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Preface

This study has been prepared at the Ifo Institute for Economic Research in the De-
partment of «Social Policy and Labour Markets». It was originally completed in De-
cember 2000 and has been revised and up-dated for the English version. Research
was commissioned by the Federal Ministry of Labour and Social Affairs. The study
investigates the consequences of EU Eastern enlargement for labour markets and
public finances in Germany. The potential for immigration to Germany from the five
largest candidate countries in CEE is forecasted building on econometric estimates.
Then, the opportunities and problems involved in free mobility of labour are dis-
cussed focussing, in turn, on the prospective impact of migration on the German

labour market and on the fiscal effects of migration.

Keywords:  European integration, transformation, Central and Eastern Europe
migration, free mobility of labour, labour markets, public finance,

social protection
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Summary

I. The starting position

1. The integration of the Central and Eastern European countries into the European
Union (EU) is the biggest task the community has had to deal with since its es-
tablishment. Politically, there is no alternative to integration, because this in-
creases the area of stability, peace, economic prosperity, and social balance and
drives the dynamic development of democracy and transformation in the Central
and Eastern European countries. At the end of this process there will be a united,
stable, and prosperous Europe whose future is in gratifying contrast to its past.

2. So that this historic process can maintain its dynamic in the conflicting areas of
economic and social integration, it is important to identify the problems as well
as the opportunities, and to suggest solutions for them. Given this background,
the question of the free mobility of labour is obviously extremely important, es-
pecially for Germany. The discussion is split between those who think that dis-
cussing the conditions of integration is not appropriate and attempt to marginal-
ize the problem by playing down the expected number of immigrants, and others
who try to have the entry into the EU postponed by conjuring up horror scenar-
i0s. This polarisation is leading nowhere. Only an objective, unbiased analysis of
the real opportunities and risks of the Eastward enlargement can point the way to

the successful integration of the East European countries into the EU.

3. In 2000 the ifo Institute for Economic Research was commissioned by the Fed-
eral Ministry of Labour and Social Affairs to make an analysis of the effects of,
and perspectives for, opening the German labour markets to workers from the
major entrant countries. The aim of study which, in a shortened and updated ver-
sion, is now also published in English, is to estimate the consequences of the
Eastward enlargement of the EU from a German perspective and, on the basis of
these estimates, make policy recommendations for the convergence of the labour
markets and the requirements for integration.

4. The enlargement of the European Union provides great opportunities for all
those involved. The preparations for entry are already giving an enormous
stimulus to the continuing transformation processes in the entrant countries and
this stimulus will have an even bigger effect once integration into the EU has

started. At the same time, expanded trade and improved investment opportunities
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promise considerable advantages for the present EU members. The distribution
of labour in Europe can clearly be improved, and all the participating countries
will benefit from this. The migration of workers can also bring with it consider-
able gains in welfare for both the sending and the receiving countries, because
the migrants will normally receive a wage which is both more than the value
added lost in the sending country, and less than the value added in the receiving
country. Foreign workers and host countries profit equally if additional jobs can
be created for the immigrants and if the migration is not distorted by artificial in-
centives. Although the Eastward enlargement of the EU has these fundamental
advantages, the present study places more emphasis on the uncertainties and
risks associated with this process.

The question of free labour mobility in relation to the future EU countries is one
of the most sensitive aspects associated with the entry negotiations. It is deeply
rooted in the legal system and the fundamental principles of European integra-
tion. However, the welfare gap with the entrant countries is much larger than
with all previous EU enlargements, the accumulated migration pressure is
greater, and the physical distances to be overcome are smaller, at least in Ger-
many’s case. Moreover, the individual candidates have made very different prog-
ress with transformation. The situation in the Western European labour markets
continues to be tense and this does not bode well for a very large volume of im-
migration. At the same time, besides higher wages, the broad supply of public
goods and welfare benefits in the functioning market economies of the present
EU can act as a magnet for immigrants.

