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IN DEFENCE OF THE FREE

MOVEMENT OF LABOUR

After EU enlargement, considerable migration can
surely be expected. The sheer size of migration in
itself, however, does not justify policy action. Small
numbers could exceed the optimum level, and
large numbers could fall below it. As long as the
optimum cannot be calculated, no recommenda-
tions for migration policy can be derived from the
estimated migration numbers.

In principle the migration of a portion of the
Eastern European population is a good thing for
Western Europe and for the EU candidates of
Eastern Europe. Insofar as migration is motivated
by wage differences between the countries, free
migration choices lead to welfare gains in all coun-
tries. The sending country gains because the wage
increases of the immigrants surpass the migration
costs, and the target country gains because the
immigrants’ wages are below the value added that
they create. A westward migration from the trans-
formation countries, especially one that is self-cor-
recting in the course of subsequent economic
progress, is the hallmark of a reasonable transfor-
mation strategy. It would have been good if this
principle had been followed in the process of
German reunification. Econometric estimates are
not required to reach this conclusion.

Two problems must not be overlooked, however. It
is possible, firstly, that migration will encounter an
encrusted labour market with rigid wages, and that
domestic workers will be forced into unemploy-
ment as a result. Secondly, it cannot be ruled out
that some migration will be motivated not only by
wage differences but also by differences in the
social systems. Both problems jeopardise the joint
migration gains and should induce policy-makers
to take action.

The distortion of migration by the social system is
particularly problematic. The generosity of the
redistributing state induces excess migration and
threatens to erode the western European welfare
states, since these states could engage in competi-
tion to reduce social benefits to discourage pover-
ty migration. Numerous experts have pointed out

this danger, including the Advisory Council to the
Germany Ministry of Finance.

Reacting to the insistence of the German govern-
ment, the European Commission has proposed a
five-year transition period during which migration
quotas will be put into effect. This is a defensible
but problematic solution since it lessens pressure
on enacting domestic reforms. It would be better to
create conditions in Western Europe that would
allow Eastern Europeans to enjoy the free move-
ment of labour immediately upon joining the EU.

In Germany this would require a reform of the
labour market, including opt-out clauses for sector-
wide pay agreements, a loosening of the wide-
reaching dismissal protection laws, and especially a
social welfare system, based on American and
French models, that rewards initiative. Only by
lowering wages in this way can jobs be created for
the immigrants in the primary labour market with-
out causing social hardship.

In addition, there should be a waiting period
before immigrants have access to all tax-financed
social benefits of Western European countries in
order to correct the imbalance between what an
immigrant receives from the state and what he con-
tributes and to eliminate artificial migration incen-
tives. Both the Ifo Institute and the Advisory
Council to the Ministry of Finance have recom-
mended such a policy.

Selectively delayed integration into the social sys-
tems of the target countries that would immediate-
ly grant entitlement to contribution-based benefits
but would delay entitlement to certain tax-
financed social benefits such as housing subsidies
or supplemental social benefits is a major condi-
tion for the creation of a single European labour
market. Anchoring this in EU law would not con-
tradict the EU Association Agreements and would
pave the way to European integration without gov-
ernment regimentation.

Hans-Werner Sinn

Professor of Economics and Public Finance,

University of Munich

President, Ifo Institute
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Accession negotia-
tions have advanced
swiftly

CHALLENGES AND

PERSPECTIVES OF

EU ENLARGEMENT

GÜNTER VERHEUGEN*

The European Union (EU) is about to under-
take its greatest enlargement ever, preparing

to welcome up to ten, perhaps more, new Member
States during this decade. While enlargement is not
a new experience – the original six member Com-
munity has successively grown to a Union of fifteen
– the current enlargement process is unprecedented
in terms of its scope and diversity, as well as in its
political and strategic significance. Europeans have
decided to overcome their old divisions and create
a zone of lasting peace and prosperity. The vision of
a united Europe has finally become a reality.

During the 1990s the prospect of EU membership
was the driving force behind the enormous efforts
of candidate countries to push through often
painful reforms. Ready to emulate the European
model, our eastern European neighbours estab-
lished stable democracies and functioning market
economies. This, in turn, provided the basis for
rapid economic growth in most of the candidate
countries who are now the Union‘s second largest
trade partner after the United States.

However, the enlarged Union will not only extend
the zone of democracy and stability to the coun-
tries of the former communist bloc. With half a bil-
lion consumers – more than the populations of
Japan, Australia, Canada and the U.S. combined, it
will become the world’s largest single market. And
with the development of the European security
policy and matching defence capabilities the Union
will have the ability to react rapidly and effective-
ly whenever peace and stability are in danger at
the Union’s borders.

The enlargement agenda

At the Nice European Council in December 2000,

European heads of state overcame the last remain-

ing political obstacles to enlargement and stated

unequivocally that the best-prepared candidate

countries could complete accession negotiations

from late 2002. The Gothenburg European Council

in June 2001 concluded that the enlargement

process is irreversible and confirmed the objective

that the first new Member States should partici-

pate in the European Parliament elections of 2004.

Under the Swedish Presidency in the first half of

2001, accession negotiations advanced swiftly so

that all the objectives set out at Nice for the first

half of 2001 were met: More than two thirds of the

negotiating chapters were provisionally closed

with a number of candidate countries. And even

with some of the countries that started negotia-

tions only last year, all chapters were opened. The

fact that some candidates are actually catching up

in the negotiations is encouraging for all parties

concerned.

The EU on the other hand has been able to estab-

lish its negotiation positions on the four funda-

mental freedoms (free movement of persons, capi-

tal, services and goods) as well as on the chapters

dealing with environment, company law, external

relations, culture and social policies. This has

allowed for decisions to be taken on the politically

sensitive issue of transitional arrangements, in par-

ticular the flexible transition period for the intro-

duction of the free movement of persons (from two

to a maximum of seven years). However, transi-

tional any arrangements must remain limited in

time and scope and must not affect competition in

the single market; they enable the Union to strike

the right balance between the necessary solidity

and speed of the negotiation process (e.g. regard-

ing the time needed for certain candidate countries

to achieve EU environmental standards). Thus,

transitional measures provide the flexibility need-

ed by both the Union and the candidate countries

for a smooth enlargement process.
* Member of the European Commission responsible for En-
largement.

EU EASTERN ENLARGEMENT



It is therefore fair to say that the enlargement
process has gained significant momentum in the
first half of 2001. The candidate countries can final-
ly see ”light at the end of the tunnel“.

Information is the key

It is absolutely vital to maintain the momentum
gained so far and continue to build up support for
enlargement. The outcome of the Irish referendum
was a warning signal to both European govern-
ments and EU institutions that enlargement will
only be a success if its aims and long-term benefits
are understood by European citizens. At the same
time, it has become obvious that the balance of
interests within the Union may turn out to be the
most difficult part of the enlargement negotiations.
We need to realise that the Union’s negotiating
messages continue to have a direct impact on pub-
lic opinion in the candidate countries. Our mes-
sages can strengthen what has been achieved, but
they can also have the opposite effect, giving rise
to populist anti-European sentiment in the candi-
date countries with potentially disastrous results.
This is why I have repeatedly called for increased
efforts in the area of information and communica-
tion on enlargement. In any event, the Com-
mission’s Communications Strategy must be
accompanied by similar initiatives in the Member
States and candidate countries. Political flexibility
and perceptiveness for the challenges and opportu-
nities of enlargement have to be fostered on both
sides and I welcome any initiative towards this aim.

Future challenges and costs

In the second half of 2001, the Union is looking
forward to the candidate countries demonstrating
continued progress in implementing and enforcing
the acquis. Candidate countries will have to pay
particular attention to developing administrative
structures, to reforming judicial systems and the
civil service, as well as to the situation of minori-
ties.

As regards the costs of enlargement, it is evident
that candidate countries will continue to bear most
of the burden of preparations for EU membership
themselves, even after accession. EU support, how-
ever substantial it may be in individual cases,
remains but an incentive, a “top-up” contribution

to the bulk of the work which every country has do
deliver on its own account. Moreover, the financial
perspective until 2006 is clear in the form of
Agenda 2000, which was agreed at the Berlin
European Council.

Agenda 2000 practically doubled the amount of
assistance for the accession countries compared
with the 1999 budget: About EUR 3 billion are
now available each year. In addition to Phare,
which mainly co-finances “institution-building”
and investments to prepare the application of the
acquis, the ISPA and SAPARD programmes as
well as a special part of the Phare programme
(dedicated to “economic and social cohesion”),
effectively pre-empt the estimated future contribu-
tions of Community structural policy in the candi-
date countries. By 2006, we expect that candidate
countries will have been progressively integrated
into the Community structural policy.

However, it is important to put these contributions
into context. On the one hand, EUR 900 million
per year for Poland is the biggest individual sum a
non-member country has ever received from the
EU. On the other hand, EU support for candidate
countries amounts to some 0.3% of the Union's
GDP.

European reform 

As the Commission has pointed out on many occa-
sions, the financial agenda after 2006 is not a mat-
ter for the ongoing enlargement negotiations. What
happens after 2006 will be decided consensually at
the right time, though the main factors of the equa-
tion are already evident. Clearly, much will depend
on the reforms the Union is ready to undertake in
the so-called post-Nice reform process, in particu-
lar in its two most “expensive” policy areas, the
common agricultural policy and the structural pol-
icy. Moreover, the economic geography of Europe
will add to the overall challenge: most of the can-
didate countries are much poorer than the current
Member States and statistical effects will make
some regions suddenly appear richer even though
their economic situation remains basically
unchanged.

But while the mathematics of Europe may change,
European governments must ensure that two fun-
damental and inseparable principles of European
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integration are upheld in the enlargement process:
subsidiarity and solidarity. European reform
depends crucially on our ability to strike the right
balance between these two guiding principles. I am
confident the candidate countries will adopt this
principle and play a constructive part in the debate
on the EU‘s future financial provisions.

Finally, we must spread the message that every
Euro invested in the candidate countries is an
investment into our own future and that of our
children and grandchildren. The economic fore-
casts for the enlargement region are very
favourable and development will continue as
enlargement proceeds. Step by step, the Union will
become strong enough to offer all its members
security, high social standards and a quality of envi-
ronment worth living in. The Commission is fully
prepared for the work in hand and I am personally
determined to see the first new members joining
the European family within my current term of
office.



EXCHANGE RATE REGIMES

AND ECONOMIC INTEGRATION:
THE CASE OF THE ACCESSION

COUNTRIES

JÜRGEN KRÖGER

DENIS REDONNET*

Introduction: How EMU was achieved

For the EU, the integration of the candidate
countries into the Union will be the most

important challenge for the foreseeable future. It
will have a major impact on the Union's institu-
tions and policies. It will also have implications for
the continued process of economic integration –
including euro-area membership.

It should be recalled that the creation of EMU fol-
lowed a long period of economic integration. Trade
integration has intensified progressively since the
earliest years, fostering greater competition and
efficiency in the Member State economies. From
moderate beginnings as a customs union of six
Member States, the EU has graduated to a unified
internal market for most goods and services com-
prising 15 Member States and a population of
more than 350 million.

The process of monetary integration, an objective
of the Community from at least December 1969,
has been less smooth. Serious setbacks were expe-
rienced along the way to the launch of the euro. In
the 1970s, asymmetric policy responses to the oil
price shocks undermined European efforts to
maintain stable exchange rates following the
breakdown of the Bretton-Woods framework. In
the 1980s, capital-market liberalisation within the
Union exposed the Member States to the now

well-known "inconsistent trinity" of fixed-but-
adjustable exchange rates, independent monetary
policy and liberalised capital movements. As finan-
cial-market discipline on economic policymaking
gained in importance, the failure to correct policy
inconsistencies within and among the Member
States culminated in the ERM crises of 1992/93. In
spite of – and in many ways because of – this neg-
ative experience, the process of European mone-
tary integration scheduled in Maastricht in 1991,
continued and was completed with the introduc-
tion of the euro on the 1 January 1999.

All in all, EMU and the euro reflect 40 years of
economic and monetary integration. The degree of
integration already achieved made it possible for
policymakers to focus primarily on the fulfilment
of nominal – rather than real – convergence crite-
ria as necessary conditions for participation in a
monetary union.

The experience of EMU should be a guide to man-
aging the integration process of the accession
countries. Thus the question arises whether inte-
gration into the Union – and particularly the euro
area – can be compressed without resulting in
severe economic difficulties jeopardising the bene-
fits of integration. Anyway, it is generally agreed
that each country must follow its own path towards
full integration. This path will be determined by
historical experiences and current achievements.

Accession countries: What kind of exchange rate
regime?

The debate of the appropriate exchange rate
regime for developing countries appears to be
never-ending.1 Recently, the advocates of corner
solutions – either completely flexible exchange
rates or the “euroisation from the Atlantic to the
Urals”2 – appeared to have gained some accep-
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countries

* Directorate General for Economic and Financial Affairs of the
EU Commission. The views expressed in this article do not neces-
sarily correspond to those of the Commission.

1 In fact, there is a vast body of literature, the presentation of which
is beyond the scope of this paper. On this issue see for instance
Frankel (1999), Edwards and Savastano (1999).
2 Gros (2000). Of course, this should also comprise currency boards
or genuine EMU-membership.
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The exchange rate is
an important macro-
economic variable
and policy instrument

tance. But at the same time, others argue that each
country should consider its specificities when it
chooses its exchange rate system, taking into
account its size, state of development, initial condi-
tions of integration and the choices it has made as
regards internal and external liberalisation of cap-
ital movements. It appears difficult to reconcile
both views.

The exchange rate is an important macro-econom-
ic variable and policy instrument. Apart from the
two important prices for production factors, i.e. the
(real) interest rate as the price of capital and the
(real) wage level as the price of labour, the
exchange rate reflects the relative productivity
(profitability) between economies. Obviously, the
more diverse the adjustment paths of different
economies are and the more closely their (trad-
able) products compete with each other, the
greater the need for price flexibility. It appears
that, as long as accession countries’ characteristics
are very different from those prevailing in the EU
and given that integration into the single market is
proceeding rapidly, there is an a priori case for
flexibility in all of the three policy instruments
(prices) in order to let markets do their work.

In the case of liberalised capital movements, the
choice of the exchange-rate regime predetermines
whether there is a degree of freedom for other
policies, in particular monetary policy. Credibly fix-
ing the exchange rate removes the freedom to con-
duct independent monetary policy as the level of
interest rates is determined by external needs, i.e.,
it is determined as well. Therefore, much more of
the burden of adjustment is put on the remaining
“price”, the level of wages. In addition, other poli-
cy instruments may be considered for dealing with
possible adjustment needs. But fiscal and structur-
al policies usually have different objectives, in par-
ticular, in catching-up countries. Using them, may
give rise to a sub-optimal policy assignment.

Exchange rate and interest rate developments are
determinants of the stance of monetary policy.
Should there be a need for tighter monetary condi-
tions, – e.g. due to overheating or strong capital
inflows – then the real exchange rate should be
above equilibrium, while the real interest rate
should be relatively high. However, if a country
with fixed exchange rates were to require tight
monetary conditions, this could only be achieved
by a real appreciation induced by higher inflation

or by deflation, which would raise the real interest
rate. Obviously, the former would imply a more
expansionary interest-rate impact as the real inter-
est rate would decline in view of accelerating infla-
tion while the latter would improve cost competi-
tiveness. The dynamics of such distorted monetary
conditions could have long lasting structural impli-
cations (see below). As the financial markets of the
accession countries are still at an early stage of
development, the importance of inappropriate
monetary conditions during the integration
process might be underestimated for the time
being.

Monetary implications of the Balassa-Samuelson
effect

We assume that a candidate country has credibly
fixed its exchange rate vis-à-vis the euro. The coun-
try concerned is in a situation where productivity
growth in the exposed sector is high, while wage
pressures lead to high inflation in the sheltered ser-
vices sector. Therefore, relatively high inflation, i.e.
rates above those in the euro area should not affect
competitiveness (Balassa-Samuelson (BS) effect).3

However, the real short-term interest rate would
be low as the country would be importing the rela-
tively low level of short-term nominal interest
rates of the euro area, so monetary conditions as
for instance measured by a monetary conditions
index (MCI)4 would be too expansionary. Without
any compensating measures, the MCI would only
become neutral if the currency were to appreciate
to above its equilibrium level. If, for example, the
BS-effect implies an inflation rate exceeding that
of the area to which the exchange rate is fixed by
2 percentage points and the ratio of weights in the
MCI between the real interest rate and the real
effective exchange rate is 1:3, then the real effec-
tive exchange rate has to appreciate by 6% for the
MCI to return to a neutral level. If the adjustment
period were three years, then the inflation rate
would be 4% above the euro area (see Box 1).

3 See Balassa (1964), Samuelson (1964). Recently empirical evi-
dence has been presented indicating significant inflation differen-
tials vis-à-vis the euro area, e.g. Sinn and Reutter (2001), Björnstén
(2000), Pelkmans, Gross and Nuñes Ferrer (2000). Some authors
have interpreted these results as indicating inconsistency between
the Maastricht criteria and catching-up (e.g. Szapéry 2000).
4 The MCI is a weighted average of the real short-term interest rate
and the real effective exchange rate. It is used here as an illustra-
tion of the stance of monetary policy, but not as an intermediate
target for monetary policy.



During the adjustment, the MCI would of course

become even more distorted as the level of real

interest rates is further reduced. Therefore, while

monetary conditions would be characterised in the

long term by too expansionary interest rates and too

tight exchange rate components during the adjust-

ment period after the credible fix, monetary condi-

tions would necessarily become too accommodative.

Even if a neutral stance of monetary conditions were

to be achieved quickly, the long-run implications of

expansionary interest rates and low competitiveness

in terms of external sustainability are unclear.

Real catching-up in an integrated financial market

The BS-effect reflects a steady, medium-term

adjustment path. In contrast, real catching-up could

be a very dynamic process. This is especially true for

an economy that successfully integrates with a high-

income economy. Real catching-up begins with cre-

ating the conditions for a high expected real rate of

return for fixed investment. This attracts foreign
direct investment, probably exceeding the absorp-
tion capacity of the country’s potential. Domestic
demand will be stimulated by high income expecta-
tions. Thus the private sector savings ratio might be
low. Fiscal policy, if it wants to support the catching-
up process, should provide adequate infrastructure
investment and may accelerate structural reform in
order to shift labour from unproductive jobs to new
ones. In this scenario, demand will outstrip supply
and the currency would have to appreciate in real
terms. If the exchange rate were fixed, this would
happen through higher inflation. Higher inflation
would set in motion a wage-price spiral and the
country’s competitiveness would be eroded, with
real appreciation overshooting the real equilibrium
exchange rate.

In this initial phase of catching-up, there is nothing
wrong with an appreciation of the exchange rate.5
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5 See e.g. Krajnyák and Zettelmeyer (1998) and Halpern and
Wyplosz (1997).
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Successful real
catching up adds to
upward pressure on
the real exchange
rate

It would stabilise domestic demand relative to sup-
ply through a current account deficit. As an aside,
it would render imported (investment) goods
cheaper. It is also a normal compensation for the
estimated initial under-valuation at the beginning
of the transition and the set-up of the pegs that
have been used to achieve the initial “gross” disin-
flation at the beginning of the 1990s.

A successful catching-up process is in principle
facilitated by the liberalisation of financial mar-
kets. Financing productive investment is not con-
strained, and private households could consume
ahead of higher income thus inter-temporally opti-
mising consumption. However, the combination of
free capital movements and a credibly fixed
exchange rate will almost inevitably expose the
integrating country to asset market bubbles. There
is no reason to think that the candidate countries
will be immune to the pitfalls experienced in the
context of the Nordic banking crisis of the 1990s.

