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I.  EXECUTIVE SUMMARY

Enlargement to include the Central and Eastern European countries, which share with the EU
countries a common commitment to peace, security, democracy, human rights and accept EU
membership criteria, is both a challenge and an opportunity.

On the international scene, an enlarged Union, with more than 100 million new citizens, should be
able to take on greater responsibilities in a globalized economy.  

Enlargement will affect not only the economies of the Member States and the applicant countries, but
will have an impact beyond the frontiers of an enlarged Europe, as it will enhance Europe's weight
in the wider world. Moreover, an enlarged Union will be able to act more efficiently and coherently
in international bodies such as the WTO and the OECD.

Given the creation of an even larger single market than before, the lower common external tariff to
be applied by the new Member States and their potential for economic growth, enlargement is likely
to have a trade creating effect between the EU and the rest of the world.

To that end, the new Member States will have to bring their external economic policies gradually in
line with the EU's. This means that they must extend preferential treatment to third countries in
accordance with the EU's international agreements (bilateral free trade agreements, the future Lomé
convention) and the generalized system of preferences. In the future, it is equally likely that the new
countries will have to take on further moves towards trade liberalisation within the framework of the
WTO.  By doing so and through a gradual integration of the new Member States into the EU, they
will contribute to the expansion of the trade and economic stability in today's global economy.

It is, however, impossible to quantify the impact of enlargement on EU trade relations with third
countries. Although  detailed forecast is hardly feasible, it is safe to say that implementation by the
new Member States of the EU's preferential trade agreements with third countries, along with the
EU's increased economic potential and dynamism of the enlarged European single market, is likely
to bring new trade opportunities for third countries.

Liberalisation of trade would have a positive impact on trade and investment flows, enabling
economies of scale to be made and manufacturing resources to be used more efficiently. The need
for extensive modernization of the industrial base of the applicant countries, together with the service
sector, would boost foreign direct investment from the EU member States, making a major
contribution toward economic development. It is likely that the applicant countries, after joining the
EU and adopting EU standards, will provide a more favourable environment for foreign investment.

As to the concerns being expressed that enlargement will create a large, but a more closed and
inaccessible European market it can be maintained that in fact, the EU is already an open market.  EU
tariff rates are generally low.  For instance, the average industrial tariff in 1995 for manufactured
products was 6%, declining to 3.7% by the year 2000. For any particular product a uniform tariff is
applied, regardless of the point of import into the EU. Furthermore, the EU single market requires
imports to clear customs only once, after which products can circulate freely throughout the EU. 
None of this will change as enlargement takes place.  In many cases, it is, indeed, the new Member
States which will have to reduce their tariffs to match the EU common external tariff.  As a result,
trade barriers will be coming down, not going up. This can reduce the fears of third countries that
they will be shut out of the enlarged EU market
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II . VIEWPOINTS OF EU INSTITUTIONS

EU widening to the East has revived concerns that Europe may become more inward-looking in spite
of declarations that a «Fortress Europe» does not and will not exist.  The Commission notes in its
study of the effects of the Union policies of enlargement to the applicant countries of Central and
Eastern Europe (Impact Study) that it will be thus important to ensure that enlargement with new
members facing considerable problems of transition and development will not dampen the Union's
attitude of openness and responsibility towards the rest of the world. Furthermore, in the Agenda
2000 communication of the Commission "the challenge of enlargement", some general tendencies are
highlighted. On the trade creation side, the Commission mentions that increase in trade may result
from the common external tariff to be applied by the applicant countries, which is on average lower
than the national tariffs previously applied.  Developing countries, enjoying preferential access to EU
markets, will find new markets in the new countries, whereas the latter, through economic and trade
cooperation, may seek better access to the markets of the former. Links remaining with the countries
of the former Soviet Union and with certain developing countries should provide EU-based
companies with opportunities for increased trade with these countries. New trade creation will, as
always, depend on cost related competitiveness.  Enlargement could also lead to some trade diversion
and weakening of preferential margins enjoyed by developing countries in the EU market. 
Where third countries enjoy special treatment with the new Member States, care should be taken to
ensure that the adjustments will not adversely affect EU trade relations with the countries in question.
 Any adverse effects that could result from enlargement, and which could lead to raising new barriers
in Eastern Europe, will have to be addressed by developing trade opportunities and infrastructure
projects as provided for in the Partnership and Cooperation Agreements as part of the pre-accession
strategy.

