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FOREWORD

The European economy continued to recover in 2016, albeit at a slightly
slower pace. Within the euro area in particular, the ultra-loose policy of the
European Central Bank, with its negative interest rates and quantitative
easing, led to a devaluation of the euro and boosted Eurozone exports.
Structural weaknesses like poor competitiveness and large volumes of non-
performing loans in the financial system, however, illustrate persisting dis-
parities within the European Union. Combined with growing political in-
stability — both within the European Union and around the world — they
make Europe’s future economic development look very uncertain.

While previous reports by the European Economic Advisory Group
(EEAG) at CESifo have elaborated on financial and economic weaknesses
as well as imbalances in Europe, this year’s report, the sixteenth in the se-
ries, discusses the worrying rise of populism, which poses an equally serious
threat to European cohesion. As indicated by the report’s title — “Economics
of Populism” — it focuses on the populist economic policy agenda, the fac-
tors generating support for populism and the implications of populist
policies.

The introductory Chapter 2 defines populism, populist economic policies
and the populist view on economic developments. It reveals how the popu-
list agenda is short-sighted, provides overly simplistic answers to complex
questions and adopts an overly narrow approach, neglecting the multi-
dimensionality of most economic policy issues. The chapter also clarifies
the importance of checks and balances and democratic compromise in ef-
fective economic policy. The abuse of referenda and veto powers, by con-
trast, hamper the implementation of beneficial policies and foster the rise
of populism.

Brexit is the outcome of a referendum that was, at least partly, captured by
a populist discourse. Chapter 3 looks at how general scepticism over
European integration catalysed into Britain’s decision to leave the European
Union. Looking to the future, the chapter also takes a clear stand on the
exit process: a bitter divorce for both Britain and the European Union must
be avoided at all costs. To facilitate a harmonious break, both sides need to
state their negotiating positions clearly, publicly and quickly. From an EU
perspective, Brexit represents an opportunity to learn valuable lessons and
sustainably remodel the Union.

The rise of populism in recent years is closely related to migration flows and
the refugee crisis, which is the topic of Chapter 4. This chapter describes
these flows and discusses the implications of migration for European econ-
omies and populations. The chapter also explains how populist parties
stand to benefit from the integration challenge currently facing Europe. It
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Foreword

makes policy recommendations for resolving the refugee crisis and under-
mining populist arguments.

As always, the first chapter of the report contains an in-depth analysis of
the economic situation of the European Union and other countries around
the world, together with a forecast for the year ahead.

The European Economic Advisory Group at CESifo, which is collectively
responsible for all parts of the report, consists of seven economists from six
countries. This year the Group is chaired by John Driffill (Yale-NUS
College) and includes Torben M. Andersen (Aarhus University), Giuseppe
Bertola (University of Turin), Harold James (Princeton University), Jan-
Egbert Sturm (KOF Swiss Economic Institute, ETH Zurich), Branko
Urosevic (University of Belgrade) and myself (Ifo Institute and University
of Munich). The members participate on a personal basis and do not repre-
sent the views of the organisations they are affiliated with.

I would like to express my gratitude for the valuable assistance provided by
the scholars and staff at CES and Ifo who helped to prepare the report. This
year’s participants were Felix Hugger and Christopher Weber (assistants to
the group), Stefan Lautenbacher, Nikolay Hristov and Andreas Steiner (eco-
nomic forecast), Lisa Giani Contini (editing), Christiane Nowack and
Christoph Zeiner (graphics), Katharina Pichler and Elisabeth Will (typeset-
ting) and Ines Gross (cover). I also wish to extend my warmest thanks to
Swiss Re for hosting our December meeting.

Clemens Fuest

President, CESifo Group

Professor of Economics and Public Finance
Ludwig Maximilian’s University Munich

Munich, 1 March 2017
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RECOMMENDATIONS FOR EUROPE

Chapter 2 Economic Policy and the Rise of Populism — It’s Not So Simple

Democratic political processes must leave room for fruitful disagreements and debates. While mechanisms for
compromise are needed, too much consensus can backfire.

Referenda should be used sparingly and their role needs to be clearly defined in the constitution.

Economic policy almost always benefits some people and disadvantages others, but the disadvantaged should
not be allowed to veto change. Welfare states need to protect those groups negatively affected by economic
developments.

Delegating clearly defined tasks to independent and supra-national institutions can play a valuable role in re-
straining populism.

EU institutions should act strictly within their mandate and EU policies should adhere to the principle of sub-
sidiarity. The EU Commission should focus on its role as a guardian of EU treaties.

Chapter 3 Britain and EUexit — The People Versus the EU

EEAG Report 2017

The UK and the EU-27 should lay out the basis for negotiating Brexit with the utmost clarity. They must not
lay themselves open to the charge of misleading the public and hence creating an informational deficit that en-
hances the perception of a democratic deficit.

The terms of Brexit need to comply with a norm of constitutional adequacy, which would also reflect the ex-
tent to which it is acceptable to regional units, including Scotland and Northern Ireland.

The terms of Brexit should be subject to economic scrutiny, and the various options need to be assessed in the
light of different development scenarios on a European and international level.

There is a danger that the Brexit negotiations will lead to a bitter divorce that harms both Britain and the EU-
27. It is a key responsibility of policy makers to avoid such an outcome.

Brexit — and other international developments — offers Europe the opportunity to sustainably remodel itself to
more accurately reflect its citizens’ aspirations. Such a remodelling is unlikely to occur via intergovernmental
bargains, but they may nevertheless prove the only way to consider the trade-offs of costs and benefits in dif-
ferent policy areas.




Chapter 4 Immigration and the Refugee Crisis — Can Europe Rise to the Challenge?

EU member states must avoid policies that may intensify crises in already destabilised countries, or create new
hot spots.
EU member states should act preventatively to help vulnerable countries develop their economies, thus reduc-
ing incentives for their inhabitants to emigrate.
The European asylum system needs an overhaul. Current practises and regulations are designed for much
smaller numbers of asylum seekers and are inadequate to handle present inflows.
New policies are called for to manage the expectations of potential refugees and prick the refugee bubble while
protecting both European borders and individuals in real humanitarian need.
Cooperation among EU member states regarding immigration and asylum-seekers is essential. This should
feature:
— Common, transparent and comprehensive EU eligibility rules and regulations in the area of asylum and
refugee protection, that leave little or no scope for different interpretations across member states.
— A network of asylum application centres in safe areas outside of the EU borders and closer to the conflict
zones.
— Equitable and incentive-compatible sharing of the burden.
— Significantly improved cooperation in protecting the outside borders of the European Union, including
fighting organised crime and illegal immigration.
The EU should forge closer partnerships with countries that may potentially be willing to host asylum applica-
tion centres.
Cooperation with the Western Balkans already exists and should be deepened.
Cooperation with Turkey is essential, but visa-free travel into the European Union can only be granted follow-
ing a marked improvement in human rights in the country.
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SUMMARY

Populism has spread across Europe and North
America in recent years, culminating in the UK’s vote
to leave to the European Union and the US’ election
of Donald Trump as President. This year’s EEAG
Report addresses the causes and consequences of
populism as it affects Europe in three closely related
chapters. The first of these explores the nature of pop-
ulism; the second focuses on Brexit; and the third ex-
amines migration into Europe. These three chapters
follow the report’s customary opening, with Chapter 1
devoted to a review of global macroeconomic condi-
tions and outlook. The theme of populism, Brexit,
and Donald Trump permeates this chapter, as well as
increasing uncertainty and slowing global growth.

Chapter 1
Macroeconomic Conditions and Outlook

The world economy remained in recovery mode last
year, despite a slight global slowdown. As in 2015,
world trade declined during the first half of 2016, but
subsequently picked up again. The initial decline was
mainly caused by disappointing growth in advanced
economies during the winter of 2015/2016. Advanced
and emerging economies alike contributed almost
equally to the revival in the global economy seen dur-
ing the second half of 2016. In the major emerging
economies of China, India and Indonesia, expansion-
ary economic policies stimulated growth in the sum-
mer of 2016. Furthermore, recessionary trends in
commodity-exporting emerging economies like Russia
and Brazil weakened, especially thanks to a steady up-
ward trend in the prices of many industrial and agri-
cultural commodities and largely stable crude oil pric-
es over the summer and autumn.

The pace of global economic expansion is expected to
remain at around the same levels seen in previous
years, but may dip slightly over the course of 2017.
Political events with uncertain implications such as
the Brexit decision, the election of Donald Trump as
US president and the growing popularity of right- and
left-nationalist parties in major European countries
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have led to a surge in political uncertainty in many
places and may have far-reaching consequences for
the global economy in the years ahead. This higher
uncertainty, together with the continuing slowdown in
economic growth in China, is likely to prevent any
stronger expansion in global production. Overall,
growth rates for the world economy in 2017 are ex-
pected to be only about half as high as in the years
prior to the global financial crisis.

The major economies will continue to develop hetero-
geneously, with the US economy growing more strong-
ly than that of the euro area and Japan respectively. In
the United States, the output gap has largely closed
and real GDP will grow at trend levels, or slightly
above them, in the quarters ahead. Although mone-
tary policy is highly expansionary and fiscal policy
will be supportive until at least the second half of
2017, Japan’s economy is only expected to expand
moderately. Stimuli from monetary and fiscal policy
will be offset by the burden of structural factors like a
shrinking labour force, a rising old-age dependency
ratio and tight immigration controls. The pace of ex-
pansion in emerging markets will gradually slow down
over the forecast period. In view of higher oil prices
and the slight recovery in other raw material prices,
Brazil and Russia will probably pull out of recession
in the course of this year. India is also likely to expand
rapidly. However, these positive impulses will be offset
by the decline in economic growth in China and rising
interest rates in the United States, which are likely to
negatively impact financing conditions in emerging
economies.

The euro area economy remains characterised by the
massive structural weaknesses of some member coun-
tries, as indicated, for example, by the large volume of
non-performing loans on bank balance sheets in
Greece, Italy and Portugal; and the lack of competi-
tiveness of the French and Italian economies.
Accordingly, recovery is expected to continue at a
moderate pace with developments in private consump-
tion remaining the key driver. The improving income
situation of households and rising employment are
contributing to this phenomenon. Consumption
growth rates this year will nevertheless be somewhat




lower than last year, because the gains in purchasing
power attributed to lower energy prices will disappear.

With oil prices having risen last year instead of falling
as in 2015, consumer prices are expected to increase,
particularly during the first months of 2017. In line
with the ongoing recovery, which will further close the
output gap over the course of the year, core inflation is
also expected to pick up. The inflation rate should
therefore gradually approach the ECB’s inflation tar-
get, which will allow the ECB to gradually tighten its
ultra-loose monetary policy.

Chapter 2
Economic Policy and the Rise of Populism — It’s Not
So Simple

This chapter discusses definitions of populism, de-
scribes experiences with populist economic policies,
and looks at how populist movements tend to view
economic developments. We conclude by presenting a
set of responses that may potentially limit the harmful
effects of populist ideas and policies.

A key feature of populism is to pit a virtuous people
against a ruling elite, often portrayed as agents of dan-
gerous external forces that is robbing “the people” of
their rights, values, prosperity, identity and voice.
Populist parties on both the left and the right, often
have a strong, charismatic leader, set themselves up as
anti-establishment, and promote nationalism and tra-
ditional values. At the other end of the scale, elitism,
pluralism, and cosmopolitan liberalism promote plu-
ralistic democracy, tolerance, multiculturalism, multi-
lateralism, and progressive values.

Populist economic policies claim to advance the inter-
ests of people who fear they have lost out, and been
abandoned by the political establishment. But their
agenda is short-sighted. It denies the consequences of
public spending now for taxation either now or later;
and fails to evaluate alternative options. Populists of-
ten focus on single issues like international trade or
migration, and overemphasise their negative aspects.
They also frequently blame economic problems on
foreigners. As a result, populist macroeconomic poli-
cies are often expansionary, offering short-term bene-
fits whose long-term costs are discounted.

Immigration is the major driver of populism. It is ar-
gued that immigrants compete with native workers,

take away jobs, depress wages, and are a burden on the
welfare state. Populist parties respond with measures
to limit immigration. The claimed effects of immigra-
tion are not, however, supported by the evidence,
which actually shows a varied picture across countries,
a wider range of outcomes, and a finer balance be-
tween overall costs and benefits.

Globalisation and international trade are secondary
targets of populist criticism, as they are blamed for cre-
ating uncertainty and destroying jobs. Foreign coun-
tries stand accused of dumping goods in domestic
markets and engaging in unfair trade practices. Trade,
the populists argue, promoted by the analyses of bi-
ased experts, benefits the elites while impoverishing the
people. Again, the populist critique makes valid points,
but gives a distorted perspective. Protectionism is a su-
perficially attractive solution, but it tends either not to
work at all, or only at great cost.

Populists generally dislike European integration for its
creation of supra-national institutions, the internal
market, and the euro.

Populist parties have emerged in response to the de-
mands of voters. Who supports these parties and why?
While economic factors have contributed to their
growing following, social factors and attitudes have
also played a substantial role. Actual vulnerability, due
to employment insecurity, stationary or falling real
wages, and lack of social services may have been over-
shadowed by perceived vulnerability, relative depriva-
tion, and a perceived lack of political effectiveness.

Parties who wish to reduce support for populism will
need to counter the feeling that they are unresponsive
to the needs of voters. Data on UK voting show that
Brexit supporters were typically older, less well edu-
cated, and included many outside the workforce. The
Brexit vote may thus have been a backlash from older,
more conservative voters, against changes in attitudes
to race, gender and social identity. Data nevertheless
suggest that while less immigration would not have
swung the result against Brexit, smaller public spend-
ing cuts in certain regions might have done.

Mainstream political parties are searching for re-
sponses to the populist challenge. Adapting policies,
or incorporating populist elements to draw off popu-
list support, has enjoyed little success in the past:
“UKIP-lite” does not seem to satisfy anyone. In some
countries, populist parties may be invited to join coali-
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tion governments. An alternative policy may be to iso-
late or demonise them. Again, this is not a very prom-
ising response. Thinkers on the left like Jiirgen
Habermas argue that mainstream parties need to set
out distinct political positions.

Mainstream parties need to recapture the narrative,
address the substantive concerns of the voters and de-
velop more convincing messages. They have to defend
policies based on evidence and resist the slide into the
“post-truth” world that is flourishing in social media.
There may be a role for independent agencies to evalu-
ate political platforms and provide straightforward in-
formation to the electorate. Such agencies, however,
would have to work hard to establish their authority in
the face of sceptical electorates.

Referenda have provided a vehicle for the populist ad-
vance. While they have a legitimate role to play in a
democracy, they need to be used with caution in the
future, as they may undermine the power and respon-
sibilities of representative institutions.

Chapter 3
Britain and EUexit — The People Versus the EU

Brexit represents an extreme instance of a more gen-
eral scepticism over European integration. Hence it
provides an opportunity to reflect on how narrow and
short-term political perspectives interact with the
European Union’s cumbersome and incomplete eco-
nomic policy framework. The British push for a di-
vorce partly derives from a vision of the European
Union that differs from that of other members. The
United Kingdom has long interpreted its interests as
diverging in fundamental ways from those of most
continental European countries. Traditionally it is less
regulated, hostile to the idea of Europe-wide fiscal
centralisation, less concerned with the fortunes of the
agricultural sector, and more dependent on financial
services. The United Kingdom has been slightly more
successful or dynamic in terms of GDP growth than
most European economies on average over the last few
decades; but since the 2008 financial crisis it has per-
formed relatively poorly in terms of productivity and
wage growth, a combination that is likely to continue
to fan populist protest, even after ties with the
European Union have been severed.

The longer uncertainty prevails over the United
Kingdom’s access to markets and the nature of future

migration policy (including the position of current
EU nationals working in the United Kingdom), the
higher the costs of Brexit will be. There is a powerful
bargaining logic that points in the direction of a bitter
and damaging divorce, which may end up leaving both
sides worse off. That would be catastrophic. Should
integration fail to yield positive results in the remain-
ing EU-27, ordinary Europeans will start to question
Europe’s raison d’étre and their own identity. The
populist political equilibria that result from “all is lost
anyway” sentiment can be pre-empted if the European
Union monitors its policies and credibly promises that
they can deliver a brighter future, well worth some
short-term sacrifices. When discussing the terms and
conditions of Brexit, both sides need to set out the ba-
sis for negotiations with the utmost clarity, so that
they do not lay themselves open to charges of mislead-
ing the public and hence creating an informational
deficit that reinforces perceptions of a democratic
deficit.

Chapter 4
Immigration and the Refugee Crisis — Can Europe Rise
to the Challenge?

Unrest in the Middle East and North Africa, and the
Sahel region, has triggered the massive displacement
of people locally, to neighbouring countries, and has
caused an unprecedented exodus of refugees to
Europe. The number of refugee arrivals peaked in
2015 with 1.3 million asylum applications submitted
to EU countries. Most applicants came from Syria,
Afghanistan and Iraq. Although various measures
have slightly reduced refugee flows into the European
Union in 2016, the underlying problems remain and
pressure of humanitarian-driven migration on Europe
persists.

The number of displaced people is staggering and
points to severe human suffering. Unfortunately, large
displacements of people due to wars and natural ca-
tastrophes are regularly seen in various parts of the
world. In a European context, the conflict in Bosnia in
the 1990s also produced large displacements of people
and waves of refugees. Recent migration flows, how-
ever, are of a somewhat different nature. The Bosnian
conflict followed the fall of the Iron Curtain and was
generally considered a European problem. The cur-
rent conflicts are taking place outside of Europe in
culturally more distant societies, making it hard to ar-
gue that they should be primarily considered as a




European problem too. In addition, the current flow
of refugees, while comparable with that observed in
the 1990s at the peak of the Balkan conflict, also in-
volves much broader and more populated areas of the
world, thus raising the issue of absorption-capacity.

Across Europe, and not merely on the far-right of the
spectrum of political discourse, the massive immigra-
tion of culturally (and, often, visually) very different
people fuels fears primarily related to the preservation
of European national identities and ways of life.
Importantly, the current refugee crisis comes on top
of the problems created by the financial crisis from
which many European countries have not fully recov-
ered and which have challenged social cohesion. There
is widespread criticism not only of immigration by ref-
ugees, but also of worker migration and globalisation
in general. Many traditional European political par-
ties reacted slowly and, in the eyes of many, inade-
quately at the onset of the refugee crisis. This provided
a major opportunity for populists to start shaping the
debate. Perhaps more than any other single issue, op-
position to immigration has become the battle cry of
European populists.

The refugee wave is a humanitarian challenge calling
for cooperative solutions across countries, and defi-
nitely among EU-countries. Developments to date,
however, seem to be going in the opposite direction. A
number of member states have taken their own non-
cooperative routes. Attempts to allocate refugees
across member countries have failed, and the Schengen
arrangement is threatened. These events have exposed
severe structural problems within the European Union
and exacerbated the EU crisis.

This chapter begins by looking at the big picture in
terms of migration issues before moving on to specific
issues related to the current crisis. We present a few
facts on migration flows globally and in Europe, fol-
lowed by longer term population and migration fore-
casts, and move on to discuss the factors influencing
migration flows. Next, we comment on some key as-
pects of humanitarian migration policies, particularly
as they apply to Europe; and discuss the potential eco-
nomic impact of the current refugee wave, with a spe-
cial focus on its labour market effects and implications
for public finances. Finally, we analyse important
challenges and risks related to the current crisis and
formulate a set of policy recommendations.
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MAcROECONOMIC CONDITIONS
AND OUTLOOK

1.1 Introduction

The world economy remained in recovery mode last
year, despite a slight global slowdown. The initial de-
cline was mainly caused by disappointing growth in ad-
vanced economies during the winter of 2015/2016.!
During the second half of 2016, an increase in exports
accounted for a significant uptick in the pace of expan-
sion in the United States. In Japan repeated postpone-
ment of fiscal consolidation and the implementation of
a new stimulus package supported economic activity.
Furthermore, the moderate recovery in the euro area
has continued. In major emerging countries like China,
India and Indonesia, expansionary economic policies
stimulated growth in the summer of 2016. Finally, reces-
sionary trends in commodity-exporting emerging econ-
omies like Russia and Brazil have weakened, especially
since the prices of many industrial and agricultural
commodities have been creeping upwards again for sev-
eral months and the price of crude oil has been largely
stable over the summer and autumn at around 45 US
dollars per barrel, after reaching a trough of below
30 US dollars in January last year. These relatively stable
oil prices were principally driven by two key effects: ris-
ing demand for oil from mainly China and India; and
negotiations amongst OPEC mem-

(of hapter 1 EEAG (2017), The EEAG Report on the European Economy, “Macroeconomic Conditions and Outlook,” CESifo, Munich 2017, pp. 12-49.

The political changes that have occurred over the past
eight months may have far-reaching consequences for
the global economy in the years ahead and have cer-
tainly already increased uncertainty. In a referendum
in June 2016, the United Kingdom decided to leave
the European Union (see Chapter 3 of this report).
Negotiations over the conditions of this so-called
Brexit between the new British government and the
European Union are due to start soon. In November
2016 Donald Trump won the presidential elections in
the United States. Also Trump’s victory came as a sur-
prise to many and raises questions about the future
orientation of economic policy in the United States,
and particularly of fiscal and trade policies. On several
occasions during his campaign the newly elected presi-
dent argued in favour of more expansionary fiscal and
protectionist trade policies, together with a significant
reduction in his country’s security commitments on
the international stage. Finally, in December 2016
Italy held a referendum on constitutional changes that
was clearly rejected at the polls. These constitutional
changes would have made this economically-troubled
country more capable of political and economic re-
form. Instead its Prime Minister Matteo Renzi stepped
down and a caretaker government took over. The
Italian president will most likely initiate new elections
this year, ahead of the next regular elections scheduled
for early 2018. The populist 5 Star Movement, which
has been popular at the polls for over a year now, has
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announced a referendum on Italy’s exit from the euro
area should it win. Depending on how the current
caretaker government reforms election law, a relative
majority of votes may suffice to win an absolute ma-
jority in parliament. Given Italy’s economic weight
and its high public debt levels, the announcement of a
referendum, or even the increased awareness of such
an outcome, is likely to cause major turbulence in fi-
nancial markets.

Overall, none of these political developments have
triggered the adverse cyclical effects expected. After a
brief period of turbulence, financial markets have by
and large staged speedy recoveries. Of the three events
cited above, the Brexit referendum triggered the most
visible market reactions. Nevertheless, in late summer
most stock market indices were already above their po-
sitions of May 2016. Similarly, .
. Figure 1.2

consumer and producer sentiment

in the United Kingdom and the

European Union only weakened

temporarily during the summer,

Index (2008Q1=100)

still at a significantly higher level than at the beginning
of 2016. This may in itself reduce willingness to invest
and acquire more durable consumer goods, and there-
by affect the economic performance over the forecast-
ing period.

1.2 The current situation

1.2.1 The global economy

As in 2015, world trade declined during the first half
of 2016 only to subsequently recover again (see
Figure 1.2). Industrial production also picked up dur-
ing the second half of 2016. However, whereas trade
impulses were largely generated by advanced econo-
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mies, industrial production growth in the emerging
and developing countries outweighed that of their ad-
vanced counterparts. From an overall perspective, af-
ter a subdued first half of the year, the global econo-
my subsequently regained momentum. Advanced and
emerging economies alike have contributed almost
equally to revive the global economy.

