EU enlargement: effect on Russian economy

The enlargement of the European Union is one of the most significant processes on a global scale since the demolition of the Soviet block. The regional economic integration gives various effects on members and outside countries.  For detailed discussion of economic effects of RTAs, please refer to paper “WTO and Regional Economic Integration,” by J. Goto in this volume. For member countries, including new members, there are two conflicting effects, beneficial “trade creation” and harmful “trade diversion,” and therefore the total effect depends on the relative magnitude of the two conflicting effects.  As for the effect of the RTAs on outside countries, classical theory stays that the third countries are adversely affected by the advancement of RTAs, such as the EU enlargement.  For example, when the 10 new members are admitted to the EU, the new member states have more favorable position in terms of trade with the EU than before, and therefore, exports from outside countries like Russia to the enlarged EU might be smaller than before. This chapter is devoted to the discussion of different aspects of the EU enlargement for Russia. The material is organized as follows: in the first part we describe the chronology of the official process of the EU enlargement, second part of this note is dedicated to the description of the trade relations of the Russia and EU and the new member states. We conclude by the assessment of possible effects of the enlargement process for Russia. 

Chronology of official landmarks

The decision to start negotiations with 6 candidate countries (Hungary, Poland, Estonia, Check Republic, Slovenia and Cyprus) was made on EU summit in Luxembourg, December 1997. On 31 March 1998, accession negotiations were started with six applicant countries - Hungary, Poland, Estonia, the Czech Republic, Slovenia and Cyprus. On 13 October 1999, the Commission recommended Member States to open negotiations with Romania, the Slovak Republic, Latvia, Lithuania, Bulgaria and Malta, Turkey was recognized as a candidate country. On December 13th, 2002, European Union made a decision on accession of 10 new member states (Hungary, Poland, Estonia, Latvia, Lithuania, Check Republic, Slovakia, Slovenia, Malta and Cyprus) on the 1st of May, 2004. Romania and Bulgaria completed accession talks in the summer of 2004 and expect to attain full membership in 2007. According to the decision reached at the Brussels Council in December 2004, accession negotiations are scheduled to start with TUrkey on 3 of October 2005. EU leaders granted Croatia official candidate status in June 2004, and accession negotiations are scheduled to start in spring 2005. Croatia hopes to join the EU in 2007, along with Bulgaria and Romania. 

In June 1993, EU Council held in Copenhagen, declared accession criteria for candidate-counties: 

· stability of democratic, legal, human rights institutions (political criteria);

· existence on a functioning market economy, competition on a EU level (economic criteria);

· ability to be full-pledged EU member, sharing goals of political, economy and monetary union (Acquis Communautairs criteria).

Strict schedules of implementation of the Acquis Communautairs were developed. All processes in the countries-candidates were described in the Acquis schedule. Implementation of declarations in the declared time framework was respected as a good will by the EU commission. Thus all accession countries were very reluctant not to fulfill the time framework of the enlargement. 

Main instruments of accession were European agreements, national programs of realization of the Acquis Communautairs, and programs PHARE, ISPA, SAPARD.

European agreement declared trade aspects, political dialog and other areas of cooperation, including industry, environment, and customs tariff rates. Aim of these agreements was to create free-trade areas between member states of the European Union and associated countries on bilateral basis, with special notion that trade liberalization form the EU member-countries side was more intensive and fast. European agreements give to the associated countries the same trade preferences as full-pledged members of the EU have. 

Due to the European agreements, goods from the associated member-states were subject to the free-trade regime from 1995, with few exemptions, namely in agriculture and textiles. 