While the expected real rate of return will be high at
the initial stage of catching-up, high inflation, the
perceived absence of an exchange-rate risk, and low
nominal interest rates will imply that many (too
many) investment projects will be considered prof-
itable. Investment will spill over to sectors which are
prone to bubble dynamics such as equity markets
and the real estate sector, notwithstanding improve-
ments in the supervisory framework for the financial
sector. The implied mis-selection of investment pro-
jects according to a risk-return evaluation, which
does not include the impact of the real exchange rate
appreciation on the real rate of return, will further
accelerate overheating, fuelling inflation and real
appreciation further. With hindsight, investments
would prove less profitable than expected at the
time they were planned. As the exchange rate cannot
depreciate in nominal terms, subsequent deflation
would further contribute to an actual rate of return
which is below the previously expected one.

Therefore, the dynamics of successful catching-up
would add to pressure on the real exchange rate
and thus distort the MCI even more. In addition, a
wage-price spiral might then imply an overshoot-
ing of the real exchange rate. E.g., a loss of com-
petitiveness relative to the equilibrium exchange
rate of 20% has been witnessed in previous cases,
i.e. in Portugal and Spain. Both countries were
forced to devalue by such magnitudes in the early
1990s (see Box 2).

There appear to be limited options to counteract
such detrimental developments. One option would
be to adhere to capital controls. This, however,
would postpone the catching-up process as capital
shortages would emerge. Indeed, domestic savings
would remain low and the public sector would not
be in a position to run large surpluses. Moreover,
liberalised capital markets are a sine qua non of
full participation in the single market and are part
of the “acquis communautaire”.

Another option would be to use fiscal policy to
absorb excess demand. However, given the poten-
tial for excess demand, the magnitude of fiscal
retrenchment would be huge and would undoubt-
edly interfere with the genuine task of providing
public goods to society. Moreover, as fiscal policy
would no longer be able to accompany the private
sector-led catching-up process, it would retard it.
The experience of the Member States actually
shows that fiscal retrenchment tends to increase
the volatility of capital spending – and thereby its
effectiveness – unless it forms part of a credible
medium-term fiscal framework (cf. UK code on fis-
cal stability). It would then have similar effects as
capital controls as it would make the country a less
attractive place to invest. For these reasons, it
appears that a sequenced approach to integration
is the most preferable one.

A sequenced approach to integration

The envisaged enlargement of the EU will bring
small open economies into the Union that are in a
process of catching-up with the EU. While deci-
sions about the separate stages of accession (acces-
sion to the EU, ERM-2 membership/integration,
entry into Stage III) have still to be made, the
process of transition is already going on. Thus, the
subsequent remarks refer mainly to the transition
process or economic integration without prejudic-
ing/commenting on the accession stages. The first
phase of integration should be to concentrate on
establishing an economy firmly based on market
principles. This phase will be characterised by poli-
cies to ensure macroeconomic stabilisation and
structural transformation. In this context, institu-
tional reform is essential and should include wide
ranging privatisation programmes and the estab-
lishment of legal certainty, i.e. contract rights.
Labour market reform should focus primarily on
improving investment in human capital so as to



provide for growth in labour productivity.
Budgetary reform should involve a scaling down of
intervention in the economy, while establishing an
efficient tax and social security system. Financial
reforms should be aimed at creating an efficient
banking sector to ensure an effective intermedia-
tion of savings and a smooth transmission of mon-
etary policy.

In this initial phase, the exchange rate is a fairly
unimportant factor in the overall policy regime.
This is because of a low degree of international
integration, as regards both trade and financial

flows. During this phase, most countries tend to
adopt administered exchange-rate regimes, ranging
from currency boards to fixed pegs.

Most of the accession countries have made consid-
erable progress in creating a market-based econo-
my.6 These countries could already be said to be in
a second phase of integration. In this phase, struc-
tural reform remains high on the agenda but is of a
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6 According to the EU Regular Reports of the year 2000, all except
Bulgaria and Romania, have already succeeded in introducing a
functioning market economy.
(see http://europa.eu.int/comm/_II_co/index.html).
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Managing a flexible
exchange rate 
during ERM 2 and
postponing adoption
of the euro

more advanced nature. For example, this phase is
characterised by reform of the agricultural sector,
the dismantling of conglomerates in heavy indus-
try, the fostering of SMEs and the development of
service industries. The objective of these reforms is
to prepare the economy to cope with the competi-
tive environment of the EU's single market.
Financial reform will also be important in this
phase, so as to prepare the domestic financial sec-
tor for the challenges posed by the liberalisation of
capital movements. Indeed, it is not surprising that
the accession countries that have made most
progress in financial sector reform have the highest
per capita investment ratio.

In the third phase of integration, the accession coun-
tries would be with a derogation for stage III of
EMU and perhaps with other transitional arrange-
ments with respect to some elements of the “acquis
communautaire”. Economic policy would remain
supply-side oriented but the authorities might be
considering the need for an exit strategy from admin-
istered exchange rates. Why? Because it is in this
phase that difficulties will emerge in conducting poli-
cies that are aimed simultaneously at nominal and
real convergence, and that have to be used respecting
that exchange rate policy is a matter of common con-
cern. Given that the accession countries will be catch-
ing up – hopefully at a rapid speed – it may not be
possible to target price stability, sound public
finances and exchange rate stability at the same time.

In sum, we are again confronted with the inconsis-
tent trinity of liberalised capital movements, sover-
eign monetary policies and fixed exchange rates.
Given the need for catching up in the accession
countries, this inconsistency would seem to be
resolved most effectively by surrendering the fixed
exchange rate. ERM 2 could provide the frame-
work for managing a flexible exchange rate, allow-
ing for successful catching-up while maintaining a
clear orientation toward nominal convergence –
and the ultimate adoption of the euro.

A further trade-off may exist between successful
catching-up and achieving the budgetary discipline
implied by the Maastricht criteria. Catching up can
be sustained only if there is an adequate public
infrastructure. Provision of this infrastructure may
require high rates of public investment. As the rate
of return on this public investment would be high,
deficit financing would seem justified. In these cir-
cumstances, a budget deficit above 3% and certain-

ly above the "close to balance" rule of the Stability
and Growth Pact might be optimal.

All of this means that adoption of the euro would
need to be postponed for some time after EU acces-
sion and ERM-II participation. But this is not nec-
essarily a bad thing for the new Member States. The
priority for economic policy in the accession coun-
tries must be to build upon their continued trans-
formation to a market-based economy so as to stim-
ulate a successful catching-up process. As described
above, there is only a limited chance to fulfil the cri-
teria for the changeover to the euro (Stage III)
which have been developed for economies in a
more advanced stage of development and integra-
tion. In the interim, the accession countries would
be expected to conduct their exchange rate policies
as a matter of common concern and – if appropriate
– to participate in ERM 2.

The institutional dimension: steps towards the
euro area

The choice of exchange-rate regime is primarily an
issue for the candidate countries themselves.
However, in the recent past it has also been a topic
of discussion inside the EU.7 Candidate countries
are in a specific situation because the debate over
exchange-rate regime choice is also a debate of the
prospects for adoption of the euro. By definition,
the enlargement of the Union also implies, at some
stage, a widening of the euro area. So the adoption
of the euro provides a “terminal point of the tra-
jectory” of the exchange rate strategies of the can-
didate countries.

Unambiguously, the EU Treaty provides for a clear
and unique institutional path towards the adoption
of the single currency for the candidate countries.
Upon accession, the new Member States will enter
the EU and participate in EMU with the status of
Member States with a derogation from adopting
the euro. New Member States will have to treat
their exchange rate policies as a matter of common
concern and are expected to join ERM-II at some
point after accession. Then, for the adoption of the
euro, the Treaty requires that new Member States
reach a high degree of sustainable nominal conver-

7 In November 2000 the ECOFIN Council issued a statement say-
ing that the EU does not impose any requirements on monetary
policy prior to accession. After accession, however, exchange rate
policy will be a matter of common concern.



gence. This is the equal treatment principle, and it
will be applied in full to the candidate countries.
This path excludes the possibilities of either a reg-
ular adoption of the euro immediately upon acces-
sion, or the adoption of the euro before accession,
sometimes referred to as “euroisation”.

How does this relate to economic policy choices?
The key message here is that even in the countries
most advanced in transition, the reform agenda
relating to accession must have priority over policy
moves inspired by full EMU participation (Stage
III). Compliance with the Copenhagen criteria
takes precedence over compliance with nominal
convergence criteria, and therefore EMU partici-
pation, for at least two reasons. First, greater
progress towards real and structural convergence
should take place ahead of nominal convergence,
even though the two can be mutually supportive.

Second, only countries that are functioning market
economies capable of coping with competitive
pressures can be assessed for nominal conver-
gence; that is, the Maastricht criteria must be
applied to “comparable economies”.

At some stage after accession, candidate countries
are expected to formally participate in ERM 2.
ERM 2 is flexible enough to encompass different
regimes, provided that the countries’ commitments
and objectives are credible and in line with those
of the mechanism. The only clear incompatibilities
with ERM 2 that can already be identified at this
stage are fully floating exchange rates, crawling
pegs and pegs to anchors other than the euro.

In principle, the option of maintaining a euro-based
currency board until the adoption of the euro is avail-
able on a case-by-case basis, as an additional unilater-
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al commitment to a greater degree of fixity against
the euro within an ERM 2 participation. However,
when a country with a currency board wants to join
ERM 2, the request would have to be examined in the
context of the common procedure set out in the
ERM 2 Resolution, and the central parity/conversion
rate would have to be agreed multilaterally. This
implies that some of the countries that prove able to
successfully operate a currency board vis-à-vis the
euro would not necessarily have to go through a “dou-
ble regime change” (moving away to some flexibility
before going back again to a harder peg and subse-
quently the irrevocable locking of the exchange rate).

Increased exchange-rate fixity in the run-up to
accession need not be, however, the preferred solu-
tion, or more the exception than the norm. For
example, with the flotation of the zloty before a
future participation in ERM 2, Poland clearly
opted for an approach which is consistent with the
acquis and which may accommodate capital
inflows more easily, provided that exchange rate
policy is adequately supported by fiscal policy.
Recently, Hungary also widened its exchange rate
band in order to allow for greater flexibility in the
exchange rates.

Generally speaking, in the run-up to accession and
participation in ERM 2, the candidate countries will
have to reconcile their ambitions for exchange rate
stability and inflation reduction. In this respect, many
candidate countries have already indicated, in the
context of the accession negotiations, that they intend
to join the mechanism only if they can sustain a peri-
od of participation without realignments so as to
qualify for the adoption of the euro within a minimum
period of two years.Whilst it is impossible at this stage
to assess whether such expectations are credible (and
these assessments will vary on a case-by-case basis),
some of the difficulties observed with the disinflation
process to low levels should inject caution in the can-
didate countries’ more ambitious exchange rate
strategies. In this area, the occurrence of inflation
rates exceeding those of the euro area is exactly what
economists would expect in a catching-up economy
(Balassa-Samuelson). The more ambitious timetables
would pre-suppose that inflation in the countries con-
cerned be very close to the level consistent with
avoiding significant downward deviations from the
chosen ERM 2 central parity upon entry.

Looking ahead, this is particularly important, in
view of the precedents for assessing the degree of

exchange rate stability against the euro, for the ful-
filment of the conditions for the adoption of the sin-
gle currency. Following the principle of equal treat-
ment, exchange rate stability for future Member
States will be judged against significant variations
from the narrow bands around the central parity,
and not against the wide standard bands.

Conclusions

Exchange rate policy or “regime choice” in transi-
tion and in the run-up to EMU is a difficult exer-
cise. It has to take into account several factors of
which five are the most important: (1) minimising
the cost of disinflation, (2) facilitating economic
growth and real convergence, (3) assisting adjust-
ment to real shocks and maintaining external bal-
ance, (4) containing exposure to reversible capital
flows while (5) preparing for entry into ERM 2
and, in due course, for the full adoption of the euro.
Because of the diversity of factors and potential
trade-offs, there is clearly a case for heterogeneity
of monetary and exchange-rate regimes between
now and accession, and possibly beyond, within the
framework of ERM 2. In a sense, the EU’s
approach to the enlargement process and to the
process of adopting the euro have much in com-
mon: they are both progressive and as much as pos-
sible realistic, with clearly-defined stages on the
road towards an irrevocable goal.
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EASTERN ENLARGEMENT:
TRADE AND INDUSTRIAL

LOCATION IN EUROPE

MIKA WIDGRÉN*

Eastern enlargement of the EU is not an event.
It is a process that started more than ten years

ago. Trade and FDI between the incumbent coun-
tries and the CEECs are relatively free and, there-
fore, the current development is likely to give a
rather accurate picture of what will happen after
the applicant countries have entered. The entry
may, however, create an additional impact but in
the same direction.1

Much of the public debate on the EU’s eastern
enlargement is concerned with fears of industrial
delocation. From the point of view of an incumbent
country located far from the core of Europe, like
Finland, this involves fears of the shift of manufac-
turing activities from that particular country either
to Central Europe where the gravity of the enlarge-
ment and expansion of the Internal Market is or to
the new accession countries with lower labour costs.
Another fear often expressed by rich nations con-
cerns industrial delocation from rich countries to
low-wage nations. From the point of view of the
applicant or outsider countries, the concern is delo-
cation from non-EU countries to incumbent coun-
tries. All these aspects are relevant when thinking
about the eastern enlargement of the EU, but in the
following I shall concentrate on the first question.

A simple analysis of trade and FDI reveals that
eastern enlargement and European integration in
general takes place in three somewhat distinct
regions. The Central Dimension, dominated by the
German presence, is by far the region with the

biggest action. The applicants of this region consist
of the Central European countries Poland, Czech
Republic, Slovakia, Hungary and Slovenia which
have the nearest location and the closest ties to the
EU core. Their accession strengthens the core of
Europe possibly at the expense of peripheral areas
as bigger market size in the centre absorbs econom-
ic activity. Second there is the so-called Northern
Dimension consisting of countries in the Baltic Sea
region. Usually the countries that are counted as
parts of the Northern Dimension are the Nordic
countries, the northern part of Germany and
Poland, the Baltic countries and parts of Russia that
either share the coastline of the Baltic Sea or have a
common border with Finland, Norway or the Baltic
nations. Third, Romania and Bulgaria form a group
of South Eastern countries, more distantly located
and having the weakest trade-FDI link with the EU.
These groups differ significantly in their economic
size, and location clearly favours the group of
Central European applicant countries. In the near
future, this might have, and it already has, substan-
tial effects on location. From the viewpoint of
peripheral nations in Europe this may also be bad
news since concentration to the core may shift eco-
nomic activity from the North closer to the markets
of Central Europe.

The Northern Dimension also serves as an exam-
ple where all three above-mentioned fears have
grounds to materialize. There are low-wage coun-
tries that are very close to richer nations having
higher labour costs. A hydrofoil trip from Helsinki
to Tallinn takes only 90 minutes. The Northern
Dimension is itself like a periphery, especially if we
exclude Germany and Poland, and Russia will not
become a member of the EU in the foreseeable
future. To illustrate the economic importance of
the area to Finland we can, for instance, use inten-
sity to trade indices, i.e. the ratio of a country’s
share in Finland’s exports to the enlarged EU to
the country’s share of the enlarged EU’s GDP. The
figures for Finland’s exports are 88.2 to Estonia,
17.0 to Latvia, 6.1 to Lithuania and 1.5 to Poland.2
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2 The figures are for 1998 and they are from a recent study Alho et
al. (2001).

* Mika Widgrén is Professor of International Economics at Turku
School of Economics and Business Administration in Turku,
Finland.
1 For this argument see Baldwin et al. (1997).
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Baltic states are the three countries with whom
Finland trades most intensively in Europe – com-
pared to the tiny size of the Estonian economy it is
amazing that it is the seventh biggest export part-
ner of Finland. For comparison, the highest intensi-
ty indices among the incumbent countries are
5.5 for Sweden, 2.2 for Denmark and 1.6 for the
Netherlands. Among the applicant countries, the
relative importance of Hungary, Czech Republic
and Slovakia in Finland’s exports exceeds one, the
division line where trade share and import coun-
try’s GDP share are equal.

Since opening up to trade with the Western
European countries, applicant countries’ trade
structure has changed significantly. Hungary and
the Czech Republic, the countries with the
strongest industrial heritage, experienced the most
rapid change but more recently the development in
Poland and the Baltic states has followed the same
pattern. On average, the relative importance of the
EU as a trading partner is approximately at the
same level in the applicant and the incumbent EU
countries. As the figures for Finland demonstrate,
geographical patterns of trade differ substantially.

Still, the major part of the trade between the appli-
cant countries and the EU is based on comparative
advantage and hence on country differences.
However, one of the key elements in recent structur-
al change has been a surprisingly rapid increase in
intra-industry trade (IIT), i.e. exports and imports of
similar products. Intra-industry trade is usually
observed in trade between countries that are relative-
ly similar in terms of their income levels, size and eco-
nomic structure and having close geographical loca-
tion. Contrary to this usual picture, IIT between the
applicant countries and the EU stems from re-organ-
isation and fragmentation of the production process
where, for example, labour intensive parts of the
process have been shifted to countries having cheap-
er labour. This kind of trade is sometimes referred to
as intra-product trade (IPT).3 Typically this also
means that the unit-values of exported and imported
goods differ significantly from each other and often
IPT consists of transactions within one single firm. To
a large extent, intra-firm trade also contributes to the
recent increase in world trade in general.

The Table shows the shares of intra-industry trade of
applicant countries’ total trade and in their EU

trade. When intra-firm trade is a consequence of re-
organisation of production processes, it usually
means that this has substantial implications on for-
eign investment flows and, thus, firm location. The
third column of the table presents inward foreign
direct investment flows to the applicant countries as
percentages of GDP. Both figures are using 1998
data. Intra-industry trade figures are computed
using Harmonised System (HS) 4-digit classification.

The relative shares of IIT in applicant countries’
trade are not generally very high: between 25 and
45 per cent. In intra-EU trade, typical shares are as
high as 70 per cent but Finland and other more
peripheral EU nations have much lower figures:
about 40 per cent in the case of Finland. The high-
est shares among the applicant countries have thus
reached the level of the respective numbers in EU
countries with the lowest shares of IIT in their EU
trade. A somewhat special feature in the applicant
countries’ IIT with the EU countries is its intra-
product nature but it is worth noting that IIT
shares are the highest in countries where the
process of catching-up has been successful. Hence,
trade structures of the incumbent countries and
the applicant nations are becoming more similar.

FDI figures relative to GDP are very high in
almost all CEECs. Part of this can be explained by
the low level of GDP but still CEECs receive sub-
stantial amounts of FDI. This development has
taken place especially during the latter half of the
decade and can be partially explained by the new
Pan-European Accumulation Agreement which
strengthens EU based firms’ incentives to locate
production units of the same supply chain in dif-
ferent CEECs or to outsource to other CEECs
(see e.g. Kaminski 2001).

At first sight, the figures in the Table do not reveal
any significant link between IIT and FDI. The
Czech Republic and Hungary, countries that belong
to the richest applicant countries’ receive about the
same amount of FDI proportionate to their GDP as
Bulgaria and Romania, the poorest applicant
nations. The Baltic countries receive substantial
amounts of FDI relative to their GDP although
their trade is relatively more based on inter-industry
trade than is the case for Central European appli-
cant countries. The Table seems to suggest that
income levels that are closer to the EU average
indicate higher intensity of intra-industry trade,
which is consistent with what one should expect.3 See e.g. Kaminski (2001).



Another significant feature is that intra-industry
trade tends to be more intense in trade between
two countries that are located close to each other.
This is consistent with the normal gravity model of
international trade flows. A closer look at the data
shows that this is also the same for FDI flows.
Despite the fact that Germany has a dominant role
in both IIT and as an investor in the applicant
countries4, proximity and IIT go hand in hand in
Europe confirming the link between IIT and FDI.

