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1. Introduction1)

Two economic projects keep the European Union on the move for the near future. One is the
European monetary union with the introduction of a single currency in Europe and the other is the
eastern European enlargement.

For the latter the stage ‘has already been set. The European Council at its Copenhégen summit in
June 1993 ‘made the basic decision that those associated Central and Eastern European countries
(CEECs) which wished to enter into the European Union are welcome. Conditions for membership are
the implementation and acceptance of the "acquis communautaire" of the EU. At the summit in Essen
in December 1994 the European Council offered the CEECs a "structured dialogue”. The European
Commission presented them a catalogue of tasks in the "White Paper on the Eastern Enlargement” of
May 3, 1995, focusing on the legal preparation of becoming full members of the Single Market. At the
summit of the European Council in Cannes, which took place June 26-27, 1995, for the first time the
associated states were invited to participate in the discussions. The next summit in Madrid in
December 1995 should deal with the cost of enlargement and possible reform steps in the Common
Agricultural Policy (CAP) and in the structural policy of the EU in order to afford :an enlargement
towards the East.

By June 1995 Europe Agreements (EAs) were signed for 10 CEECs, six .of which had already .come
into force as of February 1994 and of February 1995, respectively (for Bulgaria, Poland, the Czech
Republic, Hungary, Romania, and Slovakia). According to Article 238 of the EC Treaty, the EU
establishes an association ‘with the CEECs by concluding Europe Agreements. The Europe
Agreements are based on a structure common for all CEECs. The Preambles contain an "option of
accession” ("...having in mind that the final objective of (name of CEEC) is to become a member of
the Community and that this association, in the view of the Parties, will help to achieve this reach
objective, ..."). Although all steps have been prepared, the EU has neither defined a time table for
accession, nor revealed their preferences whether all ten CEECs will become members at the same
time or whether a step by step solution will be followed. Nearly everybody agrees that the economic
cost of an immediate admission of ten CEECs at the same time are too high. Five of the CEECs -
Hungary, Poland, Romania, Slovakia and Latvia — have already formally applied for EU membership.

b} An earlier version of this paper was published ‘as "EU-Osterweiterung: Gesamtwirtschaftliche Auswirkungen auf Osterreich.
Berechnungen ‘mit .dem WIFO-Makromodell", in: "EUROPA 1996: Auswirkungen einer ‘EU-Osterweiterung”, ‘Schriftenreihe
Europa des Bundeskanzleramtes, Wien 1995, pp. 129-156.



On the one hand the eastern enlargement of the European Union involves considerable costs, but on
the other hand - like any kind of integration - it offers the opportunity of :a larger market with the
prospect of more trade, of economic growth and thus welfare gains for the whole society. This study
aims at providing :an estimation of the possible effects of an eastern enlargement on the Austrian
economy. The impact of the opening up of Eastern Europe on the Austrian :economy after the
breakdown of communism in 1989 may be seen as an indicator for the possible future -effects of
eastern enlargement. Thus the first part of this study is an analysis of the effects the new situation in
the East had on the Austrian economy during the years 1989 to 1994. In the second part we try to
quantify possible effects of an EU membership of the CEECs on the Austrian economy, calculated for
the period 2000 to 2008. We express the integration effects as additional effects of EU membership
of the CEECs, compared to an extrapolated situation of these countries as EU associates. The
simulation of future integration effects is carried out with the WIFO macroeconomic model. As
baseline scenario we use an updated version -of the medium-term forecast by the Austrian Institute of
Economic Research (WIFQ) (Schebeck, 1995), which implicitly assumed an association status (via
Europe Agreements) for the CEECs.

The decision which candidate of the CEECs 'should be the first entrant into the EU, or how many
should be cconsidered to entry at the same time and when this should happen is highly political. Many
think that the first membership of a CEEC is not feasible before 2010. Each EU country has different
preferences — e.g. Germany would prefer Poland, the Skandinavians favour the Baltic states. The
Southern EU members -are interested in free trade.arrangements with the African Mediterranean
countries (Euro-Mediterranean Conference in Barcelona, November 27/28, 1995). Finally, there will
be a grand deal between the Northern members, having more proximity to the East, and the Southern
states. It is more plausible that the EU will favour a step by step solution, in order not to overstress its
institutions .and ‘budget. Therefore, in the case of Austria we searched for the "optimal package" of
CEECs entering the EU. The first group of .countries consists of the four neighbouring CEECs, Czech
Republic, Hungary, Slovakia, and Slovenia. For these CEECs the benefits in terms of additional real
GDP outweighs the cost of enlargement in terms of budgetary burden. in the next simulation we study
the effects of the former group, inclusive Poland. The -additional cost for Poland are not compensated
by :an increase in economic gains. The last simulation exercise is carried out with all ten CEECs. iIn
our simutations fictitiously we let all countries enterthe EU in the year 2000.