Time schedule of the enlargement process
:

	Country
	E.A. signed
	E.A. started 
	An official bid for EU membership
	Date of accession

	Bulgaria
	March 1993
	Feb 1995
	December 1995
	2007

	Check Republic
	October 1993
	Feb 1995
	January 1996
	1.05.04

	Croatia
	Not yet signed
	-
	June 2004
	Undefined

	Estonia
	June 1995
	Feb 1998
	November 1995
	1.05.04

	Hungary
	December 1991
	Feb 1994
	March 1994
	1.05.04

	Latvia
	June 1995
	Feb 1998
	October 1995
	1.05.04

	Lithuania
	June 1995
	Feb 1998
	December 1995
	1.05.04

	Poland
	December 1991
	Feb 1994
	April 1994
	1.05.04

	Romania
	February 1993
	Feb 1995
	June 1995
	2007

	Slovakia 
	October 1993
	Feb 1995
	June 1995
	1.05.04

	Slovenia 
	June 1996
	Feb 1999
	June 1996
	1.05.04

	Turkey 
	September 1963
	Dec 1964
	April 1987
	Undefined

	Malta
	December 1970
	April 1971
	July 1990
	1.05.04

	Cyprus
	December 1972
	June 1973
	July 1990
	1.05.04


Trade between Russia, the EU and the New Member States

The EU-15 was Russia's main trading partner accounting for above 50% of its total trade, after the enlargement EU-25 will count for more than 55% of Russian exports and imports. Russia is the EU's fifth trading partner (after the US, Switzerland, China and Japan). Total EU trade with Russia in 2003 amounted to € 85 billion and the EU had a trade deficit of around € -20 billion. Main Russian exports to EU are energy (57%), agriculture (4%) and chemicals (4%). Main Russian imports from EU are machinery (34%), chemicals (13%), agriculture (11%), transport material (11%) and textiles (6%). EU-Russia trade has more than doubled between 1995 and 2003: in 1995 EU trade with Russia amounted to € 38 billion (EU had a deficit of € -6 billion). However, Russia's manufacturing and trade structures continue to be unbalanced. In 2003, energy and fuels accounted for around 57 % of Russian exports to the EU and EU-Russia trade in services is still rather limited in value terms: around €10 billion in 2002 in total, i.e. below 2 % of total EU trade in services. 

A significant proportion of Russian goods entering the Community market benefit from the EU's General System of Preferences (GSP). Furthermore, Russia has applied to benefit from the GSP social preference clause.
 This application is still being examined
. 

Shares of total Russian exports and imports to EU and accession countries
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Russian exports to EU are to a very large extent liberalised. Remaining EU restrictions  affect two broad product groups: steel products and agricultural products
. Trade agreement on steel and steel products caused a lot of controversy in the early 2004 since quotas on steel and steel products in agreement signed on July 9th, 2002 between Russia and European Union (15 member states) did not account for trade between Russia and the 10 new member states. Final agreement
 was made on 26.07.04, it enables Russian exporters to enlarge the steel quota on 438 thousand ton (approximately 35% increase in quantitative limits imposed by the Special Agreement). According to the agreement reached Russian steel exporters are able to ship 1,8 mln ton to the EU-25 in the second half of 2004. New steel quotas were agreed in December, 2004. An official agreement on steel to be signed in April, 2005,  will last until the end of 2006 or Russia’s accession to the WTO. 

Russian export of agricultural products, especially wheat, fall under high pressure of EU protection. In 2003 the EU introduced a tariff quota system, under which a specified amount of all types of wheat can be imported at a relatively low duty (12 Euro per ton), while amounts imported outside of this quota are subject to a much higher duty (95 Euro per ton)
. As a result the EU changed its border protection for wheat in a way, which discriminates more heavily against CIS producers. Within the quota there are particular amounts available to the US and Canada. Since Russia is not a member of the WTO it is not eligible for any of special reserved quota so that any imports from Russia will be subject to the very high out of quota duty.

Trade protection against third countries in the acceding countries was on average higher that the Europeans tariff levels. The average trade weighted tariff for Russian industrial goods in 2000 was 1.48% in the EU and 7% in the AC. 

