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EXECUTIVE SUMMARY

1. This study assesses the present state of the EU-Georgia discussions on a
free trade agreement—to say ‘negotiations’ would be premature since
the European Commission has insisted on a hugely demanding set of
preconditions before agreeing to open negotiations.

2. The case of Georgia is unique in two respects. On the one hand,
Georgia’s own trade policy is more open towards the EU than vice
versa, and Georgia has achieved governance reforms on a par with
some of the old and new EU member states. On the other hand, the
Commission is insisting on a complex set of preconditions being met
before the opening of negotiations, which it has not done in the case of
other neighbouring countries (Eastern or Southern). Taking both factors
into account, the Commission’s approach is strikingly anomalous.

3. This study argues that the Commission’s approach is bad from three
perspectives. It is bad development policy for Georgia. It requires
Georgia to adopt and implement an enormous amount of imprecisely
identified EU internal market regulations that go way beyond strictly
trade-related matters, with no attempt to identify those that make
sound economic sense for Georgia (and indeed for the Eastern
neighbours in general). The burdensome regulatory changes imposed
on Georgia are equivalent to taxing Georgian production—endangering
its growth and the sustainability of its reforms and successful fight
against corruption, which is so crucial for its long-term development.

4. For instance, the preconditions on industrial technical norms amount to a
tax on Georgian industrial production, which would inevitably slow
down and distort Georgia’s process of industrialization. The
preconditions in sanitary and phytosanitary (SPS) measures would trigger
an average price increase of 90% for the key food products purchased
by the one-third of Georgian population who live in poverty. Finally,
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some requirements simply lack any rationale, such as the obligation to
implement EU norms on cable cars and lifts when Georgia does not
produce these products.

5. The Commission’s approach is also bad commercial policy for the EU
since it would lead to an expansion of the trade between Georgia and
non-EU countries, rather than between Georgia and the EU. Georgian
consumers would be induced to import what Georgian producers could
no longer sell because of EU norms; and their low incomes will induce
them to turn to imports from non-EU sources that are less expensive
than those from the EU. Meanwhile, in order to survive, the vast
majority of Georgian producers who would not be able to sell their
products anymore on Georgian markets under EU norms would try to
sell them to foreign markets not observing EU norms, thereby
artificially boosting Georgia’s exports to non-EU countries.

6. Finally, the Commission’s approach is bad foreign policy for the EU. All
these preconditions portray the EU as being hegemonic towards its
very much smaller neighbour and not an enlightened and trustable
anchor. They are being imposed on a country that is granted no EU
membership perspective (even the accession candidates did not have to
comply with such norms before the opening of their negotiations). They
would make EU DCFTA (deep and comprehensive free trade
agreement) partners appear like EU member state clones, but i) without
full access to the EU markets in agriculture and services, ii) without EU
aid and iii) without a voice in future EU decisions—clearly an
unacceptable proposition.

7. There is thus an urgent need to reshape the Commission’s approach.
The evaluations of the current preconditions made in this study suggest
a set of four concrete proposals:

i. The EU should open negotiations with Georgia without further
delay since Georgia has more than satisfied the relevant subset of
preconditions.

ii.  The EU should make use of recent developments in the body of
EU law and practices, which are ignored by the Commission’s
current approach. This body is rich enough to cope with many of
the current difficulties, as shown by the nine detailed proposals
suggested by this study.
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iii. More broadly, the EU should design a pro-growth DCFTA
process based on an integrated sequence of successive sets of
commitments. Georgia would be asked to take on board these
successive sets of commitments as and when its GDP per capita
will reach agreed thresholds (as the acquis consists of fixed costs,
it is easier to absorb when the income level is higher).

iv.  The EU should encourage—not restrain—Georgia to pursue and
develop its successful ongoing unilateral reforms.

The proposals focus on Georgia’s side because this study relies on the
proposition that a DCFTA should first and foremost boost the EU
partner’s growth and development. However, this study also points to
the need for serious reforms on the EU side:

i.  The DCFTA doctrine should be made clearer and adapted to the
circumstances of the EU partner, rather push a ‘one-size-fits-all’
dogma for all of Eastern Europe (in contrast to the approach taken
towards the partners in the South Mediterranean neighbourhood,
all of which have quite different trade agreements with the EU).

ii. The Commission should improve its coordination among its
services if the EU wants ambitious DCFTAs covering topics far
removed from pure trade issues.

These steps should be set in motion well before the Eastern Partnership
Summit in the autumn of 2011.






INTRODUCTION

As these neighbours have very different political and economic

structures and features, the study focuses on Georgia, which is a
particularly interesting case for two reasons. As a small, lower-middle
income country located in a tormented region, it faces challenges. At the
same time, Georgia is the EU neighbour that has undertaken unilaterally
the most dramatic reforms—with great success. In short, Georgia is the
archetype of a neighbour that would immensely benefit from strong EU
support, and which—in return—would establish the reputation of the EU
as strong economic and political anchor.

This study appraises the EU’s policy towards its Eastern neighbours.

Georgia’s track record for economic reform since the mid-2000s is
outstanding by any standards. Since 2006, it implemented basic free trade
unilaterally for its imports from the whole of the world, such that its
average industrial tariff is now 0.3%, compared with 4.6% for the EU. But
its reforms have gone far deeper still, unilaterally opening all its markets to
foreign direct investment and recognizing the technical standards for
imports from all OECD countries, including the EU. Its governance reforms
were such that its ranking under international surveys of ‘ease of doing
business’ and ‘de-corruption’ have improved to the point of being now
superior to various EU member states (hereafter MS).

The EU’s slow and reluctant response to Georgia’s reforms

While Georgia has been acting fast and decisively, the EU for its part has
responded only very slowly and reluctantly. In November 2006, the EU and
Georgia signed a European Neighbourhood Action Plan (ENP) which
included the “possible establishment of a free trade agreement” between
the EU and Georgia. This provision was introduced on Georgia’s request
while facing strong objections from the European Commission. It took

|1
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more than a year to agree on an innocuous wording specifying that such a
free trade agreement (FTA) would be subject to a study in order to find out
whether it would be feasible. The so-called ‘feasibility study’ was finalized
in March 2008, and advocated a ‘deep and comprehensive free trade
agreement’ (DCFTA).

In October 2008, soon after the war with Russia, the Commission sent a
fact-finding mission to Georgia. In March 2009, it sent to the Government of
Georgia a ‘matrix’ (hereafter, the 2009 Matrix) of preconditions in 11 areas
(see Chapter 3). These preconditions were divided into two sets: those to be
fulfilled before the start of DCFTA negotiations and those to be met after the
formal launch of negotiations to facilitate a smooth implementation of
the—yet undefined—DCFTA, also chosen unilaterally by the Commission.
Out of these 11 preconditions, four were chosen unilaterally by the
Commission as key: technical barriers to trade, sanitary and phytosanitary
(SPS) measures, competition policy and intellectual property rights (IPRs).
There is a last precondition on the origin of the products; however, as this
precondition raises the political question of Abkhazia and South Ossetia, it
is not examined in this economic study.

For all the preconditions, the Commission’s language is very fuzzy, full of
expressions such as “sufficient progress”, “adequate system”, “effective
and proper implementation”, etc. without defining what sufficient,
adequate, effective or proper exactly means. In short, the preconditions are
written in an open-ended language that gives the Commission absolute
power to decide whether the preconditions are met or not.

In December 2010, the Commission sent to Georgia a document (hereafter
the 2010 Document) which amplifies the asymmetrical nature of the 2009
Matrix by shifting some preconditions to be met after the launch of the
negotiations according to the 2009 Matrix into the list of the preconditions
to be met before. The 2010 Document also amplifies the absolute power of
the Commission by adding more open-ended language.

The fundamental choice to be made by the EU

For Georgia, a DCFTA or a FTA (free trade agreement) is a logical follow-
up to the unilateral dramatic reforms it has undertaken since 2004: almost
no tariffs in industry, very moderate tariffs in agriculture, no barriers to
foreign direct investment in the whole Georgian economy and
unconditional mutual recognition of the technical norms of all OECD
countries—all reforms that the EU has not yet achieved, including among
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the EU member states themselves in the case of the technical norms. A
DCFTA with a much larger and richer economy has two key potential
benefits for the smaller partner, as illustrated by the North American Free
Trade Agreement for (NAFTA) with Mexico. It is a way to consolidate the
unilateral reforms done by the smaller partner by locking them into an
international agreement. Looking ahead, it is a way to open a huge—in
relative terms—market to the potential exporters of the smaller partner
which are spurred by the reforms already undertaken, hence to boost its
growth and development.

However, it takes two to tango. The role that a DCFTA could play depends
largely on the approach taken by the larger trading partner—the EU in this
case. The EU has a choice between two very different approaches.

A global vision

The first alternative is to develop the DCFTA within a global vision. In such
a perspective, the EU realizes that the DCFTA should deliver to the small
partner the expected economic benefits in terms of growth and
development as quickly as possible. It also realizes that the economic
benefits it will draw from a DCFTA will be small for a very simple
reason—the relative size of the two partners. This is easy to illustrate in the
case of Georgia: Georgia’s current GDP is roughly 0.10% of the EU GDP
and, even when the Georgians will be as rich as the Europeans, its GDP
will be 1% of the EU GDP (this reflects the scale of the Georgian population
compared to the EU population).

In such a vision, the EU realizes that the benefits it will reap from a DCFTA
with a smaller partner are essentially political. If such a DCFTA is well
designed and succeeds, it will show the EU’s capacity to act as an anchor
for growth and prosperity, attracting other neighbours. In this perspective,
it is essential to realize that the political benefits for the EU of a DCFTA
with a small country go far beyond the economic size of the partner. The
EU will emerge as an attractive anchor for a whole region, at a time when
there are plenty of emerging challengers to the EU leadership from all over
the world. In short, a DCFTA is an integral and key part of EU foreign

policy.

A narrow-minded approach

Alternatively, the EU can view the small economic interests it has at stake
in the very small Georgian market as a reason not to be much concerned,
and, to the extent that it has to get involved for reasons of neighbourhood
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policy doctrine, to use its overwhelming relative size and strength to
simply dictate its conditions. This is what the implicit current DCFTA
doctrine seems to amount to. Some Commission officials seem to regard
such small neighbours as just too much trouble for a tailor-made policy.
Therefore they demand that the partner swallows loads of the EU acquis
communautaire ! wholesale, and simply assert that this is automatically good
for the partner.

Such an approach is a route full of hazards in the 21st century of
‘multipolarity’. This word is much nicer than the reality, in particular for
the EU. It means that potential competing anchors are emerging fast. This is
a lesson to be drawn from the increasingly tormented relations between the
EU and many African countries, with the growing influence of China and
India in Africa. Thilisi is as close to Mumbai as it is to Antwerp—and, in
such matters, geographical distances count even less than economic
dynamism.

There is no reason to limit the list of the EU challengers to the largest
potential candidates. Smaller regional anchors such as Turkey or the Gulf
states may also be competitive, offering Georgia alternatives. The relative
size of Georgia compared to Turkey is the same as the relative size of
Bulgaria plus Romania compared to the whole EU. For the EU to represent
an attractive role model in these conditions, it has to prove as agile as other
foreign policy actors and tailor its offers of cooperation to the needs and
demands of the partner, rather than simply throw the Brussels rule book at
the partner without an intelligent selection and adaptation of its
instruments. There are lessons to be drawn from the current evolution of
Turkey.

The current situation: Very unsatisfactory

The highest EU authorities—Council and Parliament—have not yet clearly
decided which of these two options they want to adopt. Failing to clarify
this point by the time of the EU’s Eastern Partnership Summit in Autumn
2011 would cost the EU influence on its borders. Pending this choice, the
current situation is based on a choice left de facto to the Commission which
is very unsatisfactory for the following reasons.

1 The acquis refers to the body of EU Directives, Regulations and all the other legal
texts to be enforced by all the EU MS.
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First, strangely enough, the Commission does not define clearly what a
DCFTA is supposed to achieve (see Chapter 1). Worse, the preconditions
imposed unilaterally by the Commission on Georgia are similar to the
conditions that a fully-fledged EU MS should adopt when acceding. This
leads to an awkward situation where a DCFTA signatory could be best
described as an EU MS, but one;

e without full access to the EU markets (very limited access to EU
agricultural markets),

e without full access to EU aid and
¢ without voting rights in the EU decision-making.
This is clearly not a sustainable approach.

Second, the Commission’s preconditions, which focus on regulatory
matters, fail to recognize the new world as it is (see Chapter 2). Georgia
scores better than quite a number of old and new EU MS in terms of
effective regulatory quality and the EU MS exhibit surprisingly different
levels of regulatory quality. These two facts are crucial for designing an
economically sound DCFTA. Georgia’s good regulatory performance
means that the Commission should appreciate the EU neighbours for what
they have done, not for what they were. The wide range of regulatory
guality among the EU MS, which have shared the same formal acquis
communautaire for several decades in some cases, raises serious questions
about how much importance is actually attached to this formal (legal)
convergence of regulations [Messerlin, 2008].

Third, the preconditions imposed by the Commission on Georgia before
opening DCFTA negotiations are based on a ‘one size fits all’ approach. As
shown in Chapters 3 to 6, they constitute:

o Bad development policy for Georgia. The burdensome reforms
imposed on Georgia are equivalent to a tax on Georgian production
sold in Georgian markets. In the industrial sector, they would
inevitably slow down and distort the industrialization process of
Georgia, and hence endanger her growth. In the agricultural sector,
they are expected to increase by 90% on average the prices of the food
products consumed by the poorest Georgians—one third of the
Georgian population lives in poverty. Such price hikes would greatly
endanger the country’s political stability and fuel an anti-European
sentiment.

o Bad commercial policy for the EU. By imposing a tax on Georgian
products sold on Georgian markets, the preconditions will induce
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Georgian consumers to look for imports they can afford to buy, that
is, goods that are unlikely to come from the EU and likely to come
from non-EU countries. In short, they will divert Georgia’s trade
flows to non-EU countries, and will be mostly beneficial to Georgia’s
neighbours that do not have a DCFTA with the EU and to the
emerging economies challenging the EU leadership.

o Bad foreign policy for the EU. They show the EU as an aggressive and
careless neighbour, not as a trustworthy anchor. In particular, the
Commission’s preconditions will again fuel corruption, which has
been successfully cut at great pain during the last decade—the last
thing that one would like to inflict on a country having so clearly
turned its back on 70 years of Soviet rule.

For all these reasons, the future of the current discussions is quite
uncertain. Will the EU’s highest authorities confirm the approach taken so
far by the Commission, or will they instruct the Commission to defend the
broad EU interests in a more enlightened manner? Will Georgia continue
on a pro-European path with an EU that appears not to value its successful
reforms, or will it consider that the burdens demanded by the EU are not
worth the pain and expense, and instead turn to an alternative policy a la
Chile consisting of making FTAs with every willing partner—including the
US and China?

Proposals: An overview

The EU should use the unique opportunity of Georgia’s demonstrated
capacity to reform of the last seven years—and of the emerging benefits of
its policies—to launch an innovative ‘pro-growth DCFTA’ which could be
used as a blueprint for other EU neighbours.

A pro-growth DCFTA should be a process allowing Georgia to absorb
progressively the EU acquis through an integrated sequence of successive
sets of commitments, starting with those considered as the most helpful
from a growth perspective. Georgia would then be asked to take on board
the other sets of commitments as and when its GDP per capita reaches
agreed thresholds. As the acquis consists mostly of fixed costs, the costs of
implementation, which would amount today to 5% of Georgia’s GDP,
would cost only 2% in 10 to 20 years from now, depending on Georgia’s
growth rate. Such an approach has the important advantage of making
both parties interested in Georgia’s high growth rates.
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The study makes precise proposals related to the current discussions
between the Commission and Georgia. First and foremost, the DCFTA
negotiations between the EU and Georgia should start without further
delay since Georgia fulfils the relevant subset of the 2009 Matrix
preconditions. We consider the 2009 Matrix as the only text to take into
account, whereas we see the 2010 Document as a document of lower legal
status breaching the initial conditions set up by the Commission’s 2009
Matrix.

Second, the study tables nine detailed proposals focusing on the four key
preconditions imposed by the Commission. These proposals are
summarized in Box 1. The broad aim of the proposals is to make the
preconditions affordable by the Georgian economy and contributing to her
growth. For this purpose, they draw on some existing elements of the rich
body of EU law and practices that could both help the Government of
Georgia and firms to reduce implementation costs, and the most dynamic
Georgian firms to start deriving positive benefits from the EU acquis, while
allowing the others some breathing space to adapt. They also use a better
scheduling based on the objective criterion of Georgia’s GDP per capita for
achieving the same results.