2. Opening Up of the East: The Austrian Experience, 1989 to 1994

2.1 Reorientation of EU's Commercial Policy

The collapse of communism in 1989 and the dissolution -of the CMEA in 1991 led to a political
vacuum in the trade relations between East and West. The EU filled this vacuum rather quickly by



reorienting its commercial policy toward the CEECs. As soon as in 1989/90 it concluded trade and co-
operation agreements with most of the CEECs, followed by Interim Agreements between the EU and
certain CEECs as of 1992, regulating the asymmetric tariff reduction for industrial goods (see Breuss,
1995, Tables 1 and 2; EC, 1994). These Interim Agreements were the forerunners of the association
agreements ("Europe Agreements"), which had come into operation as of 1994 and 1995 respectively
for six CEECs. Economic relations have gained a new quality, as in -addition to the intented
liberalisation of East-West trade, certain elements of the Single Market conception have already been
regulated (freedom of movement of goods and services, of workers, of establishment and some
agricultural aspects). The Europe Agreements may be regarded as sort of pre-steps to participation in
the Single Market, despite the fact that they ignore harmonisation in the field of legal aspects of
competition. Sometimes it was suggested that — as an intermediate step in adjusting to EU's acquis —
a modified EEA could be :as helpful for the CEECs as it was the case of the new EU entrants Austria,
Finland :and Sweden. But politicians of the CEECs always wanted to get no less than full EU
membership.

As a result of the Interim and Europe Agreements, East-West trade between EU and the CEECs in
basic industrial products is free of tariffs (about 50 percent of the EU's imports of industrial goods
from the CEECs) since January 1993. Trade barriers (tariffs and quotas) for certain sensible products
and for steel, coal and textile and apparels will be abolished by 1996 and 1997, respectively.
Analogous to the EU's efforts, the EFTA states, too, concluded free trade agreements with the
CEECs, which have, however, a considerable lower quality of integration compared to the Europe
Agreements.

2.2 Austria's Relations with the CEECs

2.2.1 Improved Trade Position

Since January 1, 1995 Austria is an EU member. During the period from 1989 to 1994 Austria was a
member of EFTA . Thus liberalisation of trade with the CEECs was determined by the free trade
agreements, analogous to those of the other EFTA members. As a consequence of trade relations in
times of the Austrian-Hungarian Monarchy, Austria's trade was strongly linked with its -ancient
provinces during the years between the two World Wars. In 1937, 53.3 percent of Austria's overall
exports went to Western Europe, and 32.9 percent to Eastern Europe (including Yugoslavia). Austria
imported roughly the same amount from Western and from Eastern Europe (40.4 percent and
39.2 percent respectively) (see Breuss, 1983, pp. 266-267). Shortly after the Second World War
roughly 20 percent of Austria's trade was carried out with Eastern Europe. Then this :share declined
steadily until the ratification of the State Treaty in 1955. After a gradual increase of the trade shares
with the East it settled at about 15 to 20 percent for exports and 10 percent for imports. At the same



time, due to the progressing European integration Austria's trade with Western Europe constantly
increased to three quarters of total trade. On the export side Austria's trade with the East
(COMECON) reached its peak in 1975, with a share of 20 percent; in the same year imports from
COMECON amounted ‘only to 10.3 percent of the overall imports. Further, restrictions imposed by the
balance of payments due to increasing debts forced the Eastern states to reduce their imports. This
policy is reflécted in :a steady decrease of Austrian exports to the East (see Table 1) to a share of
9.6 percent in the year 1988. The imports decreased to 6.9 percent in 1988 (Table 2).

Austria's exporters have taken advantage of the new situation given by the opening of the eastern
borders. In 1994 its exports into the former Eastern European countries reached a peak with a share
of 13.6 percent. As the import penetration has not increased at the same pace (imports from the East:
8.5 percent in 1994), Austria gained a high surplus in the balance of trade with Eastern Europe (in
1994 16.5 bill. ATS), after years of balanced trade before the historic changes in the East; (see
Table 3).