	Tariffs for Russian exports
	EU (2000)
	AC (2000)

	
	Tariff levels 
	Tariff levels 

	Electricity and heat
	0.00%
	1.42%

	Oil and gas
	0.00%
	2.08%

	Other fuels
	0.00%
	3.14%

	Ferrous metallurgy 
	0.13%
	9.00%

	Nonferrous metallurgy 
	1.46%
	7.45%

	Chemical industry and oil refinery
	1.18%
	6.80%

	Machinery and equipment 
	0.95%
	4.92%

	Light industry 
	7.99%
	11.10%

	Food-processing industry 
	2.64%
	17.69%

	Other industries 
	0.49%
	6.38%

	Average trade-weighted tariff for industrial goods
	1.48%
	7.00%


Source: Alekseev et al, 2004.

During accession period the new member states partially harmonized their external tariffs towards third countries to the EU level. Thus, in 2004 the EU common tariff consisted of tariff rates that were both higher and lower than the current national tariffs applied in the acceding states. The impact of the introduction of the EU common tariff on the non-acceding countries depends on the commodity composition and destination of their exports (some acceding countries already have low tariff rates).  It appears that in a number of cases for non-acceding countries the average EU tariff is lower than the accession countries’ tariff
.

Antidumping duties and investigations is a very sensitive issue of EU-Russian trade relations. EU use antidumping measures to protect steel and metal products, chemicals and construction materials. Candidate countries also used antidumping for protection of the domestic producesrs, but did that less frequently than the EU. Accession countries’ antidumping measures were to be abolished after the enlargement. As of 1st of April, 2004 the following antidumping measures in the EU and the accession counties took place.

Restrictions on Russian exports from EU, accession and candidate countries (as of April 1st, 2004)
.

	Product
	Normal expiry
	EU-15  Level  (min - max)
	Expiry
	AC-10 Level

	Aluminium Foil
	18.05.2006
	14.90%
	 
	 

	Ammonium nitrate
	19.04.2007
	47,07 EUR/T
	01.05.2004
	Hungary  - 11 600 Forints/tonn, Poland - tariff, The Czeck Republic - 35%.

	Asbest  materials
	 
	Import form Russia is prohibited
	
	 

	Egg
	 
	Import form Russia to EU  is prohibited
	 
	 

	Goods of nuclear circle
	 
	Unofficial quota. Negotiations on trade in nuclear fuels will start in 2005.
	 
	 

	Grain-oriented electrical steel sheets
	31.01.2008
	14,7-40,1%
	
	 

	Granular polytetrafluoroethylene (PTFE) resin
	12.08.2005
	New anti-dumping investigation
	
	 

	Matches
	 
	 
	01.05.2004
	20% tariff on out of quota exports.

	Portland cement
	 
	 
	01.05.2004
	Lithuania - Investigation under review from 13.05.2003.

	Potassium chloride
	12.05.2005
	19,61-40,63 EUR/T
	 
	 

	Quicklime
	 
	 
	01.05.2004
	Lithuania - 45 lit/ton

	Seamless pipes and tubes
	n.a. (review on-going)
	26.80%
	
	 

	Silicon
	25.12.2008
	22,7-23,6%
	
	 

	Silicon carbide
	27.05.2005
	23.30%
	 
	 

	Steel products 
	31.12.2004
	Special agreement
	01.05.2004
	Hungary - Special agreement

	Steel ropes and cables
	05.08.2006
	36,1%-50,7%
	 
	 

	Styrene-butadiene-styrene thermoplastic rubber
	27.08.2005
	New anti-dumping investigation
	 
	Poland -30.1%

	Tube and pipe fitting, of iron or steel
	25.08.2007
	43.30%
	 
	 

	Urea
	07.05.2006
	Tariff rate equal to a difference between minimal price 115 €/ton and price of exports.  EU Commission proposed EU Council to change this measure to ad valor tariff rate 26.8%. 
	 
	 

	Urea  and ammonium nitrate solutions
	23.09.2005
	17,80-20,11EUR/T
	 
	 

	Wolf’s and lynx’s hides
	 
	Import form Russia to EU  is prohibited
	 
	 


Effects of accession of 10 New Member States to the EU

The EU enlargement does involve quite specific changes in the trade regimes of the new member states, in particular, the substitution of the various national tariff systems by the EU common tariff, the adoption of the EU GSP schemes (which will benefit the non-acceding countries), and the adoption of the Common Agricultural Policy.  

