Non-metallic mineral
manufactures

444 | 375 | 2.53 | 4.84 | 9.64 | 1.46

099 | 1.39 | 2.24 | 2.26 | 1.38 | 142

Miscellaneous manufac-

. 058 | 1.10 | 1.17 | 0.74 | 095 | 0.92
tured articles

Cork and wood manufac-
tures (excluding furniture)

Manufactures of metals 194 | 1.28 | 1.10 | 1.00 | 1.41 | 0.78

Prefabricated buildings,
sanitary, heating, lighting

0.29 | 0.23 | 0.39 | 0.77 | 1.00 | 0.86

1.57 | 1.73 | 1.39 | 1.23 | 0.86 | 0.63

General industry machin-

. 0.15 | 0.21 | 0.18 | 0.26 | 0.30 | 0.46
ery and equipment
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2005 2006 2007 2008 2009 2010

Road vehicles 0.14 | 0.23 | 0.20 | 0.30 | 0.45 | 0.46
Metalworking machinery | 0.13 | 0.28 | 0.44 | 0.47 | 0.27 | 0.44

Professional, scientific
and controlling instru- 0.15 | 0.35 | 0.67 | 0.72 | 0.36 | 0.26
ments and apparatus

Medicinal and pharma-
ceutical products

Plastics in primary forms | 0.05 | 0.04 | 0.17 | 0.18 | 0.14 | 0.16
Rubber manufactures 140 | 1.17 | 0.13 | 0.20 | 1.52 | 0.16

0.06 | 0.06 | 0.05 | 0.05 | 0.16 | 0.18

Photographic apparatus

i) oyl gaods, dlodks 0.08 | 0.16 | 0.11 | 0.08 | 0.03 | 0.13

Telecommunication,

TV, sound, video 0.07 | 0.05 | 0.03 | 0.02 | 0.05 | 0.13

Plastics in non-primary
forms

Iron and steel 1.82 | 258 | 1.34 | 1.60 | 0.17 | 0.12

053 | 0.34 | 0.17 | 0.14 | 0.27 | 0.12

Power-generating

. . 0.63 | 0.14 | 0.09 | 0.13 | 0.12 | 0.08
machinery and equipment

Dyeing, tanning and

. ; 0.26 | 0.10 | 0.16 | 0.18 | 0.24 | 0.07
coloring materials

Other transport

. 0.03 | 0.05 | 0.01 | 0.02 | 0.03 | 0.06
equipment

Chemical materials

0.09 | 0.19 | 0.07 | 0.05 | 0.07 | 0.05
and products

Non-metallic mineral

2.03 | 0.24 | 0.20 | 0.09 | 0.15 | 0.03
manufactures

D =l 0.03 | 0.03 | 0,03 | 0,03 | 0.03 | 0.02

computers

Inorganic chemicals 0.00 | 0.02 | 0.01 | 0.01 | 0.00 | 0.01
Non-ferrous metals 0.01 | 0.00 | 0.01 | 0.01 | 0.01 | 0.01
Organic chemicals 0.05 | 0.04 | 0.01 | 0.01 | 0.08 | 0.00

Source: Author computations based on UN COMTRADE database, 2010
Note: Sectors with revealed comparative advantages are marked with bold
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Importantly, most industrial sectors where Moldova registers
comparative disadvantages with the European producers are high-
tech and very capital intensive, such as general industry machinery
and equipment, photographic apparatus and optical goods, clocks,
metalworking machinery, road vehicles or power-generating ma-
chinery and equipment. The fact that Moldova is a net importer
of such products is a natural outcome of the peculiarities related
to the production factors’ endowment of the country. As a result,
the protection level of these products is very low or even absent
with 0% custom duties. Hence, trade liberalization with EU will
not generate major competitive shock for these industrial sectors.
Additionally, wiping out the remaining custom duties for these
segments will decrease import and production costs with positive,
though marginal, welfare eftects’.

All in all, we may notice that the agrifood sector is the most vul-
nerable to trade liberalisation to EU. The biggest problem is re-
lated to a number of fragile branches that are likely to suffer after
the import tariffs will be removed and the imported products will
became less expensive. In some cases, it could generate a series of
defaults among the least competitive enterprises, putting addition-
al pressures on the domestic labor market and living standards, es-
pecially in small towns and villages. This problem becomes even
more acute given the poor convergence to the EU quality sanitary
and low access to capital necessary for implementing these standards
and improving the overall quality infrastructure of the country.

A particular problem is related to the DCFTA implementation
on the territory of Transnistria — a breakaway region of the Re-
public of Moldova. The Moldovan authorities do not have any
control over this land, which complicates the process of rules of
origin verification and convergence and adjustment to the EU
norms and directives. This issue is even more acute taking into ac-
count the fact that the region’s unrecognized authorities follow
an opposite geopolitical vector, being strongly pro-Russian and
against European integration. In fact, the DCFTA implementation
in Transnistria is the largest unknown in this equation, because

7 NHDR 2012 “European Aspirations and Human Development of the Republic of Moldo-
va”, UNDP Moldova, 2012
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the negotiations were conducted from the part of the Republic of
Moldova, as a whole (Transnistria has been represented only for-
mally and took a passive role in this process).

Short and Medium Term Policy Priorities

Moldova has finalised the negotiations on the DCFTA with EU

and is expecting to agree on these documents at the forthcoming

Eastern Partnership Summit in Vilnius in November 2013. In this

case, the Agreement is likely to be ratified by the EU member

states in 2014 and entered into force in 2015. Therefore, in the
immediate perspective, the Moldovan authorities will be focused
on implementing the DCFTA requirements, for which the Gov-
ernment will receive a two-year technical assistance from the EU.

Given the progress and challenges registered so far in the process

of preparations for DCFTA negotiations, the main emphasis will

be placed on the following issues:

e technical barriers to trade (TBT) — the broad adjustments of
the national standards to the European ones, transposing the
directives of the new approach, supporting the elimination of
the national standards which are conflicting with the EU ones,
supporting the implementation of the yearly National Standard-
isation Programs, capacity building of the National Accredita-
tion Body and of the National Institute for Standardization and
Metrology, ensuring traceability of the national standards, as-
sisting in the implementation of the Program for the develop-
ment of the National Standards Base for 2011-2015,

¢ market access — implementation and integration of the amend-
ed Combined Nomenclature of the Republic of Moldova, ad-
justing the customs’ tariff to the DCFTA requirements,

e trade facilitation — full adjustment of the Customs’ Code to
the WTO and EU requirements, bringing the pricing system of
custom services and procedures to the EU norms, improving
the application of the Moldovan customs legislation throughout
the entire territory of the country, including the Transnistrian
region, assisting in implementation of EUBAM recommenda-
tions on trade facilitation, contributing to the capacity building
of the Custom Service, ensuring a smooth dialog with the EC
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on the legal amendments, institutional adjustments and overall
progress related to the trade facilitation issue,

e market surveillance — assisting in the implementation of the
action plan for Development of the Infrastructure for Market
Surveillance, assisting in drafting and implementation of the law
on market surveillance harmonized to EC regulations,

e analysis of trade statistics — e¢laboration and implementation
of an optimal mechanism for collecting trade statistics for the
whole territory of Moldova (including Transnistria), harmoniz-
ing the trade statistics with the EU Acquis,

* international trade in services — implementation of transparen-
cy principles, following the EU requirements, in the domestic
financial sector, strengthening the supervisory capacities of the
National Bank of Moldova (NBM), capacity building of NBM,
National Commission for Financial Market, Ministry of Trans-
ports and other institutions involved in the international trade
in services, assisting in the implementation of the Strategy for
the Development of the Non-Banking Financial Sector 2011-
2014 and strengthening the crisis management tools,

Conclusions and Strategic Policy Recommendations

Despite a series of short-term negative shocks associated to the
DCEFTA implementation, the empirical estimates confirm the net
beneficial effect of deeper trade integration with EU. Hence, the
Moldovan Government should continue following its European
integration agenda. Moreover, in order to rip all benefits of the
DCFTA and minimize its costs, the Moldovan economy should
be modernized and become more competitive. In order to achieve
this, it is necessary to enhance the investment attractiveness of the
country by three core policy directions: (i) more liberalized regu-
latory framework for the entrepreneurial activity: (ii) more robust,
transparent and efficient public institutions, and (iii) a better judi-
cial system that can ensure a proper protection of private property.
It will boost the competitiveness of the Moldovan economy and
case the reorientation of the labor force from some companies that

will suffer the most to those that will benefit as a result of the
DCFTA.
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Taking into account the expected competitiveness shock on a
number of vulnerable agrifood sectors, the trade liberalisation
should occur gradually, with a comfortable transition period that
will ensure enough time for the Moldovan companies to comply
to the EU standards. This is particularly important for milk and
other diary products, bakery, sugar, products of animal origin,
fruits and vegetables and other food preparations that are least
competitive and, at the same time, are strongly protected through
import tariff.

The DCFTA implementation will require substantial human and
financial resources, as it will imply a broad institutional and legal
adjustment and standards’ implementation. Therefore, technical
assistance projects, coupled with budgetary support are of crucial
importance. In order to ensure this, the Government needs a sta-
ble and predictive collaboration framework with the EU, which
can be ensured by a lucrative memorandum with the IMF, keeping
the pace of reforms and preserving the political stability within the
country.

Transnistria should be well integrated into the DCFTA imple-
mentation processes through creating the right incentives for the
regional authorities and companies to cooperate. It can be done
be promoting an appropriate communication strategy in this re-
gion in order to ensure the local elites and the population that
DCEFTA means first of all more and better paid jobs, more invest-
ments and more business, and that this process does not involve
politics. The empirical estimates show that if Transnistria adhered
to DCFTA, the net effect would be beneficial, the ivestment at-
tractiveness of the region would improve, while the exports would
increase. At the same time, if DCFTA is implemented on the ter-
ritory of Moldova, except for Transnistria, EU will replace the cur-
rent preferential trade regime with MFEN tariffs, making the re-
gion’s exports less competitive. Given the fact that EU attracts
about 40% of Transnistra’s export, more restrictive trade regime
will imply significant economic costs for the region.

All in all, the European integration objective is the single strate-
gic direction which is compatible with the modernisation of the
Republic of Moldova. However, in order to minimize the costs of
this process and maximize its benefits, it is necessary to improve
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the business climate, ensure a functional and credible judiciary sys-
tem and an effective communication strategy with all regions of
the country.
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GEORGIA’S EXPERIENCES
ON DEVELOPING TRADE AND TRADE
PoLricYy RELATIONS WITH THE
EUROPEAN UNION

Merab Kakulia

Eastern Partnership: Actual State

The Eastern Partnership (EaP) Initiative is a format in which East-
ern post-Communist countries, including Georgia, which have
made the European choice, can accelerate political association and
deepen economic integration with the European Union (EU).
That is why, from the very beginning (May 2009), Georgia has
been actively involved in both bilateral and multilateral dimensions
of the EaP and successtully implementing the Eastern Partnership
roadmaps adopted on 15 May 2012. The Association Agreement
(AA) between the EU and Georgia, including the establishment
of a Deep and Comprehensive Free Trade Area (DCFTA), is the
cornerstone of bilateral relations in the EaP framework. After three
years of hard work (negotiations started in July 2010), the parties
have substantively completed the negotiations on the AA.! This
was preceded by the successfully concluded talks on the DCFTA.?

European Union. Statement by EU High Representative Catherine Ashton and Commissioner
Stefan Fiile on completion of negotintions on the future Association Agreement with Georgin.
Brussels. 24 July 2013. A 400/13. http://europa.en/rapid/press-release MEMO-13-
727 en.htmllocale=en

European Commission. EU and Georgia conclude talks on Deep and Comprehensive Free
Trade Aren. Press release, Brussels. 22 July 2013. betp://europa.cun/rapid/press-release_IP-
13-721_en.htm
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Currently, the EU and Georgia look forward to the initiating of
the Association Agreement at the next Eastern Partnership Summit
in Vilnius (29 November 2013) and to the subsequent signing of
the Agreement as soon as the technical procedures are completed.?

Entry into force of the EU-Georgia AA is “opening the way to
comprehensive modernization and reform based upon shared val-
ues, political association and economic integration with the Euro-
pean Union. This Agreement will have a direct impact on daily life
and bring Georgia and all its citizens closer to the European
Union. It will build on existing strong cooperation between the
EU and Georgia on international issues.”*

The EU and Georgia have already started consultations on the
Association Agenda which should replace the ENP Action Plan
(ENP AP). This document aims to prepare and facilitate the entry
into force and implementation of the Association Agreement (in-
cluding the DCFTA). During the Plenary Session on 30 January
2013 preliminary talks on the Association Agenda were held by
the parties involved. The negotiations on the draft text of the
Agenda are expected to start in the near future.

An important direction of bilateral cooperation in the EaP frame-
work is the promotion of the legal movement of people with, as a
long-term goal, full visa liberalization. Georgia has already been
implementing the Agreements concluded with the EU on Facilita-
tion of Issuance of Visas and, especially, the Readmission of Persons
Residing without Authorization (are in force since 1 March 2011).

Within the framework of the Visa Dialogue, the Visa Liberaliza-
tion Action Plan (VLAP) was handed over to Georgia. Georgia is
committed to ensuring effective cooperation in legislative and op-
erational phases of the VLAP, which focuses on four blocks: Docu-
ment Security, Irregular Immigration including Readmission, Public
Order and Security, External Relations and Fundamental Rights.®

3 European Union. Statement by EU High Representative Catherine Ashton and Commissioner
Stefan Fiile on completion of negotintions on the future Associntion Agreement with Georgin.
Brussels. 24 July 2013. A 400,/13.

+ Ibid.

5 Office of the State Minister of Georgia on European and Euro-Atlantic Integration. Georgia’s
Progress Report on Implementation of the ENP Action Plan and the EaP Roadmaps October
2012 - June 2013. (Not published.)
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In accordance with the EU-Georgia visa facilitation and read-
mission agreements, Joint Committees on Readmission and Visa
Facilitation were established to discuss the procedures of imple-
mentation and monitoring of the above-mentioned agreements
and exchange relevant information.

Georgia has been actively involved in the preparations and work
of all the four platforms, flagship initiatives, panels and related
events of the Eastern Partnership. The country became the venue
for hosting important events organized within the EaP framework
such as the second meeting of the Eastern Partnership Dialogue
(Thilisi, 12-13 February 2013). For the first time, the agenda of
this meeting included the new element of sectoral cooperation fo-
cusing on issues of transport and the dimension of cooperation
with civil society.

Among the other EaP events recently carried out in Georgia, of
note are the third meeting of the Panel on SME Policy [ EaP Plat-
form II] (Batumi, 30-31 October 2012); a seminar on Informa-
tion Protection and Security [ EaP Platform I, Panel on Public Ad-
ministration Reform] (Tbilisi 30 January-1 February 2013); the
fourth meeting of the Panel on Migration and Asylum [EaP Plat-
form I] (Thilisi, 20-21 March 2013); the second workshop on
Regulatory Convergence organized in cooperation with the EU
Energy Regulators [ EaP Platform III] (Tbilisi, 18-19 June 2013)
and the Eastern Partnership Ministerial Conference on Culture
(Thilisi, 27-28 June 2013).

The new Georgian government expects that cooperation in the
multilateral format has to be further intensified in order to reach
tangible results on issues such as tackling the consequences of the
economic and financial crisis, promoting legal migration and as-
sisting the partner states in coping with the respective commit-
ments. In this regard, Georgia stands ready to contribute by shar-
ing its success and positive experience in areas such as the fight
against corruption and organized crime, integrated border man-
agement, money laundering, etc.®

o Tbid.
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Georgia-EU Trade

The European Union is Georgia’s largest trading partner. In 2012,
Georgia's trade with EU countries* comprised USD 2.8 billion,
accounting for 27% of the country’s total trade turnover. Three EU
Member States are among Georgia’s top ten trading partner coun-
tries: Germany (5% place), Bulgaria (8" place) and Italy (10® place).

The share of imports in the trade turnover with the EU account-
ed for 87% — almost seven times greater than the share of exports.
Consequently, Georgia’s trade deficit with the EU reached USD
2.1 billion — 38% of the country’s total trade deficit in 2012.