Overall, Austria has been a winner in trade with the East since 1989. A look at different economic
sectors reveals problems in those industries, ‘where the CEECs could exploit their comparative
advantages. The branches particularly concerned have been products like cement, steel, textiles and
clothes and agricultural machines (see Aiginger, 1995 as well as Diefz — Haviik, 1995). Quota
regulations -and anti-dumping measures were an attempt to gain time -and to adapt these branches in
Austria. The liberalisation of East-West trade has revealed a clear pattern of comparative
advantages: Austria's comparative advantage lies in the export of products intensive in capital,
human capital or high-technology, whereas the Eastern states have more favourable conditions for
products intensive in labour, energy and raw material. As pointed out in Tables4 and 5, the
complementary character of East-West trade has sharply declined since 1989. Austria increasingly
imports manufactures from CEECs, at the same time reducing the imports of raw materials and fuels
from these countries. There are already some signs of increased intra-industry trade of the CEECs
with the EU (see Breuss, 1995, p. 6).

2.2.2  Foreign Direct Investment: Enhancing or Replacing Trade?

Not only has Austria intensified its trade relations with the East since 1989, it also has increasingly
engaged in direct investment in the CEECs (see Stankovsky, 1995). However, the following questions
remain unanswered: Will foreign direct investments in Eastern Europe (relocation of production sites)
substitute Austrian exports or will they induce additional exports? Will domestic production be partially
replaced by imports as a consequence -of direct investments? (For similar argumentation see Baldwin,
1994; Sheehy, 1994.) Therefore the ex-post-analysis-of the transformation of the East is based on the
hypothesis that Austria's increasing foreign direct investments in the CEECs have had a neutral effect
on foreign trade (Table 6).
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2.2.3 The Overall Economic Impact

First, the -opening up -of Eastern Europe had primarily -a “frade -creating effect”. Assuming that
Austria’s exports to and imports from Eastern Europe would have stabilised on the pre-1989 shares
9.5 percent on the export side, 7 percent on the import side), the difference to the actual
development is considered as the "direct trade creating effect". Therefeore, until 1994, real GDP
increased by 1.3 percent and the number of newly created jobs amounted to 20,000 (Table 7a).

Second, the historical political changes after the opening up of Eastern Europe also made possible
the German reunification. In order to quantify the total economic impact of the political and economic
change in Eastern Europe since 1989, we therefore add to the "direct trade creation effects" in Austria
also two other effects: those of German unification and of increased immigration. The growth impulses
from German unification is considered by assuming that it caused an additional growth of real GDP in
Germany ‘of 2 percent in the years 1990 and 1991 respectively; a spill-over to Europe to an extent of
0.5 percent more real GDP in 1990 and 1991 and of 0.2 percent in 1992. The break down of
communism and the opening up of the East induced a flow of immigration. For the period 1989 to
1994 ‘we take into account :an additional influx ‘of about 100,000 immigrants.

According to our ex-post model simulations, trade creation, German unification and immigration had
the following overall economic effects in Austria (Table 7b): Cumulated from 1989 to 1994, the
transformation processes in the East contributed ‘to an increase of real GDP by 2.4 percent. The
additional net-export impulse stimulated production and income and caused an increase in domestic
demand by 1.9 percent. The number of employees was increased by 1.9 percent (56,000 persons).

Because of an ieven stronger increase of the labour force due to migration by 3.9 percent, the
unemployment rate increased by a considerable 1.8 percentage points. Excess labour supply (due to
migration) caused pressure on the dynamic of wages and restrained the upturn in prices by
0.9 percent, measured by the CPI. The current balance clearly improved due to the positive effects of
the transformation in the East (by 0.3 percent of the GDP until 1994). With the gradual deceleration of
unemployment after 1992, transfer expenditures for social purposes could be reduced, which slightly
eased the burden for the budget. Up to the year 1994, net lending improved by 0.5 percent of the
GDP.

2.2.4 Immigration

Shortly -after the breakdown of communism in 1989, migration of foreign manpower rose sharply,
declining only gradually after Austria had tightened its conditions ‘of access to the labour market. In
1989 -overall labour supply increased by 1.4 percent, in 1990 and 1991 by 2.8 percent, in 1992 by
2.1 percent :and slowed ‘down to 0.9 percent in 1993 .and 0.3 percent in 1994. The model simulations



Effects of Trade Creation for Austria

Opening Up of Eastern Europe:

(Deviation from the baseline scenario in percent)1)

Real private consumption

Real government -consumption

Real gross fixed capital formation

Real exports of goods and services
Goods

Real imports of goods and services
Goods

Real gross domestic product (GDP)
Current balance (percent of GDP)
Private consumption deflator

GDP deflator

Terms of trade: goods

Real disposable income
Compensation of employees

(percent of national income)

Dependent employment
Thousands of persons

Unemployment rate
Labour productivity

Net lending (percent of GDP)
(bn ATS)

1989 1990 1991
* 0.0 + 0.1 + 02
+ 0.0 + 0.0 + 0.0
+ 0.0 + 04 + 0.7
+ 0.0 + 0.6 + 1.0
+ 0.0 + 0.8 + 1.4
+ 0.0 + 05 + 0.8
+ 0.0 + 0.6 + 0.9

