THE EFFECTS OF ENLARGEMENT

Why enlarge the EU?

· Economics or Politics?

EU population will rise by 20% but GDP by 4.4%

Enlargement will increase diversity & reduce economic and social cohesion

Will enlargement boost growth in new member states?

· Trade and Investment already reaped

· Estimated gains = 5-7% real GDP growth within 10 years

· further stimulus to trade and I flows

· income transfers will speed up development on hard & soft infrastructures

· membership will decrease risk for businesses

Previous accessions of poor countries suggest that membership speeds up growth only if accompanied by stable macroeconomic policies and a commitment to structural reform

IRELAND

· GDP 60% to 120% of EU average

· growth averaged 9% for last 5 years

· annual I flows > $10bn

SPAIN

· GDP 71% to 83% EU average

· annual I flows = $20bn

· Spanish companies invest $30bn

PORTUGAL

· GDP 56% to 75% EU average

· same I flows as Hungary

· Portuguese companies invest $4bn

GREECE

· GDP 56% to 72% of EU average

· growth slowed after accession

· little FDI

Why the differences?

· Labour productivity

· Macroeconomic policies

· Structural reform

Who will gain?

· EU-based multinationals

· purchasing power in CEE will increase

· disposable incomes will rise

· relative prices will change

· wealthier consumers gain the most

· some local companies will gain

· inefficient ones will disappear

Rapid increases in FDI are unlikely

· risk reduced

· transactions costs reduced

· opens up a market of 450 million

· quality of investment should improve

· new members will still be relatively low cost

· countries like Poland could become a base for Russian I

Will trade increase?

· 80% CEE exports already enter the EU tariff free

· Candidates conduct 50%-75% of their trade with the EU

· full participation in the Single Market may improve matters

Will the new members adopt the €?

· ultimately they have no choice

· timing

· ERM II +/- 15% and no devaluations for 2 years – price stability without inflexibility

· 2006 earliest date of adopting the €

· ECB wants new members to wait longer

· Czech Republic signalled that it wishes to wait 3-5 years but the rest want in sooner

4 Problems

1.  Real exchange rates are expected to appreciate thereby requiring flexibility in price levels and/or nominal exchange rates

2.  Accession will bring pressure on budgets 

3.  Accession will bring greater/more volatile capital flows – requires flexibility

4.  If monetary/fiscal policies are tied the new members need labour market flexibility – unemployment?