It is also important that the new Member States, each within their possibilities, contribute to the EU's
development policy for the world's poorer countries. As enlargement broadens the export markets
for ACP countries, transitional problems resulting from preferential access to their markets could be
helped by greater efficiency in the EU's economic aid schemes in the pre-accession strategy.

For 1999, the Commission will seek to promote cooperation with the Mediterranean countries under
the Barcelona process and through the Meda programme, which is one of the top two budget
priorities (the other being Phare) for external action in 1999. Apart from the planned economic area,
an essential element in the Euro-Mediterranean partnership, support for the Middle East peace
process will remain a prime objective.

As regards relations with Russia, Ukraine and the New Independent States, the trend in the socio-
economic and political situation in these countries means that priority will be given to assistance with
reforms and economic recovery, particularly through the partnership and cooperation agreements and
by mobilising the Tacis programme. More must also be done to strengthen relations with the
countries of Caucasus and Central Asia and to support regional cooperation. The efforts being made
to achieve stability in the Balkans must also be pursued, both in the former Yugoslavia and in Albania.

In relations with the United States, the main objective will be to implement the transatlantic economic
partnership which is the result of the EU-US summit in London in May 1998, and to follow up the
agreed measures relating to the Helms-Burton and D'Amato Acts.

Cooperation with Latin America will be at the forefront of European interests, with the EU-Latin
America-Caribbean summit to be held in Brazil in June 1999 and the continuing strategy of bringing
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the two regions closer, notably through trade negotiations with Mexico, Chile and Mercosur, and the
tightening of relations with the Andean Community and Central America.

With Asia, the lessons from the financial and economic crisis must first be drawn. In this connection
the Union will continue its support for internal reform processes and for opening up economies
through increased dialogue and adjustment of cooperation with the affected countries in particular
in the social and financial sectors. The ASEM process will be important in this context. China, Japan
and Korea will also have to act as the principal focal points for relations with Asia.

As far as international trade negotiations are concerned, the priority will again be preparing for the
new WTO round, which should start in 2000.

In its resolution (PE 224.339/fin/A) on the communication from the Commission "Agenda 2000"  for
a stronger and wider Union - the European Parliament considers that enlargement will strengthen the
weight and influence of the European Union in the international economic system, in international
organizations and, more particularly, in the World Trade Organization; in this regard, wishes the
European Union and the applicant countries to define forthwith a coordinated strategy for the
commitments to be made in the WTO and the OECD and with regard to other economic and financial
forums in which it is possible to engage in concerted action.

The Parliament considers it essential that the phased integration of the applicant countries into the
internal market should go hand in hand with a more determined policy of harmonizing that market's
external aspects and coordination the commercial policies of the applicant countries with the
European Union's commercial policy. The Parliament recalls the overall positive outcome of
preceding enlargements, which have improved the Union's position on international markets,
increased trade between Member States and enhanced the Union's international dimension, and
thereby increase, the total resources available for Member States and the Union.

Parliament's Committee on External Economic Relations has pointed out in its opinion for the
Committee on Foreign Affairs, Security and Defence Policy (PE 222.530/fin.) that it is vital that the
gradual integration of the applicant countries into the single market should be accompanied by a more
determined policy of harmonising the external aspects of that market and coordination the trade
policies of the applicant countries with those of the EU. As the ultimate objective of the countries of
Central and Eastern Europe is rapid integration into the EU and hence the establishment of a customs
union, the "reinforced pre-accession strategy" should ensure that the countries of Central and Eastern
Europe (CEECs) can gradually bring their provisions into line with the EU's common commercial
policy, which will be fully applicable from the start of membership.