By and large economic sentiment in most parts of the
world remained stable. In Asia, America and Europe
sentiment remained at historically low levels, while in
Oceania the situation took a turn for the better at the
end of last year. Africa, on the other hand, was on a
downward path throughout last year (see Figure 1.3).
World trade and world GDP are expected to have in-
creased by 0.8 and 2.4 percent respectively last year
(see Table 1.A.1).

Nevertheless, the global economy is still growing less
than it did in the years preceding the financial crisis.
World trade in particular seems to have moved down
into a different gear since 2011. Whether this is a
structural or a more temporary phenomenon is heavi-
ly debated and will depend on which of the various
theories turns out to bear more weight. We broadly
distinguish between three lines of thought.

Firstly, growth in global investment has been rather
subdued since the financial crisis. Since investment is
the most trade-intensive component of GDP, this de-
velopment has depressed growth in cross-border trade
in goods. It remains unclear, however, to what extent
the weakness in investment growth is a temporary
phenomenon that may perhaps be related to higher
levels of uncertainty, or is of a more structural nature.

Figure 1.3

Ifo World Economic Survey
Economic situation

What speaks for the structural story is the gradual re-
balancing of the Chinese economy towards greater
consumption and the re-evaluation of the assets and
structural changes undertaken in several advanced
economies towards less capital intensive sectors. These
might have translated into slower, but more sustaina-
ble investment growth.

Secondly, growth in global value chains might have
matured. This is supported by empirical studies
showing that this effect is especially strong in China
and is also present to a smaller extent in the United
States. As China moves up in the global value chain,
in particular, the foreign content of its exports
diminishes.

Finally, the slowdown in trade liberalisation, or even
the adoption of protectionist measures in the after-
math of the financial crisis, may also have depressed
trade growth. It is difficult to predict whether the
change in political attitudes is temporary or of a more
lasting nature.

1.2.2 United States

Momentum in the US economy was weak during the
first half of 2016 and remained below the potential
1.5 percent as estimated by the Congressional Budget
Office. During the second half of the year, however,
growth picked up, with real GDP increasing by
1.6 percent in 2016.

Although consumer spending provided far less of a
boost to the US economy in 2016 than in the preced-

ing two years, spending on
healthcare and leisure goods,
motor vehicles and housing con-

tinued to generate high growth

good

Oceania

satisfactory
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contributions (see Figure 1.4).
The overall slight increase in
government spending was driven
by expenditure at the state and
local level, while the federal gov-
ernment has hardly provided any
economic impulses largely due to
lower expenditure on public
defence.
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struction remained weak, residen-
tial construction activity fell.
After strong growth in the num-
ber of building permits in 2015,
the rate has now stabilised at half
of its 2007 level. Lower invest-
ment by manufacturers and the
public sector has negatively im-
pacted non-residential construc-
tion. The latter is characterised by
lower spending on infrastructure
projects like water and energy
supplies. Low capacity utilisation
rates in manufacturing, mainly
due to subdued developments in
raw material extraction caused by
low oil prices, had a dampening
effect on equipment investment.

For the first time in two years, for-
eign trade contributed positively
to GDP growth last summer and
autumn. Exports expanded sharp-
ly in autumn (see Figure 1.5). This
was, however, mainly a result of
increased demand for US soy-
beans caused by poor harvests in
Brazil and Argentina. After a long
flat phase, imports increased.

The labour market continued to
develop positively in 2016, al-
though to a lesser degree than in
previous years. An average of
180,000 new jobs were created per
month, with recruitment proving
particularly strong in the health-
care and education sectors, as
well as in the business-related ser-
vices. The unemployment rate has
thereby settled down to levels in
line with full employment, result-
ing in an average unemployment
rate of 4.9 percent for 2016 (see
Figure 1.6). Also, broader key
measures, which include e.g. the
number of discouraged workers
and the share of full-time work-
ers, have recovered accordingly.
The number of vacancies is well
above the pre-crisis level, and
many voluntary resignations indi-
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cate good employment prospects.
The labour force participation
rate also stabilised at slightly be-
low 63 percent, which — despite
being substantially lower than be-
fore the start of the financial cri-
sis — is seen as a positive sign by
the US Federal Reserve when tak-
ing into account demographic
developments.

The low level of unemployment is
gradually driving up nominal
wage growth, which is likely to in-
crease price pressure. The person-
al  consumption expenditure
(PCE) deflator excluding energy
and food, a preferred inflation
measure of the Federal Reserve,
has tended sideways since the be-
ginning of 2016 and stood at
1.5 percent at the end of last year.
The change in the consumer price
index excluding energy and food
was consistently above 2 percent
throughout 2016. However, tak-
ing food- and energy-related
items into the basket paints a dif-
ferent picture: the annual change
in the index of consumer prices
averaged only 1.2 percent in 2015
(see Figure 1.7). As the underly-
ing base effects of previous de-
creases in raw material prices
have started to disappear, head-
line inflation is ensured to recover
this winter.

1.2.3 Asia

Growth in China’s economy re-
mained at a historically low, but
steady pace throughout 2016: real
GDP expanded by 6.7 percent.
Monetary and fiscal impulses
the
structural downward trend in the

mainly compensated for

manufacturing sector and have
stimulated the construction sec-
tor and real estate services since
the beginning of last year.



The state-orchestrated stimuli for industries with high
overcapacity have stopped the fall in producer prices
in the manufacturing sector, which had manifested it-
self since 2012. Core inflation has also risen slightly
since the beginning of 2016. After largely stagnating
since 2014, house price developments have followed
an upward trend since the beginning of last year. As a
result, in addition to monetary authorities, many local
governments reactivated macro-prudential measures
during the second half of 2016. These measures in-
cluded tighter regulations on private individuals own-
ing several houses or apartments.

The Japanese economy started off with a high pace of
growth slowing to more or less the potential rate at the
end of 2016. Due to a low base year effect stemming
from 2015, the annual growth rate only turned out to
be 1.0 percent last year. The key drivers of growth
were public investment and private construction in-
vestment. Exports suffered from the strong apprecia-
tion of the yen during the first half of 2016. The re-
valuation was due to financial markets downwardly
adjusting their expectations about the future extent of
monetary policy divergence between Japan and the
United States combined with higher risk aversion due
to an uncertain global outlook. As a result of the
strengthening of the yen, consumer price inflation slid
back into negative territory. Energy price develop-
ments made this a temporary phenomenon: in
October inflation turned positive again. The yen’s ap-
preciation was largely reversed during November and
December 2016, which should support inflation in the
near term.

The growth rate of India’s economy was above average
last year. Whereas investment and exports were weak,
positive impulses to consumption, coming from a near
normal monsoon and an increase in public wages,
drove the pick-up in GDP growth. In addition, gov-
ernment spending on subsidies and infrastructure
surged. The trade deficit has declined markedly since
2014. However, this development is no longer due to
very dynamic exports, but rather to far weaker im-
ports. Inflation rose to around 6 percent during the
first half of 2016 only to fall back to 3.6 percent in
November last year. The year 2016 has probably seen
a 7.4 percent increase in GDP for India.

After a weak winter half in 2015/2016, the Asian Tiger
countries (South Korea, Taiwan and Hong Kong and
Singapore) regained momentum. Both private con-
sumption and investment were able to recover from

their temporary weakness. Foreign trade also picked
up. With the structural weakening seen in the Chinese
economy since 2012, however, massive export growth
has become a thing of the past. As a reaction to unfa-
vourable economic conditions and weak price pres-
sure, the central bank of South Korea reduced its base
rate to a historical low of 1.25 percent in June last year.

The emerging Asian economies (Indonesia, Thailand,
Malaysia and the Philippines) also picked up again af-
ter having a rather cautious start to the year 2016.
Public consumption delivered an above-average con-
tribution to growth, while foreign trade was weak. In
addition, the central bank of Indonesia cut its base
rate by a total of 100 basis points in January, February,
March and June.

1.2.4 Latin America and Russia

Not least because of political uncertainties, the eco-
nomic momentum in Latin America (Brazil, Mexico,
Argentina, Venezuela, Columbia and Chile) remained
weak last year. In the economic heavyweight Brazil,
overall output continued to shrink. Financial investors
looking for returns and confronted with delayed mon-
etary policy tightening in the United States neverthe-
less started to bet on a political and economic stabilisa-
tion in Brazil. This led to a strong real appreciation of
the Brazilian real against the currencies of its most im-
portant trading partners, and thereby actually damp-
ened the strong momentum in foreign trade. Negative
growth contributions also came from private con-
sumption, while for the first time in three years there
was an increase in gross fixed capital formation. Albeit
slowly falling and despite the decline in import prices,
inflation is still well above the 4.5 percent inflation tar-
get. The central bank of Brazil nevertheless cut interest
rates twice in October and November last year.

Apart from a temporary decline in growth in the sec-
ond quarter of last year, the Mexican economy has re-
mained on an otherwise stable expansion path for the
last three years. While domestic demand continued to
develop strongly, foreign trade has not to date benefit-
ted from the sharp depreciation of the Mexican peso
that began in early 2015. This did, however, push up
inflation, forcing the Mexican central bank to increase
its base rate five times last year.

In Argentina, extensive reforms implemented by the
liberal government have not yet produced the desired
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. Figure 1.8
results. In the hope of attracting

more foreign direct investment,
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is expected to have been —1.6 per-
cent last year.

Although the rate of decline started to abate during
2016, the Russian economy remained in the recession
that started mid-2014 and was caused by a plunge in
oil prices, as well as international sanctions following
the annexation of Crimea and the outbreak of war in
Ukraine. Inflation has been falling rapidly since
August 2015, when it peaked at around 16 percent. At
the end of last year it stood at 5.4 percent. Fluctuations
in the Russian ruble are largely driven by the prices of
oil and natural gas, which are Russia’s main commod-
ity exports. The currency took a dramatic fall to a his-
torical low in January 2016, as oil prices reached their
lowest levels in over a decade. As oil prices subse-
quently started to recover, the ruble also gradually sta-
bilised. The decline in inflation and the stabilisation of
the ruble allowed the central bank to further reduce its
base rate by a total of 100 basis points in June and
September last year. Overall GDP probably declined
by 0.5 percent last year.

1.2.5 The European economy

The cyclical situation

Although a moderate slowdown in growth was ob-
served, the overall economic recovery continued
throughout 2016 (see Figure 1.8). Since the end of the
recession in the second quarter of 2013, the average
annualised GDP growth rate in the European Union
has amounted to 1.9 percent. The recovery was fuelled
by private and public consumption. Private consump-
tion reached its highest quarterly growth level since
2007 to date in the first quarter of 2016 (see Figure 1.9).
The small, and partly even negative inflation rates,

LTI T
09 10 11 12

-12
[TTPTTT]TT

\
14 15

[T
13

16

@ Annualised quarterly growth.
Source: Eurostat, last accessed on 31 January 2017; EEAG calculations.

which were at least partially caused by the substantial
reduction in energy prices, did relieve household budg-
ets and gave an unexpected boost to growth in private
consumption. Investment was more volatile through-
out last year, but also contributed positively overall.
Despite the low real value of both the euro and the
British pound, foreign trade only provided small
impulses.

The pace of recovery still remains well below those of
previous post-crisis upturns. According to estimates by
the IMF, the European Commission and the OECD,
Europe still has a significant output gap, although this
is closing slowly, partly because of lower potential
growth. Possible reasons are a lack of willingness to
carry out necessary labour and product market re-
forms, as well as initiating a credible consolidation of
fiscal budgets in crisis-afflicted countries. Other con-
straints include the outcome of the Brexit referendum
(see Chapter 3), a continuation of the migrant crisis
(see Chapter 4) and the strengthening of populist
movements (see Chapter 2). Each of these factors have
a negative impact on business confidence in Europe
and thereby prevent investment from taking off.

The recovery in Europe has helped to reduce the EU
unemployment rate, which fell from its peak of 11 per-
cent in April 2013 to 8.3 percent in October 2016. In
the euro area, it fell below the 10 percent mark for
more than a month for the first time since 2009. In the
European Union, employment levels thereby sur-
passed pre-crisis levels for the first time. When focus-
ing on the euro area, these figures point in the same
direction, albeit in a still somewhat less pronounced
manner. Employment remains below the levels seen
before the wake of the financial crisis.
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Figure 1.10
Price developments in the euro area
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In the wake of the still significant
output gap, core inflation re-
mained broadly unchanged dur-
ing last year. Although headline
inflation rose to 1.2 percent in
December after declining to a low
of —0.2 percent in April, this in-
crease was entirely due to the fad-
ing effect of past decreases and a
more recent acceleration of ener-
gy prices. When looking at core
inflation, i.e. excluding food and
energy prices, the inflation rate
0.8-0.9 percent
throughout the same period. It

remained at

thereby stayed well below the me-
dium-term target of the European
Central Bank (ECB) to keep over-
all inflation below or close to
2 percent. Since the financial cri-
sis, core inflation has consistently
remained below target (see
Figure 1.10). The fall in core in-
flation, as also shown by reduced
increases in the GDP deflator,
mainly reflects the continued un-
der-utilisation of production ca-
pacities and the still limited scope
for firms to increase prices as a re-
sult. Furthermore, the efforts re-
quired in crisis countries to im-
prove competitiveness through
wage and price reductions keep
exerting deflationary pressures on
the euro area as a whole. Finally,
the price effects of past tax in-
creases (e.g.
added tax rates) as part of auster-

increases in value

ity packages have now faded.

Differences across Europe

In the individual countries of the
European Union, the economic
recovery looks quite diverse.
Among the larger economies,
growth rates in France and Italy
were once again below average.
The (former) crisis countries
Greece and Portugal also still

have not caught up to the rest of
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Europe. Cyprus, Spain and Ireland, on the other hand,
posted above-average growth rates last year.

Despite a weak performance during the second half
of last year, largely driven by disappointing contribu-
tions from external trade, the German economy con-
tinued its upswing that began in 2013. As GDP has, on
average, been expanding at rates higher than potential
output, the output gap that materialised during the
euro crisis has now more than closed. The upswing
has nevertheless been modest compared to previous
ones. It not only differs from past recoveries in that
way, the underlying forces for Germany are also unu-
sual. Such previous phases were often driven by a sub-
stantial increase in exports that then transferred to the
domestic economy through an expansion in machin-
ery and equipment investment and income growth.
This time is different. In none of the previous booms
since the 1970s was such a small increase in exports re-
corded as during the last couple of years. Weak de-
mand from its European trading partners and the sig-
nificant slowdown of the Chinese economy and other
emerging countries were probably key factors in this
development and are likely to be the main reasons why
the current upswing in Germany can only be described
as moderate. The dynamics of machinery and equip-
ment investment have also been rather weak histori-
cally. In light of the exceptionally low lending rates,
this may seem surprising at first, but can be explained
by the slowly developing sales prospects in many for-
eign markets and the unusually high level of uncer-
tainty over the future course of economic policy in
many important partner countries.

Key pillars of the current recovery have been private
and public consumption together with construction
investment. As far as private consumption is con-
cerned, however, it should be noted that Germany has
witnessed a substantial increase in population. Strong
immigration, largely triggered by external develop-
ments, has offset the demographically-induced decline
in Germany’s domestic population. More heads mean
higher consumption of goods and services. Such exog-
enous population growth stimulates the economy per
se. In per capita terms, consumer spending developed
similarly as in any other past boom. However, refugee
consumption levels tend to be well below the German
average. In that sense, refugee migration alone de-
pressed average per capita private consumption in
Germany. Hence, the increase in population through a
strong inflow of refugees cannot fully explain histori-
cally strong private consumption growth.

The fact that the refugees primarily received social
benefits in kind during the asylum procedure meant
that their arrival did trigger public consumption.
Compared to previous upswings, the government sec-
tor did contribute significantly to overall economic ex-
pansion in Germany. Fuelled by loose financial condi-
tions, the increase in construction investment is also
above average. Overall, economic growth reached
1.8 percent in Germany last year.

During 2016, growth in France moved like a roller-
coaster. Whereas it started off the year on a high note
and then turned negative, growth recovered subse-
quently. For the year as a whole, a modest growth rate
of 1.1 percent resulted, which was not sufficient to turn
around labour market conditions for the better and al-
low for a significant decline in unemployment figures.
Unemployment still stood at 9.5 percent in November
last year. Last summer a labour market reform was
adopted in which firm-specific working condition
agreements are to take precedence over industry-wide
arrangements. Over time, this reform might lend some
moderate support to employment development. How-
ever, in the short run, it triggered strikes and protests
that led to production disruptions and thereby contrib-
uted to the stagnation in investment spending, which
had expanded substantially in the three preceding
quarters. Exports have so far neither benefited from
Europe’s slow recovery, nor the weaker euro.

After a good first quarter supported by the weather
and ticket sales for the European Football Champion-
ship, private consumption subsequently stagnated.
Only public consumption thereby turned out to be a
robust spending pillar in France. The recovery of the
oil price ended the short phase of negative inflation
rates at the beginning of the year. Inflation continued
to rise to 0.8 percent in December. However, high un-
employment and the still clearly negative output gap
are dampening underlying price pressure. Core infla-
tion has stayed below the euro area average and hov-
ered around 0.6 percent for most of the year.

Even before the Brexit referendum on 23 June last
year, the first rifts were seen in the stable upswing ex-
perienced by the United Kingdom in recent years.
Although the UK economy expanded significantly
during the first half of the year due to robust private
consumption and a surge in construction activity, the
subliminal effects of uncertainty about the outcome
of the referendum were already visible. Machinery
and equipment investment already grew more slowly




than previously, and the expansion in construction in-
vestment was exclusively attributable to public con-
struction activity. During the second half of last year,
i.e. after the Brexit vote, public and private consump-
tion also remained the main stabilisers of the econo-
my; and investment activity was mainly driven by pub-
lic construction. Investments in equipment and ma-
chinery, on the other hand, were very weak and con-
firmed the assessment that companies have already be-
gun to restrain their investments due to uncertainty
over the future relationship with the European Union.
The uncertainty is also reflected in the exchange rate:
since the referendum in June, the British pound has
depreciated by 10 percent against the euro with conse-
quences for foreign trade. Imports declined during the
second half of the year, while exports increased some-
what. Real GDP grew by 2.1 percent in 2016.

Italy has not been able to participate in the European
recovery that started in 2013 to date. Real GDP has
only increased by a mere 2 percent and is still nearly
8 percent below pre-financial crisis levels. Accordingly,
the unemployment rate in Italy remained broadly un-
changed and averaged 11.6 percent in 2016. In con-
trast to the year before, private consumption barely
contributed to overall growth. This was particularly
due to depressed consumer sentiment created by un-
certainty surrounding the referendum on constitu-
tional reform in November and the stability of Italian
financial institutions. Besides these uncertainties, the
investment climate remained poor also because of
Italy’s rigid labour laws, high labour costs, inefficient
public services and its judicial system (see Table 1.1).
Consolidation efforts by the public sector also led to
small growth contributions from public spending.

Chapter 1

Table 1.1
Labour costs”

Cqmpen- e . Labour Unit labour Relative unit Export

sation per | compensation ductivit costs labour costs? erformance®

employee® costs® pro ¥ P

1999— | 2014— | 1999— | 2014—| 1999— | 2014— | 1999— | 2014— | 1999— | 2014—| 1999 | 2014~

2013 | 2016| 2013 | 2016 | 2013 | 2016 | 2013 | 2016 | 2013| 2016| 2013| 2016|2016
Germany 1.4 2.5 0.4 0.7 0.6 0.5 0.8 201 -1.3 0.8 0.6 06| 0.0
France 2.6 1.1 1.1 0.4 0.7 0.5 1.8 0.4 00| -1.0| —-1.6 04|-12
Italy 2.0 03| -0.1| -06| -03| -0.1 2.5 0.7 05| -04| -3.0 0.1]-0.5
Spain 2.6 0.6 0.2 0.4 0.6 0.5 2.3 0.3 05| -08| -0.7 1.6 3.5
Netherlands 2.7 1.2 0.8 0.9 0.8 1.2 2.0 0.0 0.1 -1.1| -0.2 06| 0.7
Belgium 2.7 0.4 09| -0.6 0.8 0.6 20| -0.4 03| -1.7] -09 07| L6
Austria 22 1.6 0.5 -0.1 0.8 0.1 1.5 1.8 -0.3 04| -05| -07|-1.0
Finland 3.0 1.2 1.3 -03 0.9 0.3 2.1 08| -0.3 08| -14| -19|-04
Greece 28| -13 06| -04 08| —-1.2 2.8 0.3 06| -01| -1.0| -39|-9.5
Ireland 3.6 2.4 1.5 1.2 1.8 10.1 20| -6.8 0.6 —8.8 2.1 12.7] 0.5
Portugal 27| -0.2 04| -1.7 1.1| -0.2 1.9 0.7 00| -04| -0.2 08| 04
Slovakia 6.5 2.4 33 2.7 3.5 1.5 2.4 1.6 2.0 0.7 4.6 1.0| 14
Slovenia 5.7 1.3 2.1 0.4 1.9 1.4 3.6 00| -01| -1.0 1.0 27| 34
Estonia 3.8 0.1 4.9 4.7 2.2 5.2 1.2 09| 1.6
United
Kingdom 3.6 1.2 1.6 0.1 1.1 0.6 2.4 04 -1.1 02| -1.6| -1.5| 03
Sweden 3.6 2.6 2.0 0.9 1.4 1.8 2.3 1.2 04| -28| -0.8 1.8 0.7
Denmark 3.1 2.0 1.0 1.4 1.0 0.1 2.2 1.9 0.2 1.0| -05| -1.3|-1.6
Poland 5.2 2.3 2.0 1.8 3.4 1.8 2.2 09| -05| -09 2.4 441 62
Czech
Republic 4.8 2.9 3.0 1.4 2.4 2.0 2.1 1.3 25| -1.0 3.6 3.5 2.1
Hungary 6.6 2.5 1.4 0.7 20| -0.4 5.1 3.0 1.7 0.3 3.8 52| 5.2
Switzerland 1.5 -0.7 0.8 0.0 07| -0.2 1.0 0.1 1.1 26| -0.1| -3.1| 17
Norway 4.8 2.8 -0.1 4.0 0.5 0.9 44 1.8 31| -51| -3.6| —-19[-42
Iceland 6.5 6.7 1.5 2.2 1.6 0.5 5.3 61| —-15] 122 0.7 29| 3.6
United
States 33 2.4 1.2 1.0 1.6 0.3 1.7 22| -1.6 72| -1.6| -04|-0.3
China 4.1 3.8 10.1 0.1 0.2
Japan -0.9 0.7 03] -0.6 1.0 -02]| —15 1.3] -29 09| -3.0 0.6|-2.5
4 Growth rates for the total economy. — ® Compensation per employee in the private sector. — © Compensation per
employee in the private sector deflated by the GDP deflator. — ¥ Competitiveness: weighted relative unit labour costs. —
9 Ratio between export volumes and export markets for total goods and services. A positive number indicates gains in
market shares and a negative number indicates a loss in market shares. —? Covers the period 2010-2013.

