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ABSTRACT: Foreign trade is an important mechanism for economic integration with
other countries, and plays a significant role in economic growth. The possible impacts of
EU membership on Estonian foreign trade have been discussed for years without reaching a
clear conclusion. Although the current paper does not purport to offer definitive results, it
does shed light on the matter by presenting the main arguments raised by the debate. Using
economic theory as a framework for analysis, the paper first discusses the effects of EU
membership on the volume and structure of trade, followed by an evaluation of the likely
impact on Estonia’s trading partners. The majority of the studies surveyed here find that,
overall, the trade-creation effect will dominate following EU membership, although trade
diversion will occur in sensitive sectors of the economy. However, the magnitude of trade
diversion is smaller, the more candidate countries join the EU in the first enlargement
wave. The paper also reports that specialization in trade is expected to increase and consid-
ers the effect of maintaining trade restrictions on the exports of sensitive sectors to the EU.
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Introduction

Estonia has a great potential to join the European Union (EU) in the next few years. This
means that Estonia has to face new conditions and requirements almost in every field. As
the external trade is one of the most important spheres of Estonian economy, the possible
changes in the foreign trade relations need to be discussed. This enables us to foresee the
possible developments and to give policy recommendations.

The changes in Estonian foreign trade after joining the EU have not been analyzed thor-
oughly. Still, there is a lot of literature on the eastern enlargement of the EU and on its pos-
sible impact on Central and Eastern European Countries (CEECs), including Estonia. Also,
to have a clearer picture of the possible developments after joining the EU, one should take
a look on the changes in trade of countries that have joined the European Community1 (e.g.
the United Kingdom and Ireland in 1979).

Hence, the objective of this paper is to present possible developments in the external trade
of Estonia after joining the EU, based on the published literature. Therefore, the impact of
joining the EU on the external trade of some current member countries, CEECs generally
and of Estonia is discussed. The member countries under discussion are the United King-
dom, Ireland, Greece, Spain, Portugal, Austria, Sweden, Finland, e.g. the countries of the
first and second enlargement waves of the European Community.

As the changes in trade relations include change in trade partners, trade volumes and trade
pattern of commodities, these effects should be analyzed separately. Also, there are always
indirect effects that cannot be classified under previous groups, and effects that occur
through the trade channel. These impacts form the group of indirect effects in this paper.

It needs to be stressed that this paper analyses the impact of joining the EU on the accession
country, not the effect of integration on the trade block. Hence, the gains and losses of the
integration of the European Union as a whole have not been discussed. Also, the impacts of
eastern enlargement of the EU on the member countries are left aside.

The structure of the paper is as follows. First, the possible changes in trade due to the eco-
nomic integration are observed theoretically, adding the most common empirical methods.
Next, the empirical literature of the integration effects on trade joining the EU of accession
country is analyzed. Two groups of countries have been distinguished: countries that have
already joined the EU (current member countries) and the countries that are going to join
the EU.  Hence, the effects discussed can be classified as effects already taken place and
possible effects. In the end the possible impacts on Estonia are discussed, based on litera-
ture. This is followed by combining the results of previous chapters and literature on Esto-
nia.

                                                          
1 Before establishing the European Union in 1993, the economic block was called  the European Commu-

nity (EC).
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1 Trade theory

1.1 Trade barriers and regional integration

The traditional trade theory shows that tariffs involve a cost for society2. The conception is
based on consumer surplus3. If the import tariff is applied, the price for consumer increases
and the consumer's surplus decreases, which is a cost. Government gets tariff revenue and
producers' surplus increases, but the gains are smaller than losses. The tariff causes
misallocation of resources, which results in production cost of protection. Consumption
cost of protection occurs due to the fact that the tariff brings about an increase in the do-
mestic price of the imported commodity relative to the price of the other commodities and
so causes a distortion of consumption. Also usually there occur the administrative cost and
the resource displacement cost of tariffs4 (Gandolfo 1994, p. 111).

As the protectionist trade policy is a source of cost, several trade agreements have been
signed. Traditionally, three types of regional integration agreements can be distinguished 5

(Baldwin et al 1995, p. 1597): free trade area, customs union and common market. In the
case of FTA tariffs on trade among member nations are removed and members are left in
autonomy in setting their tariffs on trade with non-member countries. Customs union ap-
plies a common tariff structure to trade with non-members. Common market permits free
movement of factors of production as well as goods and services, between member states.
Similarly to customs union there is a common tariff structure on trade of non-members in
case of common market. The European Community completed its common market in 1968
(Baldwin et al 1995, p. 1597).

Joining the block of countries that constitute a trade area, each enterer experiences changes
in its foreign trade. New conditions of trade offer new opportunities inside the trade block
but can also affect pre-accession trade relations. After joining the common market the for-
eign trade of a country can be distinguished into two parts: trade with (or within) the union
and trade with the rest of the world. Depending mainly on the level of tariffs following pro-
cesses can occur: trade creation, trade diversion, trade suppression. According to Viner
(Viner 1950), trade creation entails a shift of consumption from the higher-cost domestic
source to a lower-cost member-country source. Trade diversion entails a shift of consump-
tion from the lower-cost world source to the higher-cost member-country source (Borkakoti
1998, p. 521).  Trade creation is beneficial to the accession country as it obtains cheaper
imports from the member country and resources are transferred to produce more of the
product in which it has comparative advantage. Trade diversion reduces the home country's
welfare, as it imports from a higher-cost source leading to a deterioration of the terms of
trade. Trade suppression entails a shift in consumption from imported goods to domesti-
cally produced goods.