III.  TRADE DIVERSION

CEECs have benefited from an unprecedented shift in the EU’s trade policy stance. In the socialist
era, CEECs were seriously constrained in terms of market access to the EU. They faced high tariffs,
quantitative restrictions and a wide range of contingent protection measures. At that time, CEECs
ranked at the bottom of the pyramid of trade preferences granted by the EU to various groups of
countries. The liberalisation of East-West trade began in 1988 (when the EU concluded a trade and
co-operation agreement with Hungary), but the major change came in 1991: the »Europe
Agreements» promoted the CSFR, Hungary and Poland to the top of the pyramid of trade preferences
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It is open to question whether EU imports from CEECs will be at the expense of other trading
partners. Adverse effects of discrimination cannot be totally ruled out if the prospective EU members
among CEECs are direct competitors of the other countries in exporting to, and attracting  foreign
direct investment (FDI) from, the EU. This shall be dealt with in the following pages, by analysing
possible trade diversion, as well as the competition for FDI for a number of trade blocks, such as
Latin America, the Mediterranean region, South-East Asia and NAFTA.

As the European Union stands for free trade in line with its commitments to the WTO and for
economic dynamism, enlargement can prove a catalyst in the process of further trade liberalisation.
 In general, however, increase in global trade resulting in higher growth and living standards must
involve respect for core labour standards and, to that end, the EU has to support cooperation
between the WTO and the ILO.

Trade diversion at the expense of other countries because of Eastern enlargement of the EU would
be most likely if trade overlaps between CEEC suppliers and other trade partners existed.

Latin America
The shift from discriminatory to preferential treatment has certainly helped to increase EU imports
from CEECs. EU imports from a group of seven CEECs (Albania, Bulgaria, Czech Republic,
Hungary, Poland, Romania, and Slovak Republic) rose fourfold from 1988 to 1998. Although starting
from a higher level, EU imports from Latin America just doubled during the same period.
In 1998, the EU imported 64% more from the seven CEECs than from all Latin American countries
together. It is not unreasonable to assume that the trend of considerably faster growth of EU imports
from CEECs will continue.

Comparing the commodity structure of EU imports from CEECs and Latin America reveals a low
degree of overlapping: manufactured goods accounted for 70% of total EU imports from CEECs in
1994, while the share of manufactures in EU imports from Latin America was just 20%.

Trade overlaps relating to steel in the late 1980s and early 1990s were basically due to competition
between Brazil and the former USSR in special steel products. However, declining market shares of
Brazil in this period cannot be explained by preference margins, but have to be attributed to price
underbidding by successor states of the USSR. Trade diversion caused in this way diminished since
1992/93: the EU imposed quantitative restrictions on steel imports from CIS republics, and subjected
steel imports from the Czech and Slovak Republics to tariff quotas. Latin America and CEECs
became subject to a »managed trade» strategy of the EU, in order to protect both domestic steel
producers and traditional trading partners against allegedly dumped steel imports. In fact, the share
of iron and steel in total exports to the EU declined for both Latin America and CEECs.

Latin America does not appear to have suffered from considerable trade diversion with respect to
textiles and clothing. Its share in EU imports of textiles and clothing from all non-OECD sources
declined from 3.8% in 1988 to 0.9% in 1998, while the share of CEECs increased from 9.1% to
15.5% during the same ten-year period.

However, the decline in Latin America’s market share was even more pronounced in the 1980s, i.e.
before CEECs became the most favoured trading partner of the EU. Moreover, in 1988-1998, Latin
America experienced a similar decline in its share in EU imports of all manufactures (from 3.2% to
2.3%). This implies that preferential treatment of imports of textiles and clothing from CEECs does
not as such cause trade diversion. This is also because preferences granted to CEECs were less
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significant than suggested by the removal of quantitative restrictions: as with steel, preference-
induced trade diversion in favour of imports of textiles and clothing from CEECs was contained by
persistent trade monitoring by the EU. The remaining preferences will be further reduced once
international trade in textiles and clothing becomes subject to WTO discipline, as was agreed upon
in the Uruguay Round.