. The Migration Potential

Using an econometric model, and on the basis of data for the migration move-
ments that occurred in the eighties as a result of the Southern enlargement of the
EU to Greece, Spain, and Portugal, and for migrations from Italy and Turkey, it
was possible to simulate migration scenarios for the case of immediate unre-
stricted free labour mobility. The following detailed conclusions can be drawn
from the calculations by the ifo Institute.

» The estimates relate to the five entrant countries with the biggest populations
(Poland, Romania, Slovakia, the Czech Republic, and Hungary) even though
not all these countries are being considered for early entry. These countries
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together have a population of 86.9 million or 82% of the population of all ten
eastern European candidates for entry which is around 106 million people.
Different assumptions were made for the economic development in the en-
trant countries when the income differential with Germany over time be-
comes successively smaller (“relative income growth of 2%”) and when it
remains constant (“relative income growth of 0%).

The estimated net immigration would amount to around 3.2 to 4 million peo-
ple in the first fifteen years after entry into the EU for the subset of countries
considered (cf. Table). This is equivalent to a longer term rate of immigration
to Germany of around 4% to 5% of the populations in the countries of origin.
If the same immigration rate applies for the smaller countries, there will be a
total net immigration of around 4 to 5 million people. The statements that can
be made about the distribution of this immigration to the individual years are
less precise, but it can be estimated that in the first years there will be about
200,000 to 250,000 immigrants from the five countries considered, and at
least 250,000 to 300,000 from all ten Central and Eastern European coun-
tries. If the immigration is concentrated in the first years after entry, the an-
nual numbers in this period will be of course higher.

Migration potential of the five largest accession candidates
(Migration to Germany in case of free movement of labour)”

Years after EU accession

0 1 2 3 5 10 15
Relative income growth of 2% (in thousands of people)
Net migration — 193 240 248 225 133 60
Cumulated migration 459 656 902 1,168 1,681 12,660 |3,225
stock”
Relative income growth of 0% (in thousands of people)
Net migration — 199 254 273 264 205 153
Cumulated migration  |459 662 921 1,209 1,790 |3,064 |4,055
stock”

a) Model simulation for migration from Poland, Romania, Slovakia, Czech Republic and Hungary to

Germany with the immediate introduction of free movement of labour.

b) The initial migration stock varies according to the estimated net migration and the natural popu-

lation movements (births, deaths) of migrants already living in Germany.

Source: Calculations of the Ifo Institute.
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Estimations of this kind are riddled with uncertainty. Therefore, it is not clear
from the outset whether the relevant income differential must be measured at
purchasing power parity or — particularly with respect to commuters — at much
higher exchange rates. What the further economic development in the individual
entrant countries will be relative to that in Germany is also uncertain. Finally,
transferring the observed migration movements from the Southern European
countries to the present case is generally problematic. The previous migrations
were from functioning, less poor, market economies and they were further away
from Germany than the Eastern European countries. Furthermore, unlike with the
southern enlargement of the EU, the migration pressure from Eastern Europe
prior to entry into the Union has not yet been lowered because, first the iron
curtain, and after that the barriers to migration that were quickly set up in the
West, held back would-be migrants. In the five years before Spain and Portugal
applied for entry, a net 5.5% of the population of the Iberian peninsula had al-
ready emigrated while at the same time there was a large inflow of people from
overseas areas. Moreover, at that time a lot of the migrants from Spain and Por-
tugal were absorbed by France, while two thirds of the Eastern Europeans have
been accustomed to emigrating to Germany. These uncertain estimates are cer-
tainly not easy to quantify. They indicate, however, that the estimated numbers
must be interpreted as the lower limits of the possible range of migration move-

ments.
Structure of the Migrations

The effects of migration following EU enlargement are also determined by the
structure of the migration, that is, by the migrants’ level of skills and by the
branches, occupations, and regions in Germany in which they are seeking em-
ployment. Making exact predictions for this is even more difficult than it is for
just the volume of migration. However, on the basis of empirical observations it
is possible to formulate a number of hypotheses with plausible assumptions. The

following should above all be noted.