Figures 1 and 2 show how CEECs’ openness to
trade with incumbent EU countries and FDI flows
from EU countries to CEECs are interrelated.
Openness is measured by exports from the EU to
the applicant countries relative to CEE-countries’
GDP (Fig. 1) and by exports from CEECs to the
EU15 relative to CEE-countries GDP (Fig. 2).
With some exceptions, both figures demonstrate
that trade and FDI seem to be complements.
Among the CEECs, those who trade more inten-
sively with the EU than average seem to receive
more FDI than average as well.
Note that FDI seems to fluctu-
ate more above and below the
average, which is normalised to
one, than exports or imports.
The Czech Republic receives
1.6 times and Hungary twice as
much FDI relative to their
GDP as an average CEEC. It is
somewhat surprising that the
FDI bar of the Baltic nations
lies below the average. There
are, however, substantial differ-
ences among the Baltics.

Estonia receives more FDI relative to her GDP
than average whereas Latvia and Lithuania receive
less. This corresponds to the result that among the
applicant countries those who have proceeded
faster with economic reforms receive more FDI
than those proceeding more slowly.

There are at least four potential sources that affect
firms’ location. First, concentration of demand
tends to explain concentration of production. The
bigger the markets the more industries tend to
locate close to them. Second, comparative advan-
tage has an important influence. Since comparative
advantage plays the main role in trade between the
incumbent countries and the applicant countries
within the Baltic Sea region this seems to be a
potentially important source of specialisation with-
in the area. Third, input-output linkages within
industries tend to have an impact as industries gen-
erate their own demand through them. Fourth, the
higher the non-tariff trade barriers, the more con-
centrated is production as firms find it advanta-
geous to locate production close to the EU core.

The eastern enlargement of the EU increases the
relative economic size of the core regions in
Europe. For peripheral areas like the Northern
Dimension this may be bad news as the bigger the
markets the more industries tend to locate close to
them. Indeed, in a recent study by Haaland et al.
(1999)5 it was pointed out that market size plays a
dominant role in industrial location. Moreover, the
higher the non-tariff trade barriers, the more firms
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Country Intra industry trade as Inward FDI
a share of countries’  flows relative to

EU trade, 1998 GDP in 1998,%

Czech Republic 56.6 4.5
Slovakia 37.0 2.5
Hungary 44.5 3.1
Poland 33.9 4.2
Slovenia 49.5 0.8
Estonia 34.8 11.0
Latvia 19.3 5.9
Lithuania 16.9 8.6
Bulgaria 24.1 3.3
Romania 23.0 5.4

Source: Alho et. al (2001). 

Figure 1

4 A recent empirical study that corfirms
this is Bevan & Estrin (2000). See also
Widgrén (2000) for similar argument.

5 See also Midelfart-Karvik et al. (2000). For discussion see also
Widgrén 2000, Baldwin 2000.
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will locate production close to the bigger markets.
As high non-tariff barriers can be interpreted as a
proxy for relatively loose trade integration in the
respective industry, one can expect that the most
substantial effects take place within such industries.

The nations in the Baltic Sea region are located in
a relatively large area and some parts of the area
are far from the centre of the EU. The first expla-
nation of industrial location works against the
Northern Dimension and the South East applicant
countries and in favour of Central Europe as pro-
duction shifts towards demand. Recent empirical
evidence finds that concentration of demand is the
most important explanatory variable of concentra-
tion in Europe.

On the other hand, comparative advantage may
work as a counter-force against concentration.
When trade barriers become low enough, the
agglomeration forces become weaker and then any
exogenous factor, like acountry’s comparative
advantage, starts to dominate location choices.6

From the point of view of the Northern Dimension
it thus seems that deeper overall integration may
be advantageous as comparative advantage of the
region as a whole is likely to be, at least broadly
speaking, rather different from the core of Europe.
Developing this further leads to more general con-
siderations of which industries are likely to cluster
in the Baltic Sea region. Both Finland’s and the
Baltic states’ trade with the EU is more of inter-
industry than intra-industry trade indicating differ-
ences in their comparative advantage from the cen-

tre. This suggests that economic
integration would strengthen
specialisation in industries
where they have a comparative
advantage.

The third aspect behind indus-
trial location is industries’
mutual links. In a recent simu-
lation study, Forslid et al. (1999)
find some evidence of an
inverse U-shaped relationship
between integration and con-
centration. Industrial produc-
tion is dispersed when trade
costs are either very high or low
while intermediate trade costs

indicate more concentration. An inverse U-shaped
relationship is due to dispersion forces that work
against the usual agglomeration forces that are due
to forward and backward linkages in industries. On
the one hand, upstream firms find it advantageous
to be located close to downstream firms as their
demand is there. On the other hand it may also be
advantageous for the downstream firms to be
located close to the upstream firms since they pro-
vide the downstream firms with inputs.

Applicant countries’ opening up to trade with the
EU countries and eastern enlargement in general
are changing the picture of input-output linkages
and hence location in Europe. Outsourcing of
industrial production from the incumbent EU
countries to the applicant countries is clear evi-
dence of that.7 Downstream and upstream firms
with strong ties tend to locate close to each other
but not necessarily in the same country. The more
of its own production an industry uses, the more
concentrated it should be. In the case of the
Northern Dimension – and Central and Eastern
Europe in general – relatively high degrees of IIT
between close neighbour countries suggest that
input-output linkages may occur on a cross-border
basis. Good examples are Finland and Estonia and
Germany and Poland. This may decrease country-
based concentration but increase area-based con-
centration. To continue this process requires that
trade is and remains free, which is likely to speed
up the integration process between the incumbent
countries and accession nations, because protec-
tionist pressures would harm both sides.

Figure 2

6 See Forslid & Wooton 1999, Forslid et al. 1999. 7 For analysis see Alho et al. (2001) or Kaminski (2001).



The Baltic Sea area can be seen as a natural trad-
ing area within the EU where countries have clos-
er economic ties with each other than they have
with other EU countries on average. This can be
confirmed by using IIT and FDI data as above.
Although the economic size of this area is small,
enlargement and positive development in the
Baltic Sea region make Finland and Sweden less
peripheral than as EU members today.

The trade-creating effect of FDI shows that out-
sourcing of production phases also has a comple-
mentary effect on the investor’s economy.
Consequently, the term transfer of production is
somewhat biased, it should be named re-organisa-
tion of production. This, in turn, creates better
opportunities to exploit economies of scale and is
also likely to speed up the process of catching up in
the accession countries and, therefore, will even
reduce the incentive to migrate.
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Current state of play

The fifth round of EU enlargement is well
under way. Accession negotiations with ten

countries from central and eastern Europe1 are
approaching the final stages for those countries
that are most advanced in the transition. They will
be ready to accede to the EU once they have ful-
filled the so called Copenhagen criteria, named
after the EU Copenhagen summit of 1993. These
criteria define the preconditions for EU member-
ship: (i) the stability of institutions guaranteeing
democracy, the rule of law, human rights and
respect for the protection of minorities, (ii) the
existence of a functioning market economy and
the capacity to cope with the market forces with-
in the Union and (iii), the ability to take on the
obligations of membership, including adherence
to the aims of political, economic and monetary
union.

Based on these criteria the European Commission
annually assesses the progress the accession coun-
tries make in meeting these conditions. In its latest
report it concludes (EC 2000) that Cyprus and
Malta already fulfill them, while most of the acces-
sion countries from central and eastern Europe
with the notable exception of Bulgaria and
Romania have made significant progress and may
soon be regarded market economies.

According to the current schedule, a first wave of

accession countries can be expected to enter the

EU around 2005. The new entrants will, at the time

of EU entry, also accede to Economic and

Monetary Union (EMU). This is so because phase

3 of EMU commenced on 1 January, 1999, and an

opt-out clause like the one granted to the UK and

Denmark will not be available. The new members

will join EMU with a derogation until they comply

with the Maastricht convergence criteria.

In the specific context of the accession countries of

central and eastern Europe, each of these criteria

poses specific challenges. The inflation criterion is

defined as an inflation rate of not more than 11/2%

over the three best performing EU countries dur-

ing the latest 12 months. For an assessment regard-

ing the new Member States the following questions

arise: What is the precise meaning of "three coun-

tries with the lowest inflation rate" in the context

of the Eurozone? What if it were the case that one

or more of the three countries were those which

currently remain outside the Eurozone (Denmark,

the UK and Sweden)? Would or should an "infla-

tion premium" resulting from fast real growth in

the catching-up process (due to the Balassa-

Samuelson effect) be accounted for in some way?

Currently there are no answers, just statements

noting that the Treaty has to be applied literally.

If the inflation criterion is satisfied and sustained

stability-oriented policies are secured, it should be

feasible to satisfy the interest rate criterion at the

same time. Recall that this criterion requires an

average nominal long-term interest rate that does

not exceed by more than 2% percentage points, at

most, the three best performing member states in

terms of price stability.

The challenge to satisfy the fiscal criteria in a sus-

tainable way should not be underestimated.

Substantial demands on the public budgets of the

new entrants are due to the completion of the tran-

sition and to additional outlays generated by EU

accession, e.g., in the agricultural sector, badly

* Oesterreichische Nationalbank. The views expressed are strict-
ly personal and may deviate from the views of the Oesterreichische
Nationalbank.
1 Bulgaria, the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia and Slovenia as well as
Cyprus and Malta (the “accession countries”). Since December
1999 Turkey has also been a candidate for EU accession.
Negotiations have not yet started because the conditions for their
commencement are not yet met.



needed infrastructure investment, investment in
education, etc.

Finally, the new entrants are expected to participate
at one stage in the Exchange Rate Mechanism 2
(ERM2) after joining the EU. In this context there
are the issues of timing and of pursuing an exchange
rate arrangement that satisfies the conditions to
enter ERM2.

Upon fulfillment of these criteria the new Member
States are committed to adopt the euro. The short-
est possible period from EU membership to the
adoption of the euro under Treaty provisions is two
years. Consequently, counted from today (2001),
the new Member States could replace their curren-
cies with the euro in some six years from now, i.e.,
around 2007/2008, at the very earliest. Judged from
the "real" (catching-up) angle, six years seem to be
quite a short period of time in view of the real eco-
nomic adjustments that are still necessary. Yet, as
seen from the angle of financial markets, six years
are a very long time that can be beset by vulnera-
bilities and risks.

The monetary dimension of the accession process

The formal path to the adoption of the euro fore-
sees three phases: First, in the current pre-EU
accession phase, a variety of exchange rate regimes
are feasible. This phase ends with EU and EMU
accession. Second, in the post-EU accession (inter-
mediate) phase, the new members are expected to
participate in ERM2, where the national currency
is pegged to the euro with a horizontal band. Entry
into ERM2 will (most likely) not coincide with EU
entry. Third, at the beginning of the final phase, the
euro will be adopted once the Maastricht criteria
will have been met.

Furthermore, the EU Treaty stipulates that capital
movements be liberalised before EU accession, as
liberalised capital flows constitute an integral part
of the EU Single market. Consequently, all appli-
cant countries (with the exception of Estonia) will
have to complete the liberalisation process in a rel-
atively short span of time and in an "orderly" way
unless they request and are granted a transitional
arrangement. So far, noone has done so.

Finally, the statutes of the national central banks
have to be adapted in a way that guarantees their

independence as is enshrined in the Maastricht
Treaty, and all provisions granting direct public
sector financing must be discontinued prior to EU
membership.

Some economic challenges that lie ahead

In the following I will sketch just three important
economic challenges which will have to be
addressed before the euro can be adopted.

Which exchange-rate arrangements in the 

transition to the euro?

Assessing the evolution of the exchange-rate
arrangements in the accession countries since the
opening-up, a clear trend to either fixed or flexible
options has taken place. At the same time this
movement has been asymmetric. More flexible
arrangements have become – relatively speaking –
more popular than fixed hard pegs. While Bulgaria
and Lithuania moved from flexible arrangements
to a currency board and Estonia (currency board)
and Slovenia (managed float) have maintained
their exchange-rate regimes throughout the transi-
tion period up to now, the other six accession coun-
tries from central and eastern Europe moved,
mostly gradually, to more flexible arrangements.
Yet, in reality, a high degree of flexibility might be
quite elusive. Especially smaller countries typically
show a "fear of floating". The majority of this type
of country manage the exchange rate quite heavily,
as is the case in Slovenia.

Regardless of the current exchange-rate arrange-
ment, the accession countries have already decided
that they want to replace their own currency with
the euro. Note that today the euro already consti-
tutes at least an indirect nominal anchor for all
accession countries with the exception of
Lithuania, which – at the time of writing – contin-
ues to tie its currency to the USD but plans to
switch its peg to the euro by 2002 and Latvia, which
still pegs the lat to the SDR. The dominance of the
euro as an anchor is not surprising given the coun-
tries’ close trade relationships with the Eurozone
and their political aspirations.

Accession countries that currently implement free
floating regimes, crawling pegs and conventional
pegs against currencies other than the euro, will, at
some point before the adoption of the euro, have
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to change their current arrangements. This means
that at least Latvia, Lithuania and Hungary (crawl-
ing peg, as of May 2001 with a broad band) will
sooner or later, in any case before entering ERM2,
have to have an intermediate regime switch. Which
avenue should they take?

Regarding the impending decision of whether to
move to a more or less flexible intermediate
arrangement, the following fundamental economic
point comes to mind: The issue of how and when to
adjust the exchange rate regime is closely related
to the speed of the catching-up process, the institu-
tional structure of the country concerned, its inter-
nal policy mix and the degree of price and wage
flexibility. A country that is confident it can equili-
brate the sizeable external as well as domestic
structural shocks and internal imbalances with
internal policy measures might opt for a fixed
arrangement, others might conclude that they still
need the exchange rate as an adjustment mecha-
nism and might opt for a more flexible one which
is, at the same time, compatible with ERM2.
Having this in mind, the Czech Republic and
Poland opted for a more flexible intermediate
exchange-rate arrangement while Estonia consid-
ers its economy to be flexible enough to retain the
currency board arrangement until the kroon is
replaced by the euro.

How to deal with real and nominal convergence?

In our context real convergence is defined as a rate
of economic growth that is high enough to allow a
convergence of the standard of living between the
new entrants and (the average of) the existing
ones. In the process price levels also converge.
Hence nominal and real convergence are interre-
lated. I will not deal with the equally important
convergence of economic structures nor with legal
and institutional convergence.

Given the vast differences in real per capita GDP
and plausible assumptions about sustainable
growth differentials, it is clear that the real catch-
ing-up process will take at least a generation.
Proposals to link the adoption of the euro to some
minimum per capita GDP benchmark thus amount
to the request of a sizeable postponement of its
adoption. It seems that more recently the discus-
sion has moved away from such regressive propo-
sitions. Nominal and real convergence are at least

dealt with on an equal footing as is, for example,
the position of the Eurosystem.

Real convergence requires faster productivity
growth than in the current EU. Considering that
productivity advances are higher in the tradable
sector of the economy than in the sheltered domes-
tic sector, "catching-up" countries will experience
higher inflation rates than countries growing less
swiftly. This is the so called Balassa-Samuelson
effect. Empirical evidence indicates that this effect
could be anywhere between 1 and 4% for fast
growing accession countries undergoing massive
structural change. Therefore, the (equilibrium) real
exchange rate will appreciate.

Under these conditions countries that pursue a
fixed rate strategy in the run-up to the introduction
of the euro might encounter difficulties fulfilling
the inflation convergence criterion. Thus, there
have been a number of suggestions to take these
effects into account when assessing the adherence
to the inflation criterion. One of them proposes to
compare the inflation rate of tradables. It appears,
however, that such proposals will not be accept-
able.

How to phase in the remaining capital account 

liberalisation?

In contrast to the widely differing exchange rate
arrangements, the accession countries have moved
swiftly and quite uniformly (despite remaining dif-
ferences) to liberalise capital account transactions.
As is discussed elsewhere (Hochreiter 2000) this is
in sharp contrast to the policies followed in west-
ern European countries after the second World
War, whose capital account liberalisation was not
completed until 1991.

There is a clear link between the state of develop-
ment of financial markets, the financial health and
competitiveness of the banking system and the
efficiency of supervisory authorities on the one
hand and the risks and vulnerabilities associated
with liberalisation on the other. It is no coincidence
that the informal ECOFIN of April 2001 in Malmö
singled out the currently still weak and underde-
veloped financial sector in most of the accession
countries as a serious concern and as a major
obstacle for adopting the euro. Thus, ridding finan-
cial intermediaries of bad debt and securing recap-



italisation, and strengthening their competitiveness
should take precedence over the final liberalisa-
tion steps. Moreover, their precise sequencing is
important in order to prevent capital inflow surges
and capital flights. In this context the Austrian
experience might give some guidance.

The Austrian experience – Is it relevant?

The last section discussed a number of challenges
the accession countries will have to meet: contin-
ued substantial structural adjustment, (hopefully)
rapid real growth connected with Balassa-
Samuelson effects, entering ERM2, and coping
with the completion of capital account liberalisa-
tion before joining the EU.

It is obvious that the international and domestic
environment that Austria faced in the post-war
period before its EU accession and the adoption of
the euro differed vastly over most of the (pre-
accession) period. Yet, I maintain that a number of
the challenges that Austria faced were at least sim-
ilar in economic terms. In particular, Austria coped
with sizeable asymmetric shocks, massive structur-
al change and rising capital mobility while main-
taining a fixed peg to the DEM for two decades. It
had to deal with a trend appreciation of the real
exchange rate due to Balassa-Samuelson effects
while preventing damaging spill-over effects to the
economy as a whole and, at the same time, man-
aged to liberalise capital transactions in a way that
prevented speculative attacks. I feel – with all
caveats – that Austria’s experience could be of
some interest to accession countries.

First, Austria’s success in sustaining the fixed peg
was determined by a flexible, adaptable economy,
in particular wage flexibility, that helped to equili-
brate a number of quite sizeable asymmetric
shocks relative to Germany. The design and imple-
mentation of consistent and stability-oriented eco-
nomic policies fostering economic growth were
supported by specific institutional features, like the
social partnership. Nonetheless, I argue that
Austria is no "special case" but exemplifies the
steadfast application of "good economics".

Second, Austria’s economic performance in the last
three to four decades can be characterised by a
high degree of price stability, low unemployment,
and stronger real growth than Germany. On aver-

age, Austria’s growth rate was 0.3 percentage
points p.a. higher than Germany’s over the past
four decades. Austria has thus been in a “catching-
up phase” against Germany at least since 1960 and
has overtaken Germany in the 1990s, also as a
result of the effects of unification on German per
capita income. It has to be added, however, that
Austria’s per capita GDP was approx. 80% of that
of Germany’s in 1960 and thus substantially above
the current level of all accession countries with the
exception of Slovenia. (Glück and Hochreiter,
2001).

The catching-up process implied a structural infla-
tion gap (as measured by the CPI) of around one
percentage point per annum, at least until German
unification. Such a prolonged positive inflation gap
would have made the currency peg unsustainable
had there not been a secular increase in price com-
petitiveness in the exposed sector (as measured by
ULC in industry) and the absence of spill-over
effects from the exposed to the sheltered sector.

As far as the EU candidate countries are con-
cerned, such a combination of faster productivity
growth than in the reference country and a fixed
exchange rate could be at variance with the
requirement of the Maastricht inflation criterion.
In addition, there is a danger of spillovers to the
sheltered sector, a threat that should not be under-
estimated as the Austrian experience of the 1970s
demonstrated. But if a (hard) pegging strategy is
chosen, central banks should signal their determi-
nation to stick to the peg in the face of real appre-
ciation under the conditions described above.