                                                          
2 Also called economic cost of the tariff or cost of protection (Gandolfo 1984, p. 109).
3 Consumer surplus - the excess of the total price that consumers would be willing to pay rather than go

without the commodity, over that which they would actually pay.
4 In case of full employment to increase the domestic production of the protected commodity, the labor has

to be shifted from other sectors. This shift involves a cost.
5 Synonymos to preferential trade agreement (Baldwin et al 1995, p. 1598).
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Accession should raise both exports to the EU and imports from the EU. If this is at the ex-
pense of other imports, trade diversion has occurred. If it is at the expense of home sales, or
is purely additional, trade creation has occurred. Rises in imports from the rest of the world
would indicate trade creation, while rises in home sales at the expense of exports of the rest
of the world would indicate trade suppression. All of these changes must be measured not
just through time but rather relative to what trade would have been in the absence of inte-
gration.

It is also very important to distinguish between short run and long-run effects (Mayes 1989,
p. 100). In short run there are so-called static effects, the change in trade barriers results in
single change in trade and its pattern. In the long run there are dynamic effects, where the
economic variables over time are permanently affected by economic integration.

1.2 Specialization

In addition to change in trade volumes due to joining a trade block, the changes in the
commodity groups' pattern occur. After reduction of trade barriers for the accession coun-
try, it can realize its comparative advantage6. According to the theory, a difference in com-
parative costs of production is the necessary condition for international exchange to occur
(Gandolfo 1989, p. 7). Comparative cost can be defined in two ways: as the ratio between
the unit costs of the two commodities in the same country, or as the ratio between the unit
costs of the same commodity in the two countries. The sufficient condition for international
trade is that the international terms of trade7 lie between the comparative costs, without
being equal to either. When both conditions (necessary and sufficient conditions) are met, it
will be beneficial to each country to specialize in the production of the commodity in which
it has the relatively greater advantage. This theory shows, that trade is beneficial to all par-
ticipating countries, but only under the assumption of free trade.

Hence, if there are no trade barriers that distort the prices, accession country can realize its
comparative advantage on the union's market. As common market applies common tariff
system on trade with non-members, the accession country can loose its comparative ad-
vantage in the trade with non-members after joining the common market (depending on the
level of new tariffs after accession).

After specialization by sectors and products had taken place, there was still increase in in-
ternational trade.  It has been found that varieties and differentiated products determine the
volume of trade to a remarkable extent, especially between countries with similar levels of
per capita income (Borkakoti 1999, p. 377). If a trading country exports and imports com-
modities belonging to the same well-defined8 product category, the intra-industry trade
takes place. Usually the products covered by intra-industry trade are similar, but not identi-
cal.

                                                          
6 Also called comparative cost (Gandolfo 1994, p. 7).
7 The ratio according to which the two commodities are exchanged for each other between the two coun-

tries, or international relative price.
8 Questionable term, usually 4 or higher digit level.
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The level of intra-industry trade is considered to be a reasonable measure of integration.
Specialization on relatively specific products in trade indicates close economic relation and
trust in trading partner, especially in case of qualitative products. Intra-industry trade can
also occur as a subcontracting trade relation, where intermediate products are imported and
after some improvement exported back.

To distinguish between different types of intra-industry trade, horizontal and vertical intra-
industry trade are usually analyzed separately. If the products traded are not the same type
but different in quality, then there is a vertical intra-industry trade. If the similar products
are also with the same quality, the trade is considered to be horizontal intra-industry trade.

1.3 Indirect effects

Changes in trade flows will occur not only as a result of the exploitation of comparative
advantage when international discrimination is reduced or altered and from changes of the
terms of trade. They also occur from derived effects on such variables as business effi-
ciency, the exploitation of economies of scale, the abolition of non-tariff barriers, interna-
tional standardization and changes in the rate of economic growth.

In case of trade liberalization, according to the endogenous growth literature, firms have the
opportunity to buy intermediates and equipment that allows them to improve their produc-
tivity and to learn-by-exporting to more mature markets (Clerides et al 1996). Static effi-
ciency gains may be augmented by a medium-run growth bonus (Keuschnigg et al 2000, p.
120).

New trade theory stresses the importance of imperfect competition and scale economies
(Krugman 1994). Through regional integration, expansion of output in the sectors charac-
terized by imperfect competition and scale economies raises welfare, since the cost of pro-
ducing an additional unit is lower than its marginal value. Furthermore, regional integration
increases the range of varieties available to producers and consumers, which might increase
both productivity and utility (Dixit et al 1977).

Removing tariffs on trade between two countries does not mean, that there are no trade re-
striction between these countries anymore. There can be several non-monetary restrictions,
e.g. as quotas, export subsidies, technical, safety, health and other regulations. The extra
costs due to technical barriers might be regarded as additional cost of production for the
export market. Removing the trade barriers can favour the increase in trading.

In case the country's exports are concentrated in goods with relatively large content of un-
skilled labor, after joining a customs union the widening of wage gap between high and low
skill labor is predicted9. This contributes to a more uneven income distribution. Gains and
losses that typically accompany sectoral restructuring in response to trade reorientation add
to these distributional concerns. Finally, with slow capital accumulation the gains in real
income materialize only after a considerable number of transitional periods of low aggre-

                                                          
9 The extension of wage gap is predicted, if joining the customs union results in liberalisation of trade (trade

restrictions decrease).
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gate consumption. The effect is that only future generations will capture the full gains of
integration (Keuschnigg et al 2000, p. 122).

Several other effects of joining the EU have been named that do not primarily and directly
affect trade flows, but might increase trade through the stimulus of economic activity.
These additional channels are e.g. migration (Hille et al 2000) and demand side effects  (Pi-
azolo 2000).

The opening of trade between countries with different factor endowments leads to the con-
vergence of factor proportions and relative factor prices. As increases in trade will be ac-
companied by sectoral and regional changes in output and hence, in employment, a rise in
frictional unemployment is to be expected (Andersen et al 1994, p. 27).

1.4 Empirical methodology

Integration effects can be measured by different models. Two main types of models can be
distinguished (Mayes 1989, p. 101): residual models and analytic models. Residual models
have the common characteristic that they seek to quantify the hypothetical situation (often
referred to as anti monde) of what would have happened, had the trading agreement not
been implemented. These are ex post models, measuring the effects occurred in the past.
The difference or residual between actual and hypothetical results is considered to be the
integration effect.