Source: OECD Economic Outlook No. 100, November 2016.
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. Figure 1.11
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ing of structural reforms led to an
of bad
around 18 percent of the loans granted in Italy have

accumulation loans:

now been classified as “non-performing loans”. A re-
capitalisation of the distressed financial institutions
by the government is not in line with the new EU di-
rectives, which prescribe that the shareholders and
creditors of subordinated bonds first need to be taken
on board. The securitisation of distressed loans, as in-
itiated by the Italian government, and the increase in
the capital of private banks by private funds has de-
fused the situation for the time being.

Despite political uncertainty created by not being able
to set up a government for ten months until October
last year, the Spanish economy managed to stay on its
high growth trajectory that started in 2014. With a
rate of 3.3 percent in 2016, it achieved the by far high-
est GDP growth rate amongst the larger EU countries.
With the exception of public consumption, all spend-
ing components significantly contributed to this up-
swing. Indeed, GDP almost returned to its pre-crisis
level of early 2008. Although the unemployment rate
is still high, this development led to a drop from
20.5 percent at the start of 2016 to 19.3 percent in
November.

Of the smaller (former) crisis-afflicted economies,
Cyprus and Ireland tared well. Cyprus has been back
on a steady growth path since early 2015, with average
annualised growth rates of almost 3 percent. Ireland is
even surpassing this performance with an average an-
nualised growth rate of over 5.5 percent. Last year
these two economies grew by 2.9 and 4.3 percent re-
spectively. In Portugal real GDP has also been on an
upward trend since spring 2013, albeit at a rate (1.3 per-
cent) that is not comparable to that of Cyprus or

Ireland. Although Greece has technically moved out
of recession with a growth rate of 0.3 percent for 2016,
its economy has basically been stagnant since 2013.
Despite these low growth rates, these two countries
have also seen a noticeable turnaround in their labour
markets. Unemployment has been steadily falling in all
four economies since at least 2015 (see Figure 1.11).

Albeit going strong, the recovery in the Central and
Eastern European member states of the European
Union lost some of its momentum during last year.
This was mainly due to weaker demand from the euro
area. Domestic demand was robust almost everywhere.
Cheap oil and low commodity prices continued to act
as an economic stimulus. In addition, real household
income increased, not least because the price level rose
only slightly and even declined in some places.
Equipment investment also made an overall positive
contribution to the increase in GDP in the region. Its
expansion was facilitated by interest rates, which re-
mained low throughout the year. All of this led to a
further noticeable improvement in the labour market
situation everywhere, which was accompanied by a sig-
nificant drop in unemployment rates in all countries.

Nevertheless, differences between these Central and
Eastern European countries continued to prevail.
Whereas Romania, Slovakia and Bulgaria each re-
ported growth rates of well above 3 percent, Latvia,
Estonia and Hungary were the laggards of the region
last year, with expansion rates of below or equal to
1.5 percent. As a result, the central bank of Hungary
lowered its key policy rate in three equal steps by a to-
tal of 45 basis points to 0.9 percent. The Baltic states
still suffered from the recession in Russia.




1.3 Fiscal and monetary policy

1.3.1 Fiscal policy

Fiscal policy is unlikely to continue the consolidation
course of recent years seen in most large advanced
economies in 2017 (see Figure 1.12). In the United
States, the further increase in the structural fiscal defi-
cit generated significant impulses for economic activi-
ty last year. As no concrete fiscal plans for the new US
government are available yet, the present forecast as-
sumes that fiscal orientation will remain roughly neu-
tral this year, in the sense that the structural deficit will
hardly change. However, it is possible that a further
increase in the fiscal deficit of the United States will
emerge.

In Japan, in view of the low rate of expansion, a new
economic stimulus plan was launched at the beginning
of last year. Furthermore, the planned value added
tax increase for April 2017 was postponed to 2019.
Other originally foreseen fiscal consolidation meas-
ures were further shifted out into the future. As a re-
sult, the intensity of fiscal consolidation has decreased
noticeably for 2017.

In the major emerging economies, the expansionary
orientation of fiscal policy seen last year is expected to
continue. In China, for example, large-scale public in-
vestment programmes were announced in early 2016,
and lending by state banks markedly expanded in the
summer of 2016. Further support measures are fore-
seen for this year. In India, wages in the public sector
have recently been massively increased and indirect

tax reforms have been implemented. The governments
of Indonesia and Russia are also planning to expand
their investment and consumption spending. Albeit to
a lesser degree than in the recent past, fiscal policy in
Brazil is likely to be contractionary.

The fiscal consolidation course of the years 2011 to
2013 has since been relaxed in Europe. The fiscal def-
icit of the euro area and the European Union has
nevertheless continuously improved since 2010 and
reached approximately —1.9 and -2.0 percent last
year (see Table 1.2). However, during the last few
years the improvements have only been achieved due
to increased revenues and lower spending that are re-
lated to the economic recovery on the one hand, and
the ECB’s expansionary monetary policy on the oth-
er hand. The latter resulted in a reduction of govern-
ments’ interest payments. Correcting for these ef-
fects, and hence looking at the so-called structural
primary balance, actually shows a slight worsening
of the fiscal balance in the euro area in recent years.
According to the most recent estimates by the
European Commission, the thus measured discre-
tionary fiscal impulse was — like the previous year
—0.2 percentage points in relation to potential GDP
last year. The greatest impulses were observed in
Spain (1.1 percentage points), Austria (0.8 percent-
age points) and Italy (0.4 percentage points). In
Germany, the structural primary surplus decreased
by 0.4 percentage points, while fiscal policies in
Greece, Ireland, the Netherlands and Portugal are
likely to have been restrictive last year.

Many euro area countries are not consolidating their
government budget, despite their still high public
debt levels (see Figure 1.13). Al-
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Table 1.2
Public finances
Gross debt” Fiscal balance”

1999-2007 | 2008/2009 | 2010-2015 2016 1999-2007 | 2008/2009 | 2010-2015 2016
Germany 62.2 68.7 77.1 68.1 -23 -1.7 -0.7 0.6
France 62.6 73.5 90.0 96.4 =25 -52 -4.7 -33
Italy 102.9 107.5 124.7 133.0 -29 -4.0 -32 -24
Spain 48.2 46.1 85.1 99.5 0.2 -7.17 -7.9 -4.6
Netherlands 49.0 55.5 64.6 63.0 -0.5 -2.6 -33 -0.8
Belgium 100.6 96.0 104.0 107.0 -0.5 -32 -35 -3.0
Austria 66.2 74.1 83.0 83.5 -22 -35 -24 -1.5
Finland 40.6 37.2 55.0 65.4 3.8 0.8 -24 -24
Greece 103.8 118.1 168.7 181.6 -6.3 -12.7 -9.1 -25
Portugal 59.6 77.6 120.4 130.3 -43 -6.8 -6.8 -2.7
Ireland 30.9 52.0 103.1 75.4 1.6 -10.4 -10.7 -0.9
Slovakia 40.5 32.0 49.5 53.3 -52 -5.1 -4.0 -22
Slovenia 25.7 28.2 62.3 80.2 -22 -3.6 -6.5 -24
Luxembourg 7.2 15.6 21.5 23.2 2.5 1.3 0.7 1.3
Lithuania 20.1 21.8 39.2 40.8 -1.7 -6.1 -3.7 -0.5
Latvia 12.2 27.6 41.3 40.0 -1.7 -6.6 =27 -0.8
Cyprus 58.7 49.0 86.2 107.1 -24 -23 -52 -0.3
Estonia 5.0 5.8 8.9 9.4 0.9 -24 0.3 0.5
Malta 65.5 65.3 67.4 62.1 -5.0 -3.7 -2.6 -0.7
Euro area 69.0 75.0 90.6 93.4 -1.9 -4.2 -3.6 -1.9
United Kingdom 38.1 57.2 84.2 89.2 -1.7 -7.6 -6.9 -3.5
Sweden 48.9 38.6 40.3 41.6 1.1 0.6 -0.7 0.0
Denmark 43.6 36.9 44.0 38.9 2.3 0.2 -1.6 -0.9
Poland 42.6 479 53.1 53.4 -39 -54 -43 -24
Czech Republic 24.6 314 41.6 39.7 -3.7 -3.8 =25 -0.2
Romania 19.5 18.2 36.1 38.9 =25 -17.5 -33 -238
Hungary 58.7 74.7 71.7 73.4 -6.3 -4.1 -3.1 -1.5
Croatia® 38.1 44.3 74.9 85.0 -3.6 -4.4 -5.6 -2.1
Bulgaria 453 13.4 19.5 29.4 0.5 -1.2 -22 -0.8
European Union 61.8 67.4 84.6 86.0 -1.7 -4.5 -4.0 -2.0
United States” 60.7 79.4 101.8 108.2 -3.1 -9.9 -6.7 -4.1
Japan 167.0 201.0 237.8 250.4 -59 -73 -8.0 -52
Switzerland 56.0 48.4 46.3 44.7 0.2 1.2 0.3 -0.3
9 As a percentage of gross domestic product. For the European countries, definitions according to the Maastricht
Treaty. For the United States, Japan and Switzerland, definitions are according to the IMF. — ® Data on Croatia and
the United States are only available from 2001 onwards.

Source: European Commission, Autumn 2016; IMF World Economic Outlook, October 2016.

was the largest in those countries that should have
had the least fiscal leeway given their high debt-to-
GDP ratio. Fiscal policy is also likely to have a slight-
ly positive impact on the economy this year. It is true
that in some cases, such as in Germany and Austria,
this can be traced back to the additional costs associ-
ated with the refugee crisis. However, the bulk of this
fiscal easing mainly results from the marked fall in in-
terest rates on governments bonds and the benevolent
attitude of the European Commission towards mem-
ber states that violate the fiscal rules. According to
current estimates, the planned discretionary measures
for 2017 are far more expansionary than they were a
year ago in almost all countries, and particularly in
Spain and Italy. For the euro area as a whole, the fis-
cal impulse is likely to be 0.2 percentage points in re-
lation to GDP this year.

1.3.2 Monetary conditions and financial markets

Monetary conditions

In the major advanced economies, monetary policies
remain extremely expansionary. However, their degree
of expansion and their focus were adjusted to varying
degrees last year. Whereas the Federal Reserve of the
United States increased the Federal funds rate in
December 2016 for the second time since the financial
crisis (see Figure 1.14), the governing council of the
ECB decided to extend its asset purchase programme
from April 2017 onwards, but reduce the volume.
Although the Bank of Japan kept the volume of its as-
set purchases and the levels of its key interest rates un-
changed, in an attempt to increase inflation expecta-




Figure 1.13
Gross debt-to-GDP ratios in selected countries
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tions, it adopted a number of ad-
justments to its objectives and to
the communication of its actions.
In the United Kingdom, mone-
tary policy was relaxed again af-
ter the Brexit referendum.

It took the Federal Reserve a full
year to follow up on its first inter-
est rate hike made in December
2015. The reasons for the cau-
tious attitude of the Fed through-
out last year were the relatively
weak growth of the US economy
during the first half of 2016 as
well as concerns that the econom-
ic slowdown in China and in oth-
er emerging markets during the
winter of 2015/2016 could aggra-
vate and have a negative impact
on the US economy. However,
faced with a basically closed out-
put gap, a strong expansion of ag-
gregate economic output during
the second half of 2016 and an
increasing inflation rate — which is
now only slightly below the Fed’s
target value of two percent — the
Federal Reserve increased the tar-
get of the federal funds rate by
25 basis points to a range of be-
tween 0.5 and 0.75 percent in
December. This year the tighten-
ing of monetary policy in the
United States is likely to continue.
However, this will happen at a
slow pace, implying that mone-
tary policy will remain accommo-
dative throughout the year.

Monetary policy in the emerging
economies was very mixed last
year. Despite significantly under-
shooting its inflation target, the
Chinese central bank has not tak-
en any further steps towards mo-
netary easing. Instead, Chinese
policy makers turned to fiscal
policy in order to stimulate the
economy. One reason for this
shift was to avoid even stronger
overheating in the property mar-
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of capital, the Chinese central
bank introduced macro-pruden-
tial measures like a tightening of
capital controls and restrictions on the use of credit
cards for individuals. Furthermore, it returned to a
tight control of the currency market in contrast to ear-
lier announcements of a gradual liberalisation.
Despite low inflation, China’s monetary policy will,
given the risks of overheating in the construction sec-
tor and the devaluation pressure on the renminbi, re-
main largely unchanged this year.

In the face of declining inflation rates, stable curren-
cies and solid inflows of foreign capital, the central
banks in India and Indonesia lowered their interest
rates last year. The central banks of Brazil and Russia
took the declining inflationary pressures and the cur-
rent stability of their currencies as an opportunity to
also relax monetary policy somewhat again. This year,
the major emerging economies are not expected to sig-
nificantly loosen their mostly already accommodative
monetary policy stance any further. The danger of
facing undesirable currency devaluations as a result of
the turn-around in monetary policy in the United
States is too high.

Against a background of low inflation in the euro
area, the ECB kept its degree of expansion unchanged
until December last year. As of March 2016, the main
refinancing rate stands at 0 percent and the deposit
rate is —0.4 percent. During this period monthly bond
purchases have averaged 80 billion euros. In the con-
text of this asset purchase programme, the ECB pro-
vided commercial banks with an amount of 1.532 tril-
lion euros of central bank money by the end of
December 2016. At the same time, current ECB hold-
ings of securities for monetary policy purposes
amount to a total of 1.654 trillion euros. Expansion of
the ECB’s balance sheet will continue. In its last meet-
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» These indexes of adjusted outstanding amounts are calculated according to /,=1,,(1+F/L, ), where L stands for
the outstanding nominal amount of credit and F the amount of transactions (credit granted). The transactions F are
calculated from differences in outstanding amounts adjusted for reclassifications, other revaluations, exchange rate
variations and other changes which do not arise from transactions (see European Central Bank, 2010, for details). A
specific securitisation operation in France has led to a downward level shift in mortgages in May 2014.

Source: European Central Bank, last accessed on 31 January 2017.

ing of 2016, the Governing Council of the ECB de-
cided to continue its net asset purchases after March
2017 until the end of 2017, or beyond, if necessary. It
will, however, reduce its monthly volume of purchases
from 80 to 60 billion euros. By keeping interest rates
unchanged, the ECB has therefore initiated a gradual
phase-out of ultra-loose monetary policy.

Despite the substantial increase in liquidity, credit
growth is only slowly picking up in the euro area.
Mortgage loans have been steadily increasing for years
now and consumer credit growth also returned to pos-
itive dynamics in 2015. As of 2016, loans to the corpo-
rate sector have also started growing again (see
Figure 1.15). The pace at which this is happening is
still modest, especially in the light of historically low
interest rates and the huge amount of liquidity that
the ECB is injecting into the system. In the case of
Spain, the substantial reduction in the debt levels of
non-financial corporations is noteworthy (see
Figure 1.13). This development will support credit

growth in Spain in the years to come.

In order to put the different quantitative easing pro-
grammes of the major central banks into perspective,
a closer look at the development of the size of the re-
spective central banks’ balance sheets may be helpful.
Although all major central banks have introduced
non-standard monetary policy measures in an attempt
to keep monetary policy effective despite hitting the
zero lower bound, these programmes differ substan-
tially across banks and over time. What they do have
in common is that, by buying up assets, they blow up
the size of the central bank’s balance sheet. Whereas
the Federal Reserve’s balance sheet has more than
quintupled through the implementation of three




Figure 1.16
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quantitative easing programmes, the balance sheet of
the ECB has “only” tripled so far (see Figure 1.16).
Although not the first quantitative easing programme
in Japan’s recent history, the “quantitative and quali-
tative monetary easing” programme that was intro-
duced in 2013 is the one that really took off the size of
the Bank of Japan’s balance sheet. Furthermore, al-
though not introduced as quantitative easing pro-
grammes, attempts by the Swiss National Bank to cir-
cumvent an even stronger appreciation of the Swiss
franc have also led to a substantial increase in its bal-
ance sheet. The recent jump in the size of the Bank of
England’s balance sheet reflects its decision to resume
the purchase of additional government and corporate
bonds and expand its liquidity to commercial banks.
The aim of these measures was to mitigate possible fi-
nancial turmoil and the negative short-term economic
effects resulting from the Brexit referendum. In this
context, it also decreased interest rates by 25 basis
points last summer.
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spending following the election of
Donald Trump as the new US
president, and a reduction in tax-
es since August have increased US government bond
yields. International interest rate linkages have trans-
ferred this turnaround to the rest of the world, where
government bond interest yields have also started to
increase (see Figure 1.17).

With the clear exception of Greece, government bond
yields of euro area member states reached historical
troughs in August last year. In Germany 10-year gov-
ernment bond yields even turned negative for a couple
of months. However, the decline during the first eight
months of 2016 in the interest rates on 10-year gov-
ernment bonds with the highest credit rating (AAA)
was more or less nullified by the subsequent increase
during the remaining four months of the year, where-
by the biggest upward jump was realised in November
— after the US election. Only Greece experienced a fur-
ther decline; its economic outlook started to improve
and perceived default risks therefore started to abate.

Within the euro area, the normal-
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Source: Datastream, last accessed on 31 January 2017.

The overall funding costs of the
banking sector continued to fall
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Figure 1.18

Regional disparities in government bond yields in the euro area
Differences between 10-year national and synthetic euro area benchmark bond yields
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Source: Datastream, last accessed on 31 January 2017.
Figure 1.19
Interest rates on loans to businesses
in selected countries of the euro area®
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2 New loans to non-financial corporates up to one million euros using floating rates or up to one year initial rate

fixation. The Euribor rate is based on secured interbank loans with a maturity of one year.
Source: European Central Bank, last accessed on 31 January 2017.

Figure 1.20
Non-Performing Loans to Total Gross Loans®
for the euro area and selected euro area countries
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» Due to lack of data, the euro area average is calculated without Germany and Finland.
Source: IMF, last accessed on 31 January 2017, EEAG calculations.

last year, as indicated, for in-
stance, by a slide in the interest
rate on secured interbank loans
with a maturity of one year into
negative territory. Almost every-
where in the euro area lower fund-
ing costs led to lower lending
rates for non-financial corpora-
tions (see Figure 1.19). In coun-
tries like Italy, Portugal and
Spain, the decline was too strong
to solely be attributed to the re-
duction in interbank rates, sug-
gesting that the creditworthiness
of many companies in those
countries improved; and that the
supply-side constraints caused by
high
loans may have started to abate.

inventories of impaired

Indeed for the euro area as a
whole, but also for Italy and
Spain, the share of non-perform-
ing loans clearly started to decline
in 2016 (see Figure 1.20). The
sheer share of non-performing
loans in Greece and Italy is never-
theless alarming. Not without
reason, concerns over Italy’s bank-
ing sector have received quite
some headwind in recent months.
The banking sector faces mount-
ing recapitalisation, which ap-
pears a daunting task given new
EU rules effective this year that
restrain the role of state interven-
tion to support the sector, com-
bined with a record-high public
debt-to-GDP ratio in Europe.

In contrast to 2015, stock markets
generally showed a
steady upward tendency last year.
After the trough

February 2016, all major indexes

relatively

reached in

increased until the end of year
with mostly two-digit rates. The
US stock market in particular saw
a strong increase of 21.1 percent
when measured in US dollars. The
appreciation of the dollar turns
this increase into 27.4 percent
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Figure 1.21 . .
Developments in international stock markets when measured in euros. Tl?eée in-
creases were also double digit for
200 1ndex (2007=100) Index (2007=100) 200 the Nikkei 225, the Shang-

hai Stock Exchange Composite

= DIJ Industrial Average

0T —— Shanghai SE Composite 1% and the Euro STOXX 50, and
160 | — Nikkei 225 g e reached, respectively 21.4, 12.4
140 FTSE 100 1 140 and 12.1 percent over the same pe-

120 | Swiss Market Index (SMD) | 420 riod when measured in euros (see
— Euro STOXX 50 .
uro STO Figure 1.21). By contrast, for the

100 1 100 ]

FTSE 100, the increase was a
80 1% mere 8.8. This lower performance
£ y| & was largely due to the deprecia-

40 40 tion of the British pound.
L P
08 09 10 1 12 13 14 15 16 17

¥ Stock market indexes outside the euro area are first converted into euros. The major stock market indices

Source: Datastream, last accessed on 31 January 2017. L .

within the euro area have also im-
proved since February 2016 (see
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financing conditions for the pri-
vate sector will remain favourable
throughout the year. The situa-

Figure 1.23 tion in the banking sector and the
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Figure 1.24

Exchange rate of the euro against the US dollar and PPP?

US dollars per euro US dollars per euro

policy orientation of the United
States will not change drastically
this year. We do, however, take

EEAG Report 2017
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a)(PPP) is given at a quarterly frequency. The US dollar (PPP) is given at a quarterly frequency. The US dollar-euro PPP rate
is calculated as the GDP-weighted average of the euro country-specific PPP estimates vis-a-vis the US dollar. The PPP upper
bound represents the 90th percentile of the euro country-specific PPP estimates vis-a-vis the US dollar; the lower bound the
10th percentile. In calculating these bounds the 11 euro area member countries with the largest GDP weights are used.

Source: OECD, OECD Economic Outlook, Vol. 2016 issue 2, November, European Central Bank, last accessed on

31 January 2017.

course and gained value as compared to 2015, but lost
ground again in November and December 2016. The
renminbi experienced a particularly strong downward
trend during the first half of 2016 (see Figure 1.23).
The British pound also depreciated substantially
throughout 2016.

As of November 2016, the euro again depreciated
compared to the US dollar (see Figure 1.24). The
prospect of even more diverging monetary policy re-
gimes and expected fiscal stimulus in the United States
has made the US dollar more attractive and the euro
less so. From a purchasing power parity perspective,
however, the euro has now been undervalued for two
years in a row.

1.4 The macroeconomic outlook

1.4.1 Assumptions, risks and uncertainties

This forecast assumes that the Brexit negotiations be-
tween the United Kingdom and the European Union
will be without noticeable distortions and that a “soft
Brexit” will emerge at an early stage that will not sig-
nificantly affect the current economic links between
the European Union and the United Kingdom.

It is also assumed that the US government will not sig-
nificantly alter, or even terminate, those free trade
agreements already in force; and will not restrict its
cross-border exchange of goods, services and capital
with the rest of the world. In the absence of concrete
plans or even decisions, it is assumed that the fiscal

situation of the Italian banking
sector does not lead to any major
financial turmoil.

A major downside risk to global
economic development this year is the departure of
the United Kingdom from the European Union. In
the run-up to the actual Brexit, the parameters of the
bilateral economic relations between the United
Kingdom and the European Union, as well as trade
agreements with over 50 other countries that are based
on EU law, have to be renegotiated. However, it is still
neither clear when the formal negotiations will begin
and when the Brexit will actually take place, nor are
there any indications as to how the new agreements
might look.? If, for example, these new agreements
were to create new barriers to trade in goods and capi-
tal movements, there would be a noticeably negative
impact on medium-term economic growth in Europe
and other regions of the world. A persistently high
level of uncertainty among private agents could even
weigh on investment activity in the United Kingdom
and the European Union this year. This could be the
case if, for example, a scenario that is unfavourable for
future trade emerges; or the negotiations are charac-
terised by major impasses.

The future economic, foreign and security policy ori-
entation of the United States has also become difficult
to predict since the presidential elections; and is there-
fore a source of numerous both positive and negative
risks to global political and economic development.