Third, Austria followed a very cautious step-by-
step approach to liberalising international capital
transactions ever since the end of the Second
World War. The formal pace of liberalisation (cur-
rent transactions were liberalised in 1962) was
rather slow and, as a rule, long-term capital
inflows were liberalised prior to outflows and
financial institutions and firms were privileged
over private citizens. In general, existing regula-
tions were first applied more and more liberally.
Only much later was the regulation itself changed.
For example, major banks had already been grant-
ed licenses for foreign transactions in the early
1960s. Hence, banks were, at the time of formal
liberalisation, already well integrated into the
international financial market. Thus, formal liber-
alisation did not cause further shocks for financial
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institutions and monetary policy and therefore
had only minor effects on the behaviour of eco-
nomic agents.
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REFLECTIONS ON THE

"EASTERN" ENLARGEMENT

OF THE EUROPEAN UNION

ANDRÁS INOTAI*

More than a decade after the fall of the Berlin
wall and the unprecedented changes in

Central and Eastern Europe, the enlargement of
the European Union towards the transforming and
partly already transformed countries seems to
become an integral part of the EU's integration
strategy. So much time was required by Spain and
Portugal to progress from the birth of democratic
institutions to membership in the EU. Certainly,
both countries were called market economies.
However, if we look at their development level,
economic structure, the degree of private owner-
ship and international competitiveness in the late
seventies and early eighties, at least some of the
present candidate countries behave much better.
Obviously, one can argue that the EU of the early
eighties and that of today are substantially differ-
ent. The acquis communautaire is qualitatively
superior to that of twenty years ago. However, the
association agreement and the consequent prepa-
ration for membership made part of the candidate
countries much more integrated into the EU struc-
tures than the Mediterranean countries were
immediately before accession. Moreover, the prob-
lems, challenges and tasks of today's Europe can
neither be compared with those of two decades
ago.

Strategic goal without strategic plan

Following a decade of gradual progress with more
and less dynamic development, the transforming
countries of Central and Eastern Europe first

signed association agreements with Brussels
(between 1991 and 1996), then they were invited to
start official negotiations on accession (from 1998
and 2000, in two groups). At present, the negotia-
tion process is well underway. The Commission's
Strategy Paper on Enlargement from November
2000, containing a road map for negotiations and
the ambitious plans and actions of the Swedish
Presidency (first half of 2001) have obviously been
supporting the process which resulted in an
"upgrading" of the enlargement issue in the gener-
al agenda of the EU. However, there are many
other factors which played or are playing an impor-
tant role in raising enlargement to the priority
strategic areas of Community activities. However,
not all of them lead necessarily to an identical
assessment of what, when and how to act.

First, the record of political, economic and institu-
tional relations between the candidate countries
and Brussels as well as the EU member countries
has fundamentally shaped progress in the last
decade and created a special intrinsic (authentic)
dynamism of the enlargement process. The share
of the candidate countries in total trade of the EU
increased from less than 3 per cent a decade ago to
12.3 per cent in the EU's global exports and to
9.6 per cent in the EU's global imports.1 The ten
candidate countries (CCs) proved to be the most
dynamic trade partner of the EU in global com-
parison. While the EU's total exports grew by
63 per cent between 1995 and 2000, its exports to
the CCs increased by 112 per cent. A similar
development can be registered on the import side
as well (84 and 118 per cent, respectively). The dri-
ving motives were the creation of bilateral free
trade in manufactured goods, privatization in the
CCs, the often decisive role of foreign direct
investment and the institutional development
towards a functioning and increasingly competi-
tive market economy.
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Second, the negotiation process in itself provided a
special dynamism. As more and more chapters
have been closed, including some of the most deli-
cate ones (four freedoms of the single market or
environment), the enlargement had to be consid-
ered not as a remote objective but as a strategic
issue on the EU's current agenda.

Third, the agreement on reforming the institution-
al structure of the EU signed in Nice has practical-
ly removed the last self-made barrier on the way to
enlargement. As a result, the road seems to be
cleared, and the accession is now dependent on
two factors, namely the level of preparation of the
CCs and the finalisation of the negotiations.

Fourth, global challenges have also contributed to
the upgrading of the "Eastern" enlargement. For
most business involved in Central and Eastern
Europe, either as an important market for goods and
services or as a not less relevant location for inter-
nationally competitive production, it became clear
that the sustainability of predictable and rapidly
growing business opportunities requires also the
legal and institutional(ised) integration of the CCs
into the EU structures. Although, in current GDP
terms, the new entrants do not offer a huge econom-
ic potential. However, taking into account the
growth potential of the region, the rapid increase of
productivity, the emergence of new and competitive
structures, a large number of promising investment
opportunities leading to economies of scale savings
(e.g. in infrastructural development or environment
protection), the importance of these countries must
not be underestimated. More importantly, there are
a number of hidden resources in the region at the
threshold of the knowledge society (general level of
education, high quality manpower, outstanding
achievements in selected areas of research and
development, high level of flexibility of the citizens,
good adjustment capacity to the changing environ-
ment, etc.). Some of these factors will obviously be
upgraded by the coming global challenges and the
answers to be given to them. Finally, the CCs re-
present a major contribution to the EU's global
external trade balance. Between 1995 and 2000, the
EU's cumulative global trade surplus amounted to
EUR 45 bn, while its surplus from trade with the
CCs reached almost EUR 100 bn, or more than
twice of the former figure. Both in 1999 and in 2000,
the EU's global trade deficit (EUR 14 and 86 bn,
respectively) sharply contrasted with its trade sur-
plus with the CCs (EUR 16 and 17 bn, respectively).

The strategic importance of enlargement can be
argued for in a different way as well. In case
enlargement will not take place or would be
delayed, stability in Europe would be seriously
questioned. In order to control an unstable situation
or to ensure an apparent, superficial stability, dam-
age limitation would be required with very high
financial costs. Even if the EU grew more rapidly
than in the last years, most of the increment of
growth would have to be spent on preserving stabil-
ity. In consequence, practically no resources would
remain to improve the EU's (and Europe's) posi-
tion in global politics and in the world economy.

Fifth, civil/ethnic wars and the remaining high level
of uncertainty in most of the ex-Yugoslav republics
and in some other parts of Southern and Eastern
Europe forced the EU to take a clear position con-
cerning its role and objectives in a region which,
for the moment, does not belong to the countries
negotiating on accession. Anyhow, the EU's grow-
ing commitment to stabilise this part of the conti-
nent has also contributed to upgrade, and consider
in a broader context, the enlargement process.

Sixth, both Brussels and politicians in the member
and the candidate countries have noticed that pub-
lic support to the enlargement project may be
(further) decreasing if no action is taken or, as
until most recently, the enlargement is considered
as one of the many tasks for the future but not for
the present. In this context, the credibility of the
EU is at stake, which, on the one hand is a major
stability factor, and on the other, cannot be divid-
ed according to different geographic areas. Any
loss of credibility in parts of Europe would neces-
sarily affect the EU's credibility in other parts of
the world, too.

Finally, also the ongoing debate on the future of
Europe, which will be a key area of activities dur-
ing the Belgian Presidency, needs the active
participation of the CCs, both in their present posi-
tion and, of course, even more as new members of
an enlarging Community.

Today, most experts agree that enlargement
belongs to the package of the most urgent strate-
gic issues to be solved or answered by the EU.
However, agreement on the strategic character has
not yet been accompanied by an agreement on a
transparent "travel plan" (and not road map),
how, when, under which conditions, with what kind



of sequencing, with the participation of which
countries, the enlargement process should be set in
motion. There is one general guideline only. It
states that countries can join once they are ready
for joining, which generally means that they have
finished negotiations on accession and the acces-
sion documents have been ratified. This principle
should, however, be strengthened by an additional
condition: no candidate country has the right to
take any other country as its hostage. In other
words: nobody has the right to block the enlarge-
ment process in case it is not yet ready to join the
EU, while others have already done their home-
work.

At present, nobody knows to what extent the above-
mentioned principle will be applied in the certainly
difficult decisions on enlargement. And to what
extent will other considerations, political, strategic
or other, gain momentum in the next period.

Even the speed of the negotiation process may be
hampered by intra-EU disputes (see the latest
example of Spain in temporarily blocking the pre-
sentation of the common EU position on the free
movement of persons). It is not difficult to predict
that further stumbling stones are still on the road to
accession. In addition, short-term election consider-
ations may interfere into the enlargement process
(labour issues in Germany or, more importantly, the
EU's agricultural position and elections in France).
If we add that partly extremely complicated techni-
cal issues have to be settled by negotiating various
chapters, both public opinion and the attention of
politicians can easily be diverted from the strategic
importance of enlargement. Therefore, enlargement
as a strategic question for the whole of Europe has
to be emphasised constantly.

Shared objectives – growing differences in the
candidate countries

All CCs have clearly recognised the strategic rele-
vance of their accession to the EU. Thus, all of
them have made substantial efforts to accommo-
date their domestic economic and institutional
structure to the EU requirements. Also, they start-
ed a communication campaign and, not less impor-
tantly, have been equipped for negotiations.
Nevertheless, the situation is rather similar to the
starting of the transformation process more than a
decade ago. Also at that time, all countries wanted

to go into the same direction (political democracy
and market economy). However, their capacity to
implement reforms and create a functioning and
competitive economy proved to be rather differ-
ent. Also due to different historical legacies, differ-
ent levels of preparation for transformation, differ-
ent social contexts and different geographic loca-
tions, Central and Eastern European countries
started to opt for different instruments, followed
different ways and tried different sequencing of
implementing selected policy measures.

It is obvious, that the absorption and adjustment
capacities of the individual CCs, concerning the
economic, legal and institutional requirements of
the acquis communautaire, are quite different as
well. Moreover, these differences are partly rooted
in their present situation based on the diverging
development of the last ten years. Differences can
be identified at least on four levels.

First, there are manifest differences among the
individual candidate countries. They can be regis-
tered in macroeconomic features (growth, infla-
tion, unemployment, budget deficit, current
account) and, perhaps more importantly, in their
microeconomic performance (degree of privatisa-
tion, role of foreign direct investment, productivity
growth, structural change, competitiveness, but
also legal stability and transparency).

Second, economic relations with the EU reveal
clear differences as well. 70 per cent of the EU's
exports to CCs and 68 per cent of its imports from
CCs are with three Central European countries
only (Poland, Czech Republic, Hungary).
Concerning the EU's trade surplus, more than
60 per cent is due to one bilateral relation namely
trade with Poland. Also the export structure of the
CCs to the EU indicates large differences. While
more than 63 per cent of Hungary's exports to the
EU consist of machinery, computers, electronics
and transport equipment (generally considered to
be "technology-intensive" goods), the same prod-
uct group has a share of 49 per cent in Czech, 45
per cent in Slovak, 41 per cent in Slovene, 35 per
cent in Polish and less than 20 per cent in the EU-
related exports of all other CCs (data for 2000).
Obviously, different specialisation patterns have
already developed across Central and Eastern
Europe, due to their level of economic develop-
ment, their way of privatisation and the role of for-
eign capital, mainly of transnational companies in
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the given economy. In addition, different export
patterns result in different unit prices of exports.
One ton of manufactured goods exported by
Hungary to Germany equals DM 16,163 (or very
similar to the German total of DM 16,635). In turn,
one ton of similar exports to Germany by the
Czech Republic is priced at DM 6,427, of Poland at
DM 4,489 and of Latvia at DM 2,749.2

Third, differences can be identified within each
candidate country, by comparing various main
areas of EU maturity. For example, some countries
are well prepared in economic terms. One can
state that they have already become members of
the EU. The legal adjustment process is a trickier
issue. Of course, despite some delay almost every-
where, the transposition of EU laws and regula-
tions has been going on, and in some countries is
expected to be finished by the end of 2002. A dif-
ferent issue is, however, the enforcement of EU-
conform rules. This has to be a two-way process,
consisting of a top-down approach directed by the
national legislation and a bottom-up process dri-
ven by the activities and absorption capacity of cit-
izens, business and other organizations. In this
context, foreign capital originated in an EU coun-
try has generally transferred to a candidate coun-
try not only financial resources, technology, mar-
keting knowledge, but also part of the acquis com-

munautaire. This aspect must not be ignored in the
process of legal accommodation. No candidate
country can state that it would be fully prepared
for membership in the institutional context.
Several institutions have still to be created or
strengthened, and some of them can only start
effective work at the moment of entering the EU
(e.g. those linked to the common agricultural poli-
cy). Finally, also the level of public support in the
individual CCs is rather uneven. In some coun-
tries, support is expected to remain sufficiently
high in case of a referendum, while in others it
may decrease once painful compromises should be
accepted in the process of negotiations. Anyhow,
dialogue with the public and preparation of the
societies for accession is one outstanding task,
since it is not politicians, business leaders, experts
or just members of the negotiating teams who will
join the EU but societies. Their maturity will large-
ly determine whether the new country will become
a successful member or not.

Fourth, most recently growing differences have
been emerging in the speed (and quality) of the
negotiations as well. It has been several times and
rightly stressed that differences in the number of
temporarily closed chapters do not matter very
much, since even one unsettled chapter would
block the closure of negotiations. Also, it is under-
lined that as long as the negotiation process lasts,
all previously and temporarily closed chapters can
be reopened.

Yet, either too big differences in the number of
closed chapters or in the quality of them ("core"
chapters vs. "soft" ones), or both features have
some indicative character. If some countries will
have closed 20 to 24 chapters by the end of the
Swedish Presidency (end-June 2001), while others
stay at 15 or 16, the difference can hardly be
ignored. And this emerging "gap" could be
strengthened by a "qualitative breakthrough",
meaning that the most advanced negotiating
countries may have finished work on the four
chapters on "freedom" (goods, services, labour
and capital), as well as on such issues as environ-
ment or taxation.

The evident acceleration of the negotiation
process during the Swedish Presidency does not
result exclusively from the Commission's road
map. Also, it is the outcome of more flexibility on
both sides. The EU was ready to provide transi-
tional periods to the CCs in various areas, while
the latter have withdrawn a number of previously
formulated requests on not meeting the EU rules
at the moment of accession. In some cases, one
had the impression of a cross-country "competi-
tive withdrawal" (similar to competitive devalua-
tion). No doubt, these steps can be assessed in a
positive way if the gains expected from the accel-
erated process and the earlier finalisation of
negotiations resulting in earlier membership are
significantly higher than the additional costs of
adjustment before accession. It is unknown
whether the decisions on withdrawing some
requests were based on carefully prepared impact
studies or were part of longer-term negotiation
tactics to be implemented at a given stage of the
talks, or were dictated just by the fear of lagging
behind the others. It is, however, clear that all
changes should be communicated to and dis-
cussed with the interested parties in the given
candidate country (business sector, interest
groups or wider public).

2 Figures calculated from: Statistisches Bundesamt. Fachserie 7.
Reihe 3. Aussenhandel nach Ländern und Warengruppen. Zweites
Halbjahr und Jahr 2000. Wiesbaden, 2001.



The agenda ahead

According to the road map of the Commission, the
most prepared countries may finish negotiations
on all chapters by mid-2002 or the end of the
Spanish Presidency. To stick to this ambitious plan,
several conditions have to be fulfilled. First, the
EU has to present its common position paper in
the remaining chapters at due time (e.g. the agri-
cultural chapter cannot await the French elec-
tions). Second, the Nice treaty on institutional
reforms has to be ratified by the national parlia-
ments and the Irish "no" has to be "ironed out",
since the chapter on institutions cannot be
addressed before ratification by the fifteen. Third,
both Belgium and Spain have to work as hard as
Sweden did and be driven by a strategic approach
instead of entering narrow-minded disputes on
some issues. Unfortunately, due to the large finan-
cial implications of the chapters first of all on the
agenda of the Spanish Presidency (regional policy,
budget, agriculture), delays cannot be ruled out.
Still, the enlargement process is unlikely to be
stopped, since its consequences would be very
detrimental for the whole of Europe.

At the present stage of negotiations, three impor-
tant developments deserve special attention. First,
the low level of solidarity among the candidates.
The point has been reached where every country
is following its own interests, and there has been
opened a space for individual interest implemen-
tation. It does not mean the fundamental lack of
cooperation, dialogue, mutual information.
However, no country should complain to be
betrayed by some others who have been making
more progress in selected chapters. Second, differ-
ences in the manoeuvering room and domestic
limitations (constraints) of the negotiation teams
are becoming manifest. Each country's capacity to
compromise and new (worse) commitments is
linked to the level of acceptance by its own poli-
tics and society. Certainly, pre-election periods do
not favour a more flexible negotiating behaviour.
But the real problem is in the society's flexibility.
And this seems to be rather different even in
Central European comparison. New positions,
partial or total giving up of some objectives,
restructured compromises can be generally
absorbed better in Hungary or the Czech
Republic than, for instance, in Poland. Third,
negotiations on accession are by far not about
accession only. This is a good opportunity for all

EU member countries to try to rearrange their

previous position within the Community and cre-

ate for themselves a better position or to insist on

the already achieved benefits.

Until now, officially, the EU has repeatedly refused

to name any date or any composition of the "first"

group to join the Union. Nevertheless, 2004 has

been mentioned in various EU documents, and a

few CCs have envisaged in their preparation the

year 2003. The latter's chance is only given if a few

countries will be able to close the negotiations by

mid-2002 and, for whatever reason, a quick ratifi-

cation process can be carried out.

Much more important is designing a comprehen-

sive and clear "travel plan" for the enlargement. If

the final goal of the EU (and of the CCs) is to cre-

ate stability in Europe, the process of enlargement

has to remain open to all countries with which

Brussels has started negotiations and, most proba-

bly, to some new candidates of ex-Yugoslavia.

Evidently, such a huge projects needs time, trans-

parency from the very beginning, and public sup-

port. In order not to threaten the project, and, con-

sequently, sustain and strengthen continental sta-

bility, the following approach seems viable.

First, a small group of well-prepared countries

should join the EU as quickly as possible (even in

2003). This group will not burden the EU's deci-

sion-making structure, institutions and budget.

Their easy adjustment to EU structures will miti-

gate or even break the growing opposition to

Eastern enlargement among Western European

politicians and the broad public. This is the way to

generate support for further (and more difficult)

enlargements and keep the door of the EU open to

other candidates. The other approach ("big bang")

would threaten to destroy the enlargement

process, because it would bring into the EU differ-

ently prepared countries with substantial financial

needs, slower adjustment capacity with negative

impacts on the decision-making process and the

everyday work of institutions. An eventual delay of

the enlargement in order to wait for less prepared

countries would be extremely detrimental both for

the advanced candidates and the credibility of the

EU alike. Different treatment of differently pre-

pared countries, on the other hand, would make

the adjustment process non-transparent, unman-

ageable, chaotic and even more bureaucratic.
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However, the main argument against the "big
bang" approach is that it would enhance political
and public opposition or even hostility against any
further enlargement. As a result, some countries
which, for obvious stability reasons, should join,
will not be accepted and will remain outside the
new Europe, with all the disastrous consequences.

Second, parallel to the small-group enlargement, a
ten-year enlargement schedule of the EU has to be
presented, with at least two further dates of poten-
tial enlargement, but without identifying any can-
didate country as new member. In this context, the
Copenhagen criteria have to be applied in the
future as well.

Those countries which remain outside the first
wave of enlargement have to be involved in a num-
ber of Community programs. Some of them have
already been opened up to the present candidate
countries (e.g. research and development frame-
work programs, educational projects). There is no
question that new areas have also be opened for
them since the European integration makes differ-
ent progress in different sectors. For instance, the
security requirements of the continent, accompa-
nied by financial considerations, may dictate a
reevaluation of where the new external borders
(Schengen) of the Union have to be drawn. Large
infrastructural projects have to be planned and
realised by including later member countries as
well. Also, cross-border cooperation at the new
border lines of the EU has to be strengthened.
Finally, all countries which are expected to belong
to the not-too-distant "future Europe", have to be
invited to actively participate in the discussion
about the architecture of the new Europe and be
offered the chance to help shape it.

Third, and finally, accession provides to the first-
wave countries not only new opportunities but also
a new quality of responsibility. They have to work
now in order to join the Union on the highest level
of preparation and strengthen the support of the
public for quick further enlargements. In addition,
as new members they have to work very intensive-
ly for more regional economic cooperation based
on enhanced regional stability and on the shifting
of the European growth center towards the territo-
ry of the new entrants. Finally, they have to remain
or become the advocates of a Union with an open-
ended enlargement potential.