These proposals should also be taken into account in the general review of
the European neighbourhood policy currently underway in the EU
institutions, which should therefore include a review of DCFTA policy.
This could have implications for the cases also of Ukraine and Moldova,
which are currently the subject of negotiations or pre-negotiations.
However it would be beyond the scope of this study to make precise
recommendations for these other cases.

Conclusion: The Autumn Summit on the Eastern Partnership

Georgia is one of the steadiest reformers among the EU’s Eastern and
Southern neighbours and its reforms are yielding impressive performances.
That makes Georgia the best imaginable trading partner with whom the EU
could build a ‘DCFTA model’, bringing long-term growth to its Eastern (or
Southern) partners, and building the EUs reputation as an attractive
economic and political anchor.

Europe should not miss this unique opportunity at the Autumn Summit on
Eastern Partnership. If it does, its neighbours will quickly find alternatives
among the many dynamic and tough emerging challengers to the EU as a
global or even regional leader.
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Box 1. Nine detailed proposals on the four key preconditions

First and foremost, the DCFTA negotiations between the EU and Georgia should
start without further delay since Georgia fulfils the relevant subset of the 2009
Matrix preconditions (Chapter 3 of the study argues that the 2010 Document is an
unjustifiable breach of the 2009 Matrix).

. Proposals specific to Technical Barriers to Trade (TBTs) (Chapter 4)
The EU-Georgia DCFTA should include:

1. A provision facilitating the implementation of EU norms by Georgian
exporters by allowing Georgia to have recourse to the national accreditation
and certification bodies of an EU member state.

2. A provision exempting Georgian firms from EU norms when selling in the
Georgian national market; the timing of the transposition of the first six New
Approach Directives should be revised.

3. A provision releasing Georgia from any obligation to transpose the other
New Approach Directives, except if Georgia decides otherwise.

4. Possibly a provision defining transition periods on the basis of an objective
measure of the improvement of the Georgian economy, such as its GDP per
capita.

Georgia should keep its own policy of unconditional mutual recognition which is
more fully in line with the spirit of EU case law (Cassis de Dijon case) than the EU’s
current acquis.

I1. Proposals specific to Sanitary and Phytosanitary (SPS) Measures (Chapter 5)
The EU-Georgia DCFTA should include:

5. A provision excluding the small-farm sector from the EU SPS acquis for what
would be a long transition period; fixing this transition period on indicators
such as the GDP per capita is not a solution because the small-farm sector is
so large and disconnected from the rest of the economy; the transition
period should rely on a review of the situation on a regular basis.

6. A provision allowing a very progressive introduction of the general food
safety laws in the interest of Georgian consumers; the progressivity
dimension is crucial in order to minimize the risks of destabilizing food
price surges.

7. A provision defining a mechanism ensuring Georgian compliance with the
SPS acquis for Georgian major agricultural exports to the EU; this mechanism
should be implemented in a progressive way, that is, as and when Georgian
exports become notable (in quantities) and regular (in time).
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I11. Proposals specific to Competition Policy (Chapter 6)
The EU-Georgia DCFTA should include:

8. A provision imposing EU-type state aid disciplines on Georgia in exchange
of the renunciation of the use of anti-dumping, anti-subsidy and safeguard
measures by the EU.

9. Possibly a provision supporting—not forcing—Georgia’s cooperation with
EU MS competition authorities on the competition issues strictly speaking
(excluding state aid).

Georgia should be supported to make a more productive use of its Competition
Authority by granting it (or a sister institution) the role of evaluating the impact of
regulations similar to the one played by the Australian Productivity Commission.

IV. Proposals specific to intellectual property rights (IPRs) (Chapter 6)

The EU-Georgia DCFTA should recognize the fact that Georgia is a lower-middle
income country and that most of the counterfeited goods in Georgia are imported
from much larger economies. As a result, it should be pragmatic and focus on
supporting Georgia’s policy of adherence to international IPR treaties, and
Georgia’s fight against piracy and counterfeiting at a pace compatible with its
economic growth and political stability.




PART |. ‘'NEW WORLD’

Part I sets the background of the choices to be made by the EU with respect
to negotiating a DCFTA with Georgia.

Chapter 1 shows that the EU has no operational definition of what a ‘deep
and comprehensive free trade agreement’ should be about. This vacuum
triggers decisions that are felt as arbitrary and unfair by the EU partners. It
also raises a fundamental issue—the regulator (the EU in this context) does
not take the responsibilities flowing from the imposition of its regulations.
The study suggests a definition: a pro-growth DCFTA is about boosting
growth of the EU partners and establishing the EU’s reputation as an
attractive anchor. It suggests several proposals on how to make such an
approach operational.

Chapter 2 shows that the EU often fails to realize how much the world has
changed since the 1990s—and hence fails to value its neighbours. Many
countries have made unilateral reforms. A close look at the hard facts
available shows that Georgia fares better than many EU member states, an
outstanding result of its reforms. It also shows that the EU MS fare very
differently despite their common exposure to the acquis communautaire—an
observation that should trigger serious thinking in the EU.

10 |



1.

THE FORGOTTEN QUESTION:
WHAT ISA DCFTA ALL ABOUT?

Summary

1. The Commission’s insistence to use the concept of a deep and comprehensive
free trade agreement as the only model for the EU Eastern neighbours is at odds
with the golden rule of the EU neighbourhood policy—not to favour the Eastern or
Southern region at the expense of the other.

2. The desirable goals of a DCFTA are two-fold:

an economic one for the EU partner: to boost its economic growth and
development and

a political one for the EU itself: to build its reputation as a trustworthy
anchor, a role that is increasingly challenged by the new emerging global or
regional powers.

3. The current Commission’s approach to DCFTA provides no clarity about the
content of a DCFTA, generating great frustration among EU negotiating partners.

4. This chapter provides the basic elements of what a DCFTA should be:

The DCFTA should be conceived as a process in which the EU acquis is
absorbed through an integrated sequence of sets of commitments selected
for being in line with the economic interests of the EU partner.

Only the few EU regulations to be considered with high confidence as
critical for boosting the growth of the EU partner should be part of the first
set of commitments.

The remaining EU regulations should be introduced progressively in the
subsequent stages.
The link integrating the various stages should be clear and economically

meaningful indicators of the convergence of the EU partner on the EU’s
economic development, such as the GDP per capita of the EU partner.

| 11
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e  The regulations to be included in each set of commitments should be jointly
defined by the EU and its negotiating partner—not unilaterally by the
Commission—because each partner is different, particularly in its capacity
to implement its commitments.

e  The Commission should produce a DCFTA Handbook, assessing the costs
and benefits for its partner states of implementing all parts of the EU acquis
that it considers relevant.

This chapter sets the background of the current discussions between the
Commission and Georgia. It is organized as follows. Section 1 puts the EU
notion of a ‘deep and comprehensive free trade agreement’ (DCFTA) in the
wider context of the EU’s neighbourhood policy. It underscores the
contradiction between the primary political rule of the neighbourhood
policy—not to favour the Eastern or Southern region at the expense of the
other—and the Commission’s insistence on the DCFTA concept as the only
model it is willing to contemplate for the Eastern neighbours. It argues that
any reference to the EU enlargement to Central Europe in the 1990s for
justifying this insistence is a serious anachronism—there are crucial
differences between the Central European countries in the 1990s, now EU
member states, and the Eastern neighbours today.

Section 2 defines the desirable goals of a DCFTA for the EU’s partners as
well as for the EU itself. A DCFTA should deliver mostly economic gains to
the EU partners—faster growth and development—and mostly political
gains to the EU—the reputation to be an economic and political anchor that
can be trusted. These gains are essential for both sides in the long term.
More growth is crucial for the EU’s neighbours located in tormented
regions. Being a trustable anchor is crucial for the EU if it aims to be a
significant world power, a role that is increasingly challenged by the new
emerging global or regional powers.

Finally, sections 3 and 4 tackle the more precise question of how to define a
DCFTA. Section 3 shows that, today, this question has no clear answer.
This situation is a source of deep frustration among the EU’s neighbours,
which observe that they are treated very differently without justification.
Paradoxically, this situation is also a source of economic costs for the EU, as
shown below. As a result, section 4 provides basic proposals that would
allow a consistent approach to a DCFTA, generating a robust, fair and
predictable process capable of delivering a beneficial outcome to the EU’s
partners as well as to the EU itself. The need for a Handbook to guide
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selective adoption of the EU acquis by non-member partner states is
stressed.

1.1 DCFTAs and the EU’s neighbourhood policy

The EU has established a single European neighbourhood policy, with two
branches: the South Mediterranean and Eastern Europe. This golden rule—
having a single neighbourhood policy—was driven as a matter of political
principle, which made also sense from a trade and economic perspective: to
avoid favouring one sub-region (Southern or Eastern) at the expense of the
other.

However a second principle is that there has to be differentiation in the
speed and level of ambition in negotiating agreements and action plans
made with individual partner states, depending on the political wiill,
economic structures and administrative capacities of the partner states. The
principle of differentiation is seen in the current processes of negotiating
association agreements, including free trade agreements. Some countries,
notably Ukraine and Morocco, have been singled out as candidates for the
new-style association agreements. Morocco has concluded such an
agreement, whereas in the case of Ukraine the negotiations remain
ongoing, with the free trade element of the agreement proving still elusive,
whereas other elements are understood to be agreed.

When one focuses on the free trade component of the neighbourhood
policy, there is a major difference in the EU’s policy with its neighbours.
With its Southern Mediterranean neighbours, the EU was willing under the
Barcelona process, initiated in 1995, to make ‘basic’ free trade agreements,
with asymmetrical transition periods for the phasing in of free trade
conditions—many years for the South, short periods for the EU. This first
generation of agreements was basic in that it did not go far into the
liberalization of service sectors or in seeking to extend much of the EU’s
internal market acquis into these countries. In recent years, the action plans
of the neighbourhood policy for the Southern partner states have sought to
add these features to the basic free trade agreements. But, preconditions
were not set for the opening of these free trade negotiations (now strikingly
illustrated by the case of Libya, a country very far away from any intention
to converge on European political or economic norms). On the contrary the
EU sought to open these negotiations with all South Mediterranean states
in parallel.
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In sharp contrast, the EU has been following a very different general
approach for the Eastern neighbours, insisting on the concept of a DCFTA
as the only model it is willing to contemplate.

There is no official explanation for why this different approach was
adopted. One explanation (others will be examined in the following
chapters) is the EU’s experience with its enlargement to the Central
European countries, which required indeed a deep and comprehensive
adoption of all EU acquis as absolute condition for accession.2 This has been
recognized as a real transformative process in which the EU’s economic
and political order was introduced wholesale to replace the collapsed
communist regimes. Economists have researched the mechanisms through
which this process achieved dramatic and largely positive results. Broadly
speaking the economists’ analysis extended beyond the traditional trade
aspects (tariffs and non-tariff barriers to trade) into the much deeper
matters of improved internal economic governance in the economy as a
whole. Many studies, for example undertaken by the World Bank, have
tended to show that the benefits from improved economic governance
(regulatory reforms leading to the reduction of corruption) can be large
multiples of the gains from moves in a narrowly conceived trade policy.

However, relying on the parallel with the EU’s Central European
enlargement for designing the current EU neighbourhood policy misses a
crucial point: the EU enlargement to Central Europe occurred almost
simultaneously with the reforms that the Central European countries (now
EU MS) were undertaking unilaterally in their transition from communist
to market economies. The case of Georgia is quite different since it has
already introduced the major reforms needed for building an open and
market-based economy. In this context, it should be recalled that, in the
early 1990s, the Central European countries that dared to made deeper
reforms than those required by the EU enlargement were forced by the EU
to withdraw these reforms—such as Czechoslovakia, Estonia and Poland in
trade liberalization, or Estonia in agricultural policy, to mention the most
significant cases.3

2 |n this study, Central Europe refers to the 12 most recent EU MS. Eastern Europe
refers to the European countries outside the EU, except Russia and the Balkan
countries not yet members of the EU.

3 History tends to repeat itself. In the early 1990s, Central European countries
turned to EU membership as a last-resort solution, having realized that NATO
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The situation is quite different for the EU’s current Eastern neighbours. As
shown below, there is no simultaneity between their unilateral reforms—
already enforced for a notable number of years—and possible agreements
with the EU—which are still in the making, if indeed they happen. This is
best illustrated by Georgia which, as shown in Chapter 2, has undertaken a
series of reforms on its own that no Central European country made in the
1990s outside the enlargement process. Some Eastern neighbours may still
now be hesitating on the path of reform, but this option was simply
unconceivable in the 1990s when the Central European embarked upon the
sweeping accession process. In other words, the EU’s decision to go ahead
with a DCFTA negotiation with Ukraine was quite a different bet than
those taken 15 years before with the Central European countries—indeed,
such a bet probably cannot be explained without the initially euphoric
atmosphere prompted by Ukraine’s Orange Revolution.

1.2 What should a DCFTA be about? Delivering growth and
reputation

For both the EU and its neighbours, the stakes are of great importance. The
EU’s neighbours see a DCFTA (or a FTA) as a source of additional growth
and development. The EU markets give the benefits of scale economies and
the possibilities offered by the endless range of varieties of products that
characterize modern economies. A DCFTA that will not deliver these
benefits will not survive: sooner or later, the EU’s neighbours will learn the
lesson, and will look for more attractive economic anchors and will leave
the EU’s sphere of influence.

A DCFTA is intended to establish the EU’s reputation as a crucial and
trustable anchor. But the belief that there is no alternative to the EU as an
anchor is an illusion - in a world where geographical distance counts much
less than economic dynamism and political vision.

In order to get a sense of the main economic aspects of a DCFTA for the
Eastern neighbours, Table 1.1 provides basic macroeconomic indicators. It
splits the EU into seven ‘cohorts’ defined by the date of accession of their
respective EU MS. For more precision, the 10 Central European countries

membership was impossible for some time. Their desire to adopt market-oriented
reforms and deep trade liberalization faced strong opposition from Commission
officials who initially wanted to renew the existing trade agreements in force (with
Hungary) and later pushed them to keep high GATT-WTO tariffs (Romania) or to
re-introduce them (Poland) [Messerlin, 1992].
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having joined the EU in 2004 have been divided into two different groups:
the three Baltic EU MS (EU-2004b) and the seven other Central and
European EU MS (EU-2004a). For simplicity sake, the three comments
suggested by Table 1.1 focus on the case of Georgia.

First, as Georgia is a relatively small country in terms of population, it will
always be a relatively small economy. Even when Georgians might be as
rich as the Europeans, Georgia’s GDP would represent only 1% of the EU’s
GDP. As a result, the DCFTA between the EU and Georgia is unlikely to
have any significant impact on the EU economy. This makes the EU-
Georgia DCFTA totally different from both the EU-Korea FTA (Korea is
one-tenth of the EU economy) and from the EU-Turkey customs union in
the long term (Turkey’s population is 15% of the EU’s population, hence
Turkey would represent 15% of the EU’s GDP when Turks would be as rich
as the Europeans).

Table 1.1. Macroeconomic indicators setting the perspective for a DCFTA

Population GDP (S billions) GDP per capita ($) Trade/GDP Avg growth
(millions) Cer?® pPP°® cer?® PPP° ‘% rate ¢

EU cohorts

EU-1958 232.5 9422.0 8181.9 40519 35186 78 1.5

EU-1973 71.8 2711.3 2643.8 37753 36813 67 2.1

EU-1980s 67.9 2017.9 2085.8 29730 30731 58 2.3

EU-1995 23.0 1028.5 861.7 44709 37457 73 1.9

EU-2004a 67.0 910.3 1390.1 13588 20750 114 3.5

EU-2004b 6.9 82.5 115.7 11894 16691 120 4.8

EU-2007 29.1 208.2 402.8 7163 13856 88 4.6
Countries under accession negotiations

Croatia 4.4 63.0 87.8 14222 19803 87 3.1

Macedonia 2.0 9.2 22.1 4516 10824 118 2.6

Turkey 74.8 617.1 1040.3 8248 13904 50 3.7
Countries under DCFTA negotiations

Ukraine 46.0 1135 291.1 2468 6327 98 4.6
Countries willing to open DCFTA negotiations

Armenia 3.1 8.7 16.3 2826 5286 56 8.8

Georgia 4.3 10.7 21.0 2520 4920 84 5.8

Moldova 3.6 5.4 1.5 1500 2824 145 4.8

? cer: current exchange rates.

