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The European Union is expanding eastwards. Will Western Europe be flooded with
workers looking for jobs and willing to work for low pay? Or will the restrictions on
labor mobility keep these workers at home but lead to a “giant sucking sound” as firms
from the West invest in the East, moving jobs there? What sorts of sectors in the East
will expand their production and exports, leading to contractions of these sectors and
displacement of workers in the West? In which sectors will trade and foreign investment
liberalization lead to expansion of opportunities for investors and workers in the West?

These are essential questions for economists, policy makers, workers, investors, and
academics — just about everyone — in Europe, especially in Germany, Europe’s
economic and industrial leader. Ten new members have joined the European Union in
2004: the Czech Republic, Cyprus, Estonia, Hungary, Latvia, Lithuania, Malta, Poland,
Slovakia, and Slovenia. Romania and Bulgaria are planning to join the EU in 2007.
Turkey is hoping to join later, but is not currently negotiating with the EU to do so.

Changes in polices governing trade and foreign investment and international labor
mobility can have important impacts that are not captured by sorts of traditional
economic models that were used in the early 1990s to analyze the impact of the North
American Free Trade Agreement on the economies of Canada, Mexico, and the United
States. This course would use the experience in North America — as well as previous
experience — in Europe to develop new analytical techniques for studying the impact of
expanding the European Union eastwards.

The policies involved in joining NAFTA or the EU can change the incentives for both
domestic savings and foreign investment, thereby changing the rate of capital
accumulation. Furthermore, trade and foreign investment liberalization can affect the
rate of technological change. Each of these two sets of effects can alter the rate of
economic growth in an economy and dwarf the effects analyzed static economic models.
Historical evidence indicates that this was the case of the impact of the integration into
what was then the European Community on the Spanish economy and of joining the
North American Free Trade Area on the Mexican economy. Static applied general
equilibrium models of the sort used to analyze the impact of NAFTA are intended to
capture the efficiency gains for policy changes that result for the reallocation of resources
across sectors that result from changes in relative prices. Even here, however, there are
large potential impacts of policy changes that are not captured by static models. The
large capital inflows that accompany trade and foreign investment liberalization produce
an initial appreciation of the country’s real exchange rate followed by a later
depreciation. These exchange rate movements are changes in relative prices that
accompany the initial reallocation of resources from the traded goods sector to the
nontraded goods sector and the later reallocation back to the traded goods sector.
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