+ 0.0 + 02 + 04

+ 0.0 + 0.0 + 01
+ 0.0 + 0.0 - 0.1
= 0.0 - 0.0 - 0.1
+ 0.0 - 0.0 - 0.0
+ 0.0 + 0.2 + 0.3
+ 0.0 - 0.1 - 0.1
+ 0.0 + .01 + 0.2
+ 0.0 + 21 + 51
+ 0.0 - 01 - 0.1
+* 0.0 + 01 + 0.2
+ 0.0 + 01 + 01
+ 0.0 + 0.9 + 1.9

+

+ o+ ¥ o+ o+ o+

1992

0.3
0.1
1.1
1.5
2.0
1.1
1.3

0.6
0.1
0.1
0.2
0.0

0.5

0.2

+ 03
+ 9.0

0.1
0.3

+ 0.2
+ 3.5

1993

+ 05
0.1
1.8
22
3.0
1.7
2.0

¥ o ¥+ F *

- 0.2
- 0.3
- 0.0

+ 0.5
+14.6

0.2
0.5

+

+

0.3
5.7

+

Table 7a

1994

+ 0.7
0.1
24
2.8
3.7
2.2
25

+ O+ o+ o+ *

- 0.2
- 03
- 01

+ 0.7
+20.8

0.3
0.6

i

&

+

0.4
8.1

+

'Y Figures for GDP, deflators, household disposable income, dependent employment and labour productivity
indicate the cumulative deviations .of simulation scenario from the baseline scenario in the nth year in percent,
whereas the figures for current balance, terms of trade, compensation of employees, unemployment rate and
net lending -are shown as percentage point deviations.



Trade Effects, Effects of Immigration and of German Unification for Austria

Opening Up of Eastern Europe:

(Dewviation from the baseline scenario in percent)1)

Real private consumption

Real government consumption

Real gross fixed capital formation

Real exports of goods and services
Goods

Real imports ‘of goods -and services
Goods

Real gross domestic product (GDP)
Current balance (percent of GDP)
Private consumption-deflator

GDP deflator

Terms of trade: goods

Real disposable income
Compensation of employees

(percent of national income)

Dependent employment
Thousands :of persons

Unemployment rate
Labour productivity

Net lending (percent of GDP)
(bn ATS)

1989 1690 1991
+ 0.0 + 0.3 + 0.6
+ 0.0 + 0.1 + 0.2
- 0.0 + 07 + 1.4
+ 0.0 + 17 + 3.0
+ 0.0 + 22 + 3.6
+ 0.0 + 1.3 + 22
- 0.0 + 1.5 + 25

+ 0.0 + 05 + 1.1

- 0.0 + 0.1 + 02

+ 0.0 - 02 - 05
+ 0.0 - 03 - 08
+ 0.0 - 0.1 - 0.2

+ 0.0 + 06 + 11

- 0.0 - 04 - 0.9
+ 0.0 + 0.2 + 0.6
+ 0.1 + 6.4 +17.0
+ 0.3 + 1.4 + 2.3
+ 0.0 + 0.3 + 0.5
- 0.0 - 0.1 - 01
- 07 - 1.3 - 14

1992

0.8
0.3
2.3
3.7
4.4
26
3.1

¥ 4+ o+ + o+ 4+ o

+ 1.6

+ 0.2

- 0.8

- 1.2

- 03

+ 1.4

- 11

+ 1.0
+30.3

+ 23
+ 0.6

+ 0.1
+ 20

1993

1.0
0.4
3.6
44
54
3.2
3.8

A

+ 21

+ 0.3

- 09

- 13

- 03

+ 16

- 11

+ 1.5
+442

+ 20.

+ 06

+ 0.4
+ 7.0

Table 7b

1994

1.3
0.4
4.5
5.0
6.1
3.8
4.5

4 4+ 4+ 4+ F o+

+ 24

+ 0.2

- 0.9

- 13

- 03

+ 1.9

- 11

+ 1.9
+56.3

+ 1.8
+ 0.6

+ 05
+11.0

1) Figures for GDP, deflators, household disposable income, dependent employment and:labour productivity
indicate the cumulative deviations of simulation scenario from the baseline scenario in the nth yearin percent,
whereas the figures for current balance, terms of trade, compensation of employees, unemployment rate and
net lending are shown as percentage point deviations.



are based on the assumption that, as a consequence of immigration, labour supply was extended by
approximately 100,000 persons in the period 1989 to 1992, the majority of which originating from
former Yugoslavia and Turkey, only ‘a.small part from the CEECs (see also Biffl, 1992).