EUROPEAN INTEGRATION

IN TRADE AND FDI:
A DYNAMIC PERSPECTIVE

PETER EGGER*

Introduction

In the late 1980s, the breakdown of the COME-
CON and the Fall of the Iron Curtain together

with the political and economic opening of the
Central and Eastern European countries (CEEC)
gave rise to extensive research on the possible
integration effects between the “West” (i.e. the
EU and other OECD countries) and the “East”
(i.e. mostly the CEEC but also Russia and the for-
mer member countries of the Soviet Union). In the
beginning, the literature was mainly concerned
with the question of calibrating the bilateral trade
potential between Western and Eastern countries.1

More recently, authors have started to look at
integration via FDI in similar ways.2 I shall depart
from this literature in an important way by putting
the question dynamically. However, I will first
explain the basic lines and methodology of tradi-
tional research in order to underpin the impor-
tance of a dynamic perspective when looking at
European integration or Eastern Enlargement in
terms of trade and FDI.

Classical research has built on the so-called gravity
model. This is an empirical model for estimating
the determinants of bilateral trade flows. The roots
of the gravity model go back to the early 1960s.3 It
is called “gravity” model (or gravity equation)
because it resembles the famous law of gravity by
Isaac Newton. Newton proved that the gravity
between two masses is determined by four deter-
minants: The two masses, the distance between
them, and a gravity constant. Of course, the heav-

ier two masses are, the higher gravity becomes, and
the more distant two masses are, the lower is grav-
ity between them. Similarly, bilateral trade (mea-
sured by exports or imports) can be explained by
three key determinants: the GDP of the involved
countries and the distance between the economic
centres or capitals of the countries. Some authors
add GDP per capita for each country or try to
derive a different specification from an endow-
ment based trade model.4

For the purpose of estimating the effects of eco-
nomic integration, the model has been applied to
large cross-sections of countries in order to search
for the effect of free trade associations and tariff
unions on bilateral trade. Some authors5 concen-
trated on the difference between potential and
observed trade flows by:

1. estimating a gravity model for a cross-section of
developed countries in order to obtain parame-
ters for the impact of the key determinants of
bilateral trade;

2. deriving a model prediction for bilateral trade
flows given the exogenous determinants (GDP,
distance, etc.);

3. comparing the model prediction with the
observed bilateral trade relations. The differ-
ence between the two can then be interpreted as
the unexhausted or over-exhausted bilateral
trade potential.

For the EU-CEEC and the OECD-CEEC trade
relations, the same authors found rather large un-
exhausted East-West trade potentials in the early
1990s. Unfortunately, more recent applications
concluded that these potentials are already
exhausted for most EU-CEEC relations. For some
relationships, there is evidence of a large over-
shooting of observed trade over “natural” rela-
tions. Does this mean that we should expect EU-
CEEC trade to grow no faster than intra-EU
trade?
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1 See especially Z.K. Wang and L.A. Winters (1991), C.B.Hamilton
and L.A. Winters (1992), R. Baldwin (1994).
2 Cf. P. Brenton, F. Di Mauro and M. Lücke (1999).
3 J. Tinbergen (1962), P. Pöyhönen (1963), H. Linnemann (1966).

4 Cf. E. Helpmann and P.R. Krugman (1985) and E. Helpman
(1987).
5 Cf. Z.K. Wang and L.A. Winters (1991).



CESifo Forum31

Focus

Agenda 2000 to map
the process of eco-
nomic and political
integration

I propose to look at the topic in a different way for
two reasons. First, the traditional approach to iden-
tifying trade potentials faces serious concerns from
a purely econometric point of view.6 Second, one is
tempted to look at integration effects in a static
way, although a look at the data shows us that the
phenomenon is rather dynamic.

After a few years of troubles in a couple of the
CEEC (this period is commonly associated with
the beginning of the systemic transformation), the
fall of the Iron Curtain has initiated a process of
deep restructuring in these countries resulting in
faster growth of GDP per capita than in the EU.
We should not consider this process a short-run
phenomenon but rather a development which is
expected to last for a very long time (at least a cou-
ple of decades). The result will be a situation when
most of the CEEC will have fully or at least to a
large extent closed the gap to the average current
EU country in terms of GDP per capita.
Consequently, economic relations with these coun-
tries should become more dynamic than intra-EU
relations, and in 50 years most EU economies will
be considerably more open with respect to the
CEEC than nowadays. This implicitly leads to the
conclusion that the static reflection about EU-
CEEC trade may be misleading since it ignores the
relevance of one main source of European eco-
nomic integration: the catch-up process of the
CEEC in terms of GDP per capita.

European integration: A brief history of political
integration

Only a few years after the fall of the Iron Curtain, the
EU removed the import barriers for the majority of
the CEEC, integrating them into the General System
of Preferences. The economic relationships have

been enforced considerably by the Europe
Agreements, which went into effect between 1993
and 1995 for most countries (later only for Slovenia
and the Baltic states). These agreements ensure the
creation of a free-trade zone between the EU and the
CEEC within a period of ten years, along with the
abolition of customs duties and quantitative restric-
tions for the majority of commercial products from
the CEEC. Later (1994–1996), this rapprochement
led to the application for EU membership, according
to the invitation of the EU in the European Council
summit of Copenhagen (June 1993), conditional on
the three accession criteria: democracy, market econ-
omy, and acquis communautaire.

In order to facilitate the process of economic and
political rapprochement between the incumbent
and the entrant countries and probably also because
of the fears of a new phase of euro-sclerosis, the
European Commission issued the Agenda 2000 in
July 1997, containing a reform of the Common
Agricultural Policy, the future of economic and
social cohesion policy, a pre-accession strategy on
the basis of the possible consequences of future
enlargement, and the establishment of a financial
framework for the Community. The first member-
ship negotiations started in 1998 with six countries,
the so-called Luxembourg group (Czech Republic,
Estonia, Hungary, Poland, Slovenia and Cyprus). In
2000, these were followed by negotiations with the
Helsinki group of countries (Bulgaria, Latvia,
Lithuania, Slovakia, Romania and Malta).

An agreement on the financial framework on
enlargement was only recently reached at the
Berlin European Council, where the current mem-
ber states decided to finance enlargement without
changing their own resources ceiling of 1.27% of
GNP between now and 2006. Hence, the current
members decided to finance enlargement by a
redistribution of supporting measures (mainly
structural funds) to the new entrants, at this stage
first of all the Luxembourg group.

Since economic and social cohesion is one of the
main objectives of the EU, we should expect con-
siderable effects on convergence in terms of GDP
per capita within a couple of decades depending on
the appropriateness of the economic programmes
chosen. This should also be reflected in an intensi-
fication of economic interrelationships in terms of
both trade and FDI. This complex dynamic process
can only be investigated comprehensively in terms

Table 1
Actual-to-Potential Ratio of EU Exports to the

CEEC from Different Sources

EU CEEC
Ratio concept concept

Baldwin (1994) 2.1 EU-12 CEEC- 7a)

Breuss and Egger (1999) 0.7 EU-12 CEEC-10
Nilsson (2000) 1.1 EU-15 CEEC-10

a) Excluding the Baltic States.

6 See P. Egger (2001b).



of a Computed General Equilibrium Analysis.7 I
will isolate the impact of growth divergence on
bilateral economic relationships with simulations
of econometric model results which permit an ini-
tial investigation of the dynamic effects for a larg-
er sample of countries.

Economic growth in the CEEC and economic
integration with the EU

For our purpose, which looks more at the future than
at the past, we shall focus on the period since 1993,
excluding from the analysis the period with the most
severe problems of systemic transformation.
Between 1993 and 1999, macroeconomic perfor-
mance in terms of GDP per capita growth in many
countries (especially in Poland, 6.7%; Slovak
Republic, 6.0%; and Slovenia, 4.4%) was persistently
better than in the average EU-15 economy (2.4%).

This process was, in part, facilitated by three chan-
nels of international exchange:

1. The reduction of trade barriers with the EU,
thereby stimulating exports in this direction.

2. The involvement of multinational firms which
located production facilities in the CEEC for two
main reasons: low-cost factors in the production
of goods for the world market (vertically organ-
ised multinationals) and the close proximity to
the CEEC markets due to first mover advantages

in order to produce (mainly) for those markets
(horizontally organised multinationals).

3. Technical progress due to knowledge spillovers
caused by contact with “Western” knowledge
and production know-how via imports from
OECD countries and – again and maybe more
importantly – the presence of multinational
enterprises (MNEs).

Of course, increased production and process know-
how and other factors themselves have stimulated
economic integration in terms of CEEC exports to
the EU. On the other hand, GDP per capita growth
has lead to a significant increase in imports from
the EU. Altogether, the phenomenon can most eas-
ily be demonstrated a look at the increase in bilat-
eral integration in terms of both export and import
shares in GDP, comparing 1993 and 1999 figures.

Table 3 provides insights into the EU country-specif-
ic trade with the 10 CEE applicant countries for
Eastern enlargement. Two stylised facts are obvious.
First, in 1993 export and import openness vis-à-vis
the CEEC is more pronounced the greater the
respective EU countries’ geographical proximity.
This is especially true for Austria, Greece, Germany,
and Finland which face common borders with some
of the CEEC. Second, the same pattern arises for the
increase in openness between 1993 and 1999. Hence,
the winners from the increased economic openness
of the CEEC within the last decade are the adjacent,
(mostly) high GDP per capita EU-countries.. Third
and in contrast to the conclusions from recent gravi-
ty models on EU-CEEC trade relations, this process
does not seem to be completed.

Quantifying the impact of growth on European
integration in trade and FDI

I base my simulations on a dynamic econometric
specification, which is derived from a theoretical
model of the so-called proximity-concentration
trade-off, where firms decide to serve a foreign mar-
ket either as an exporter (via trade) or as a multina-
tional enterprise (via foreign affiliate sales). The
trade-off between the two modes of market entry is
essentially determined by transport costs and the
fixed costs of setting up a foreign plant, i.e. a foreign
affiliate.8 Besides these determinants, both exports
and MNE activity (e.g. FDI, foreign affiliate sales,
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Table 2
Average Annual Change in Real GDP, %

1993–1999

EU Countries Change CEEC Countries Change

Austria 2.3 Czech Republic 1.5
Belgium-Luxembourg 2.7 Slovak Republic 6.0
Germany 1.6 Poland 6.7
Denmark 3.0 Hungary 3.4
Spain 3.3 Slovenia 4.4
Finland 4.6 Romania – 0.1
France 2.2 Bulgaria – 1.2
Great Britain 3.0 Estonia 3.3
Greece 8.7 Latvia 2.7
Ireland 2.7 Lithuania 0.9
Italy 1.8
Netherlands 3.4
Portugal 3.2
Sweden 2.9

EU-15 2.4 CEEC-10 4.0

Source: IMF, International Financial Statistics, OECD, Natio-
nal Accounts, Volume 1, and Vienna Institute of International
Economic Studies.

7 Ch. Keuschnigg and W. Kohler (1998) and Ch. Keuschnigg, M.
Keuschnigg and W. Kohler (2001).

8 Cf. R. Baldwin, H. Braconier and R. Forslid (1999), J.R. Markusen
and A. Venables (2000), P. Egger and M. Pfaffermayr (2000).
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etc.) depend on relative and absolute factor endow-
ments. Here, I concentrate on the latter, since
absolute factor endowments are most commonly
measured by GDP, on which data are easy to obtain.
According to Helpman and Krugman (1985) and
Helpman (1987), two GDP-related variables must be
considered from the perspective of an endowment
based model. These are the sum of bilateral GDP
(measuring bilateral economic space) and relative
GDP (measured by a similarity index).9

Of course, real GDP growth affects both variables.
Whereas bilateral GDP increases independently of
which country grows faster, similarity in GDP
grows only if the smaller country grows faster than
the larger one. Because of the availability of data I
focus on real stocks of outward FDI rather than
foreign affiliate sales. Additionally, I allow for the
presence of adjustment costs, since neither exports
nor FDI react immediately to changes in foreign
demand because of the presence of investment
plans, capacity constraints etc. Moreover, linkage
effects between exports and FDI are accounted for
by the inclusion of cross effects between exports
and FDI (lagged FDI in the export equation and
exports in the FDI equation).

Table 4 summarises the regression results for the
lagged dependent variables and the two exogenous

variables of interest from a spec-
ification estimated by Egger.10

Except for the cross effects
(lagged FDI in the export equa-
tion and exports in the FDI
equation), all parameters are
significant at the five percent
level. Both, the bilateral sum of
GDP and similarity in country
size exhibit a positive impact on
exports and FDI as suggested by
theory. The long-term effects
can easily be calculated using
the short-run coefficients in
Table 4.11 The lagged endoge-
nous variables also tell us some-
thing about adjustment dynam-
ics after a shock in the exoge-
nous determinants. As illustrat-
ed below, after a shock in the
sum of bilateral GDP or similar-
ity in country size, 95 percent of

the long-run change in real exports (real FDI) is
adjusted in less than four (seven) years.

Controlling for changes in other exogenous deter-
minants and knowing the parameter estimates for
the two mentioned variables (bilateral sum of
GDP and similarity in GDP), we can now simu-
late the impact of average annual growth in GDP
in the EU and CEE countries on their bilateral
relations in terms of both exports and FDI, dis-
tinguishing between short-run and long-run
effects. However, the validity of this experiment
relies on a crucial assumption which is common in
this area of research. The parameter estimates are
obtained from regressions on real bilateral

Table 3
Shares of Exports to and Imports from the 10 CEEC 

in GDP of the EU Countries, %

Export Share Import Share
Reporting Country 1993 1999 Changea) 1993 1999 Changea)

Austria 10.3 13.3 3.0 5.8 9.4 3.6
Belgium-Luxembourg 1.2 2.3 1.1 0.8 1.8 1.0
Germany 4.8 7.8 3.1 4.7 8.4 3.7
Denmark 2.4 3.8 1.4 2.6 3.8 1.2
Spain 1.0 2.2 1.1 0.6 1.3 0.7
Finland 4.6 7.6 3.0 3.1 4.1 1.0
France 1.5 2.7 1.2 1.2 2.1 0.9
Great Britain 1.5 1.9 0.4 0.9 1.6 0.7
Greece 6.5 8.2 1.7 2.1 3.1 1.0
Ireland 0.4 1.1 0.7 0.6 1.1 0.5
Italy 3.3 5.4 2.1 2.5 4.2 1.7
Netherlands 1.8 2.4 0.6 1.6 2.1 0.5
Portugal 0.2 0.9 0.7 0.3 0.8 0.5
Sweden 2.2 4,3 2.1 2.1 4.1 2.1

EU-15 2.8 4.3 1.5 2.3 3.7 1.3

a) Percentage points.

Source for the trade figures: UN World Trade Database and Vienna Institute of Inter-
national Economic Studies.
GDP figures: IMF, International Financial Statistics, OECD, National Accounts,
Volume 1, and Vienna Institute of International Economic Studies.

9 See Helpman (1987).

Table 4
Explaining Real Growth of Bilateral Exports 

and Stock of Outward FDI in the EU

Growth of exports Growth of FDI
stocks

Exogenous Variables: Short-run Long-run Short-run Long-run

Lagged export growth 0.539 2.167 – 0.116 – 0.886
Lagged FDI growth 0.001 0.008 0.717 3.535

Growth of the sum 
of bilateral GDP 0.578 1.291 4.555 16.780

Growth of similarity in 
country size 0.316 0.698 1.883 6.551

Source: Egger (2001a).

10 P. Egger (2001a).
11 See Egger (2001a) for more details.



exports and stocks of outward FDI between the

current EU members. We therefore have to

assume that the CEEC behave similarly to the

EU countries with respect to the estimated elas-

ticities.

Let us assume that the gap in real GDP per capita

existing in 1999 between the CEEC and the EU

economies is closed by one percent, leaving popu-

lation figures unchanged in a typical year within

the estimation period (say in the mid-1990s). In

1999, GDP per capita in real USD amounted to

about USD 25,100 in the average EU country.

Among the CEEC, Slovenia had the highest GDP

per capita at about USD 11,200, whereas Bulgaria

and Romania reported real GDP per capita figures

of about USD 1,400.

Table 5 presents the short-run and long-run effects

on both real exports and outward stocks of FDI of

the 15 current EU member countries to the

10 CEEC under the assumption that the respec-

tive change in CEEC-GDP were such as to close

the gap in GDP per capita to the average EU

country by one percent. According to the parame-

ter estimates presented in Table 4, the simulated

impact on real outward stocks of FDI is markedly

larger than the impact on real exports. Since the

average CEEC is small in terms of real GDP as

compared to the current average EU member

state, the resulting change is most pronounced on

both exports and FDI of the relatively smaller EU

countries like Ireland, Greece,
Portugal or Finland. If the first
three countries were really to
behave like the typical EU
country (i.e. if the estimated
parameters were the same for
all countries and pooling were
adequate), we could derive an
important conclusion from this
result: Given that these three
countries are most negatively
affected by the ceiling on the
EU’s structural funds, part of
the negative effects of the
reduction in structural expen-
ditures could be outweighed by
the countervailing effect on
exports and FDI induced by
the catching-up process in the
CEEC. The latter is itself
enforced by the redistribution

of structural funds from the current EU area to
the applicant countries.12

Conclusions

Since the political and economic opening up of the
CEEC in the late 1980s and the early 1990s, a
dynamic catching-up process in most of these
countries has been observed. I have argued that
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Adjustment paths are derived by the following transformation: -ln(l-Y/100)=-at. Y is the per-
centage of the long-run value of real exports or stocks of outward FDI according to a shock,
which is already reached after t years, and (-a) is the corresponding speed of adjustment (i.e.
the slope of the above lines) with a<0. The steeper the corresponding locus, the faster is the
adjustment to the long run. Percentage lines (50%, 80%, 95%) indicate, at their intersection
with the respective adjustment lines, how long it lasts until the corresponding effect has
reached 50%, 80% or 95% of its long-run value.

Table 5
Closing the Gap in GDP per Capita by 1% 

and the Effects on EU Exports and FDI 
to the 10 CEEC

Exports FDI
Short-run Long-run Short-run Long-run

Growth rates in %

Austria 2.9 6.5 23.2 113.3
Belgium-Luxembourg 2.8 6.3 22.0 105.9
Germany 2.1 4.8 14.3 60.2
Denmark 3.0 6.7 24.4 121.5
Spain 2.5 5.6 18.6 84.6
Finland 3.1 6.9 25.4 128.6
France 2.2 5.0 15.3 65.6
Great Britain 2.3 5.1 16.2 70.8
Greece 3.1 7.1 26.1 133.4
Ireland 3.2 7.3 27.3 142.2
Italy 2.3 5.2 16.5 72.2
Netherlands 2.6 5.9 20.2 94.1
Portugal 3.1 7.1 26.4 135.4
Sweden 2.9 6.5 23.0 112.6

EU-15 2.4 5.3 17.2 77.3

12 See Breuss et al. (2001).
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the conclusions about potential integration effects
from static empirical analysis are probably mis-
leading. I have simulated the effects of a catch-up
in real GDP per capita assuming that the gap
between the average EU country and the average
CEEC were closed by one percent. The process of
closing this gap will take a long time regardless of
whether it will be fully or only partly closed.
Hence, we will experience a long time-span during
which the CEEC will grow faster than the current
EU members on average. I have demonstrated that
we should expect a continuation of the integration
dynamics between the current and the future EU
members in terms of trade and stocks of FDI.
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PRO: BEFORE PROPOSING TO

PHASE IT OUT, WE SHOULD

TRY TO ENFORCE IT

TITO BOERI*

The Scientific Council of the German Ministry of
Finance has recently proposed to replace the
Employment Principle (EP) with a Delayed
Integration Principle (DIP) in the assignment of
individuals to jurisdicions in terms of taxation,
social insurance and social assistance in Europe.
This proposal is intellectually appealing, but has a
major flaw: it does not take into account that the
EP is not yet enforced and that the DIP will be
even harder to implement than the EP.