® PPP: exchange rates at the PPP.

‘For the EU cohorts, this is the GDP-weighted national trade/GDP ratios.

¢ Annual average growth rates (unweighted by country size) from 2000 to 2010.

Sources: WTO Trade profiles (website) except for growth rates [EBRD, Economic indicators (website)].
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The small size of Georgia implies that the EU’s benefits from a DCFTA with
Georgia will have to be political, not commercial or economic. If the
DCFTA between the EU and Georgia does not work, the EU should
abandon any hope to conclude a truly successful DCFTA with any of its
Eastern (or Southern) neighbours. Large and powerful challengers of the
EU as a world power will quickly understand that they may have a
fantastic opportunity to offer better alternatives than the EU to countries
close to the EU borders. No need to go as far as China or India: Table 1.1
shows that the ratio between the Georgian and Turkish populations (and
economies) is the same than the ratio between the EU-2007 (Bulgaria and
Romania) and the whole EU.

Second, Georgia is classified as a lower-middle income country by the
World Bank. Its among the poorest countries selected in Table 1.1, with a
GDP per capita that is one-fourth that of Bulgaria, the current poorest EU
MS. This makes it hard to understand the Commission’s motive behind
imposing on Georgia as preconditions for negotiating a DCFTA the most
costly elements of the EU acquis (such as the EU technical regulations in the
industrial sector or of the EU sanitary and phytosanitary measures in the
farm and food sectors). It is useful to mention here the huge difficulties the
Central European EU MS have had to implement these parts of the acquis,
despite the huge amount of aid they received from the EU when acceding
to the EU. In other words, the Commission is taking serious risks to impose
an excessively heavy burden on the vibrant but still fragile Georgian
economy, and to be a severe drag on its growth rather than a boost, as
documented in chapters 4 and 5.

Third, countries that are ambitious in terms of regulatory reforms exhibit
better growth rates in the long run, even if they may have experienced
more accentuated ups and downs. (In short, regulatory shyness does not
pay once one takes a long-term perspective: it gives the impression to be
the right approach only in the short run.) This is illustrated by a
comparison between the EU-2004b (the Baltics) and the EU-2004a (the other
Central European EU MS) cohorts. On the one hand, Table 1.1 shows that,
over the same period, the Baltics have an annual growth rate that is one
percentage point higher than the EU-2004a cohort, despite the huge
negative shock of the Great Crisis on their economies. On the other hand,
Chapter 2 shows that, over the decade 2000-10, the Baltics exhibit
systematically better performances in regulatory quality than the other
Central European EU MS, despite the fact that they were an integral part of
the Soviet Union and started their reforms later.
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In this respect, Figure 1.1 suggests two additional useful observations. First,
Georgia is more similar to the Baltic EU MS than to the other Central
European EU MS in terms of growth pattern, a result not surprising when
one takes into account the similarities in the rapidity and intensity of her
regulatory reforms. This is despite the fact that the year 2008 was
particularly difficult for Georgia which has had to absorb two—not one—
severe shocks: not only the Great Crisis with its impact on the FDI inflows
and on the remittances from the Georgian diasporas (a non-negligible
portion of foreign inflows) but also the war with Russia a couple of months
before, with its severe impact on the foreign investment climate,
remittances and infrastructure (not to mention the cuts in the Russian
supply of natural gas).

Figure 1.1. Growth rates, Central European EU MS and Georgia, 2000-2010
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Source: EBRD, Economic indicators (website).

Second, in the aftermath of the financial crisis, Georgia needs a serious
boost to its current growth. Its growth rate for 2010 is again positive: it was
initially estimated at 2% for the whole year 2010 (as indicated in Figure 1.1)
and it has been recently revised to 6.5%. This last result is very good in
current circumstances. But, higher growth is needed. Of course, this is for
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the usual economic reasons: i) the urgent need to improve a very
insufficient infrastructure and ii) the longer-term objective to catch up
globally and to fight poverty and inequality problems made more blatant
by the success of only a portion of the economy. But, this is also for political
reasons quite specific to Georgia. One of the peaceful ways for Georgia to
recover the control of her whole territory is to be a vibrant economy, as
West Germany or South Korea has been or is with respect to East Germany
or North Korea.

1.3 Defining a DCFTA: In desperate need for clarity

The DCFTA negotiations lack elementary fairness and transparency
because the Commission has never clearly defined what a DCFTA is to be.
As a result, DCFTA negotiations consist of an unpredictable, open-ended
journey during which the Commission shows little sign of valuing efforts
made by the EU negotiating partners. During this journey, the attraction
initially exerted by the EU on its neighbours is rapidly vanishing.
Ultimately, the staunchest supporters of a DCFTA in the EU negotiating
partners are shrinking to those who believe that their country cannot move
without a strong external force, an unattractive prospect since the EU’s
regulatory performance is not always that good, as documented in Chapter
2.

In order to overcome the uncertainties over what the DCFTA should cover,
it has been suggested to the Commission on a number of occasions that all
the relevant Commission’s Directorates General should undertake a
combined project to prepare a “Handbook on the Costs and Benefits of EU
Acquis Compliance by European Neighbourhood Policy Partner States”.
This has never been attempted by the Commission, doubtless because it
would be a very challenging task both of analyzing the costs and benefits of
a huge number of regulations, and of coordinating such a project across the
many Commission services involved (Trade, Enterprise, Market,
Competition, Agriculture, Food Safety, Transport, Energy, Environment,
etc.). When the EU decided to complete its internal market by 1992, the
Commission undertook a vast set of studies on precisely this question,
publishing a synthesis book [Emerson et al., 1988], supported by 24
volumes of sector-specific studies. The President of the Commission at that
time, Jacques Delors, judged that it would be impossible politically to
secure the backing of the EU MS for this extremely ambitious legislative
programme without ample justification.
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Something on this scale would not be necessary for the DCFTA, yet a
slimmed down version of it is desperately needed. In reply to such
proposals, the Commission has indicated that it is for the individual
partner states to work out themselves what they want to do. This attitude is
both indefensible and contradicted by the current Commission’s policy.
Indefensible, because only the Commission’s services have easy access to
the basic technical information on which to base such evaluations. If such a
task is difficult for the Commission to undertake, how much more so
would it be for the administrations of the Eastern neighbour states to do
this? And it is contradicted by the Commission’s current policy of imposing
large-scale preconditions for acquis compliance by Georgia. The
Commission should already have prepared a “DCFTA Handbook”, and
should not be dictating indiscriminate and/or erratic waves of acquis
compliance in its absence.

1.3.1 The current approach to DCFTAs: Both vague and brutal

As of today, DCFTAs are not defined, but only described in very vague
terms. For instance, the Commission’s Communication on Eastern
Partnership [2008, p. 5] describes the DCFTAs as follows:

They [DCFTAs] will cover substantially all trade, including
energy, and aim at the highest possible degree of liberalisation
(with the asymmetry in the pace of liberalisation appropriate to
the partners’ economies)... They will create real perspective for
enhanced movement of goods (this could include Agreements
on Conformity of Assessment and Acceptance of Industrial
Products and the recognition of equivalence achieved by
partners related to sanitary and phytosanitary standards for
agricultural and food products), capital and the supply of
services... to be achieved in the long run (authors’ emphasis).

The most recent description (dated February 2010) is provided by the
Commission website on the ongoing negotiations with Ukraine, and reads
as follows:

The Association Agreement will include a free trade area
between the two parties. In order to mark its exceptional and
far-reaching ambitions, this free trade area has been called
‘deep and comprehensive’. Traditionally, standard free trade
agreements foresee mutual opening of markets for goods and
services. The free trade area between the European Union and
Ukraine goes much further. Ukrainian laws and standards will
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be made compatible with those of the European Union in trade
and trade-related areas (authors’ emphasis).

The only certain conclusion to be drawn from all these vague descriptions
is that the DCFTA does not open the perspective of EU membership even
in the long-term. This is not very helpful since it leaves open many other
guestions. For instance, since membership is not a perspective, should the
DCFTA partners be expected to adopt the whole acquis? The most
reasonable answer is that they should not—all the more so because the
accession process has always been accompanied by huge financial
incentives during the decade needed to implement various EU regulatory
standards. The experience of the Central European EU MS is however clear.
Their negotiators all say that there is much in the acquis that would not
have been justified without it having been being part of the accession
package. It is frequently mentioned that various elements in the
sanitary/phytosanitary and food safety acquis are extremely onerous when
the whole of the agro-food sector has to become EU-compliant. Croatia and
Turkey are currently repeating this experience.

There are a host of additional questions. What is the difference between a
‘simple’ FTA and a DCFTA, since both should cover “substantially all
trade”? Does this condition simply repeat mechanically a condition that
any FTA should fill under WTO rules, and hence echo the only clear
condition on DCFTAs mentioned in the Commission’s texts, namely that
the EU’s partner shall be a WTO member? Or does it mean more, for
instance the elimination of all trade barriers in agriculture—a condition that
Georgia is ready (and already close) to fulfil, but which the EU is unlikely
to do? At the other end of the spectrum of concessions, to which extent
does a DCFTA differ from an Accession agreement? How many “laws and
standards” will be needed for a candidate’s laws to “be made compatible”
and to satisfy the condition of “[going] much further”? What is the
meaning of the term *“compatible”? In short, the DCFTA notion floats in
limbo somewhere between an FTA and an Accession agreement. Not a
paragon of precision.

Last but not least, the approach effectively taken by the Commission with
some partners is in total contradiction with the above descriptions of
DCFTAs. For instance, the second sentence of the Commission’s
Communication on Eastern Partnership mentions topics (agreements on
conformity of assessment and acceptance of industrial products and
recognition of equivalence achieved by partners related to sanitary and
phytosanitary standards for agricultural and food products) that could be
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included in a long-term perspective (authors’ emphasis). Such a statement is
clearly inconsistent with making these topics as preconditions for opening
negotiations on DCFTA—as it is the case for Georgia.

Beyond all these general questions, there are more many more questions
specific to the partner to be resolved. For instance, the above quote from the
Communication on Eastern Partnership mentions the asymmetry between
the EU and the negotiating partner with an implicit assumption that the EU
is more open than its negotiating Eastern partners. This assumption would
have made some sense in the early 1990s when the EU was more open than
most of the Central European countries (except for Czechoslovakia and
Estonia). But this view is far from reflecting today’s reality. As shown by
Table 1.2 based on the information provided by the World Trade
Organization (WTO), Georgia is already much more liberal and open than
the EU on five key indicators related to protection at the borders.

Table 1.2 Border protection in the EU and selected partners in 2009: Which is the

most open?
Applied tariffs (%) WTO notifications Services
All goods Agriculture Industry  Anti-dumping Anti-subsidy Safeguard under GATS

European Union 59° 13.5° 4.6 144 10 0 115
Countries under accession negotiations

Croatia 49 10.7 4.0 - - 0 126

Turkey 9.7 42.9 4.8 110 1 9 77

Macedonia 7.3 134 6.4 - - 0 115
Countries with signed or ongoing DCFTA negotiations

Korea 12.1 48.6 6.6 43 - 0 98

Ukraine 4.6 9.7 3.8 19 0 1 137
Countries willing to open DCFTA negotiations

Armenia 2.8 6.8 2.2 - - 0 106

Georgia 13 7.7 0.3 -- -- 0 125

Moldova 4.6 10.7 3.7 -- -- 1 147

a The first figure does not include the tariff equivalents of the many specific tariffs
imposed by the EU on its agricultural imports.
Source: WTO Trade Profiles (website).

Table 1.2 deserves a couple of more precise points. First, Georgia does not
even have anti-dumping and anti-subsidy regulations at all, while the EU is
very active in these matters. Second, Georgia has no seasonal or specific
tariff in the agricultural sector (since the recent elimination of those on the
alcoholic beverages). In sharp contrast, the EU has many seasonal tariffs
(particularly on fruits and vegetables which are products of great export
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interest for Georgia) and a third of the EU tariff lines in agriculture have
specific (lump-sum) tariffs. Calculating the ad valorem equivalents of the EU
specific tariffs multiply by two the EU average tariff in agriculture, which
jumps to 20-25%. This figure is only a rough estimate since as soon as the
world prices in agriculture decline, the ad valorem equivalents of the EU
specific tariffs increase mechanically.

Table 1.2 illustrates how much the Commission’s language and thinking on
asymmetry has not yet realized the magnitude of the recent unilateral
liberalizations among some of its neighbours, and most notably Georgia,
and how it has an inaccurate perception of the EU’s level of openness. One
could argue that Table 1.2 does not do justice to EU trade policy because it
does not take into account the fact that the EU grants the Generalized
System of Preferences (GSP) to most of the countries listed in Table 1.2. But,
the true question here is: What is the EU’s GSP worth? The answer depends
on the trading partner—the EU GSP (as all GSP) is full of provisions that
are sensitive to the economic conditions of the ‘beneficiary’. In the case of
Georgia, Chapter 3 shows that the EU GSP provides very few, if any,
benefits to Georgian exporters.

1.3.2 A DCFTA partner: Is it like being an EU MS with no full market access to
the EU markets, no EU aid and no say in the future EU acquis?

By not defining DCFTA in a precise way, the Commission makes DCFTA
negotiations an open-ended process, not result-oriented. This approach
generates a cascade of costly consequences for the negotiating partners and
for the EU.

First, the current DCFTA negotiations provide no sense of fairness,
transparency or predictability. To illustrate this point, Table 1.3 lists the
topics (‘chapters’) under negotiation for accession to the EU and on
DCFTA, and their timing (it would be interesting to have this information
for Ukraine, but it is not publicly available). It shows no regular pattern in
the timing of negotiations by partner—already a puzzling fact since the
negotiating partners of the EU are not that different. Even more
importantly, it shows an abyssal difference between the accession and
DCFTA negotiations. In the case of the accession negotiations, the topics
technical barriers to trade (TBT), sanitary and phytosanitary (SPS)
measures and competition policy are scheduled at the end of the
negotiations (Turkey and Croatia) or are categorized as the most difficult
ones (Macedonia). And these are the topics that are those chosen as the key
preconditions for opening negotiations on DCFTA with Georgia. Such
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different schedules can only fuel a sense erratic behaviour from the EU
negotiators and generate a sense of unfairness.

Second, the loose description of what is supposed to be a DCFTA leads to a
serious problem if it happens that the DCFTA is very demanding on
regulatory convergence—as is the case for Georgia (see Chapters 4 to 6).

To sum up, the key problem is as follows. A partner of the EU negotiating a
DCFTA faces a balance of costs and benefits which is radically different
from the balance faced by the Central European countries during the late
1990s and early 2000s. These countries were guaranteed to become EU MS.
As a result, they could agree on bearing the high costs associated with the
full adoption of the acquis for three reasons:

o they would get full access to all the EU markets,

o they would receive substantial aid from the EU for implementing the
regulatory reforms, and

o once EU MS, they were guaranteed full participation in future EU
decision-making.

Countries currently negotiating a DCFTA will get none of these benefits. A
DCFTA partner is highly unlikely to get free access to all the EU
agricultural markets—which is a serious source of bitterness for Turkey
and the main reason of the current impasse with Ukraine. It will not receive
the same amount of aid. Last but not least, being barred from becoming an
EU MS, DCFTA ‘beneficiaries’ will never get type (iii) benefits, which may
be the most important ones because they shape the EU acquis in the long
run.

In short, DCFTA signatories could be described as if they were an EU MS,
but one

o without full market access,

o without full EU aid and

o without voting rights in the EU decision-making.