The newly-elected president has campaigned for a
strong expansion of infrastructure investments in con-
junction with corporate tax cuts, a markedly more
protectionist trade policy, and a significant reduction

2 At the time of writing, the High Court’s decision over whether the
government is allowed to issue the exit notification without an explicit
act of parliament to authorise is pending. This might further delay the
start of these negotiations.
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possible transition of the United
States to greater protectionism in
its trade policy. This would ham-
per world trade and reduce the
potential for technological spill-
overs throughout much of the world. Finally, a strong
reduction in US security involvement within NATO
or in international crises and conflicts could increase
political uncertainty and significantly dampen invest-
ment activity in many countries.

Another major downside risk for global economic de-
velopment this year is the electoral success of populist
parties in main European countries. Such parties tend
to favour more protectionism in their country’s exter-
nal relations, or call for a thorough revision of EU
treaties; and, in some cases, even for their country’s
withdrawal from the EU or the euro area. It cannot be
ruled out that such radical political groups emerge as
winners in the parliamentary elections that will take
place in France, the Netherlands and probably in Italy
this year. This could seriously undermine confidence
in the political stability and cohesion of the European
Union and would have negative economic conse-
quences for the entire world. The economic burdens
will be even more pronounced if new trade barriers
were to be built within Europe, or if other countries
start following the example of the United Kingdom
and opting for a withdrawal from the European
Union. For instance, a victory on the part of the 5 Star
Movement could trigger a referendum on Italy’s exit
from the euro area that is likely to cause major turbu-
lences in financial markets.

Global economic policy uncertainty has increased over
the last two years, and particularly since last summer.
This is confirmed by indicators based on newspaper ar-
ticles in several countries as analysed by Baker et al.

3 Such a short-run boost may be achieved at the cost of larger prob-
lems in the long run through a stronger accumulation of debt.

Global Economic Policy Uncertainty (EPU) is calculated as the GDP-weighted average of monthly EPU index
values for the United States, Canada, Brazil, Chile, the United Kingdom, Germany, Italy, Spain, France,
Netherlands, Russia, India, China, South Korea, Japan, Ireland and Australia using GDP data in current prices
from the IMF World Economic Outlook Database.

Source: Baker et al. (2016), www.policyuncertainty.com, last accessed on 31 January 2017.

(2016) and published on www.policyuncertainty.com
(see Figure 1.25).* The Brexit decision in June 2016 in
the United Kingdom created a very pronounced surge
in uncertainty. After a temporary decline to still his-
torically alleviated levels in early autumn, economic
policy uncertainty peaked again in November 2016.
This increase was probably due to the surprising out-
come of the US presidential elections. The overall
higher level of uncertainty since 2016 is probably also
related to the rise of populist parties in those European
countries in which parliamentary elections are to be
held this year.

Although numerous sentiment indicators have im-
proved last autumn, it is still quite likely that such a
higher level of economic policy uncertainty is cloud-
ing the investment moods of consumers and firms in
much of the world and thereby dampening economic
momentum. In a VAR analysis including real GDP,
consumer prices, long-term government yield and eco-
nomic policy uncertainty, Wollmershduser et al.
(2016) show for the United States, the euro area,
Germany and the United Kingdom that the jump in
uncertainty as sizeable as that witnessed in the United
States between the third and the fourth quarter last
year, i.e. an increase in economic policy uncertainty of
67 percent, is followed by a reduction in GDP between
0.3 and 0.5 percentage points during the first year af-
ter the shock. Overall, their results suggest that the re-
cent further increase in economic uncertainty will cer-

4 The Global Economic Policy Uncertainty Index is a GDP-
weighted average of national Economic Policy Uncertainty indices for
16 countries: Australia, Brazil, Canada, China, France, Germany,
India, Ireland, Italy, Japan, Russia, South Korea, Spain, the United
Kingdom, and the United States. Each national index reflects the rela-
tive frequency of own-country newspaper articles that contain a trio
of terms pertaining to the economy, policy and uncertainty.
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Box 1.1

Short-term impact of Donald Trump’s election as the new US president

Economic policy was a major focus of the new US president’s election campaign. During the campaign it became clear that
Trump is willing to set economic policy impulses that directly influence the economic development of the United States. The
large number of announced measures for tax relief for companies, deregulation of the financial sector, more protectionist
trade policy, increased infrastructure investments — to name but a few cornerstones — makes it difficult to predict the eco-
nomic effects. Besides setting positive impulses, these measures may also have the opposite effect: while import-substituting
sectors benefit from more restrictions on trade, companies that are specialised in exports, or rely on a large proportion
of imported intermediate goods for their production process, will suffer because other countries can be expected to take
countermeasures. It is therefore all the more interesting to see how economic indicators have developed since the election of
Donald Trump.

While share prices have declined slightly since summer, the Dow Jones rose by 8.2 percent between the election on November
8 and the end of 2016. Over the same period, 10-year government bond yields increased by 0.6 percentage points, continuing
their trend reversal since July 2016. Part of the increase in November was possibly linked to the expectation (which material-
ised) that the Federal Reserve would make its next interest rate move in December 2016. After depreciating in the immediate
run-up to the election, the US dollar clearly regained in value afterwards; in nominal terms it appreciated by 4.6 percent
against the euro. Business confidence indicators continued to trend upwards. The purchasing managers’ indices increased in
October and continued to rise after the November election. In November and December consumer confidence rose sharply
both in terms of assessments of the current situation and expectations. Economic policy uncertainty rose sharply in connec-
tion with the Brexit vote in June, but declined just as quickly in the United Kingdom. The Trump election led to a compara-
ble surge in uncertainty. Although it also faded subsequently, uncertainty has remained at a higher level since the election.
Industrial production also fell again towards the end of the year and retail sales lost momentum somewhat in November.
Overall, since the presidential election the indicators do show an improvement in sentiment among both producers and
consumers, which is probably due to the expected implementation of certain future economic policy measures. At the same
time, however, economic uncertainty has clearly increased, which in itself is likely to weigh on the economic prospects for
the United States. Overall, the available indicators have slightly increased GDP — and so have forecasts for the United States.
This is illustrated by the distribution of model projections for the fourth quarter of 2016 and the first quarter of 2017. These
model projections are based on the IFOCAST approach (see Carstensen et al., 2009), in which a large variety of models are
estimated. A comparison of these model projections from November (almost exclusively with indicators published before the
Trump election) and December shows that their distribution has shifted slightly to the right. The median of the projected real
growth rates of GDP over the previous quarter rose from 0.51 percent to 0.54 percent for the fourth quarter of 2016 and from
0.52 percent to 0.55 percent for the first quarter of 2017.

The positive effects of the anticipated expansive fiscal policy measures in the United States on the euro area can also be quan-
tified. To this end, the Ifo-DSGE model is used (Hristov, 2016). Due to uncertainty over whether the new US government will
intervene on the demand side — by increasing government expenditure — or on the supply side — through improved infrastruc-
ture or a cut in production costs through tax cuts — two alternative scenarios are simulated. The first scenario assumes that
the US fiscal impulse is purely demand-driven and thus boosts overall demand in the United States. In the second scenario,
the policy measures are modelled as a positive supply shock that leads to a higher supply in the United States for any given
level of demand. It is assumed that the measures will be implemented in the first quarter of 2018. The fourth quarter of
2016, however, will be set as the announcement date regarding these measures. As argued above, Trump’s election campaign
and his subsequent election have already triggered positive expectations. The level of the shock in each respective scenario is
determined in such a way that the resulting nominal effective depreciation of the euro is 0.9 percent. This corresponds to the
actual change in the euro’s external value against the rest of the world (i.e., a currency basket from the 36 most important
trading partners) from the average of the third quarter of 2016 to the end of the fourth quarter.

Table 1.3 shows how much GDP and its growth rate differ from the baseline forecast in the United States and in the euro area in
each of the two scenarios. Although the actual fiscal policy measures are taken in 2018, economic agents already react to the an-
nouncements of the newly elected US president. These announcements change the expected profitability of various investment
opportunities, the expected competitiveness of different industries and the expected income of private households. At the time
of announcement, all this leads to a revision of the original plans and thus to shifts in consumption, investment and production
behaviour. Through the expectation

channel, economic policy decisions Taple 1.3

can influence the state of an economy

before their actual implementation. Effects of alternative scenarios regarding US fiscal policy

Both scenarios are accompanied on US and euro area GDP

by higher levels of GDP and corre- - -

sponding higher growth rates both Scenario 1 Scenario 2

in the United States and in the euro Demand-pull shock Cost-push shock
area this year already. The effect is United States | Euro area United States | Euro area
stronger in the United States where GDP effect as percentage of baseline forecast

the shocks originate. The export sec- 2017 05 0.1 0.5 0.1
tor of the euro area benefits fr_om 2018 0.4 0.1 0.0 01
increased demand from the United — g -

States, which is generated in each of GDP growth deviation from baseline in %-points

the two scenarios. The resulting inter- 2017 0.5 0.1 0.5 0.1
est rate differential already allows the 2018 -0.1 0.0 -0.5 —02
euro to depreciate at the announce-  Source: Wollmershéuser et al. (2016).

ment of the change in policy and

leads to a transfer of funds from the

euro area to the United States. In 2018, however, the economic development of the two scenarios differs. When the policies
can be better described as demand-pull shocks, GDP is still higher in the euro area than in the baseline scenario. The op-
posite is true if the US economy is stimulated through a positive cost shock, as in the supply-side scenario. This is because
the relative international competitiveness of the United States improves in the second scenario. This effect reaches its peak
approximately three years after the announcement. Although this effect already sets in at the moment of the announcement,
the negative effect on euro area GDP in 2017 is more than compensated for by the increase in US demand.
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tainly have a dampening effect on
overall economic expansion this
year.

1.4.2 The global economy

The pace of global economic ex-
pansion is expected to have slight-
ly decreased this winter compared
to the third quarter of 2016 (see
Figure 1.26). Although the results
of the Ifo World Economic
Survey show an upward tendency
in basically all regions of the
world (see Figure 1.27), political
events with uncertain conse-
quences, such as the Brexit deci-
sion, the election of Donald
Trump as US president and the
growing popularity of right- and
left-nationalist parties in major
European countries have led to a
massive increase in political un-
certainty in many places. This
higher uncertainty, together with
the continuing slowdown in eco-
nomic growth in China, is likely
to dampen the expansion in glob-
al production.

Overall, the world economy is ex-
pected to expand more than it did
during the first half of 2016 dur-
ing the forecast period. The
growth rates are, however, expect-
ed to be only about half as high as
in the years before the global fi-
nancial crisis. This year, the total
economic output of the world is
forecast to increase by 2.8 percent
(see Figure 1.28). World trade is
expected to expand by 1.8 percent
after 0.8 percent last year. The
current accounts of most com-
modity-exporting emerging mar-
kets will thereby improve some-
what, while those of China and
the United States are likely to de-
teriorate slightly in the face of rel-
atively strong domestic economic
dynamics.

Figure 1.26

World economic growth and the Ifo World Economic Climate
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Figure 1.28

Regional contributions to world GDP growth®
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The major economies will continue to develop hetero-
geneously. The US economy will continue to grow more
strongly than that of the euro area and Japan respec-
tively. In the United States, the output gap has largely
closed and real GDP will grow at trend levels, or slightly
above them, in the quarters ahead. The euro area econ-
omy is still characterised by the massive structural
weaknesses of some member countries, as indicated by,
for example, the large volume of non-performing loans
on bank balance sheets in Greece, as well as in Italy and
Portugal; and the lack of competitiveness of the French
and Italian economies. Accordingly, the recovery will
continue, albeit at a moderate pace despite the ECB’s
extremely accommodating monetary policy. Although
monetary policy is highly expansionary and fiscal poli-
cy will be supportive until at least the second half of
2017, Japan is also only expected to expand moderately.
The stimulus from monetary and fiscal policy is offset
by the burden of structural factors such as a shrinking
labour force, a rising old-age dependency ratio and
tight immigration controls.

The pace of expansion in emerging markets will grad-
ually slow down over the forecast period, although
monetary policy was relaxed somewhat recently in
many places. In view of the higher oil prices and the
slight recovery of prices of other raw materials, Brazil
and Russia will probably pull out of recession in the
course of this year. India is also likely to expand rap-
idly. However, these positive impulses are offset by
forces that are preventing a significant economic up-
turn. The decline in economic growth in China will
probably continue. The driving forces here are the de-
clining pool of potential employees, as well as the
slowdown of capital accumulation and the gradual re-
duction of the macroeconomic productivity growth

15

o W rising interest rates in the United

States are likely to negatively im-
pact financing conditions in
emerging economies. Growth in these emerging mar-
kets is nevertheless twice as high as that in advanced

economies.

1.4.3 United States

The US economy is likely to pick up again this year.
Supported by high real wage growth and good labour
market prospects, private consumption expenditure
will be particularly strong. Exports are expected to
generate some positive impulses. Currently, sentiment
indicators point towards an increase in new export or-
ders. On the other hand, hardly any impetus is expect-
ed from gross fixed capital formation. A slowing rise
in house prices and stagnating building permits since
the beginning of last year indicate weak construction
activity, while the shrinking order books for invest-
ment goods indicate a continuing moderate develop-
ment in equipment investment. The uncertainty about
the economic policy impact of the unexpected out-
come of the presidential elections last November
should also have a negative impact on investment ac-
tivity. For the current year, GDP is forecast to grow by
2.2 percent (see Figure 1.29).

Last year’s change in consumer prices amounted to
1.2 percent and core inflation without energy and un-
processed food was 2.2 percent. The expiring base ef-
fects of earlier energy price reductions are expected to
accelerate headline inflation to 1.8 percent in 2017.
Rising inflation, good employment prospects and the
absence of distortions in the financial markets after
the presidential election should allow the US Federal
Reserve to increase the federal funds rate to 1.25 per-
cent by the end of the year.




Figure 1.29
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1.4.4 Asia

The economic growth target of China is expected to
remain at the current range of between 6.5 and
7.0 percent, while monetary and fiscal policies will
likely remain accommodative. Uncertainty rests on
the political and thereby economic relationship be-
tween the two economically largest countries in the
world, the United States and China. The newly elected
US president has made several statements, like ques-
tioning the “One-China” policy that might lead to a
severe cooling down of economic ties. Although
China is moving away from its traditional export-led
growth strategy, it remains the world’s biggest trading
nation along with the United States with an export
share of 18 percent. The economy will moderate next
year on the back of a cooling housing market and a
slow, but steady domestic economic rebalancing,
though the impact of these factors will be cushioned
by the policy support cited above and somewhat
stronger global growth.

The recent weakening of the Japanese yen following
Donald Trump’s victory in the US presidential elec-
tion, together with a modest pick-up in global growth,
are supporting Japanese exports and have enabled its
economy to make a fairly strong start to the year. On
the downside, low wage growth continues to constrain
private consumption. As a result, the government is
encouraging salary increases and intends to rein in so-
cial security costs to boost the country’s workforce.
Moreover, it has approved a supplementary budget to
finance earthquake reconstruction and additional mil-
itary spending. As a result of a fiscal stimulus pro-
gram adopted in August last year, public investment is

15

—
and economic momentum fal-
Forecast ° tered, especially in the cash-ori-
period .
5 ented services sector. The demon-
16 17

etisation is likely to have caused
consumers to postpone non-es-
sential purchases. However, sup-
ported by a central bank that will
continue its stability-oriented course, these effects are
expected to be transient and the economy is likely to
get back on track. Real GDP growth of 7.3 percent is
forecast for 2017.

For the East Asian region as a whole (South Korea,
Indonesia, Taiwan, Thailand, Hong Kong, Malaysia,
Singapore and the Philippines) some increase in eco-
nomic growth is expected. Differences across the in-
dividual countries are, however, substantial. Whereas
Indonesia, Thailand and the Philippines will witness
some acceleration in growth, the economies of
Korea, Taiwan, Hong Kong, Malaysia and Singapore
face another slight decline, initially at least. The ex-
pected pick-up in global trade, together with robust
developments in China and India, will in principle
support growth in all countries of this region.
However, this effect is partly muted by increased
global uncertainty, largely originating from a possi-
ble increase in trade protectionism triggered by the
upcoming US administration and the US interest
rate normalisation. The latter could trigger a down-
turn in the housing market of Hong Kong, for in-
stance. Political uncertainty in South Korea, com-
bined with highly indebted households and problems
in some of Korea’s flagship industries, will also pre-
vent strong growth in the largest country within this
group. On the other hand, households have benefited
from low inflation and loosening monetary policy
conditions in most of these countries, which will al-
low domestic demand to gain some steam this year.
The firming up of commodity prices (in the cases of
Indonesia and Malaysia) and further fiscal stimulus
measures (in Indonesia, Thailand and the Philip-
pines) will also support growth. All in all, real GDP
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is expected to grow by 4.2 percent in these East Asian
countries this year.

1.4.5 Latin America and Russia

In 2017, the Latin American region, i.e. Brazil, Mexico,
Argentina, Venezuela, Colombia and Chile, is expected
to grow by 1.2 percent. Although in Brazil consumer
confidence and business climate have improved signifi-
cantly in recent months, the ongoing consolidation of
public finances and the outflow of capital are expected
to continue to dampen economic activity in the coming
quarters. The largest economy of this region should
nevertheless pull out of recession this year. Argentina
is also expected to return to positive growth this year.
Whereas Brazil and Argentina are slowly recovering,
the Mexican economy has experienced a clear weaken-
ing of its growth prospects. Mexico is probably the
country to be most heavily affected by any potential
changes in US migration and trade policies. The fiscal
impulses that the new US administration may set
through tax cuts and additional infrastructure spend-
ing are not likely to fully compensate for these adverse
effects. Although the recovery in oil prices is, in princi-
ple, supporting the economy of Venezuela, the country
is nevertheless in a tailspin of economic, social and po-
litical chaos. Its economy has been contracting since
2014 and is not expected to grow anytime soon. In
Colombia, on the other hand, the oil price recovery
and the recently reached peace agreement could reig-
nite growth by supporting tourism, oil exploration and
foreign direct investment. Chile’s economy is also ex-
pected to accelerate marginally in 2017.

Russia will exit its recession this

1.4.6 The European economy

The cyclical situation

The noticeable increase in a variety of leading indica-
tors for the euro area in recent months — after some
decline in the previous months — points to some accel-
eration in economic momentum during the winter
months (see Figure 1.30). Real GDP in the fourth
quarter of 2016 and the first quarter of 2017 is expect-
ed to slightly outpace the previous two quarters.
Growth rates are then expected to weaken gradually
(see Figure 1.31). The positive effects of the fall in oil
prices and the euro depreciation in late 2014 and early
2015 are slowly phasing out. Overall, this will result in
a slight decline in the annual growth rates for both the
European Union and the euro area to 1.8 and 1.6 per-
cent respectively.

The fact that structural reforms are only being imple-
mented slowly in some member countries speaks
against a faster recovery of the European economy.
Labour markets that are still characterised by high
structural unemployment rates in many places, but
also by the sluggish improvement in price competitive-
ness in some of the crisis-hit countries, are hindering
stronger growth. The high level of economic policy
uncertainty is also having a clearly dampening effect,
as measured by an index based on newspaper articles
(www.policyuncertainty.com). Last year the index
stood even at a higher level than during the peak of
the euro crisis in 2011. This recent rise in uncertainty
is largely due to the forthcoming Brexit negotiations,
the implications of the new presidency in the United

year. Business survey and indus-  Figure 1.30
trial production data signal a Confidence indicators® for different sectors
strengthening of economic activi- Balance in the European Union Balance
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the economy. On the other hand, i y| 12
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the extraction of minerals and oil, P ||
dividend distributions from state- s | ’ Construction | s
owned enterprises and higher con- 5 5
sumption taxes, is constraining 0 e T O I Y I O

08 09 10 11 12 13 14 15 16 17

Russia’s path towards recovery.

) Arithmetic means of selected (seasonally adjusted) balances on business and consumer tendency survey

Real GDP is expected to increase
negative replies.

questions. Balances are constructed as the difference between the percentages of respondents giving positive and

by 0.8 percent in 2017.
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States, as well as the outcomes of a series of parlia-
mentary elections in member states in 2017. The three
largest euro area member countries, Germany, France
and (perhaps) Italy, will hold elections. In the fourth
largest economy, Spain, the weak minority govern-
ment that has recently been installed is unlikely to
complete its term, while elections are also scheduled in
the Netherlands. In each case, populist and thereby
Eurosceptic parties are likely to gain growing power,
with unknown consequences. The lack of policy guid-
ance from the United Kingdom and the United States
complement the uncertain political prospects.

The nevertheless ongoing economic recovery is still
mainly driven by developments in private consump-
tion. The improving income situation of households
and rising employment are contributing to this phe-
nomenon. Consumption growth rates this year will
nevertheless be somewhat lower than last year, because

Figure 1.32

Demand contributions to GDP growth in the European Union®

%

economic development. The low-

er than usual interest rate environ-
ment does not seem to fully compensate for the low
medium-term growth prospects in a number of coun-
tries, and the high level of political and economic un-
certainty that is still around. The latter are likely to de-
ter companies from expanding investments. The fore-
casted global recovery and the weaker euro are allow-
ing exports to grow slightly faster than last year.
Exports to the United States in particular are likely to
pick up gradually. The increase in the value of the US
dollar relative to the euro in recent months makes it at-
tractive for US firms and consumers to import goods
and services from the euro area. However, since im-
ports into the euro area are also expected to grow
somewhat more strongly, the growth contribution of
net exports will remain modest and significantly short
of the figures in previous recoveries (see Figure 1.32).

In this upward spiral, the recovery will allow for the fur-
ther creation of additional jobs (see Figure 1.33). Al-
though employment growth will
not reach the rates seen a year ago,

" they are still sufficient to further
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a further reduction of the output
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Figure 1.33

Employment in the European Union

Seasonally and work-day adjusted data
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gap during the year, core inflation will also pick up.
The inflation rate should therefore gradually approach
the ECB’s inflation target and on average amount to
1.4 percent this year in the euro area and 1.5 percent in
the European Union.

Differences across Europe

The moderate upswing in Germany is expected to con-
tinue this year at a similar pace as last year. It will
mainly be driven by domestic demand. Private con-
sumption growth remains strong and is supported by
higher wages, increasing transfer income and increas-
ing employment. The hitherto primarily migration-
driven public consumption, however, is losing mo-
mentum as the influx of people seeking help is expect-
ed to fall and will increasingly be granted financial
support instead of benefits in kind. Machinery and

Figure 1.34

Unemployment rates in the euro area and the European Union

Seasonally adjusted data

searching for a home. Foreign

trade is not expected to contrib-
ute significantly on aggregate, as exports and imports
will continue to expand at similar rates. All in all, total
economic output will grow by 1.8 percent in 2017 (see
Figure 1.35).

Employment remains directed upward. The level of
unemployment, however, will be influenced by refu-
gees entering the labour market. The annual average
2017 unemployment rate is expected to remain at
about the level of last year, i.e. 4.2 percent.

This year, domestic inflation pressure will increase.
The dampening impulse from oil prices that dominat-
ed inflation dynamics last year will also disappear.
Taken together, the annual average 2017 consumer
price level is expected to increase by 1.6 percent after
0.3 percent last year. Average core inflation is expected
to rise from 1.2 to 1.4 percent this year.