Table 1.
Summary of Georgia-EU Trade (MlIn. USD)

2007 2008 2009 2010 2011 2012

Exports 269 335 238 310 424 353
% to Total exports 20 29 21 18 19 15
Imports 1539 | 1756 | 1336 | 1467 | 2053 | 2427

% to Total imports 29 28 30 28 29 31

Trade turnover with | ¢0¢ | 5091 | 1574 | 1777 | 2477 | 2780
the EU

% to Total trade
turnover

Trade deficit with
the EU

28 27 28 26 27 27

-1270 | - 1421 |- 1098 | - 1157 | -1629 | - 2074

Source: National Statistics Office of Georgia (Geostat)

The table data (see table 1) show that the share of Georgia’s ex-
ports to the EU in total exports of the country decreased substan-
tially after the global financial crisis whereas the share of imports
increased to the same extent. This is due to the fact that after re-

* Data of Georgia's trade statistics significantly differ from those of Eurostat data especially
on the export side. This is caused by the fact that the transit of some commodities through
Georgia is erroncously reported in the customs declarations as export from Georgia. (See:
Volkhart Vincentz. “Trade Policy and Georgian Exports,” Georgian Economic Trends, Sep-
tember 2008, p. 59.)
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covery in 2010-2011, the volume of exports to EU countries fell
again in 2012. As for imports, its volume continued recovery and
in 2011 significantly exceeded the pre-crisis level. Thus bilateral
trade turnover has kept an upward trend thanks to the substantial
increase in imports and the deterioration of Georgia’s trade balance.

Georgia’s exports to the EU (2012) are less diversified and dom-
inated by crude materials and mineral products (see diagram be-
low). It is noteworthy that motor vehicles comprise the largest
commodity group of Georgia’s exports to the EU even though
they are not produced by the country. Due to the favorable regime
of re-export, however, Georgia has become an entrepot of inter-
national trade in this kind of product. If we compare the list of the
20 leading commodity groups of Georgian exports to the EU (ex-
cept motor vehicles) in 2012 and 2007, we find that it has practi-
cally not modified; only the proportion of selected products has
changed.

Georgia’s Exports to the EU
2012

Motor vehicles

Copper ores and concentrates
Other nuts, fresh or dried
15.2% Mineral or chemical fertilizers

Crude petroleum and petroleum oils

Ethyl alcohol, spirits and other
spirituous beverages
Copper waste and scrap

Wine of fresh grapes
11.6% H Other commodities

Source: National Statistics Office of Georgia (Geostat)

It should be noted that since 2005 Georgia enjoys the General-
ized System of Preferences — (GSP+) granted by the EU, which
aims to increase exports to the EU and its diversification. Howev-
er, the analysis of data on trade in this format indicates that the
Georgian exports under the GSP+ increased little and its product
structure has not undergone significant changes. More than 70%
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of exports represent two commodity groups — nuts and fertilizers.
The dynamics of export of these goods determines the overall dy-
namics of the Georgian exports under this scheme (see table 2).

Table 2.
Georgia’s Exports under GSP+ (Mln. USD)

2007 2008 2009 2010 2011 2012

Exports under 127 118 112 123 214 133

GSP+

% to Total exports

to the EU 47 35 47 40 50 38
Exports of Nuts and

Fertilizers 77 87 91 87 179 95

% to exports under

GSD+ 61 74 81 71 84 71

Source: Ministry of Economic Development of Georgia

Inefticient use of GSP+ indicates that the main obstacles of the
Georgian exports to the EU are not so much the tariff as non-tariff
barriers whose overcoming requires further institutional reforms
and active export promotion policy.

The increasing of Georgia’s agrarian exports to the EU can be
facilitated by the Agreement on the Protection of Geographical
Indications for Agricultural Products and Foodstuffs, which en-
tered into force in 2012. An annex to the Agreement provides a
list of 18 geographical indications of Georgian wine products,
which have already been recognized by the EU. Negotiations are
continuing on the registration of an additional 19 geographical
indications of products including 14 types of dairy products —
mainly cheeses as well as mineral waters, Chacha vodka and
Churchkhela. Registered geographical indications will be protect-
ed against misuse, imitation or evocation which may mislead the
origin of the product.

Imports from the EU to Georgia (2012) consist mainly of min-
eral fuels, machinery, mechanical appliances and transport equip-
ment, chemicals, pharmaceutical products and other manufactured
goods (see diagram below). If we compare the list of the 20 leading
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Georgia’s Imports from the EU
2012

1.9% 159 i
2_|2§E " . W Other commodities

Petroleum and petroleum oils

59%
Motor vehicles

83% Medicaments
Electrical transformers
55.5% Trucks

Automatic data processing machines

Tractors

20.5% Structures and parts of structures
of iron or steel

Source: National Statistics Office of Georgia (Geostat)

commodity groups of Georgia’s imports from the EU in 2012 and
2007, we find that it has not sufficiently modified; only the pro-
portion of selected products, as in the case of exports, has changed.

FDI from the EU

The EU as a whole is Georgia's largest foreign investor: its share
in total FDI flow accounted for 47% in 2012. There were five EU
Member States among Georgia’s top ten major foreign investors
(2012): Germany (1% place), Netherlands (27 place), UK (5t
place), Luxembourg (7" place) and Cyprus (8™ place).”

Against the background of the Russian-Georgian war in August
2008 and the deepening of the global financial crisis (2009) FDI
from the EU to Georgia declined substantially (see table 3). How-
ever, as a result of the government’s efforts to improve the coun-
try's attractiveness for foreign investors, their confidence started
to be restored. Despite this, after some recovery, the FDI from
the EU countries again fell sharply in 2012 due to the uncertain-
ties related to the start of the active phase of the electoral cycle in
Georgia. Among the EU countries as direct investors of Georgia,

7 National Statistics Office of Georgia (Geostat). FDI in 2012 (Preliminary). http.//www geo-
stat.ge/cms/site_images/_files/english/bop/FDI_2012-Eng.pdf
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Table 3.
FDI from the EU to Georgia (MIn. USD)

2007 2008 2009 2010 2011 2012*
EDI from the EU 1133 | 477 225 248 554 402

[ézgrgi‘;tal FDIto 156 | 30 | 34 | 30 | 50 | 47
Germany 57 41 21 13 26 142
Netherlands 299 136 33 73 242 88
UK 145 149 72 59 55 67

% of top 3 EU in-
vestors to FDI from 44 68 56 58 58 74
the EU

Source: National Statistics Office of Georgia (Geostat)
Note:*Preliminary data

the Netherlands draws particular attention. During the last six
years it invested USD 871 million in the country's economy. As
can be seen from the table above, the dynamics of Dutch FDI has
a significant impact on the overall dynamics of the EU FDI to
Georgia. Investment activity of the Netherlands is largely caused
by the presence in this country of the liberal and similar to offshore
investment regime that allows residents of Georgia to invest in
their own country via the Netherlands. Together with the Nether-
lands investments from Cyprus and Luxembourg are also notice-
able in Georgia, although not as consistently, which can be ex-
plained by the same above-mentioned reason.

The main sectors of European FDIs to Georgia are manufactur-
ing, transport, communications and financial intermediation,
which account for almost 80% of their total volume (2012). Ger-
many, Luxembourg and Cyprus were the main investors of the
manufacturing industry. Dutch and British investments have been
significant in the sector of transport and communication. British
and French investments should be noted in the financial sector.
Over the last few years, a significant amount of the EU investments
were also made in the energy, construction, trade, hotel and
restaurant sectors of the Georgian economy.
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FDI from the EU
2072"

41% :
334% Manufacturing

4.8% M Transport and communication
Financial sector

B Agriculture, fishing

M Health and social work

W Other sectors

13.9%

305 %

Source: National Statistics Office of Georgia (Geostat)
Note:*Preliminary data

EU-Georgia DCFTA: Actual Status

On 22 July 2013 the European Union and Georgia successtully
concluded negotiations for a Deep and Comprehensive Free Trade
Area (DCFTA) as part of the Association Agreement between
them. The DCFTA will be included in the Association Agreement
and signed as soon as internal EU and Georgia procedures are
completed.?

DCEFTA negotiations between the EU and Georgia lasted a rel-
atively short time — 17 months. The talks were carried out in a
constructive atmosphere with many of the issues agreed between
the parties through video conferencing. The success of the nego-
tiations contributed largely to the informal preparatory phase,
which continued for almost three years.

The EU's readiness to cooperate with Georgia with the aim to
conclude the Free Trade Agreement was expressed in the Euro-
pean Council Conclusions of 1 September 2008.° The European

8 European Commission. EU and Georgin conclude talks on Deep and Comprehensive Free
Trade Area. Press release. Brussels. 22 July 2013.

¢ Presidency Conclusions, Extraordinary European Council, Brussels, 1 September 2008.
http://www.consilinm.europa.en/umedocs/cms_Data/docs/pressdata/en/ec/102545.pdf
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Commission (EC) was tasked with assessing Georgia’s degree of
preparedness regarding DCFTA negotiations. In March 2009, the
EC unveiled to Thilisi the official document evaluating Georgia’s
preparedness to start negotiations on the DCFTA together with a
package of recommendations. The fulfillment of these recommen-
dations was actually set as a precondition for starting negotiations.
Four key areas deemed crucial by the EC for starting negotiations
were: Technical Barriers to Trade (TBTs), Sanitary and Phytosan-
itary (SPS) Measures, Intellectual Property Rights (IPR) and Com-
petition Policy.!0

Performing the above-named EU recommendations proved dif-
ficult as the policy based on the principals of minimal state and
maximum deregulation pursued by the Georgian government dif-
tered from the EU’s approach.!! However, the Georgian side, after
a rather lengthy discussion with the relevant EC services, reached
a compromise: with the consent of the EC the Georgian govern-
ment approved the comprehensive strategies in three priority areas
in 2010 (TBTs, SPS and Competition Policy)!? and started their
implementation. Significant measures have also been taken in the
fourth priority area (IPR) to implement the EU recommendations.!?

At the end of 2011 the EU decided to launch negotiations with
Georgia on the DCFTA. According to the EC this decision was

10 Tmplementation of European Neighborhood Policy Action Plan for Georgia in Trade and
some Trade Related Areas in 2010. (Report summary). Eurasia Partnership Foundation
(EPF). Thilisi. January 2011, p. 7. bttp://www.epfound.ge/files/report_enp-epf summary_
03.22.11_eng_1.pdf

11 See: Merab Kakulia. “Economic Integration and Regulatory Convergence with EU Polices:

A View from Georgia” in Eastern Partnership for the South Cancasus. Georgian Biographical

Centre. Tbilisi. 2011. bezp://gfsis.ong/media/download/library/articles/kakulin/Economic_

Integration_and_Regulatory_Convergence with_the EU_Policies.pdf;

Tamar Khuntsaria. Prospect of Deep and Comprehensive Free Trade Area (DCFTA) — Is there

a  European Way for Georgin? Center for Social Sciences. September 2012.

http://css.ge/files/books/papers/ Tamar_Khuntsaria._Final._CSS_Journal. ENG.pdf

Decree N1140 of the Government of Georgia, dated 25 August 2010. On the Approval of

the Governmental Programme on Legislative Reform and Adoption of Technical Regulations

in the area of Standardization, Accreditation, Conformity Assessment, Technical Regulation
and Metrology;

Decree N1756 of the Government of Georgia, dated 28 December 2010. On the Approval

of the Comprehensive Strategy and Legislative Approximation Programme in Food Safety;

Decree N1551 of the Government of Georgia, dated 3 December 2010. On the Approval of

the Comprehensive Strategy in Competition Policy.

Decree N912 of the President of Georgia, dated 12 November 2010. On the Establishment

of Interagency Coordination Council on Copyright Protection and Approval of its Charter.

)
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conditioned upon Georgia fulfilling a set of "key recommenda-
tions." These were issued in March 2009 and covered necessary
reforms in key regulatory areas related to trade and investment in
order to prepare Georgia for further negotiations.!*

During the DCFTA talks, which started in February 2012, seven
rounds were arranged. The negotiations were held behind closed
doors; therefore, information about them was scarce. According
to the available data, it became clear by the fifth round (29-31 Jan-
uary 2013) that negotiations on the main chapters were already
close to completion.!® During the sixth round (19-21 March) the
parties made major progress in provisionally closing a number of
chapters such as Sanitary and Phytosanitary Measures, Intellectual
Property Rights and Trade Related Energy. At that stage talks
could be also considered as completed on areas such as Technical
Barriers to Trade, Sustainable Development, Customs and Trade
Facilitation and a schedule for the elimination of import duties for
goods where an agreement in principle had been reached. The
main areas which remained under discussion after the sixth round
were Services (covering establishment, cross-border provision of
servicers and movement of natural persons for business purposes)
and Dispute Settlement.!'® The completion of DCFTA negotia-
tions indicates that the parties successfully agreed on these issues.

DCFTA: Main Expectations and Problems

Despite the fact that DCFTA negotiations between the EU and
Georgia have successfully been completed, the question of the po-
tential benefits that the Deep and Comprehensive Free Trade Area
with the EU may bring to Georgia's economy is still relevant.
The main objective of the DCFTA is to strengthen Georgia’s ex-
port performance and facilitate its deeper integration with the EU
economy of 500 million consumers. With this aim, the parties

14 European Commission. EU launches trade negotiations with Georgia and Moldova. Press re-
lease. 5 December 2011. hetp://europa.cu/rapid/press-release_IP-11-1504_en.htm

15 EU-Georgia Trade Insight. Issue 2. February 2013.
http://eeas.envopa.en/delegations/peorgin/documents/newsletters/20130222_trade2 _en.pdf

1o EU-Georgia Trade Insight. Issue 3. June 2013. http://ecas.europa.en/delegations/georgin/doc-
wments/newsletters/20130619_trade3_en.pdf
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agreed on a further and quite ambitious liberalization of tariffs.!”

It should be noted that Georgia unilaterally liberalized 90% of im-

port duties in 2006.* The previous year, Georgia received GSP+

from the EU covering 7200 kinds of goods with additional bene-
fits for good governance. The DCFTA replaces the GSP and tarifts
will be abolished for almost all products.

However, the liberalization of tariffs cannot remove non-tarift
barriers to Georgia’s trade with the EU such as, for example, the
issues of quality standards or weak competitiveness. That is why
the DCFTA is intended to correct this deficiency through institu-
tional reforms. In order to modernize its export capacity in agri-
cultural and industrial goods Georgia committed to bring its leg-
islation closer to that of the EU. Approximations with the EU
acquis would significantly improve competitiveness of Georgia's
products; in particular:

— convergence of legislation in the area of free movement of goods
and technical regulations will increase the access of Georgian
manufactured goods to the EU markets. At the same time it will
ensure domestic safety and consumer protection.

— introduction of food safety standards compatible with those of
the EU would facilitate the growth of Georgia’s agrarian exports
to the EU countries and the countries which also use the same
standards (for example, Turkey!?). Simultaneously, new SPS
standards will secure the Georgian market from cheap but low-
quality goods from third countries.

— compliance with the EU trade related regulatory standards will
bring regulatory disciplines that aim to ensure a stable policy
framework including competition and transparency provisions
as well as intellectual property rights.

Thus, the DCFTA will lead to the reduction of barriers to trade

7 European Commission. EU-Georgia Deep and Comprehensive Free Trade Area. Memo. Brus-
sels. 22 July 2013.

* Until 2011, tarifts were abolished for 90% of imported product types. After the increase of
tariff rates on several types of industrial products, tariffs are zero rated on 84% of imported
product types.

18 ECORYS/CASE. Trade Sustainability Impact Assessment in support of negotiations of & DCF-
TA between the EU and Georgin and the Republic of Moldova. Final Report. Final version.
Rotterdam. 27 October 2012, p. 38. http://trade.cc.enropa.en/doclib/docs/2012/november/
tradoc_150105.pdf
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and enhanced access to the EU market. According to the DCFTA
latest Trade Sustainability Impact Assessment (TSIA) the reduc-
tion of SPS and TBT types of Non Tariff Barriers (NTB) will bring
Georgia an additional EUR 88 million and 257 million over the
short and long runs, respectively.!?

In addition, the DCFTA envisages an ambitious liberalization of
services. Georgia has already had a very liberal set of commitments
for services in the WT'O GATS which is further extended under
the DCFTA. The EU, in turn, also provides for a broad set of
commitments that go significantly beyond its GATS schedule. In
addition, the mutual offers cover establishment provisions more
widely, beyond the WTO GATS schedules.2?

The stable and growth-oriented policy framework initiated and
strengthened by the DCFTA will promote the rebranding of
Georgia as a new investment destination.?! Some modeling simu-
lations made in 2008 suggest that the FDI stock in Georgia could
increase up to five-fold until 2020 although this has been consid-
ered as a rather optimistic figure since it assumes that Georgia suc-
ceeds in its transition reforms.??