This is clearly an unacceptable situation at a time when there is an
increasing number of alternatives to an EU anchor. This is best illustrated
by Turkey—with the shift from its enthusiasm for EU accession in the late-
1990s to her current disillusionment, a profound deterioration of the EU

image in Turkey and finally Turkey’s search for a ‘third way’ outside a
shrinking EU sphere of influence.
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Table 1.3 Schedules of negotiations: Inconsistent among EU negotiating partners

Chapters Negotiations on accession ° Georgia
Croatia  Turkey Macedonia

1 Free Movement of Goods 2008/07 - 4 1
2 Freedom of Movement For Workers 2008/06 - 2

3 Right of Establishment & Freedom To Provide Services 2007/07 - 2

4 Free Movement of Capital 2009/10 2008/12 2

5 Public Procurement 2008/12 - 3

6 Company Law 2007/06 2008/6 3

7 Intellectual Property Law 2007/03 2008/6 4 1
8 Competition Policy 2010/06 - 4 1
9 Financial Services 2007/06 - 2

10 Information Society & Media 2007/07 2008/12 3

11 Agriculture & Rural Development 2009/10 - 3

12 Food Safety, Veterinary & Phytosanitary Policy 2009/10 2010/06 3 1
13 Fisheries 2010/02 - 1

14 Transport Policy 2008/04 - 3

15 Energy 2008/04 - 3

16 Taxation 2009/10 2009/06 3

17 Economic & Monetary Policy 2006/12 - 1

18 Statistics 2007/06 2007/06 1

19 Social Policy & Employment 2008/06 - 3

20 Enterprise & Industrial Policy 2006/12 2007/03 1

21 Trans-European Networks 2007/12 2007/21 1

22 Regional Policy & Coordination of Structural Instruments2009/10 - 3

23 Judiciary & Fundamental Rights 2010/06 - 3

24 Justice, Freedom & Security 2009/10 - 3

25 Science & Research 2006/06 2006/06 1

26 Education & Culture 2006/12 - 1

27 Environment 2010/02 2009/12 5

28 Consumer & Health Protection 2007/10 2007/12 2 1
29 Customs Union 2006/12 - 3

30 External Relations 2007/10 - 1

31 Foreign, Security & Defence Policy 2010/06 - 1

32 Financial Control 2007/06 2007/07 4

33 Financial & Budgetary Provisions 2007/12 - 1

34 Institutions not relevant

35 Other Issues not relevant

a The level of difficulty is as follows: 1. No major difficulties expected; 2. Further efforts needed; 3.

Considerable efforts needed; 4. Very hard to adopt and 5. Totally incompatible with the acquis.

Sources: EU Commission website (Turkey and Croatia), Wikipedia (Macedonia), Government of
Georgia.
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Last but not least, not defining DCFTA in a precise way is clear evidence of
double standards, compared to the approach that the EU MS imposed on
themselves in the early years of the European integration process. A
provision (Art. 8 of the Treaty of Rome) set up specific deadlines to most
meet of the Treaty goals—from the strict annual tariff cuts in the 1960s to
the more flexible timing for the more difficult issues (dismantling non-tariff
barriers, introducing progressively new regulations in the 1970s, etc.). Since
then, Arts 7c and 15 in the successive TEC versions and Art. 27 in the
Treaty on the Functioning of the European Union fulfils the same role and
read as follows:

When drawing up its proposals with a view to achieving the
objectives set out in Article 26, the Commission shall take into
account the extent of the effort that certain economies showing
differences in development will have to sustain for the
establishment of the internal market and it may propose
appropriate provisions.

If these provisions take the form of derogations, they must be of a
temporary nature and must cause the least possible disturbance to
the functioning of the internal market.

It is surprising, to say the least, that the Commission chooses not to apply
the benefit of such a basic and sensible provision to countries eager to be
closer to the EU.

The same type of argument could be made by referring to the key EU legal
principle of proportionality. There is no proportionality in the current
DCFTA negotiations if de facto the EU partners are required to adopt large
blocks of the acquis if not all of it in internal as well as external market
areas.

1.4 A ‘positive’ approach to the DCFTAs: Robust, fair,
predictable and beneficial

DCFTA should be defined in a positive way—by what the EU and its
partner are trying to achieve in common. Neighbour countries are turning
to the EU to get an additional boost to their growth and to lock in the
unilateral reforms that will contribute to this. They are not primarily
interested in the whole acquis—they are not supposed to become EU MS—
but they are interested in the acquis that will boost their growth.
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1.4.1 The pro-growth DCFTA: An integrated sequence of successive sets of
commitments boosting the EU partner’s growth

In such a context, a positive approach to the DCFTA would conceive of the
DCFTA as a process of absorbing the EU acquis into an integrated sequence
of successive sets of commitments, based on a breakdown of the EU acquis
into sets of regulations (in what follows, the term ‘regulations’ with a small
‘r’ is used as a synonym for the acquis).

e Only the few EU regulations considered with high confidence as
critical for boosting the growth of the EU partner should be part of
the first set of commitments in the DCFTA process.

e The remaining EU regulations should be introduced progressively in
subsequent stages as and when the economy of the EU partner is
converging to the level of EU economic development.

Both sets of rules should be jointly defined by the EU and its partners—not
unilaterally by the Commission. This is because each partner is different—
particularly in its capacity to implement the commitments it agreed on—
and because there is substantial room of manoeuvre—even for the EU
regulations pertaining to the first set, such as dismantling all the key trade
barriers in goods (tariffs, quotas, etc.). The need to have a negotiated list of
regulations to be transposed by the EU partner flows from the fact that it is
impossible for the Commission alone to identify which elements in the
acquis would offer net benefits for the partner versus those that would
involve excessive costs. Such a work requires the cooperation of the two
negotiating sides since it should rely on the principle of ‘mutual evaluation’
that the EU is routinely implementing internally under the Services
Directive—a part of the EU acquis that the Commission seems to have
chosen to ignore.

1.4.2  The link between the successive sets of commitments: An economic
definition of the transition periods

In order to integrate the successive sets of commitments, the transition

periods between two sets need to be agreed. Clearly, the first set of EU

unequivocally pro-growth regulations is the most urgent to negotiate and

implement. The logic of the above-quoted TFEU Art. 27 would suggest a

minimal amount of derogations and minimal derogatory schedules.

Transition periods are generally fixed in terms of number of years (five to
seven years often being the longest derogatory periods). Such a definition
does not make economic sense if only because countries like Georgia or
Ukraine will still have a very low GDP per capita compared to the EU MS’
GDP per capita within such a short period of time, as shown by Table 1.4.
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A much better indicator for defining transition periods is the GDP per
capita of the negotiating partner. Georgia would be asked to take on board
the successive sets of commitments as and when its GDP per capita will
reach agreed thresholds. The transposition of the acquis imposes mostly
fixed costs. As a result, if the EU acquis would amount to 5% of Georgia’s
GDP in 2010, it will cost less than 2% in 2030 (at a 5% annual growth rate)
or in 2020 (at a 10% annual growth rate) as shown by Table 1.4.

Table 1.4 Growth rates and GDP per capita in Euros

Years EU Georgia's growth rate

) 2% 5% 7% 10%
2010 32878 2520 2520 2520 2520
2020 40078 3072 4105 4957 6536
2025 44249 3392 5239 6953 10527
2030 48855 3745 6686 9752 16953
2035 53940 4134 8534 13677 27303
2040 59554 4565 10891 19183 43972

a The EU is supposed to grow at an annual average growth rate of 2%.

Such an approach ensures that both DCFTA signatories have an interest in
high growth rates. It ensures that the transposition of the EU acquis is
always pro-growth—a crucial benefit for the EU partner. The EU has also a
strong interest in such an approach. Rushing in transposing the EU acquis
into the laws of unprepared partners has often been a source of deep
disillusions in the past. In sharp contrast, the GDP per capita criterion is:

o Robust in fixing commitments in the future: no EU partner would be
willing to slow down its growth just to not fulfil agreed
commitments—all the more so if these commitments are supportive
of sustainable reforms and of growth.

o Predictable: everybody will know in advance when the EU partner’s
GDP per capita will be close to reach the targeted level, hence they
could start to prepare the transposition of the coming set of
commitments; and

o Fair: all the DCFTA candidates will be subject to similar thresholds.

In passing, it is useful to note that this approach echoes the two first
successful decades of the implementation of the Treaty of Rome.



2. THE FORGOTTEN PRECONDITION:
VALUING EU NEIGHBOURS

Summary

1. In its current discussions with Georgia, the Commission is focusing heavily on
regulatory matters. It is thus important to have a fresh look at the effective
regulatory quality of Georgia compared to the EU member states and the other EU
Eastern neighbours. This fresh look is provided by four sets of measures of
regulatory quality:

¢ Ease of doing business (from the International Finance Corporation),

e Transition path (from the European Bank for Reconstruction and
Development),

e Foreign direct investment performances (from the World Bank) and
e Corruption index (from Transparency International).

2. All these measures converge to show that Georgia fares well compared to other
EU countries, including to the seven ‘cohorts’ of EU member states (member states
aggregated by their time of accession). This result reflects the depth of Georgia’s
unilateral reforms, which rely on three pillars:

e Almost no tariffs in manufacturing and very moderate tariffs in agriculture,
e No barriers to foreign direct investment into the whole Georgian economy and

e A full recognition of the technical norms used by OECD (and NIS) countries, a
feature that makes Georgia a much stronger enforcer of the EU ‘mutual
recognition’ principle than the EU itself.

3. All these features make Georgia the best candidate for a DCFTA model—an

opportunity that the Commission is wasting with its preconditions, as shown in

the following chapters.
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Since the current discussions between Georgia and the Commission deal
entirely with regulatory issues, this chapter compares, on the basis of the
latest available information, the regulatory quality of the EU MS, Georgia
and a few other selected neighbours. It shows that the current situation is
very different from the situation two decades ago. The Financial Crisis has
revealed serious flaws in the EU’s regulatory framework, notably for
financial markets. Public opinion in the EU is increasingly questioning the
European integration process in its present form, and the EU’s neighbours
are not buying the ‘EU model’ as easily as they once did. Moreover, some
EU neighbours have considerably improved their own governance to the
point of showing better regulatory performances than some EU MS (and
not necessarily the smallest or the most recent ones)—a point that the
Commission completely ignores in its approach to discussions with
Georgia.

The current Commission’s approach on the transposition of the EU acquis
into the partner’s legal regime relies on two basic (and false) assumptions:

e that regulatory quality, which is the targeted objective, depends
exclusively on adopting EU regulations (but these are only one factor
for achieving regulatory quality); and

e that ‘one size fits all’ in regulatory matters (and denies the possibility
that the targeted objective could be achieved by different regulations
in different countries).

This chapter provides evidence that these two propositions are not
supported by the available measures of regulatory quality presented in
Tables 2.1 to 2.4, reinforcing results already available elsewhere [Messerlin,
2008]. Of course, all these measures presented below have limits—it is very
hard to measure regulatory quality. Nevertheless, they are based on
indicators that capture monetary, time or workload costs in a very precise
way and which often converge and are supported by anecdotal evidence.
Rejecting such a body of evidence without providing better alternative
measures of regulatory quality is simply not an acceptable argument.

2.1 Focusing on the ‘ease of doing business’

Growth requires that doing business is made easy, and a DCFTA should be
very careful to avoid making business more difficult. Table 2.1 presents the
ranking of countries in terms of regulatory quality in 2010 provided by the
International Finance Corporation’s “Doing Business” database [IFC, 2010].
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It shows only the global indicator (G) of Ease of Doing Business and the
nine sub-indicators (S1 to S9) on which the global indicator G is based (it
does not show the 36 basic indicators used to calculate the nine sub-
indicators).

Table 2.1 ‘Ease of doing business ‘in selected countries, 2010

Dealing
Ease of with Cons- Trading
doing Starting a truction Registering Getting Protecting Paying  Across Enforcing Closing a
Busines Business Permits Property Credit Investors Taxes Borders Contracts Business

G S1 S2 S3 S4 S5 S6 S7 S8 S9

EU cohorts

EU-1958 38 59 112 65 46 72 92 83 48 105

EU-1973 6 18 54 26 28 70 44 17 27 63

EU-1980s 63 118 21 43 11 14 12 14 30 7

EU-1995 20 65 102 77 11 44 118 78 71 93

EU-2004a 50 67 87 58 49 80 99 60 69 45

EU-2004b 21 59 53 109 60 79 64 31 37 29

EU-2007 51 44 70 79 75 97 73 55 55 30
Countries under accession negotiations

Croatia 84 56 132 110 65 132 42 98 47 89

Turkey 65 63 137 38 72 59 75 76 26 115

Macedonia 38 5 136 69 46 20 33 66 65 116
Countries under DCFTA negotiations

Ukraine 145 118 179 164 32 109 181 139 43 150
Countries willing to open DCFTA negotiations

Armenia 48 22 78 5 46 93 159 82 63 54

Georgia 12 8 7 2 15 20 61 35 41 105

Moldova 90 94 159 18 89 109 106 141 20 92

Source: IFC (2010). Cohorts of EU MS are defined by the year of accession. The rank for each EU cohort is the
unweighted average of the EU MS pertaining to the same cohort.

As in all the following tables, Table 2.1 splits the EU in seven ‘cohorts’
defined by the date of accession of their respective EU MS in order to get a
sense of the regulatory quality associated with adoption of the acquis. More
precisely, the 10 Central European countries that joined the EU in 2004
have been divided into two groups: the three Baltic EU MS (EU-2004b) and
the seven other Central European EU MS (EU-2004a).

Table 2.1 provides a striking first result. Non-EU countries can have a
(much) better rank than some EU cohorts. The best illustration is Georgia,
which comes just behind the leading cohort EU-1973 for the global
indicator (indicator G) and even ahead of this leading EU cohort for a
majority of the basic sub-indicators (S1 to S5). Comparing the performances
of Georgia and Ukraine underscores how much the Commission’s policy is
erratic: it did open DCFTA negotiations with Ukraine without
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preconditions, whereas this country is the worst-performing state by
almost all measures, while for Georgia it dictated a huge battery of
preconditions.

It is then interesting to get a sense of the evolution of these indicators over
time. For the sake of conciseness, Figure 2.1 presents only the evolution of
the global indicator G over the last seven years. It reveals the rapid ascent
of Georgia compared to the various EU cohorts between 2004 and 2006,
with a slower but continuous improvement since 2007 until today.

Figure 2.1 The global indicator “Ease of Doing Business” in selected countries,
2004-2010
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Source: IFC (2010). Cohorts of EU MS are defined by the year of accession. The rank for each
EU cohort is the unweighted average of the EU MS pertaining to the cohort.

Figure 2.1 provides a crucial lesson on the regulatory quality of the EU MS
themselves: the acquis is far from the dominant determinant of regulatory
guality. This lesson relies on two observations:

o There are huge differences in terms of regulatory quality among the
EU MS themselves, and these differences tend to be very stable over
time (with a couple of exceptions).
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o The founding EU MS which by definition have had the longest
exposure to the acquis are not leaders in terms of regulatory quality;
some recent EU MS have been able to catch up very quickly despite
the fact that they have been exposed to the acquis a much shorter
period of time, as best illustrated by the Baltics (EU 2004b).

These observations suggest that adopting the acquis is not a necessary nor a
sufficient condition for achieving regulatory quality. They also challenge
the conventional wisdom in two fundamental ways: They call into question
the way in which the EU builds its acquis. And they undermine the
assumption that a massive adoption of the acquis by EU neighbours
delivers regulatory quality. They also suggest that two often-neglected
aspects play a crucial role: the appropriate choice of the parts of the acquis
to be transposed by the negotiating partner, and a thorough
implementation of this acquis by the partner. In short, the quality in
domestic implementation counts more than the quantity of imported
regulations.

Table 2.2 Transition scores in selected countries, 2010

Enterprises Markets and trade Financial institutions Infrastruc.
Banking Securities &
L Trade & . e unt
Price libera- Competition reform & non-bank  Overall
lisation Policy interest rate financial reform

Private
sector Lg-scale Sm-scale Enterprise
share of  privati- privati- restruc-

GDP* sation sation turing system X K L
liberalisat'n institutions
EU cohorts
EU-2004a 76 3.7 4.3 3.5 4.2 4.3 3.2 3.6 34 3.4
EU-2004b 75 3.9 43 3.2 43 43 3.4 3.8 33 3.1
EU-2007 73 3.8 3.8 2.7 4.3 4.3 3.0 3.5 3.0 3.2
Countries under accession negotiations
Croatia 70 33 4.3 3.0 4.0 4.3 3.0 4.0 3.0 3.0
Turkey 70 3.3 4.0 2.7 4.0 4.3 2.7 3.0 2.7 2.7
Macedonia 70 3.3 4.0 2.7 4.3 4.3 2.3 3.0 2.7 2.7
Countries under DCFTA negotiations
Ukraine 65 3.0 4.0 23 4.0 4.0 23 3.0 2.7 23
Countries willing to open DCFTA negotiations
Armenia 75 37 4.0 2.3 4.3 43 2.3 2.7 2.3 2.7
Georgia 75 4.0 4.0 2.3 43 43 2.0 2.7 1.7 2.7
Moldova 65 3.0 4.0 2.0 4.0 4.3 2.3 3.0 2.0 2.3

a Indicators are scaled from 0 (lowest score) to 4+ (highest score).
Source: EBRD 2010.