The second type of models, analytic models are meant to provide an economic explanation
of the actual post-integration situation (Mayes 1989, p. 112). This is a necessary require-
ment for all ex-ante models as the actual values of trade flows in the future are unknown.
The major advantage of analytic models is that they can be tested after the event and can be
used for forecasting as well as ex post estimation.

To evaluate the so-called "normal" bilateral trade flows, that are determined by the distance
between the countries, their size and e.g. cultural similarities, the gravity model is used.
The gravity model assumes that a particular country tends to have trade relations with a
large and rich partner (Paas 2000, p. 25). The trade is more probable between geographi-
cally close countries. Calculating the trade flows by gravity model and comparing the re-
sults to the actual data of trade flows enables to draw conclusions if the trade flows are
smaller or bigger than the model shows. The difference between actual and calculated trade
flows can be interpreted as a potential of trade (in case the actual trade is smaller) or the
integration effect (in case the actual trade is bigger).
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2 Empirical studies

2.1 The effects of the single market on the current EU member countries

Derived from the objective of the paper, next only the effects of joining the EU on the trade
of the accession countries10 are discussed. Hence, the impacts of several enlargement waves
on the EU have been left aside. Also, the Single Market effects as a whole have not been
considered, only its effects on trade.

2.1.1 Changes in the trade volumes and trading partners

In 1980s Greece, Spain, and Portugal joined the European Community, the changes in their
trade due to the accession were different. The share of the EC in the trade increased in
Spain and in Portugal but not in Greece (The Single...1997, p. 189).

Winters found that in 1979, six years after joining the European Community, the imports of
the UK from member countries in manufacturers had increased 62-89% (Winters 1989, p.
133) as integration effect. The imports with Sweden (that did not belong to the EC this
time) decreased 9%, imports from Canada decreased 44%. Still, the imports from the Japan
increased 49% and from the USA 32%. Hence, the trade creation effects were high in trade
with member countries and considerably lower with great trade partners not belonging to
the EC. The trade diversion occurred in trade with non-member countries. Exports to mem-
ber countries increased, denoting trade creation effect, exports to Japan and the USA de-
creased, denoting trade diversion. These results confirm the theory, that joining the customs
union increases trade with the member states and also shows, that there can occur trade di-
version, concerning trade with non-members. Similar results were also found by other
authors (The Single...1997, p. 189). Both sources denote that accession declined the do-
mestic production and home sales.

As Spain joined the European Community, the exports to the EC and imports from the EC
to Spain increased, but the increase in imports was fivefold higher. Greece is a special case
concerning the countries that have joined the EU. Due to the lack of trust of foreign inves-
tors in Greece's economy the only group that gained from accession were producers of ag-
ricultural sector in Greece (The Single...1997, p. 190). The Benelux countries’ trade in av-
erage more with the EU countries comparing the share of intra-EU to extra-EU trade in
1998 (Kaminski 2000, p. 19). These countries are more integrated into the EU in terms of
trade than some EU members.

It has been estimated that for Austria the reduction in the real trade costs from decreases in
border costs and standardization costs sum up to 2.5 percent of the value added (Harrison et
al 1996).

EU countries Austria, Germany, Italy and Spain import more from the EU partners than
one would “normally” expect (Buch 2000, p. 22). As by gravity model a similar result for
the export side has not been found, one could conclude, that exports are somewhat less de-
                                                          
10 Accession country is considered to be a country that joins the trade block, not certain country (e.g. CEEC).
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pendent on the existence of a regional block than theoretical considerations might have
suggested.

European integration has been possible without significant trade diversion. There is one
important exception - agriculture. As such, it is peripheral to the internal market. Never-
theless, it is worth noting that the inclusion of Sweden, Finland and Austria (and particu-
larly the first two) in the EU had a significant trade-diversion effect for agricultural prod-
ucts (Norman 1995, p. 34).

Integration impacts on trade of member countries can also be measured by the share of in-
tra-EU trade of the total trade of the country. In the period 1980-1990 a significant increase
was registered in this share of both, exports and imports for the nine countries comprising
the EU in 1980 (Buigues et al 1995, p. 51). In Ireland the share has been generally much
higher than for most other member states (over 70% compared to others' 50-60%). On av-
erage, intra-EU trade was about 10 percentage points higher for imports in 1990 than in
1980 and nearly 6 points higher for exports. However, for exports the increase occurred
mainly after 1985, suggesting that the Internal Market program has had an impact on de-
velopments after 1985. For Greece, Spain and Portugal, that all joined the Community in
1980s, the combined effects of accession and the developing internal market led to remark-
able increases in the export and import shares of 10 to 20 points between 1985 and 1990.
For almost all member states the share of intra-EU exports was higher than intra-EU im-
ports in 1980-1992. For Belgium, Luxembourg, Germany and the UK, their intra-EU trade
shares are very similar to their intra-EU trade in manufacturers. For Italy and Spain there
are remarkable differences comparing trade in manufactures and trade in other commodities
(Buigues et al 1995, p. 54). This denotes that the main trade articles of Italy and Spain are
not manufactures.

2.1.2 Specialization

Economic integration of countries can be reflected by intensity and pattern of trade. One
indicator for that is distinguishing between one-way trade and two-way trade11. The higher
the share of two-way trade between two countries, the higher the economic integration. In
1980-ties there was a high share of one-way trade concerning France, Germany, Italy and
United Kingdom (The Single...1997, p. 168). After establishing the Single European Act in
198512, the share of two-way trade started to increase, especially great change occurred in
the United Kingdom in the beginning of 1990-ies.