A harmonization of national legislation and the restructuring of
institutions in accordance with EU standards within the DCFTA
framework could significantly enhance Georgia’s investment at-
tractiveness. Business-to-business contacts and FDIs will be facil-
itated by the commitment of both parties to allow setting up a
business in Georgia or in the EU on equal terms in a wide variety
of economic sectors. These commitments are supported by so-
called ‘mode 4 provisions’ which include mobility of natural per-
sons for business purposes within clearly defined and limited time-
frames covering inter alia categories such as intra-corporate
transferees or independent professionals.?3

19 Tbid.

20 European Commission. EU-Georgia Deep and Comprehensive Free Trade Avea. Memo. Brus-
sels. 22 July 2013. betp://europa.eun/rapid/press-release_IP-13-721 en.otm

2L CASE /Global Insight. Economic Feasibility, General Economic Impact and Implications of o
Free Trade Agreement between the Euvopean Union and Georgin. Final Report. 8 May 2008,
pp. 109-110. betp://trade.cc.europa.eun/doclib/docs/2008/october/tradoc_141169.pdf

22 Jbid., p. 183.

23 European Commission. EU-Georgia Deep and Comprehensive Free Trade Avea. Memo. Brus-
sels. 22 July 2013. betp://europa.eun/rapid/press-release_IP-13-721_en.tm
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Regulatory convergence with the EU facilitated by the DCFTA
would increase the regulatory burden on domestic producers.
Some analysts predict that the introduction of TBT standards sim-
ilar to the EU amounts "to a tax on Georgian industrial produc-
tion" which would "distort Georgia’s process of industrialization."
Adoption of SPS measures "would trigger an average price increase
of 90% for the key food products purchased by the one-third of
the Georgian population who lives in poverty."?* Approximating
with the EU acquis would require some short-term costs but bring
long-term benefits in terms of increased competitiveness on both
domestic and foreign markets and improved foreign and local in-
vestment opportunities. Additionally, regulatory convergence with
the EU is a gradual process which takes into account the interests
of local stakeholders. The DCFTA envisages the inclusive policy-
making process focusing more systematically on the needs of con-
sumers and ensuring stakeholder participation in law-making.?

DCFTA: Short and Long-Term Prospects

The latest Trade Sustainability Impact Assessment (TSIA) ordered
by the EC DG Trade confirms that the macroeconomic conse-
quences of the DCFTA for Georgia will be sufficiently positive.
The DCFTA would have a significant impact on the country’s
economy in the long run when dynamic investment effects kick
in:* Georgia would get 2.5 times more increase in national income
in the longer run than in the short run which means that GDP
growth in the long run will be more than twice as much as com-
pared to the short term and reach 4.3% (see Table 4).

24 Patrick Messerlin, Michael Emerson, Gia Jandieri and Alexandre Le Vernoy. “An Appraisal
of the EU’s Trade Policy towards its Eastern Neighbours: The Case of Georgia.” Groupe
D’Economie Mondiale Sciences Po, Paris; Centre for European Policy Studies, Brussels.
2011. hetp://www.ceps.be/ceps/dld/4252/pdf

European Commission. EU-Georgia Deep and Comprehensive Free Trade Area. Memo. Brus-
sels. 22 July 2013.

The short and long run in the TSIA does not refer to a specific time period but to the time
it takes for economic eftects to adjust. The long run effect is generally expected to take place
over a period beyond five to ten years from the moment of implementation of the DCFTA.
(See: Trade Sustainability Impact Assessment in Support of Negotiations of @ DCFTA between
the EU and Georgia and the Republic of Moldova. Final Report. Final version.
ECORYS/CASE. Rotterdam, 27 October 2012, p. 26.)

2
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The increase of Georgia’s national income under the DCFTA
will be due mainly to the lowering of non-tarift measures which
will have a three-times-greater national income effect in the long
run than in the short run. The second most important contributor
to the national income growth will be the liberalization of services
which will have a slightly lesser effect in the long run than in the
short run. As for tariff reduction, the short run effect of this factor
in terms of national income increase will be negative although suf-
ficiently positive in the long run.2¢

Table 4.
DCFTA: Macroeconomic Results (CGE modeling calculation, % change)

National Income, mln € 79.1 114.4 -47.0 291.9
GDP 0.0 1.7 0.0 4.3
Consumer prices 0.0 -1.0 0.0 -0.6
Wages, less skilled 0.0 1.5 0.0 3.6
Wages, more skilled 0.0 1.5 0.0 3.6
Total imports 0.0 44 0.0 7.5
Total exports 0.0 8.9 0.0 12.4

Source: ECORYS /CASE. Trade Sustainability Impact Assessment. 2012.

Modeling calculations show that consumer prices are expected
to decrease slightly in both the short and long runs after the entry
into force of the DCFTA although foodstufts could rise in price.
Rising prices of most food products leads to welfare deterioration
for households from the lowest quintile although this is partly
compensated for by a reduction of non-food prices. The above-
mentioned negative price effects will be offset by income growth
as a result of relative wage changes in the economy.?”

26 ECORYS/CASE. Trade Sustainability Impact Assessment in support of negotiations of o DCF-
TA berween the EU and Georgin and the Republic of Moldova. Final Report. Final version.
Rotterdam. 27 October 2012, p. 38. hetp://trade.cc.europa.en/doclib/docs/2012/november/
tradoc_150105.pdf

7 Ihid., p. 48.
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According to the TSIA, the DCFTA will have significant positive
impact on Georgia’s external trade: total exports including goods
and services would be enhanced twice as fast as total imports in
the short run and 1.7 times faster in the longer run (see table 4).
This means that the DCFTA is expected to somewhat improve the
trade balance for Georgia although given that imports currently
much exceed exports, the trade deficit may still increase.?

Judging by the results of the TSIA, the implementation of the
DCFTA with the EU might result in the increase of total Georgian
exports by 9% in the short run and 12.4% in the long run which
would presumably be achieved due to the removal of non-tarift
barriers and increased FDIs to the export sectors. It is noteworthy
that as a result of the DCFTA, Georgia’s exports specifically to the
EU will grow at a much higher rate — by 43% in the longer run
than the total export of Georgia.?”

Among the traditional export categories, the modeling calcula-
tion revealed the high growth potential in the sector of chemicals,
rubber and plastics which includes nitrogen fertilizer as one of the
leading Georgian export goods. The exports in this commodity
group might increase by almost 65% in the long run (see table 5)
which is unlikely to happen due to the increase in fertilizer exports
alone. The growth of pharmaceuticals (which is included in the
same sector) exports may also contribute to the forecast increase.
It is not surprising that the TSIA also predicts a significant increase
in the output in this commodity group.

The model simulation showed a sufficient prospect of export
growth — 22% in the commodity group of vegetables, fruits, nuts
and oilseeds. It seems that the export potential of fruits and veg-
etables will be considerable after the removal of non-tarift barriers
whereas the overcoming of these barriers will have little effect on
the volume of the exports of hazelnuts which have special (rather
easy to comply with) arrangements for the SPS conformity certifi-
cate. It should be noted that high rates of growth of output are
not expected in this sector. As for the other leading commodity
groups of Georgian exports, the DCFTA would have a relatively

2 Tbid., p. 37.
9 Thid., p. 41.
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little effect on the dynamics of their exports according to the TSIA;
for example, the export of primary metals will be increased by
8.5%, motor vehicles — 8.3% and beverages and tobacco — 2.5%.

On the other hand, the latest modeling calculations have shown
good prospects for increasing exports of other commodities that
do not currently belong to Georgia’s main export categories.
Among them, it is necessary to emphasize livestock and meat prod-
ucts whose exports may increase by 170%. Such an impressive re-
sult can be attributed to the base effect — the export volume of
these types of goods to date is relatively small and the elimination
of SPS NTBs presumably will have a positive impact on it. At the
same time, the TSIA predicts a significant reduction in the output
of this sector presumably due to the removal of Georgian tarifts
on imports from the EU under the DCFTA.

Table 5.
DCEFTA: Georgia’s Sector-Specific Changes in Trade (Goods)
(CGE modeling calculation, % change)

Output Exports Imports
longrun  longrun  long run

Vegetables, fruits, nuts 3.4 219 19.1
Livestock and meat products -14.8 169.9 17.8
Chemicals, rubber, plastics 62.2 64.5 -2.7
Other machinery and equipment 23.7 48.1 4.1
Petrochemicals -1.0 16.5 1.8
Electronics, computers -9.3 16.3 8.8
Other processed foods -8.8 14.5 13.0
Other manufacturing -24.0 13.8 14.3
Primary metals 7.9 8.5 49
Motor vehicles -3.5 8.3 5.9
Fabricated metals -3.2 6.6 6.1
Animal products 3.1 5.7 19.8
Other crops -2.0 3.0 15.1
Beverages and tobacco -4.0 2.5 223

Source: ECORYS/CASE. Trade Sustainability Impact Assessment. 2012.
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Another sector, whose total export is expected to significantly
increase according to the TSIA, is other machinery and equip-
ment — by 48%. Reductions in TBT NTBs can be considered as a
main driver for export promotion of this product.

Overcoming of non-tarift barriers based on the DCFTA will also
facilitate relatively modest growth of export in the sectors of petro-
chemicals (by 16.5%), electronics and computers (by 16.3%) and
other processed foods (14.5%).3°

The TSIA confirmed, therefore, that the DCFTA may have a
sufficiently positive influence not only on the dynamics of the
Georgian exports of goods but also on its diversification.

As for the structure of Georgia’s exports specifically to the EU,
the largest expected trade impacts of the DCFTA for Georgia ac-
cording to the modeling calculations are found in primary metals
(26.2% of the total increase in the value of EU imports from Geor-
gia) followed by chemicals, rubber and plastics (25.7%) and other
machinery and equipment (almost 20%).3! From these data we can
say that metals will continue to play an important role in the struc-
ture of Georgian exports to the EU after the entry into force of
the DCFTA.

Modeling calculations have shown that the DCFTA will cause a
relatively small increase in total imports to Georgia — 4.4% in the
short run and 7.5% in the longer run (see table 4) although Geor-
gia’s imports from the EU are expected to increase much more
than total imports to Georgia — by 23% (from EUR 1.7 billion to
EUR 2.05 billion).3?

It is noteworthy that according to the TSIA, none of the major
categories of Georgian imports of goods has experienced a signit-
icant impact as a result of the DCFTA; for example, the import of
petrochemicals in the long run will be increased only by 2%, motor
vehicles — by 6%, primary metals — by 5% and chemicals, rubber
and plastics which includes pharmaceuticals — will even decline by
about 3% (see table 5). On the other hand, the import of goods
which actually do not play a key role in the total Georgian imports

0 Ihid,
31 Tbid,
2 Ibid., p. 40.
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will be significantly increased; for example, dairy products — by
27%,%3 beverages and tobacco — by 22%, animal products — by 20%
and vegetables, fruits and nuts — by 19% (see table 5). Presumably,
removal of non-tarift barriers and large-scale liberalization of tarifts
will facilitate the increase in imports of agricultural and food pro-
cessing products to Georgia.

It should be noted that the results of the modeling calculations
do not suggest any significant impact of the DCFTA on the import
of capital goods: the growth in other machinery and equipment
may comprise 4%. This conclusion does not correspond to the ex-
pectations of the strengthening of FDI inflow under the DCFTA.

As for the structure of Georgia’s imports specifically from the
EU, livestock and meat products count for 16% of the total in-
crease in Georgian import value according to the TSIA followed
by other machinery and equipment (12%), beverages and tobacco
(7%) and motor vehicles (7%).3*

Table 6.
DCFTA: Georgia’s Sector-Specific Changes in Trade (Services)
(CGE modeling calculation, % change)

Output Exports Imports
longrun longrun longrun

Air transport -4.4 21.0 7.9
Business and ICT 0.4 12.0 4.2
Trade 3.1 8.2 14.0
Construction 4.5 7.7 6.6
Communications 3.6 4.8 5.4
Water transport 4.1 2.9 2.5
Public and other services 1.7 1.8 20.6

Source: ECORYS /CASE. Trade Sustainability Impact Assessment. 2012.

33 Thid,
5 Thid., p. 42
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Modeling calculations show that export of services will also be
increased after the entry into force of the DCFTA but not in such
a scale as in the case of the export of goods (see table 6). The ex-
port of air transport would grow at the highest rate (21%) in the
services sector followed by business services (12%), trade (8%) and
construction (almost 8%). Exports of other types of transport and
communications will grow at rather modest rates. As for the hotel
and restaurant services related to the tourism industry, the DCFTA
would not sufficiently impact their export according to modeling
calculations.

Concerning the import of services to Georgia, the DCFTA will
have the greatest impact on public and other services whose import
will increase by nearly 21% followed by trade (14%) and air trans-
port (8%). The scale of influence of the DCFTA on the imports of
the other services is much less.

It is noteworthy that different types of services would play a no-
ticeable role in Georgia’s import from the EU according to the
modeling calculations: other transport in the overall growth of im-
port may amount to almost 8%, air transport — 4%, business and
ICT - 4.1%, financial services — nearly 4% and public services —
more than 3%.3°

DCFTA: How the EU Could Do
a Better Job within the EaP Framework

The European Union and Georgia successfully concluded talks on
the DCFTA as part of the Association Agreement between them.
The parties have substantively completed the negotiations on the
AA as well. The main task of the sides at this stage is to initial the
Association Agreement with the DCFTA during the next Eastern
Partnership Summit in Vilnius. This is not an easy task given the
fact that only three months remain until the Summit takes place.
Despite this, the parties, mainly the EU, have to mobilize all ad-
ministrative resources to finalize necessary procedures.

The next task of the parties is to facilitate the entry into force
and implementation of the AA including the Deep and Compre-

3 Ibid.
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hensive Free Trade Area. The framework of the Eastern Partner-
ship can play an important role in the achievement of this goal.

After the completion of the negotiations on the Association
Agreement with the DCFTA the parties must agree on the Asso-
ciation Agenda which becomes the main basis of the bilateral co-
operation under the EaP. The Association Agenda between the
EU and Georgia should provide the format which will allow the
sides to identify bottlenecks in achieving their shared goals and
give the opportunity for these to be effectively addressed.

The Association Agenda should identity a limited number of pri-
orities accompanied by measurable benchmarks which require ur-
gent actions. It is crucial to provide a consistency of the Associa-
tion Agenda with the Eastern Partnership roadmaps with clear
descriptions of short-term priorities against which progress can be
assessed. Priorities associated with the implementation of the
DCFTA should be adequately reflected in this document.

A prior consultation on the Association Agenda between the EU
and Georgia took place in January 2013 but concrete steps have
not followed. The work on the document has to be completed in
July of this year but by the end of August the draft Association
Agenda had still not been received by the Georgian side. Based on
the fact that the negotiations on the Association Agreement with
the DCFTA have been completed, the development of this docu-
ment is imperative. Thus, the relevant services of the EC should
take urgent steps to convey the draft Agenda to the Georgian side
and finalize the consultations within a timely manner.

The EU could support Georgia in the realization of the objectives
and priorities set out in the Association Agenda by means of the
bilateral format of the EaP. The following objectives could be de-
fined in this dimension:

— Rapid fulfillment of legal procedures necessary for entry into
torce of the Association Agreement with the DCFTA.

— Intensive dialogue on the reform agenda related to the DCFTA
between Georgia and the EU (within cooperation institutions
established by the agreement).

— Careful assessment of the process of regulatory convergence un-
dertaken by Georgia in accordance to DCFTA provisions taking
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into account local context.

— Exchange of technical expertise and advice, best practices and
know-how.

— Establishing sectoral dialogues where necessary.

— Strengthening the administrative capacity of Georgia’s civil serv-
ice via the increased effectiveness of the Comprehensive Insti-
tution Building (CIB) program.

— Intensifying communication with Georgia’s civil society and in-
terest groups with the aim to strengthen their engagement in
the regulatory reforms targeted at approximation to EU stan-

dards.

The instruments of the multilateral format of the Eastern Partner-

ship could also be helpful in the implementation of the Association

Agenda related to the DCFTA. The following goals could be set

in this dimension:

— Strengthening the role of the EaP thematic platform II — Eco-
nomic integration and convergence with EU policies in ex-
change of experience on EaP reforms undertaken in the frame-
work of the DCFTA.

— Facilitating the cooperation between Georgia’s and other part-
ners’ regulatory and enforcement authorities.

— Organization of thematic workshops to assist Georgia and other
partners in their efforts concerning trade and trade-related ap-
proximation and administrative capacity development.

— Supporting the partners, including Georgia, in the creation of a
network of bilateral Deep and Comprehensive Free Trade Areas
(DCFTA) among the partner countries.

— Supporting Georgian NGOs to monitor the implementation of
commitments related to the DCFTA and the National Platforms
of the Eastern Partnership Civil Society Forum in this direction.
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AZERBAIJAN’S EXPERIENCES ON
DEVELOPING TRADE AND TRADE
POLICY RELATIONS WITH
THE EUROPEAN UNION

Vugar Bayramov

The overall goal of this paper is to understand how Azerbaijan can
converge its Trade and Customs Policy with the European Union
to meet the economic integration goals set in the EU Eastern Part-
nership Initiative in Azerbaijan. More specifically, the paper is in-
terested in harmonizing standardization, technical barriers to
trade, and customs legislation with the European Union. This goal
is met by developing the following issues:

* policy landscape map in standardization, TBT and customs in
EU and Azerbaijan,

e analysis of facilitation of and assistance in the accession of Azerbai-
jan to the World Trade Organisation (WTO), and promotion of
overall European integration in the context of the subject areas,

e policy gap analysis and regulatory needs assessment for sector
policy convergences in the above listed areas,

e relevant policy recommendations.