2.2 Focusing on the transition path

A DCFTA should primarily aim at being useful for the EU neighbours. As a
result, any negotiations should recognize the strengths and the weaknesses
of the transition path of the EU neighbours.
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Table 2.2 summarizes the information on the transition paths of the Central
European EU MS and of the EU neighbours based on the EBRD transition
indicators, which are divided in four main items: enterprises, markets and
trade, financial institutions and infrastructure.

Table 2.2 scores should be interpreted with a sense of time. Key reforms in
Georgia have been adopted in 2004-06 (see Figure 2.1 above). Hence, the
scores achieved by Georgia rely on reforms put in place six to seven years
ago at most, while the scores in the Central European EU MS rely on
reforms initiated in the early- and mid-1990s. In order to take into account
these time lags, it is useful to know when the Central European EU MS
achieved a score equivalent to those recorded by Georgia. If one takes into
account this time dimension, Georgia exhibits equivalent performances to
the EU-2004a and EU-2004b (and 5 to 6 years faster than the EU-2007) for
enterprise restructuring and competition policy—the only two scores for
which Georgia has not yet reached or surpassed the EU MS scores if one
leaves aside the financial sectors, which are hard to compare after the 2008
crisis.

Finally, Table 2.2 shows that the main domain where Georgia is lagging
behind is overall infrastructure reform (telecommunications, railways,
electric power, roads and water). If the DCFTA is conceived as a boost for
growth, this is the sector that should be at the heart of the negotiations
between the EU and Georgia. As underscored in Chapters 3 to 6, the
preconditions imposed in the dire circumstances of Spring 2009 are very far
from focusing on the infrastructure sectors that are the most critical for
Georgia’s future growth.

2.3 Focusing on foreign direct investment performances

A crucial factor for promoting growth is foreign direct investment (FDI)—
hence the key role of the regulations allowing foreign companies to
establish or acquire local firms. Table 2.3 provides indicators from the
World Bank tracking restrictions on foreign equity ownership in 11
aggregated sectors (based on 33 sub-sectors). It clearly leads to the same
kind of conclusions as the previous tables. In particular, it shows that EU
MS—particularly the oldest ones—tend to have restrictive regulations in
certain sectors (light manufacturing, electricity, transport and media). By
contrast, Georgia emerges as a country with no restrictions in any sector.
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Table 2.3 Restrictions on foreign direct investment in selected countries, 2010

Construction, Health care,
Mining, oil  Agriculture Light manufac-

X Telecom Electricity Banking Insurance Transport Media tourism, retail waste mana-
and gas and forestry turing
gement

EU cohorts

EU-1958 100 100 80 100 100 100 100 60 20 100 100

EU-1973 100 100 83 100 100 100 100 80 100 100 100

EU-1980s 100 100 100 100 50 100 100 45 50 100 100

EU-1995 100 100 100 100 71 100 100 80 75 100 100

EU-2004a 100 100 100 100 100 100 100 73 92 100 100

EU-2004b - - - - - - -

EU-2007 100 100 100 100 100 100 100 80 100 100 100
Countries under accession negotiations

Croatia 100 100 100 100 100 100 100 69 100 100 100

Turkey 100 100 100 100 79 100 100 69 63 100 100

Macedonia 100 100 100 100 100 100 100 80 100 100 100
Countries under DCFTA negotiations

Ukraine 100 100 83 100 100 100 100 80 15 100 100
Countries willing to open DCFTA negotiations

Armenia 75 50 100 100 100 100 100 56 100 100 100

Georgia 100 100 100 100 100 100 100 100 100 100 100

Moldova 100 100 100 100 100 100 100 100 75 100 100

Note: The figure “100”” means no restrictions on foreign direct investment.
Source: World Bank, Investing across Borders, 2010 (website).

Here again, the main lesson is that the DCFTA should at any cost avoid
introducing, directly or indirectly, restrictions on Georgian regulations on
foreign direct investment since FDI is so crucial for Georgia’s growth, in
particular for improving its infrastructure. Interestingly, this point should
be of utmost importance for the EU development and aid communities.

2.4 Focusing on corruption

Corruption is a sure sign of badly regulated markets combined with in
effective police and judicial systems. The first element (malfunctioning of
markets) can be addressed relatively quickly if there is political will for
regulatory reforms. Improving police and justice is much more difficult and
requires more time. With these two aspects in mind, it seems interesting to
have a look at the corruption perception index developed by Transparency
International. Table 2.4 and Figure 2.2 provide the annual ranks during the
nine last years as well as the change over the whole period.

Table 2.4 shows that two contrasting evolutions. On the one hand, only two
countries show a strong decrease in the ranking of their corruption index:
Macedonia and Georgia. On the other hand, most of the selected
countries—including EU MS—exhibit worrisome increases in the ranking.
Some increases are continuous (for instance, the EU-1958) while others are
brutal and sharp (for instance, the EU-1980s). As a result of its own
improvement and of the deterioration of the situation in many EU MS,
Georgia, which showed the highest level of corruption in 2004, shows now



36 | THE FORGOTTEN PRECONDITION: VALUING EU NEIGHBOURS

a lower ranking of perceived corruption than the EU-2007 (and than Greece
and lItaly, if one looks at individual EU MS). Figure 2.2 illustrates this
dramatic change in Georgia’s relative position.

Table 2.4 Corruption indicators, selected countries, 2010

2002 2003 2004 2005 2006 2007 2008 2009 2010 2010/

2002°

EU cohorts

EU-1958 18 18 20 20 20 19 21 23 25 36.1

EU-1973 12 11 10 11 11 10 11 11 12 0.0

EU-1980s 30 33 33 32 34 36 39 46 47 57.3

EU-1995 7 7 7 6 6 7 6 8 8 9.5

EU-2004a 42 46 47 45 44 43 43 43 43 2.9

EU-2004b 39 44 44 41 40 43 46 45 44 12.0

EU-2007 61 69 71 70 71 67 71 71 71 16.4
Countries under accession negotiations

Croatia 51 59 67 70 69 64 62 66 62 21.6

Turkey 64 77 77 65 60 64 58 61 56 -12.5

Macedonia - 106 97 103 105 84 72 71 62 -41.5
Countries under DCFTA negotiations

Ukraine 85 106 122 107 99 118 134 146 134 57.6
Countries willing to open DCFTA negotiations

Armenia - 78 82 88 93 99 109 120 123 57.7

Georgia 85 124 133 130 99 79 67 66 68 -20.0

Moldova 93 100 114 88 79 111 109 89 105 12.9

a 2003 serves as the base year for Armenia and Macedonia.
Source: Transparency International [2010].

Figure 2.2 The evolution of the level of corruption in selected countries, 2002-10
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The lesson to be drawn from these indicators on corruption is that the EU-
Georgia DCFTA should avoid at any cost creating the complex web of
regulations that would fuel the return of corruption. The fight against
corruption is one of the most difficult fights that any government can get
into, and any relapse in these matters makes things much worse—hence the
extreme sensitivity of the Georgian authorities to this issue.

That said, it is hard to explain the increase in the level of corruption in the
EU MS without taking into account—as one factor—the increased number
and complexity in terms of content of the EU regulations. For instance, the
EU’s tendency to offer tariff quotas for agricultural products in FTA
negotiations, as currently in the case of Ukraine, is a clear example of
inciting corruption in the distribution of the quotas. This should also be a
point of utmost importance for the EU development and aid communities,
which have fully realized how crucial for growth and development are the
best practices of good governance.

2.5 Concluding remarks

A better understanding of the effective performances of the EU and its
Eastern neighbours in terms of regulatory quality is itself a critical
precondition for defining realistic goals for the DCFTA process.
Negotiating a DCFTA should be the opportunity to list and address the
remaining major weaknesses of the EU’s neighbours rather than to impose
a straight jacket of new and pre-defined (and often artificial, as shown in
the following chapters) constraints on the partners. In this way, the DCFTA
would be a much better instrument of development policy for the EU
neighbours—as well as a much better instrument of foreign policy for the
EU.

Georgia in particular is seen under multiple indicators to be achieving
results comparable to various groups of EU MS without so far applying the
EU acquis. Yet it is still subject to pre-conditions that oblige it to implement
regulations that cost-benefit analysis would not justify—as the next
chapters show.



PART Il. AN ANALYSIS OF THE FOUR KEY
PRECONDITIONS IMPOSED BY
THE COMMISSION ON GEORGIA

Part Il focuses on the key points of the current discussions between the
Commission and Georgia.

Chapter 3 describes the 11 preconditions of which four are considered as
key by the Commission, despite the fact that they consist of imposing the
most difficult and complex parts of the acquis on a country three times
poorer than Bulgaria. It also tries to explain what could have been the
motives for such a damaging choice.

The other chapters analyze the preconditions in technical barriers to trade
(Chapter 4), in sanitary and phytosanitary measures (Chapter 5) and in
competition policy and intellectual property rights (Chapter 6). The
chapters assess the costs imposed by these pre-conditions—not only the
administrative costs, but more importantly the costs on Georgian producers
and consumers. They also make proposals for shaping a pro-growth
DCFTA.
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3. THE FOUR KEY PRECONDITIONS:
WHY SUCH A DAMAGING CHOICE?

Summary

1. Out of the 11 areas on which the Commission focuses its ‘recommendations’ (i.e.
preconditions), the most closely trade-related ones would have been the logical
choice for preconditions (if any) for opening DCFTA negotiations, but these were
not chosen. It is worth noting that these most clearly trade-related preconditions
would have required a lot of effort from the EU a lot of effort, but none from
Georgia because:

e In agriculture, Georgia has moderate, ad valorem and non-seasonal tariffs,

whereas the EU has high tariffs, many of which are specific and/or seasonal.

. In manufacturing, Georgia has almost no tariffs, no anti-dumping and no

countervailing procedures, whereas the EU grants to Georgia a largely

worthless GSP+ regime and is a regular user of anti-dumping and
countervailing measures.

2. Instead, the Commission decided to require a massive transposition of the EU
acquis into Georgian law in four regulatory areas: technical barriers to trade,
sanitary and phytosanitary measures, competition policy and intellectual property
rights. As the EU acquis in these areas is well known for its complexity, its
transposition will be a huge burden on Georgia’s growth. This raises the question
of why the Commission has made such a choice. Three reasons are examined in
more depth:

e the Commission’s insistence on controlling tightly the timing of the
negotiations,

e the Commission’s determination to impose an ‘unequal treaty’ and

e the Commission’s insistence on following the recommendations of the
feasibility study. However, a close examination of this study shows that it
rests on outdated data, and that updated data would have provided the
opposite recommendations—favouring a simple FTA over a DCFTA.

| 39
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3. The Commission’s preconditions have been presented in two texts: the 2009
Matrix and the 2010 Document. The study shows that the 2010 Document is a
breach of the 2009 Matrix and is of lower legal status. As a result, the study
considers that the only legitimate preconditions to be met by Georgia are those
included in the 2009 Matrix. Its proposals in the following chapters are based on
this conclusion.

Chapter 2 showed Georgia as one of the steadiest reformers in the EU
Eastern and Southern neighbourhood, with impressive performances from
the reforms undertaken—often better than those achieved today by a
variety of old and new EU MS. That makes Georgia the best trading partner
that the EU could dream of for building a ‘DCFTA model’ capable of; i)
boosting growth of the EU’s neighbours and ii) establishing the EU’s
reputation as an attractive anchor at a time where the EU is facing
increasingly credible challengers for such a role.

With this background in mind, this chapter presents an overview of the
preconditions imposed by the Commission on Georgia. It is organized as
follows. Section 1 describes the impressive list of 11 preconditions included
in the Commission’s Matrix presented in March 2009 (the ‘2009 Matrix’).
Section 2 presents briefly the four preconditions that are imposed by the
Commission for launching the DCFTA negotiations. Section 3 discusses the
various possible motives on the part of the Commission for imposing such
a choice. Section 4 examines the feasibility study on an EU-Georgia
DCFTA. It shows that that this study rests on outdated data, and that
updated data would have provided opposite recommendations—favouring
asimple FTA over a DCFTA.

3.1 The Commission’s March 2009 Matrix of preconditions

In its 2009 Matrix, the Commission identified 11 issues as preconditions 4 to
the launching of DCFTA negotiations:

1. Overall coordination negotiating mechanism

2. Tariff and non-tariff barriers (NTBs)

3. Technical barriers to trade (TBTSs)

4 The Commission’s Matrix and 2010 Document use the term “recommendation”,
not precondition. However, the imperative tone and the detailed content leave no
room for doubt that these recommendations are preconditions.
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4 Sanitary and phytosanitary (SPS) measures

5 Trade facilitation and customs administration

6. Rules of origin

7 Services and investment

8 Intellectual property rights (IPRs)

9 Public procurement

10. Competition

11. Sustainable development (social and labour issues; environment).

The list is impressive. One wonders what additional concessions Georgia
could conceivably grant to the EU during the DCFTA negotiations per se,
having already met these preconditions with its accession to the World
Trade Organization (WTO). Georgia has so few and low border barriers in
trade and free foreign direct investment. Moreover, these preconditions
have two features:

e They are totally asymmetrical: there is no precondition for the EU,
such as eliminating EU tariffs, which are (much) higher than the
Georgian tariffs.

e They are unprecedented in depth: they consist of a complete
alignment of Georgian law to a large, very complex, part of the EU
acquis (including some regulations that EU MS only started to
implement in January 2010), despite the fact that Georgia never asked
to join the EU.

The chapter leaves aside these important features. And, for the sake of the
following discussion, it also accepts the principle—never justified by the
Commission—that Georgia should meet preconditions before negotiating a
DCFTA, whereas no such preconditions have been imposed on other EU
neighbours.

Taking the above list of preconditions as granted, the logic would have
been to choose those which are the most ‘trade-related’ since after all, a
DCFTA is first and foremost a free trade agreement. These topics are
unquestionably the points 2 (tariffs and NTBs) 5 (trade facilitation) and 6
(rules of origin). This choice would have also been consistent with the EU’s
own history, a key point if the EU wants to establish its reputation as a fair
anchor: after the dismantlement of the intra-EEC tariffs in the 1960s, NTBs,
trade facilitation and rules of origin were the bread and butter of the intra-
EEC integration process during the 1970s and the 1980s.
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3.2 The Commission’s four preconditions for launching DCFTA
negotiations

As stated above, the Commission decided unilaterally to choose a totally
different set of topics. It decided to impose as key preconditions—meaning
those that it intends to use to determine whether Georgia is ready for
DCFTA negotiations or not—the transposition of the EU acquis in technical
barriers to trade (TBTs, topic 3), sanitary and phytosanitary measures (SPS
measures, topic 4), intellectual property rights (IPRs, topic 8), and
competition policy (topic 10) into Georgian law. It is worth noting that this
choice is totally at odds with the EU’s own history: these four topics have
been at the core of the EU Internal Market only at a late stage, roughly from
the mid-1980s to today (SPS measures and TBTs are still topics raising a lot
of issues within the EU).

Table 3.1 The structure of the 2009 Matrix

Georgia’s
Georgia’s preparedness to
preparedness for implement and
DCFTA negotiations sustain the future
DCFTA
A B
“Key priorities”: “issues where Georgia
to show progress to enable the Commission
to conclude that it is sufficiently advanced in 1 3
its preparation for the negotiating process of
a DCFTA with the EU”
“Additional recommendations”: “additional
actions aiming at facilitating future
negotiations of a DCFTA with the EU” 2 4

Source: Interviews. The Strategy Papers of the Government of Georgia.

It is important to underscore the very complicated structure and abstruse
language of the 2009 Matrix illustrated in Table 3.1. Column A describes
what needs to be done before the start of the DCFTA negotiations and
column B what needs to be done between the beginning of the negotiations
and their end. One wonders why these two columns could have not
received a clearer title. One explanation could be the frequent lack of clarity
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of EU official texts. An alternative explanation could be that the
Commission did not want such a clarity because it would make more
visible the breach of the initial ‘contract’” when shifting elements from
Column B to Column A (as was done in the 2010 Document, see below).
Whatever the reason, the distinction between key priorities and additional
requirements combined with an often-repetitive language add many
additional possibilities of blurring the borders among the four cells.