The value of trade preferences granted to CEECs was particularly high for products covered by the
Common Agricultural Policy (CAP). Nevertheless, the degree of trade diversion affecting Latin
America does not appear to be very substantial. Trade overlaps in food supply on EU markets by
CEECs on the one hand and Latin America on the other hand are even smaller than for steel and
textiles. Moreover, as with textiles, preference margins in favour of CEECs are likely to be reduced
by the time the  Uruguay Round agreements on agriculture are completely implemented. Among the
most relevant provisions covering CEECs access to European Union markets, two aspects stand out:
the abolition of all quantitative restrictions on industrial imports from the CEECs, except for textiles
and coal, as well as of tariffs on over 50% of the EU imports. Sensitive sectors, such as iron and steel,
chemicals, furniture, leather goods, footwear, glass and vehicles, will be included in the next round
of negotiations. However, there can be no new duties or quantitative restrictions imposed by the EU,
and the tariff reductions do represent an advance on the generalised system of preferences (GSP)
rates.

These arguments support the view that Latin America’s relatively poor performance on EU markets
cannot be attributed to closer institutional ties with, and trade preferences for, CEECs.

Mediterranean region
The eastern enlargement has aroused fears among the Mediterranean Non-member countries (MNCs)
that they may lose market shares for a broad range of sensitive products. EU imports from the CEECs
may have displaced exports of the MNCs to the EU, leading to a decline in EU demand for products
from the MNCs.

However, the same trend has occurred in exports to other industrialised countries.

A common characteristic of both the CEECs and the Mediterranean region is that the major part of
their present foreign trade is carried on with the EU. Both regions are dependent on foreign trade
with the EU.  Nevertheless, the product profile of CEEC and MNC exports to the EU differs
considerably due to the different resource endowment and climate. In their trade relations with the
EU, the MNCs have an export profile characterised by a predominance of energy products (oil, gas
and derived products).

Agriculture plays a relatively modest role in Euro-Mediterranean trade relations, accounting for only
9.5% 9.3% of trade between the two regions in 1998.  However, this is not because of the small
number of agricultural products of the MNCs. On the contrary, the principal feature of farm trade
between the EU and the MNCs is its high degree of sensitivity due to competition between
Mediterranean products from the MNCs and from the Mediterranean Member States of the Union
on the EU market. Although, access of farm products has improved substantially over the past two
decades due to a gradual elimination of customs duties, increase in tariff quotas and preferential rates,
 the outcome has been a reduction in their export share to the EU. In contrast to the farm products
of Latin America, the agricultural exports of the MNCs do compete with the EU, although not with
the CEECs' line of farm products. Overall, a trade diversion because of the Eastern enlargement
cannot be expected.
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It is worth mentioning that the European Union has, through the Declaration adopted at the
Barcelona Euro-Mediterranean Conference on 27-28 November 1995, devised a general strategy
laying the path towards a Euro-Mediterranean partnership. At  the Barcelona conference, the EU
member states as well as the MNCs committed themselves to the achievement of a Euro-
Mediterranean free trade area with due observance of WTO rules. The parties have set the year 2010
as the target date for the gradual establishment of this area which will cover most trade. Tariff and
non-tariff barriers to trade in manufactured products will be progressively eliminated in accordance
with timetables to be negotiated between the partners; taking as a starting point traditional trade
flows, and as far as the various agricultural policies allow and with due respect to the results achieved
within the WTO negotiations, trade in agricultural products will be progressively liberalised through
reciprocal preferential access among the parties.