It is found that current Customs and Standardization Codes are
not in line with EU standards. With foreign assistance from the
UNDP and co-financing by the European Commission, Azerbai-
jan has developed a modern draft Customs legislation that meets
EU and international standards. However, it has not been adopted
by the Parliament and needs executive approval. As far as standard-
ization, Azerbaijan is currently in negotiations to accede to the
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World Trade Organization. This is necessary for complying with
the TBT Agreement, which ensures that standards do not create
unnecessary obstacles to trade.

Theretore, it is recommended that Azerbaijan diligently and ef-
ficiently continue the WTO negotiations process, as accession
would serve as a great leap in encouraging European integration
and future further access to the EU Single Market. Apart from the
direct impact on EaP priority areas listed above, these reforms are
also expected to provide an easier and more effective framework
for facilitating the movement of goods, services, information and
people, and will therefore demonstrate positive side eftects in pro-
motion of other components of EU strategy in the region, and in
socio-economic integration and development of the neighbouring
countries. Timely intervention with clear policy and advocacy goals
is therefore highly efficient and politically important for regional
countries, including Azerbaijan, and for promotion of EaP and
overall EU principles and priorities.

Introduction

The EU single market with about 500 million consumers is the
largest in the industrialised world, making it specifically attractive
for neighbouring countries to harmonise their laws and regulations
for better trade relations and economic integration. There is a
huge economic, social and geopolitical reason and interest on gov-
ernmental and societal levels in Azerbaijan towards effective Eu-
ropean integration. Moreover, the EU expressed its interest in sec-
toral convergences with EU policies and policy reforms in
Azerbaijan via the Partnership and Cooperation Agreement (PCA)
between EU and Azerbaijan, and European Neighbourhood Pol-
icy (ENP). The EU’s recent widening towards South-East provid-
ed the EU with growing responsibility to help the neighbouring
countries address the socio-economic challenges, and with closer
political ties and energy security strategies with more involvement
of the neighbouring countries.

The Eastern Partnership (EaP) endorsed by the European Coun-
cil in May 2009 aims at the development of a specific Eastern di-
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mension of ENP. EaP emphasizes several priority areas and grow-
ing cooperation, including a border management program, the
Southern corridor, integration of economies, improved mobility
and contacts among people and businesses. All these make con-
vergence of policies of EaP countries in the field of trade and cross-
border cooperation with respective policies of EU very important
to facilitate the implementation of EaP priorities and overall EU
policy and goals in Azerbaijan and the region.

The Centre for Economic and Social Development (CESD),
therefore leads the initiative along with two foreign and seven local
partner organizations to conduct research, advocacy and capacity-
building on policy convergence in the above identified priority sec-
tor in Azerbaijan. CESD has deployed its full administrative ca-
pacity to carry activities in the above areas and has involved two
(local and international) experts. The international expert has con-
ducted capacity building among local counterparts, whereas the
CESD local expert has developed this paper. The paper aims at
convergence of Azeri policies in trade and cross-border coopera-
tion with respective EU policies and consequently addresses two
areas: 1) (removing, lessening and smoothing the) technical bar-
riers to trade (TBT), and 2) customs. The work on TBT in this
paper is based on technical rules and standards in trade, whereas
the work in the second area is based on analyzing the Azeri and
EU laws in customs.

CESD has been set up to promote research and analysis into do-
mestic economic and social issues for the purpose to positively in-
fluence public policy decision-making processes. The Centre is a
leading Azerbaijani think-tank specialized in economic and social
policy issues working with and establishing a bridge between the
government and the various representatives of civil society. While
collaborating with other think-tanks, CESD has principal and con-
ceptual differences in its main focus area and functions, and this is
reflected in its mission, strategy, and daily activities. As a leading
economic think-tank, CESD is trying to promote good gover-
nance in Azerbaijan. The Centre has extensive expertise in EU sec-
toral projects, capacity building, legal and policy harmonization.
CESD has also extensively worked on policy development in trade
and cross-border communication with international donors in
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Azerbaijan, as well as with neighbouring countries as strategic part-
ners (Kazakhstan, Georgia, etc.). CESD, therefore, on the one
hand produces studies focused on enhancing civic participation,
an important engine for rule of law and government accountabil-
ity, building the “bridge” between the two important actors — the
government and the civil society — and on the other hand, provides
necessary advocacy along with other stakeholders to strengthen
these activities. The Centre has extensive relationships with civil
society members in Azerbaijan, including NGOs dealing in legal,
economic and social reforms, and media (CESD experts are daily
invited to interviews).

The paper analyses and proposes necessary modifications in TBT
and customs law in Azerbaijan. Apart from the direct impact on
EaP priority areas listed above, these reforms are also expected to
provide an easier and more effective framework for facilitating the
movement of goods, services, information and people, and will
therefore demonstrate positive side effects in promotion of other
components of EU strategy in the region, and in socio-economic
integration and development of the neighbouring countries.
Timely intervention with clear policy and advocacy goals is there-
tore highly efficient and politically important for regional coun-
tries, including Azerbaijan, and for promotion of EaP and overall
EU principles and priorities.

Goals and Objectives

The paper is developed within and is part of the CESD project of
‘Sector Policy Convergences in Trade and Cross-Border Cooper-
ation in Azerbaijan — to support EU Eastern Partnership Initiative’
and aims to complement the project and provide analysis and pro-
mote reforms in the priority areas. The project seeks the policy
analysis and advocacy towards the EaP principles and priorities of
better economic integration with the EU and increased mobility
and contacts between people and the identified priority areas tech-
nical barriers to trade (TBT) and customs.

The overall project is implemented within the context of the
broad objective of promoting EU values, Azerbaijan’s socio-eco-
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nomic integration with EU, and the economic, political and social
development of Azerbaijan in line with the priorities set out in the
EU Eastern Partnership initiative (EaP). Specifically, the project
seeks to provide (1) policy analysis, (2) advocacy and (3) capacity
building in Azerbaijan towards EaP principles and priorities of better
economic integration with the EU and increased mobility and con-
tacts between people through sectoral policy convergence with the
EU in trade and cross-border cooperation. This paper fulfils the first
objective (policy analysis) of the project and also serves as a tool for
the second and third objectives (advocacy and capacity building).

Specifically the paper seeks the development of:

e policy landscape map in TBT and customs in Azerbaijan

e analysis of facilitation of and assistance in the accession of Azer-
baijan to the World Trade Organisation (WTO), and promotion
of overall European integration in the context of the subject ar-
eas,

* policy gap analysis and regulatory needs assessment for sector
policy convergences in the above areas,

e relevant policy recommendations,

e strategy including the role of state and civil society actors for
promoting EU values and awareness and EaP priorities and prin-
ciples in above areas to develop rapport between EU and Azer-
baijan.

There is a big gap in the policy analysis as well as awareness and
effective involvement in the areas of TBT and customs in Azerbai-
jan to effectively facilitate the sector policy convergence and Eu-
ropean integration. Timely intervention with clear policy and ad-
vocacy goals is therefore highly efficient and politically important
for the promotion of EaP and overall EU principles and priorities.
The policy convergences in these areas will have direct impact on
cach EaP priority listed above; in addition, some positive indirect
and side effects are expected in other EaP priorities and overall EU
policy and goals in the region and Azerbaijan. Moreover, these are
the areas that have the most importance and demonstrate bottle-
necks to be addressed towards EU-Azerbaijan cooperation first,
as identified in the sector assessment in the next sections.
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Research Methodology

There exists a big gap in the research in the areas of TBT and cus-
toms in Azerbaijan to effectively facilitate sector policy conver-
gence and European integration. The research, with the main fo-
cus on this, starts with the meetings and discussions with relevant
stakeholders to identify possible and desired areas of cooperation
in TBT and customs, and to assess and incorporate the efforts
made by both parties in this area. These initial activities are fol-
lowed by the study and comparison of existing legislation and poli-
cies in the EU and Azerbaijan to identify possible and desired areas
of policy convergence to develop regulatory needs analysis. These
will comprise the preliminary background to develop policy in each
area that also includes the sector diagnostic work with concentra-
tion on needs (staft, training and regulatory) analyses towards the
objectives outlined in the earlier section.

Then, further analyses are conducted to explore the convergence
possibilities and expected outcomes. Recommendations on sector
policy convergence are developed to be communicated with the
consideration of socio-economic development goals, EU strategic
interests, and analysis of possible impacts on the economy (includ-
ing ongoing activities and strategy) and other areas important to
develop regulatory impact analyses. The outline of the selected pri-
ority sectors (TBT and customs) also maps the policy landscape
identifying the gaps for convergences and harmonization, and con-
tains information on existing legislations and policies to be adopt-
ed or amended. Any convergence of sector policies with EC tech-
nical rules is carried with the consideration of national and sector
strategies elaborated by the Azeri government. In particular, the
emphasis is placed on the adaptation with the directives that are
the most likely to facilitate trade between the EU and Azerbaijan.

Finally, though the research is conducted solely by the CESD
expert, the overall project involves and uses the experience of 2
foreign partners (one from an EU member state and another from
an EaP country) in addition to 7 associate partners from Azerbai-
jan. The foreign partners have broad experience in EU funded pol-
icy analyses and structural reforms in the region. Both organiza-
tions have conducted EU sectoral programs in the region and are
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familiar with the situation in Azerbaijan, and have wide experience
in priority sectors addressed in this paper and therefore, their con-
tribution — including the lessons learned — has been very valuable
for the successful implementation of the project.

Policy Landscape In Priority Areas

The analysis below indicates that the priority areas of TBT and
customs in this paper have a larger importance and demonstrate
bottlenecks to be addressed towards EU-Azerbaijan cooperation
first, and EaP policy convergences in these areas will also have in-
direct impact on every EaP priority, including border management
programme, the Southern corridor, integration of economies, im-
proved mobility and contacts among people and business.

Below is the analysis of TBT and customs, including the map-
ping of the policy landscape and analysis of facilitation of and as-
sistance in the accession of Azerbaijan to WTO, and promotion
of overall European integration in the context of the subject ar-
cas.

EU Customs Policy

For EU businesses, the starting pointing is the bilateral EU-Azer-
baijan relationship and the Partnership and Cooperation Agree-
ment (PCA), especially its trade and investment provisions. As the
PCA'’s trade and investment provisions are largely based on WTO
principles, Azerbaijan’s accession will reinforce at an international
level those principles and protections existing at bilateral level and
establishing this added degree of legal certainty is absolutely key
to ensure greater trade and investment by EU businesses to the
benefit of Azerbaijan’s economy beyond just the energy sector.

The added transparency imposed by the WTO is a prerequisite
for trade and investment in the majority of the areas of greatest
interest to EU businesses, besides oil and gas and hydrocarbon
transit:
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e financial services,

e consumer goods,

e agriculture and food,

e information technology,
e telecommunications,

* state procurement.

WTO accession commitments in these areas are guarantees for
EU businesses that, regardless of the levels of practical implemen-
tation, Azerbaijan is bound and potentially subject to that disci-
pline. The Customs law is an essential element of the EU single
market and has huge implications for its four basic freedoms (free
circulation of goods, persons, services and capital). With no inter-
nal economic frontiers it is the catalyst for the economic integra-
tion of the European Union. Thus the effects of the Community's
Customs Union (CU) are far reaching. To set up, develop and run
a single common market, wherein goods circulate freely, can only
be achieved within the framework of a CU where common rules
are applied at external borders. CU is a secure basis for highly de-
veloped integration.

Without the Community's CU, the EU common commercial
and development policy, its common agricultural market and an
effective coordination of economic and monetary policies would
not be possible.

The basic principles of CU are:

e to establish universally accepted rules and principles that have
proved their efficiency,

e to abolish gradually the customs duties that applied in trade be-
tween the original six member states and to introduce a Com-
mon Customs Tarift (CCT) applicable to goods imported from
third countries. On 1st July 1968, the tariff union was accom-
plished. Since then any new Member State joining the Commu-
nity has undergone the process of abolishing duties on intra-
Community trade and aligning its external tarift to the CCT,

* a growing harmonisation and further simplification of customs
procedures resulting from the necessity to facilitate trade, e.g.
the Single administrative document and the Combined nomen-
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clature were introduced. In parallel, the EEC-EFTA Conven-

tion on a Common transit procedure was signed on 20 may

1987, and
e the consolidation of virtually all the Community customs pro-

visions into a single coherent text, the Community customs

code and its implementing provisions, which entered into force

on 1 January 1994.

CU was one of the EU’s earliest milestones. It abolished customs
duties at internal borders and put in place a uniform system for
taxing imports into the EU from third countries. As a result, in-
ternal border controls subsequently disappeared and today cus-
toms officers are found only at the EU’s external borders.

The main objectives of the Common Customs Policy of the EU are:

e to foster world trade,

¢ to promote fair trade relations;, to increase the attractiveness of
the EU as a location for industry and trade and contribute to
the creation of new jobs,

* to promote development elsewhere,

e to assist the candidates for accession in their future role,

* to ensure protection for the Community’s citizens and business
in all areas involving imports or exports in a clear, uniform, sim-
ple way as efficiently as possible,

* to 'ring fence' the single market, securing the maximum benefit
from it for everybody,

e to facilitate a practical system to collect revenues, customs du-
ties, VAT and excise duties, and

* to collect essential statistics on trade.!

Azerbaijan’s Customs Policy

The State Customs Committee of Azerbaijan Republic (SCC),
which is the main State authority in the field of customs, was es-
tablished by the Nr. 561 Presidential Decree on 30 January 1992.
SSC adopts decrees, regulations and instructions in the field of

! Jafar Alakbarov, Ulviya Abdullayeva, and David Parsons, Scoreboard Report On Customs Law,
bttp://pea.az/uploads/Customs_final.doc (accessed November 1, 2010).
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customs legislation. Since 1995, these acts are regularly published
in the Committee’s official newspaper “Gomriik xabarlori” (Cus-
toms news). The list of normative acts is presented in Annex 1.

According to the Statue of SSC approved by the Nr. 7 Decree of

the President from 27 October 1998, the Committee is the central

executive authority, which implements state customs policy and

has the following functions:

e realisation of single customs policy,

e provision of unity of the customs territory,

e organisation and improvement of customs,

* securing economic interests and economic safety of Azerbaijan
Republic,

e use of progressive methods of customs regulation,

e control after execution of which was obligated on it;

e securing compliance with customs and other legislation.

The Committee bears responsibility for:

e fighting customs crimes and preventing illegal trafficing of nar-
cotic drugs, weapons, articles of artistic, and items of historical
and archaeological importance,

e collecting taxes, customs duties, excise duties and other customs
payments on goods transferring customs border,

e controlling the accuracy of defining customs value of goods,

e issuing licenses and keeping records,

e providing efficient use of equivalent customs procedures,

* keeping customs statistics on foreign trade and specific customs
statistics,

® organizing forming goods nomenclature of foreign economic
activity,

e cstablishing the system of information and consultation,

e creating conditions for realisation of rights to appeal to physical
and legal persons,

¢ representing the interests of the State in international organiza-
tions and implementing international obligations.

Many aspects of organisation of customs activity are also reflect-
ed in the Law on approval of the Statue of “The service of the

Customs Authorities” from 7 December 1999.2
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The Government of Azerbaijan has taken the following legislative

steps to promote foreign investment :

e Law on the Protection of Foreign Investments, 1992,

e Law on Foreign Investment Activity, 1992,

e Bilateral Investment Treaties,

¢ Azerbaijan Investment Company,

e Law on the Special Economic Regime for Export Oil and Gas
Activity (2 February 2009)

* Law on Special Economic Zones (14 April 2009).

More recently, the GoA has made improvements with its Cus-
toms policy. As part of a $1,694,320 reform project co-financed
by the European Commission and implemented by the United
Nations Development Programme in 2006-2007, steps were suc-
cessfully made to prepare Azerbaijan Customs draft legislation in
line with EU and international standards. Improvements were also
made specifically in modernizing information technologies for cus-
toms processing.® Separately, Azerbaijan introduced the Single
Window system in 2009. “In a theoretical sense, a Single Window
can be described as a system that allows traders to lodge informa-
tion with a single body to fulfill all import- or export-related reg-
ulatory requirements.”* Therefore, the Single Window environ-
ment aims to accelerate and simplify the flow of information
between traders and the government. This will help to increase
the flow of trade by streamlining the process and decreasing the
transit time of goods going across the borders.

EU Policy on Standardization
and Technical Barriers to Trade

Before the harmonization of technical rules or standards of trade
in the EU, irregularities between national standards created Tech-

2 Ibid.

3 United Nations Development Programme, "Azerbaijan: Modernization of Customs Services
in Azerbaijan," Public administration reform and anti-corruption in Europe & CIS,
htp.//ewropeandcis.undp. org/governance/parac/show/80FBSFES5-F203-1EE9-B27BFEEA 6C9CE783
(accessed November 1, 2010).