For France, the available indica-
tors will point to a slight accelera-
tion in economic momentum in

5 % s the quarters ahead, not least due
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Source: Eurostat; EEAG calculations and forecast.
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ed from foreign trade, as the pick-
up in global demand is only mar-
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Figure 1.35

Economic growth in EU member countries

Average real GDP growth, 20062015
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ginal and the French economy has last year lost part
of its (previously obtained) price competitiveness
again. Overall, GDP growth is projected at 1.3 percent
for this year. As the output gap will only close slowly,
underlying price dynamics will remain low. Due to en-
ergy prices, this year’s inflation rate is expected to rise
to an average of 1.3 percent.

Although the negative effects of the Brexit decision in
the United Kingdom are far less pronounced than ini-
tially feared, companies are nevertheless likely to post-
pone long-term projects due to the uncertainty about
the future shape of the relationship with the EU and
the associated future attractiveness of the United

cent. Inflation is expected to in-
crease to 2.0 percent due to high-
3 er import prices.

The Italian economy is the main
reason why the recovery in the
0 euro area is not taking off quick-
er. The growth rate of real GDP
in Italy is likely to be less than

DR
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AP D A
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half as high as in the euro area as
a whole. The Italian banking sec-
tor has been burdened by a high
proportion of non-performing loans for several years.
Some Italian banks are therefore facing enormous sol-
vency problems and a sustainable solution is not yet in
sight. The sharp increase in the Target liabilities of
Italy in recent months suggests that there has recently
been a massive withdrawal of capital from the Italian
banking system similar to the capital flight seen in
2011 and 2012 (see EEAG, 2012, Ch. 2; and EEAG,
2013, Ch.2).

The downward trend in sentiment indicators in Italy
that began last year seems to have ground to a halt. At
present, most indicators are still standing just above
their long-term average, suggesting a weak, but posi-
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tive expansion in production. However, the political
uncertainty behind the failed Constitutional referen-
dum and Italy’s lower attractiveness for investment as
a result of the anticipated stagnation in reforms are
having a negative impact. Real GDP is expected to
grow by only 0.7 percent. The value added tax increase
of two percentage points that has been postponed to
January 2018 may lead to higher consumption growth
towards the end of 2017 if it is not postponed again in
the next budget. In the quarters ahead, economic
stimulus will, however, mainly come from the recovery
of the euro area.

The Spanish economy will continue to recover with
growth rates well above the European average.
However, its rate of expansion will moderate some-
what as the beneficial effects of a weak euro and low
oil prices dissipate. The economy is expected to grow
by 2.9 percent in 2017 and exceed the production level
last seen before the financial crisis hit Spain. This
strong performance will allow unemployment to con-
tinue its downward trend and reach an average rate of
18.8 percent this year.

After Ireland, Portugal and Cyprus, Greece will also
finally pull out of its GDP trough and start growing
again. After basically stagnating since 2013, the Greek
economy is forecast to grow by 2.0 percent and there-
by keeping pace with Portugal. The recovery of the
economies of Cyprus and Ireland remains on an even
faster track with growth rates of 2.9 and 4.2 percent
respectively.

The economies in the Central and Eastern European
region will continue to grow at about the same pace as
last year. Some stimuli in foreign trade are to be ex-
pected from the ongoing recovery in the euro area and
the end of the recession in Russia. Positive impulses
are expected from domestic demand in all countries of
the region. The decline in unemployment and still low
(but rising) inflation will support consumers’ purchas-
ing power. Historically low interest rates will also con-
tinue to support investment dynamics in the region.
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Appendix 1.A
Forecasting Tables

Table 1.A.1

GDP growth, inflation and unemployment in various countries

Share of GDP growth CPI inflation Unemplo;;)—
total GDP ment rate
in % in % in %

2015 | 2016 | 2017 | 2015 | 2016 | 2017 | 2015 | 2016 | 2017
Industrialised countries:
EU-28 27.4 2.2 1.9 1.8 0.0 0.3 1.5 9.4 86 | 83
Euro area 20.1 2.0 1.7 1.6 0.0 0.2 14 | 109 | 10.1 9.7
Switzerland 1.0 0.8 1.3 1.6 |[-1.1 |-04 0.3 3.2 33 | 3.1
Norway 0.7 1.6 0.6 1.2 2.2 3.5 2.3 4.4 4.8 | 438
Western and Central Europe 29.1 2.1 1.8 1.7 0.0 0.3 1.5 9.2 84 | 8.1
UsS 25.7 2.6 1.6 2.2 0.1 1.2 1.8 5.3 49 | 48
Japan 6.8 1.2 1.0 1.0 0.5 |-04 0.3 3.4 3.1 | 2.8
Canada 2.6 0.9 1.3 2.1 1.6 1.7 2.0 6.9 7.0 | 6.7
Industrialised countries (total) 64.3 2.2 1.6 1.9 0.2 0.7 1.5 7.0 64 | 6.2
Newly industrialised countries:
Russia 3.0 -3.7 [-05 0.8 | 129 6.0 5.0
China 15.3 6.9 6.7 6.4 1.5 2.0 2.2
India 3.0 7.3 7.4 7.3 4.9 5.1 5.0
East Asia® 6.6 39 3.7 4.2 2.5 2.0 2.6
Latin America® 7.8 -0.5 [-1.6 1.2 | 16.2 | 348 | 30.2
Newly industrialised countries (total) 35.7 3.9 3.8 4.5 6.1 9.8 8.9
Total? 100.0 2.8 2.4 2.8
World trade, volume 2.0 0.8 1.8 . . . . . .
3 Weighted average of Indonesia, Korea, Malaysia, Taiwan, Thailand, Philippines, Singapore and Hong Kong.
Weighted with the 2014 levels of GDP in US dollars. — ® Weighted average of Brasil, Mexico, Argentina, Venezuela,
Colombia, Chile. Weighted with the 2013 level of GDP in US dollars. — © Weighted average of the listed groups of
countries. — 9 Standardized unemployment rate.

Source: EU, OECD, IMF, ILO, National Statistical Offices, CPB, 2016 and 2017: forecasts by the EEAG.
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Table 1.A.2
GDP growth, inflation and unemployment in the European countries
Share of GDP growth? Inflation® Unemployment rate®
total GDP in % in % in %

T 2015 2016 2017 2015 2016 2017 2015 2016 2017
Germany 20.8 1.7 1.8 1.8 0.1 0.3 1.6 4.6 4.2 4.2
France 15.6 1.3 1.1 1.2 0.1 0.3 1.3 10.4 10.0 9.6
Italy 12.0 0.7 1.0 0.7 0.1 -0.1 1.0 11.9 11.6 11.1
Spain 7.8 3.2 33 29 -0.6 -04 1.3 22.1 19.8 18.8
Netherlands 4.8 2.0 2.1 2.3 0.2 0.1 1.4 6.9 6.0 5.4
Belgium 2.9 1.5 1.2 1.2 0.6 1.7 2.1 8.5 8.0 7.7
Austria 2.4 1.0 1.5 1.6 0.8 1.0 1.9 5.7 6.0 5.8
Finland 1.5 0.2 1.5 1.1 -0.2 0.4 1.1 9.4 8.9 8.5
Greece 1.3 -0.2 0.3 2.0 -1.1 0.0 0.5 24.9 23.5 229
Ireland 1.3 26.3 4.3 4.2 0.0 -0.2 0.9 9.4 7.9 7.3
Portugal 1.3 1.6 1.3 2.0 0.5 0.6 1.1 12.6 11.2 10.6
Slovakia 0.5 3.8 34 3.2 -0.3 -0.5 0.9 11.5 9.7 9.1
Slovenia 0.3 2.3 2.6 2.6 -0.8 -0.1 1.3 9.0 7.9 7.6
Luxembourg 0.3 3.5 3.8 2.0 0.1 0.0 1.0 6.5 6.3 5.6
Lithuania 0.3 1.8 2.3 2.2 -0.7 0.6 1.6 9.1 8.0 7.6
Latvia 0.2 2.7 0.8 2.0 0.2 0.0 1.6 9.9 9.7 9.5
Cyprus 0.1 1.7 2.8 29 -1.5 -1.2 0.2 15.0 13.3 12.9
Estonia 0.1 1.4 1.0 2.0 0.1 0.7 2.0 6.2 6.9 7.2
Malta 0.1 7.4 3.5 2.3 1.2 0.9 1.2 5.4 49 4.7
Euro area? 73.5 2.0 1.7 1.6 0.0 0.2 14 10.9 10.1 9.7
United Kingdom 149 2.2 2.1 1.7 0.0 0.6 2.0 5.3 49 49
Sweden 32 4.1 3.1 2.3 0.7 1.1 2.0 7.4 6.9 6.4
Denmark 1.9 1.6 1.1 1.5 0.2 0.0 0.9 6.2 6.2 6.3
EU-229 93.5 2.1 1.8 1.7 0.0 0.3 1.5 9.8 9.1 8.8
Poland 2.9 3.9 2.5 2.6 -0.7 -0.2 1.2 7.5 6.3 5.8
Czech Rpublic 1.2 4.5 2.4 2.4 0.3 0.6 1.4 5.1 4.0 3.9
Romania 1.1 3.9 4.8 3.5 -04 - 1.1 0.9 6.8 6.0 5.6
Hungary 0.7 3.1 1.5 2.4 0.1 0.4 1.7 6.8 5.1 4.7
Croatia 0.3 1.6 2.6 2.5 -0.3 -0.8 1.1 16.3 12.7 12.0
Bulgaria 0.3 3.6 34 2.8 -1.1 -1.3 0.7 9.2 7.6 7.1
New Members® 7.9 3.6 2.7 2.7 -04 -0.2 1.2 7.8 6.6 6.2
EU-289 100.0 2.2 1.9 1.8 0.0 0.3 1.5 9.4 8.6 8.3
4 GDP growth rates are based on the calender adjusted series except for Ireland, Slovakia and Romania for which
EUROSTAT does not provide working-day adjusted GDP series. — ® Harmonised consumer price index (HICP). —
9 Standardised unemployment rate. — ¥ Weighted average of the listed countries. — © Weighted average over
Slovakia, Slovenia, Lithuania, Latvia, Estonia, Poland, the Czech Republic, Romania, Hungary, Croatia and
Bulgaria.
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Source: EUROSTAT, 2016 and 2017: forecasts by the EEAG.
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Table 1.A.3

Key forecast figures for the European Union

2015 [ 2016 | 2017
Percentage change over previous year
Real gross domestic product 2.2 1.9 1.8
Private consumption 2.1 2.1 1.6
Government consumption 1.4 1.9 1.2
Gross fixed capital formation 3.5 2.3 2.1
Exports of goods and services 6.2 2.7 3.7
Imports of goods and services 6.2 3.4 4.0
Net exports® 0.2 0.0 0.1
Consumer prices” 0.0 0.3 1.5
Percentage of nominal gross domestic
product
Government fiscal balance® -24 | -20 | -17
Percentage of labour force
Unemployment rate? 9.4 | 8.6 | 8.3

rate.

¥ Contributions to changes in real GDP (percentage of real GDP in previous
year). — ® Harmonised consumer price index (HCPI). — © 2016 and 2017:
forecasts of the European Commission. — ¢ Standardised unemployment

Source: Eurostat; 2016 and 2017: forecasts by the EEAG.

Table 1.A.4

Key forecast figures for the euro area

2015 | 2016 | 2017
Percentage change over previous year
Real gross domestic product 2.0 1.7 1.6
Private consumption 1.8 1.7 1.4
Government consumption 1.4 1.9 1.2
Gross fixed capital formation 3.2 2.9 2.8
Exports of goods and services 6.5 2.4 3.5
Imports of goods and services 6.4 3.1 4.1
Net exports® 0.3 -0.1 0.0
Consumer prices® 0.0 0.2 1.4
Percentage of nominal gross domestic
product
Government fiscal balance? -2.1 | - 1.8 | -1.5
Percentage of labour force
Unemployment rate® 10.9 | 10.1 | 9.7

rate.

¥ Contributions to changes in real GDP (percentage of real GDP in previous
year). — © Harmonised consumer price index (HCPI). — © 2016 and 2017:
forecasts of the European Commission. — ¢ Standardised unemployment

Source: Eurostat; 2016 and 2017 forecasts by the EEAG.
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Appendix 1.B
Ifo World Economic Survey (WES)

The Ifo World Economic Survey (WES) assesses
worldwide economic trends by polling transnational
as well as national organisations worldwide about cur-
rent economic developments in the respective country.
This allows for a rapid, up-to-date assessment of the
economic situation prevailing around the world. In
January 2017, 1,147 economic experts in 118 countries
were polled.

The survey questionnaire focuses on qualitative infor-
mation: on assessment of a country’s general econom-
ic situation and expectations regarding important eco-
nomic indicators. It has proved to be a useful tool,

since economic changes are revealed earlier than by
traditional business statistics. The individual replies
are combined for each country without weighting.
The “grading” procedure consists in giving a grade of
9 to positive replies (+), a grade of 5 to indifferent re-
plies (=) and a grade of 1 to negative (-) replies.
Grades within the range of 5 to 9 indicate that positive
answers prevail or that a majority expects trends to in-
crease, whereas grades within the range of 1 to 5 reveal
predominantly negative replies or expectations of de-
creasing trends. The survey results are published as ag-
gregated data. The aggregation procedure is based on
country classifications. Within each country group or
region, the country results are weighted according to
the share of the specific country’s exports and imports
in total world trade.
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CESifo, Munich 2017, pp. 50-66.

EcoNowMmic PoLicy AND THE
Rise oF PopruLism — IT’s NoT
So SIMPLE

2.1 Introduction

A wave of populism is sweeping across Europe and
North America. The year 2016 threw up two extraor-
dinary upsets: the first in the shape of Brexit on
24 June; and the second, the earth-shattering election
of Donald Trump to the US presidency. The forces
of openness, tolerance, diversity, multiculturalism,
and globalisation have been left reeling at, over-
whelmed by and at a loss to understand this new
wave. Parties, politicans, ideologies, and opinions
that formerly lurked in the shadows have emerged
into the broad light of day, gathering support, win-
ning seats in legislatures, and influencing the policies
of the mainstream. What is more, Donald Trump has
become the President of the US. A political outsider,
Trump set himself up as the populist candidate and
voice of the unrepresented. He swept aside other
candidates for the nomination, took over the
Republicans, a hitherto mainstream political party;
and finally, to the horror and disbelief of the politi-
cal establishment and now-reviled elites everywhere,
won the election. His victory marks the triumph of
divisive rhetoric, disregard for facts, promises of sim-
ple cures for all ills, nativism, demagoguery, and the
power of seductive slogans, which are common fea-
tures of the new populism.

Trump was elected on the back of promises on immi-
gration, international trade, taxation and public
spending, and healthcare. On immigration, Trump
promised to restrict flows of Muslims into the US, to
build a wall along the Mexican border, and deport
millions of illegal immigrants living in the US. On in-
ternational trade, he promised to reject the Trans-
Pacific Partnership (TPP) on his first day in office; and
to impose swinging tariffs on some Chinese imports,
while accusing China of dumping. The Transatlantic
Trade and Investment Partnership (TTIP) will almost
certainly be abandoned. He has claimed that his poli-

cies will repatriate manufacturing jobs to America. He
promised tax cuts, and increases in public infrastruc-
ture spending, which will clearly lead to substantially
higher Federal borrowing. Obamacare is likely to be
repealed or substantially watered down. He has
claimed the media and the electoral system were
rigged against him, and threatened to contest the elec-
tion outcome if he lost in statements that have been
interpreted as undermining the democratic political
institutions of the US.

The pollsters failed to predict the scale of Trump’s
election victory, instead giving Hilary Clinton a slight
lead and expecting her to win. Following much pained
dissection of the voting data and follow-up surveys, it
seems many “shy” voters did not admit to their inten-
tions in advance.

By electing Trump, the US has passed up the opportu-
nity of electing its first female president to the despair
of many, who see this as the turning of a progressive
tide. But how much despondency is in order? Could
this simply be business as usual? It is relatively rare for
an incumbent party to win a third term in office: a
change of party after two terms is more the rule than
the exception.!

Brexit shares many features of the Trump success. The
campaign was propelled by calls to “give us our coun-
try back” and “take back control”. It promised that an
illusory 350 million British pounds per week in savings
gained from ending Britain’s contributions to the EU
budget would be spent on the National Health Service.
One of the leading Brexiteers, Michael Gove, declared
that the people “have had enough of experts.”
Informed analysis of the effects of Brexit was dis-
missed as the self-serving work of interested parties.
In the post-Brexit debate, populist and xenophobic
views are even creeping into mainstream politics. The
UK Prime Minister Theresa May, for instance, has
started talking about a contrast between the “spirit of

! Exceptions in recent decades include: Harry Truman (Democrat)
succeeding F. D. Roosevelt (Democrat) in 1945, but Roosevelt died in
office; and George H. W. Bush (Republican) succeeding Ronald
Reagan (Republican) in 1989 after the latter’s two terms in office.
There were, however, long spells of Republican presidency in the early
part of the 20th century.




citizenship” and “international elites” who are
“cizitens of nowhere”.? As will be explained further
below, rhetoric that pits ordinary citizens against a

ruling elite is a typical element of populist slogans.

These are merely Anglo-Saxon manifestations of a
Europe-wide phenomenon. Matteo Renzi, Italy’s for-
mer progressive prime minister, decisively lost a refer-
endum on the Italian constitution in December 2016.}
In France the Front Nationale’s Marine le Pen is likely
to perform very well and might even win the presiden-
tial elections in 2017. After a succession of dismal de-
feats for reason and good sense, a brief respite came
with the clear rejection of Norbert Hofer, the extreme
right-wing candidate, in the second-round elections
for the Austrian presidency in December 2016.

Victor Orban, prime minister of Hungary, and leader
of the Fidesz party, calls for asylum seekers in Europe
to be rounded-up and deported;* and fences have been
built between Hungary and Serbia to keep people out.
Poland’s conservative Law and Justice Party (PiS),
headed by Jaroslaw Kaczynski, argues against accept-
ing refugees. A more extremist movement, Kukiz’15, is
campaigning to build a wall between Poland and the
Ukraine. France’s Front National, under Marine Le
Pen, took over 28 percent of the vote in the first round
of local elections in 2015, campaigning against what
the party sees as the islamification of France, promot-
ing greater independence from the EU and the protec-
tion of national industries and agriculture. Geert
Wilders’ Freedom Party (Partij voor de Vrijheid —
PVV) attracts around 30 percent of the votes in the
Netherlands, on an anti-islam, leave-the-EU platform.
The Austrian Freedom Party (Freiheitliche Partei
Osterreichs — FPO) is fairly similar insofar as it is criti-
cal of the EU and the euro, and takes an anti-islam and
anti-immigration position. Denmark has the Dansk
Folkeparti (DV), the Danish People’s party; while
Greece boasts the extreme right-wing Golden Dawn —
Chrisy Avgi, and the far-left Syriza (although its status
as a populist party is contested). In Italy the Lega
Nord has been revived by its anti-migration stance in
the recent crisis; while the 5-Star movement is gaining
influence on the left. The UK has the UK Independence

2 “[...] Too many people in positions of power behave as though
they have more in common with international elites than with the
people down the road, the people they employ, the people they pass in
the street [...]. But if you believe you're a citizen of the world, you're a
citizen of nowhere.” Theresa May, Speech delivered at the Conservative
Party Conference in Birmingham, 5 October 2016.

3 However, to what extent this rejection represents populist influence
is subject to debate.

4 A. Byrne, “Viktor Orban Calls For ‘Round-Up’ of Migrants in
EU,” Financial Times, 23 September 2016, http://on.ft.com/2d96nRi.

Party (UKIP), and the British National Party (BNP);
Germany has Alternative fiir Deutschland — AfD. And
so the list goes on.

This populist growth, or resurgence, has taken place
against a background of growing flows of migrants
from Mexico into the US, the seemingly uncontrol-
lable flows of migrants, refugees and asylum seekers
from the Middle East and North Africa into Europe,
and a rising number of terrorist attacks executed in
the name of Islamic fundamentalism. As regards the
economic sphere, the period is marked by austerity
policies, with no obvious end in sight, lingering high
unemployment, the near stagnation of the Eurozone
economy (with the exception of a buoyant Germany),
and a perception of growing disparities in income
and wealth in many countries. There appears to be a
push-back against further globalisation. Nearly
completed trade deals between Europe and the US
are likely to fail. The US is very likely to abandon
TTIP, as mentioned above. The EU-Canada deal, the
Comprehensive Economic and Trade Agreement
(CETA), very nearly failed in the face of opposition
from the regional government of Wallonia, Belgium.
The leaders of the EU are seen as being too remote
from ordinary people, pursuing a project of an ever-
deeper union without regard for the concerns of the
typical voter, unable to meet the challenges of the fi-
nancial crisis, the euro crisis and the refugee crisis.

These developments represent a huge challenge for es-
tablished and moderate political parties, and they bear
the risk of severe political and economic disruptions.
At the same time, the growth of populist power may
have the positive effect of forcing governments to ad-
dress economic issues they have failed to take into ac-
count so far. Dealing appropriately with the challenge
of populism requires an understanding of the factors
driving populist movements, as well as the conse-
quences of populist influence. In this introductory
chapter we discuss definitions of populism; we de-
scribe experiences with populist economic policies
and views on economic developments, which seem to
favour populism. We conclude with a brief discussion
of what can be done to limit the influence of harmful
populist ideas.

2.2 What is Populism?

This report is primarily interested in the economic
implications of populism. But populism is a concept
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that is widely discussed beyond the economic policy
debate. The word populism goes back to the Latin
word populus, which means “people” in the collectiv-
ist sense of the word. The Oxford English Dictionary
defines the word “populist” as “aiming to appeal to
ordinary people”. By definition, therefore, populism
is an inherent part of democracy. In the social scienc-
es, views as to whether or not populism is a useful
concept for analytical purposes diverge widely. The
reason is that it is difficult to draw a clear line between
populist and non-populist ideas, parties or political
regimes.

Nevertheless, political populism can be characterised
as a particular ideology and political style. Albertazzi
and McDonnell (2008, p. 3) define populism as “an
ideology which pits a virtuous and homogeneous peo-
ple against a set of elites and dangerous ‘others’ who
are together depicted as depriving (or attempting to
deprive) the sovereign people of their rights, values,
prosperity, identity and voice.” Along similar lines,
Kaltwasser and Taggart (2016, p. 204) suggest the fol-
lowing definition: populism is “a thin-centred ideolo-
gy that considers society to be separated into two ho-
mogenous and antagonistic groups: ‘the pure people’
and ‘the corrupt elite’, and argues that politics should
be an expression of the volonté generale (general will)
of the people.”

The dichotomy between the people and the ruling elite
is the main idea underlying a large share of populist
critique of political decisions in representative democ-
racies. Representative democracies are by definition
political systems where “the people” is represented by
politicians who make decisions as members of parlia-
ment or members of the government. In this context,
political or economic problems can easily be criticised
as reflecting a divergence between the will of the peo-
ple and the will of those representing the people.