The effects of ‘migration depend on a wvariety of circumstances. The target country is faced with
increasing excess labour supply, which generally leads to a reduction of the price for labour. The
country of origin is confronted with the inverse situation (see Figure 1). However, the actual effects on
unemployment and on wages is contingent upon the wage regime (rigid or fiexible) and upon the
parallel development of the factor capital in the target country (expansion of production capacity).
There are also differences between short-term, medium-term and long-term effects. When wages and
employment are fixed in the short term, immigration will lead to an increase in labour supply and thus
to higher unemployment. In the medium-run and long-run flexible wages may reduce unemployment
(see Weyerbrock, 1995 and Breuss — Tesche, 1994 in the case of Austria-Hungary).

The isolated effects of immigration during the period 1989 to 1994 can be summarized as follows:
Austria's wage flexibility increased -considerably. The strong influx of labour force during the years
1989 to 1992 soon -entailed a distinct cut-down of wages. Compared to the baseline scenario,
between 1989 and 1992 compensation per employees dropped by 2% percent. As a consequence,
excess supply of labour could be partly absorbed. The downward pressure on compensation of
employees cushioned the upward trend in prices, which led to a slight increase in total real demand.
Until 1994, real GDP rose by 0.2 percent. The sharp increase in unemployment burdened the budget
by rising unemployment benefits. However, with restrictions of access to the Austrian labour market
some alleviation set in (Table 8).

3. EU's Eastern European Enlargement: Impact on the Austrian
Economy, 2000 to 2008

3.1 How to Deal With Integration Effects in Economies in Transition?

Economic literature is providing a variety of approaches to deal empirically with trade effects caused
by integration. The gravitation model, representing one of these approaches, explains bilateral trade
flows by five «determinants :as follows: (1) GDP per ‘capita in both countries should approximately
measure the fact that the more ssimilar countries are in its economic development the more intensive
is the exchange between them (Linder-hypothesis). As a special case this variable may also explain
the proportion of intra-industrial trade. (2) GDP of the countries measuring incomes; (3) Population;
(4) Distance; (5) Degree of liberalisation.



Opening Up of Eastern Europe:

Effects of Immigration for Austria

(Deviations from the baseline scenario in percent)1)

Real private consumption

Real government:consumption

Real gross fixed capital formation

Real exports of goods and services
Goods

Real imports of goods -and services
Goods

Real gross domestic product (GDP)
Current balance (percent of GDP)
Private consumption deflator

GDP deflator

Terms of trade: goods

Real disposable income
Compensation of employees

(percent of national income)

Dependent employment
Thousands of persons

Unemployment rate
Labour productivity

Net lending (percent of GDP)
(bn ATS)

1989 1990 1991
+ 0.0 + 0.1 + 0.2

+ 0.0 + 0.0 + 0.1

- 00 - 02 - 0.4
+ 0.0 + 01 + 0.2
+ 0.0 + 0.0 + 0.1
+ 0.0 + 0.0 - 0.0
~ 0.0 - 00 - 0.0

+ 0.0 + 0.0 + 0.1

- .00 - 0.0 + 0.8

+ 0.0 - 0.1 - 04
+ 0.0 - 0.2 - 06
- 00 - 0.1 - 02

+ 0.0 + 02 + 0.3

- 0.0 - 02 - 05

+ 0.0 + 0.0 + 0.1
+ 0.1 + 1.0 + 3.9

+ 0.3 + 1.5 + 26

* 0.0 + 0.0 + 0.0
- 0.0 - 0.2 - 04
- 07 - 37 - 6.6

1992

0.1

+ 0.2

0.3
0.3

+ 0.2

0.0
0.0

0.2

0.0

0.5

0.8

0.2

0.3

0.7

+ 0.3
+ 9.0

26
0.1

0.3
6.3

1993

0.1
0.2
0.1
0.3
0.2
0.0
0.2

COE T T S

+ 02

- 0.0

- 0.6

- 0.9

- 02

+ 0.2

- 0.6

+ 0.5
+14.2

4

24
0.3

0.3
49

Table 8

1994

0.0
0.2
0.3
0.2
0.1
0.1
0.2

O ¥ O+ + ¥ *

+ 0.2

- 0.0

- 0.6

- 0.9

- 02

+ 0.1

- 0.6

+ 0.6
+18.0

+

23
0.4

0.2
4.1

Y Figures for GDP, deflators, household disposable income, dependent employment and labour productivity
indicate the cumulative deviations of simulation scenario from the baseline scenario in the nth year in percent,
whereas the figures for current balance, terms of trade, compensation :.of employees, .unemployment rate and
net lending are-shown as percentage point deviations.