* United Nations. The Single Window Concept. Geneva, 2003. hetp.//unpanl.un.org/intradoc/
groups/public/ documents/ UNECE/ UNPANO019892.pdf (accessed November 1, 2010).
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nical Barriers to Trade (TBT) that negatively impacted the flow of
goods between EU countries. Currently, the three main governing
standards organizations in Europe include European Committee
for Standardization (CEN), the European Committee for Elec-
trotechnical Standardization (CENELEC), and the European
Telecommunications Standards Institute (ETSI). These organiza-
tions play a central role in limiting TBT in the European Union
and enhancing the ability of trade to flow freely throughout the
region. CEN and CENELEC both have one voting member rep-
resenting the national standards body of each of the 30 member
countries, which include the 27 28 European Union member
states, and the 3 countries of the European Free Trade Association.
All ratified European standards are then voluntarily adopted as na-
tional standards in each country. Moreover, the European Council
created the “New Approach” in 1985 that sets essential requirements
that products must meet before they can be distributed on the Eu-
ropean Market. As long as manufacturers provide a ‘technical file’,
they can choose any technical way to meet these requirements. How-
ever, by far the easiest way is to follow the relevant ‘European Stan-
dard’, which will gain them access to the European Single Market.
A main TBT that presents problems for international trade is
when a country changes technical regulations required for all prod-
ucts without giving manufacturers or governments of other coun-
tries time to review the changes. In addition to the 98 /34 notifi-
cation procedure that requires member states to go through a
three-month examination period by other member states when
adopting a new draft. The European Commission has also adopted
the WTO TBT notification procedure. Both of these procedures
limit barriers and enable competitive and open trade for the In-
ternal European Market. More specifically, the TBT Agreement
of the WTO requires all members “to notify their draft technical
regulations and conformity assessment procedures and to respect
the principles of non-discrimination between national and import-
ed products, proportionality and equivalence.”® This procedure

5 European Commission. "Single market for goods Prevention of technical barriers to trade."
Enterprise and Industry. hetp://ec.europn.cu/enterprise/policies/single-market-goods/prevention-
technical-barriers-trade/index_en.htm (accessed November 1, 2010).
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gives WT'O members and producers to have the chance to review
all changes to product requirements. The access to open informa-
tion allows manufacturers to make the necessary changes to their
products in order to compete in the international market.

The current State Agency on Standardization, Metrology, and
Patents of the Republic of Azerbaijan (AZSTAND) was estab-
lished by Decree No. 623 on December 27, 2001 to become the
main authority for creating and enforcing standardization policy
in Azerbaijan. It is backed by the following 6 State standards of
law “On Standardization”: (AZS 1.0-96, AZS 1.2-96, AZS 1.3-
96,AZS 1.4-96,AZS 1.5-96, AZS 1.6-96). AZSTAND is official-
ly a member of the International Standards Organization.

These are the following uties of the Agency as stated on a state

website®:

¢ to implement the state policy in the field of standardization,
metrology, certification and protection of objects of the indus-
trial property,

e to form the basic directions of a state policy, prepare and provide
implementation of target programs, coordinate activities of oth-
er state bodies and institutions of local governing, economic
subjects in the above-mentioned fields,

e for the purpose of observance of requirements of standardiza-
tion and metrology, to take measures of the state control,

e to provide unity of the means of measurements,

* to organize works on protection of objects of the industrial
property,

e in order to increase the competitiveness and quality of the goods
(works, services) made in the territory of the Republic of Azer-
baijan, to update normative documents in the field of standard-
ization, metrology, certification and protection of objects of the
industrial property, uniting in themselves modern scientific and
technical potential and the advanced international practice, and
take measures on providing their conformity to modern inter-
national practice,

¢ Heydar Aliyev Foundation. State Committee On Standardization, Meteorology, and Patents
of Azerbaijan (accessed November 1, 2010)
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e in accordance with the procedure provided for in the legislation,
to implement the state control over the conformity of imported
(put into free circulation) and exported goods (works, services)
to the requirements of standards, metrological rules and norms,
rules of certification and protection of industrial property ob-
jects,

e to implement the necessary measures in the sphere of application
of appropriate international standards in the Republic of Azer-
baijan,

¢ to implement the other duties provided for in the legislation of
the Republic of Azerbaijan.

Notably, Enquiry Point of the Republic of Azerbaijan was estab-
lished in September 2010 under the State Agency on Standardi-
zation, Metrology and Patents of the Republic of Azerbaijan in
accordance with the requirements of Agreement on Technical Bar-
riers to Trade of World Trade Organization. The Azerbaijan En-
quiry Point’s duties were stated on the official website”. It aims to
ensure the global trade without any barrier and there are some
agreements of members that were taken into account. One of
these duties is to prepare and implement the standard based activ-
ities that influence the trade. These activities are the agreements
on Technical Barriers to Trade that contain WTO members’ rights
and responsibilities. TBT agreement requires every member country
to establish the national Enquiry Point in order to remove the lack
of information and to give information service to stakeholders.

The services that Enquiry Point delivers are followings:

— notifying WTO partners of Azerbaijan about new or modified
technical regulation and conformity assessment procedures with
the possible impact on trade and providing them with related
documents,

— sending the comments received in connection with the local and
foreign measures to the relevant regulating authority for con-
sideration,

7 betp://www.azstand gov.az/index.php lang=3& id=178& sub_id=176
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— obtaining strategic information about design, production, mar-
keting, import and export of products and services,

— replying technical enquires about difterent issues including na-
tional, foreign and international standards, technical regulation
and conformity assessment procedures of Azerbaijan and other
foreign countries.

Azerbaijan WTO Accession Process

Notably, Azerbaijan’s WTO accession is EaP’s goal . Thus EaP has
set the goals for Azerbaijan in order to increase competitiveness,
develop non-oil sector and enhance share of non-oil sector in
GDP, develop business environment, be a member of WTO.
These goals were set in order to support the economic, social and
political reforms and to align them with the standards of the Eu-
ropean Union and Council of Europe.

Eastern Partnership works in the framework of European Neigh-
bour and Association Agreement (AA). There are four parts of
AAs: 1) Political Dialogue and Foreign and Security Policy, 2) Jus-
tice, Freedom and Security, 3) Economic and sectoral cooperation,
4) Deep and Comprehensive Free Trade Agreements (DCFTA).

Every country negotiates the DCFTA separately. The DCFTA
is an adaptation of the partner countries trade related legislation
with the EU standards. As Azerbaijan is not a WTO member, she
cannot negotiate over DCFTA with the EU. The government of
Azerbaijan (GoA) officially applied to the WTO Secretariat to be-
come a WT'O member in 1997, thus resulting from the establish-
ment of Azerbaijan's Working Party in the same year. A group by
GoA had been established, with a view to tackle problems before
the country gets into the accession period. GoA submitted a Mem-
orandum on its Foreign Trade Regime on 22 April 1999. Later
on, the Permanent Mission of the Republic of Azerbaijan had pro-
vided replies to additional questions submitted by Members on
the Memorandum on the Foreign Trade Regime - Australia,
Japan, the European Union states, and the United States.

Azerbaijan has reached agreement with Georgia and Moldova
on bilateral negotiations meanwhile negatiating with other select-
ed countries including US and EC continues. In order to continue
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negotiations over fair trade principles in the wake of joining the
WTO and to develop the documents to be submitted to the WTO
by the coordination from related structures, as well as to provide
a single economic policy in WTO negotiations, an appropriate
Commission, consisting of high-rank government ofticials accord-
ing to the 22 August 2003 order by the Cabinet of Ministers, had
been established. To deal with these items, the Commission/
Committee had designed nine Work Groups.

Policy Convergence Discussion

Trade is an essential element of the EU single market with its four
basic freedoms: circulation of goods, persons, services and capital.
With no internal economic frontiers it is the catalyst of the EU
economic integration.® Policy convergence of varying requirements
for products of the different trading nations is considered as an es-
sential task to reduce production costs and to increase transparency
tor traders. Therefore, the convergence of technical requirements
for products to those provided by the EU-Acquis reduces barriers
to trade and gives positive incentives to international trade. Tran-
sition to the market economy is characterised by competition nec-
essarily implies the maintenance of coherent, efficient and transpar-
ent standardisation and certification rules in order to achieve high
quality and safety of products as well as services.

TBT and cross-border cooperation (customs) are consequently
important fields to analyse development of mutual relationships
and convergence of policies in these areas directly serves the pur-
pose of EaP, emphasizing increased mobility, better economic in-
tegration and contacts between people. These are also totally in
line with the overall EU policy and goals in the region and Azer-
baijan, including ENP and PCA with the latter establishing a
tramework for the development of closer cooperation between the
parties in the areas of trade, investment, economics, legislation and
culture. TBT and customs (cross-border cooperation) are there-

8 Jafar Alakbarov, Ulviya Abdullayeva, and David Parsons, Scoreboard Report On Customs Law,
http://pea.az/uploads/Customs_final.doc (accessed November 1, 2010).
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fore selected as priority sectors that explicitly reflect EaP priorities
(such as economic integration) and implicitly serve to others (such
as mobility and border management programme).

The implementation of such a system also ensures a higher level
of legal certainty for all economic operators and thus contributes
to further stimulate the modernisation of the economy. In a global
economy and increase of world trade, technical rules and stan-
dards, which are necessary for safety reasons and consumer and
environment protection, should not be applied as a tool to impede
trade. In such a case, technical rules and standards would indeed
become an instrument of protectionist policy, which is forbidden
according to the principles of the GATT. The aim of the ISO is
to harmonise the development of standards, the establishment of
uniform testing methods, label requirements and terminology.

When Azerbaijan becomes a WI'O member, it will also have to
comply with the most favoured nations clause and, as far as tech-
nical regulations are concerned, to treat imported goods from CIS
and from other parts of the world on an equal footing. Technical
regulations should furthermore not be more restrictive than nec-
essary in order to fulfil legitimate objectives such as the protection
of human health and safety, life and health of animals and plants,
and protection of the environment. Enhancing Azerbaijan’s Ac-
cession is important because DCFTA and Association Agreement
will be oftered only once these countries have joined the WTO.
Since Deep and Comprehensive Free Trade Area (DCFTA) and
Association Agreement will cover substantially all trade, including
energy, and aim at the highest possible degree of liberalisation
(with the asymmetry in the pace of liberalisation appropriate to
the partners’ economies, WTO Accession is becoming one of pri-
orities in Azerbaijan.’

A quick look at the Azerbaijan’s standardisation and conformity
assessment procedures system reveals that relevant laws, decrees
and resolutions include in some cases characteristics that are not
compliant with international and European rules in the area. Con-
vergences as close as possible to relevant EU sectoral policy rules
is the best way of ensuring that Azeri policies and system comply

o Ibid.
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with the WTO Agreement on Technical Barriers to Trade , while
providing the most favourable conditions in order to foster trade
between Azerbaijan and the EU. Policy convergences are to be
made in the more general context of legislative adaptations cur-
rently taking place in other CIS countries in respect of technical
barriers to trade and standardisation.

In recent years, some of these countries, such as, for instance
Moldova, Georgia and Kyrgyzstan, have joined the WTO and are
in the process of reforming their standardisation and certification
systems in order to comply with the requirements of the TBT
Agreement. Similar reforms are underway in Russia, Ukraine,
Kazakhstan, the countries struggling to accede to the WTO. As a
consequence, the majority of CIS Member States is moving from
the former soviet standardisation system based on the GOST stan-
dards towards a legal framework consistent with WTO principles.
Since Azerbaijan has had trade relationships with all these coun-
tries, the adaptation of its rules, structures and procedures there-
tore also helps to ensure that its trade patterns within the CIS will
not be impeded in the future due to diverging technical rules.

As mentioned in the Concept Note for the EaP, there are prior-
ities under both the EaP and Partnership and Cooperation Agree-
ment (PCA) and the ENP Action Plan, which need special atten-
tion in the 2011-2013 programming period to support the efforts
of Azerbaijan to accede to WTO. The Eastern Partnership ofters
a long term prospect of Association Agreement including a DCEF-
TA and further integration into EU economy and a stronger focus
on regional and cohesion policy. The document mentioned that
EaP will facilitate trade between Azerbaijan and the EU, to assist
Azerbaijan in its preparations for the WTO accession as well as to
support Azerbaijan’s gradual alignment with the EU’s internal
market as a result of increased regulatory convergence with the
EU.

Azeri government has signed the Partnership and Cooperation
Agreement with EU, and is included in EU European Neighbour-
hood Policy (ENP) and Eastern Partnership programs. PCA es-
tablishes a framework for the development of closer cooperation
between the parties in the areas of trade, investment, economics,
legislation and culture; all with big implications for TBT and cross-
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border cooperation. These provide high opportunities for integra-
tion into European market, and require WTO accession discussed
below. The EU programs could bring substantial efficiency and
welfare gains to neighbouring countries, via liberalized access to
the EU’s single market. Legal changes in the areas of customs and
financial services should promote trade facilitation and business
creation. Convergence toward EU regulatory standards may not
matter much if the ENP does not significantly improve the new
neighbours’ access to the single market.

Under Article 43 of the PCA, Azerbaijan shall endeavour to en-
sure that its legislation will, gradually, be made compatible with
that of the Community. One of the key areas of the legislative co-
operation that are stipulated in paragraph 2 of Article 43 is the
Customs law. This is reinforced by Article 45 of the PCA that is
concerned with cooperation of the Parties with a view to ensuring
that Azerbaijan's international trade is conducted in conformity
with the rules of the WTO.1°

Complying with WTO provisions is important in this context.
EaP expects Azerbaijan to become a WT'O member or at least as-
sociate member soon to extend the duration of the program in the
country. Now Azerbaijan is negotiating with WTO for getting ac-
cession. The local entrepreneurs (especially rural) do not necessary
receive information regularly. This now hinders the accession.

Therefore there is a demand for publishing information on Prin-
ciples and guidelines of WTO, brochures, the bilateral relations
and the negotiations between GoA and WTO and its possible ef-
fects on the economic atmosphere, the advantages and disadvan-
tages of accession to WTO for local entrepreneurs. The provisions
on TBT and customs regulation are mainly reflected in General
Agreement on Tariffs and Trade (GATT) from 1947. Article I of
GATT sets the general principle of most favoured nation treat-
ment, which means that “any advantage, favour, privilege or im-
munity granted by any contracting party to any product originat-
ing in or destined for any other country shall be accorded to the
like product originating in or destined for the territories of all oth-
er contracting parties".

10 Tbid.
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Another important issue is regulation of transit procedure in Ar-
ticle V of GATT. According to this Article parties shall provide
“treedom of transit through their territory, via the routes most
convenient for international transit, for traffic in transit to or from
the territory of other contracting party". "No distinction shall be
made which is based on the flag of vessels, the place of origin, de-
parture, entry, exit or destination, or on any circumstances relating
to the ownership of goods, of vessels or of other means of trans-
port”. Each country is obliged to accord to traftic in transit to or
from the territory of any other contracting party treatment no less
favourable than the treatment accorded to traffic in transit to or
trom any other third country.

Article VI prohibits dumping by which products of one country
are introduced into the commerce of another country at less than
the normal value of the products and countervailing duties to the
export or import of products. GATT regulates in detail the con-
ditions of valuation of goods for customs purposes (Article VII),
tees and formalities which are connected with importation and ex-
portation (Article VI), marks of origin (Article IX) and elimination
of quantitative restrictions (Article XI).

Several provisions concerning customs regulation are reflected
in the Agreement on Trade-Related Aspects of Intellectual Prop-
erty Rights (TRIPS Agreement). In particular, Section 4 of the
Agreement contains special requirement related to border meas-
ures of the member-states which are directed to the enforcement
of intellectual property rights. They enable a right holder to apply
tor the suspension by the customs authorities of the release into
free circulation of goods, which are suspected to be counterfeit
trademark or pirated copyright goods.

Recommendations and Conclusion

The Government of Azerbaijan has shown slow but promising
steps towards modernizing its Customs and Trade sectors to facil-
itate a greater integration with the European Union. However,
there are still many steps that need to be taken to fulfill economic
integration goals set by the European Partnership Initiative. The
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process involved with Azerbaijan’s accession to the WTO can si-
multaneously contribute to a more open and trade-friendly envi-
ronment that follows the spirit of European integration.

In fact WTO accession must remain a priority for Azerbaijan as it:
* is key to effective economic diversification,

e it will render the domestic market more competitive,

e it will help domestic companies compete abroad.

Despite its strategic location, rapid economic growth and eco-
nomic reforms, Azerbaijan must adhere to the principles and dis-
ciplines of the WTO to attract the greater levels of trade and in-
vestment by EU businesses that are warranted in the long run.

As much as for its rich but concentrated domestic market, Azer-
baijan is of interest to EU businesses from a regional perspective
as a promising platform or bridge for expansion. Given Turkey’s
WTO membership and Russia’s impending WTO accession, Azer-
baijan’s WTO status will necessarily become an increasingly im-
portant consideration for EU businesses. As EU businesses elabo-
rate their regional business strategies, WI'O membership could
well be the decisive factor in attracting trade and investment into
Azerbaijan over its neighbors.