In the public debate, politicians often use the adjective
“populist” simply to discredit their opponents or to at-
tack ideas they do not like. If the opposition argues that
it would provide more public services and cut taxes at
the same time, those in the government will often argue
that these are populist arguments, which will not stand
the test of reality. However, if politicians in government
raise public debt to increase public spending or cut tax-
es before elections, they will justify this as an effort to
stimulate the economy and would reject that this is a
form of populism. Parties or politicians that are com-
monly considered as populist would normally avoid

calling themselves populists. As Canovan (1981, p. 5)
notes, they differ in this sense from mainstream parties
and politicians, who normally do no hesitate to refer to
themselves as socialist, liberal or conservative.

Political populism occurs across the entire political
spectrum. Recent examples of left-wing populism in-
clude the Greek Syriza Party, at least during the first
six months of its government, or, as a more extreme
case, the rule of Hugo Chavez and his successor
Nicolas Maduro in Venezuela. Right-wing populism
is particularly on the rise in various Middle and
Northern European countries and represented by po-
litical parties like the Front National in France or the
Liberty Party in the Netherlands. Donald Trump is
probably best characterised as a right-wing populist
too. While some populist parties on the right wing
have outright fascist tendencies, with a strong empha-
sis on xenophobia, this by no means applies to all of
the parties that would be considered populist.

Kaltwasser and Taggart (2016) point out that there
are two approaches that are directly opposed to pop-
ulism: “elitism” and “pluralism”. Elitism shares the
view of society as consisting of the elite and the peo-
ple, but unlike in the case of populism, the elite is seen
as intellectually and morally superior whereas the
people is seen as a dangerous mob. Pluralism rejects
the dichotomy between the elite and the people, as
well as the concept of a fixed volonté generale. It takes
for granted the diversity of interests and ideas in soci-
ety. Political decision-making is seen as an open and
dynamic process. Populism is also often seen as oppos-
ing the order of liberal democracy, where the will of
the majority is combined with institutional checks and
balances that protect fundamental individual rights.

Somewhat akin to this delineation, but possibly con-
flating elitism and pluralism, and putting a more posi-
tive construction on them, Inglehart and Norris
(2016) classify political parties in two dimensions, as
shown by Figure 2.1 below. In the vertical dimension,
Populism stands at the opposite pole from Cosmo-
politan Liberalism, (which represents pluralistic de-
mocracy, tolerant mulitculturalism, multilateralism
and progressive values). Along the horizontal dimen-
sion, parties may range from the Economic Left
(which favours state management, economic redistri-
bution, the welfare state and collectivism) to the
Economic Right (which favours free markets, a small
state, deregulation, low taxation and individualism).
Using the 2014 Chapel Hill expert survey, they have
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of growing public debt or inflation. While the benefits
of expansionary fiscal and monetary policy are felt
quickly, some time will usually pass before the adverse
consequences of growing debt burdens, or even finan-
cial destabilisation, are felt. This reflects the short ter-
mism associated with populism. Populist macroeco-
nomic policy neglects the adverse consequences of fis-
cal expansion or claims they do not exist, either be-
cause the demand stimulus is expected to increase eco-
nomic growth so that the fiscal expansion is self-
financing, or because improved incentives, particular-
ly due to lower taxes, generate more economic activity.
It is no surprise that Donald Trump has announced
expansionary fiscal policies for the US, despite the
growing level of public debt, which would call for fis-
cal consolidation, and despite the fact that the US
economy is close to full employment.

Latin America is a region where populist governments
have repeatedly chosen to engage in expansionary fis-
cal and monetary policies, frequently with disastrous
consequences. Against the backdrop of the Latin
American experience, Dornbusch and Edwards (1990,
1991) have identified a number of common factors
characterising populist macroeconomic programs.
These include particular initial conditions, the rejec-
tion of the idea that economic policy operates under

constraints, and a typical policy prescription.

Initial conditions include dissatisfaction with the
growth performance of the economy, stagnation or
even a recession after previous and failed stabilisation
attempts — often but not always after an International
Monetary Fund (IMF) programme. Declining living
standards and growing inequality generate political
support for radical change in economic policies.
Sometimes previous stabilisations have created some
room for expansionary fiscal and monetary policies.

Populist politicians often reject the idea that economic
policy operates under constraints. They usually argue
that enough idle capacity is available so that expan-
sionary policies financed via deficit spending can be
implemented without running the risk of raising infla-
tion. The populist policy prescription is a mix of debt
financed expansionary policies, higher wages, and for-
eign exchange, as well as domestic price controls to
prevent inflation.

According to Dornbusch and Edwards (1990), the
economic consequences of these policies typically
evolve in four phases. In the first phase, which usually

covers the first year of the new policy or less, the new
macroeconomic policy seems successful. Output and
employment growth accelerate, while inflation is held
back by price controls. In phase 2 shortages occur as
price and foreign exchange controls reduce supply.
The government budget deficit soars as goods with
price controls need larger and larger subsidies.
Inflation increases, pressures for devaluation rise.
Wages stay high, but price controls and protectionist
measures are extended massively. Consequently, a
large shadow economy emerges. In phase 3 shortages
become dramatic, inflation accelerates, a massive capi-
tal flight sets in, real wages decline and the economy
collapses. It becomes clear that the populist economic
policy programme has failed. In the fourth phase, an-
other government takes over and conventional stabili-
sation policies are pursued, possibly with the support
of the IMF. Real wages and living standards are sig-
nificantly lower than before the populist policy experi-
ment; and will remain so for a long time because in-
vestment in local firms is depressed, capital has left,
trust in the country’s institutions and its economy is
undermined.

The detrimental effects of populist economic policies
raise the question of why these policies receive any po-
litical support in the first place. Dornbusch and
Edwards argue that the poor results of populist poli-
cies are the result of policy errors. They suggest that
expansionary policies may work under certain circum-
stances. According to them, governments “need to be
aware of capacity constraints and have to rely for their
financing on an extremely orthodox fiscal policy and
rigorous tax administration. Within those restrictions
it would appear that there is room left for achieving
redistributive objectives in an effective way.”

Acemoglu et al. (2011) also start from the view that
populist macroeconomic policies are ultimately harm-
ful and raise the question of why these policies are
nevertheless pursued. Without explicitly rejecting the
idea that policy errors may be at work here they argue
that the “key challenge is [...] to understand why poli-
ticians adopt such policies and receive electoral sup-
port after doing so.”® Their answer is that, to be elect-
ed, politicians need to signal that they are not cap-
tured by the elite. The only way to do so is to adopt
redistributive and interventionist policies so radical
that a politician who is controlled by the ruling elite
would never implement them, even if he wants to

5 Dornbusch and Edwards (1990), p. 274.
¢ Acemoglu et al. (2011), p. 2.




make voters believe that he is not controlled by the
elite. According to this view, populist economic poli-
cies are a signal that is very costly for the economy as
a whole, but they are the outcome of individually ra-
tional policy choices, given the informational con-
straints of the political process.

2.3.2 Immigration

For many populist parties, especially in Europe, immi-
gration is the single most important political issue.
Some populist parties on the right wing of the politi-
cal spectrum have features of single issue parties, fo-
cusing almost entirely on immigration. The Sweden
Democrats (SD) are a good example. Table 4 shows
the correlation between Google searches for the terms
“SD” and “immigration”.

Right-wing populist parties reject immigration for a
number of reasons including cultural and religious
considerations. The key economic arguments against
immigration claim that immigrants: (i) compete
with natives in the labour market, take away their
jobs and depress wages; and (ii) benefit from the
welfare state and contribute little in the form of tax-
es. Populist parties also tend to reject the notion that
migrants are refugees who leave their countries be-
cause of war and political prosecution. Instead, they
claim that migrants are motivated by economic in-
centives and that many immigrants have entered the
country illegally. This gives rise to calls for policy
measures to reduce immigration. As a result, these
parties propose radical changes in immigration poli-
cies. How radical these proposals are, differs consid-

Figure 2.3

Google Searches for “Sweden Democrats* (SD) and for “Immigration”

Relative interest

erably across populist parties. A typical example of
comparatively moderate proposals is the following
list published by the UKIP in its 2015 elections mani-
festo (pp. 11-3):

“To reform our immigration system UKIP will:

* End immigration for unskilled jobs for a five-year
period to re-balance our work economy.

 Introduce an Australian-style points-based immi-
gration system to assess all potential migrants to
Britain on a fair, ethical and equal basis.

 Tackle the problem of sham marriages [...].

+ All new migrants to Britain will have to make tax
and national insurance contributions for five con-
secutive years before they will become eligible to
claim UK benefits, or access to more than non-
urgent NHS services, save for any exceptions stip-
ulated by the Migration Control Commission.

* Resident migrants who commit crimes resulting
in custodial sentence will have their visa revoked
and they will be subject to a deportation order.
They will be detained until they are removed from
the UK.”

The Front National is an example of more radical pol-
icy proposals. The party argues that immigration is
abused by employer organisations to keep wages low, a
“weapon in the service of capitalists”.” The party pro-
poses to reduce immigration drastically and to deport
foreigners residing in France if their presence in the
country is “no longer justified”,® that is for instance if
they are unemployed for more than one year.

Economic research on the impact of migration shows
that its effects on the labour market and public financ-
es in the host country are diverse
and depend on characteristics of
the immigrants, as well as on the
labour market and welfare state
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institutions of the host country.
For instance, OECD (2013) con-
cludes that the net fiscal contribu-
tion of immigrants in the period
2007-2009 was on average posi-
tive in the OECD countries, but
that there is significant divergence
across countries. In some coun-

7 Front National Website, Immigration,
Stopper 'immigration, renforcer ['identité
frangaise, http://www.frontnational.com/le-
projet-de-marine-le-pen/autorite-de-letat/
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tries including France, Germany, and Poland, the con-
tribution was negative. Clearly, a negative net fiscal
contribution is more likely in countries with a gener-
ous welfare state, rigid labour markets that make it dif-
ficult for immigrants to find employment, and is also
likely in countries that attract low-skilled immigrants.
These findings suggest that portraying the impact of
immigration on the host country as generally negative
is misleading, as is the opposite view according to
which immigration is always beneficial. We will dis-
cuss the immigration issue in greater detail in Chapter
4 of this EEAG report.

2.3.3 Globalisation and international trade

Globalisation and international trade is another issue
on which populist parties usually share a strongly crit-
ical attitude. Economic developments like structural
change and the associated costs in terms of uncertain-
ty and job losses are seen as the outcome of interna-
tional economic integration. Populists frequently ac-
cuse foreign companies or governments of engaging in
dumping and other forms of unfair competition.
Globalisation is presented by populist parties as a pro-
cess whereby large parts of the domestic population
lose out, while the elite benefits and disseminates false
information through biased “experts”. Donald Trump
describes this phenomenon as follows:

“It is no great secret that many of the special inter-
ests funding my opponent’s campaign are the same
people profiting from these terrible trade deals. The
same so-called experts advising Hillary Clinton are
the same people who gave us NAFTA, China’s entry
into the World Trade Organization, the job-killing
trade deal with South Korea, and now the Trans-
Pacific Partnership.”

International trade has always been a highly charged
topic. While it may be capable of making everyone
better off, a move towards free trade generally benefits
people who work in the export industries, while people
in industries that compete with imports lose. China’s
exports have provided Europe and America with inex-
pensive goods that held down prices and sustained the
“great moderation” in the US, but at the same time,
they have threatened consumer goods industries and
held the earnings of low-skilled manual workers in

° D. Trump, Speech deliverd at New York Economic Club,
15 September 2016, https://www.donaldjtrump.com/press-releases/
trump-delivers-speech-on-jobs-at-new-york-economic-club.

check. Effectively, China and India’s integration into
world markets has caused a massive increase in the
global supply of less-skilled labour relative to higher-
skilled labour and capital. Industries that use a lot of
relatively unskilled labour have shifted production to
China and India. Less-skilled workers in Europe and
North America have lost out; jobs are scarce and wag-
es have stagnated. The winners from freer trade have
not compensated the losers. The accounts given by
Krugman (2008) and Haskel et al. (2012) are more nu-
anced, but essentially also demonstrate these effects.
The IMF’s World Economic Outlook for October
2016 acknowledges the importance of compensating
those who would stand to lose from freer trade, if
there is not to be a slide towards protectionism (IMF,
2016, p. 87):

“But to sustain popular support for trade integration
and preserve its economic and welfare benefits, poli-
cymakers should be mindful of the adjustment costs
that deepening trade integration entails. Although
the analysis of these effects is beyond the scope of the
chapter, a number of studies document significant
and long-lasting adjustment costs for those whose
employment prospects were adversely affected by the
structural changes associated with trade, even if the
gains from trade from lower prices may tend to favor
those at the bottom of the income distribution. An
increasingly popular narrative that sees the benefits
of globalization and trade accrue only to a fortunate
few is also gaining traction. Policymakers need to ad-
dress the concerns of trade-affected workers, includ-
ing through effective support for re-training, skill
building, and occupational and geographic mobility,
to mitigate the downsides of further trade integration
for the trade agenda to revive.”

Another setback to the free trade agenda has come
from opposition to large regional agreements, a back-
lash response to lobbying by big business, particularly
US big business, perceived to be manipulating free
trade to serve its own interests at the expense of ordi-
nary households. The TPP between the US and a num-
ber of East Asian countries, including Japan, came
close to being signed and implemented, but the oppor-
tunity to finalise a deal now seems to have slipped out
of reach following Donald Trump’s vow to stop TPP.

TTIP, the trade and investment partnership under ne-
gotiation between the US and the EU, is losing mo-
mentum in the face of growing opposition in Europe,
and Donald Trump is likely to reject it. The Canada-




EU trade deal, CETA, narrowly avoided defeat by op-
position from Wallonia. The mystery and secrecy sur-
rounding the negotiation of these deals has aroused
suspicion that they represent a corporate conspiracy
against the interests of the general public. There is
also widespread scepticism about the provisions for in-
vestment protection and investor-state tribunals.!
They give large corporations access to secretive arbi-
tration panels through which they may be able to en-
force claims against governments. The spectacle of a
lawsuit brought by the tobacco company Philip
Morris against Uruguay on account of Uruguay’s vig-
orous anti-smoking policies was most unedifying,
even if Uruguay won in the end." It stokes fears that
large companies will use these trade agreements to sue
countries for environmental legislation and for other
socially desirable policies, which firms believe will
damage their interests. Various European countries
have been sued under other trade treaties with inves-
tor-state clauses in them.

It is worth noting that opposition to TTIP and other
treaties that privilege corporate interests comes not
only from populist politicians, but from the left-wing
elite. In the UK, the left-of-centre Guardian newspa-
per is a vigorous opponent. In its view, these trade
agreements are so egregious that populist and main-
stream public opinion is largely opposed to them.

While the British intelligentsia politely and reasonably
demur from TPP, TTIP, and CETA, Donald Trump
has declared that

“as president he would ‘rip up’ international trade
deals such as the North American Free Trade
withdraw from the World Trade
Organization and sharply raise the tariffs charged

Agreement,

on goods imported from China and Mexico.”!?
And, as Justin Wolfers goes on to note,

“As president he could pretty much do it. And

there’s very little Congress can do to stop him, even
if the result is a costly trade war.”"?

10 Cf. G. Monbiot, “The TTIP Trade Deal Will Throw Equality be-
fore the Law on the Corporate Bonfire,” The Guardian, 13 January
2015, https://www.theguardian.com/commentisfree/2015/jan/13/ttip-
trade-deal-transatlantic-trade-investment-treaty.

" Cf. B. Mander, “Uruguay Defeats Philip Morris Test Case Law-
suit,” Financial Times, 8 July 2016, http://on.ft.com/2dtj1uO.

12 J. Wolfers, “Why a President Trump Could Start a Trade War With
Surprising Ease,” New York Times, 19 September 2016, s
http://www.nytimes.com/2016/09/20/upshot/why-a-president-trump-
could-start-a-trade-war-with-surprising-ease.html?_r=0.

13 Ibid.

It is a notable fact that Wolfers does not hesitate to
mention the possibility of trade wars, which are usu-
ally highly damaging for all involved. He does not,
however, seem to expect this to undermine support for
the anti free trade agenda.

Whether these statements mainly represent campaign
rhetoric, and to what extent the government under
President Trump will really embrace protectionism is
an open question; although, as mentioned above,
Trump has confirmed that he will stop TPP.

2.3.4 European integration and the euro crisis

Most populist parties are opposed to European inte-
gration, including the creation of supranational insti-
tutions in the EU, the internal market and the euro.
They reject the loss of sovereignty for member states
implied by European integration, and particularly
challenge the freedom of EU citizens to live and work
in other EU countries, and dispute the fact that exter-
nal trade policy is an EU competence.

The populist dislike of the EU as an institution ex-
tends to other supra- and international institutions.
This is partly related to the perception that these insti-
tutions evade democratic control. While this is not
true in a formal sense, there is an issue of how demo-
cratic control of these institutions can be ensured.
There is a longstanding debate about the “democratic
deficit” of the EU. With respect to international insti-
tutions Dahl (1999, p. 16) argues that “although inter-
national organizations have become the locus of im-
portant decisions and will doubtless be even more so
in the future, they are not now and probably will not
be governed democratically. Instead, they will contin-
ue to be governed mainly by bargaining among bu-
reaucratic and political elites, operating within ex-
tremely wide limits set by treaties and international
agreements.”

While this critique of international and supranation-
al organisations is justified to some extent, it does
not offer alternative and better ways to achieve the
objectives pursued with the creation of these organi-
sations. As will be discussed in greater detail below,
the EU can be seen as an institution that provides
checks and balances that prevent national govern-
ments from engaging in populist and short-sighted
policies like the introduction of trade protection or
subsidies for politically influential domestic indus-
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tries that discriminate against foreign individuals or
companies.

The euro is rejected by the populist parties in most
Eurozone member countries, albeit for different rea-
sons. In southern Europe, the euro is widely seen as a
major reason for the current economic crisis and
European fiscal rules, as well as adjustment pro-
grammes overseen by the Troika, are perceived as pre-
venting a recovery.

In Italy, the 5 Star movement wants to abolish the
euro. In Greece, the former finance minister Yannis
Varoufakis denounced the Troika as a “committee
built on rotten foundations.”'* The Spanish movement
Podemos rejects the view that fiscal consolidation is
necessary and denounces “the false idea that in Spain
there is an excess of public resources, too many civil
servants or public sector employees in the administra-
tion, and excessive spending on public goods and
services.”!® Instead, it proposes to default on national
debt and to give national governments in the Eurozone
access to monetary financing through the ECB.

In Northern European countries, populist parties at-
tack the euro for different reasons. They argue that the
zero interest rate policy harms their country or that
stable public finances are impossible to achieve in the
Eurozone. For instance, Geert Wilders, the leader of
the Dutch Freedom Party recently argued that leaving
the euro would allow the Netherlands to return to
normal interest rates:

“That’s exactly the problem: The European Central
Bank in Frankfurt with its idiotic zero interest rate
policy. By doing so, the banks have slashed our pen-
sions, and this concept is toxic for our economy. We
want to determine our own monetary policy.” !¢

In the same interview, he refers to Switzerland as a
positive example of a country that lives well outside
the Eurozone and the EU. He does not mention the
fact, however, that Swiss interest rates are even lower
than Eurozone rates.

4 Cf. D. A. Wade, “Greece: Finance Minister Yanis Varoufakis
Rejects Debt Talks with Troika,” Belle News, 30 January 2015,
http://www.bellenews.com/2015/01/30/world/europe-news/
greece-finance-minister-yanis-varoufakis-rejects-debt-talks-troika/.

15 Cf. V. Scarpetta, “Podemos Gears Up for Next Year’s Spanish Elec-
tions with Revamped Economic Plan, Open Europe, December 2016,
http://openeurope.org.uk/today/blog/podemos-economic-proposals/.

16 Interview with Geert Wilders, S. Koelbl, “Why Dutch Populists
Want to Leave the EU,“ Spiegel, 1 July 2016, http://www.spiegel.de/
international/europe/dutch-populist-geert-wilders-wants-to-leave-
the-eu-a-1100931.html.

The French Front National argues:

“The common currency has become the symbol of a
federalist European policy and of the most absurd
brinkmanship of financial elites who are ready to
sacrifice the people on the altar of their interests.
[...] France should veto useless and ruinous bailout
plans for the countries that are victims of the euro.
The money of the French people should stay in
France.”!’

While it is reasonable to ask whether Eurozone bail-
out-policies are effective, or whether the disadvan-
tages of the zero interest rate policy of the ECB out-
weigh the advantages, the typically populist elements
in the positions described above represent the denial
of tradeoffs, and the presentation of overly simplistic
solutions.

2.4 Why do populist parties receive political support
and who votes for them?

Who supports populist parties, and why do they do it?
One of the questions we address in this chapter is the
extent to which economic developments, including
economic policies, have led directly or indirectly, to
the rise of populism. In many of the widely circulating
accounts, economic factors are a major ingredient.
Have economic factors actually been a major driver of
populist support?

There is a widespread view that the effects of globali-
sation, including international trade, capital mobili-
ty and notably migration, as well as the perception
that the middle class is losing out, are key drivers of
populist movements. Economic crises, which lead to
high levels of debt, unemployment and stagnating
incomes, are another relevant factor. Populist sup-
port, however, may also have non-economic roots. It
may be related to more fundamental views and val-
ues like a low tolerance level of foreigners or differ-
ent cultures and religions, or simply to a lack of
education.

17" “La monnaie unique est devenue le symbole d’une politique euro-
péenne fédéraliste d’un jusqu’au-boutisme absurde d’¢lites financieres
prétes a sacrifier le peuple sur ’autel de leurs intéréts. [...] La France
doit donc mettre son véto aux inutiles et ruineux plans de renfloue-
ment des pays victimes de 1’euro. L’argent des Frangais doit rester en
France.” Front National Website, Euro, Une fin maitrisée pour libérer
la croissance, http://[www.frontnational.com/le-projet-de-marine-le-
pen/redressement-economique-et-social/euro/, last accessed 19 Sep-
tember 2016.




2.4.1 Economic factors versus values

Based on an analysis of Eurobarometer survey data,
Kriesi (1999) argues that among the populist sup-
porters, people with lower educational attainment,
farmers, artisans and low-skilled workers are dispro-
portionately represented. Swank and Betz (2003) in-
vestigate whether the election results of populist par-
ties are related to growing globalisation that is in-
creasing trade and migration. They consider the elec-
tion results of populist parties in Western Europe in
the period 1981 to 1998 and find that immigration
waves and growing international trade are correlated
with high levels of support for right-wing populist
parties. They also find that the correlation is less sig-
nificant in well-developed welfare states. Their inter-
pretation of the evidence is that competitive pressure
and uncertainty are moderated by strong welfare
states, which offer a degree of insurance and pro-
tection.

While much of the discussion about populism centres
on the political parties who represent it, those parties
have to respond to the attitudes and preferences of
voters. Political science literature describes this as the
“demand side” of populism. “Populist parties or poli-
ticians have to address and positively resonate with
sentiments and views already held in some form by a
significant part of the population” as Spruyt et al.
(2016, p. 335) remark. Spruyt et al.’s examination of a
survey in Belgium finds that populism, by using “emp-
ty signifiers” (such as “the people”) manages to unite
inidviduals with many different grievances. A lack of
external political efficacy is one of the main drivers of
populist support. However, they find that (p. 345) “it is
not actual vulnerability per se that matters (i.e., mate-
rial wealth, educational attainment, cultural capital,
and internal political efficacy) but subjectively experi-
enced vulnerability (i.e., relative deprivation, anomie,
perceived lack of political efficacy).” They conclude
that one of the key lessons is that parties and politi-
cians who aim to reduce the demand for populism
need to counter the widespread feeling that they are
unresponsive to the concerns and grievances of
voters.