Figure 1: Migration and Wage Level
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These models predict that countries, having had tight trade relations with eastern countries before
World War Two, would revert to the trade intensity experienced then, when trade barriers are
removed (liberalisation -according to Europe Agreements or EU ‘membership). Hamilton — Winters
(1992) forecast a quadruplication of the bilateral trade potential between the EU :and the CEECs (see
also Gasiorek -~ Smith — Venables, 1994). However, it is not made clear how long it would take to
realize these predictions. In our model simulations for Austria we are aiming at showing the
consequences of CEECs' EU entry numerically wuntil the year 2008. The starting point (and main
input) of our calculations are estimates of integration effects on CEECs' foreign trade by Landesmann
— Pdschl (1995). Using a balance of payments restricted growth model developed by Thirlwall (1979)
they designed two scenarios (association .and EU ‘membership) for five CEECs. Taking the trade
flows estimated for these scenarios (Table 9) we calculated Austrian -exports to :and imports from
these countries.

Instead of relying on a specific integration theory in deriving the growth effects for the CEECs in case
of EU membership Landesmann — P&schl (1995, pp. 319-320) estimate the growth potential of these
countries by applying ‘a modified Thirlwall model. Accordingly, EU membership relaxes the balance of
payments constraints and ailows for higher ‘GDP growth. The relaxation is working through the
following channels: '

0] Accelerated catching-up in productivity and product quality;
(ii) faster wage adjustment;
(iii) more rapid modernisation of foreign trade's goods structure with an increased share of intra-

industrial trade;

(iv) expansion of the trade in services;

V) increased FDlIs in the CEECs and ‘easier access to the international capital markets;

(vi) EU membership may reduce the importance of exchange rate changes as a policy
instrument;

(vii) access to the EU market improves export possibilities.

3.2  Influence of CEECs' EU Membership on the Austrian Economy

3.2.1 Assumptions for Model Simulations

In order to evaluate the macroeconomic effects on the Austrian economy when CEECs are becoming
EU members simulations are made with the WIFO-macromodel. This model was used ‘several times
to deal with similar problems, for instance, estimating the consequences of Austria's EU membership
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(Breuss — Kratena — Schebeck, 1994). Unfortunately, the WIFO-macromode! does not provide a
regional specification and disaggregation -of foreign trade because series on foreign trade prices for
regions are not available in Austria.

To arrive at the total effects of CEECs' EUJ membership a couple of impulses have to be taken into
consideration:

1. Direct trade effects (trade creation). The input is Austria's additional export caused by the EU
entry of CEECs; it is derived from the scenarios by Landesmann — Pdschi (1995) mentioned
above.

2. Indirect trade effects. Trade creation takes place not only in Austria but also in the rest of the
EU, thus, additional demand spills over to Austria.

3. Costs of CEECs' EU membership. Participation of CEECs in the EU's internal market will
considerably increase transfers (for CAP and structural funds) within the EU. This means a
marked higher burden for the old members.

4. Transfer problem. The inflow of (additional) transfers for structural funds and payments within
the CAP into the CEECs relieves restrictions imposed by the current account, thus enabling
more economic growth and additional trade creation.

In order to grasp direct trade effects the following technical assumptions were made:

—  Foreign trade flows at current prices between Austria and CEECs in 1994 are taken as starting
values.

- Using deflators for total exports .and imports trade flows are transformed in terms of constant
1983 prices.

- Applying the growth rates for exports :and imports of each CEEC estimated by Landesmann -
Pdschl (1995, Appendix, Tables 6.2.1 to:6.2.5) time series for real trade flows between those
countries -and Austria are calculated. This procedure implies that these trade flows are growing
by the same rate as CEECs' total exports and imports.

—  Finally, it is assumed that .in both scenarios Austria can keep constant shares in the CEECs
markets.

From these assumptions the following model inputs result: If four CEECs were entering the EU by the
year 2000 in 2008 Austria's exports and imports of goods would be higher by 2 percent and
0.3 percent, respectively. Including Poland the effect would hardly become bigger (2.1 and



0.4 percent). Any influence of the remaining CEECs (Bulgaria, Romania and the Baltic states) can be
neglected owing to their small relevance for Austria's foreign trade (Tables 1 and 2). The results for
the CEECs' shares in Austria's exports and imports are shown in Tables 10 and 11. An EU
membership of the five CEECs is associated with a gain in Austria's exports.

Implementing the indirect trade effect it is assumed that trade creation in the EU caused by its eastern
enlargement affects economic growth ‘only half as much as was estimated for Austria. This
assumption is roughly confirmed by simulations with the OEF-world-model (Breuss 1995, p.5).