EU rules concerning access to welfare to EU citi-
zens changing country of residence (within the
EU) are inspired by the principle of Equal

Treatment (stated by art 51 of the EC Treaty),
which bans differential access to welfare by natives
and EU foreigners. In presence of significant dif-
ferences in the generosity of welfare systems
across Europe, the implementation of this princi-
ple is problematic, if not altogether impossible.
Suppose, for instance that a worker having con-
tributed to unemployment benefits for, say,
10 years and having consequently gained access to
benefits for two years in case of job loss in country
A moves to country B where unemployment bene-
fits (replacing the same fraction of her earnings
than in the country of origin) are offered for a per-
son with the same contribution length only for six
months at most. If the principle of equal treatment
is interpreted as stating that the entire contribution
record, the stock entitlement, of the individual
should be evaluated according to the rules in the

country of destination, one would treat citizens
coming from A less favourably than citizens of B
(who have always the option to move to country A
gaining potential access to a longer maximum
duration of benefits).

Alternatively one can interpret the equal treatment
principle as stating that migrants should gain access
to the welfare of the country of destination only on
a flow, pro rata, basis. In other words, past contribu-
tions are rewarded as in country A (that should face
any residual claim of the individual concerning that
period of her life), while new contributions (and
taxes) paid in country B yield the same rights as cit-
izens of that country. This second, more restrictive,
interpretation of the equal treatment principle
reduces the incentives of migrants to exploit cross-
country differences in the generosity of welfare sys-
tems. It also allows individuals to choose the welfare
system, the combination of taxes and transfers, that
they prefer. However, its enforcement is problemat-
ic. Difficulties arise for the defined benefit schemes,
such as unemployment insurance and many occupa-
tional pension schemes. Even more serious prob-
lems arise for the non-insurance components of wel-
fare systems, such as the unemployment assistance
benefits offered to persons under long-term unem-
ployment (the European plague) and social assis-
tance, which is typically open-ended (in which case
only the stock interpretation of the equal treatment
principle is applicable). Needless to say, the same
enforcement problems, if not more serious ones,
apply to the DIP, which essentially amounts to post-
poning access to welfare for a given “transitional
period”, e.g., five years.

Due to these enforcement problems, the equal
treatment principle is often applied only in its
stock version. This means that a more favourable
treatment is offered to individuals moving from
countries with a less generous welfare system to a
country with a more generous system, whose
immobile workers have to bear the costs of a larg-
er social security budget.
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A pragmatic way to cope with this problem is to
restrict migration more than access to welfare.
This means offering residence permits only to
workers, individuals paying taxes and contribu-
tions in the country of destination. This is consis-
tent with EU rules: the Treaty allows EU countries
to deny residence permits to EU foreigners who
cannot prove to be able to finance their living
and/or to their families. This Employment

Principle, advocated also by the OECD Model
Convention for the taxation of labour income, has
the appealing feature of increasing incentives to
work. This is not a minor advantage in presence of
employment rates which are currently too low to
finance the ageing of the European population
and Governments committed to raise employment
to population ratios by roughly ten percentage
points by 2010.

The actual enforcement of the EP requires reduc-
ing the costs which are still associated with migra-
tion of EU workers. In three crucial areas action is
needed: i) co-ordination of regulations concerning
pension funds (notably in terms of length of vest-
ing periods, indexation rules and bilateral agree-
ments as to the actuarial valuation of accrued ben-
efits); ii) the phasing out of national restrictions in
the allocation of the pension fund portfolios, and
iii) the adoption of common rules as to the taxa-
tion of private pensions, e.g., specifying that the tax
base is represented only by benefits and lump-sum
payments (rather than contributions and capital
gains).

EU citizens move very little from country to coun-
try: less than half-a-percentage point of the
European labour force changes region of residence
within a year (compared with 2,5 per cent moving
across states in the US). These are small numbers.
The growing share of non-EU citizens residents in
the EU is instead more mobile than the rest of the
workforce. The Equal Treatment principle does not
apply to non-EU citizens. Indeed the European
Social Charter provides a preferential treatment to
EU vs. non-EU citizens on many grounds.
However, principles of “fair” treatment of non-EU
nationals, considerations related to the integration
of migrants, and political economy factors (the US
experience is enlightening in this respect) prevent
Governments from excluding altogether non-EU
citizens from the access to benefits, forcing them to
stay with the system of the country of origin (the
so-called Origin Principle, OP).

Even if applicable to all migrants, the OP has unde-
sirable features insofar as it discourages labour
mobility in response to negative regional shocks.
From a macro perspective, this blocks an important
channel of labour market adjustment in presence
of idiosyncratic shocks. From a microeconomic
perspective, it prevents workers to insure against
labour market risk by taking the advantage of the
fact of being in a larger single market.

A main rationale for the OP is the desire to dis-
courage “welfare shopping”. Is this a real danger?
In the European countries with the most generous
welfare systems in place, the non-EU population is
receiving proportionally more cash transfers than
the EU population. However, when account is
made of personal characteristics of individuals
(educational attainments, number of children in
the family, etc.), the take-up of welfare by migrants
is just in line, if not lower, than that of EU citizens.
This means that also this problem can be prevent-
ed by adopting selective migration policies.

In a nutshell, neither the DIP nor the OP appear to
be superior to the EP and are much harder to
enforce. Before abandoning the EP, EU countries
should try harder to enforce it and give to
researchers the task of empirically assessing its
effects on mobility, tax competition and "welfare
shopping".



CONTRA: TAXING HUMAN

CAPITAL AT SOURCE IS

INEFFICIENT AND HARMFUL!

WOLFRAM F. RICHTER*

The European Union is not only challenged by
eastern enlargement and the entailed freedom to
move of one hundred million additional people.
There is a second less recognized challenge that is
rooted in the Treaty of Maastricht and the institu-
tion of European citizenship. According to the
Treaty, every citizen of the Union has the right to
reside wherever (s)he wishes to. This ruling con-
trasts with the legal practice which ties the free-
dom to move to employment. In particular, welfare
recipients lose their claim to support if they choose
to migrate. This hardly complies with the notion of
European citizenship and it might not be wise to
leave it to the courts to close the gap between
European visions and common practice.

Welfare payments are part of distributive policy.
Economists agree that distributive policy ought not
be pursued at the European level. If it is pursued
instead at the national level, it is necessary to assign
mobile individuals to the Member States. This does
not seem to be sufficiently acknowledged by poli-
tics. It does not suffice to ban nationality as a means
of discrimination and to replace it by European cit-
izenship. If Member States are to be autonomous in
redistributing income, there has to be a clear rule on
how to assign individuals to these jurisdictions.
Hence the question is not whether to make assign-
ments or not but only how to make them.

It is common practice to assign mobile labour
according to the employment principle. The OECD

Model Tax Convention is based on the employ-
ment principle as is the co-ordination of social
security among EU Member States. Taxing labour
in the country of employment amounts to taxing
human capital at source. The disadvantages of tax-
ing mobile factors at source are well documented
in the literature. The practice induces production
inefficiency. Moreover, it effectively harms immo-
bile factors of production, because source taxes on
mobile factors are shifted backward. In fact, per-
fectly mobile factors can be taxed on a benefit
basis only. But above all, the employment principle
is inherently discriminatory since it is not applica-
ble to the non-employed.

The origin principle has been proposed as an alter-
native rule. It requires taxing individuals in their
home country. In contrast to the employment prin-
ciple, the origin principle sustains production effi-
ciency and safeguards the welfare state. Decisions
to migrate are not distorted by taxes and social
security. The freedom to move between jurisdic-
tions cannot be misused for selecting among com-
peting distributive systems.

However, the underlying view of redistribution can
be criticised for relying on coercion. The implicit
assumption is that people have to be forced if they
are to bear a fair share of the cost of distributive
policy. There is a competing view stressing that dis-
tributive policy needs to be approved by the popu-
lation. Such approval requires a feeling of solidari-
ty between the winners and losers of redistribu-
tion. Solidarity cannot be forced on people, howev-
er. It has to grow, and it grows best in neighbour-
hoods and fellowships. The origin principle ignores
this as it is oriented towards the past. The employ-
ment principle is more integrative. It is responsive
to changes in neighbourhoods.

The origin principle has also been criticised for the
weak incentives it gives jurisdictions to respond to
citizens' preferences. Once individuals have been
assigned to a particular jurisdiction, they cannot
threaten to exit. That makes them exploitable. The
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origin principle imposes little discipline on
Leviathan governments. The employment princi-
ple, on the other hand, is more supportive of effi-
ciency enhancing competition among jurisdictions.
If neither the origin nor the employment principle
are fully convincing rules of assignment, a mix of
the two might promise better results. And in fact,
one particular mix was recently suggested by
Advisory Council to the German Ministry of
Finance as a rule for assigning EU citizens. The
idea is to leave migrants – employed and non-
employed individuals alike – assigned to their
country of origin for a co-ordinated transition peri-
od and to reassign them to the country of immigra-
tion thereafter. The Council calls this assignment
rule ”delayed integration”. The rule is integrative
in so far as migrants are eventually assigned to the
country to which they move. Jurisdictional integra-
tion, however , is delayed as reassignment becomes
effective only after a period of transition, say, five
years.

The special appeal of delayed integration lies in
the fact that it is applicable to the employed as well
as to welfare recipients and that it allows to bal-
ance the legitimate interests of both the jurisdic-
tion of immigration and the jurisdiction of emigra-
tion. One obvious problem with delayed integra-
tion is, of course, that it requires delegated admin-
istration during the period of transition. But that
should be manageable if it is handled on a mutual
basis and if the period of transition is not excessive.

In summary, delayed integration is an appealing
rule of assignment that the European Union
should seriously consider as an optional basis for
co-ordinating the autonomous policies of its
Member States in the areas of social security and
taxation.



IMMIGRATION FOLLOWING

EU EASTERN ENLARGEMENT

HANS-WERNER SINN

AND MARTIN WERDING

In the negotiations for EU enlargement, the deli-
cate matter of the free movement of labour is on
the agenda this year. As with past enlargements,
fears are prevalent within EU member states that
massive east-west migration will occur if the free
movement of labour is granted swiftly to the acces-
sion countries. The huge gap in standards of living,
the migration pressure that has built up, and the
critical situation in western European labour mar-
kets are the problems that must be dealt with.
Several estimates of the migration potential after
EU enlargement, as it affects Germany or western
Europe as a whole, have already been made. (See,
for example, Bauer and Zimmermann 1999,
European Integration Consortium 2000, or Sinn et
al. 2001). Public attention has focused on the pro-
jected migration volumes, which for Germany are
estimated at between two and six million people
over a fifteen year period. In the final analysis, the
problem is not the numbers involved, which are
very difficult to forecast, but existing economic and
legal factors that affect migration.

Special features of migration in Europe

Conventional economic migra-
tion theory is based on the
experience of countries with a
tradition of immigration such
as the United States, Canada,
Australia or New Zealand, but
European migration follows a
different pattern. In the above
countries, immigration is usual-
ly permanent, but within
Europe a large portion of
migrants can be seen as “com-
muters”. They differ only in the
frequency of their trips home,
which in some cases can be
daily or weekly but normally at
least several times a year. Most
migrants only work for several

years in the host country and then return to their

home countries, at the latest for retirement. Studies

of a migrant cohort in Germany show that after ten

years only 40% still live in Germany and after

25 years only 30%. The remainder has either

returned or is deceased.

Another special feature of migration within

Europe lies in the differing regulations with regard

to the migrants’ countries of origin. Whereas

migration from non-EU countries is strictly con-

trolled and limited, workers and their families

within the EU enjoy, in principle, free movement

across borders. Migration within the EU cannot be

directly controlled but depends solely on individ-

ual migration incentives like the relative income

situation, the state of the labour market, statutory

regulations as well as migration costs.

Advantages of the free movement of labour

From an economic point of view, good arguments

exist for the free movement of labour. With flexible

labour markets, free mobility ensures an efficient

distribution of labour in all countries of an enlarged

EU and increases GDP in the Union. The self-regu-

lation of the labour market continuously and opti-

mally adjusts the stock of migrants to the state of

economic development in the new member states.

Figure 1 shows that voluntary migration takes

place precisely to the degree that is advantageous

for both potential migrants and for the economies

involved. This fundamental correspondence
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between an individual and a social optimum arises
in a basic model which, for the purpose of simplifi-
cation, abstracts from all kinds of government
intervention.

Individual migration decisions are based primarily
on wage differentials between the home and host
countries, adjusted for the cost of travel and other
disadvantages that arise from living and working in
a foreign environment. Those whose wage advan-
tage is greater than the migration costs will
migrate, those for whom this is not the case will
stay at home. Insofar as the wage differential ade-
quately reflects the productivity lead of the host
country over the home country, free migration
leads to the best possible distribution of labour in
the countries involved, in the sense that the joint
GDP minus the migration costs is maximised. If
there are additional pecuniary migration incen-
tives, people will come who contribute less to value
added than is necessary to compensate for the loss
in value added of the home country and the migra-
tion costs. If administrative migration hurdles are
established, people will stay at home who would, in
the host country, create more value added than
necessary to compensate for the migration costs
and the loss of value added in the home country.

To the extent that labour productivity and wages in
Central and Eastern Europe (CEE) increase with
progressing transformation and EU integration, the
incentive to work in western Europe will weaken
over time and the number of persons for whom wage
differences exceed the costs of commuting and living
abroad will also decline. For this reason, more and
more people will return to their home countries.

The conclusion to be drawn from these preliminary
considerations is that labour mobility is an impor-
tant element of an optimal strategy for system
transformation and EU integration of the CEE
countries, from which Germany and the other EU
countries can also profit (Sinn 2000). This basic
tenet must be kept in mind in the following sec-
tions when possible problems associated with the
granting of unrestricted movement of labour in the
EU are discussed.

Potential migration 

In a study for the Federal Ministry of Labour, the
Ifo Institute estimated the migration volume that

Germany might expect after EU enlargement, if
full mobility is granted immediately (Sinn et al.
2001, Chapter 1). The estimates were made for the
five largest accession countries (Poland, Romania,
the Slovak and Czech Republics, and Hungary).
The forecast was based on past experience with
migration that took place between 1974 and 1997
from Italy, Greece, Portugal and Spain after south-
ern EU enlargement, and from Turkey.

The estimation was based on a panel analysis look-
ing at the determinants of previous migrations
both in a cross-section analysis and in longitudinal
perspective. The determinants include the follow-
ing variables:

• Income gap at purchasing power parity (mea-
sured in terms of the ratio of per capita GDP in
the home country to per capital GDP in
Germany);

• State of the labour market in Germany (repre-
sented by an “output gap”, see Flaig 2000);

• Network effects (measured by the stock of immi-
grants in the preceding period);

• Dummy variables for EU membership and,
independently, for the full mobility of labour.

A special feature of the approach is the primary
determination of the expected stock of immigrants
living in Germany, while annual migration flows
result from lagged adjustments to the determined
stocks. Thus, it takes into account the main differ-
ence between the Iberian migrations and the migra-
tions from eastern Europe: Behind the Iron Curtain
considerable migration pressure built up which still
has not weakened owing to the tightening of immi-
gration restrictions in the EU; migration during the
period of the Iberian dictatorships, however, was
unrestricted. This simple fact helps explain why the
2% to 3% of the population that migrated during
the southern EU expansion cannot be applied one-
to-one to forecast eastern European migration (see
Handelsblatt of 24 April 2001). Such a rule of
thumb approach is also meaningless because the
gap in real income (at purchasing power parities)
between the EU and the Iberian countries was only
30% in 1974 whereas today it is 60% with regard to
the five largest eastern European countries (55%
excluding Romania).

Figure 2 presents an overview of Ifo’s estimates of
eastern European potential migration to Germany.
The projections consider two scenarios in which



the income gap to Germany either gradually

declines (relative income growth of 2%) or

remains constant (relative income growth of 0%).

The figure shows the projected stock of foreigners

of different nationalities living in Germany five,

ten, and fifteen years after EU enlargement with

immediate full mobility. After fifteen years these

stocks will increase from a current 500,000 persons

to an estimated 3.2 to 4 million persons. This corre-

sponds to a migrant ratio of about 4% to 5% of the

home country populations.

In addition, potential annual net immigration was

estimated with an otherwise strictly analogous

model. It yields the result that, in the first five

years after EU enlargement, an annual inflow of

about 200,000 to 250,000 migrants from the five

countries can be expected, followed by a gradual

decline in annual numbers. However, estimates of

the distribution of the projected stock effect over

the individual years are less reliable than estimates

of the stock effect itself. Actual migration will devi-

ate from these potentials partly because transition

periods for the granting of full mobility are being

considered and because the precise dates of EU

accession are not known. Also, in the final analysis,

all forecasts are hypothetical, an aspect often over-

looked in the public discussion.

In the meantime, Romania is not expected to be

among the first to be granted EU membership, part-

ly because of the migration potential. On the basis

of the recommendation of the European Com-

mission, announced after the release of the Ifo study

on 8 November 2000, up to eight countries will be

included in the first wave of EU membership:

Estonia, Latvia, Lithuania,
Poland, Slovakia, Slovenia,
Czech Republic and Hungary.
Data is currently not available
to make explicit forecasts for
these countries. However, an
initial estimate is indeed possi-
ble since the countries not
explicitly included only com-
prise 15% of the population of
the eight countries. Disregard-
ing the results for Romania, on
the basis of our forecast
method, a total of between
3.4% and 4.3% of the popula-
tion of the acceding countries
will immigrate to Germany

during the first 15 years of EU membership if full
mobility is granted. If we multiply this by the popu-
lation of the eight accession candidates, the result is
a longer-term migration potential of 2.5 million to
3.3 million people. It is not exactly clear how these
numbers will be distributed over a 15-year period,
nor is it clear how they would be reduced in the case
of political restrictions.

A comparison with the DIW estimate

The Ifo forecast of the migration potential is high-
er than that forecasted by the German Institute for
Economic Research (DIW) (European Integration
Consortium 2000). The DIW results see migration
to Germany within a fifteen year period at
between 1.8% and 2.4% of the population of the
sending countries, and this forecast also includes
Bulgaria and Romania. How can the differences in
the two forecasts be explained?

The DIW forecast and the Ifo forecast use similar
data. In actual fact, an exchange of data between
the two institutes showed that the results are mutu-
ally replicable. The inclusion of Bulgaria in the
DIW study also does not explain the difference.
The difference can only be explained by the
methodology used in compiling and interpreting
the data and, in particular, by the different ways of
dealing with the cross-country and longitudinal
information (variation across countries vs. varia-
tion over time) that is contained in the data.

In contrast to the Ifo Institute, DIW used a fixed-
effects estimator which effectively eliminated
nearly all of the cross-country information when
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the coefficients for the forecast were calculated.
The remaining time series information produced
much lower coefficients for the influence of inter-
national differences on migration. The influence of
international income differences on the projected
migration flows was faded out of the picture (Flaig
2001).

The DIW approach would be more convincing if
the matter were one of predicting how an initial
migration level shrinks with the passage of time
when income in the accession country increases.
The result would be that the shrinkage is only
small and migration over a period of 15 years is
large. But this is not the question.

The more important issue is determining the
migration volume that can be expected from the
individual countries after EU membership and
granting of full mobility, and this is a question of
the anticipated cross-country effects. The DIW
attempts to estimate the cross-country effects sole-
ly with coefficients gained from the time-series
information. This is a methodological error. If
indeed any data could be suppressed in forecasting
the cross-country effects it would be the time-
series data but not the cross-country data them-
selves.

We can only speculate as to the economic reasons
for why the cross-country data generate much
lower coefficients than the time series data. A
plausible hypothesis relates to the old distinction
between longer term and cyclical (or permanent
and transitory) effects. Annual time series data
mostly reflect the cyclical effects, and these effects
are small since people rightly consider them to be
temporary. If, for example, a cyclical high and low
of Spanish income only led to slight changes in
migration behaviour, since the Spanish knew that
the income changes were only transitory, then the
result is, to be sure, a lower estimated coefficient in
the DIW method. However, it does not follow that
the income gap between Poland and Germany
after Poland joins the EU will induce only moder-
ate migration flows. But it is precisely this conclu-
sion that the DIW method produces, since the low
coefficient that is gained by observing the cyclical
fluctuations in incomes is used for estimating
migration from Poland.