Inglehart and Norris (2016) examine whether populist
support is associated with economic variables or cul-
tural ones. They find that cultural value scales are con-
sistent predictors of support for populist parties: their
support is strengthened by anti-immigrant attitudes,
mistrust of global and national governance, support

for authoritarian values, and left-right ideological self-
placement. Meanwhile, economic indicators are not
reliable predictors. They write (p. 4):

“Looking more directly at evidence for the economic
insecurity thesis, the results of the empirical analysis
are mixed and inconsistent. Thus, populist parties
did receive significantly greater support among the
less well-off (reporting difficulties in making ends
meet) and among those with experience of unem-
ployment, supporting the economic insecurity inter-
pretation. But other measures do not consistently
confirm the claim that populist support is due to re-
sentment of economic inequality and social depriva-
tion; for example, in terms of occupational class,
populist voting was strongest among the petty bour-
geoisie, not unskilled manual workers. Populists also
received significantly less support (not more) among
sectors dependent on social welfare benefits as their
main source of household income and among those
living in urban areas.”

So it seems likely that economic policies have not di-
rectly led to a populist backlash, but have indirectly
reinforced it by creating a world of greater labour mo-
bility, and growing prominence of supranational
government.

2.4.2 Lessons from the Brexit referendum

The Brexit referendum is widely seen as a case where
support for the Leave campaign shows patterns that
are similar to those driving support for populist par-
ties. Arnorsson and Zoega (2016) investigate the ex-
tent to which economic variables are correlated with
vote outcomes. They also use data on values like toler-
ance with respect to other religions, acceptance of im-
migrants as neighbours and the perceptions of the
dangers of immigration for society. They find that re-
gions that voted Leave have a large share of unskilled
workers, a high average age and a low per capita GDP.
These characteristics are correlated with values that
reject immigration.

Data on voting patterns in electoral districts indicates
that social attitudes were important, maybe more so
than economic conditions. Brexit support was strong
among the old, the less educated, people outside the
workforce (pensioners, middle-aged homemakers, and
men with low educational qualifications receiving dis-
ability payments). Support for Brexit was highly cor-
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Figure 2.4
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related with support for the death penalty (Kaletsky,
2016). Kaletsky views this as:

“The latest battles in the culture wars that have split
Western societies since the late 1960s. The main rel-
evance of economics is that the 2008 financial crisis
created conditions for a political backlash by older,
more conservative voters, who have been losing the
cultural battles over race, gender, and social
identity.”

Progressives may take comfort from the ageing demo-
graphic that supports Trump and Brexit. The young
were overwhelmingly in favour of Remain. In other
words, we may have seen a rearguard action whose
supporters will die out.

What is the impact of public policies on the vote pat-
tern? There is a correlation between support for
Remain and public spending in the UK, as Figure 2.4
shows. This pattern is consistent with the view that
some regions voted for Leave because they felt ne-
glected by the UK government.

Fidrmuc et al. (2016) investigate the relationship be-
tween EU cohesion policy spending and regional vot-
ing behaviour. Of course, it is not quite clear what to
expect here. On the one hand, regions that failed to
benefit from European economic integration should
be those that receive EU funds. These funds are un-
likely to be sufficient to compensate the regions for
their losses. That would suggest a positive relationship
between Leave votes and regional policy funds. On the
other hand, people in lagging regions may appreciate
help from the EU and therefore be more likely to vote
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2.4.3 Economic crises as a trigger of populism

Among the economic factors that trigger populism,
economic crises figure prominently. Events like the fi-
nancial crisis, the subsequent worldwide recession
and the outbreak of the debt crisis in the Eurozone
have harsh consequences for people who lose em-
ployment, or experience a decline in their pensions or
other forms of support they receive. Crises will inevi-
tably lead to a debate about the failure of the ruling
elites and the fact that the costs of the crisis are not
borne by those deemed responsible for it. For in-
stance, there is a widespread consensus that manag-
ers and firm owners in the financial sector benefitted
considerably during the bubble preceding the finan-
cial crisis, while the losses incurred in the crisis were
passed onto taxpayers. This creates the impression
that the “elites” are protecting themselves at the cost
of “ordinary people”.'®

Tables 2.1a-2.1c offer an overview over election re-
sults of parties classified as populist before and after
the financial crisis. Table 2.1a shows the results of
populist parties in Northern Europe including the
UK. The election results of populist parties improved
considerably after the crisis, particularly in France, the
Netherlands, Austria and Finland.

Table 2.1b shows that populist parties have also
strongly gained support in southern Europe. In
Greece, the Syriza party defeated the incumbent and
more moderate New Democracy party in the January

8 Funke et al. (2015) study the political consequences of financial
crises over the past 140 years and show that financial crises have often
led to growing political support for extreme right-wing parties.




Table 2.1a
Electoral results of populist parties in Nordic regions, continental Europe and the UK"
Pre-crisis Post-crisis Difference EU-2014
(A) ®) (B-A)
Dansk Folkeparti 12.3 (2011) -1.6(2011)
(DF, Denmark) e L) 21.1 (2015) + 7.2 (2015) 266
Fremskrittspartiet 22.9 (2009) + 0.8 (2009)
(FrP, Norway) 2L (D) 16.3 (2013) —5.8(2013)
Sverigedemokraterna 5.7 (2010) +2.8(2010)
(SD, Sweden) 22 (D) 12.9 (2014) +10.0 (2014) 8
Perussuomalaiset 19.1 (2011) +15.0 (2011)
(PS, Finland) el (A1) 17.6 (2015) +13.5 (2015) 12.9
Front National
+
(FN, France) 4.3 (2007) 13.6 (2012) 9.3 24.9
Vlaams Belang 7.8 (2010) —-4.2(2010)
(VB, Belpinm) oHD (PHIb7) 3.7(2014) 83 (2014) S
Partij voor de Vrijheid 15.5(2010) +9.6 (2010)
(PVV, Netherlands) 2 (PHILD) 10.1 (2012) +4.2(2012) 13.3
Socialistische Partij 9.9 (2010) —6.7(2010)
(SP, Netherlands) ) 9.7 (2012) 6.9 (2012) =9
Freiheitliche Partei Osterreichs 11.0 (2006) + 9.5 (2006)
(FPO, Austria) 17.5 (2008) A0 (PAUL) +3.0 (2008) 197
Biindnis Zukunft Osterreich 4.1 (2006) 3.5(2013) —0.6 (2006) 05
(BZO, Austria) 10.7 (2008) — 7.2 (2008)
Schweizerische Volkspartei 28.9 (2007) 26.6 (2011) —-2.3(2011)
(SVP, Switzerland) ) 29.4 (2015) + 0.5 (2015)
Alternative fiir Deutschland
(D), Graieing) 4.7 (2013) +4.7 7.1
UK Independence Party 3.1(2010) +0.9 (2010)
(UKIP, UK) 2.2 (2005) 12.6 (2015) +10.4 (2015) 2638
* Tn %; election years in parentheses.

Source: Parties and Elections in Europe, http://www.parties-and-elections.eu/countries.html; European Parliament, Results of

the 2014 European elections, Results by Country,

http://www.europarl.europa.eu/elections2014-results/en/country-

introduction-2014.html. This is an updated version of a table in Pappas and Kriesi (2015).

2015 elections and formed a coalition with the right-
wing populist party ANEL. In Spain and Italy popu-
list parties were so far less successful, but they never-
theless gained support and transformed the political
landscape as well.

Table 2.1c summarises the emergence of populist par-
ties in Central and Eastern Europe. Here the most
striking development is that of Hungary and Poland,
where parties with clearly populist profiles have taken
over power. While many Eastern European countries
did experience an economic slowdown after the finan-
cial crisis, their overall economic development during
the last decade was mostly very positive, and particu-
larly so in the case of Poland. The crisis explanation
for growing populist support is therefore not equally
relevant across countries.

2.5 How should societies respond to the rise of
populism?

As explained in the preceding sections, populist par-
ties and political movements often raise relevant is-
sues, but the policies they suggest to address these is-

sues are usually counterproductive because they fail to
take into account important aspects and tradeoffs be-
tween different policy objectives. There is a danger
that increasing populist influence leads to protection-
ism and conflicts between countries.

2.5.1 Political responses: demonise or integrate
populist parties?

Political science literature discusses various strate-
gies to prevent populist parties from taking over
power. One such stragey is “militant democracy”: if
populist parties threaten to overthrow the democrat-
ic order, “militant democracy” would imply that
democratic institutions do not tolerate parties or po-
litical movements that aim to destroy democracy and
the rule of law and replacing it with an authoritarian
order.

But not all populist parties attack democratic institu-
tions. Most of the current populist movements try to
achieve power within the existing political system and
they do not, openly at least, express intentions to
change that system. In these cases, a possible strategy
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Table 2.1b

Electoral results of populist parties in Mediterranean region”

Pre-crisis Post-crisis Difference EU-2014
(A) (B) (B-A)
Forza Italia 23.7 (2006) —2.1(2006)
(FI Italy; formerly PDL) 37.4 (2008) Al L) —15.8 (2008) Lok
Lega Nord 4.6 (2006) — 0.5 (2006)
(LN, Italy) 8.3 (2008) ol (PO) —4.2 (2008) 6.1
Movimento Cinque Stelle
(MS5S, Ttaly) 25.6 (2013) +25.6 21.1
Anexartitoi Elline 10.6 (2012-1) +10.6 (2012-1)
(ANEL, Greece) 7.5 (2012-1I) + 7.5 (2012-1I) 35
4.8 (2015-1) +4.8 (2015-1) ’
3.7 (2015-1I) +3.7 (2015-1I)
Popular Orthodox Rally - G. 5.6 (2009) + 1.8 (2009)
Karatzaferis 2.9(2012-1) —-0.9 (2012-1)
(LAOS, Greece) S5 (AIT) 1.6 (2012-11) —2.2(2012-I1) 27
1.0 (2015-1) —2.8(2015-1)
Chrysi Avyi 0.3 (2009) + 0.3 (2009)
(ChA, Greece; Golden Dawn) 7.0 (2012-1) +7.0 (2012-1)
6.9 (2012-1I) +6.9 (2012-11) 9.4
6.3 (2015-1) + 6.3 (2015-1)
7.0 (2015-1I) + 7.0 (2015-1I)
Synaspismos Rizospastikis 4.6 (2009) —0.4(2009)
Aristeras 16.8 (2012-1) +11.8 (2012-1)
(SYRIZA, Greece) 5.0 (2007) 26.9 (2012-11) +21.9 (2012-11) 26.6
36.3 (2015-1) +31.3(2015-1)
35.5 (2015-1I) +30.5 (2015-1I)
 In %; election years in parentheses.

Source: Parties and Elections in Europe, http://www.parties-and-elections.eu/countries.html; European Parliament, Results of

the 2014 FEuropean elections, Results by Country,

http://www.europarl.europa.eu/elections2014-results/en/country-

introduction-2014.html. This is an updated version of a table in Pappas and Kriesi (2015).

is to isolate and ignore, or demonise, populist parties.
An alternative strategy is to integrate populist parties,
and even let them be part of coalitions, provided they
accept the rules of democratic policymaking. In a re-
cent study of extremist and populist parties in Europe,
Downs (2012) argues that policies of isolation and de-
monisation are much less effective as a strategy to con-
tain political parties than polices of conditional
integration.

2.5.2 Is it time to change economic policies?

If populism remains on the margins and the main-
stream retains power, governments may have room to
address the causes of support for populism, and keep
it at bay. Insofar as populist support is fuelled by eco-
nomics — low incomes, poor housing, pressure on pub-
lic services, inadequate public infrastructure — govern-
ments can respond with policies to improve matters.
More redistributive taxes and higher minimum wages
can boost the income of low-earners. Of course, these
policies face tradeoffs. Higher minimum wages may
help low skilled workers who find employment, but
they may also increase unemployment. If it is true that
globalisation subjects low skilled labour in developed

countries to competitive pressures, minimum wages
cannot help them. However, higher investment in edu-
cation and vocational training would give the less-
skilled more competences and enable them to find bet-
ter paying jobs. Norway uses collective bargaining (co-
ordinated nationally) to enforce higher wages. Finland
is going to experiment with a basic income. Greater
public investment in building housing would help
poorer people in the UK by relieving shortages and
bringing down prices. Public transport infrastructure
in the UK also requires more investment.

If such policies are successful, they may sap populist
support, insofar as economic conditions are responsi-
ble. If, on the other hand, the cultural values identified
by Inglehart and Norris (2016) are responsible, the
problem may be harder to solve.

2.5.3 Recapturing the narrative

Populism has arisen in the context of a political con-
vergence among the mainstream parties, and the re-
sponse to it in Europe has been an accommodation of
populist policies, but some thinkers argue that such at-
tempts to offer “populism lite” will fail.




Table 2.1¢

Electoral results of populist parties in CEE region”

Pre-crisis Post-crisis Difference EU-2014
(A) (B) (B-A)
Véci Vetejné
(VV, Czech Republic) 10.9 (2010) +10.9 0.5
ANO 2011
(AN, Core S Bl mlbibo) 18.7 (2013) +18.7 16.1
Usvit - Ndrodni Koalice
(USVIT, Czech Republic; The 6.9 (2013) +6.9 3.1
Dawn)
Sloboda a Solidarita 12.1 (2010) +12.1 (2010)
(SAS, Slovakia) 5.9 (2012) +5.9 (2012) 6.7
12.1 (2016) +12.1 (2016)
Slovenskd Narodnd Strana 5.1 (2010) - 6.6 (2010)
(SNS, Slovakia) 11.7 (2006) 4.6 (2012) -17.1(2012) 3.6
8.6 (2016) —3.1(2016)
L’udov4 strana — Hnutie za
demelratels Sl 8.8 (2006) g'g 88}2; - ‘7*'; gg}g;
(L’S-HZDS or HZDS, Slovakia) ) B
Prawo i Sprawiedliwo$¢ 29.9 (2011) -2.2(2011)
(PiS, Poland) 2l ) 37.6 (2015) +5.5(2015) g
Kukiz'l5
(K, Poland) 8.8 (2015) +8.8
Magyar Polgdri Szovetség 52.7 (2010) +10.7 (2010) b)
(FIDESZ, Hungary) S 20 44.9 (2014)° +2.9 (2014) S
Jobbik Magyarorszdgért Mozgalom 16.7 (2010) +14.5 (2010)
(JOBBIK, Hungary) 22 (R0 20.2 (2014) + 18.0 (2014) e
“1n %; election years in parentheses.
® Together with KDNP.

Source: Parties and Elections in Europe, http://www.parties-and-elections.eu/countries.html; European Parliament, Results of

the 2014 European elections, Results by Country,

http://www.europarl.europa.eu/elections2014-results/en/country-

introduction-2014.html. This is an updated version of a table in Pappas and Kriesi (2015).

Jirgen Habermas, distinguished sociologist and one
of the thought leaders of the political left in Germany,
criticises politics for being “grey on grey”:

“[...] the left-wing pro-globalisation agenda of giv-
ing a political shape to a global society growing to-
gether economically and digitally can no longer be
distinguished from the neoliberal agenda of politi-
cal abdication to the blackmailing power of the
banks and of the unregulated markets.”

Instead, he argues that the policial left needs to re-es-
tablish a distinct position:"

“One would therefore have to make contrasting
political programmes recognisable again, includ-
ing the contrast between the — in a political and
cultural sense — liberal open-mindedness of the
left, and the nativist fug of right-wing critiques of
an unfettered economic globalisation. In a word:
political polarisation should be re-crystallised be-
tween the established parties on substantive con-

19 Habermas, “For a Democratic Polarisation: How to Pull the
Ground from Under Right-Wing Populism,” Social Europe,
17 November 2016, https://www.socialeurope.eu/2016/11/democratic-
polarisation-pull-ground-right-wing-populism/.

flicts. Parties that grant right-wing populists at-
tention rather than contempt should not expect
civil society to disdain right-wing phrases and

violence.”

While Habermas’ distinction between what he be-
lieves to be the “open-mindedness of the left” and
“nativist fug” of the right has itself a populist fla-
vour, his point that mainstream democratic parties
should be distinguishable is certainly relevant to the
debate. The German chancellor Angela Merkel is
widely seen as pursuing an extreme strategy of depo-
larisation sometimes refereed to as “asymmetric de-
mobilisation”. This strategy blurs the differences be-
tween mainstream political parties, demobilises vot-
ers of all parties, but achieves a stronger demobilisa-
tion effect on other parties than Angela Merkel’s

CDU.

This policy is often criticised as favouring the emer-
gence of the AfD. According to this view, main-
stream parties could crowd back populism by offer-
ing a larger spectrum of political programmes and
views, which includes real alternatives to existing

economic policies.
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2.5.4 Information versus voter manipulation and
independent expert evaluation of political agendas

Next to the “real” economic conditions, political sup-
port for populist parties may be driven by the percep-
tion of these conditions, which may differ from the re-
ality of the situation. Voters are frequently poorly in-
formed of the general economic situation, as well as
the content of economic policy agendas presented by
populist and other parties. In a world dominated by
television, tabloid newspapers and social media, where
attention spans are short and emotions dominate the
debate, efforts need to be be made to better inform
voters and educate them to be more objective.

One approach is to give a neutral institution the task
of analysing the economic policy agendas of all politi-
cal parties. In the Netherlands, the Central Planning
Bureau (CPB), an economic research institute, regu-
larly analyses the manifestos of the different political
parties running in national elections. For instance, in
the run-up to the general elections in 2012, it pub-
lished a study of the likely impact of the policies pro-
posed by ten different political parties on a wide range
of variables ranging from GDP and the public debt to
the housing market, pensions and the environment.
This did not prevent the populist Freedom Party from
winning over ten percent of the votes, making it the
third largest group in the Dutch Parliament.?

Nevertheless, the Dutch approach has the advantage
of forcing political parties to submit an economic pol-
icy agenda, which is at least complete and consistent
enough to be evaluated. The evaluation study itself
may be difficult for most voters to digest, but it gives
journalists a basis for informing the public about ex-
isting political alternatives.

2.5.5 The role of referenda

Recent experiences with referenda have led to a debate
over whether they facilitate the increased impact of
populism on politics. These experiences include not
only the Brexit decision but also, for instance, the
Dutch referendum on the EU-Ukraine Association
Agreement. The agreement was rejected with 61 per-
cent of votes. In July 2015, the Greek government or-

2 Somewhat surprisingly, the study finds that the economic program
of the Freedom party would lead to higher levels of GDP than that of
any other political party, see Centraalplanbureau and Planbureau
voor de Leefomgeving, Effecte op economie en milieu, Keuzes in Kaart
2012-2017.

ganised a referendum on the adjustment programme
suggested by the Troika. Clearly, this was a tactical
move to improve the bargaining position of the Greek
government. The British referendum is seen by many
as a result of a power struggle within the Conservative
party. In both cases, the options available to voters
were not clearly defined. It was unclear what would
happen if the Greek people rejected the adjustment
programme — in the end not much happened and the
adjustment programme came despite the fact that the
people had rejected it. In Britain, the terms of exit
from the EU were unclear, and neither the government
nor its oponents expected Brexit to win. The result led
to a swathe of resignations, not only within the gov-
ernment, but also among prominent Brexit campaign-
ers, leaving a prolonged power vacuum and a sense of
chaos. The administration of Theresa May, who even-
tually emerged as prime minister, has found itself im-
plementing a radical change in which many ministers
do not believe, assisted by an unprepared and clearly
highly sceptical civil service.

What are the implications of these events for the desir-
ability of referenda? Fundamentally, referenda reflect
that there is a principal-agent problem between the citi-
zens and their agents, namely politicians and bureau-
crats. Since the interests of politicians and bureaucrats
may differ considerably from those of the citizens, it is
important that citizens have instruments to stop politi-
cians if necessary. One such instrument is a general
election, but these do not happen often and general
elections are about multiple issues. It is therefore per-
fectly rational to see referenda as way of making dem-
ocratic decisions in certain cases. There are many coun-
tries where referenda constitute a central element of
the democratic political culture. The best-known ex-
ample is Switzerland, but there are many others.

However, governments should not be allowed to use
referenda as ad hoc instruments to achieve their goals.
Referenda should be part of a constitutional frame-
work where their conditions of use are clearly speci-
fied, and where the initiative comes from the citizens,
not from the government. Referenda should also be
about choices between clearly defined alternatives.

2.5.6 The EU as a device to rein in populism

While populists dislike supra- and international insti-

tutions and exploit the weaknesses of these institu-
tions to question their existence, these same institu-




tions can be seen as a safeguard against populism. Of
course, if supranational institutions lack democratic
control they can become a cause of popular resent-
ment. It is also true that governments can abuse supra-
national institutions to pursue their own interests or
make deals with lobby groups in a way that could not
be done at the national level.

At the same time, however, being part of a confedera-
tion of countries limits the power of national govern-
ments and creates a system of checks and balances
whereby the supranational level can protect citizens
against the failures of the national political process
and vice versa. Being part of the EU can be seen as a
long-term contract, which specifies that the member
states and their governments will respect a set of rules
on democracy, the legal system, human rights, social
standards, and the freedom to move and trade across
borders.

Against this background, EU membership itself can
be considered a device to rein in populism. One exam-
ple is the current conflict between the EU and Poland,
whereby the EU is accusing Poland of undermining
the rule of law. In December 2015, the Polish
Parliament passed a law that makes it more difficult
for the constitutional court to reach decisions. For in-
stance, the law introduces a majority of two thirds for
court decisions and increases the minimum number of
judges that must be present from 9 to 13 of the
15 judges. In addition, judges can be dismissed at par-
liament’s request. On 16 January 2016, the European
Commission launched a formal “rule of law assess-
ment” based on Article 7 of the Lisbon Treaty. This
assessment could lead to Poland losing its voting
rights in the EU.

If the EU wants to be credible as an institution that al-
lows member states to bind themselves to certain rules
and commitment, the EU needs to be careful to act
strictly within the limits of the powers that have been
bestowed upon it. From this perspective, making the
European Commission a more political actor as de-
sired by the current Commission President is problem-
atic and undermines the function of the European
Commission as a guardian of the European Treaties.
Since democratic legitimacy is indirect and derived
primarily from the member states and the national po-
litical processes,?! it is of key importance to avoid the

2 Of course, the process of European integration could be seen as
leading to an institutional setting where sovereignty is increasingly
passed onto the EU level. Habermas, for instance, would have the EU
cast itself in the role of supranational defender of society and indi-

impression that European institutions are acting be-
yond the remits of their mandates. This also applies to
the ECB.

2.6 Conclusions

The current surge of populism in Europe and the US
is a significant challenge not only for mainstream po-
litical parties but, more importantly, for the prosperity
and political stability of advanced economies across
the world. Implementing some of the policies they fa-
vour, particularly the dismantling of international
trade agreements, would generate significant costs and
may lead to economic crises that further undermine
rational and balanced policymaking.