The Commission’s choice is astonishing, to say the least, because it raises
three huge problems which are examined in detail in Chapters 4 to 6.

o This choice is not development friendly. It imposes the transposition
of a massive share of the most complex parts of the EU acquis on
Georgia, that even rich EU MS (with a GDP per capita up to 15 times
higher than Georgia’s and with more than 20 years of experience in
the EU acquis) have still difficulties to implement. As documented in
Chapters 4 to 6, this choice inflicts unnecessary high costs on the
fragile Georgian economy. But, their highest cost would be to divert
Georgia’s efforts away from growth and development concerns.

o This choice is an economic mistake. The Commission’s choice will not
bring any notable benefit to EU firms, and it may indeed favour firms
from third countries, particularly from the emerging economies. This
result—surprising at a first glance but explained in detail in Chapters
4 to 6—flows largely from the fact that the Commission has
miscalculated the consequences of the three crucial Georgian
unilateral reforms—almost no tariffs in industrial products, free
foreign investment and unconditional mutual recognition of all the
technical norms of the OECD countries.

o This choice is highly damaging for the EU’s world reputation since it
reveals an insensitivity on the part of the EU to the demands of its
neighbours. This is all the more the case because the Commission
imposes the transposition of the EU acquis in a compelling tone quite
inappropriate in a negotiating context, and because it does not
hesitate to impose detailed administrative structures and to insist on
increasing public budgetary expenses—as if little has been learnt in
the EU about the costs of excessive public expenses.

3.3 The status of the 2010 Document

The burden of this choice on Georgia has been made much heavier by a
recent Commission document dated December 2010 (hereafter the 2010
Document) for the two following reasons:
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The Document shifts some of the preconditions that the 2009 Matrix
presents as to be met after the opening of the negotiations into the list
of preconditions to be met before the launching of these negotiations.

It states the preconditions in a fuzzy, open-ended language, such as
“a credible and adequately funded programme”, “initial progress
should be made”, “carries out this implementation effectively and
properly”, etc. Such open-ended language gives no clue as to when
such preconditions are satisfied, or not—and hence gives the
Commission absolute power to decide whether the preconditions are

met or not.

In short, the risk of ‘moving targets’, which was present since the beginning
of the discussions between Georgia and the Commission (as shown in the
previous section), has surfaced in the 2010 Document which, in many
respects, is breaching the 2009 Matrix.

The following list gives the most important additional requirements
included in the 2010 Document that are outside the scope of the four key
2009 Matrix preconditions (the additional requirements specific to the key
preconditions are documented in the appropriate chapters):

Requirements to impose a much tightened negotiating mechanism
(institutions in charge, mechanisms of coordination, number and
guality of staff available, etc.). These requirements contrast sharply
with the absence of information and transparency of how the
Commission’s negotiating machinery works. This is all the more
important in the four key preconditions because DG TRADE is not
the leading Commission service in any of them: DG COMP is the
leading service for competition policy, DG ENTR for TBTs and IPRs,
DG AGRI and DG SANCO for SPS measures. Moreover, these four
areas have a strong EU MS component in terms of both competences
and implementation. Indeed, the terms that the 2009 Matrix and the
2010 Document use for stating some preconditions (for instance, on
competition policy) are so open to misinterpretations that one
wonders whether the competent Commission services have been
sufficiently consulted.

Requirements to increase the expenses (investments and staff) in the
2011 Georgian State budget on the ground that the current funding
for the institutions imposed by the DCFTA preconditions are
insufficient. These requirements are open-ended since they are not
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accompanied by any justification of how insufficient the expenses
scheduled for 2011 are, and by any indication on what would be the
‘adequate’ level of expenses. It is also hard not to make a comparison
between these requirements and the endless exhortations by the
Commission to trim down public expenditures in the EU.

o Requirements concerning Georgia’s plan for the overall Civil Service
reform on the ground that these plans are “largely divergent from the
EU standards”, without describing the EU standards in question (if
there are any), the reasons for which they are preferable and the
precise cases of divergence. Last but not least, this reform is outside
the scope of a possible DCFTA, and it is not even within the scope of
the acquis.

o Introduction of a twelfth item in the above list concerning a “dispute
settlement”, with no detail on its possible goal(s), scope of issues,
composition, etc. Moreover, it is hard to see the logic of mentioning a
dispute settlement for an agreement the negotiations of which have
not even started.

o Repeated requirements to “ensure sufficient involvement of all the
relevant stakeholders”, an expression that suggests a wide range of
organizations (businesses, NGOs, etc.). These requirements deserve
three remarks. First, the fact that the Commission has never made
public its 2009 Matrix or its 2010 Document suggests that it has not
followed this rule on its own side. Second, as stressed above,
consumers are mentioned only once. Last but not least, in the
precondition on IPRs, the 2009 Matrix does not mention all
stakeholders, but only “right holders”—suggesting that the concerns
of the Commission are the commercial interests of EU (and non-EU)
firms with IPR interests rather than the Georgian consumers.

It is not acceptable that a text with a much lower legal status (a simple
letter) introduces so many changes in a text adopted unilaterally by the
Commission a year before. As a result, while the rest of this study will
document the many breaches introduced by the 2010 Document, it will
consider the 2009 Matrix as the only legitimate text. That means that the
study is assessing whether Georgia has met the preconditions on the
relevant subsets of preconditions in the Matrix, and that it will make
proposals with respect to the 2009 Matrix.
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3.4 What are the possible motivations behind the Commission’s
damaging choice?

The Commission’s choice raises a question that can no longer be ducked:
what could be the motive(s) behind its choice—assuming that it really
wants to negotiate a DCFTA with Georgia (a given assumption in this
study, despite the strong evidence to the contrary). This section examines
three possible general motivations.

3.4.1 Driven by vision or by routine?

The first motive to examine is whether the Commission is moved by the
vision to work for the best interests of the Georgian consumers. A simple
exercise on the 2009 Matrix and the 2010 Document gives an icy answer: the
term “consumers” (which the literature on economic welfare considers as
the critical economic operator) is mentioned only once in the two texts,

whereas the terms “producers”, “farmers”, “right-holders” (in the IPR area)
are mentioned several times in each text.

At the other end of the spectrum, a more convincing motive is the routine
assumption that the EU regulations are the best of the world. Indeed, a
striking feature of the 2009 Matrix and the Document is that they do not
leave room for tailor-made options. Both the 2009 Matrix and the 2010
Document produce an one-size-fits-all list of measures that Georgia is
asked to adopt because the EU MS have adopted them during the last 50
years. They show not even a serious effort to use the rich experience
embodied in recent EU law and practices, and their capacity to provide
innovative solutions that would be costless for Georgia.

3.4.2 Controlling tightly the timing of the negotiations?

Another motive could be related to negotiating concerns. The four
preconditions may be a tactical manoeuvre of the Commission for tightly
controlling the timing of the DCFTA negotiations. One possible reason for
such a motive is Russia’'s accession to the World Trade Organization
(WTO). The Commission may want to start the negotiations on the DCFTA
only after Russia’s WTO accession in order to put pressure on Georgia’s
position in the WTO. But this is speculation, and since it is not an argument
heard publicly, we pursue it no further.

However the time control (or delay) motive is reinforced by the fact that,
while Georgia has been in the course of implementing the initial list of



TRADE POLICY TOWARDS ITS EASTERN NEIGHBOURS: THE CASE OF EU GEORGIA | 47

preconditions included in the 2009 Matrix, the 2010 Document has
introduced many additional and loosely worded preconditions, making the
whole process of preparing for DCFTA negotiations a ‘moving target’
exercise.

The 2009 Matrix and the 2010 Document deserve a final comment. They
contain many references to an “EU model” or “standard” without
specifying what this model or standard consists of. This claim does not fit
the reality, in particular when institutional issues are at stake. The chapter
on competition policy presents the wide diversity among EU MS
competition authorities. The same could be done for the institutions in
charge of TBTs, SPS measures or IPRs.

This permanent reference to the EU model is a very awkward and
worrisome feature. It is awkward because it tends to suggest that Georgia
would become a kind of ‘clone Member State’, while any prospect of EU
accession is ruled out. And it is worrisome from the EU constitutional
perspective. It shows the Commission setting abstract standards in areas
where the Treaty and the practice give to the Commission a secondary role
compared to the role of the EU MS.

3.4.3 Twisting arms: Unequal preconditions?

The other rationale behind the choice of the key preconditions related to
negotiating tactics goes much beyond economics since it boils down to a
pure rapport de force. The Commission uses the fact that Georgia was a
demandeur of a FTA, and a very small one, as grounds for imposing severe
constraints on Georgia, and none on the EU.

By contrast, the alternative choice of trade-focused conditions (NTBs, trade
facilitation and rules of origin), which has been mentioned above as the
most logical one in an FTA context, would have imposed preconditions on
the EU more than on Georgia. In particular, such a choice would have
required that the EU would open its markets to Georgia to the same extent
that, following its WTO commitments, Georgia has already opened its
markets to the EU—in other words that the EU should go much further
than granting the GSP+ status (for detail, see section 4).

The current Commission’s approach based on ‘unequal preconditions’—no
concession from the EU, deep concessions for Georgia—are not a good
omen for the final treaty. They could easily drift into an unequal treaty, or a
failure to agree on a DCFTA, or a failure to implement it.

Perhaps the Commission has made this choice in the belief that the
potential costs for the EU of such bullying tactics are small because Georgia
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is small. If this is the case, it misses the key foreign policy dimension, that
is, the reputational damage of these negotiations for the EU’s foreign
policy.5 The EU badly needs a success story for its Eastern Partnership,
which so far has been unable to deliver any substantial outcome. In this
respect, the political gains of a success are much larger than the size of the
Georgian economy. They are especially important for the EU in the current
multi-polar world with emerging challengers to the EU even in its
neighbourhood.

3.5 The feasibility study: Based on outdated information

As stated in the introduction, the option of an FTA (not a DCFTA) was
included in the 2006 European Neighbourhood Action Plan (ENP) pending
the results of a feasibility study. This study [CASE, 2008] was released a
few months before the Commission’s fact-finding mission, and hence it
may have influenced this mission and its aftermath. This explanation is all
the more plausible because the feasibility study’s key conclusions are as
follows:

o a simple FTA would not provide notable benefits to Georgia;

o a trade agreement beneficial to Georgia should be “deep and
comprehensive”, a conclusion that happens to be in line with the pre-
existing Commission decision to impose DCFTAs on its Eastern
neighbours (see chapter 1) and

o the study interprets a DCFTA as the need for Georgia to fully adopt
the EU acquis, in particular in TBTs, SPS measures and competition
policy.

To reach these conclusions, the study relies on computable general-

equilibrium (CGE) calculations, which show that the benefits from a simple

FTA are significantly smaller than those from a DCFTA.

These conclusions raise a basic question, however: to what extent are they
robust? What follows shows that the results of the CGE calculations rely
entirely on the magnitude of two basic indicators: the level of the EU tariffs
applied on imports from Georgia and the level of the Georgian border and
standard costs (the feasibility study uses this expression as a generic term

5 Unfortunately, this would not be the first time, as best illustrated by the
reputation left by the yet unfinished negotiations with the African, Caribbean and
Pacific countries.
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for TBTs and SPS measures). The CGE results are thus robust to the extent
that the values of these two indicators in the CGE calculations reflect
correctly the situation of the Georgian economy.

Our analysis shows that this is not the case. The data used for these two
indicators in the CGE calculations are too old to take into account the
consequences of the dramatic Georgian reforms. Using up-to-date data
suggests a totally opposite result to the one provided by the feasibility
study: a simple FTA with the EU opening its markets would be more
beneficial than a DCFTA.

3.5.1 Basic indicator 1: The level of the EU tariffs

First, the CGE calculations assume that the EU tariffs are close to zero
because of the GSP+ status granted by the EU to Georgia. It is true that the
EU tariffs on imports under the GSP+ regime are nil. But, it remains a
problem: do Georgian exporters use the EU GSP+ regime?

The feasibility study assumes that they do, but does so on the basis of old
data showing that 52% (in 2000) to 67% (in 2003) of Georgian exports to the
EU markets are made under the EU GSP+ [CASE, 2008, p. 34]. The problem
is that both figures date from years before the 2006 dramatic Georgian
trade reform.

In sharp contrast, the most recent figure on the share of Georgian products
exported to the EU under the EU GSP+ regime is roughly 25% of total
Georgian exports to the EU in 2010 (down from 40% on average in 2008 and
2009). In other words, the bulk of the Georgian exports pay regular EU
tariffs. These tariffs are not negligible, particularly for the farm and food
products which are plagued by specific and seasonal tariffs, crucial
especially in the fruit sector. The key consequence is that underestimating
the EU tariffs applied on Georgian exports mechanically generates an
underestimated value of a simple FTA for Georgia.

The current small and declining share of Georgian exports under the EU
GSP+ needs to be explained. The reason is that the EU GSP+ has serious
intrinsic limits, which are amplified by the Georgian trade reforms. The
intrinsic limits are three-fold:

. First, the EU GSP+ has a concentration clause stating that, for a
country to be eligible, the top five categories of its exports to the EU
shall represent at least 75% of the country’s total exports to the EU.
Hence, as soon as a ‘beneficiary’ of the EU GSP+ starts to diversify, it
stops to qualify for the EU GSP+.
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o Second, the EU GSP+ regime is granted for only three years (until 31
December 2011). Such a time-limited market access is of little interest
for exporters that produce in a largely open economy like Georgia
and that need conditions that induce them to make long-term
production plans.

o Lastly, the EU GSP+ regime imposes rules of origin that can be
stricter than those imposed by the other large markets for Georgian
exports (e.g. the CIS countries of the former Soviet Uniong).

These features make the EU GSP+ regime unattractive for Georgian
exporters in a systemic way.

But the deep trade reforms undertaken by Georgia considerably amplify
this unattractiveness for the following reason. Economic analysis shows not
only that import liberalization increases the exported quantities, but also
that it creates very strong incentives to diversify the product and
geographical pattern of the country’s exports. In other words, the EU GSP+
concentration and time-limit clauses have a negative impact on Georgia’s
reform efforts that should lead to a diversification of its exports. And in fact
they make the GSP+ regime so much less attractive that Georgian exporters
prefer to pay ‘regular’ (most-favoured nation) applied tariffs, and hence the
low share of Georgian goods exported under the EU GSP+.7

Updated information thus makes Georgian exporters likely to benefit more
from a simple FTA since they continue to face significant tariffs when
entering the EU market. The EU would not gain much simply because EU
exporters already have free access to Georgian markets in accordance with
Georgia’s WTO commitments.

6 The Commonwealth of Independent States comprises Armenia, Azerbaijan,
Belarus, Georgia, Kazakhstan, Kyrgyzstan, Moldova, Russian Federation,
Tajikistan, Turkmenistan, Ukraine, and Uzbekistan.

7 The following information gives a sense of the changes in Georgian protection
and exports between 2005 and 2009. In 2005, the average tariff on industrial
products was 6.2% (compared to 0.2% in 2009) and only 26.3% (compared to 85.8%
in 2009) were duty-free [WTO, 2009, pp. 39-40]). In 2005, almost half (47.1%) of
Georgian exports were with the CIS zone and 25% with the EC. In 2009, the figures
are respectively 36.2 and 22.3%, with, the growing market for Georgian exports
being the Americas (22.3% in 2009) [WTO, 2009, TPR, p. 91].
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3.5.2 Basic indicator 2: The level of Georgian border and standard costs

The second basic indicator on which the CGE calculations of the feasibility
study rely is the magnitude of the border and standard costs (that is, TBTs
and SPS-type barriers). The study bases its calculations on estimates of the
border and standard costs in Georgia compared to those in Ukraine. These
estimates use the six components of the IFC Doing Business sub-indicator
“Trading across borders” for two years (IFC, 2004 and 2006). On this basis,
the feasibility study estimates that Georgian border and standard costs are
30% higher than the corresponding Ukrainian costs.

Again, this information provides an obsolete picture of the Georgian
economy because it does not take into account the consequences of its
reforms. Table 3.2 provides the most recent information on the six costs
components (labelled A to F) of the Doing Business indicator that are used
by the feasibility study. It shows the Georgian performances relative to (as
indexes of) those of the various cohorts of EU MS and of six other selected
countries in order to give a wider perspective than the feasibility study.