» The key determinant of the decision to migrate is unquestionably the wage
discrepancy between the country of origin and the target country. Permanent
migrations, like those observed with immigration to America, depend on ex-
pectations about the long term development of wages and are checked by the
prospect of a more than proportional increase in income in the country of ori-

gin. The short term migrations, which are typical phenomena of European
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migration movements, and international commuting with a limited number of
annual visits back home are, on the other hand, determined not so much by
long term income expectations as by current income differences. For this rea-
son, relatively large immigration numbers must be expected for the first years
after entry.

* The existence of immigrant networks in the potential target countries is very
important for expectations and information as they are for other migration
costs too. Networks reduce the perceived distance to the country of origin
and can provide important information about the labour market situation,
concrete job offers, housing possibilities, and access to government benefits
in the target country prior to migration. Migrations from the CEE countries to
Germany are, however, at present strictly controlled. The only network of
citizens from the entrant countries that is currently in operation may be that
of the Poles living in Germany.

* Compared to earlier waves of immigration, migrants from Central and East-
ern Europe have been, on average, much more highly qualified. Usually, in
Germany they start by working in jobs below the level the qualifications ac-
quired in their home country would justify. The EU enlargement, can how-
ever change this when the recognition of their formal qualifications is im-
proved and they can then be promoted to higher levels than migrants now
living in Germany normally reach.

» The wage structure in the private sectors of many entrant countries is spread
more than in Germany. Because of this, less skilled workers can be expected
to have a particularly strong incentive to migrate. Furthermore, the redis-
tributive effects of the German welfare state provides an incentive, besides
the wage incentive, for migrating, especially for the less skilled.

IV. Effects on the German Labour Markets

9. Basically, it must be expected that, despite the possible gains in income for the
domestic population as a whole, immigration will create pressure on wages
which will show up in the form of smaller increases in wages in the future. As
various studies show, the medium term effects of the immigration on the general
level of wages in Germany will be fairly limited if the volume of migration is
kept within the limits previously estimated. Stronger effects are to be expected in
relation to the wage structure. Increased pressure on wages is most likely to be
expected in the labour markets for less skilled jobs, especially in the industry and

construction sectors.
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In this connection, the fact that immigrants can become entrepreneurs, and not
just employees, must be taken into account. Many of them open businesses and
smaller firms which, on balance, create new jobs rather than take over existing
jobs. This reduces the danger that the local workers will lose their jobs to the
immigrants, but it does not reduce the pressure on wages as such. In the long
term, Central and Eastern Europe can also become a buffer for the German la-

bour market which reduces wage fluctuations and cyclical unemployment.

Because of the comparatively rigid labour markets in continental Europe and
Germany, in the short term displacement effects rather than wage pressure can
show up with the competition for jobs. To combat such effects, it is necessary
even before the EU enlargement takes place to increase the ability of the German
labour market to adjust by modifying the provision of welfare benefits so that
they will no longer lower people’s willingness to take a job.

Effects on Public Finances

If the labour markets respond in a flexible way, and if the expected migration of
workers is induced by the wage differentials alone, the freedom to migrate is the
best possible solution for all the countries involved with regard to both the size
and structure of migration. The productivity effects that follow from migration
result in income increases for both local residents and foreigners that are bigger
than the objective and subjective costs of migration. In particular, the incomes
earned by the immigrants do not represent a burden for the local population be-
cause they are normally less than the additional value added by the immigrants.
Free immigration increases the sum of the incomes of the domestic workers,
even if not the incomes of all individual domestic workers, because returns to
capital, ground rents, housing rentals, and wages for skilled labour all increase.
Migration will then cease when additional migration can no longer bring about

income increases for the local population.

