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Editorial

Welcome to the first 2002 issue of Baltic Economic Trends (BET). This issue contains two special
reports, both with an EL theme. The first article reports on the economic impact of EU accession for
Latvia. Latvia expects to become a member of the EU in 2004 and plans to hold a referendum on the
accession question in 2003. It is shown that textiles and wood products are sectors that are strongly
favoured by the conditions and terms of the accession process. Interestingly, it appears that the major
trade policy gains of have already accrued in the form of the bengfits of the Europe Agreement that
has created a free trade area with the EU in industrial products. The results suggest that overall Latvia
is likely to gain considerably from EU accession despite some trade diversion with respect to CIS
trade and despite uncertainty about the fate of Latvian agriculture, The size of the gains depends on
the extent to which accession makes Latvia an advantageous place in which to invest.

This links up neatly with the second special report that uses the knowledge-capital approach to ana-
lyse the dynamics of foreign direct investment (FDI) in the Baltic countries as they move from transition
to EUl accession. Accession is likely to create the incentives for significant vertical FDI in the region
provided that a good general investment climate is created and maintained here.

The authors of this paper are Maruta Purvina and Anzelika Zaiceva, two young Baltic economists who
have returned after education in the West. Maruta is a graduate of the Analytical Economics Pro-
gramme at the University of Latvia and now works at the Latvian Public Utilities Regulatory
Commission after completing her masters degree at the University of Southern Denmark, Odense.
Anzelika is also a masters graduate from the University of Southern Denmark, Odense, where she
went after bachelors studies in economics at Klaipeda University. Anzelika is now located in Vilnius,
This article is based on their masters thesis in Odense.

The next issue of BET is planned to come out in time for the Seventh International Transition Eco-
nomics Conference that will be held in Riga during June 20th -23rd 2002 under BICEPS auspices in
collaboration with CEPR. SITE and the William Davidson Institute. We plan to bring out an espe-
cially strong issue of BET for this occasion with a focus on issues of corporate governance.

If vou have an article that you believe might be suitable as a special report you are welcome to submit
it. Submitted reports should be about 3000 words long and written in English. They should be sent
(twa hard copies) to

AlfVanags
BICEPS
Alberta iela 13
Riga LV-1010
LATVIA

BET also would like to devote some issues to themes created by guest editors. If you have a theme
within which you believe you can generate a small group of high quality papers please contact me at:

alfiwbiceps.org

Alf Vanags
Editor
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Measuring the economic impact of Latvian
EU accession’

Alf Vanags
BICEPS. email: alff@biceps.org

Introduction

Although Latvian EU accession is expected in 2004, and the government is planning a referendum on
the accession question in 2003, remarkably little is known about the quantitative economic impact of
accession on the country. This article attempts to help fill the knowledge gap about the economic
gains and losses associated with accession, based on research using an eight-sector computable gen-
eral equilibrium (CGE) model of the Latvian economy. The CGE approach has been widely used in
other studies of this sort and has the advantage that it captures the interrelationships between different
sectors of the economy. (See the appendix for more detail on the model.)

We focus on two sets of implications of accession: i) the effects of changes in Latvia's trade regime
(often referred to as the static effects): and ii) longer-term accumulation and productivity effects
induced by the accession process. Interestingly. it appears that the trade benefits of the accession
process are 'front-loaded’, in that the largest trade policy gains have already accrued as a consequence
of the Europe Agreement (EA). Deeper integration will bring further gains in the form of lower 'real
trade costs' but also some trade diversion. The net benefit will be smaller than the impact of the EA.
The simulations also suggest that accumulation and other longer-term effects have a greater impact
than the trade eftects.’

The term "accession process' implies a complex set of activities and changes. However, for analytical
purposes we can divide the 'process' into two phases. The first phase corresponds to the impact of
Latvia's Europe Agreement. Starting in 1995, the EA created free trade in industrial products between
Latvia and the EU over a period of four years. ,

Phase 2 corresponds to the process of wider and deeper integration that full accession entails. This
includes many developments, but the key ones here are: i) replacement of remaining Latvian tariffs by
the EU common external tariff: ii) the elimination of what are known as 'real trade costs’; iii) an
improvement in the investment climate; and iv) an improvement in Latvian agricultural productivity.

Agriculture represents something of an analvtical problem. Accession entails the removal of existing
agricultural trade restrictions, but also the integration of Latvian agriculture into the EU agricultural
regime. However, we are only now beginning to see exactly how candidate countries will be inte-
grated into the common agricultural policy (CAP).

* This report 15 based on research supported by an ACE Programme Fellowship, tenable at the Centre for
European and Transition Studies, University of Latvia - Contract Number P98-1547-F. [ sincerely acknowl-
edge the hospitality of the Centre and its Director Tatyana Muravska. My thanks also go to Arina
Nikandrova, Marija Bumagina, Tatyana Panova, lja Trapeznikova, Janis Mikelsons and most of all to
Romans Pancs, all of whom at various time provided invaluable research assistance. A fuller and more
technical version of the paper can be found on the BICEPS web site: www.biceps.org

| We do not examine the budgetary effects of accession, However, Latvia will surely be a net beneficiary of
the EL budget.
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