South-East Asia
The EU represents a major market for ASEAN exports. By 1998, ASEAN’s share of total EU
imports had risen to 7.3%(compared to 3.1% in 1988). ASEAN’s exports to the EU have risen faster
than those to any other market since 1984. While EU exports have long been concentrated on
manufactured products, there has been a dramatic shift in ASEAN’s exports from primary products
to manufactures. Tariff cutting resulting from the Uruguay Round agreements is likely to provide a
greater stimulus to ASEAN’s exports than the generalised system of preferences (GSP).

If trade policies of the EU had been the major factor shaping changes in market share, Asian suppliers
should have been the first to suffer from trade diversion. This is because Asian countries, notably the
newly industrialising economies in Asia, were a major target of trade policy instruments applied by
the EU, such as export agreements and anti-dumping measures. Nonetheless, Asia further
strengthened its dominant position among non-OECD suppliers of manufactured goods on EU
markets. Therefore, Eastern enlargement of the EU is unlikely to lead to trade diversion.

NAFTA
Trade relations between the EU and NAFTA are extremely important. In 1998, they covered 24.4%
of the EU's total trade, of which 21.6% was with the USA, 1.9% with Canada and 0.9% with
Mexico. EU trade with NAFTA is mainly in manufactured products such as office machinery and
computers, electrical machinery & appliances, transport equipment, mainly aircraft, and power
generating machinery and equipment. Among the top EU exports are road vehicles, machinery
specialised for particular industries, electrical machinery & appliances, and general industrial
machinery and equipment.

The positive trade relations can be expected to continue after Eastern enlargement.

From a political point of view, the United States and Canada have expressed strong support for
enlargement basically for political and security reasons, as they regard enlargement to the East as a
chance for Europe to take on more responsibility for its own security and stability.  

In the economic field, the impact of enlargement is expected to be limited.  As the USA is a highly
competitive and high-tech economy, it is indeed very unlikely that the USA or Canada will feel
affected by enlargement to the East.  It is above all labour-intensive industry that may encounter
growing competition from Central and Eastern Europe, while knowledge and research intensive
industries will have possibilities of expansion and of finding new markets.



13 PE 168.062/rev.1

IV. FOREIGN DIRECT INVESTMENT

CEECs were practically non-existent as competitors for foreign direct investment (FDI) until the
demise of socialism. In 1985-1987, six EU countries invested a meagre annual average of 20 million
ECU in Central and Eastern Europe. However, CEECs have experienced an increase in FDI, since
they began their transformation into market economies so that in 1996, the EU invested 4.6 billion
ECU, accounting for 11% of Community FDI..

The prospective EU members among CEECs, in particular, can be expected to become even more
attractive hosts of FDI in the future. Previous steps towards closer EU integration have promoted
FDI in EU member countries in several instances. Spain, for example, emerged as a major host
country of FDI after the country joined the EU in 1986. For the EU as a whole, the European Single
Market provided a major stimulus to intra-regional FDI flows. All this seems to suggest that other
regions have much to lose as a host of FDI.

The question of whether the region’s attractiveness for FDI has to do with EU integration and the
emergence of prospective EU members as new competitors for FDI is the subject of the following
analysis.

Latin America
Latin America has traditionally been the dominant host region of FDI from the EU in the non-OECD
area. Brazil used to be the most important recipient of FDI flows from the EU. However, FDI flows
from the EU shifted remarkably towards other Latin American host countries. Similar to global FDI
flows, Argentina, Mexico and Chile were major beneficiaries of higher FDI flows from the EU. These
shifts seem to be closely related to economic policies pursued by the respective governments.  Chile,
for example, represents the front runner with respect to economic reforms in Latin America.

The link between the timing of reforms and improved attractiveness for FDI is also evident for
Argentina and Mexico. It follows that Brazil’s particularly poor performance in attracting FDI is the
consequence of delayed reforms. Various Latin American economies had restored their attractiveness
for FDI by the time CEECs emerged as new competitors for FDI. Countries in both regions benefited
from additional FDI after they had implemented stabilisation and structural adjustment programmes.
FDI diversion resulting from European integration appears to have been a minor factor in shaping
recent FDI patterns.