The Single European Act also favored the increase of the share of the intra-industry trade of
the member countries. As the two-way trade in vertically diversified13 products increased,
increase in the share of intra-industry trade was remarkable especially in France and Ger-

                                                          
11 One-way trade occurs if a country mainly only exports or imports certain commodities, two-way trade is

described by both, exports and imports of certain type of commodity by one country (The Single... 1997,
p. 167).

12 The objective of the Single European Act was to eliminate the trade restriction between the member
countries of the European Union.

13 Vertically diversified products - products that are of similar type but of different quality.
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many (1986), United Kingdom (1989) and Benelux countries (The Single...1997, p. 169).
In Italy, Denmark and Ireland generally the one-way trade maintained.

In the beginning of 1990-ies the share of intra-industry trade was found to be highest in
France and Germany, followed by Benelux countries and United Kingdom. The trade of
Greece and Portugal was described by low share of intra-industry trade (The Single... 1997,
p. 169). The greatest increase of intra-industry trade occurred by Portugal and Spain. It is
remarkable that these changes started already before joining the EU. Hence, the expecta-
tions (i.e. accession expectations) have a great influence on trade structure.

2.1.3 Indirect effects

Integration should lower the costs that are different in different industries after accession.
Some industries (food processing, airlines) of Finland, Sweden and Austria started from
highly sheltered position and were gradually subjected to international competition as the
integration process proceeded (Norman 1995, p. 35). For such industries and thus possibly
for the countries more generally, a process of gradual integration with uncertain end-point
could be the worst possible case. Such process could lead to gradual erosion of peripheral
production and end, at some point, with complete collapse. Rapid and complete integration
might be much better, the industry would be viable in its present location  after the period
of transformation.

Welfare analysis of the UK shows that benefits of accession to Britons as users and con-
sumers of manufacturers could be substantial enough to outweigh any losses to producers
thereof (Winters 1989, p. 139). Differently from this analysis, Grinols found that accession
was costly for the consumers, resulting in 2-3% of GDP over the period 1973-79 (Grinols
1984).

2.2 The effects of the single market on CEECs

2.2.1 Changes in trade volumes and trading partners

It has been found relying on gravity equations that the opening-up of CEECs holds an im-
pressive potential for East-West trade, even without the EU membership. Trade flows
might increase by a factor in the vicinity of four (quadrapling of trade) - Baldwin (1994),
Faini et al (1995). Gros et al (1996) find relatively little scope for a further increase in the
level of East-West trade relative to GDP.

Even after successful systemic transformation CEECs will find their trade with Eastern
Europe hampered by all the tariff and non-tariff barriers, such as border controls, as well as
regulations and standard requirements that the EU enforces on its external trade
(Keuschnigg et al 2000, p. 125).

The EU membership of the CEECs will lower east-west trading costs up to 10 percent of
the value added of the trade and experiment even with a 15 percent reduction in trading
costs (Baldwin et al 1997). The mutual abolition of tariffs was already agreed upon in the
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European Agreements that the EU has signed with several of the more ambitious CEECs
(Keuschnigg et al 2000, p. 125).

The structure of tariff protection in CEECs differs markedly from the external EU tariffs.
The EU, for example levies much higher tariffs on agricultural goods than CEECs. Conse-
quently, tariffs on Austria's imports of farm products from the CEECs are reduced more
than on Austria's exports towards the CEECs (Keuschnigg et al 2000, p. 125).

All CEECs except for Estonia have higher external tariff barriers against third countries
than the EU. Therefore after accession these tariffs are lowered and therefore it can be a
possible source of liberalized trade increase (Buch et al 2000, p. 11).

According to Buch and Piazolo (Buch et al 2000, p. 28), Hungary is the only accession
country that had already by 1998 reached (and actually passed) its expected level14 for im-
ports from the OECD countries. Poland, Romania and the Czech Republic follow and reach
between 72-86% of the expected imports from the OECD countries. For all others, the ratio
of actual and expected imports from the OECD is less than 67%.  Austria and Germany are
the most active exporters of EU members to candidate countries. Other OECD countries
had reached only about half of expected exports to the EU candidates by 1998. Bulgaria
(40%) and Hungary (69%) appear to be the two countries where the OECD's imports are
the closest of the expected levels. All other candidates feature actual values of less than
50% of the expected levels. From OECD countries, again Austria and Germany seem to be
the ones with the actual closest to the expected values. All other OECD countries have im-
ported from the EU candidates far less than expected.

CEEC exports and imports increased 1989-1998 much more than those of the European
Union (Kaminski 2000, p. 22).

Because of the trade barriers, CEECs have not had the possibility to realize their compara-
tive advantage in agricultural and textile products. As these commodity groups belong still
among sensitive commodities of the EU, the removal of the trade barriers even after acces-
sion is put under question (Kulu et al 2001, p. 372).

The European Commission finds that after canceling the non-tariff trade restrictions, the
trade between the EU and CEECs can increase remarkably (Agenda... 1999, part II). It has
been measured, that the exports of the CEECs should increase 30-45% and imports should
increase 15-45% after joining the EU. Some authors have connected the trade increase to
the condition that the reforms should continue in CEECs. Otherwise the trade relations are
not expected to develop.

Trade diversion effect for CEECs is expected to be relatively small after accession for
CEECs as already today over 50% of the CEECs’ foreign trade is connected to the EU. The
trade creation effect will dominate (Kulu et al 2001, p. 383). Also, generally the country
with small economic power (as most of the CEECs) should gain joining the great economic
block. Fidrmuc found that being a member of the EU increases the bilateral trade with the
                                                          
14 Expected level of trade is calculated by gravity model.
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EU about 1,5 times. Also, the perspective to become a member of the EU very soon has
found to be one of the reasons, why the trade relations of Estonia, Slovakia and Czech Re-
public with CIS countries have cooled down (Fidrmuc 2000, p. 18).

It is very important that all the three CEECs that have applied for membership would be-
come the members together, not in two or three waves (Kulu et al 2001 p 383). Otherwise a
remarkable trade diversion could occur concerning trade between several CEECs currently
(e.g. trade between Czech Republic and Slovakia).

