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Abstract

The eastern enlargement of the EU resembles German unification in its momentousness.
Whereas the latter led to a 26% increase in the population of the Federal Republic, the for-
mer will increase the population of the EU by 28% if all ten entry aspirants are accepted. A
special problem will be posed by migration. Given the existing wage differences between
eastern and western European countries, a massive westward migration can be expected
after enlargement. A temporary east-to-west migration until the eastern countries create an
efficient capital stock makes economic sense if this is driven by wage differences and meets
with a flexible labour market. Migration does not make economic sense, however, if, and to
the extent that, it is induced by the current social assistance systems. Moreover, welfare-
motivated migration would create competition among western European states to frighten
off potential migrants, and this would lead to an erosion of the traditional social welfare
state. If the EU plan incorporated limitation on the free movement of labour, beneficial mi-
gration would also cease. A better solution would be to limit access to the western social
systems, at least for a transitional period, in order to filter out migration induced by differing
social standards. An EU-wide application of the home-country principle in the granting of

social benefits would achieve this goal.
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Introduction

With the introduction of the Euro and the eastern enlargement of the EU, the European
Single Market is nearing its completion. Within the foreseeable future, 25 European
countries will be joined in a unified economic region in which the four basic freedoms
guaranteed by the Treaty of Rome will be largely fulfilled. People, capital, goods and
services will be able to cross European borders unimpeded, and when Cyprus and Turkey
are EU members, these freedoms will be extended into Asia Minor. Economic freedom is
the foundation for the utilisation of trading advantages and specialisation benefits that result
from a prospering European economy, but it will also cause problems that need to be

recognised and solved at an early stage.

Eastern enlargement is not insignificant. It will increase the EU population from 375 million
to 480 million or by 28% and this does not include Turkey with its 70 million people. It would
be disastrous to stumble into EU eastern enlargement as unprepared as Germany was for
its own eastern enlargement. Then the population increased by 26% and this led to consid-

erable economic problems.

One of the problems of eastern EU enlargement is the fiscal burden that will result when the
existing assistance programmes are extended to the new EU citizens. The agricultural sub-
sidies that comprise 45% of the EU budget are prominent among these. In Poland there are
ten times as many people of working age in agriculture than in Germany, and a linear ex-
trapolation of current EU subsides results in expenditures of an additional 0.8% of the west-
ern European GDP for the agricultural sector when all eastern European accession candi-
dates are accepted. This is a problem, albeit a minor one. Of greater importance is the
adjustment pressure that will be placed on the national political decisions of the western EU

countries from the mobility of people and businesses.
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Europe stands at the threshold of a new phase in its development, characterised by a fierce
competition of systems between the institutions of the old national states. In a Europe of 25,
the national states will no longer be able to act in the isolated fashion as they once could.
Opening the borders forces them, on the one hand, to compete with lower taxes and a good
infrastructure for the investment and location decisions of private firms. On the other hand,
every state will be on its guard because a generous social system may induce migration
streams of the needy that may turn it into a "poorhouse" of Europe. Competition among
countries has its strengths, but its impact on the institutions of the social welfare state is not
promising. The migration of people and businesses threatens to trigger off deterrence

measures that could lead to an erosion of the social welfare state.

Often it is argued that the competition between countries is similar to that of firms in the
market, that Adam Smith’s Invisible Hand is operative here, too. | doubt that, particularly
when it comes to the competition among welfare states, and | shall try to explain my doubts

in this lecture.

The Extent of Mobility

Guest workers and poverty refugees from eastern and south-eastern Europe are already
flocking into western Europe, either enticed by the extremely high wage differences or
forced to migrate because of catastrophic conditions in their home countries. In the large
EU member states such as Germany and France, the foreign population is more than 6%,

and all estimates point to further increases in the coming years.

Particularly high mobility is expected for people in the ten eastern European countries that
are negotiating for EU membership, since their standard of living will not approximate that in
the west for some time to come. Wages in eastern Europe are one tenth to one fifth of
those in western Germany or one fourth to one half of German welfare payments, at least
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These figures are confirmed in a poll carried out by the International Organization for
Migration (IOM).2 The poll reveals that about one fifth of Slovenians, Poles, Hungarians and
Czechs, and even one third of Romanians would choose to emigrate for several years if

they could.

For the case of a politically non-restricted emigration, the Ifo Institute® came to somewhat
more modest estimates of about 6% to 7%, of which about 4% to 5%, or 4 to 5 million
people, would have Germany as their goal. In contrast to the numbers of Zimmermann and
Bauer, these results are estimated on the basis of an approach that adjusts for eastern
Europeans already living in the EU, and they also refer to an longer period of estimation

which extends from 1974 to 1997 instead of 1985 to 1997.