It seems unlikely that EU investors will give up important markets in Latin America, simply because
of new market opportunities in CEECs. One can rather expect additional FDI if different regions offer
favourable market prospects. This view is supported by the recent  increase of FDI in the service
sector of various countries in Latin America, in Central and Eastern Europe and in other regions, after
those countries joined the world-wide trend towards privatisation and deregulation of services. It
follows that market-seeking FDI depends more on the economic prospects of Latin American
countries rather than on the future course of EU integration, if  the recent recovery of FDI flows to
the region are to be sustained. On the other hand, however, it cannot be excluded that geographical
proximity and preferential access to the EU leading to membership may eventually favour CEECs in
this respect.
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Mediterranean region
One of the main characteristics of the MNCs (Mediterranean non-member countries) is their almost
complete absence from international financial markets. With the exception of Turkey and Israel, the
MNCs have hardly had any access to these markets, a fact which has deprived them of technology
transfers, management know-how and the external savings which are indispensable for financing the
modernisation of their productive base and their access on a competitive basis to the international
economy.

This difficulty in attracting foreign investment is one of the fundamental constraints on the economic
modernisation of these countries. Hence, the creation of a legal framework conducive to the
development of a modern market economy, the introduction of legislation to enable savings to be
mobilised, the establishment of a competitive financial system and training in business management
techniques are, as is the case for the CEECs in transition, basic requirements to attract FDI.
Therefore, the future ability of the MNCs in attracting FDI will continue to depend on their own
performance rather than the eastern enlargement of the EU.

South-East Asia and NAFTA
The globalization trend may shift efficiency seeking FDI further towards South-East Asia, in
particular when the financial crisis in the area has bottomed out. Several Asian countries are well
known for their world market orientation, It appears rather unlikely, however, that South-East Asian
countries have suffered  FDI diversion resulting from the prospect of EU enlargement. The same goes
for NAFTA, as it cannot be maintained either that improved attractiveness of CEECs has been a
major factor in distributing FDI among Europe's trading partners.

EU trade policies, in general, and preferential treatment of CEECs leading to enlargement, in
particular, cannot explain the contrasting performance of trading partners on EU markets. Latin
America and MNCs lost market shares to other trading partners of the EU in the last years,
irrespective of whether these trading partners had special privileged access to EU markets (CEECs)
or not (Asian countries).  Domestic constraints and the country's own economic performance are
more relevant in accounting for a country's results in the EU market.

V. FREE TRADE AGREEMENTS (FTA) OF CENTRAL EUROPEAN COUNTRIES
BETWEEN THEMSELVES, WITH THE EU AND THIRD COUNTRIES

Central European Free Trade Agreement (CEFTA)
In December 1992 already, the Visegrad countries (Poland, Czech Republic, Slovakia, Hungary)
signed the CEFTA, which came into force on 1 March 1993. Its general aims are to regain some of
the outlets, as some of which were lost after the break-up of the Council of Mutual Economic
Assistance the former (CMEA) "Comecon"; to counterbalance the potential reductions of trade
arising from the bilateral agreements with the EFTA countries and EU; to find export markets for a
number of sensitive products whose access to EFTA and EU markets is difficult. The means are the
removal of import restrictions on industrial products within a three-stage period of eight years up
until 2001. Similarly with the Visegrad countries' bilateral experience with the EU, the CEFTA does
not fully apply to sensitive and agriculture products as competition among the partners is feared in
every sector of production, but notably in the two mentioned. The degree and scope of liberalisation
under CEFTA is less than that under the Europe Agreements (EA) : the proportion of food and agri
trade covered is 1/4 compared to 2/3 in the EA, the annual duty reductions hardly amount to 10%
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and tariff quota concessions are quite low. For the moment, only 10% of Visegrad foreign trade is
intra Visegrad.