2.2.2 Specialization

CEECs comparative advantage is based more on low-skill-intensive manufacturing sectors,
but it has become more heterogeneous in the intensity of labor skills compared to the be-
ginning of 1990-ties (Kaitila 2001, p. 34). Hungary and Estonia have found to be moved
towards a more skill-intensive comparative advantage. Hungary has become comparable to
France and Germany in this respect, while Estonia is similar to Austria and Greece.

In Hungary, the export has become more diversified, the share of high value-added prod-
ucts has been on the increase, while that of unskilled labor intensive products has been on
the decline. The process of industrial restructuring has produced internationally competitive
industrial capacities, second, recently accelerating growth of exports of engineering prod-
ucts suggests an advanced integration of Hungarian firms into EU-wide distribution and
production networks. Third, the shift from natural resource and unskilled labor intensive
products to technology and human capital-intensive products in EU-oriented exports sug-
gests the potential for integration of higher end of the value-added spectrum (Kaminski
1998, pp. 26-27).

According to Neven classification it is reasonable for CEECs to specialize on labor-
intensive products (Kulu et al 2001, p. 372). The trade structure by commodity groups of
CEECs is similar to the one of Greece, Spain and Portugal. As the labor in CEECs is con-
sidered to be cheaper and more qualified compared to less developed EU members, the so
called “left-aside-effect” can occur (Kulu et al p. 378): importers can prefer trade with the
CEECs and decrease the trade with current EU members characterized by lower costs. But
as said before, the labor-intensive sectors as agriculture and textile industry are very much
protected by the EU and the comparative advantage cannot be realized. The rise of “left-
aside-effect” is therefore questionable until the trade restrictions remain.

The composition of CEEC trade in terms of end-use categories with the EU has been con-
verging towards that of the EU (growing similarity between composition of exports and
imports of CEECs and the similarity between respective compositions of EU trade and
CEEC trade with the EU (Kaminski 2000, p. 19). The combined share of food and bever-
ages and industrial supplies in CEEC imports has moved very close to that of the EU (Ka-
minski 2000, p. 24). There is a definite shift in CEEC EU-oriented exports from agricul-
ture-based products and industrial raw materials towards manufactured goods.  Products,
traded by CEECs are at increasingly advanced stages of production on both export and im-
port side. Although unskilled labour intensive products still account for a dominant portion
of CEEC exports to the EU, their share is declining (Kaminski 2000, p. 25.), the share of



11

natural resources in exports declines, too. Similar trends in CEEC imports from the EU
provide strong argument about significant returns stemming from integration to the EU
markets. Products with high content of technology and human capital have a similar effect
as technology transfers. The shift in composition of CEEC trade indicates growing partici-
pation in more sophisticated and higher value-added production activity (Kaminski 2000,
p.26). This participation has been generating demand in EU markets for skilled labor inten-
sive and technology based products.

Trade in parts as well as trade falling within “information revolution” has driven develop-
ments in trade in manufacturers between CEEC-10 and the EU (Kaminski et al 1999, p. 51)
CEECs are trying to readjust their production structures to international markets, mainly
those of the EU. The convergences in the composition of CEEC-10 trade in parts and com-
ponents to that of the EU trade suggest that the catching up be already underway. Many
producers from CEEC-10 seem to have already become part of intra-product division of
labor organized around the EU, especially in furniture, automobile industry and “informa-
tion revolution “ networks. So-called second-tier countries are not much integrated into EU
networks, as they do not have a comparative advantage in assembly in EU markets. Meas-
uring horizontal trade specialization, in 1997 Slovenia had the most active horizontal links
with the EU, followed by Czech Republic and Estonia.

CEFTA countries (Bulgaria, Poland, Romania, Slovakia, Slovenia, Czech Republic, Hun-
gary) have not (fully) been able to utilize the comparative advantages attributed to them and
not turned them into corresponding growth factors (Gabrisch 1997, p. 574) There are sup-
ply restrictions (textiles and agricultural products), strong growth of domestic demand,
above all for investment goods and the real appreciation of the CEFTA currencies. This
means erosion of protection against imports provided by exchange rates  number of sectors
and the simultaneous disappearance of labor cost advantages in some export-oriented sec-
tors. Trade balance was dominated by appreciation factor according to the empirical test.

It has been found that more advanced CEECs have already intra-industry trade levels com-
parable to their average levels in trade with the EU (Kaitila 2001, p. 33). Taking CEECs as
an aggregate, in 1998 the share of intra-industry trade in their trade with individual EU
countries has continued to increase and this share is the highest in trade with some of the
core EU countries - Germany, Austria, France (Kaitila 2001, p. 34).

2.2.3 Indirect effects

There is a general consensus that an inflow of Western capital and technology into the
CEECs will allow their agricultural producers significantly undercut EU competitors
(Keuschnigg et al 2000, p. 125).

It has been found that shifts in the pattern of imports of intermediates – and reorientation in
export production – towards global markets are positively correlated with TFP growth. This
supports the theory according to which firms that reorient their trade – which has been ar-
gued to be the most appropriate measure of trade integration for economies of transition
patterns – tend to have higher growth rates of TFP (Djankov et al 1996, p. 18).
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Analyzing the increase in competition and scale economies, it has been found that Eastern
enlargement of the EU results in substantial increase in trade and considerable economic
gains based on increase in competition (Gasiorek et al 1995; Baldwin et al 1997).

CEECs transition countries can expect from accession the effects of economies of scale,
more intensive competition, increase of investments, technology transfers (Kulu et al 2001,
p. 383).

Effects of trade have a remarkable impact on the real GDP growth. Hungary is expected to
reach the highest GDP growth 3,95% by 2005/2006 among the CEEC, followed by Poland
and Czech Republic (1,95% and 1.79%). By 2008/2010 the growth of GDP is expected to
be even higher, e.g. 4,2% in Hungary (Breuss 2001).