Inconsistency and a lack of transparency in the implementation
of customs rules and procedures are routinely cited by EU busi-
nesses as major hurdles to increased trade with Azerbaijan. EU
businesses also highlight greater transparency and consistency in
the application of other regulatory provisions and government ten-
ders as necessary to encourage more investment. Through the dis-
cipline and coordination that may be imposed under the PCA and
WTO in conjunction, EU businesses are accustomed to addressing
such issues in many emerging markets and by increasing trans-
parency and predictability, in a rules-based trade system, the re-
sulting gains for the local economy are likely to be very significant.

By joining WTO, the CIS countries have committed to adjust-
ing local regulations to comply with international norms and to
replacing the GOST (Soviet) system with those that meet WTO
standards. As a norm, implementation of this commitment has
been a legal limbo. Consequences are the following:



182 Vugar Bayramov

¢ the GOST system of standards is not recognized in the major
export markets (i.e. restricts the acceptability of products in non-
GOST markets),

e barrier to international trade, barrier to innovation as well as
costly for businesses.

In addition to standards themselves, the procedures through
which products are evaluated for conformity to regulatory require-
ments have important implications for market efficiency and trade
expansion.

Example: quality infrastructure (metrology, accreditation, stan-
dardization and certification) systems in Kazakhstan and Kyrgyzs-
tan. In this case, negative impact will be on the output of local
production, the ability of local suppliers to export products and
services, and the start-up costs for new businesses.

Perhaps one of the greatest needs of the Azerbaijan Government,
with reform eftorts has been foreign assistance, is drafting modern
legislation to meet the requirements of the WTO and other inter-
national trading partners. Azerbaijan has shown interest in seeking
foreign assistance by participating in multiple programs. An exam-
ple is the program implemented by the United Nations Develop-
ment Programme and co-financed by the PCA and TACIS pro-
grams, which was entitled “Modernization of Customs Service in
Azerbaijan.” The project aimed at developing customs legislation
that was in line with European legislation and international stan-
dards. Azerbaijan’s cooperation with an international team of ex-
perts led to a successful draft of a new customs code. This is a very
positive step for Azerbaijan in becoming a more transparent and
efficient trading partner and also follows the goals laid out in the
Azerbaijan developed a "State Programme on Development of
Customs System of the Republic of Azerbaijan in 2007-2011",
which was developed by Presidential Decree in February of 2007.
However, this code is still waiting final approval by the President
and the Cabinet of Ministers and has not become an official law.
It is recommended that the Parliament approve this new Customs
Code to replace the current outdated Customs Code that was de-
veloped in 1997. In addition, if this new Customs Code is adopt-
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ed, special trainings and seminars should be held to ensure that
Customs employees would be able to efficiently implement and
operate the new system. Moreover, changes to Customs Code will
also help with Azerbaijan’s process of accession to the WTO.

Our research found out also that Ukraine as a Useful Analogy for

EU Businesses, since;

e Ukraine’s PCA with the European Union entered into force in
1998, approximately at the same time as Azerbaijan’s (1999),

e however, EU businesses’ confidence in Ukraine has increased
markedly since the country’s WTO accession in 2008,

e practical implementation by Ukrainian authorities of many key
trade and investment provisions remains problematic,

e however, EU businesses are more reassured because recourse is
now available under multiple legal regimes,

e Ukraine has thus figured more prominently in regional business
strategies, whether to supply Ukrainian domestic consumers or
as a platform for exports to the European Union, Russia and
South-Eastern Europe.

The paper found that producers in the CIS countries members of
the WTO face:

¢ diminished demand for their products,

* increased competition from foreign producers, and

e lower prices and release of their potential competitiveness.

Joining the WTO is a great step towards being more connected
with the European Union trading partners and the international
trading community as a whole. Accession to the WTO requires
Azerbaijan to comply with the Technical Barriers to Trade Agree-
ment that would simultaneously comply with trading requirements
set by the EU. This agreement aims to create a transparent envi-
ronment where no technical rules unnecessarily impede trade be-
tween countries. As part of the WTO process, Azerbaijan has be-
gun liberalizing its trade regime and has drafted new legislation
on TBT. Therefore, it is reccommended that Azerbaijan continue
the accession process without the delays that have existed in the
13 years since it officially began the negotiations process.
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The WTO membership will also lead to increases in direct for-
eign investment flows and expansion of export opportunity of im-
port-oriented industry. Practices of WTO members show that fol-
lowing accession, the results are different for each member. The
WTO accession attracts direct foreign investment: not only the in-
vestment into the membership is increased, but also it leads to eco-
nomic growth. For example, serious improvements are observed
in the amount of foreign investments after Kyrgyzstan, a “pioneer”
in the CIS-space, joined the WTO. Notably, the WTO is a unique
international global institution regulating trade relations between
nations. WT'O’s activity is based on agreements with the states.
These agreements rest upon negotiations conducted between the
countries and are ratified by these countries parliaments. The
WTO charter indicates that its key goal is to assist producers, ex-
porters and importers of commodities or services to manage and
expand their businesses. WT'O membership will promote foreign
investment flow into Azerbaijan’s export sectors.

And it means assumption of commitments to protect the right
of creditors and from this viewpoint, the regional governments
cannot pursue discrimination policy in the foreign investment field
after WTO accession. Horizontal investments (investments into
the local market) will be directed to the regions where population
is densely concentrated and vertical investments (export invest-
ments) will target the overseas sectors where more qualified em-
ployees are accumulated. On the other hand, regardless of Azer-
baijan’s WTO membership, the improvement of the investment
environment will promote long-term economic growth.

By WTO experts’ estimates, liberalization of foreign trade may
be implemented more rapidly through regional and bilateral trade
agreements. The number of Regional Trade Agreements (RTAs)
has been steadily increasing over the last 20 years as has the share
of preferential trade in world trade. By the beginning of 2005,
more than 250 RTAs had been notified to the WTO, of which
130 were reported after 1995. Out of these 170 are currently in
force. The total amount of agreements in force could come close
to 300 towards the end of next year. The regional and bilateral
trade agreements may give an impetus to the processes on multi-
lateral trade agreements. The most recognized regional trade
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agreements may include: the European Union, the European Free
Trade Association, the North American Free Trade Agreement,
the Southern Common Market, the Association of Southeast Asian
Nations, Asian Free Trade Area and the Common Market of East-
ern and Southern Africa, the Economic Cooperation Organiza-
tion. The WT'O membership will help Azerbaijan take advantage
of going beyond at least the regional frontiers. Besides, the region-
al trade agreements within the CIS-space are not effective. For this
purpose, it is not worth comparing WIT'O membership with the
regional trade agreements. Moreover, the countries prioritising re-
gional trade agreements are WIT'O members. For example, the
countries of European Union are WT'O members and these states
are represented in this organization in the form of sole institution.
And the majority of WT'O members have joined one or more re-
gional trade agreements. So, Azerbaijan’s WTO accession will not
have a negative impact on its position and role in the regional trade
agreements. In fact, it will help make it a more attractive trading
partner for the European Union.

As for standardization systems, the current Azerbaijan laws are
not fully compliant with international and European rules in the
area. Convergences as close as possible to relevant EU sectoral pol-
icy rules is the best way of ensuring that Azeri policies and system
comply with the WT'O Agreement on Technical Barriers to Trade,
while providing for the most favourable conditions in order to fos-
ter trade between Azerbaijan and the EU. By following “European
Standards” for products, Azerbaijan will be setting itself up for an
access to the European Single Market, which requires standardi-
zation and no product discrimination. Policy convergences are to
be made in the more general context of legislative adaptations cur-
rently taking place in other CIS (Commonwealth of Independent
States) countries in respect of technical barriers to trade and stan-
dardisation. This will also assist Azerbaijan with increasing trade
with other regional countries. Since joining the WTO will require
Azerbaijan not to discriminate against foreign imported products,
Azerbaijan must begin taking steps to revamp the local production
industry and prepare factories for the import of competitive goods.

For instance, Azerbaijan could aim at fostering, in a first stage,
compliance of imported products (depending on the priority set
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torth by Azeri government; e.g. import of compatible agricultural
and food products such as nuts, fruit and vegetable juices) with
international standards. On the other hand, Azerbaijan may decide
to initially encourage compliance of its domestic production with
international standards. Such a policy convergence might for in-
stance be carried out with a view to enhance exports of its domestic
productions to geographical areas other than the CIS countries.

Another reason might be to develop local production in connec-
tion with future import of cheap and compatible products follow-
ing accession to the WT'O. Emphasis on the national production
might thus be targeted at the economic areas where harmonization
is most lagging behind. Another option could also be to select as
a priority the industrial or service sectors that hold the largest share
of the economy, should they present the best prospects for exports.
Such an analysis in the early stage of the project will allow to map
the relevant policy landscape in Azerbaijan, conducting a policy
gap analysis and regulatory need assessment for sector policy con-
vergences in TBT and custom fields, all necessary for developing
recommendations, and conducting eftective policy convergence
and advocacy.

No matter which path Azerbaijan chooses to take in regards to
standardization, it is very important that the government follows
the lead of other standardization bodies, such as the European
Committee for Standardization that brings “together all interested
parties such as manufacturers, consumers, and regulators of a par-
ticular material, product, process or service” when setting regula-
tions.!2 It is of utmost importance that a dialogue is created and that
manufacturers are given the correct information, time, and resources
needed to change standards for more effective regional trade.

All of these measures of Trade and Customs modernizing can
be huge in making Azerbaijan more integrated with the EU. How-
ever, while the EU’s presence is large in Azerbaijan with its EaP,
ENP and PCA, as well as multiple development projects and pro-
grams implemented with involvement of state and civil society ac-
tors, EU awareness however is very low in Azerbaijan; it is lower

12 European Committee for Standardization. FAQs. http://www.cen.en/cen/Pages/FAQ.aspx
(accessed November 1, 2010)
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than the awareness in the neighboring countries, and lower than
one would expect given the range and scale of EU involvement in
Azerbaijan and the region. This ignorance applies now not only
to the society in general, but also to civil society organizations and
state officials/public servants, including even many of those in-
volved with EU projects and programs. This is why the promotion
of EaP is an urgent task in the context of raising the awareness of
EU and its policies, programs and priorities in the national and re-
gional levels.

For that reason, advocacy and communication have to be
planned within this context towards effectively identifying and
reaching the target groups and promoting the outputs of sector
policy convergences discussed in this paper. Such an advocacy and
communications strategy will have side effects on raising the
awareness and interest for other EU activities in Azerbaijan and
the region, including ENP, PCA and also WTO related reforms.

In conclusion, in order for Azerbaijan to further integrate with
European Union, the government must (1) draft customs and
trade legislation that moves to meet EU standards while still being
conscientious of local needs, (2) effectively include the input and
cooperation of local entrepreneurs and producers (3) create an ac-
tion plan that will allow the effective implementation of the new
legislation and (4) ensure that these new implementations are
monitored and prepared for any shocks from the new legislation.
Azerbaijan has the ability to be a stronger EU trading partner. This
integration will help facilitate the movement of services, informa-
tion and people in the region. It will also help strengthen the non-
oil and gas sectors that need to be developed as oil revenues de-
crease over the next decade. The WTO accession is a good step
towards being a more global and open trading partner. It can have
great advantages in increasing investment, trade, transparency, and
encourage large-scale technology transfers. It will also bring leg-
islation against TBT, give Azerbaijan an incentive to conform to
international standards, and open the country to increased foreign
products that help to increase competition in domestic firms and
aid in increasing transparency, while decreasing corruption. To
meet these goals, Azerbaijan must show strong leadership and
commitment to meet the many international requirements. How-
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ever, the tough short-term disadvantages during this transitional
period will lead to a more diverse, transparent, and stable, long-
term economy for Azerbaijan.
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THE EU AND ITS EASTERN PARTNERS:
CONDITIONALITY AND EXPECTED
BENEFITS - HOW DOES THE RUSSIA
FACTOR MATTER?!

Zsuzsa Ludvig

Introduction

Slow progress within the EU Eastern Partnership (EaP) program
and disappointment of all affected partners can be explained by both
problems arising on the EU and the Eastern Partners’ side. Besides
recent economic difficulties, diverging member state interests and
approaches including the ‘South versus East’ problem?, shared com-
petencies between EU institutions, uncertainties of conditionality?,

I The study is based on the research supported by the Hungarian Scientific Research Fund
(OTKA) Project No. K105914. An earlier version was published by the Istituto Affari Interna-
zionali, in Documenti IAI 13,2013

2 Visegrad countries and Sweden for instance are among major supporters of the Eastern Part-
ners, while France and other member states from the Southern part of the EU are more inter-
ested in the other direction of the ENP, that is in the Euro-Mediterranean Partnership. Ger-
many’s positions are of key importance.

3 Belarus is a good example where the EU has been hesitating or has had problems when
trying to establish conditionality for the past few years. Here on the one hand the EU would
like to send clear and definite messages to the recent authoritarian Belarusian leadership, on
the other it does not wish to put punishment on the population. A second problematic country
is Ukraine, where conditionality got impetus due to the negative turn in domestic political de-
velopments, but where even most recent ‘conditions’ of the EU are not clear. (According to
the Council conclusions on Ukraine, of 10 December 2012, the EU is ready to sign the
already initialled Association Agreement in case Ukrainian authorities “address the cases of po-
litically motivated convictions...”, but the document does not mention the Julia Timoshenko
case as a concrete condition.) Relations with Azerbaijan also raise the problem of conditionality:
the EU has been often blamed of being too tolerant with the country possessing huge energy
sources in which the EU is interested.
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problems on EU side include some major deficiencies like the lack
of incentive of EU membership or the slow progress in the visa-free
movement of people, the a second major issue for most EaPs. All in
all the ‘carrot’ offered by the EU is a small one compared to the ap-
petite of the targeted countries. At the same time Eastern Partners
can also be blamed since most of them delay in ‘doing their home-
work’ to transform their political, juridical or economic systems.
The paper argues that in some cases this ‘delay’ that is the lack of
real commitment to doing the homework is greatly influenced by a
third factor, namely the forced choice on foreign policy orientation
tfor which Eastern Partners seem to be either not ready or not ded-
icated enough. The next EU-EaP summit to be held in Vilnius in
the Autumn, 2013 might become a milestone in this respect. The
core of the problem roots in the EU ‘offer’ of deep and compre-
hensive free trade agreements (DCFTAs) that institutionally exclude
the possibility of the Eastern Partner’s parallel economic integration
towards East. The first-ever EU EaP Association Agreement includ-
ing a DCFTA is expected to be signed in this summit with Ukraine.

Eastern Partners can be divided into two groups. The first includes
those partners that declared their willingness to become members of
the European Union: Ukraine, Moldova and Georgia. These states
have been expecting clear signs, reflecting worthy of their European
choice from the EU. The European Neighbourhood Policy (ENP),
and particularly the EaP, as the answer to these expectations on part
of the EU is not convincing enough for them. Meanwhile, their do-
mestic political landscapes have been changing as well. For instance,
Ukraine has become a more reluctant or at least hesitating partner,
while due to most recent domestic political events Moldovan com-
mitment might become also uncertain in the future. Shifts in these
two countries are important, since after the initial period when
Ukraine was the pioneer country in the Eastern dimension of the
ENP, for the past few years Moldova has been seen as the ‘best pupil
in the class’ that is the most advanced in rapprochement to the EU.
Definitely, now, Georgia remains the most determined Eastern Part-
ner. Although members of the second group, Armenia, Azerbaijan
and Belarus, have less definite goals and they intend to establish close
ties without any real commitment to the EU, the forced choice
might be relevant even for some of them in the future.
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Eastern Partners between
the European Union and Russia

After a short period of cooperative approach at the beginning of
the 2000’s*, the EU and Russia evidently got involved into a com-
petition or even rivalry over their common post-Soviet neighbours
with a most obvious struggle for Ukraine evolving for the past few
years. In 2003 the EU launched the European Neighbourhood
Policy followed by a more targeted program within the Eastern
Partnership initiative in 2009. EaP offers ‘deep and comprehensive
free trade agreements’ (DCFTAs) as a core economic element of
the planned Association Agreements.®> On its side, Russia also ini-
tiated an ambitious integration project in the post-Soviet space,
namely the Customs Union (CU) within the Eurasian Economic
Community in 2010 now called as ‘Single Economic Space’ (SES),
and with the final goal of creating an Eurasian Economic Union.

Both ‘offers’ have their severe economic consequences making
the choice for the EaPs hard. The necessity of the choice is due to
the fact that the Russia-led CU/SES goes beyond the level of a
free trade regime which makes the two parallel rapprochements
impossible for institutional reasons. However, while economic
benefits of the DCFTAs with the EU might be expected mainly
in the long run (like the positive changes of the economic struc-
ture, more keen market competition leading to increased compet-
itiveness, economic growth and increased welfare etc.)®, the eco-
nomic disadvantages of rejecting the Russian offer will arise
immediately.