Typically, however, migrants work at least temporarily in jobs where the skill
requirements are low and they benefit from the redistribution from the rich to the
poor that is characteristic of the tax and transfer systems in the European-type
welfare state. They generate and receive low wage incomes and pay comparably
low taxes and social insurance contributions, while, at the same time, their par-
ticipation in the tax financed expenditures of the state is not reduced. Immigra-

tion in a redistributive welfare state therefore creates a fiscal burden for the do-
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mestic residents. Also, an excessive and distorted volume of migration occurs
because the artificial element in the economic migration incentives becomes
more important, the lower the skills of the migrants, and the lower the market
wages they receive.

For the balance between financial contributions and benefits received, it is not
just the benefits explicitly intended to supplement low wage incomes that matter.
All expenditures of the states that, in conjunction with the tax and expenditure
system, actually redistribute resources from the richer income earners to the
poorer ones are relevant. These include the infrastructure provided by the state —
including roads, schools, and the legal system — which must be expanded when
there is immigration if its quality is not to fall.

An idea of the importance of such effects can be gained by drawing up a fiscal
balance of previous immigrants to Germany which includes social insurance, tax
financed welfare benefits, and ultimately all state receipts and expenditures. Ba-
sically, the longer the stay and the greater the integration, the smaller is the “fis-
cal migration premium” for the individuals. With a length of stay of less than ten
years, which is typical for migrations within Europe, this premium is around DM
4,600 per person per year. The immigrants who live in Germany for 25 years or
more effectively pay more (around DM 1,700 per person per year) than they
claim in public goods and benefits. The extent to which these results based on
previous migrations are transferable to the expected immigration from Central
and Eastern Europe depends a great deal on the structure of the migration and
cannot be predicted with certainty.

Conclusions for the Arrangements in the Transition Period

The immigration of Eastern Europeans to Western Europe represents a major
source of increases in welfare and growth of productivity in Europe. The possi-
ble problems for the labour markets and public finances should, however, not be
ignored. Instead, to keep these risks under control, measures for effectively
regulating the migration are necessary in a transition period of about five to
seven years until the living conditions become more equal. Neither postponing
the entries nor foregoing free mobility of labour completely can provide a solu-
tion. Any attempt to avoid distorted migration incentives through extensive har-
monisation of the social welfare systems should also be rejected, as this would
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17.

18.

19.

hinder the economic development in the entrant countries and would make
enormous transfer flows from West to East necessary.

There are two basic problems associated with the transition to completely free
labour mobility for the entrant countries. First, in the short run, if wages are not
sufficiently flexible, domestic workers can be forced out of their jobs by the im-
migrant workers. Secondly, artificial fiscal incentives based on the redistributive
activities of the welfare state can lead to increased immigration and introduce
undesirable deterrence competition between the states which could erode the
European welfare state. Both these problems justify introducing policy measures
to control the volume of migration.

To solve the first of these problems — inflexible wages and displacement of do-
mestic workers — an increase in the adjustment capacity of the labour market is
necessary. However, if, as is to be feared, such measures lead to considerable
political conflict that cannot be resolved in the time available, the only suitable
remaining method would be to introduce immigration quotas for a limited time.
This should not weaken the positive effects of migration on growth and employ-
ment. The time gained can, however, be used to create long term framework
conditions for flexible adjustments in the labour markets and to get rid of possi-
ble displacement effects of the immigration permanently.

To solve the second problem — artificial incentives created by the redistributive
state — integration of the immigrants into the welfare state could be selectively
delayed during the transition period. In principles the welfare responsibility
should change from the sending country to the receiving country for people who
immigrate during the transition period. However, for well defined social benefits
that are not covered by the present association treaty, this transfer should only
occur after a delay and should be organised in a way that ensures that the net fis-
cal position is balanced. For example, a temporary restriction on drawing social
assistance and housing benefits, on renting subsidised apartments of which there
are far too few available in any case, and on exporting of benefits to family
members who live abroad could be considered. The advantage of this solution is
that it makes early provision of free mobility possible (though not immediate
provision), it avoids a too heavy fiscal burden on the receiving country, and it
gets rid of the artificial migration incentive of the fiscal system. Although such a
solution means temporarily foregoing the integration effects of social policy

measures, it is very important from an economic point of view. However, like the
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use of quotas, it would have to be agreed to mutually at the EU level by all
countries and this could require overcoming strong political resistance.