2.3 The effects of the Single Market on Estonia

2.3.1 Changes in trade volumes and trading partners

Estonia has a very liberal trade policy compared to other CEECs. At the time the average
customs tariff of CEECs is higher than average customs tariff of the EU, Estonia did not
have any trade barriers for its imports until 2000. Today, the average custom tariff of Esto-
nia is the lowest among CEECs15 (Reiljan et al 2001, p. 403). Also, Estonia has signed
more free trade agreements than any other CEEC. Hence, Estonia is in a very unique situa-
tion in the accession process, as when other CEECs discuss the loosening of their trade re-
strictions, Estonia has to consider more protectionist trade in the near future compared to
nowadays’.

The common customs tariff system requires to establish over 10 700 different tariffs on
Estonian trade with non-members (Toming 2000, p. 49). These requirements are not found
to be restrictive on Estonian imports as the main import partners of Estonia (see Figure 1)
are the EU members (Kattai 2001, p. 45).

Latvia 4%

Other 15%Lithuania 
3%

Russia 8%
EU 70%

Figure 1. The main import partners of Estonia in 2001 (Source: Bank of Estonia)
                                                          
15 In 2000 the average real custom tariff of Estonia was 0,2% (Reiljan et al 2001, p. 403).
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Still there are some commodity groups (e.g. bananas) that are currently imported mainly
from non-EU countries.  Concerning these commodity groups trade diversion after joining
the EU can be remarkable but as said before it does not affect foreign trade of Estonia gen-
erally.

Joining the EU means for Estonia better access to the EU markets and restricted imports
from third countries. Expected changes in the foreign trade political background are the
following (Toming 2001, p. 20):

! the customs tariffs on Estonian exports to the EU are to be eliminated,
! Estonia has to implement the common customs tariff system of the EU concerning

the third countries,
! Estonia has to implement the non-tariff trade restrictions of the EU concerning the

third countries,
! Estonia has to harmonize and take over the trade agreements of the EU.

The commodity groups, which exports to the EU are currently restricted by the EU (e.g.
agricultural and food products) will be traded freely after Estonia has joined the EU. Import
tariffs and export subsidies cannot be used against Estonia anymore, Estonia is included to
producer subsidies’ and regional assistance programs. Still, the developments in trade of
sensitive products depend on compromises (Reiljan et al 2000, p. 280). The market with
purchasing power opens to Estonian producers, but there is still the question of overpro-
duction of the agricultural products in the EU already (Toming 2001, p. 39).

The common customs tariff system can influence the foreign trade of Estonia differently,
depending on the differences of the effectiveness of the producers and also on the level of
custom tariffs. Several scenarios of implementing the common customs tariff system have
been discussed (Toming 2001, pp. 36-38):

! trade diversion from current most effective trade partner to less effective member of
the EU; the volume of imports decreases and prices increase; imports become even
more expensive, as member states lose the possibility to export to Estonia with ex-
port-subsidies;  the price of raw materials would not increase much;

! trade restriction: imports from third countries can be replaced by domestic produc-
tion; the volume of imports from  the EU can decrease;

! if imports of the third countries are still cheaper than equilibrium price even after tar-
iffs, importing from third country continues, although in smaller amount.

In addition to commons custom tariff system, non-tariff barriers also have great impact on
foreign trade of Estonia. The quotas, producer and export subsidies and standards are the
main problems for Estonia to develop the trade cooperation (Reiljan et al 2001, p. 407).

The quotas influence mainly imports of black metals, textiles and bananas (Varblane 2000),
that form essential share of Estonian imports (see Figure 2).
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Figure 2. Estonian main commodity groups of imports in 2001
(Source: Bank of Estonia)

It is discussed that the trade of black metals with Russia is going to continue. The imports
of textiles should not decline either, still, the increase in prices is expected, as the produc-
tion costs in CEECs will reach the cost level of the EU. In case of bananas the prices are
expected to increase 70-90%, as Estonia imports bananas today from the countries against
which the EU has high trade restrictions in quotas (Toming 2001, p. 47).

Technical trade restrictions determine the duty to follow the standards in production, which
exports is directed to the markets of the EU. Following the standards requires investments
especially into meat, fish and dairy industry in Estonia. It has been even found that most of
the Estonian exporters of these fields could not meet the standards and there can be a wave
of bankruptcies in Estonia after joining the EU (Reiljan et al 2000, p. 280). The investments
in that large amount increase the production costs that result in higher prices. Higher prices
can damage the relative advantage of Estonian products on foreign markets (Toming 2001,
p. 47). Also a chain can be brought out: increase in customs tariffs and investments to the
EU standards leads to higher prices and those in turn lead to the decline of competitivness
based on prices (Reiljan et al 2001, p. 410). Smaller competitiveness restricts export op-
portunities.

It is found that the EU members have easier access on Estonian than Estonia has to the EU
markets. Still, it should be noted, that in the long run, the level of imports of Estonia can
only be raised if Estonia’s export become competitive on foreign markets (Reiljan et al p.
280).

In order to start harmonizing Estonian trade legislation with the one of the EU, there are
some trade restrictions on imports from third countries since 1 Jan 2000. With these coun-
tries Estonia does not have free trade agreements. The tariffs were applied to food products,
including ca one third of the food imports (Reiljan et al 2001, p. 407).  Also, the share of
trade with these countries is very low in total trade of Estonia, hence the impact of these

Other 34% 

Chemical 
products 

7% Textiles 8%
Metals 8%

Vehicles 
9%

Machinery 
34% 
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restrictions is not remarkable. The main part of this kind of imports is diverted by customs
free zones (Reiljan et al 2001, p. 407).

As Estonia should take over the trade agreements of the EU, current trade relations of Esto-
nia can change remarkably. Estonia has free trade agreements with Latvia and Lithuania
and also with Ukraine. The share of trade with these countries is relatively high in total
trade of Estonia (see Figure 3).