Introeducing the costs of enlargement Austria would incur in the case the CEECs -are joining the EU we
rely on calculations made by Breuss (1995, Table 12a). Estimating these costs it is assumed the
CEECs are entering the EU (and the CAP) under the now ruling conditionsz). Probably, until the time
the CEECs are becoming EU members the CAP will be reformed and the conditions under which
structural funds are appropriated will be changed. Therefore, Breuss' estimates may be considered
representing rather an upper limit. Although, estimates by other authors are ‘even higher (Baldwin,
1994). In the year 2000 10 CEECs would get net transfers amounting to 30 bill. ECU or 0.4 percent of
EU's GDP (15 members), this corresponds to 31 percent of the Union's budget (Table 12). We simply
assume that this additional burden is distributed equally amongst the 15 EU members. Further, we
imply that in the course of improving economic development accompanied by further reforms of the
common agricultural and structural policies the rate of the burden for the old members could be
halved. Hence, we anticipate necessary reforms in these fields.

In 2000, the net transfer requirements would be for four CEECs (Czech Republic, Hungary, Slovakia,
Slovenia) 9.106 bill. ECU, for Poland 8.49 bill. ECU and for the remaining CEECs (Bulgaria, Romania
and the three Baltic states) 12.685 bill. ECU.

With the enlargement of the EU a “transfer problem” arises. The funds flowing to the new member
states according to the rules of the CAP :and structural funds are -ear-marked. As is well known from
the classical debate between Keynes and Ohlin .on transfers after World War One the problem is how
much of the transfers are flowing back as payments for imports from the donor countries (see
Krugman - Obstfeld, 1994, pp. 98-100). It is assumed that CEECs ‘wouid use roughly half of the
received net transfers for imports. Thus, the restrictions imposed by the current account can be
relieved compared to the values estimated by Landesmann — P&schl (1995). Therefore, given the
market shares in the new member states, an additional demand for Austria's exports will come forth.

3 In a strategic paper the European Cemmissioner, Franz Fischler, offers three :solutions for integrating the agricultural sectors
of the CEECs:into that of the Union. In case of integrating CEEC agriculture in an unchanged CAP the budgetary impact.is
estimated at 12 bill. ECU per year after a transition period until 2010 (Agence Europe No. 6615, November 29, 1995, p. 10).
According to Breuss”(1995) estimations CAP cost:would:amount to 12.2 bill. ECU per year, beginning with the year 2000.



Czech Republic
Slovakia
Hungary
Slovenia
Poland

Czech Republic
Slovakia
Hungary
Slovenia
Poland

Table 10
Austria’s Export Performance for two Integration Scenarios
EU Membership Europe Agreement Association

1994 2000 2008 1994 2000 2008
As percent of total exports

286 2.9 35 26 2.7 2.9

0.9 1.2 1.7 0.9 1.0 1.3

3.9 4.1 4.0 3.9 3.7 3.1

1.6 1.7 2.2 1.6 1.6 1.8

1.2 1.4 1.1 1.2 1.1 0.9
Table 11

Austria’s Import Performance for two Integration Scenarios

EU Membership Europe Agreement Association

1994 2000 2008 1994 2000 2008
As percent of total imports

1.8 1.6 1.2 1.8 1.6 1.2
0.7 0.6 0.7 0.7 0.6 0.6
2.0 21 21 2.0 2.0 2.1
0.6 0.7 0.8 0.6 0.7 0.8

0.8 0.8 0.9 0.8 0.8 0.9
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Integration effects on tourism, direct investment and migration are not taken into consideration.
Practically no net effects on tourism are expected from an EU membership of CEECs. As far as direct
investment are concerned it is not clear whether direct investment are substituting or inducing
exports. If social policy in the EU will be highly harmonized (nearly equal labour market conditions;
Council direc;tive concerning the posting of workers in the framework of the provision, COM/93/225
FINAL-SYN 346) incentives to migrate from CEECs to -old EU countries will diminish. Moreover,
regulated migration during a period of transition can be thought of. Therefore, we decided to neglect
the migration problem in our simulations.

Given the assumptions described so far simulations are run for three alternative packages of
countries entering the EU simultanously at the beginning of the year 2000.

1. 4 CEECs package: Czech Republic, Hungary, Slovakia .and Slovenia are joining the EU.
2. 5 CEECs package: The previous group is supplemented by Poland.

3. 10 CEECs package: Bulgaria, Romahia and the Baltic states are completing the CEEC-
members.