+ In 2002 the EU and Russia jointly worked out a ‘White Book’ on their economic co-opera-
tion with a possible extension of the results of bilateral co-operation such as the planned Com-
mon Economic Space to other post-Soviet states. (Belaja Knyiga, 2002)

5 In fact, it is not possible to conclude the Association Agreement (AA) on political co-opera-
tion without signing the DCFTA and DCFTA cannot be applied without a signed AA, which
is a major hampering factor in the whole process in both cases: either in a case when a country
is politically determined (Georgia) or when it is ready for deeper economic co-operation but
political conditions are still not satisfactory (the case of the finalised DCFTA of Ukraine).

¢ Long-term economic benefits have been predicted in several impact assessments studies made
by up till now either for Ukraine or Georgia. See for example CEPS, IFW and ICPS (2006)
for Ukraine; Kakulia (2013) for Georgia. However, interestingly there are Ukrainian estimati-
ons, according to which Ukraine will not benefit from the DCFTA at all. One of them was
made by the Institute for Economics and Forecasting of the Ukrainian National Academy of
Sciences. Sidenko (2013) and Shynkaruk (2013)
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The European Union is not ready to offer the membership per-
spective to the Eastern Partners in the foreseeable future and seems
to be rather reluctant in providing visa free regime for them as
well. Visa free movement has been linked to very strict, mainly
technical conditions.” Reluctance on the EU part concerning the
free movement of citizens of EaPs might turn to be a bad policy
in this competition as well. Despite the strong pressure from some
EaPs for visa-free movement of their citizens to the EU, visa free
regimes can be expected only in the long term.® At the same time
citizens of most post-Soviet countries can enter Russia without
visa, with Georgia being the only EaP for which visa is needed.
Georgia is not only the most distant post-Soviet partner regarding
new post-Soviet integration projects but belongs to the small
group of two post-Soviet countries outside the CIS as well.? The
visa regime introduced by Russia towards Georgia well illustrates
its differentiated and presumably differentiating policy approach
towards certain post-Soviet countries in the future.

Eastern Partners face a challenging integration/orientation
dilemma. Most of them still have very close ties to other post-So-
viet economies, mostly to Russia, in several cases and sectors even
with strong dependencies, while they are in the process of devel-
oping privileged economic links with the EU as well. Now, they
are or in the future they will be forced to choose between integra-
tion course to the West or East, between Russia or the EU, since
in the EU approach integration to the EU Single Market excludes
economic integration into other integration groups at the same
time for institutional reasons.!® While this choice, often considered
to be a political one, does not seem to be a problem for some EaPs
(like Georgia), it creates difficulties for others (at the time being
the hottest for Ukraine) with serious short, medium or long term
economic consequences.

7 EU membership is a no. 1. priority for three countries (Ukraine, Moldova and Georgia),
while visa free movement of citizens is key issue for all the six countries.

8 EaDs argue that the state of their technical preparedness and the general level of migration
‘threat’ they represent is not really worse than it was in some Western Balkan countries that
were exempted from EU visa regime during the past few years, pointing to the political cha-
racter of the decision instead of the technical one emphasized by the EU.

 Turkmenistan is the other one.

19°A major problem originates from the lack of WT'O-membership of Belarus and Kazakhstan.
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The EU is a key economic partner for the European post-Soviet
countries. The economic interests of the EU are most manifest re-
garding the energy sources of the post-Soviet region, although de-
veloping trade and investment opportunities are also on the agen-
da. The European Union is already a major trade partner for four
of the European post-Soviet economies, except for Ukraine and
Belarus (based on figures for 2010 and 2011). Here, Ukraine rep-
resents a major issue with its so-called ‘double ties” manifested also
in foreign economic relations, a challenge which the country seem-
ingly has not been able to address so far. Although the European
Union is not ready to offer membership perspective to these af-
fected countries, it intends to get these economies involved into
its Single Market through its DCFTA idea. The idea is open to all
EaP countries that are members of the WTO, that is Azerbaijan
and Belarus, possessing only observer status in the organization,
are at the moment out of the scope of the initiative.

Russia still constitutes the economic centre of the post-Soviet
space. On the one hand, it is the major partner or can be found
among most important economic partners for most post-Soviet
economies. Russia constitutes a major trade partner, an important
investor and an attractive centre for labor migration in almost all
cases. Besides, the ‘Russia issue’ cannot be neglected in the sphere
of energy, neither in the case of energy exporters nor for energy
importers of the region. Transit aspects also largely matter. On the
other hand, it has the ambition to be the centre for them evi-
denced by its integration plans and ideas, already in the process.
However, Russian ambitions and plans for integrating the analyzed
countries face competition on part of other regional powers, like
the EU (or Turkey). Even so, Russian intentions to achieve eco-
nomic integration with other countries of the post-Soviet space by
creating an independent power centre have rarely been taken seri-
ously by the West so far. The argumentation behind this neglect-
ing approach has been basically linked to the failures of difterent
post-Soviet or Russian-led integration initiatives, the phenomenon
of ‘institutions on paper’, treaties with thousands of exceptions,
up until now. We argue that these new Russian projects, namely
the Single Economic Space (SES) based on the Customs Union
of Russia, Belarus and Kazakhstan and the dreamed Eurasian Eco-
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nomic Union the core of which is the Eurasian Economic Com-
munity (EurAsEC) including Kirgizstan and Tajikistan beside the
three above mentioned states, deserve a deeper attention, as they
have taken concrete forms and constitute one of the main focuses
of Russia’s current foreign policy. Economic factors and economic
methods are getting to constitute a more and more important di-
mension of competition between countries and regional powers.
Russia intends to build up or rebuild a Russia-led economic power
centre in the Eurasian continent, particularly in the post-Soviet
space, which is naturally a ‘political plan” at the same time. This
ambition has become manifest during the last decade when Russia
experienced considerable economic growth (especially in the years
2000-2008) and political stability, which allowed it to focus on
projecting its power in the “near abroad”. Russia has both at-
tempted to develop close and strong political relations with the
countries in the region, and formulated a concrete economic in-
tegration plan in its neighbourhood.

A basic question is whether Russia will able to be a real and at-
tractive gravity centre in her near area, abroad or not. Naturally
the answer will be partly ‘yes’ and partly ‘no’. Some post-Soviet
countries (some EaPs) are likely to join or have already joined the
Russian-led integration grouping, while others want to and may
vote against this option.

The common post-Soviet European neighbourhood is evidently
a most important issue in recent EU-Russian dialogue. It is even
more: one of the main hampering factors in EU-Russian rap-
prochement. No significant development in EU-Russia relations
can be achieved without arriving at a compromise on this issue.
Although the EU has been emphasizing that the EaP is not an an-
ti-Russian project, the EaP created deep tensions between the two
partners. It received a rather chilly welcome from Russia who con-
sidered it as an initiative in conflict with its own ideas. Beyond the
general political motivations for being a gravity centre for the re-
gion, energy and trade issues constitute the most evident fields of
clashing interests between Russia and the EU.!!

11 European Foreign Policy Scorecard 2012.
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The forced choice

Tensions between Russia and the EU over Ukraine became public
during 2011, although they existed well before this year.!? Ukraine
followed its well-known multivectoral policy during the nineties,
and tried to keep it even after its euro-integration priority had al-
ready been declared. ENP evidently targeted Ukraine as a no. 1.
country in 2003-2004 (in 2003 within the Wider Europe concept)
but as a slight shift from a balanced multivectorism Ukraine joined
the Russian initiated Common Economic Space involving Russia,
Ukraine, Belarus and Kazakhstan also in 2003 but leaving it soon
after the orange revolution. Since these times, Ukraine has been
balancing between East and West, Russia and the EU, trying to
collect benetfits from both sides, but at moment the country is un-
der high pressure to make a choice.

The EU’s DCFTA plan has been most deeply elaborated in re-
lation with Ukraine. The DCFTA is part of the EU-Ukrainian As-
sociation Agreement and is based on Ukrainian WTO membership
and the declared Ukrainian commitment to the EU integration
course. Although recent Ukrainian political leadership has been
critical of the content of the DCFTA agreement basically negoti-
ated under the previous Ukrainian government, negotiations were
finalized at the end of 2011. The first ever EU DCFTA was ini-
tialled in spring 2012, but its signing and ratification has been held
up by domestic Ukrainian events, among others the imprisonment
of the ex-prime minister, Yulia Timoshenko and the prosecution
of other representatives of the opposition evidently on political
ground. Although several conditions of the EU have already been
met by Ukraine, the Timoshenko-case seems to be a crucial point
in the future of the Association Agreement.

Meanwhile, Russian ideas on post-Soviet reintegration have been
also developing and getting concrete forms. Three economies es-
tablished the Customs Union, a formula very similar to the Com-
mon Economic Space (CES) initiative launched in 2003.
Ukraine’s absence from the new organisation constitutes the dif-

12 See for example Ludvig (2007).
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ference between the two country groupings.!3 However, beside
the importance of bilateral Ukrainian-Russian economic ties on
the micro level, any post-Soviet integration grouping would need
Ukraine, the second biggest and most advanced post-Soviet econ-
omy. Ukrainian participation is evidently necessary to achieve the
dream of a post-Soviet economic centre as an important pillar of
the multipolar world. Moreover, the decisions of Ukraine, the
largest and most influential country within the EaP, may have an
impact on the course of other EaPs as well.'* This is why for the
past few years Russia has been making pressure on Ukraine to join
the CU.

The EU argues that a potential Ukrainian membership in the
Russian-Belarus-Kazakh Customs Union would not match with
the planned EU-Ukrainian DCFTA and is definitely against
Ukrainian WTO commitments. But Russia made it clear that with-
out joining the Customs Union Ukrainian intentions to renegoti-
ate principles of gas pricing, agreed under the Timoshenko-gov-
ernment, are only illusions. In exchange for the Ukrainian
participation Russia not only ofters cheap gas but the elimination
of export duties concerning its oil and oil products, providing
compensation for potential Ukrainian payments due to WTO
members’ claims and the elimination of safeguard measures intro-
duced against several Ukrainian producers. Altogether according
to Russian calculations the Russian offer totals to about 6.5-9 bil-
lion dollar a year.’® Furthermore, keeping distance from the CU
threatens Ukraine with facing new product wars, a widely used
tool for the past years by Russia, and as a counter measure by
Ukraine, as well. This is how Ukraine became the object of a dou-
ble mill game.'® At the moment, Ukraine is in an “cither or” sit-

13 Ukraine participated in the CES at its starting phase, signed the basic agreement, but after
the orange revolution the new Ukrainian leadership decided to leave the project, stating that
Ukraine is interested only in a FTA level of the Russia-led integration. Both CES aimed and
recent CU aims at a higher than FT stage of integration among members.

14 Shumylo —Tapiola (2012) p. 20.

15 Shumylo —Tapiola (2012) p. 21.

16 On the significance of the CU head of the Ukrainian Ministry of Foreign Affairs, Leonid
Kozhara stated the following in Washington , 9th May 2013: ,,...no country can change its ge-
ographical position. This means that Ukraine has no other option but to strive to maintain
good neighbourly and partnership relations with Russia... Thus, Ukraine will seek the modalities
of its cooperation with the Customs Union.”
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uation since none of its two major partners seem to seek compro-
mise. Ukraine suggested having observer status in the CU, but it
is not in Russian interests and plans to not have Ukraine fully. Al-
though, according to the basic document of the CU, in the long
term Russia is thinking of a large Eurasian Economic Union link-
ing the SES/CU to other states of the Eurasian continent in the
longer run perhaps even with the EU'| in the short run the com-
petitive element of the Russian approach seems to be stronger than
the cooperative one. At least, the officially stated Russian vision
on a future Pan-European common economic area is not in accord
with its strongly negative reactions to the EU DCFTA plans.!8

Moldova and Armenia might also create tensions. Although,
Moldovan economy with its small size and insignificance is not re-
ally crucial for any Russian plan, a definite Moldovan choice for
the EU may lead to serious economic consequences in the coun-
try. Russia would not welcome such a decision for political
reasons.!” Though Armenia at the moment is further from achiev-
ing a DCFTA with the EU than Ukraine or Moldova are now, a
potential Armenian-EU DCFTA would also be painful for Russia
and could lead to difficulties in both EU-Russian bilateral relations
and Armenian-Russian relationship. Furthermore, although the
country is not a formal member of the EurAsEC, neither of the
Customs Union, it takes part in the Collective Security Treaty Or-
ganization (CSTO) and in some EurAsEC-operated entities as
well, like the Anti-Crisis Fund and Innovation Fund which indicate
its interests in post-Soviet initiatives aimed at (partial) re-integra-
tion of post-Soviet economies.?°

17 The final aim of the Russian projects is to “proceed towards creating the Eurasian Economic
Union with other countries, international economic blocs, and the European Union, with the
attainment of common economic space”, that is Russian initiatives would make part of a broader
integration process on the whole Euarasian space. Sidenko (2011)

18 Though not so evidently, Russia launched a similar competition in another ‘common ne-
ighborhood’, in the West-Balkans in 2011 when inviting Serbia and Montenegro, now both
being EU candidates, to the Russia-led CU.

19 Although according to Moldovan expert calculations the potential balance of benefits and
costs of an eventual membership in the CU/SES would be negative mostly due to the high
Russian/CU import tariff rates leading to price increase in the country (Lupusor, 2013), in a
situation of a concrete Russian offer Moldova could easily face similar to thecurrent Ukrainian
pressure. But evidently Transnistria constiutes the most sensitive issue.

20 Sidenko (2011)
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For three countries the orientation dilemma does not exist, at
least not in the foreseeable future. Georgia surely has not been a
target country for new Russian post-Soviet (re)integration inten-
tions due to the political tensions between the two countries. On
its side recently Georgia follows, probably, the most definite Eu-
ropean course from among EaPs with full readiness to meet Eu-
ropean expectations. Contrary to Georgia, Belarus’s path is just
the opposite not only because without WI'O-membership EU
DCEFTA ofter is out of question, but for political reasons as well.?!
From among EaPs Belarus is represented in all Russia-initiated
post-Soviet integration groupings.

The third country, Azerbaijan is in a favourable situation not be-
ing dependent neither on Russia, nor on the EU due to its en-
dowment in natural resources, the EU and Russia are both inter-
ested in. Azerbaijan is most likely to follow its multipolar foreign
(and foreign economic) policy in the foreseeable future.?

Table 1.
Relevance of the ‘Forced Choice’ Dilemma for the Eastern Partners

No EU membership but different
benefits from the EU wanted

EU membership wanted, declared

-, but may
turn to: +

Ukraine + Armenia

Moldova > Azerbaijan -
but may turn: +

Georgia - Belarus -

21 However, a radical domestic political turn, not being likely right now, but cannot be excluded
in the long run, would put the orientation dilemma on the agenda immediately.
22 Mazziotti, M. — Sauerborn, D — Scianna, B. M. (2013)
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Foreign economic relations (trade, FDI,
labour migration) in the mirror of
statistics — EU versus Russia and the
Customs Union

When analysing the ‘in-between’ situation of the Eastern Partners
and the attractiveness of the two gravity centres, concrete strength
of foreign economic relations between the EU and EaPs on the
one hand, and Russia and EaPs on the other should be taken into
consideration as well. Trade, FDI and migration flows and ten-
dencies are subjects to analysis in this chapter in order to evaluate
the prospects and relevancies of economic integration initiatives
with this or that partner.

From among EaP economies, Ukraine is the most interesting
one since the EU and Russia are almost equally important eco-
nomic partners of the country. Trade figures for the past few years
have been very close to each other. Regarding FDI, both actors
have considerable influence on the economy, while Ukrainian la-
bor migration also intensively targets the EU, Russia (and Turkey!)
as well. For Belarus, the EU and Russia are major economic part-
ners at the moment, but taking into consideration all kinds of eco-
nomic links and dependencies, Russia is the dominant one. Be-
larusian economy is evidently dependent on Russia in several
aspects. For Moldova and Armenia the EU is by far the most im-
portant economic gravity centre; however, these countries also
have strong links to the Russian economy in some sectors even
with deep dependency on it. Georgia and Azerbaijan represent the
two special cases. Economic relations between Georgia and Russia
were almost entirely cut due to the political tensions that led to
the 2008 August war, but this cut caused serious harms to the
economy. Furthermore, Russian capital is still present in key com-
panies and Georgian sectors. The Azerbaijani economy is the only
one being not dependent on Russia. The country enjoys economic
benefits of being important partner both for Russia and the EU.
However, in the post-crisis period a new tendency has appeared
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with the rise of influence and significance of third countries like
China or Turkey. On their side, post-Soviet countries under the
pressure of the forced choice make also efforts to develop or
strengthen third pillars of their set of economic links. Next sub-
chapters provide more detailed information on recent state and
trends in the development of these economic ties based on statistics.