Figure 3. Total trade of Estonia in 2001 (Source: Bank of Estonia)

If these countries become third countries for Estonia, the following scenarios can occur
(Toming 2001, p. 60):

! trade in food and agricultural products with Latvia and Lithuania becomes more
expensive;

! if the customs tariff starts to restrict the trade16, imports from Latvia and Lithua-
nia stop; production in Estonia can increase until it covers the whole demand or
the previous trade with southern neighbors is substituted by more expensive im-
ports from the EU member states (e.g. tobacco products that are not currently
produced in Estonia).

! the EU does not currently have free trade with Ukraine – the steel imports can
be diverted to some EU member.

As the Estonian free trade agreements with Latvia and Lithuania end in case Estonia joins
the EU before Latvia and Lithuania do, the trade balance of Estonia can worsen sharply.
This happened, after Estonia had applied the customs tariffs in 2000 (Reiljan et al 2001, p.
408).

There is also one positive effect for Estonia concerning trade with Russia. As Estonia be-
comes a member of the EU, Russia should treat Estonian exports according to the trade
agreements with the EU. The EU as a powerful trade partner could not be discriminated
against by Russia (Reiljan et al 2000, p. 281). Hence, Russia cannot use double customs
tariffs against Estonian exports, which can improve the perspectives of Estonian producers
                                                          
16 Imports from third country are more expensive than the equilibrium price on the market.
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to sell on Russian markets. The exports to Russia can be expected to increase (Toming
2001, p. 60).

Also, Estonia differs from other CEECs by its main trade partners. Estonia trades mainly
with countries belonging to the Baltic Sea area, mainly with Finland and Sweden. As the
other CEECs trade mainly with Germany, the opportunities and problems arising from ac-
cession can be somewhat different (Kulu et al 2001, p. 382). Estonia does not compete on
Scandinavian markets with other CEECs, the two main common trade partners are Ger-
many and Netherlands.

As after Estonia joins the EU, some trade restriction will change and they will influence
Estonian foreign trade. Hence, Estonian trade is not stabilized yet (Reiljan et al 2000, p.
282). There is also the opinion by Eichengreen and Irwin (1996) according to which the
integration in foreign trade does not become faster after joining the EU. The reorientation
in trade structure from third markets to the EU is going to slow down (Kattai 2001, p. 46),

2.3.2 Specialization

As the role of foreign direct investments increases in Estonia, the potential of intra-industry
trade increases (Reiljan et al 2001, p. 410). But, analyzing the period 1993-1998, it has
been found that the share of intra-industry trade has declined (Kaitila 2001, p. 33). It is ex-
pected that foreign direct investments from the EU into Estonian manufacturing industry
enable to raise the share of high value added exports to the EU (Chua 2000, p. 8).

As the non-skilled labor-intensive exports formed 50% of total exports of Estonia in 2000,
after joining the EU two different scenarios can occur (Chua 2000, p. 9): first, Estonia can
become a periphery of the EU and export non-skilled labor-intensive products to the EU as
Portugal and Spain currently do, or secondly, the share of skilled labor-intensive exports to
the EU can increase. It is positive that most of Estonian technology-intensive exports17 go
to the EU. Still, one here should remarked that this kind of exports is currently mainly sub-
contract exports to Finland and Sweden (Vesilind et al 2001, p. 18). In case of subcon-
tracting the volatility and uncertainty of the trade should not to be forgotten.

It has been found that transition from inter-industry trade to intra-industry trade should
rebalance the effects of a decreasing number of export articles (that has happened in Esto-
nia) which in turn results from increasing specialization (Reiljan et al 2000, p. 280).

2.3.3 Indirect effects

The more open is the trade with the EU, the greater are the effects through the trade channel
on the GDP of Estonia. In the long run this leads to the bigger capital stock in the whole
EU, including Estonia (Chua 2000, p. 3).

Joining the EU can raise the competitiveness of Estonia (Chua 2000, p. 7). In the long run
this is the possibility for Estonia to have influence on the world market as a part of the EU.

                                                          
17 Or skilled labor-intensive exports, according to other classification.
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It is said that integration into the EU will significantly change the Estonian foreign trade
position in the world market (Reiljan et al 2000, p. 280). The EU applies export subsidies
and export tariffs against third countries that widen also to the Estonian exports to third
countries, when Estonia is a member of the EU. Also, the requirement of the EU of high
quality could influence positively the image of Estonian products on the world market
(Reiljan et al 2000, p. 282).

Concerning the producer and export subsidies the welfare of producers of dairy and meat
products in Estonia should increase as after accession the EU cannot subsidize its exports to
Estonia. This leads to more fair competition, also called natural competition (Reiljan et al
2000, p. 282). For consumers the accession results in higher prices of this kind of products.
This is due to the fact that consumer should pay all the production costs if there are no sub-
sidies anymore.

2.4 Discussion of results

There are several standpoints on the impact of joining the EU on the external trade in the
literature. Every enlargement of the EU is different as the level of development and inte-
gration of the countries has increased in time. Also, there have been considerable changes
inside the EU and in its internal market compared to e.g. beginning of 1980s, when the Sin-
gle Market program had not been started yet.

There are registered statistics and analyses of the current member countries, how did the
accession influence their external trade. As discussed before, the impacts were different on
different countries, depending on their economic development and other circumstances. In
case of CEECs, the difference from previous accession waves is that all these are transfor-
mation countries. These economies have not fully implemented the traditions of market tra-
ditions, the transition is still continuing. Hence, there are two processes going on at the
same time: accession to the EU and the transition from the planned economy to the market
economy. Therefore, some authors have stressed the importance of continuing the reforms
in CEECs as an assumption of accession.