3.2.2 ‘Simulation Results

3.2.2.1 Four CEECs

After nine years, e.i. in 2008, the simulation summing up all effects results in a cumulated increase of
real GDP by 1.5 percent. (Table 13b). This increase is composed of a direct trade effect of
+0.8 percent (Table 13a), a indirect trade effect of +0.4 percent and demand effects induced by
transfers of +0.3 percent. Exports of goods improve by 3.5 percent and stimulate via multiplier effects
domestic demand (+1.5 percent). This increase is distributed differently on the components of
demand. ‘While gross fixed capital formation exceeds the level in the baseline scenario by 3 percent,
real expenditures of private households are only higher by 1 percent. Increased domestic and foreign
demand induce additional imports (+3 percent). Therefore, the current account of the balance of
payments could -only improve slightly (by 0.1 percentage points of GDP in 2008). Increased total
production is also reflected in the labour market: dependend employment steps up by 1 percent and
the rate of unemployment decreases somewhat.

In general, there is some concern that the burden of the costs new EU members are imposing on the
government's budgets of the old members can not be compensated by additional tax receipts
emanating from stimulated economic activity. As the simulation for the case of the 4 CEECs shows
general.government deficit would only slightly increase at the beginning, but in the course of time an
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improvement sets in leading until the year 2008 to a lower deficit (0.5 percentage points of GDP) than
in the baseline solution. This favourable result depends on the assumption .of diminishing transfers to
the new member countries and on the fact that no inflation curbing effects are expected from the
Eastern enlargement. With prices increasing at a slower pace tax receipts would be lower. Normally,
it is assumed that more integration means more competition and, therefore, reduced inflation (see the
case of Austria' EU entry; Breuss — Kratena — Schebeck 1994).

3.2.2.2 Five CEECs

For Austria, the economic effects an EU entry of a CEEC bring about depends on two initial
conditions: The higher Austria's market share in a country the bigger are trade and growth effects; the
lower a country's degree of development the higher is the transfer in the framework of CAP and
structural funds, and, therefore, the burden for the Austrian government budget. While .in the case of
an EU membership of the 4-CEECs trade creation is dominating adverse budget effects the contrary
is true if other CEECs were entering the EU. This is strikingly seen in the case of Poland. The trade
creating impulse amounting only to one quarter percent of Austrian exports can not induce any effects
on economic growth or employment. However, the burden for the budget of the general government
would be significant. Beginning with 2 bill. ATS in the first year the augmentation of the annual
deficits reduces to 1 bill. ATS until the year 2008. Nevertheless, at the end of the simulation period
14 bill. ATS ‘additional government debt would have accumulated (Table 14).

Including aiso Poland in the group of new EU members Austria's real GDP could be higher by
1.6 percent in 2008 (Table 15).

3.2.2.3 TenCEECs

Owing to poor trade relations between Austria and the remaining CEECs (Bulgaria, Romania and the
Baltic states) expected trade creating effects of an EU entry are not noteworthy. Only the transfers to
these countries could stimulate slightly foreign trade (0.1 percent more exports from Austria).

According to the simulations the five CEECs considered now are producing similar integration effects
as Poland. Real GDP and the number of employees could be higher by only 0.1 percent each.
However, the government's household has to incur:an increase in its deficit which is twice as high as
in the case of Poland's EU membership (Table 16).

Full integration of all CEECs into the EU would positively affect the Austrian econoemy. In 2008 real
GDP would be higher by 1.7 percent. The initial growth impulse in 2000 is 0.5 percent followed by
0.2 percentage points additional average annual increases of GDP in the next years. As a
consequence of the net transfers to all ten CEECs Austria's general government deficit would
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increase for four years but afterwards, positive effects would prevail. Still, it should be kept .in mind
that these positive effects are solely due to the integration of the four neighbour countries (Table 17).

4., Conclusions

With these simulations a first attempt was made to evaluate the possible effects .an EU eastern
enlargement could have on the Austrian economy. Being rather unlikely that ten CEECs are
becoming EU members at the same time eastern enlargement was simulated iin three steps.

With a high probability the group of the economically most developed CEECs (Czech Republic,
Hungary, Slovakia and Slovenia) could become full members of the EU in 2000. These are the
countries with the most intensive trade relations to Austria. Therefore, Austria would earn
considerable positive integration effects, even if unavoidable costs (CAP, structural funds) are taken
into consideration. Trade creation induces economic growth, thus, allowing for higher tax receipts
which more than compensate additional expenses in the budget.

If Poland and other CEECs were joining the EU Austria had to provide a considerable amount for
transfers in its government budget profiting only from a minor trade creating effect. -

Mainly, these conclusions are wvalid only for Austria. Other EU members having different trade
relations to CEECs would prefer a different sequence of entry into the EU. Finland's foreign trade with
the Baltic states is very intensive and Germany's exchange with Poland exceeds that of Austria's by
far.
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