From a political perspective, the fact that precedents for the use quotas for
would-be immigrants were already created in EU law with the Southern en-
largement is an indication that this resistance can be kept within limits. The dis-
advantage of quotas is that, compared with fiscal measures, they involve signifi-
cant restrictions on the freedom of movement of Eastern Europeans who wish to
immigrate. However, given the uncertainty about the migration flows to be ex-
pected, the fact that quotas act as brakes against an unexpectedly large volume of
migration can be seen as an advantage, especially as the state is often overtaxed
when attempting to regulate the allocation decisions of the private sector. Ex-
treme imbalances in individual labour market segments and areas close to the
border can justify special quotas if they operate on the basis of appropriate safe-
guard clauses. General time limited safeguard clauses provide one alternative
through which migration quotas can be set up when there are demonstrable im-
balances in the labour markets, in certain labour market segments, or with public
finances.

Regardless of whether the fiscal management model, quotas, or a mixture of the
two are considered, in any case, there is nothing against finalising the entry and
transition arrangements with the required care now, thus creating the conditions

for an early entry of the Central and Eastern European countries into the EU.



Introduction

At their summit meeting in Luxembourg on 12" and13'" December 1997, the leaders
of the European Union (EU) member states decided to start negotiations with a num-
ber of Central and Eastern European (CEE) countries for entry into the EU. The for-
mal process was begun on 30" March 1998. Negotiations were taken up first with
the five CEE countries of the so called “Luxembourg Group”, that is, Estonia, Czech
Republic, Hungary, Poland and Slovenia. At that time, Cyprus was also introduced
as a candidate for entry. In a second round, a further five CEE economies also be-
came candidate countries — the “Helsinki Group” consisting of Bulgaria, Latvia, Li-
thuania, Romania and Slovakia. Since then negotiations have also taken place with
Malta and, surprisingly, with Turkey which was formally accorded the status of a
candidate for entry at the end of 1999.* Currently, negotiation are coming close to an
end with a total of 10 countries — all CEE countries except Bulgaria and Romania,
plus Cyprus and Malta. The date of entry may is scheduled to be as early as 1% May
2004.

The enlargement of the EU to the countries in Central and Eastern Europe, where the
welfare discrepancies are much larger than with all previous enlargements, will cre-
ate enormous opportunities for all participants. Nevertheless, there are still many
guestions that must be answered and numerous problems that need to be solved. The
preparations for entry themselves can give a huge stimulus to the continuing -
structuring in the entrant countries, and this stimulus will be even stronger when
their integration into the EU starts. Moreover, the expansion of trade with these
countries and the improvement of investment opportunities will also be advanta-
geous for the current EU member states. Finally, what should also not be overlooked
are the expected effects of the EU enlargement for political stability in the CEE
countries, and therefore for Europe as a whole.

One of the most sensitive aspects associated with the negotiations for entry has been
the transition to unrestricted freedom of movement that workers will have in the fu-
ture EU countries. This is one of the basic freedoms of the Single Market and is
deeply rooted in the legal system and fundamental principles of European integra-
tion. The income gap between the candidates for entry and the incumbent members,
the uncertain prospects for economic restructuring in CEE, the situation in the West-
ern European labour markets, and the possible magnet effect of the extensive supply

1 The original plan to introduce the candidates for entry from Central and Eastern Europe in two sepa-
rate rounds was given up during the entry negotiations.
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of public goods and social protection in the functioning market economies of the
present EU, all promote fears that unregulated migration from East to West — some-
thing that has not happened within Europe in the last 50 years — could result in huge
waves of migration that could hinder the economic development both in the coun-
tries of origin and in the target countries and trigger off massive imbalances in the
labour markets and with public finances. Nevertheless, labour mobility can make a
major contribution to the optimal realization of the possible welfare gains from the
transformation in Central and Eastern European countries and from their integration
into the economic area of the EU.