The impact of the accession on the foreign trade depends on the range of the enlargement:
whether all CEECs become member states at one time or whether there will be several mi-
nor enlargements. As it has been discussed lately in the European Commission, the single
enlargement is more probable. This has also been the practice before, as new members have
been taken up.

One single enlargement means that the Baltic States join the EU together and there will be
no additional restrictions on trade between Estonia and Latvia and Lithuania. Hence, the
imports of agricultural products would not stop or become sharply more expensive. Also
there would not be the worsening of the trade balance with Latvia and Lithuania because of
establishing customs tariffs.

Differently from other CEECs Estonia has a very liberal trade policy. Therefore after join-
ing the EU the turn to protectionism can be expected because of the common customs tariff
system of the EU. Still, assuming the one single enlargement, the great protectionism
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would not take place, as the main trade partners were all the members of the EU. Hence, the
tariffs would be established on the trade with less important trade partners and it would not
influence the foreign trade of Estonia much.

Although the foreign trade of Estonia as a whole does not suffer much from the common
customs tariff policy, there are certain commodity groups  (bananas, grain, metals etc.) that
are currently imported from non-member states in remarkable amount. Concerning these
products, the probable trade diversion can be foreseen. As these commodities belong
mainly among the  so called sensitive products, the restrictions of the EU on the non-
members are expected to stay high for a long time.

Also, several authors find that it is questionable, if the EU will cancel the trade restrictions
on the agricultural products in trade with new members, including Estonia. It has been as-
sumed that even if there will be trade liberalisation in other sectors, agriculture is not
opened up for free trade. This means that Estonia cannot realise its comparative advantage
in exporting agricultural products. Also, it has been discussed that there is an overproduc-
tion of agricultural products in the EU and it is not easy to enter the market. Still, the lower
prices due to the lower production cost could offer the advantage.

Specialisation is one way of integration and extending the trade. Accession of the EU
should increase the specialisation. Estonia has tight trade relations with Finland and Swe-
den in technology-intensive products, that is characterised by intra-industry trade. This is
dominated by subcontracting, yet, but is expected to become a part of Scandinavian net-
works. Joining the EU should favor extension of networks to Estonia that should increase
the trade with the EU.

Estonia is a transition country and the integration to the EU is a transition process, too. The
structure of Estonian economy, including the structure of the external trade has not been
completely stabilised. Hence, it is not correct to argue that Estonian foreign trade does not
change after joining the EU. In case there is one single eastern enlargement, the accession
with the EU is dominated by the factors that favor the foreign trade. Therefore the possible
impact on Estonian external trade is that the trade with the EU (including new member
countries) increases, the tradable products become more diversified, the share of the high-
value added products in trade is expected to increase.

Joining the EU should raise the competitiveness of Estonia as only the efficient firms can
face the competition on the EU markets. Belonging among member countries can be posi-
tive on the image of Estonian products, increasing the competitiveness, too. Expected trade
creation effect should increase the exports to the EU which would favour more intensive
production and result in more jobs, increasing the employment. Increased market enables to
use economy of scales and lower unit costs that could increase the competitiveness. Still, it
is questionable, whether the economies of scale dominate the expenses on investments to
meet the requirements of the EU market. Among other prices the labor cost is expected to
converge to the level of the EU and that diminishes the outlooks of increasing competitive-
ness.
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Economies of scale, large production volumes and great investments are mainly possible in
large enterprises, which in turn refers to closing of small firms that cannot meet the new
conditions. Hence, joining the EU can result in higher unemployment, depending on the
proportion of number of job creation and number of jobs cancelled. As the agricultural
policy of the EU favours large farms, the unemployment can be expected to decrease in
countryside that can result in emptying the countryside and concentration of living in
towns.

These and other social problems can come up through the trade channel after joining the
EU, but they are and will be discussed under other topics.
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Conclusion

Joining the European Union can have different results on foreign trade of an accession
country. Much depends on the pre-accession level of customs tariffs and level of integra-
tion to the structures of the EU. Accession is a transition process, where the country adopts
the rules of the EU that more or less influence the economy of the country, including exter-
nal trade.

According to the theory, three types of processes can take place, when a country joins a
trade block: trade creation, trade diversion and trade suppression. The countries that have
joined the EU have experienced all these types of processes, but the trade creation is found
to be dominant. Trade diversion is mainly denoted in trade of agricultural products, as these
belong to the sensitive sector of the EU. This is also expected to happen to Estonia.

Estonia differs from other accession countries by the liberal trade policy. While the trade of
other CEECs becomes more liberal after joining the EU, Estonian external trade is going to
be more protectionist. The reason is that the common customs tariff system determines tar-
iffs on the trade with non-members. The tariffs are in some commodity groups lower than
the CEECs' current tariffs. According to the European Agreements, generally the tariffs on
trade between the EU and CEECs, including Estonia are removed. There are still restric-
tions on agricultural and textile industry products. It has been discussed that these barriers
may stay for years even after accession.

Maintaining the barriers, the EU does not enable to realise the comparative advantage of
Estonia in trade of sensitive products. This means that exports of Estonia is disturbed. The
imports from the EU are expected to become more expensive, as the EU should not subsi-
dise it anymore. This gives an opportunity to the domestic producers that currently compete
with subsidised imports.

Domestic producers have also an incentive to specialise more after accession as the large
market of the EU expects diversified products. Specialisation is also determined by intense
competition with foreign firms. Intra-industry trade is one way to extend the volume of
trade and integrate more with the European networks. Joining the EU should favor the spe-
cialisation process.

The impact of joining the EU on the foreign trade of Estonia depends much on the number
of the countries that are accepted with Estonia. If there is one single eastern enlargement of
the EU, the Baltic States become members of the EU simultaneously. As Latvia and
Lithuania belong to the main trading partners of Estonia, the trade with these countries
would not be disturbed in this case. As there is much uncertainty concerning the accession
process, the impact on the trade relations is not clear. The assumed developments in differ-
ent scenarios offer some explanations.
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