The impact on GDP of the substitution of the EU common tariff can be estimated using general equilibrium (CGE) models.  There is considerable experience of using these models to estimate the impact of successive waves of European integration.
  CGE models are limited to the extent that they encompass only the short-term trade creation and diversion effects of economic integration.  Perhaps for that reason, they tend to generate fairly modest estimates of the impact of integration – generally of the order of 1-2 per cent of GDP.
 Estimates of the overall effects of the accession of 10 new members to the European Union made on basis of different CGE models Alekseev et al (2004), de Souza (2004) suggest that Russia will be neutral to the accession process. Francois and Rombout (2001) find that after a full enlargement an aggregate GDP for all Former Soviet Union countries may fall by 0.1 % points, value of exports for all FSU countries may rise by 0.2% points. 

While CGE estimates cannot claim to catch all the effects of changes in trade regimes, they do represent the logical first step in any attempt to assess the impact of EU enlargement.  The quantitative impact of changes in trade regimes, specifically on exports and imports, can also be estimated on the basis of methodologically analogous gravity models.

With regard to the detailed impact of EU enlargement a key distinction must be made between the outlook for industrial products and the prospects for exports of agricultural products. For industrial products the impact of trade policy changes following enlargement of the EU will tend to be positive for Russia and other CIS countries. There may be a case for antidumping  decisions to be reviewed. This will be particularly so, if imports from Russia are below the de minimis level defined by the WTO (of 3 percent of the total volume of imports). It could be argued that in any such review the de minimis level should be in relation to the total imports of the new expanded EU of 25 members. 

Market access to the new member states (EU-10) for Russian exporters, on the other hand, will on average improve since tariffs in the largest markets, Poland and Hungary, will decline as these countries implement the common external tariff and adopt the EU's GSP.

Hence, the direct impact on competition for non-energy products currently exported by Russia to the EU will probably be muted. Nevertheless, as the EU-10 countries will now have to apply EU standards this may constrain the access of Russian exports to their markets, which formerly applied standards more similar to those in Russia. The act of accession itself will thus not have a significant impact on trade. Further, after enlargement the EU will comprise a market of well over 400 million people governed by harmonized regulations for a large array of products. Only if Russia were to upgrade its system of standards and conformity assessment and rigorously adopt EU and international standards, then its producers would have access to this enormous market.    

For agricultural products it is very difficult to derive any precision concerning the magnitude or even the sign of any potential impact on Russian exports. Relative market access conditions may worsen and there may be trade diversion away from Russian and other agricultural exporting CIS countries, as the EU-10 countries, especially Poland, are given substantial preferences in the EU. It is clear however, that a Doha round that leads to a major reduction in EU border protection in agriculture would ultimately help to alleviate any negative impact in this area. The impact of enlargement on Russia could also be limited if the preferences under the GSP were further enhanced in the new scheme which should be introduced in 2005. On the other hand, duties in certain of the applicant countries are higher than EU duties and these will fall after accession. 

Agricultural producers in the New Member States will also become eligible for EU CAP measures, namely farm subsidies,  after enlargement. This will make it even harder for Russian suppliers to compete in the enlarged EU market. Prices for most agricultural products are lower in the EU-10 than in the EU suggesting that there will be a significant increase in production in the EU-10 countries once the policies that generate the higher prices are applied there. These higher prices will lead to a decline in demand for many agricultural products in the new EU members. Production surpluses in the EU-10 are likely to arise. Part of these will be absorbed by the markets of the existing EU members, while the rest will be exported with subsidies or removed from the market. The ability of the EU to expand subsidized exports is limited by the commitments made under the Uruguay Round Agreement. The export subsidy value commitments of the EU-10 countries amount to about 9 percent of those of the EU. Hence a large scale expansion of subsidized EU exports after enlargement will not be possible without violating WTO commitments.
,
 Thus, WTO accession could ease potential negative consequences of the EU enlargement on Russian agricultural sector. 