For a country like Germany, which has more economic commitments to its Eastern
neighbours whose entry is currently being negotiated than most other EU countries
have, the opportunities and risks of the Eastward expansion of the EU are particu-
larly important. In 2000, the Ifo Institute for Economic Research was therefore com-
missioned by the Federal Ministry of Labour and Social Affairs (Bundesministerium
fur Arbeit und Sozialordnung) to make an analysis of the effects of, and prospects
for, opening the German labour market to workers from the major entrants from
Central and Eastern Europe (Sinn et al., 2001). The aim of the study was to assess
the consequences of EU enlargement and the establishment of free labour mobility
from the point of view of Germany and, on the basis of this assessment, to indicate
the paths that should be taken to bring about convergence of the labour markets be-
fore the negotiations reached a final stadium. This updated English translation of the
main sections of the study should make it available to a wider readership?.

The first step is to assess the potential for migration that could be associated with
the opportunities for an unrestricted movement of labour following the EU enlarge-
ment. This is the subject of Chapter 1. Migration scenarios are simulated using an
econometric model which draws on data for the waves of migration that followed
previous EU enlargement, especially the southward enlargement in the 1980s to
Greece, Portugal and Spain, and for migration from Italy and Turkey. The different
scenarios follow from different assumptions about the economic development of the

2 The German version of the report also contained two chapters on the EU-level legal framework for la-
bour mobility, including the principles applied to co-ordinating national law regarding the social pro-
tection of migrant workers, and on the directions in which the framework could evolve. These parts of
the study were prepared by experts from the Max Planck Institute for International and Foreign Social
Law (Andreas Hanlein, Jirgen Kruse, Hans-Joachim Reinhard, and Bernd Schulte) who co-operated
with the Ifo Institute. For reasons of brevity, their contributions were omitted in the English version.
Y et, the conclusions and recommendations of the Ifo Institute should be considered in the light of the
current EU law.
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entrant countries. It should be noted, however, that there are many reasons why the
estimates based on the experiences may not be directly transferable to the Eastern
EU expansion case. Also, they do not relate to cases where, following EU enlarge-
ment, migration from CEE will be continued to be restricted during a period of tran-
sition for a few more years.

The size of the expected waves of migration alone scarcely permit conclusions to be
drawn about the opportunities and risks of an immediate transition to free movement
of labour within an enlarged EU. Chapter 2 will therefore first look at the effects of
possibilities for free migration, that are basically welfare increasing. Next, there will
be a discussion of the two most important reasons why, unless there is intervention
to regulate it, immigration into Germany would be larger than optimal. These rea
sons are, first, that the German labour market is not flexible enough and, second,
that the German fiscal system distorts the incentives to migrate, particularly through
the actual redistribution effects of taxes, social insurance contributions, transfers and
other government services.

Chapters 3 and 4, therefore, deal with possible effects of the EU enlargement on the
labour market on the one hand and with an analysis of the “fiscal balance” of typical
immigrants coming to Germany, on the other. In Chapter 3, the labour market situa-
tion, the development of sectoral change, the skills pattern of those seeking em-
ployment, and the wage levels and wage structures in Germany and selected entrant
countries are examined. Conclusions are then drawn for the consequences of EU en-
try by these countries for the German labour market. Chapter 4 will look at whether
the numerous redistributive activities of the German welfare state create additional
migration incentives which result in a distortion of the economically optimal equi-
librium. As this has been the case for the average immigrant in the past, a discussion
follows about the po