Immigration from Poland depends on the antici-
pated longer-term income gap vis-à-vis Germany.

Longer-term differences, however, are especially

evident in the cross-country data since people

regard the differences from country to country as

more permanent than the differences between

boom and recession. In the estimation of the Ifo

Institute the size of the coefficient used in the fore-

cast is fully determined by the differences between

the countries, but in the DIW forecast these differ-

ences play only a minor role, apart from an indirect

effect that influences country-specific constants.1

The true problems of migration

In the public discussion, estimates of potential

migration are frequently regarded as threatening,

or – if low numbers are forecast – are received with

relief. Forecasts of high migration numbers are sus-

pected of supporting the political right whereas

low numbers have the smack of conformity with

positions of the left. Independent research, how-

ever, does not follow a political agenda. If an

econometric estimate produces high migration

numbers, this by no means implies that migration is

regarded as “too high”.

As long as migration is only induced by the inter-

national wage and productivity differences, and if

the labour markets of the host countries are suffi-

ciently flexible and receptive, the total welfare

effects of migration are positive. To be sure, redis-

tribution is touched off within the country of immi-

gration since at least in some labour market seg-

ments the competition for jobs increases, putting

downward pressure on wages. But capital income,

rents and wages for complementary types of work

increase (Sinn 1992; Borjas 1995). On balance, the

inhabitants of the host country always gain, and the

gains can theoretically be passed on to all affected.

However, if the conditions on which these welfare

gains depend are examined more closely, two prob-

lem areas become evident:

• Firstly, the German and Continental European

labour markets are not very flexible for a num-

1 As an illustration, note that according to the DIW approach the
long-term rate of immigration to be expected from eastern Europe
to Germany is only around 2% of the domestic population. This is
lower than the current stock of immigrants from Greece (3.5%) or
Turkey (3.4% or, if corrected for naturalisations, 3.7%). The latter
example is particularly telling since the estimates for the accession
countries relate to a situation of unrestricted labour mobility, while
there is no free movement for potential migrants from Turkey.



ber of reasons, and their ability to adjust could
be overtaxed by large-scale immigration.

• Secondly, the redistribution measures of west-
ern European social welfare states, with their
tax-financed social benefits and their extensive
supply of public goods, artificially increase the
incentives to migrate.

Inflexible labour markets

Western European labour markets are still suffering
from high unemployment. Especially in the case of
relatively rapid immigration of a large number of
additional workers, there is the risk that these work-
ers will partially only crowd out some of the
presently employed as a result of the low flexibility
of wages. The reduced GDP of the home countries is
then not offset by increased value added in the host
country, and the migration costs that occur are eco-
nomically wasted. In addition, domestic workers
who lose their jobs, have – because of claims to
unemployment benefits – little incentive to return
to employment and to contribute to a clearing of the
labour market at lower wages.

The key to solving this problem lies in the host coun-
tries. The general, and by no means new, recommen-
dation is that the labour markets’ ability to adjust
must be enhanced (see OECD 1994; European
Commission 1998; Sinn et al. 2001, Chapter 2.6).
First, a precise analysis of the actual causes of labour
market inflexibility is required, the usual suspects
being: systems of collective bargaining, labour mar-
ket regulation, and/or unfavourable incentives of the
social-welfare system. Consequently, the agenda for
reform would include more
decentralised wage agreements,
changes in dismissal protection
laws and other labour market
institutions as well as a reform
of unemployment and welfare
benefits which should be
geared more to a welfare-to-
work idea than to rewarding
non-employment. In any case,
efforts are needed, prior to EU
enlargement, to make the
labour markets more flexible.

If the remaining time for this is
not sufficient, and provided
that the risk of job displace-
ment of domestic workers were
the only problem involved in

granting free movement of labour, a transition phase
with temporary constraints on the migration volume
would be the only alternative. However, such a
dirigiste approach would only be a second-best solu-
tion compared to swift reform of the labour market
and the immediate granting of free labour mobility.

Migration incentives from public redistribution 

In the second problem area – the artificial migra-
tion incentives given by the redistributing social-
welfare state – things are more complicated.
Figure 3 shows that the volume of migration is too
high from an economic point of view when
migrants profit from the redistribution that is prac-
tised in the host country. Here, the migrants’ “fiscal
balance” must be examined, i.e. the sum of social
benefits received and the equivalent of all state-
provided or financed infrastructure goods minus
all financial contributions in the form of taxes and
social insurance charges. If this fiscal balance is
positive, the effective wage of the migrants exceeds
the labour costs and the individual gain from
migration is higher than the gain for the economy.
Corrected for the migration costs, the additional
migrants that would be attracted in comparison to
the optimum amount create a lower GDP in the
host country than they would have in their home
country. A marginal welfare loss is the result.

In practice, the problem is usually such that
migrants initially work in low-skilled jobs. They
earn below-average incomes for a number of years
until they have assimilated and reached the aver-
age wage. Since migrants pay relatively low taxes
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during this phase but participate in full measure in
the tax-financed state spending, they profit from
the redistribution of resources from the wealthy to
the poor that characterises the tax and transfer sys-
tems in western European states.

In the short term this leads to an excessive and,
above all, distorted migration volume. Since the
artificial element of economic migration incen-
tives is the stronger the lower the migrant’s mar-
ket wage, it is precisely the less qualified who are
more strongly attracted. Conversely, the natural,
wage-inherent migration incentives for the highly
qualified are reduced since they earn above-aver-
age incomes and must therefore give the state
more in the form of taxes and contributions than
they get back in the form of public goods and
other services.

In the long term, with large migration flows, con-
siderable fiscal burdens can result which encour-
age the host country to dismantle its social welfare
system so as not to become the target of further

migration flows. The danger of an erosion of the
western European social welfare state, even
threatening redistribution measures that are at the
heart of government responsibility, cannot be dis-
missed.2

The magnitude of the problem can be assessed by
drawing up a “fiscal balance” of previous migration
to Germany, which for persons with a relatively
short stay clearly shows a migration premium in
addition to the wage differential. The results of a
detailed calculation for all major categories of the
German tax and transfer system are shown in the
table below. The figures are based on data from the
Socio-Economic Panel as well as calculations of
the Ifo Institute (Sinn et al. 2001, Chapter 4). They
show present values for social insurance contribu-
tions and benefits, tax payments and tax-financed
transfers as well as other state transfers.

During the first ten years immigrants in Germany
enjoy an average net fiscal advantage of ca.
Euro 2,300 a year. As expected, this benefit

declines as the stay lengthens.
Whoever lives twenty-five
years or longer in Germany
pays the state Euro 850 more
per year than he receives in
benefits. These results show
that, from the standpoint of the
immigrant who stays a short
time, which is typical for
European migration, the fiscal
net balance is indeed positive,
as was assumed in Figure 3. The
results confirm (for the past)
that, even with the numerous
special regulations for foreign-
ers qualifying for social bene-
fits, there is an artificially
enhanced incentive to immi-
grate to Germany and an incen-
tive for the German govern-
ment to reduce the generosity
of its welfare system.

a) Numbers in this table only reflect the relative position of a migrant who was living in west
Germany in 1997. A direct transference to the expected migrants from central and eastern
Europe is not possible since the structure of future migrant cohorts is likely to be different
from the migration stock of 1997.
b) Migrants in Germany are persons with non-German nationality, persons whose mother is
of non-German nationality, and persons who have been naturalised in Germany; it does not
include ethnic Germans who have immigrated from eastern Europe and Russia.
c) Present value of future benefit entitlements (implicit public debt)
d) Transfers to private households and average costs of the provision of public goods.

Direct Fiscal Impact of Immigrationa)b)

– West Germany 1997 –

2 It is irrelevant whether government-
organised redistribution is understood
here as the expression of special redis-
tributive preferences over which there is
public consensus or whether they are
interpreted as the result of a general effi-
ciency-enhancing insurance of risks with
regard to life-time income, insurance that
cannot (or not completely) be offered by
the market (Sinn 1995; 1996).

Source: Sinn et al. (2001).

c)
c)

d)



The solution: Selectively delayed integration into
the social welfare system

The traditional western European-style welfare
state is incompatible with the free mobility of
labour and immediate inclusion of immigrants in
the host country’s welfare programmes. Since each
state will attempt to discourage net recipients of
state transfers and to attract net contributors, the
foundations of the welfare state are eroded.
Competition among social-welfare states is a
dumping competition, which, if it is allowed to take
place, will lead to the loss of the social achieve-
ments of western Europe.

The American example shows the dangers quite
clearly. In the United States, freedom and inclusion
are guaranteed and government is strongly decen-
tralised. As a result, social-welfare structures along
European lines have not been able to develop. In
the early 1970s, the generous social benefits grant-
ed in New York City proved to be a welfare mag-
net to the low-skilled and, after the city nearly
went bankrupt in 1974, had to be scaled back. A
similar phenomenon occurred in California in the
1990s.

In order to protect the welfare state from the ero-
sive forces of competition among countries, either
the free movement of labour or inclusion must be
restricted.3 The Ifo Institute considers the free
movement of labour to be the more important
legal principle and hence recommends a moderate,
temporary weakening of the inclusion principle.

To prevent artificial migration incentives and a
competition of deterrence measures, the net fiscal
balance of immigrants that stay for short periods of
time must be equalised. This does not impede the
long-term integration of the immigrants and it does
not imply the full exclusion of the immigrants from
the tax and transfer system of the host country.
Such a radical step cannot be considered for the
simple fact that most of the infrastructure provided
by the state is freely accessible and because the
association agreements between the EU and the
accession candidates call for an inclusion in the

contribution-financed benefits of the welfare state.
A possible and sufficient way to equalise the fiscal
balance is to delay the granting of selected tax-

financed social benefits. This includes supplemental
social assistance, housing benefits, and qualification
for public housing. Another possibility is prohibit-
ing the “export” of family benefits to children living
in the home country. This has been suggested by
Sinn et al. (2001), and, similarly, by the Scientific
Council to the German Ministry of Finance (2001).

The key to solutions of this nature, however, lies at
the European level. Current law on the free move-
ment of EU labour is supplemented by co-ordinat-
ing EU social law, whose overarching principle is
the non-discrimination of migrants vis-à-vis the
native-born population. In EU law and subsequent
court rulings, this principle has always been inter-
preted such that – with some differentiation with
regard to the tax and contribution-financed sys-
tems – the regulations of the country of employ-
ment primarily determine the social rights of
migrants and commuters, including an “export”
provision for some social benefits for dependants
still living in the home country. Fears of increased
migration in the case of previous EU enlargements
were dealt with by introducing transitional regula-
tions that restricted the overarching right of free
movement. Whoever wanted to migrate received
the full status of an EU migrant employee, but
many who wanted to migrate were not allowed to
enter. They were faced with a maximum of dis-
crimination.

There are no precedents in European law for selec-
tively delayed integration of migrants from the
accession countries into the western European
social systems but there are also no insurmount-
able barriers. In the current accession negotiations,
this idea has not yet been discussed. There are
good reasons for considering this approach, how-
ever, also with regard to the traditions and inten-
tions of European integration. Past transitional
regulations, which permitted temporary quotas for
migrants from acceding countries, are too strong a
limitation of the freedom of movement guaranteed
by the Treaty of Rome and also mean foregoing
possible integration gains. The alternative pro-
posed here will lead to a considerably weaker lim-
itation of personal civil rights. Anyone who wants
to is free to come but receives no hand-outs. This
will permit a more rapid transition to the com-
pletely free movement of labour and will result in
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3 Harmonisation of social benefits in Europe is not possible at the
moment because of the considerable income differentials.
Harmonised social benefits, which seem appropriate for the richer
European countries, would implement high minimum wages in the
weaker countries whose consequence would be mass unemploy-
ment. This would create many Mezzogiorni in Europe. See Sinn
and Westermann (2000).
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an efficient self-selection of potential migrants,
which is necessary to achieve maximum welfare
gains. Dirigiste solutions to the migration problem
are not needed in Europe.
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SELECTIVE IMMIGRATION

POLICIES: POINT SYSTEM

VERSUS AUCTION MODEL

WOLFGANG OCHEL

In Europe and especially in Germany, restrictions
on employment-based immigration from non-EU
countries are about to be eased and/or redefined in
immigration laws. The number and composition of
immigrants may be selected on the basis of priori-
ty lists or point systems. One could also think of
selecting the immigrants according to their willing-
ness to pay for an immigration certificate or the
willingness of domestic to pay for such certificates
for employees of their choice – the auction model.
How do point systems and auction models com-
pare as selection mechanism for permanent immi-
gration?

Why employment-based immigration may be
desirable

Employment-based immigration may be desirable
in receiving countries for a number of reasons. It
can prevent spiralling wages that result from
labour-market bottlenecks. It can contribute to a
more dynamic economy and thus boost economic
growth. It can also counteract the ageing of the
population and help maintain the pension system.

In general, immigration increases the income of
the domestic population since immigrants con-
tribute more to value added and hence to the GDP
of the receiving country than they receive in wages.
For this reason the host country has good reasons
for easing immigration restrictions. On the other
hand, immigration also causes considerable distor-
tions in income distribution, since those domestic
workers whose services are substitutes for those of
the immigrants will lose from immigration. The
gainers are domestic workers with complementary
services, whose incomes will increase, and especial-
ly the owners of capital who can achieve higher
returns on capital. Since the gains outweigh the
losses, immigration makes sense, but since there
are serious redistribution effects, it matters
whether immigration is controlled by quotas or by
prices.

In addition to the economic and demographic ben-
efits of employment-based immigration, attention
must also be given to social and cultural aspects,
and hence to the new immigrants ability to inte-
grate. Immigration should also pose no threat to
national security.

Mechanisms for immigrant selection

Various instruments may be used in the selection
of immigrants. Countries with a tradition of immi-
gration use priority lists (United States) or point
systems (Canada, Australia, New Zealand). The
American priority lists contain a ranking of desir-
able skills, with priority given to applicants with
the highest qualifications. In the point systems,
points are awarded for the various requirements
met by an applicant. Applicants who reach a mini-
mum of points may immigrate unless an annual
immigration quota is surpassed.

As an alternative to selection methods now in use,
some economists have proposed selection on the
basis of a sale of immigration rights (Becker and
Becker, 1996, pp. 58ff.). These could be in the form
of immigration fees or immigration taxes. This
instrument would select those immigrants who are
prepared to pay a price set by the government of the
receiving country. Or the immigration permits could
be auctioned, in which case the price of immigration
would be determined by what it is worth to the bid-
der. An auction could be directed at potential immi-
grants. Immigration rights could also be bought by
domestic companies that wish to employ foreign
workers (Bauer 1998, pp. 79ff.).1

Determinants of the efficiency of selection 
mechanisms

The efficiency of selection mechanisms depends on
various factors, including the immigration objectives
of the receiving country. Efficiency is influenced by
whether the objectives are short-term like meeting
current labour needs, or longer term, such as achiev-
ing permanent employment for the immigrants.

For the selection of the immigrants, it is not suffi-
cient to know the objectives that are being pur-
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1 The implementation of selection decisions can be made via bor-
der controls (visas, etc.) or in the receiving country (work permits).
See Brochmann 1999, p. 1ff.
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sued. More important is knowing the immigrant
mix to be achieved by the chosen objectives. This
means that the effects of immigration must be
known that result from immigrants with differing
structural characteristics.

The efficiency of the selection mechanism is also
dependent on the state of information of those
who develop the point system or who take part in
the auctions. The governments of the receiving
countries that create the point lists know the eco-
nomic and demographic situation of their own
country relatively well. They can also appraise the
social, cultural and security implications of immi-
gration. They do not, however, have sufficient
knowledge of the qualifications of the immi-
grants. Domestic companies have precise knowl-
edge of their short- and medium term labour
needs, and of the skills of the foreign workers
they wish to employ. They, however, are not so
well informed of the demographic, social, cultural
and security consequences of immigration as the
government. The immigrants, finally, are very well
aware of their qualifications but are not well
informed about the conditions that prevail in the
receiving countries. For all three groups, the state
of information declines with an increasing time
horizon.

The effectiveness of the selection mechanism is
also determined by the fact that the decisions of
governments, domestic companies and immigrants
are based on their own interests. Governments, as
a rule, take into consideration not only the eco-
nomic and demographic but also the social, cultur-
al and security aspects. Domestic companies are
primarily guided by their short-term and medium-
term profit expectations. What they are willing to
pay depends on the contribution the immigrant is
expected to make to the company; other conse-
quences of immigration are not taken into
account. Immigrants are interested in achieving a
high standard of living in the host country, and
what they are willing to pay is an expression of
these expectations. They are only interested in the
consequences of immigration for the receiving
country to the extent that this affects their own
standard of living.

Finally, the costs associated with the implementa-
tion of the individual selection mechanism affect
its efficiency. The costs of the point system are
probably higher than those of the auction model.

Advantages and disadvantages of the point system

The point system has a number of advantages in
selecting immigrants. The experience of the coun-
tries that use it shows that the system works and is
easy to handle. The immigration mix can be con-
trolled so that at least the short and medium-term
economic and integration-related requirements of
the receiving country are met. Selection accuracy is
relatively high even though there are limits result-
ing from the fact that only measurable factors can
be used as selection criteria. A point system is also
widely accepted by the domestic population (see
Table 1).

The disadvantages of the point system are the high
administrative costs associated with the creation
and adjustment of the point system and with the
examination of applicant qualifications. There are
also considerable methodological problems in
identifying labour shortages by occupation and
industry (Bauer 1998, pp. 117ff.). In addition, the
time lag between obtaining the labour-market data
used to identify labour shortages and the actual
immigration may lead to incorrect choices of
immigrants; moreover, most immigrants are young
with long and changeable working lives ahead of
them. Point systems are also relatively inflexible
and slow in reacting to unforeseen circumstances
(Zimmermann 2000, p. 17). Inflexibility is caused
by the time involved in establishing new selection
criteria. The receiving countries must also grant
potential applicants sufficient planning scope. A
final disadvantage lies in the distribution effects in
the receiving country. The advantages of immigra-
tion in the form of avoiding wage increases result-
ing from labour shortages accrue to the companies;
the disadvantages are felt by the affected domestic

Table 1
Advantages and Disadvantages of the Point System

Advantages Disadvantages

• Simple and easy-to-use 
system

• Immigration selection 
based on economic and 
integration-related needs 
(at least in the short and 
medium term)

• Accepted by the domestic 
population

• Creation of the points sys-
tem and decking qualifi-
cations of applicants is time 
consuming

• Problems in identifying 
labour shortages by occu-
pation and industry 
(measurement and lag 
problems)

• Low flexibility in unfore-
seen circumstances

• Undesirable distribution 
effects in receiving country

Source: Compiled by the Ifo Institute.



workers whose wages rise more slowly than would
otherwise have been the case (if indeed they do not
fall).

How the auction model works

Instead of an administrative determination of
future labour needs and the derived skill profile of
immigrants, immigrants may also be selected by
auctioning immigration rights. The proponents of
the auction model assume that the willingness to
pay is highest among those who have the most to
gain from immigration. The greater the willingness
of the immigrants to pay, the higher the utility of
the receiving country from the immigration
(Becker and Becker, pp. 58ff.).

Before immigration rights are auctioned, several
fundamental decisions must be made. First, the
number of immigration certificates per year must
be determined. Then the decision must be made
whether to sell these to potential immigrants or to
companies that need foreign workers. Finally, it
must be determined whether the immigration right
is tied to the purchaser or whether the buyer has
the right to sell the certificate or to receive a refund
when returning it to the issuing authorities (Bauer
1998, pp. 88ff.). The most practical method of auc-
tioning immigration rights is a sealed-bid auction
with the highest bidders winning the auction.