Conclusions

Integration process in Europe is aimed on stability and prosperity in the region. This is a beneficial side of the EU’s enlargement for Russia. There is no space for a shocking change in Russia’s trade patterns due to the enlargement. The overall effect of EU enlargement on Russian economy will be mute. On the sectoral basis Russia will slightly benefit in terms of access to the EU-25 market for manufacturing goods and experience more difficulties in access to the new member states market for agricultural products, due to the common agriculture policy of the enlarged EU. 

WTO membership could change both terms of access to the European market and  frequency of EU antidumping proceedings for Russia. Thus, balance of negative and positive consequences of the EU enlargement could change after Russia’s WTO accession.
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�For more information see:  � HYPERLINK "http://europa.eu.int/comm/enlargement/enlargement.htm" ��http://europa.eu.int/comm/enlargement/enlargement.htm� 


� The next wave of European enlargement may include Albania, Former Yugoslav Republic of Macedonia, Bosnia and Herzegovina, Serbia, Montenegro, and Ukraine. But these political initiatives are not yet instituanalized. 


� Following “Bilateral Trade Relations -- Russia” an official information of the European Commission � HYPERLINK "http://www.europa.eu.int/comm/trade/issues/bilateral/countries/russia/index_en.htm" ��http://www.europa.eu.int/comm/trade/issues/bilateral/countries/russia/index_en.htm�  


� As of January, 2005, at the time of writing of this report.


� Source: Goskomstat RF “2002 statistical yearbook”, Moscow, 2002. 


� More on trade in agricultural products see in this volume: Serova et al.


� Agreement of July 9th, 2004, singed by M. Medvedkov and S. Kofler on July 26th, 2004. � HYPERLINK "http://www.eur.ru/ru/images/pText_pict/325/Agreement%2027.07.04%20Russian.doc" ��http://www.eur.ru/ru/images/pText_pict/325/Agreement%2027.07.04%20Russian.doc� 


� Following “Chapter 4. Ukrainian exports and access to the EU market” by Paul Brenton  in Ukraine Trade Policy Study, November, 2004  the World Bank publication, Report # 29684-UA.


� Following “Chapter 6. Trade and Economic Transformation” from Economic Survey of Europe, 2003 #1, UNECE


� Following: “Restriction on Russian exports”, Ministry of Economy of RF, 2004 � HYPERLINK "http://www.economy.gov.ru/wps/portal/!ut/p/.cmd/cp/.c/6_0_69/.ce/7_0_2ES/.p/5_0_1BV/.pm/H?helpMode=Detail_default.jsp&documentId=1081169206516" ��http://www.economy.gov.ru/wps/portal/!ut/p/.cmd/cp/.c/6_0_69/.ce/7_0_2ES/.p/5_0_1BV/.pm/H?helpMode=Detail_default.jsp&documentId=1081169206516� 


�	R. Baldwin, J. Francois and R. Portes, “The costs and benefits of eastern enlargement: the impact on the EU and eastern Europe”, Economic Policy, April 1997, pp. 125-170; A. Smith and M. Gasiorek, “Measuring the effect of ‘1992’”, in D. Dyker (ed.), The European Economy, Second edition (Harlow, Longman, 1999).


�	A. Smith and M. Gasiorek, op. cit.


�	R. Baldwin, Towards an Integrated Europe (London, CEPR, 1994).


� Following “Chapter 4. Ukrainian exports and access to the EU market” by Paul Brenton  in …, 2004  the World Bank publication.


� See “EU Enlargement: Implications for New Member Countries, the United States, and World Trade” by Nancy Cochrane and Ralph Seeley, United States Department of Agriculture, May 2004, WRS04-05-01, (� HYPERLINK "http://www.ers.usda.gov" ��www.ers.usda.gov� ) 