The Visegrad group was very much a Polish initiative since the other two original founding states
(Hungary and Czech Republic) were at first rather reluctant. Visegrad countries policies have
different strategies towards reform as their communist legacies are uneven. The diverging pace and
situation of the economic restructuring process in each of the Visegrad countries after the collapse
of the CMEA and its trade-promotion instruments have implied different views among them as to the
intensity to be given to regional cooperation. Indeed, Visegrad countries feared that their primary
goal of integrating in Western structures could be compromised by emphasis on regional structures.
However, the impulse of the EU and the US lead the Visegrad countries to cooperate. This
notwithstanding, they again feared that prior regional cooperation as a first step before joining the
EU could be thereafter a base for the EU to argue that their access to the EU and other structures
could then wait. This is why the Visegrad countries underscored the limited character of the Visegrad
group cooperation. The European Agreements helped to smooth the way for regional cooperation
and reassure the Visegrad countries.

The EU is encouraging the expansion of free trade agreements amongst the CEECs as a step
consistent with the already high level of liberalisation attained with the EU. Thus, the Essen summit
of December 1994 has plainly stood by the CEFTA as a move in the right direction. EU contributions
to intra-regional cooperation are carried out by a number of important Phare programmes and
additional tariff reductions

Economies of scale through trade-barrier abolition and legislative approximation are essential to draw
badly-needed foreign investment to improve economic performance. By extending cooperation into
areas as free movement of services, capital and human resources and by gradually adopting the EU's
common external tariff for industrial products, CEFTA can be instrumental in developing market
conditions in Central Europe and in preparing and facilitating the enlargement process.

The European Commission has expressed its views on the subject of free trade agreements entered
into by applicant countries and third countries, taking into account legal and political aspects with
particular regard to the relevant provisions of the Europe Agreements and the WTO.

According to the European Commission, it is important that applicant countries avoid entering into
obligations with third countries which may later on become obstacles with regard to EU accession.
With respect to trade agreements between applicant countries and third countries, the preferences
granted should not be more favourable than the preferences granted by the Union to those countries.
Prior to the moment of accession when such agreements would have to be cancelled in order for the
appliant country to assume the obligations of the common commercial policy, discrepancies would
have to be eliminated to ensure that the process of accession takes place smoothly.

It is expected that any FTA which the associated countries might negotiate would be in strict
compliance with GATT/WTO rules and the pertinent provisions of the Europe Agreements.

The criteria for WTO compatibility of Free Trade Agreements and Customs Unions are found in
Article XXIV of GATT 1994 and the Uruguay Round Understanding on the Interpretation of Article
XXIV of GATT 1994. Article XXIV(4) states that "the contracting parties recognise the desirability
of increasing freedom of  trade by the development, through voluntary agreements, of closer
integration between the economies of the countries parties to such agreements. They also recognise
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that the purpose of a customs union or of a free-trade area should be to facilitate trade between the
constituent territories and not to raise barriers to the trade of other contacting parties with such
territories". The specific rules and procedures governing customs unions and free trade areas are set
out in other provisions of Article XXIV and the Understanding. For free trade areas, the key
disciplines established by these provisions are that duties and other restrictive regulations of
commerce should be eliminated on substantially all the trade between the constituent territories of the
free trade area. This is understood to have both a quantitative and qualitative dimension. Preferential
agreements in the area of trade in services are subject to the rules set out in Article V of GATT.

The Europe Agreements contain a clause stipulating that "consultations between the Parties shall take
place within the Association Council concerning agreement establishing custom unions or free trade
areas and, where requested, on other major issues related to their respective trade policies with third
countries". Europe Agreements "shall not preclude the maintenance or establishment of customs
unions, free trade areas or arrangements for frontier trade except in so far as they alter the trade
arrangements provided for in (those) Agreements(s)". It is stated explicitly, however, that "in
particular in the event of a third country acceding to the Community,... consultations shall take place
so as to ensure that account can be taken of the mutual interests of the Community (the partner
country) stated in the (Europe) Agreement."