Advantages and disadvantages of the auction
model

In comparison to point systems, the auctioning of
immigration rights has the advantage of allocating
the immigration certificates via the price mecha-
nism thus considerably reducing administrative
expenses. At the same time, the price mechanism
ensures that immigration is geared to the econom-
ic and demographic requirements of the receiving
country. Potential immigrants are only likely to
place high bids if the labour market in the receiv-
ing country holds the promise of a good income.
The skills and work experience of the auction par-
ticipants with the highest bids indicate the areas
with a short and medium-term demand for labour,
insofar as the potential immigrants are sufficiently
informed of the conditions in the receiving coun-
try. The state receives income from the auctions
which can be used in part for financing the public

goods consumed by the immigrants. Public accep-

tance of immigration is also raised if immigrants

pay to get in (see Table 2).

Although the auction model may result in the

selection of the “right” immigrants, this is not guar-

anteed. Assume that the receiving country wishes

to select only highly qualified workers. If, for exam-

ple, a good education helps achieve a relatively

high income in the home country, then qualified

workers stand to gain only little from migration

but unqualified workers much more. For this rea-

son the latter will offer a higher price at an auction

than the former and acquire the immigration cer-

tificate. Social transfers in the receiving country

can also lead to adverse selection (Bauer 1998, pp.

97ff.; Borjas 1994). Imperfect financial markets can

mean that poor but highly qualified applicants lose

out at an auction to more wealthy but less qualified

applicants. Moreover, the information deficits of

the potential immigrants with respect to the eco-

nomic conditions in the receiving country can

diminish the efficiency of the auction model as a

selection mechanism. A final disadvantage is that
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Table 2
Advantages and Disadvantages of the Auction Model

A. Auctioning immigration certificates to potential 
immigrants

Advantages Disadvantages

• Allocation of immigration 
certificates via the price 
mechanism

• Immigration geared to 
economic and demographic 
requirements via the price 
mechanism (limited by in-
formation deficits)

• Identification of short and 
medium-term labour 
shortages (limited by in-
formation deficits)

• Revenue from auctions
• Payment raises public 

acceptance of immigration

• Selection of the “right” im-
migrants possible but not 
guaranteed

• Information deficit about 
receiving country is greater
on the part of the potential 
immigrant than on the part 
of the receiving country

• Receiving country provides 
no information on its needs

• Makes immigration more 
expensive; immigrants 
prefer countries with point 
systems

• Ethical objections make 
political implementation 
difficult

• Overlooks immigrant’s 
ability to integrate 

B. Auctioning immigration certificates to domestic
companies

The appraisals in A is changed in the following areas:
• Avoidance of unwanted distribution effects in the receiving

country
• Companies’ state of information on short and medium-

term labour needs is better than that of immigrants
• Disregards long-term opportunities of immigrants in the

labour market (long-term employability)
• Ethical objections will play a less important role

Source: Compiled by the Ifo Institute.
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the receiving country makes no information avail-
able regarding its needs.

Apart from the insufficient efficiency of selection,
the auction model has further disadvantages.
Firstly, the auction model makes immigration more
expensive by taking away from immigrants a por-
tion of their immigration gains. Immigrants will
thus prefer countries with a point system which
leave them a higher net income. A further disad-
vantage is the difficulty of political implementa-
tion, since some voters will have ethical objections
to an auctioning of immigration certificates. A final
drawback is that only the personal welfare gains of
the immigrant go into the selection decision and
that effects of immigration on the receiving coun-
try receive too little attention (e.g. the problem of
integration ability).

Most of the advantages and disadvantages associ-
ated with auctioning immigration rights to poten-
tial immigrants also apply to auctions in which
domestic companies are the bidders. But there are
four major exceptions. Auctions for domestic com-
panies prevent the unwanted distribution effects of
immigration in the receiving country. The compa-
nies must pay a portion of what they gain from
immigration for the purchase of immigration
licenses. This revenue can be used by the state to
compensate for detrimental effects on domestic
workers. A further difference is that the state of
information of the companies on the short and
medium-term labour needs are better than that of
the immigrants. This leads to selection advantages
both in the short and the medium term. On the
other hand, in their bidding, companies will tend to
ignore the long-term employment opportunities of
immigrants with varying skills. As a rule, they have
no exact knowledge of the long-term labour needs
of their company and of the economy, nor must
they include the long-term employability of the
immigrant in their decision since they can always
dismiss the employee at a later date. Finally, ethical
consideration play a less important role in the auc-
tioning of immigration certificates to companies
than to individuals.

Conclusions

Sustained immigration has considerable economic,
demographic, social, integration-related, and cul-
tural consequences for the receiving country.

Public acceptance is only assured if the number of
immigrants and the immigrant mix is controlled in
a way that closely corresponds to the objectives of
the receiving country.

The point system and the two auction models take
advantage of the information available to the
administration of the receiving country, the domes-
tic companies, or the potential immigrants. All
three have information advantages and deficits in
their own areas. Their interests are also different.
In appraising the advantages of the selection
mechanisms, an assessment of the relevance and
validity of the information on which the mecha-
nisms rest is necessary. In doing this, the differing
interests of the information holders must be taken
into consideration. A combination of selection
methods may also reduce the information deficits
as much as possible.

The point system and the auction model have
advantages and disadvantages as instruments of a
selective immigration policy. In a comparison, the
point system seems to come out on top. To be sure,
the auction model has the considerable advantage
of allocating the immigration certificates via the
price mechanism and gearing immigration to the
economic and demographic conditions of the
receiving country. It thus avoids the high adminis-
trative costs of the point system. On the other
hand, the selection of “suitable” immigrants only
works well when domestic companies bid for the
certificates, and then only in the case of short and
medium-term labour needs. The long-term employ-
ability and the integration ability of the immigrants
are largely ignored. The auction model also makes
immigration more expensive and thus reduces the
attractiveness of the auctioning country vis-à-vis
countries with a point system. Finally, the auction
model, especially when directed at individual
applicants, faces ethical objections and is thus
more difficult to implement than a point system.

Compared to the auction model, the point system
has the advantage of having proven itself in prac-
tice. As a selection mechanism it fulfils its function
very well and can take account of both the eco-
nomically relevant criteria for immigration as well
as integration and other long-term aspects. To be
sure, the point system has high administrative
costs, unwanted distribution effects in the receiving
country, less flexibility, and more problems in
determining labour market needs. However, the



latter two deficits have negative effects primarily
on short-term selection decisions rather than on
those of long-term relevance which are typical for
immigration.

For selection decisions of short or medium-term
relevance, i.e. for temporary immigration, auctions
in which domestic companies participate are a bet-
ter option. The strength of auctions is their ability
to identify short and medium-term labour short-
ages and to react flexibly to market changes.
Moreover, they avoid the undesirable distribution
effects of immigration in the receiving countries
because the companies pay out a portion of their
gains from immigration and the state can use its
income to lower taxes for the benefit of the substi-
tuted labour.

With a combination of the point system and the auc-
tion model, the long-term immigration criteria
would be taken indirectly into consideration even
for temporary immigration. In choosing a country of
immigration, a potential immigrant contemplating a
temporary working visa would also work out his
chances of passing the point test later for receiving
permanent immigrant status; if the chances for this
are not good, he may choose another country where
permanent status is more likely (self selection).
Conversely, applicants for permanent immigration
may include immigrants who came on a temporary
basis, for whom domestic companies indicated a
high demand during the auction.
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WHY HAS THE

DM-SHARE

FALLEN?

The share of deutschmarks in
the joint Euro-11 stock of
money in circulation has
declined rapidly in recent
years. In the first quarter of
1997, it was nearly 45%, and
when the euro was intro-
duced it was still 43%. Two
years after the introduction
of the euro it had declined to
only 40%, and an end of the downward trend is
not in sight.

Only a small part of the reduction in the DM share
is explained by a decline of Germany’s share in
aggregate EMU-GDP during the relevant period.
Since Germany’s black market share in GDP is not
above the European average, but the deutschmark
is the only European currency to be extensively
used in eastern Europe, there is hardly another
explanation for this decline in share than that
deutschmarks are returning from eastern Europe
and other parts of the world.

The reduced preference of the east Europeans low-
ers the value of the euro and the European interest
rate in the absence of ECB intervention. If the ECB
intervenes passively (selling bonds for money bal-
ances) so as to stabilise the interest rate, the euro will
still decline, although to a lesser extent, as more
European bonds are held in the aggregate interna-
tional portfolio of all private agents.

See H.-W. Sinn and F. Westermann (2001), “Why
Has the Euro Been Falling? An Investigation into
the Determinants of the Exchange Rate,” CESifo
Working Paper No. 493. R.K.



SHOULD THE EU 
BE ENLARGED?

Günther Verheugen, the EU Enlargement Com-
missioner, lists three reasons why the current
15 Member States are keen on pursuing enlargement:

1. Stability and democracy
2. A moral obligation to help the victims of

Nazism and communism
3. The economic opportunity offered by the new

markets of the east.

The experience of integrating Spain, Greece and
Portugal has encouraged the present generation of
EU leaders to believe that Union membership can
cement the transition from autocracy to democra-
cy. The implications of eastern enlargement are
complex and sometimes double-edged, however.
As noted in the Economist (May 17th 2001), there
is a risk that as well as exporting stability, the
European Union might import instability. Such
instability could arise in one of four ways: in the
borderlands of the new European Union; within
the new members; within the current 15 members;
and through the as yet unpredictable effects of

enlargement on the balance of power within the
Union itself.

Although new members have to accept the Acquis

Communautaire, there must be confidence among
all members that the laws and regulations con-
tained therein will be monitored and enforced
across the Union. This confidence is frequently
tested between “Northern” and “Southern” mem-
bers within the present EU. It may run even lower
between the old and the new members. This may be
reflected in the present Member States’ view of
enlargement as presented in the chart below.
Anxiety about the effects of eastern enlargement is
especially pronounced in Germany and Austria,
countries that have common borders with the
Central Eastern European countries and therefore
fear immigration or wage competition most.
France is cautious about enlargement for another
reason. Here the fear is that Germany, at the heart
of an enlarged European Union, will emerge as the
dominant economic and political force.

H.C.S.
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THE CEEC: ECONOMIC

GROWTH SPURRED BY

REFORMS

After the collapse of the system of economic plan-
ning at the beginning of the 1990s and the early
attempts to install a market-based system, the
economies of the region suffered severe reductions
in real gross domestic product. On the average of
all CEE countries, real GDP was 25% lower in
1993 than in 1989.

Since the mid-1990s most of the Central and
Eastern European (CEE) countries have managed
to revive economic growth. During the past five
years, growth has accelerated, albeit at a very
uneven pace, depending on how far the economic
reforms have advanced.

Real GDP growth was highest in Albania (which
started from a dismally low level), followed by
Poland and Slovakia at more than 5% each. Only
Romania and Bulgaria were still on the losing side,
with a reduction of economic output.

The EBRD forecasts positive growth rates in all
reform countries, however.

At the beginning of the transformation process,
inflation was rampant. From 1991 to 1993 most of
the reform countries had three-digit inflation rates.
But these times are past. From 1994 to 1999 annu-
al price increases of 100 % and more were regis-
tered in only seven countries. In Macedonia,
Slovakia and the Czech Republic inflation fell
below 10 %, in Croatia even below 3%.

All reform countries are having trouble getting
their government finances under control. The
smallest government deficits (less than 1 % of
GDP on average during the period 1994 to 1999)
were registered by Croatia, Slovenia, and Estonia.
Estonia also did best in increasing its exports,
export growth averaging 20%. Exports of the other
CEE countries are also rising sharply.

It is obvious that these countries differ widely in
how far they have travelled on the road to eco-
nomic success. It may be surmised that this has
been very much influenced by their efforts at eco-
nomic reform. Privatisation, the liberalisation of
the financial markets, the decontrol of prices,
exchange rates and foreign trade are important
stepping stones towards a market-based economy.
A ranking of the reform achievements of the CEE
is shown in Figure 2. It shows Hungary at the top,
ahead of the Czech Republic and Poland.

H.C.S.

Figure 2

Figure 1



INTRA-EUROPEAN MOBILITY

Since the Treaty of Rome (1957), the principle of
free movement for EU nationals in the context of
taking up employment has been recognised within
the area formed by the signatory countries. More
recently, various measures have been implemented
with the aim of facilitating intra-European mobili-
ty: a Directive on the free movement of those out-
side the labour force, students and the retired, a
series of Directives on the mutual recognition of
qualifications and the opening up of certain public
sector jobs which were previously reserved for
nationals. Nevertheless, the extent of intra-
European mobility and its motivations are not well
known. Tables 1 and 2 present for all of the coun-
tries of the EU the stocks and for thirteen of them
the flows of EU citizens by nationality.

For various reasons, in 1998 the five countries with
the highest proportions of foreign EU citizens
were Luxembourg (90.5%), Ireland (75.2%),

Belgium (57%), Portugal (53.7%), and Sweden
(42.4%). A ranking of EU Member countries in
terms of the percentage of EU citizens in their
total immigration flows produces similar results. In
1997, the share was 78% for Luxembourg, 59% for
Portugal, 56% for Belgium, 39% for Spain, and
32% for the United Kingdom. The other EU coun-
tries have much lower shares, ranging from not
quite 28% in the case of Denmark to 10% in the
case of France.

The great diversity of intra-European mobility by
nationality reflects above all cultural and linguistic
affinities (Germans in Austria, French and Dutch
in Belgium, Finns in Sweden and Swedes in
Finland). Historical ties also play a role in this
mobility, like for Portuguese and Italians in France,
and of Italians in Austria. European pensioners
also frequently choose to settle in Southern
European countries; this is notably the case of UK
nationals and Germans in Spain, Portugal, and
Greece.

W.O.
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1 DICE = Database of Institutional Comparison in Europe
(www.cesifo.de).

Table 1
European Union Citizens in the Foreign Population of the 15 Member Countries, 1998
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In its April 2001 Economic Survey International
(ESI), the ifo Institute polled more than 700 eco-
nomic experts in 80 countries.

The indicator for the world economic climate conti-
nued its decline from its peak in April 2000. This
time the decline was caused exclusively by more pes-
simistic assessments of the current situation, whe-
reas expectations for the next six months improved
slightly. This gives rise to hopes that the economic
slowdown will end during the second half of 2001.

The decline of the current assessment was steepest
in North America, where it is now, for the first time
since the recession of the early 1990s, below the
»satisfactory« threshold. Expectations, however,
moved back into positive territory.This supports our
view that economic recovery should begin in the
second half of this year. The current weakness of the

U.S. economy is concentrated in investment whereas
private consumption is keeping up rather well.

In Western Europe, the upswing is continuing to lose
momentum. The assessment of the current situation
deteriorated in all European countries, with the
exception of Norway, Finland and France. Despite
the overall decline, the level of the assessment re-
mained higher than in any other region of the world.
The lowest grades for the current situation were
given to Germany, Italy and Portugal. The current
assessment for the United Kingdom, though slightly
better, continued to slide. Overall expectations for
the European economy in the next six months wea-
kened further due largely to a deterioration of the
export outlook. Expectations were rated highest in
Greece, Finland, Norway, Italy and Switzerland
whereas Denmark, Ireland, Portugal and the UK had
the lowest expectations for the next six months.
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INTERNATIONAL

Source: ESI 72, 2/2001.

Present and Expected Economic Situation



CESifo Forum59

Trends

MONETARY CONDITIONS

IN THE EURO-AREA

In March 2001, the annual growth rate of M3 increased to 5%
from 4.7% in February. The March growth rate was affected by
a number of special factors, however. The ECB concludes the-
refore that, if these factors are taken into account, underlying
monetary dynamics continued their downward trend in March
2001.

From November 2000, when money market rates started to
decline, to end-May 2001 three-month money market rates in
the Euro area declined by 60 basis points. In contrast, ten-year
bond yields started to increase again in April and rose by more
than 30 basis points from March to May. Therefore the spread
between short-term and long-term interest rates rose again.

Because of rising inflation in the entire euro area, real interest
rates at the short and long ends have continued to decline, to
below 2%.

The monetary conditions index continued to show monetary
easing in the Euro area as both, real interest rates and the real
effective exchange rate of the euro
declined in May.
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In the fourth quarter of 2000, real GDP is estimated to have
increased by 0.7% quarter-on-quarter, and by 3% year-on-year.
Recorded growth in 2000 as a whole was very strong, at 3.4%.
Available indicators paint a less rosy outlook for 2001, howe-
ver. Official figures for the first quarter of 2001 confirm a slow-
down: growth was only 0.5% quarter-on-quarter and 2.5%
year-on-year.

* The indicator of economic sentiment is a weighted average of the industrial con-
fidence indicator, the construction confidence indicator, the consumer confidence
indicator and the share-price index. 1995 = 100.

The economic sentiment indicator mirrors the fall in industri-
al, construction, and retail confidence indicators. Starting in
January, economic sentiment has declined in every month this
year.

* The industrial confidence indicator is an average of responses (balances) to the
questions on production expectations, order-books and stocks (the latter with
inverted sign).
** The consumer confidence indicator is an average of responses to the questions
on the financial situation of households and their assessment of the general eco-
nomic conditions, both in the past and future twelve months, and the question on
big-ticket purchases.

According to the latest survey data, the divergence between
industrial and consumer confidence increased further. This
supports the assessment that the recent weakening of the
external environment is mainly affecting industry, and that
developments in the household sector, though also slackening,
remain more resilient. Industrial confidence continued to fall
in May, the fifth decline in a row.

EU capacity utilisation which , in the first quarter of 2001, had
maintained the high level of 84% reached in the fourth quarter
of 2000, declined to 83.2% in the second quarter of 2001, reflec-
ting the slowdown in industrial production. The assessment of
order books, also surveyed  by the European Commission, had
already started to turn pessimistic in January.

EU SURVEY RESULTS
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a) BIS calculations; to December 1998, based on weighted averages of the euro area
countries’ effective exchange rates; from January 1999, based on weighted averages
of bilateral euro exchange rates. Weights are based on 1990 manufactured goods
trade with the trading partners United States, Japan, Switzerland, United
Kingdom, Sweden, Denmark, Greece, Norway, Canada, Australia, Hong Kong,
South Korea and Singapore and capture third market effects. Real rates are calcu-
lated using national CPIs.Where CPI data are not yet available, estimates are used.

Following a strong rebound between November 2000 and
January 2001, the euro moved in a narrow band until early
May. In May it weakened again, with the real effective rate
averaging 87.6 after 90 index points before.

The figures for the euro area fiscal balances were revised. For
the general government financial balance the earlier estimate
of a small surplus turned into an actual deficit of 0.7% of GDP.
The latest OECD projections are for deficits of 0.6% of GDP
for 2001 and 0.4% of GDP for 2002. For the more important
structural balance the estimated deficit of 0.6% of GDP was
confirmed. Projected deficits for 2001 and 2002 are 0.7% and
0.5% of GDP, respectively.

In April 2001, the standardised rate of unemployment for the
euro area fell to 8.3%. Together with the release of the March
data, unemployment figures were revised downward by around
0.2 percentage points. In the EU-15, the decline in unemploy-
ment was more pronounced, the jobless rate falling to 7.6% in
April.

Whereas the annual percentage change in the overal
Harmonised Index of Consumer Prices (HICP) in the euro
area had remained unchanged at 2.6% between February and
March 2001, it rose steeply, to 3–4% in May. Core inflation,
too, continued to rise, reaching 2.2% in May.

EURO AREA INDICATORS
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European Regional Prospects
Forecasts 1999–2003

Major urban centres are still attracting the bulk of investment from high-tech industry 
and modern services

The largest share of investment in high-tech industry and modern services still goes to the major
and established urban centres, whose traditions, infrastructure, and transport links give them the
edge. Some cities are becoming logistics and service centres for regions that span several coun-
tries. Cities which have to cope with the contraction of traditional industries have adopted differ-
ent strategies: Some are concentrating on high-tech industry and services. Others seek to utilise
advantages of location and traditional specialization or have found niches. In summary: Most
cities are expected to grow faster than their national economies.

European Regional Prospects discusses the impact of the new economic conditions on opportu-
nities and threats for European regions. It describes the most likely developments for over
200 European regions with regard to the needs of business and government in preparing to meet
future challenges.

European Regional Prospects
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