Table 2.
Ranking and Share (%) of EU and Russia in EaPs Exports and Imports,
in 2010-2011

2010 2011

1. EU 2. Russia 1. EU 2. Russia

EXPORTS | 175y | (262) | (516) | 208)

Moldova WED |2 Russa | LEU 3] Rissi
. . ussia . . ussia

IMPORTS | gy | (15.3) | (55.6) | (88)

Russia 2. EU 1. Russia 2. EU

| BXPORIS 1 569y | 255) | (289) | (265)
Ulkraine R B e S

. Russia . . ussia .

IMPORTS | “ 260y | 31.3) | (35.4) | (312)
. EU 2. Russia 1.EU 2. Russia

EXPORTS™| 438y | (315) | (37.9) | (35.1)

Belarus Russi 2.EU | L Russa | 2.EU

* ussia 5 5 ussia 5

IMPORTS™ | 585y | (23.0) | (547) | (19.0)
1. EU 2. Russia 1. EU 2. Russia

| BXPORIS | gy | (154) | 455) | (167)
Armenia 1EU | 2.Russia | 1.EU | 2. Russi
5 .Russia 5 5 ussia

IMPORTS | 575y | (22.3) | (283) | (215)
1. EU 7. Russia 1. EU 3. Russia

| BXPORTS ooy |37y | (594) | (45)
Azerbaljan 1.EU | 2 Russia | L. EU | 2. Russi
5 5 ussia 5 5 ussia

IMPORTS | 554y | (17.4) | (324) | (16.8)
1.EU 9. Russia 1. EU | 18. Russia

| BXPORTS e sy | 22y | (195) | (0.5)
Georgia 1EU | 6Russia | 1.EU |36 Russi
. .naassia . . Russia

IMPORTS |\ 584y | (5.6) | (29.1) | (0.1)

* Data for Belarus are for 2009 instead of 2010.
Source: Eurostat
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Trade

International trade was hit strongly by the world economic crisis
bottoming in 2009. 2010 and 2011 already showed growing ten-
dency worldwide and across Europe as well. In these two years the
EU was a major partner for Moldova, Armenia, Azerbaijan and
Georgia both in export and import side, while ranking first in Be-
larus exports also both in 2010 and 2011. Russia was the biggest
export and import partner for Ukraine and ranked first in Belaru-
sian imports during 2010-2011 with a share above 50 per cent (see
table 2).

To conclude, the EU is by far the most important trading part-
ner of the Eastern Partners, with a slightly growing significance
for the region as a whole. However, in Ukraine, the key country
within the EaP framework Russia is the number 1. trade partner,
while Russia ranks first in the second biggest economy, in Belarus
as well.?® As a new element Eastern Partners have started to devel-
op trade relations with third countries heavily and this has been
leading to strengthening positions on part of China and Turkey
in the first line, but others as well. These new tendencies can be
linked both to intentions to reduce dependency on Russia and to
EU internal economic problems. However, economic links with
other than Russian post-Soviet economies are also strong and on
rise among EaPs and with others like Kazakhstan, providing argu-
mentation for thinking over joining new post-Soviet integrations.?*

It is worth having a closer look at Ukrainian figures of the past
years in order to have a deep insight into the Ukrainian orientation
dilemma. Since 2007, exports to the three countries of the CU
have been exceeding exports to the EU27, while Russian shares
alone have been higher than EU ones since 2010. On the import
side 2009 was the turning point for the CU and 2010 for Russia
to have higher shares as compared to the EU ones.

23 In 2011 Turkey represented the 3. most important export destination for Moldova and Uk-
raine, while it was 3. in Armenian imports. China ranked 3. in Moldovan, Ukrainian, Belarusian
and Georgian imports. Iran was the 3. export partner for Armenia according to Eurostat data base.
24 Ukraine was the 2. import partner for Moldova and the 3. for Belarus, while the latter ranked
2. in Georgian import list in 2011. Exports from Georgia to Kazakhstan, the 2. top export
partner totalled to almost 20 per cent in 2011.
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Figure 1.
Ukrainian Exports to the EU, the CU and Russia, 2005-2012 (billion USD)
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Figure 2.
Ukrainian Imports from the EU, the CU and Russia,
2005-2012 (billion USD)
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FDI

Although due to methodological reasons, it is not possible to show
the exact EU and Russian shares in total FDI stock of individual
EaPs, some major outlines can be formulated. EU companies have
invested much more capital into these economies than Russia for
the past one-two decades but the significance of the latter is also
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to be emphasized. According to official Russian statistics, Belarus
with 35.5 % share in total Russian OFDI stock in CIS, Ukraine
(27%), Kazakhstan (12.7%) and Armenia (10.9%) are major recip-
ient countries of Russian FDI, while in the statistics that tries to
exclude the misleading phenomenon of ‘round-tripping’ and ‘hid-
den Russian capital’?®; the leading position of Ukraine (38 %) is
evident. Under this calculations Ukraine is followed by Kazakhstan
(25.3%), Belarus (15.6%) and Uzbekistan (6.8%).2¢ Although
based on both statistics the first three countries are the same, the
latter statistics highlight more the importance of Ukraine for the
new post-Soviet, Russia-led integration groupings. Ukrainian-
Russian economic links on company level are extremely strong.

Table 3.
Russian and EU EDI stock in Ukraine, as of Dec. 31. 2012

- m 0 8
(9] \"
2 2 5 ARS
@D ad} Q
§o S D g 2%
2e = 2 %0 g
2 & — S Fo 2
=0 = =~ QY
g~ 2 i 39p
8 5 E =2
o) S 5
3785.8
million <RRF-
USD 3785.8 |[42979.3|17275.1 | 25704.2 | 6317.0 DI<210
60.9
%
R 7.0 78.9 31.7 )

Source: State Statistic Service of Ukraine

25 Round-tripping means that a certain part of statistically inward FDI is not of foreign origin
in reality, but domestic capital instead, that left the country for different, mainly tax-avoiding
reasons and comes back as foreign. "Hidden origin’ in this case refers to capital of Russian origin
coming to Ukraine, also as Cyprian. According to assumptions the Ukrainian part is the domi-
nant one, but Russian share is also not negligible.

26 Trudovaya migraciya v EEP (2012) p. 132. and p. 139. The statistical data base built up and
used by the authors’ is based on company level information instead of macro statistics.
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Although based on official statistics, the EU is by far the most
important source of FDI in Ukraine, Russia as a country investor
must be among leading ones when excluding the consequences of
the ‘round-tripping’ and ‘hidden origin’ phenomena, with Russian
sum being perhaps close to the figure for Germany, the biggest
EU investor. Although due to lack of exact information on Russian
and Ukrainian shares in FDI coming from Cyprus, one must be
very careful with these calculations it is obvious that real sum for
EDI stock of Russian origin in Ukraine is higher than the official
figure indicates. Recent events in Cyprus might have a major in-
fluence on this picture but these impacts are hard to be evaluated
at the time being. Presumably, Russian investors will chose other
channels for hiding their real identities. This phenomenon affects
other post-Soviet economies as well, but its extent is the biggest
one regarding Ukraine.

Moreover, it is notable that newly launched post-Soviet Customs
Union has already had strong positive impact on capital flows with-
in its frames through the gradual introduction of national treat-
ment. Regulations ease FDI flows from one member state to an-
other even now.?” This trend is due to maintain. As a conclusion one
may state that the balance of FDI is evidently for the EU, but the
influence of Russian capital should not be underestimated, neither.

Labour migration

The largest EU economies like Germany, Italy or Spain are natu-
rally most frequently chosen as target countries by post-Soviet la-
bor migrants. According to a study made for the Federal Office
for Migration and Refugees (Germany) most of post-Soviet mi-
grants lived in Germany, Italy, the Czech Republic and Spain in
2010, with Ukraine, (Russia) and Moldova being the main coun-
tries of origin.?® As for Ukraine, a major source of immigration,
the number of persons with country of birth indicated ‘Ukraine’

27 As a result a massive Russian FDI outflow has been observed for the past 1-2 years from
Russia to Kazakhstan mainly due to the fact that ‘doing business’ rating of Kazakhstan (and
even of Belarus) is much better than that of Russia. Glinkina (2012)

28 Federal Office for Migration and Refugees, Research Report (2012 )
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totalled to 191.9 thousand in Italy, 155.5 thousand in Poland,
116.4 for the Czech Republic and 84.5 thousand in Spain in 2011,
in all with a growth from 2010 except for the Czech Republic
based on Eurostat data base. Although figures for migration from
post-Soviet countries to the EU are rather high and according to
calculations approximately 1.5 million migrants from the CIS lived
in the EU in 2010, post-Soviet migration?® targeting Russia and
other CIS economies is also considerable, with Russia and Kaza-
khstan being on first places as destination countries.

Post-Soviet states still constitute the most important and even
dominating sending country group for Russia. Based on figures of
the 2010 census in Russia nearly 86 per cent of all residents with
foreign citizenship were citizens of any other post-Soviet state. Be-
tween 2000 and 2006 the top 10 sources were post-Soviet states
(excluding only Turkmenistan out of the top list). CIS countries
are also estimated to be the main source of irregular migration
with these migrants in most cases belonging to the category of la-
bor migration. For citizens of Moldova, Ukraine, Armenia or oth-
er countries Russia offers a better living (see table 3).

Contrary to the tendencies of the 1990’s when massive ethnic
migration could be observed, 2000’s can be characterized by labor
migration. The figures for labor migration have been increasing
since mid 2000’s to the start of the economic crisis. According to
the figures of Russian Federal Service on Migration, the number
of labor migrants decreased from 2.43 million in 2008 to 1.64
million by 2010 from which 1.25 million arrived from the CIS.3°
This figure is very close to the figure of 1.5 million migrants from
the CIS registered in the EU. From among EaPs Ukraine and
Moldova belong to the biggest sending post-Soviet states. Remit-
tances from work in Russia greatly contribute to the incomes of
the sending countries and their population.3! Even in Georgia
Russian share is about 65 per cent of all remittances, the latter con-
stituting 6 per cent of the GDP based on figures for 2011. Russian

22 JOM (2008)

30 Trudovaya migraciya v EEP (2012) p. 11.

31 The more than 30 per cent share of remittances in Tajikistan and Moldova compared to the
GDP is the highest in the world.
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Table 4.
Top Nationalities of Immigrants to Russia (2010)

share of nationality

in total foreign
immigrants (%)

Azerbaijan 67947 9.9
Armenia 59351 8.6
Belarus 27668 4.0
Ukraine 93390 13.6
Georgia 12077 1.8
Moldova 33884 49
(vithout post-Sovict) 270 2
China 28382 4.1
Vietnam 11084 1.6
Turkey 5400 0.8
India 4489 0.7

Source: results of census in Russia in 2010, Rosstat

share is about 80 per cent in Azerbaijan32. One should take into
account that these two countries represent the most independent
economies from the Russia from among EaPs.

As an impact of the world economic crisis the level of Russian
unemployment grew significantly leading to a new Russian migra-
tion policy aimed at limiting the number of labor migrants. But
Russian migration policy turned not only into tightening but dif-
ferentiation as well. For those post-Soviet countries ready to par-

32 Kiss (2013) p. 57. and p. 63.
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ticipate in new post-Soviet reintegration projects, mainly in the
CU /SES not only recent visa-free regime, but even a united labor
market without any restrictions will be provided. Others not join-
ing this integration grouping and getting into conflict over it with
Russia might face tough quotas and potentially even newly intro-
duced visa regimes in the future raising the ‘price list’ of non-
membership.

Being part of the EU Single Market
— Challenges of DCFTA

According to the EU rhetoric, the EU offer for integrating
economies of the Eastern Partners (i. e. those with WTO-mem-
berships) into the Single Market is definitely a huge benefit for
them. But seeing from the EaP side, this statement might raise
questions. DCFTAs in fact represent a package of painful measures
in the short and medium term while offering benefits (improving
economic structure and competitiveness, welfare impacts etc.)
mainly in the long term. Since the only DCFTA up till now is fi-
nalised with Ukraine, one may take the Ukrainian example to show
its contradictions with both being ‘deep’ and ‘comprehensive’.
Firstly, in principle ‘comprehensive’ means gradual or rapid lib-
eralisation regarding all products on both EU and Ukrainian side.
In practice, according to the finalised negotiations on EU-Ukrain-
ian DCFTA, opening up occurred to be limited to the industrial
production with rather small impact on the Ukrainian economy at
least in short and medium term. The limited benefits are closely
connected both to the unfavourable structure of Ukrainian indus-
trial exports and the low level of EU average import tariff rate for
non-agricultural products (4 per cent in 2010), while the similar
Ukrainian average import tarift rate was even lower (3.8 per cent)
in 2010. The limited expectable impacts are partly due to the al-
ready performed Ukrainian liberalisation within the WTO-acces-
sion process. What is more important, lagging behind in techno-
logical level and in the production of goods with high added value,
Ukraine would be more interested in the opening up of the EU
agrarian market, in which the negotiated DCFTA offers a very
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modest progress leading to disappointment on the Ukrainian
side.?? According to the calculations made in the Institute for Eco-
nomics and Forecasting of the National Academy of Sciences of
Ukraine, “all key items of Ukrainian agrarian and foodstuff exports
(except sunflower seeds and rapeseed needed for bio energy) were
practically excluded from the free trade regime, as free trade was
granted for them only within minor tariff quotas set at the level
sometimes less than 0.1 per cent of the annual value of'sales in the
EU internal market. Outside these quotas, the EU has extremely
high (actually prohibitive) import tariffs for many agrarian prod-
ucts and foodstufts.”?* These facts are crucial for an economy fac-
ing serious difficulties since the outburst of world economic crisis,
leading to the conclusion that the expected and promised long-
term economic structural impacts are simply not motivating
enough.

Secondly, ‘deep’ means not only classical opening up of markets
but that a difficult process of legal approximation is expected to
undertake causing potentially serious social costs. While Central
East European EU candidates naturally undertook this burden, it
is not so evident in the case of Eastern Partners who are lacking
the EU membership perspective. In their cases, it is a crucial ques-
tion what degree of adoption of EU trade acquis is reasonable and
who decides on it. According to an Ukrainian expert: ,,Ukraine
ended up having rather limited influence, with the EU having a
clear, non-negotiable list of commitments demanded...”% It is not
surprising that this led to the already mentioned disappointment
in Ukraine. We argue that the EU should be more flexible in the
DCFTA negotiation process in order to be attractive enough for
its Eastern Partners. Fortunately, according to Georgian expert
view, Georgia made ‘a better job’ or the EU drew the conclusions.
Georgian negotiators managed to influence the process of approx-
imation in order to protect its national interest to a higher extent.3¢

33 The EU argues that the limited offer regarding agricultural trade is due to the Common Ag-
ricultural Policy, which cannot be modified just for Ukraine.

3+ More details see in Sidenko (2013).

35 Shumylo —Tapiola (2012) p. 20.

36 Kakulia (2013)
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Conclusions

Attractiveness of the EU versus Russia in the light of the thvee Ms
(market, mobility and money) and conditionality

Based on the analysis of trade flows between European post-Soviet
states and Russia on the one hand, and with the EU on the other,
we may draw the conclusion that although Russia still considers
itself as the economic centre of the post-Soviet space, this role has
been greatly challenged by the growing trade importance of the
EU (and others like Turkey or China). Research on other kinds
of economic ties such as FDI and labor migration may tincture
this picture. While EU capital is dominating, Russia as a source of
FDI is also considerable, however, not always so visible. Naturally,
the picture is differentiated in individual country cases. Consider-
ing labor force movements from individual post-Soviet countries,
the EU is a most reluctant partner, while Russia has recently
launched a policy of differentiation with oftering united labor mar-
ket for some countries while formulating toughening limits to the
others. Why are these facts important?

Based on recent strength of economic links between individual
EaPs and Russia, it is obvious that although they have been weak-
ened to a great extent since the 1990’s in several cases they are
still strong enough to be a reasonable basis for joining Russia-led
post-Soviet integrations. Therefore, the forced choice might be
painful. The EU should take into consideration this fact to a
greater extent than it does. The carrot offered to the Eastern Part-
ners aimed at involving them both into the political association
and the economic integration should be attractive enough and giv-
en in due time. Political conditionality, uncertainties of economic
benetits of DCFTAs in short and medium term, reluctance to pro-
vide mobility to the citizens of EaPs and the lack of really moti-
vating amount of EU financial support may lead to an unexpected
result: pushing some of the Eastern Partners to look for other in-
tegration schemes and partners. Russia is ready to grab the oppor-
tunity. The three ‘Ms’ does not seem to function well. Moreover,
other major international players (like Turkey, the regional power
Turkey or even China, the global player) have their economic in-
terests in the region as well, with their ‘offers’ often being without
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(hard) ‘conditions’. For all the above reasons, the EU should be
more pragmatic when formulating its Eastern Partnership policy,
paying much more attention to the ‘Russia factor’. Otherwise it
might be a loser due to its slowness, cautiousness and strict set of
both political and economic conditions.
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