On the basis of the above, it is expected that before any applicant country concludes a FTA
agreement or a similar arrangement, the EU will be consulted in advance. In those consultations it
will be emphasised  that: preferences granted under the envisaged FTA do not go beyond those
established by the Europe Agreement, and that the formalities described above (including taking
account of mutual interests) are strictly observed.

Gradual alignment with the EU's Common Foreign and Security Policy is an objective of the appliant
countries in their preparations for membership. It is important that these countries try to follow the
EU's political orientations namely, on whom to conclude trade agreements with. The respect of the
human and minority rights, the rule of law, the principe of political pluralism and a pluralist-party
system involving free and democratic elections, are all general principles the EU expects the applicant
countries will take into consideration when they enter into negotiation of an FTA with a third
country.

In addition, the prospect of the adoption of the common trade policy upon accession should be borne
in mind by the associated countries in their negotiations. In view of the fact that the EU has sole
competence for commercial policy and that the EU forms a single customs territory, it is not possible
for a Member State to participate in a free trade area outside the context of the common trade policy.
Future Member States will be obliged to withdraw from any FTA with third countries on the date of
their accession to the EU and will become party, at the same time, to all the (preferential) agreements
applied by the EU under the same conditions as the latter. This is a clear consequence of taking over
the Community acquis and adopting the common trade policy.

In this perspective, any FTA concluded by future Member States should, therefore, include a clear
clause providing for this withdrawal in the event of their accession to the EU for which the
Commission sugests the wording : "Both Parties agree that in the event of a Party to this Agreement
becoming a member of the European Union, that Party will withdraw from this Agreement at the
latest the day before membership takes effect, and without any compensation to the other Party".
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Agreements with Third Countries having themselves Europe Agreements
In the case of FTAs between countries covered by Europe Agreements, the preferential rate for trade
between the parties could be more favourable than that in force betwen the EU and each party
individually, as long as the FTA provides ultimatelyu for alignment ot the EU regime.

If one of the parties to such a FTA (i.e. between countries covered by Europe Agreements) joins the
EU before the other(s), the latter country(ies) must agree to withdraw from the FTA with no
compensation from the new EU member. The new EU member state would become party to the
Europe Agreement with the other party in question.

Agreements with WTO-Members
Requirements of GATT/WTO compliance
Future Member States are entitled to establish a free trade area subject, in the case of WTO members,
to compliance with the relevant multilateral rules. If such an agreement is concluded with an EU
preferential partner it should envisage alignment on the EU trade regime, either immediately on entry
into force of the agreement or shortly thereafter.

WTO rules on free trade areas must be complied with. The principles of consistency with multilateral
rules and protection of EU interests will shape the EU's position in the WTO scrutiny of  FTA
agreements negotiated by the associated countries.

Compensation negotiations
The notions of "compensation" and "compensation negotiations" are, in principle, only applicable to
third parties which are WTO members (Article XXIV:6 GATT) and in the context of the formation
or enlargement of a customs union. Countries not members of WTO can, therefore, not request
compensation under WTO procedures. The EU may be requested to compensate WTO Members
where an acceding Member State previously applied a lower tariff to third countries than that
provided for in the Common Customs Tariff. However, if the acceding country withdraws from a free
trade area to join the EU, this does not ipso facto mean the EU has to compensate the other parties
to the FTA, since the preferential duties applying inside the free trade area are not binding and
therefore not eligible for compensation.

Agreements with Countries not (yet) belonging to the WTO
Should an associated country sign an FTA with a third country which is not a member of the WTO,
any more favourable treatment provided for in that agreement should as well be extended to the EU
(without compensation, particularly, where the lower tariff would offset the initial asymmetry
provided for in the Agreements for the benefit of the CEECs). The lower tariff would then have to
be enshrined in the appropriate Europe Agreement.

*   *   *

For further information, please contact :
Mr John WITTENBERG, European Parliament, DG IV, Luxembourg,
International and Constitutional Affairs Division,
Tel.(352) 4300-22447 / Fax. (352) 4300-29021 / e-mail: jwittenberg@europarl.eu.int
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