In 2005, the Georgian costs compared to those of Ukraine range from 105
(component F) to 188 (component D), with an unweighted average of 144.
In other words, Georgian costs were 44% (144 minus 100) higher than those
of Ukraine on average. In 2007, the Georgian costs relative to Ukraine’s
range from 36 (component E) to 133 (component A) with an unweighted
average of 80, meaning that Georgia’s costs were lower than Ukraine’s
costs by 20% (80 minus 100) on average. In 2009, the Georgian relative costs
range from 32 (component B) to 85 (component C) with an unweighted
average of 59, meaning that Georgia’s costs were lower than Ukraine’s
costs by 41% (59 minus 100) on average.

As a result, the CGE calculations based on the same indicator but for the
most recent years would again suggest an opposite result than the one
suggested by the feasibility study, that is, no or few gains to be expected
from a DCFTA, since Georgia has already cut its ‘border and standards’
costs for imports.
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Table 3.2 Georgia’s border and standard costs compared to selected countries,?

2005-10
2005 2006 2007 2008 2009 2010 2005 2006 2007 2008 2009 2010

A. Documents to export (number) D. Documents to import (number)
EU-1958 206 193 193 227 113 113 278 152 152 187 107 107
EU-1973 210 200 200 200 100 100 417 194 194 194 111 111
EU-1980s 185 164 164 164 82 82 246 115 115 115 66 68
EU-1995 250 222 222 222 111 111 367 171 171 171 98 98
EU-2004a 177 157 157 158 79 79 221 103 103 105 60 60
EU-2004b 210 187 187 187 93 93 308 144 136 136 78 78
EU-2007 129 137 160 160 80 80 125 93 108 108 62 62
Croatia 129 114 114 114 57 57 188 88 88 88 50 50
Macedonia 129 114 114 133 67 67 214 100 100 117 67 67
Turkey 113 100 114 114 57 57 115 54 88 88 50 50
Ukraine 150 133 133 133 67 67 188 88 88 88 50 50
Armenia 150 133 133 133 80 133 250 117 88 88 57 67
Moldova 150 133 133 133 67 67 214 100 100 100 57 57

B. Time to export (days) E. Time to import (days)
EU-1958 572 148 148 152 127 127 540 169 169 171 159 159
EU-1973 767 182 182 182 151 162 649 191 191 191 177 195
EU-1980s 390 89 89 89 75 75 339 95 95 95 90 90
EU-1995 675 150 150 157 131 131 698 188 194 194 181 181
EU-2004a 294 65 65 82 69 71 252 68 68 102 95 100
EU-2004b 704 156 151 151 126 133 649 175 175 175 162 169
EU-2007 204 73 76 76 63 63 197 82 87 87 81 81
Croatia 208 46 55 60 50 50 289 78 88 88 81 81
Macedonia 318 71 71 80 83 83 347 93 93 108 118 118
Turkey 270 60 86 86 71 71 208 56 93 93 87 87
Ukraine 174 39 39 39 32 32 133 36 36 39 36 36
Armenia 159 35 40 40 59 77 141 38 58 58 65 72
Moldova 169 38 38 38 31 31 149 40 40 40 37 37

C. Cost to exports (USS per container) F. Cost to imports (USS per container)
EU-1958 159 124 124 124 113 118 153 118 118 113 106 111
EU-1973 212 158 158 148 136 146 202 145 145 133 129 140
EU-1980s 210 162 162 148 133 139 147 122 122 120 109 115
EU-1995 279 232 230 198 175 183 266 221 221 176 159 167
EU-2004a 174 144 144 132 121 137 167 139 139 120 112 126
EU-2004b 220 183 204 193 177 186 188 156 167 162 151 160
EU-2007 124 114 110 97 91 95 131 115 108 95 91 95
Croatia 131 109 109 108 99 104 131 109 109 117 110 115
Macedonia 139 115 115 105 88 97 139 115 115 101 88 95
Turkey 306 254 151 147 128 134 214 178 129 126 118 124
Ukraine 114 95 95 88 81 85 105 87 87 80 74 83
Armenia 98 82 112 79 73 80 84 69 89 63 60 64
Moldova 111 92 92 78 72 75 98 81 81 68 64 67

aThe figures are the ratios of the Georgian performances over the performances of the selected trading partners
for the operations A to F.
Source: Authors’ computations based on data from IFC, Doing Business (website)



TRADE POLICY TOWARDS ITS EASTERN NEIGHBOURS: THE CASE OF EU GEORGIA | 53

This new result is all the more plausible because Table 3.2 shows that
Georgia’s performance in terms of border and standard costs is also faring
increasingly better than the performance of many EU MS cohorts. In other
words, even if one leaves aside Ukraine, these performances raise doubts
on the benefits that Georgia could derive from transposing the EU acquis, as
captured by this indicator. An analysis of the data in absolute terms (not in
relative terms as shown in Table 3.2) shows that the improvement of the
relative performance of Georgia is due to both an absolute improvement of
Georgia’s performance and a deterioration of the absolute performance of
various EU MS, most notably in terms of the number of necessary
documents and the time required to export and import—precisely the two
indicators that are most directly impacted by the EU’s complex procedures.



4.

PRECONDITIONS IMPOSED BY THE
COMMISSIONON TBTs

Summary

1. If applied as currently formulated, the full set of the 2009 Matrix preconditions
would have three negative impacts:

They would distort Georgian industry: they would induce Georgian
producers to canton themselves in the two-thirds of the universe of products
that is not covered by the EU acquis on technical barriers to trade (TBTSs) in
order to avoid the tax on production imposed by the transposition.

They would slow down the pace of Georgia’s industrialization in the
products under the EU TBT acquis by making their sale more expensive in
the Georgian markets.

They would favour trade flows between Georgia and non-EU countries to
the detriment of those between Georgia and the EU.

2. DCFTA negotiations should start without further delay since Georgia fulfils the
relevant subset of preconditions. They should address the above problems by
including:

1.

Provisions that would: Facilitate the implementation of EU norms by export-
oriented Georgian firms; such a provision would allow Georgia to have
recourse, as far as possible, to the national accreditation and certification
bodies of an EU Member State if Georgia considers that it is not
economically meaningful to have a national accreditation and certification
bodies or to provide certain accreditation and certification services.

Exempt Georgian firms from the obligation to use EU norms when selling in
Georgian markets; such a provision would also reschedule the timing of the
transposition of the six New Approach Directives that Georgia has agreed to
introduce into its legislation.

| 54
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3. Release Georgia from any obligation to transpose the other New Approach
Directives in this first set of commitments, except if Georgia decides
otherwise.

4. Possibly define transition periods to be based on an objective measure of the
catching up of the Georgian economy, such as its GDP per capita.
3. In accordance with its unilateral path of reforms, Georgia should keep its own
policy of unconditional mutual recognition, which is more in line with the spirit of
the EU case law (Cassis de Dijon case) than the EU current acquis.

There is a large consensus—including among Commission officials—that
the EU acquis in TBTs is the most complex element of the acquis, if one
leaves aside the even more complex acquis in SPS measures. In a nutshell,
the EU acquis in TBT consists of four main elements:

o The Old Approach Directives aim at harmonizing the technical norms
in a few sectors (agro-food, cars, chemicals, pharmaceuticals).

o The New Approach Directives aim at harmonizing only the “essential
requirements” in other sectors; the producers are free to choose the
technical norms as long as they meet these essential requirements.

o The New Legislative Framework regulates the wide set of activities
ranging from certification to market surveillance.

o The General Product Safety (hereafter GPS) Directive focuses on
consumers’ rights while the Old and New Approach focus on
producers’ obligations.

4.1 Georgia: Ahead of the EU MS in enforcing the EU’s mutual
recognition principle

At the outset, it is important to underscore that the current discussions
between the Commission and Georgia focuses on the producers’ side
(except the GPS Directive, which does not raise similar substantive issues).
This is because the consumers’ side is dominated by a key unilateral reform
of Georgia: in 2006, Georgia recognized unilaterally all the technical norms
in use in the OECD countries (as well as in the EU MS not members of the
OECD) provided that there is the appropriate marking on the goods (for
instance, the CE marking in the case of goods produced under EU norms).8

8 This legislation applies also to the producers: a Georgian producer can produce in
accordance with US, EU, Canadian, etc. norms (and CIS norms).
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Ironically, this decision has made Georgia the best pupil in the world for
the European Court of Justice, since it is implementing the mutual
recognition principle in the fullest and most unconditional form.
Established in 1979 by the famous Cassis de Dijon ruling of the Court, this
principle states that goods lawfully produced in one country cannot be
banned from sale on the territory of another country, even if they are
produced with different technical or quality specifications. This principle is
the basis of the EU New Approach and New Legislative Framework. But, it
is crucial to realize that the EU New Approach and New Legislative
Framework exist in their current very complicated forms only because EU
MS were (still are) reluctant to mutually recognize ‘unconditionally’ the
technical norms of the other EU MS [Messerlin, 2011]—that is, to do among
themselves what Georgia has done with all the OECD countries.

The unconditional mutual recognition of OECD norms enables Georgian
consumers to have the largest possible range of products to choose from,
since no product could be banned from entering Georgian markets (or to be
produced in Georgia) for reasons due to the ‘nationality’ of the technical
norms of any OECD country used. It has another essential consequence: it
protects the Georgian consumers (but not the producers) against any direct
negative impact from the transposition of the EU TBT acquis into Georgian
law.

4.2 The Commission’s preconditions on TBTs: An overview

Table 4.1 summarizes the Commission’s requirements (cells 1 and 2 of
column A in Table 3.1) as they are listed in the 2009 Matrix and in the 2010
Document. It also lists the actions taken by Georgia (middle column).

Table 4.1 allows us to appreciate the hazards created by the 2010
Document. These hazards flow from three main sources:

o Point 1 of the 2010 Document requires the adoption and
implementation of technical regulations for two specific products
(lifts and cable cars) as a precondition that the 2009 Matrix lists in the
preconditions to be fulfilled after the start of the DCFTA negotiations
(column B in the Table 3.1). This shift imposes administrative costs on
Georgia much faster than expected. It should be added that the
Commission has chosen two products (lifts and cable cars) that are
not produced at all in Georgia. Interpreting such a surprising choice
is difficult.
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o The rest of the 2010 Document insists on requirements on
standardization, accreditation, metrology, market surveillance and
conformity assessment. All these requirements are drawn from the
EU New Legislative Framework that has taken eight years to be
designed and adopted. The Framework is enforced by the EU MS
only since 2010. It is particularly constraining because it is a reaction
to the fear that some EU MS were loose enforcers of the EU TBT
acquis in these areas [Commission SEC(2007) 173].° In short, Georgia
is required to do in a couple of years what some EU MS have not
been able to do in more than 20 years.

o The language is not only compelling. More worrying still, it is totally
open-ended. What is the meaning of a “solid” institutional reform,
“sufficient” legal metrology resources, “tangible” progress towards
an identified market surveillance mechanism, etc.? When is solid
solid, sufficient sufficient and tangible tangible?

o All these requirements are quite unprecedented. The most recent FTA
often qualified as ‘deep and comprehensive’ by the Commission’s
officials—the EU-Korea FTA—does not include such an agenda. It
would be interesting to hear why such a harmonization is not
required in a trade agreement with a large, fully industrialized and
very competitive economy such as Korea, whereas it should be a
precondition for negotiating a similar agreement with a small, lower-
middle income country having a very limited industrial sector, such
as Georgia.

9 The document Commission SEC(2007) 173 is the Commission’s impact
assessment of how the EU accreditation and market surveillance worked in the
2000s. This assessment deserves two remarks. First, it argues that some EU MS are
guilty of ‘regulatory dumping’ (weak enforcement of the EU TBT acquis). Second, it
provides no convincing proof of this [Messerlin, 2011]. Indeed, the latest document
on the state of the implementation of the New Legislative Framework shows that
implementing the EU TBT acquis is still far from completion [Commission, 2010].
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Table 4.1. Summary of the preconditions in the TBT area

Commission’s

Actions taken by

Commission’s

March 2009 Matrix Georgia December 2010 Document
Key priority 1
Adopt and start 1. Georgia agreed on a 1. Georgia should draft and adopt
implementing a Programme with the vertical/sectoral technical
governmental Commission, adopted it, and | regulations for two sectors:

programme of
adoption of technical
regulations in line with
the EU acquis in the
priority industrial
sectors.

has already started its
implementation.

2. Georgia agreed a Strategy
with the Commission,
adopted it, and has already
started its implementation.a
3. In accordance to the
Programme, a first draft of
the Code on Safety and Free
Movement of Products is
prepared.

cableways and lifts.

2. Georgia should draft and adopt
the legislation transposing fully
the General Product Safety
Directive.

3. The new Code on Safety and
Free Movement of Products
should be drafted, adopted and
enter into force.

Key priority 2

Achieve progress in
the establishment of a

domestic institutional
system in the area of
TBT, standardization,
accreditation,
metrology, conformity
assessment and market
surveillance. Create if
needed and strengthen
the institutions in
charge of these
respective issues.

1. Georgia has adopted a
Strategy in the area of TBT,
standardization,
accreditation, conformity
assessment and metrology
envisages with the
strengthening of the relevant
domestic institutions.

2. The Technical and
Construction Inspection
Agency for market
surveillance has been
established.

3. Seminars and trainings are
carried out on TBT issues for
the relevant institutions in
coordination with donors on
a regular basis.
Comprehensive institutions
building was requested with
this purpose.

1. The ongoing gap assessment in
the areas of standardization,
accreditation and metrology
should be accomplished and
initial progress in its follow-up
achieved.

2. A market surveillance
authority should be designed for
each specific product and
preparation and first steps in the
implementation of a credible and
adequately funded programme to
establish an effective market
surveillance mechanism.

3. Georgia should specify in more
detail its plans for the
establishment of an adequate
domestic system of certification
bodies able to issue
internationally recognized
certificates and start to implement
these plans.

a The preparation of a Strategy was not a precondition of starting DCFTA negotiations and was
requested by the Commission only for the implementation stage of DCFTA. However, Georgia decided
that this issue is very important and addressed it as a matter of urgency.

Sources: Interviews and the Strategy Papers of the Government of Georgia.
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4.3 A sense of the huge regulatory burden imposed by the
transposition

It is crucial to realize the tasks and burden entailed in transposing the New
Approach Directives into Georgian law. In the context of the 2009 Matrix, it
was agreed by Georgia and the Commission that Georgia would transpose
into Georgian laws 6 out of the 21 New Approach Directives within the
next 36 months (2010-2012). This first wave of transposition will be
followed by four other waves according to a schedule not yet defined. As
already mentioned, these initial preconditions have been unilaterally
modified by the 2010 Document which made the implementation of the EU
TBT acquis in two products that Georgia does not produce (cable cars and
lifts) a precondition for launching the DCFTA negotiations.

Table 4.2 provides a sense of the regulatory burden imposed on Georgia by
the first wave of the six directives to be transposed within the next 36
months.

Table 4.2 deserves four remarks:

o The New Approach Directives are not limited to their texts. They also
often refer to other directives and to application texts. Table 4.1 does
not take into account such connections, and hence presents a minimal
account of the burden imposed on Georgian firms.

o Table 4.1 shows that when directives are updated texts (such as
887404 and 20097105 for the Simple Pressure Vessels), the new
version is much longer than the initial one. For instance, the 2009
version of the Simple Pressure Vessels Directive has roughly 25%
more words than its 1988 version. In other words, the burden
imposed on Georgian firms is likely to increase over time when the
existing directives will be updated—a mechanism in which Georgia
will have no say since it will not be an EU MS.

o These directives refer to a large number of precise norms. The total
number of norms of these six directives alone is almost 500. This is a
huge number for a small country which, by its sheer size, has a
relatively limited number of engineers.