A look at the migration from Turkey is also instructive. Today, about 5% of the Turkish
population lives in western Europe. [f, like the Turks, only 5% of the new eastern European
EU citizens came to western Europe, this would be more than five million people. Because
eastern Europeans will enjoy the freedom to settle in Germany, this is probably at the lower

end of plausible estimations for the case of unrestricted migration over a 15 year period.

It is sometimes argued that the previous experience with Spain and Portugal suggests that
there will not be much migration from the east, when the freedom of settlement is granted.
However, this is a misinterpretation of the Iberian experience for a number of reasons. First
of all, there was a six-year transition period after joining the EU during which migration was
largely forbidden. Second, the wage gap then was much smaller than it is now between

eastern and western Europe. In the years before membership started, Iberian wages were

2 International Organization for Migration, Migration Potential in Central and Eastern Europe, UN

Sales No. E.98.111.5.18, New York 1998.

% See Hans-Werner Sinn, Gebhard Flaig, Martin Werding, Sonja Munz, Nicola Dill, Herbert Hofmann,
EU-Erweiterung und Arbeitskraftemigration: Wege zu einer schrittweisen Annahrung der
Arbeitsmarkte, Ifo study commissioned by the German Ministry for Labour and Social Order, 2001.
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countries will endeavour to examine their social benefits so as not to provide unnecessary
migration incentives. Since poverty refugees' choice of country will depend on where the
most extensive social benefits can be expected, there will indeed be a competition for the
most effective deterrents, and each country will try to be less attractive than its neighbours.
In the competition for the lowest possible social standards, the European social weliare

state will be exposed to strong erosive forces which threaten its very substance.

The competition for effective deterrents does not presuppose that migrants are attracted by
social benefits alone. This connection is ruled out because recipients of social benefits
need to have present or prior employment, according to present EU law. The marginal
migrant makes a contribution to the GDP of the host country which is equal to his or her
gross wage income, and the infra marginal migrant makes an even larger one. Thus his
wage is not a burden for the citizens of the host country, and therefore no political deterrent

measures are induced.

The problem arises, however, in the form of state income redistribution for the benefit of
workers with lower wages. Low-income workers pay little or no taxes, but they are entitled
to supplementary welfare payments for themselves and their families, their children enjoy
free schooling, they have access to public housing programmes, they gain from the
redistributive elements in the health insurance system and, last but not least, they profit from
the infrastructure the state provides free of charge. These benefits imply that the marginal

low income immigrant receives more than he or she produces or pays in taxes.

On the basis of the socio-economic panel, the Ifo Institute calculated the amount of net
resource transfers from the state to the immigrants. Included were all social insurance
contributions and taxes as well as all services received including the social benefits financed

by taxes and payroll deductions and the proportional costs of the public infrastructure that
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because workfare makes wages flexible downward and creates additional jobs. Germany’s
traditional welfare system implies a minimum wage which is about 70% of the median wage.
By way of contrast, the U.S. earned income tax credit in itself implies no minimum wage,
and the legal minimum wage is only about 30% of the median wage. The earned income
tax credit shows how, from every dollar that the government is prepared to spend for welfare
measures, a maximum of social policy objectives can be achieved. This is a prime example
of a social system that encourages own initiative, although its level is far too low by
European standards. Unfortunately, however, even a well constructed social welfare state is
not protected from the erosive forces of systems competition. The essence of a social
system is the redistribution from rich to poor, including the working poor, and it is this
redistribution that will erode, for the reasons given above, regardless of whether it is well or

poorly constructed.

From a theoretical perspective, a more fundamental reason for the erosive force of systems
competition can be seen in a policy externality that is created by a national redistribution
policy. A country that makes gifts to the poor and forces the rich to finance these gifts
induces the rich to go abroad and the poor to come from abroad. In this way the country

reduces the real wage of the factors of production offered by the rich in other countries and
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They are a wage-equivalent compensation in kind that has a value for employees but that
also, just as cash wages, makes the factor labour more expensive. In terms of this
compensation in kind, an optimistic view of systems competition is justified since countries
will endeavour to create an optimal mixture of monetary payment and compensation in kind
in order to attract as many mobile workers as possible and thus maximise the income of

immobile factors that co-operate with these workers and profit from them.

If a state increases its monetary transfers to poorer people, it diverts the migration streams
into its own country and, as has been explained, it lowers the gross incomes of those it
wishes to help. If, however, the same state increases safety standards marginally, it will not
create any migration effects provided that wages are determined competitively and that the
standards have been chosen optimally. Since, in the national policy optimum, the marginal
cost of workplace safety equals its marginal benefit, an increase in standards will only lead
to an equivalent lowering of monetary wages, and the migration incentives will remain

unchanged.

Of course, the full equivalence no longer applies when wages are not flexible or when
workplace standards have not initially been optimally chosen. But this by no means
presents a policy externality that would create similar doubts on the effectiveness of
systems competition similar to those applicable in the case of redistribution measures of the
social welfare state. This is a point that is overlooked not only by many critics but also
proponents of systems competition. It is only the redistribution measures that can be

eroded.

Haider, Harmonisation or Home-country Principle
The looming erosion of redistributive policies calls for counter measures if one is in favour of
redistribution in itself, for instance if the redistributing state is seen as insurance against
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countries, i.e. at one tenth to one fifth of the current western level, would be tantamount to
the state calling for a revolution in western Europe, and harmonisation at the western level
could not be financed either by the east or the west. Extrapolating from the experience of
German unification, the burden will amount to 5-7% of the western European GDP, which
surely no one in the west would accept, let alone the west Germans, who already transfer

4.5% of their GDP to east Germany every year.

Only two alternatives remain. The first is to select immigrants by their income, wealth or skill
levels to make sure that no net recipients of public resources are allowed to enter. Although
this approach is chosen by some immigration countries, it does not seem appropriate to the
European Union. It is a crude interventionist approach, relies on the wisdom of bureaucratic

decisions, and discriminates against weaker immigrants from the new EU countries.

A much more sensitive, market-oriented, and just approach is the application of the home-
country principle wherever this is possible. Instead of restricting the freedom of settlement,
bureaucratically selecting workers, or harmonising social standards, access to the benefits
of the western social systems can be limited. Either the claims for social benefits should be
directed towards the home country, or benefits in the country of residence should only be
paid to the amount they would be paid in the home country. Benefit to the migrants as well
cannot be prevented for many redistribution element s. But, in a new EU treaty, social
welfare, housing grants, the rights to be considered for municipal housing and similar
benefits could be converted to the home-country principle so as to avoid a net fiscal
incentive for the migrants. Calculations by the Ifo Institute indicate that this would be
sufficient to generate a balanced fiscal stance for the migrants. Currently, one of the basic
EU rules is that people are entitled to social transfers from their country of residence, where
they either both live and work or have worked. Only tourists and visitors are treated

according to the home country principle. If entitlements could only be claimed from the
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Today we have two Mezzogiornos: one is in southern ltaly, the other in east Germany.
Harmonising social standards after EU enlargement will mean that we have another ten

Mezzogiornos in Europe.

The eastern countries will probably strive for a rapid integration without any “ifs” and “buts”
in the framework of current EU law. This cannot be accepted by the west, however,
because of the destructive implications for its own social systems. The membership
candidates must be told where the negotiable limits are and it must be made clear to them
that immediate integration on the basis of the residence-country principle would have such
socially explosive potential in the west that, ultimately, the social and political stability that
the eastern European countries wish to participate in by their membership would be
jeopardised. Here, the home- country principle is indeed the better alternative. It avoids the

limits to freedoms that some are already proposing and it preserves the west's commitment

to integration.

The home country principle for tax-financed social benefits is based on economic principles
that are incompatible with the juridical concepts that have shaped current EU law. The
immediate inclusion of migrating workers and at the same time the exclusion of people who
have migrated for other reasons has been the guiding principle of EU law. This is a political

problem that must be overcome.

The problem is not really prohibitive, since EU eastward enlargement is in itself not possible
on the basis of the current legal situation. Much change is needed, and the conversion from
the residential to the home-country principle is only a small reform measure. To be sure,
EU expansion can only be discussed on a de lege ferenda basis, i.e. in terms of legal

reforms, and not de lege lata, in terms of what can be done without changing the laws.
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alternative to the quota system for integration favoured by politicians which calls for a
selection of individuals and which deprives many eastern Europeans of the freedoms
contained in the Treaty of Rome. In weighing up the various legal rights that are up for
discussion, priority should be given to the rights contained in the Treaty of Rome and they

should be protected from too strict an interpretation of the inclusion principle.

This proposal is a variation of the home-country principle® and the “delayed integration” for
all social benefits that the Scientific Council of the German Federal Ministry of Finance
called for in a recent study.6 The proposal has arisen from efforts to create conditions for
competition among social welfare countries to restrict the erosive forces of free migration

with as few changes as possible to current EU law.

Final Remarks

Europeans have expressed great misgivings about the Euro although it was clear that the
Euro would have no immediate consequences for actual commercial transactions. In
contrast, eastern EU enlargement, which is currently attracting little public attention, is a
very great problem which approaches German unification in terms of its significance and
difficulty. German unification was carried out by political fiat without consideration of
economic factors, and how expensive it was is clear today. Even after ten years every third
mark spent in eastern Germany comes from the west, and the national debt continues to
grow to finance unification. It almost seems as if similar mistakes are about to be repeated
at the European level. Hardly anyone in Brussels is looking at the question of the reforms of
European social law that will be necessary to master the challenges that will come. All
attention is being focused on the progress the eastern European countries are making to

adjust to western laws, as if the western European countries and the EU are ideally
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