. Last but not least, a crucial feature of these directives is to impose
norms that are specific to the EU (‘EN’ norms). This is best illustrated
by the Directive on Pressure Equipment which is also the directive
with the largest number of norms. The only exception is the Directive
on Recreational Crafts which has a majority of international (ISO)
norms.
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Table 4.2. Transposing the New Approach Directives into Georgian law:

The first wave

Group 1 Group 2 Group 3
Cableway New hot-water
installations Lifts boilers fired Pressure Simple pressure Recreational
designed to with liquid or equipment vessels craft
carry persons gaseous fluids
New Approach Directive involved 2000/9 95/16 92/42 97/23 87/404 94/25
Number of pages 28 35 15 57 18 14
Total number of norms 25 22 - 256 7 34
Number of ISO norms 0 0 - 32 0 34
Other Directive involved 93/68 93/68 2003/44
Number of pages 23 23 18
Total number of norms 7 7 41
Number of ISO norms 3 3 33
Other Directive involved 2004/8 90/488
Number of pages 11 1
Total number of norms - 8
Number of ISO norms 0
Other Directive involved 2009/105
Number of pages 18
Total number of norms 23
Number of ISO norms -
Responsible institutions
Min. Economic Development X X X X X X
Min.Regional Dev & Infrastructure X X
Governmental Bodies Involved
Min. Energy X
Min. Environment X X
Dep. Tourism X
Technical Const. Insp. Agency X X X X X X
NCA X X X X X
NASTRM X X X X X
United Transport Administration X
Thilissi Municipality X
Batumi Municipality X
Kutaisi Municipality X
Non-Governmental Bodies Involved
GTU X X X X X X
Importers X X X X X X
Users X X X X X X
Bagirgza X
Resources
Budget Min. ED X X X X X X
Budget Min. RDI X
Technical Assistance X X X X X X

Source: Government of Georgia, Strategy on TBT [2010].

As a result, the administrative costs of implementing these new norms are
likely to be huge, as best illustrated by the many governmental and non-
governmental bodies to be involved. Years will be needed for a full and
smooth implementation, as has been shown by many Central European EU
MS—all the more because technical assistance promised by the EU to
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Georgia is minimal: it is limited to capacity-building and training of
Georgian institutions, with the usual severe constraints imposed by the
very bureaucratic EU funding procedures.

Finally, Table 4.2 gives a sense of the additional costs imposed by the 2010
Document requiring implementation of the EU acquis in TBT for cable cars
and lifts by 2011. These two products may be those with only one directive
(each) and a limited number of norms. But they are also those with no 1SO
norms: this means that Georgian producers may have to use at least two
sets of norms—one for the Georgian and EU markets, and one for the other
markets. Last but not least, there is no Georgian producer for these two
products—once again raising the fundamental question of why should
Georgia transpose rules that are not needed.

4.4 Georgiais not a Central European country

It would be wrong to believe that the transposition of New Approach
Directives simply creates administrative costs for the public authorities,
which are estimated in Box 4.1. It also imposes fixed costs on Georgian
producers which would have to hire additional workers’ time and skills in
order to define the technical norms that will meet the essential
requirements imposed by the Directives.

Box 4.1. Estimated administrative costs of the transposition of the EU acquis in
the TBT area

Since Georgian consumers are ‘shielded’ by the Georgian unconditional mutual
recognition of the OECD norms, implementing the EU TBT acquis should not
impose too heavy costs on Georgian consumers who could always turn to goods
produced under non-EU norms (for instance, US norms).

Calculating the administrative costs relies on a rough estimate of the staff to be
hired. The Czech TBT institutions employ roughly 1,000 staff members for the
certification aspects and 50 internal and 500 external staff members for the
accreditation aspects. The Czech population is more than twice the Georgian
population, whereas its value added in manufacturing is 30 times larger. That
suggests that the staff required for implementing the EU TBT acquis in Georgia
would range from 50 to 500. The exact figure will depend on how much the
Commission insists on covering all the goods (in addition to cable cars and lifts)
and to which extent the tasks to be done are down-sizable (that is, impose fixed
vs. variable costs). Of course, there are also costs in terms of buildings and
equipment.
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Such costs are notable but they do not seem huge at a first glance. However, they
have to be assessed in terms of opportunity costs—that is, what Georgia loses
when it is forced to spend public money on TBTs rather than on more pressing
investments for boosting growth (such as infrastructure). It would be certainly a
better—more pro-growth—use of Georgian public money to hire 50 to 500 nurses,
doctors, agricultural instructors, infrastructure-related staff, etc.

Data source: Jandieri (2011).

The supporters of the transposition of the EU TBT acquis into Georgian law
argue that these initial fixed costs imposed on Georgian producers
adopting the EU norms will be more than counterbalanced by the benefits
of better access to the large EU markets.

Such an argument made sense in the case of the Central European EU MS,
which are close to the huge mass of the Western EU MS’ economies. Table
1.1 (chapter 1) shows that the 15 initial EU MS represent 92% of the EU 27
GDP, with 20% for the largest EU MS (Germany) alone. The well
documented ‘tyranny of geography’—the distance between two countries
is a major determinant of their intensity to trade—suggests then that the
‘natural’ choice for the Central European EU MS was to send a large share
of their exports to the Western EU MS, in particular to Germany which
happens to be, in addition, the EU MS closest to them. Transposing the EU
technical norms into their own legislation seemed thus the right thing to do
for the Central European EU MS.

This argument is far from applying to Georgia which faces a very different
‘tyranny of geography’ as illustrated by the following data. In 1995 (at the
beginning of their accession process), exports of the Central European EU
MS to the EU (then limited to 15 EU MS) amounted to roughly 58% of their
total exports. In sharp contrast, the share of Georgian exports to the EU
(with 27 EU MS) in its total exports to the world has continuously declined
from a peak of 25-26% in 2005-2006, to less than 19% for the first nine
months of 2010 (back to the 2002 level).

In such a context, the benefits of the transposition should be expected to be
much more limited for Georgia than for the Central European EU MS.
Georgian exporters are induced to keep strong trade flows with their close
CIS and Asian markets because the attraction of these markets can only
grow for the following reasons:
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o Even if the CIS and Asian markets are still smaller in absolute size
than the EU markets, they are huge enough to absorb the limited
Georgian export capacities.

o The CIS and Asian markets exhibit a much higher growth rate than
the EU markets, and they have much higher potential in the very long
run than the EU markets (India’s population is three times the EU
population).

o Georgian consumers are likely to be more similar in their demands to
those in the CIS and Asian markets than in Europe because their
levels of income per capita are closer.

In short, these markets have an almost infinite capacity to absorb Georgian
exports and to boost Georgian growth—now and for a very long time.
Arguing that the EU is the largest and most prosperous market for
Georgian producers misses a crucial point: most Georgian producers do not
need such a large market simply because they are so much constrained by
the size of the Georgian economy.

Meanwhile, the costs of the transposition should be expected to be much
higher for Georgia than for the Central European EU MS. This is because
the CIS and Asian markets require generally the use of non-EU technical
norms. As a result, Georgian exporters will be torn between different sets of
technical norms, the EU ones needed for the Georgian and EU markets and
the non-EU ones needed for all the other markets—except when products
are under 1SO (international) norms. Producing goods with different norms
(EU, CIS, etc.) is unlikely to be affordable for many Georgian producers,
often too small to run different lines of production of the same product but
with different norms. This dilemma would require a dramatic decision
from the Georgian exporters on which markets to send their exports—the
EU markets or the CIS and Asian markets, and whether to remain present
in the Georgian markets, or not.

4.5 The preconditions would hinder Georgia’s industrialization
and trade flows with the EU

The fixed costs imposed by the transposition of the EU acquis in TBTs are
equivalent to a tax on Georgian production of exports and domestic
production. This tax is legitimate when it is imposed on Georgian exports
to the EU: there is no reason to exclude Georgian exporters to the EU
markets from the conformity to the EU TBT acquis which is imposed on all
the EU firms and exporters to the EU.
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What is questionable is that the 2009 Matrix imposes the EU TBT acquis on
Georgian producers selling on Georgian markets. This represents a
considerable extension of the ‘tax base’ that would hinder the
industrialization process that Georgia needs so desperately for boosting her
growth.

Figure 4.1. The economy-wide impact of the transposition of the EU TBT acquis

The universe of all the industrial products
The Georgian reforms have created a level playing field with no discrimination against
orin favor of some products. As aresult, Georgian producers have the maximal degree
of freedom to choose the goods they will produce in accordance with their perceived
comparative advantages of Georgia.

/\

Products which will be

Products which will covered by the
not be covered by transposition of the EU
the transposition of New Approach
the EU New Directives

Approach Directives

The EU acquis makes
these products more
costly to produce than
those not covered by
these Directives

/\

Export-oriented Domestic-centered
Georgian firms Georgian firms

In order to fully understand the many negative consequences of this
extension of the tax base, Figure 4.1 sketches the alternatives faced by a
Georgian entrepreneur eager to start or develop a business. The main
feature of the Georgian reforms—uvery similar tariffs and regulations for all
goods—is to have created a level-playing field among products. As a result,
when choosing the goods to be produced, Georgian entrepreneurs need
only to assess whether they have some comparative advantage in
producing the goods in question. They are not induced to choose products
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because of some fiscal or regulatory reasons. Such a freedom of choice is
critical when an economy is starting to industrialize almost from scratch, as
is the case in Georgia, because it enlarges as much as possible the range of
possibilities and opportunities.

The 2009 Matrix substantially constrains this freedom of choice because it
splits the whole universe of products that a Georgian firm could produce
into two very different groups as illustrated in Figure 4.1: those subjected to
the New Approach Directives and those not subjected to them. The fact
that the EU TBT acquis is equivalent to a tax will induce Georgian
producers to be predisposed towards products not under EU norms. It is
estimated that the New Approach Directives cover 30 to 42% of the EU
imports and exports, respectively [Messerlin, 2011]. In other word, the
transposition of the EU acquis acts as a disincentive for Georgian firms to
produce one-third of the possible goods in a modern economy.

Let us now focus on the Georgian producers who will still consider
producing goods under the EU TBT acquis—Ilet us call them ‘widgets’.
Under the 2009 Matrix preconditions, these firms will have to produce
under the CE marking not only when selling widgets in the EU markets
(once again, a perfectly legitimate constraint) but also when selling widgets
in the Georgian market.

As a result, the 2009 Matrix splits Georgian firms into two subsets: those
that feel capable of adopting an export-oriented strategy and those—likely
to be much more numerous if one takes into account the tyranny of
geography, the differences in size, income and technological level—that
target the Georgian market as their main target (and possibly non-EU
markets). Let us called such firms ‘domestic-centred’ firms.

Focusing first on the domestic-centred Georgian firms, the implicit tax
imposed by the Matrix would force them to charge higher prices in order to
pay the fixed costs imposed by the 2009 Matrix. This price increase would
result in less demand for their output, and the smaller Georgian production
would force Georgian consumers to turn to other sources of supply. There
are then three major possible scenarios.

o Scenario 1. The domestic-centred Georgian producer cuts its activity (and
possibly disappears). The Georgian consumers would then need to
satisfy their demand with imported products. As they are relatively
poor, they are unlikely to choose products imported from the EU,
which tend to be too expensive. In sum, Georgian production is
reduced, imports from non-EU countries grow (much) more than
imports from the EU (and possibly Georgian exports to non-EU
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countries grow if the Georgian producers divert their domestic sales
to non-EU markets).

o Scenario 2. The domestic-centred Georgian firm wants to keep domestic
sales. The main option is to shift its plant to a neighbouring country
that has not signed a DCFTA with the EU and to export to Georgia
products under non-EU (less expensive) norms. In short, Georgian
production disappears while Georgian imports from non-EU
countries grow, with the main beneficiaries of the DCFTA being
countries having no DCFTA with the EU.

o Scenario 3. The Georgian producer tries to attract a foreign investor (owner)
in order to survive in Georgia. Paradoxically, this decision may well
be more beneficial to non-EU firms than to EU firms. This is due to
the quasi-absence of Georgian industrial tariffs on imports from the
rest of the world and to Georgia’s mutual recognition of all the OECD
norms. In such a context, efficient Japanese, Korean or Chinese firms
producing widgets that they already export to the EU or that they
produce in the EU—in short, widgets produced in accordance with
EU norms—will be able to produce these widgets n Georgia at no
additional costs once Georgia implements the EU acquis in TBTs. A
key point in this scenario is that firms from emerging countries are
more attuned to the Georgian economic environment than their EU
competitors: they work with skills and labour costs on the production
side, and incomes and tastes on the consumption side that are more
similar to those in Georgia than typically are EU firms. Hence, they
may well be induced to invest in Georgia (much) faster than are the
EU firms. In short, the haste to impose the full EU acquis to Georgia
may well advantage non-EU firms compared to EU firms.

To sum up, as currently formulated, the 2009 Matrix has three very
negative impacts: it distorts the Georgian industrial sector by greatly
reducing the benefits of the Georgian reforms because it induces Georgian
producers to canton themselves into the two-thirds of the universe of
products not covered by the EU TBT acquis; it hinders the pace of Georgia’s
industrialization by making more expensive the products to be sold in the
Georgian markets; and it favours trade flows between Georgia and non-EU
countries to the detriment of those between Georgia and the EU.
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4.6 Proposals

First and foremost, it should be underscored that, since Georgia has met the
relevant subset of preconditions of the March 2009 Matrix (see Figure 4.1),
the DCFTA negotiations should be launched without further delay. That
said, the above section shows an urgent need to reshape the other
preconditions when negotiating the context of the DCFTA content.

4.6.1 Export-oriented Georgian firms: Make Georgia a model enforcer of the
New Legislative Framework

As is the case with any exporter to the EU, the export-oriented Georgian
firms have to comply with EU norms for their export operations. In other
words, the 2009 Matrix represents only a marginal challenge to them. That
said, it is possible to greatly improve the ‘one size fits all’ of the 2009 Matrix
by using the rich body of EU law.

Indeed, a key provision of the recent EU TBT acquis has so far been ignored
by the Commission. The New Legislative Framework, which rules
functions such as the certification, accreditation, etc., allows any EU MS to
have recourse to the institutions of another EU MS, as stated by Article 4,
paragraph 2, of the EU Regulation 765/2008:

Where a Member State considers that it is not economically
meaningful to have a national accreditation body or to provide
certain accreditation services, it shall, as far as possible, have
recourse to the national accreditation body of another Member
State.

Included in the DCFTA, this provision would allow Georgia to request the
accreditation body of a given EU MS to cooperate in handling the needs of
export-oriented Georgian firms. This option deserves three remarks:

o As the accreditation bodies are the core institution in the whole EU
TBT institutional machinery, it seems logical to extend the benefit of
Article 4.2 to Georgia for the other bodies required by the EU TBT
acquis (conformity assessment bodies, laboratories, etc.).

o The only institution that escapes Article 4, paragraph 2 is the market
surveillance authority. But this is not a problem since Georgia has
already established such an institution.

o Finally, this option does not prevent Georgia from creating all these
institutions in due course. But, it would be a domestic decision taken
after a comparison of competing regulations on technical norms from
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other countries and at a speed that will be supportive of Georgia’s
growth, rather than harmful to it.

The benefits of this proposal for Georgia are obvious and large. A
legislative and bureaucratic nightmare is set aside, with all its costs. The
focus is shifted from a bureaucratic and nation-wide approach to an
approach that focuses on firms, and hence fits much better Georgia’s need
to boost its growth and development.

But there are also two main large benefits for the EU. First, relying on EU
MS institutions would eliminate all the suspicions and accusations on the
guality of implementation of the EU TBT acquis by Georgia that a hasty
implementation of the EU acquis in Georgia would almost certainly create.

Second, the use of Article 4.2 would become an attractive option for other
EU neighbours—the foreign policy dimension of a DCFTA model. This use
would allow the rapid creation of a larger geographical coverage of EU
norms without forcing trading partners to renounce their current policies in
the TBT area. If the EU decides to limit the offer of using Article 4.2 to those
neighbours that have made serious reforms, benefiting from this provision
may become an incentive for faster and/or deeper autonomous reforms in
the neighbours that are slow to reform before entering into negotiations
with the EU. In all these cases, the political benefits for the EU are huge.

4.6.2 Georgian firms selling on domestic markets: Reschedule the timing of the
transposition

The 2009 Matrix is particularly detrimental to the Georgian firms selling in
the domestic markets—weakening and/or delaying the creation of a lively
pool of nascent firms in Georgia. In this respect, substantial changes in the
2009 Matrix are needed. They consist of a rescheduling of the transposition
of the New Approach Directives necessary all the more because the current
schedule generates serious risks of introducing distortions into the
Georgian economy.

The risks of distortions come from two factors, which are shown in Table
4.3. First, trade distortions are more likely if tariffs are relatively high. For
instance, a high protection of EU firms favours the existence of inefficient
EU firms which could then use a preferential access to the Georgian
markets to sell their products there—keeping at bay more efficient non-EU
firms and grabbing unjustified rents from G