Many populist parties do raise important questions
and issues. These include the widespread perception
of increasing economic uncertainty, unfairness in the
distribution of the costs of recent crises, particularly
the financial crisis, and growing concerns about the
economic impact of globalisation on parts of the pop-
ulation, as well as its implications for democratic con-
trol. However, the answers provided by the populist
economic agenda are overly simplistic and partly
based on false information. Of course, this is not to
say that arguments made by mainstream parties are
always based on an appropriate and balanced presen-
tation of the relevant facts. Their economic policies
can be shortsighted or dominated by electoral cycles
too. In fact, populist policies are not limited to politi-
cal parties usually classified as populist. Mainstream
political parties sometimes pursue populist policies as
well. In this respect populism is essentially a charac-
teristic of the political process itself, not of certain po-
litical parties or politicians.

What can be done to stop the surge of populism? The
complexity of the factors driving populism implies
that there are no easy and simple answers to this ques-
tion. Societies will need to counter populism at vari-
ous levels:

vidual well-being against the march of globalisation, although he ad-
mits that this a tall order:

“[...] there is only a supranational form of co-operation that pursues
the goal of shaping a socially acceptable political reconfiguration of
economic globalisation. International treaty regimes are insufficient
here; for, putting aside completely their dubious democratic legitima-
cy, political decisions over questions of redistribution can only be car-
ried out within a strict institutional framework. That leaves only the
stony path to an institutional deepening and embedding of democrat-
ically legitimised co-operation across national borders. The European
Union was once such a project — and a Political Union of the
Eurozone could still be one. But the hurdles within the domestic deci-
sion-making process are rather high for that” (Habermas, op. cit.).

Chapter 2

EEAG Report 2017



Chapter 2

EEAG Report 2017

. Politics: Tt is important that the democratic politi-

cal process leaves scope for disagreement among
different people, groups, and political parties in so-
ciety. At the same time, mechanisms for compro-
mise, based on credible, transparent information
and an articulate facts-based debate are needed.
Disagreement and debates are fruitful. Too much
consensus can backfire.

. Political decision-making processes: Governments

should refrain from using referenda as an instru-
ment in the political power struggle. Referenda
should provide an opportunity for political initia-
tives coming from the population, and their role
should be clearly defined in the constitution. A
drawback of referenda is that they usually imply
isolated decision-making on single issues, rather
than the comparison of comprehensive policy
programmes.

. Economic policy: Economic policy should recog-

nise that political decisions and economic develop-
ments create winners and losers; and that the losers
have a right to disagree. In most cases, however, the
losers are difficult to identify and the losses are
hard to measure. Those who think they are losing
out should not be allowed to veto if a policy is ex-
pected to increase total welfare. Welfare states offer
protection to those groups of society negatively af-
fected by economic developments.

. Delegation: Delegating clearly defined tasks and re-

sponsibilities to independent institutions like cen-
tral banks or supranational institutions like the EU
can rein in populism and allow the productive use
of expert knowledge and judgement. The EU can
be seen as a long-term commitment by its member
states to adhere to fundamental principles of de-
mocracy, openness and the rule of law. Mainstream
political forces should stop using the EU as a
scapegoat for internal economic and political prob-
lems. Meanwhile, EU policies should be transpar-
ent and strictly adhere to the principle of subsidi-
arity. EU institutions, including the ECB, should
strictly adhere to their mandate. The European
Commission should focus on its role as a guardian
of the European treaties. This is incompatible with
making the Commission a more political ins-
titution.
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BriTAIN AND EUEXIT — THE
PeoprLE VERsUS THE EU

3.1 Introduction

The outcome of the UK referendum of 23 June 2016,
which sent shockwaves across the nation, Europe, and
indeed the industrialized world, was widely interpret-
ed as the manifestation of a new wave of “populism”.
The British government certainly did not reckon with
a “no” to continued EU membership when it called
the referendum. David Cameron’s cabinet was shock-
ingly unprepared for a “Brexit” (Britain’s exit from
the EU) and had no specific plan as to how it might
be implemented. Opinion polls, financial markets,
and even betting markets had anticipated a win for
the establishment, and, as in the case of the US presi-
dential election in November 2016, they were proven
wrong.

The unexpected “Leave” majority and the process that
will ultimately terminate Britain’s membership of the
EU initially produced a substantial body of commen-
tary and analysis.! But much remains to be under-
stood, and Brexit is only one symptom of a deeper,
broader, and complicated malaise. The prospect of
Brexit is not only proving difficult to digest in the UK,
but across Europe. It poses an existential challenge to
the European integration process. Angela Merkel re-
marked in response to Brexit, “We must face the con-
sequences [of Brexit] and consider the future of the
EU,” adding that “Citizens will only accept the EU if
it makes it possible for them to prosper.”? In the wake
of Brexit, and after Donald Trump’s election, the EU
seems to be the only viable and powerful defender of
the principles of a liberal international order.

This chapter examines the determinants and conse-
quences of Brexit, as well as of more general, negative
views of the EU’s past development and future con-
figuration. We discuss the reasons why the British elec-
torate voted in favour of Brexit, and the implications

' See in particular Begg (2016) and Baldwin (2016).

2 Foy, H., “Merkel says Brexit could be a ‘breaking point’ for EU,”
Financial Times, 26 August 2016, https://www.ft.com/content/
ad3d4cc9-5¢8b-36¢d-b6c5-efd57842909b.

of that outcome for the country’s own economic well-
being, as well as that of other EU member states. We
interpret Brexit as an extreme instance of more gener-
al scepticism about European integration, and hence
as an opportunity to reflect upon the interaction of
narrow and short-term political perspectives with the
cumbersome and incomplete economic policy frame-
work of the EU.

3.2 What does Brexit actually mean?

Theresa May, Prime Minister of the new British gov-
ernment formed after the referendum result that
prompted David Cameron’s resignation, has tried to
minimise speculation over Britain’s negotiating strate-
gy, and over whether the government may choose to
ignore the mandate of the British people. She has re-
peatedly asserted that “Brexit means Brexit,” but this
obvious tautology has not helped citizens or markets
to better understand what is likely to ensue.

The referendum outcome initially induced a wide-
spread fear of an immediate economic meltdown,
comparable to the aftermath of the 2008 Lehman col-
lapse. Stock markets instantly fell all over the world,
and the British exchange rate depreciated. The UK
stock market then recovered, and growth for the sec-
ond half of 2016 was surprisingly strong.

Sober estimates of the purely economic costs of UK
exit from the EU do not generally predict the kind of
catastrophe that would justify the dramatic reactions
seen immediately after the Brexit referendum. Large
stock market declines may have foreseen much broad-
er and deeper disruption, perhaps because traders (if
not the majority of voters) were persuaded by the
main theme of the Remain campaign in the UK, and
by the far more dramatic estimates of the costs of
Brexit produced by the UK Treasury (2016a, 2016b)
before the election. The UK Treasury summarised
these costs in the spuriously precise headline figure
that Brexit would cost each British household an an-
nual 4,300 British pounds by 2030. These figures com-
bine a negative view of the long term consequences of
Brexit with a dramatic warning as to the severity of
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the immediate shock, with a 3.6 percent fall in GDP
after 2 years and 500,000 jobs lost (or, in the case of a
severe shock, a 6 percent fall in GDP and 800,000 ad-
ditional unemployed).

The forecasts depended heavily on ceteris paribus as-
sumptions. The UK Treasury’s publications looked as
if they were politically tweaked, because they did not
allow for a fiscal and monetary effort to offset the con-
tractionary effects of the immediate shock, while in
reality the Bank of England cut rates and the new gov-
ernment announced a large fiscal expansion pro-
gramme.’ Moreover, in the long term, the Treasury’s
figures were based on a gravity model of the trade ef-
fects, which may have over-estimated the extent of
losses and under-estimated the possibilities of new
trade creation (Blake, 2016). Conversely, the more op-
timistic estimates only considered trade effects (which
hardly ever exceed one or two percent) without allow-
ing migration to change, even although restrictions on
migration had been a core element of the campaign
for Brexit.

It is not so much that forecasts are “wrong,” but that
the models used did not cover all of the uncertainties
that apply in reality. As a result, it is easy to conclude
that economists are simply not good at predictions,
and that the popular or populist suspicion of experts
is fully justified. The Remain campaign’s reliance on
scare stories about a Brexit —what was termed “Project
Fear” — miscalculated its own impact on voter opinion
in the UK. As was the case in the US presidential elec-
tion, the final stages of the campaign saw stock mar-
ket prices climb with Hillary Clinton’s estimated prob-
ability of winning; but they rose even further when
voters elected Donald Trump. No major catastrophe
occurred immediately after the referendum. The mar-
kets have recovered recently, and the UK economy is
doing well, which is at least partly due to the pound’s
depreciation. This is not to say that Brexit has little
impact, because in an obvious sense Brexit has not yet
happened. The formal mechanism to discuss the UK’s
departure from the EU will only begin when the UK
government declares its intention to withdraw by in-
voking Article 50 of the EU Treaty.* The institutional

3 Giles, C. and G. Tetlow, “Fact-Checking the Treasury’s Latest
Brexit Report,” Financial Times, 23 May 2016, https://www.ft.com/
content/d05¢4b60-20d8-11e6-9d4d-c11776a5124d.

4 “A Member State which decides to withdraw shall notify the
European Council of its intention. In the light of the guidelines pro-
vided by the European Council, the Union shall negotiate and con-
clude an agreement with that State, setting out the arrangements for
its withdrawal, taking account of the framework for its future rela-
tionship with the Union. [...] The Treaties shall cease to apply to the
State in question from the date of entry into force of the withdrawal
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setting in which Brexit will take place remains nebu-
lous. As we discuss below, EU membership means far
more than free trade, but the UK government has not
yet announced any plan on how to extricate the coun-
try from its deep integration with the EU’s single
market.

Various options for managing the UK’s future rela-
tions with the EU have been floated, including mem-
bership of the European Economic Area (which
would require making payments and accepting free-
dom of movement), or a trade and investment treaty
of the kind currently being negotiated by EU and
Canada. The first option is attractive to financial in-
terests in the City of London who would like to keep
“passporting” rights in the EU, but it is unlikely to sat-
isfy the voters and politicians who supported Brexit.
The EU is also reticent about negotiating new trade
treaties, and there is even controversy over the Canada
treaty and the proposed TTIP agreement. To compli-
cate matters, alternative trade agreements cannot be
negotiated while the UK is still an EU member, and
certainly not before the UK has invoked Article 50.

The economic test of what Brexit precisely means is
still to come, and the politics are fuzzy. How the re-
maining EU members will respond — and the extent to
which voters in these countries will see parallels to
their grievances — is also unclear.

3.3 Exit, from which EU?

There are many UK particularities that distinguish it
from continental EU members. Not only does the UK
have no written constitution or identity card system, it
also has a rather lightly regulated labour market, far
more developed financial markets than continental
bank-centric systems, and a welfare state that is less
generous, but more easily accessible than continental
contribution-based schemes.

Britain’s vision of the EU differs from that of other
members, and the UK interprets its interests as diverg-
ing in fundamental ways from those of most continen-
tal European countries. The UK tradition is less regu-
lated, hostile to the idea of Europe-wide fiscal central-
isation, less concerned with the fortunes of the agri-

agreement or, failing that, two years after the notification referred to
in paragraph 2, unless the European Council, in agreement with the
Member State concerned, unanimously decides to extend this
period.”
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cultural sector, and more dependent on financial

services.

The structure of the EU’s economic policy framework
was established long before the UK’s accession in 1973
and is based on the model of European nation states,
where market interactions are framed by a pervasive
institutional infrastructure. The EU wants market
competition to transcend boundaries and prevent in-
efficient competition among policymakers, but at the
same time recognises that markets need to be super-
vised. Antitrust policies are needed to prevent monop-
olistic inefficiencies. The regulation and standardisa-
tion of product specifications helps to ensure that
market participants are well informed. In all advanced
countries, and all EU member states including the
UK, welfare schemes shelter individuals from the risk
inherent in participating in complex and wide-ranging
market interactions, fiscal and monetary policies off-
set aggregate demand fluctuations, and deposit insur-
ance prevents runs on bank deposits.

The challenge for the EU is to maintain and develop
these safeguards in cases where markets span national
borders. This calls for complex compromises because,
even when market structure and institutional frame-
works are broadly similar across countries, traditions
differ, especially in terms of social and labour policies
that remain a pillar of industrial and post-industrial
nation-states. The EU’s ever-closer-union trajectory
uses economic instruments to promote stability, cohe-
sion and growth; and emphasizes cultural convergence
around democratic common values. For continental
European countries, integration was primarily meant

2010 serious macroeconomic instabili-

ty it is natural to value growth
more highly than stability or co-
hesion. It is therefore unsurpris-
ing that the UK opted out of the
single European currency project, which had been in-
tended to foster market integration and price stability,
but also to strengthen identification with Europe. The
UK strongly supported enlargement, rather than any
deepening of the EU. The logic underlying this strate-
gy was that the accession of heterogeneous, relatively
poor countries in Central Europe would make it more
difficult to envision a stronger and more cohesive pol-
icy framework on the one hand, and would dilute pub-
lic support for integration with relative strangers on
the other. The UK vetoed proposals to harmonise
capital taxation. It also declined to sign the Social
Charter accompanying European treaties, ensuring
that social, labour, and fiscal policies were squarely as-
signed to the national level, and hence exposed to
race-to-bottom tensions. In most of Continental
Europe, EU efforts to harmonise and constrain these
policies tend to be unpopular with left-wing parties,
and attract support for their market orientation from
business and elites. In the UK, conversely, EU regula-
tions on working hours and union rights have proven
binding enough to draw the criticism from those who
feel they unduly constrain individual freedom. The fis-
cal component of EU economic policies is both un-
derdeveloped (the budget is less than 1 percent of EU
GDP) and in that the
Agricultural Policy still swallows up almost 40 percent

imbalanced, Common
of the overall budget (see Figure 3.1). The focus on ag-
riculture is rooted in the history of France and
Germany and other continental European economies.
In the interwar period, farmers worldwide saw their
incomes plunge as new areas started to produce. Food
prices, and then farm prices, collapsed. Over-indebted
farmers lost their farms, and the banks to which they
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Figure 3.2

UK Financial Services as a Gross Value Added share of GDP
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owed money cut off their credit lines. The interwar pe-
riod remedies — trade protection through tariffs and
quotas — proved ineffective. The European Economic
Community’s prime fiscal mechanism, the Common
Agricultural Policy, set prices for farmers, and offered
an elaborate system of subsidies. Managing rural de-
cline proved the most important political payoff of
the European process. The UK, by contrast, did not
really need this peasant class management system,
with only 9.2 percent of employment in agriculture in
1900 and 4.1 percent in 1958. For France, agriculture
accounted for 42.2 percent of employment in 1900, a
figure that was still high at 22 percent, when the
European Economic Community was founded in
1958. Today, only 2.8 percent of French workers are
employed in agriculture (2010). For Germany, the
equivalent figures are 33.8 percent in 1900, 16.1 per-
cent in 1958, and 1.6 percent in 2010; while for Italy
they are 58.7 percent, 32.9 percent and 4.0 percent
(Wingender, 2014). A reform should be based on sig-
nificantly lowering the importance of agricultural
transfers.

Britain has consistently pursued a half-hearted or
semi-detached position with respect to European fis-
cal integration. The issue of European fiscal capacity
surfaced during the Greek rescue package in 2015,
when Prime Minister David Cameron refused to par-
ticipate in financing via the European Financial
Stability Mechanism, and Chancellor George Osborne
noted that, “the euro area needs to foot its own bill.”
Cameron had deeply internalised the “money back”
lesson established by Margaret Thatcher in the 1980s:
Great Britain needs to defend itself against budgetary
claims from Europe. At the same time, he and George
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creasingly apparent policy inco-
that highlighted the
anomaly of the British position. As signatories of the

herence

Maastricht Treaty, or as later accessories, all EU mem-
bers without an opt-out (the UK and Denmark ob-
tained an exemption) were obliged to eventually join
the monetary union. The euro area itself had no fiscal
capacity at all — only the EU did. Thus, in pushing for
an approach to the European debt crisis modelled on
Alexander Hamilton’s system of the early years of the
American Republic, the UK was setting itself up for
the fundamental choice about whether it should really
be part of an ever-closer union along Hamiltonian
lines.

There is another key area of policy incoherence in
which the UK and continental Europe appear to have
conflicting traditions and interests. Financial services
form a large part of the UK economy (see Figure
3.2). In terms of value added, the share of financial
services in the UK economy rose in the 2000s, but
contracted somewhat in the aftermath of the finan-
cial crisis. One of the first moments of tension be-
tween David Cameron and the other European heads
of government occurred in December 2011 when
Cameron vetoed proposed treaty changes because
they did not provide adequate safeguards for the City
of London.

There are two conflicting views of the future of UK
financial services and their interaction with the
European market. In one interpretation, the UK is
successful as a European financial centre, but needs
access to the European market. The most straightfor-
ward way to grant such access would be the passport-
ing of UK-based institutions in Europe, but this out-
come would require UK compliance with Europe’s
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cepted the European regulations 1991 1993
that would come with passport-
ing. It could rely on the EU’s ac-
ceptance of a principle of equivalence, whereby US,
Japa-nese, and even Chinese financial institutions have
access to the European market when their regulations
are accepted as being equivalent to those of the EU.
This view suffers from the problem that equivalence is
currently being redefined, partly as a response to the
Brexit debate, and partly reflecting a trend towards
growing nationalism in financial regulation. The out-
option for financial services may also draw on the ex-
periences of other small offshore financial centres:
Hong Kong and Singapore depend on a good rela-
tionship with China, as do Switzerland and Liech-
tenstein with Europe. In the future Europe would be
likely to react with scepticism and hostility to a UK
attempt to build a very lightly regulated (and thus po-
tentially risky) offshore financial centre to work with
and in Europe.

It is also questionable whether the focus on UK finan-
cial services reflects the aspirations of most Brexit
voters, who largely disapproved of London’s econom-
ic, financial and social liberalism, and favour tradi-
tional values to the glittering dynamism of a global
mega-city.

3.4 British visions of exit

The UK electorate’s policy views and referendum vote
did not really reflect the difficult relationship between
the UK and the EU’s complex and nuanced approach
to regulation and the market economy. Most British
voters own no stocks directly and may be blissfully ig-
norant of the indirect impact of market interactions
on their welfare. Their decision, like the renaming of
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the South African national rugby team criticised by
Nelson Mandela in the movie Invictus, was perhaps
“based on insufficient information and foresight.”
Cameron’s initial move to hold a referendum on EU
membership was driven by concern over electoral
competition to the Conservative Party from the radi-
cal populist party, UKIP (which participated in and
promoted an international spin campaign of the “alt-
right” which relied on the distortion of news and the
propagation of catchy misrepresentation (Shipman,
2016).

The consequences of Brexit are potentially far more
dramatic for British citizens than they perceived when
voting. This is because the UK is an exceptionally glo-
balised country in terms of its integration in capital
markets (Figure 3.3), and due to large migration flows
(Figure 3.4).

In terms of trade integration, Figure 3.3 shows that
the UK is comparable with other large EU countries.
As of 2000, however, Germany’s openness stands out
in this group of comparably sized countries. Inter-
estingly, the single currency, enlargement, and the
great recession that challenge the EU’s institutional
structure and decision-making processes are also as-
sociated with the far more important role played by
international trade in Germany’s economy.

Dwelling on aggregate statistics, however, does not
help us to understand the revolt against integration
expressed by the referendum results. It is far more
fruitful to consider what sort of information is availa-
ble to individual voters and how that informs their
point of view.
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Figure 3.4

Net migration flows for the UK: Movements from EU-15,
other EU, non-EU, and from UK
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To comprehend why many voters rationally chose
“leave”, despite the threat of a potential overall eco-
nomic losses, it is worth remembering that much larg-
er individual consequences tend to be included in an
overall average of gains or losses. Economic integra-
tion opens up goods and factor markets to foreign
competition. Competition increases efficiency and
lowers the cost of final products, but also displaces
those producers who could supply relatively scarce
and expensive services in autarky. Removing import
barriers generates widespread benefits, for example in
the form of cheaper clothing, and concentrates dam-
ages, such as job losses for clothing manufacturers.
Survey evidence reveals that international economic
integration is perceived to be risky, and that attitudes
towards it are related to individual characteristics in
ways compatible with the theory of competitive ad-
vantage (e.g. Mayda et al., 2007). In advanced coun-
tries with more generous welfare schemes, highly-
skilled individuals are less in favour of immigration,
quite possibly because, as relatively high-income tax-
payers, they feel threatened by redistribution towards
relatively poor immigrants. More intense foreign di-
rect investment activity is also associated with satis-
faction or dissatisfaction with the respondent’s pre-
sent job security in the British worker survey analysed
by Scheve and Slaughter (2004). They find that varia-
tion over time within a sector of indicators of Foreign
Direct Investment activity, controlling for the aggre-
gate cycle, has an effect on perceptions of job security
that is statistically very significant and roughly twice
as strong as that of worker unionisation, education,
and income.

Differences of opinion within the UK are not difficult
to rationalise in terms of these simple economic in-
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significant role (see e.g. Darvas,
2016). Although workers in heav-
ily export-dependent manufactur-

2005 2010

ing areas that enjoy large-scale
European corporate investment, such as the aerospace
manufacturing city of Derby, opted for Brexit, it
makes sense to remain in the EU for Londoners and
other city dwellers who can rely on the help of un-
skilled immigrants if they are not themselves immi-
grants, and who derive their income from the interna-
tional sales of financial services. Conversely, short-ter-
mist populist positions are coherent choices for elderly
voters who will not be around in the longer run, and
do not worry about large future demographic and
skills imbalances as a result.

Diverse views are very imperfectly aggregated by a
narrow overall majority on a single yes/no issue. In
fact, leaving the EU appealed to Brexit supporters for
a broad spectrum of very different reasons. The coali-
tion that narrowly won the referendum included pro-
business, market-oriented voters who resent the EU as
a source of bureaucracy and regulation, as well as the
elderly and the poor, who support social welfare poli-
cies and fear competition. It is far from clear that the
Brexit supporters agreed on much else. Interestingly,
Prime Minister May has expressed views that are
aligned more closely with those of Brexit supporters
who fear competition than with those of free-trader
business, but her government has also (drawing a
sharp rebuke from Germany) outlined plans to sharp-
ly reduce corporate income tax rates.

Let us now consider the information on which voting
was based. Many myths published by the British tab-
loid press and propagated by UKIP and other EU
critics are collected at the Euromyths index, where
European Commission officials patiently explain the
rationale of regulations that, in any case, are not as ex-
treme as eurosceptics are led to believe by their infor-
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3.5 The bottom line: what will
Brexit cost Britain?

The UK has apparently been
slightly more successful or dy-
namic in terms of GDP growth
than most European economies
in recent decades, but over the last
ten years it has performed rela-
tively poorly in terms of produc-
tivity (Figure 3.6) and wage
growth (Figure 3.7), with the gap
between the UK and other major
economies (France, Germany, or
indeed the US) widening in recent
decades. These facts are interpret-

mation sources.’ The results of a YouGov survey help
to address the perplexing issue of why voters chose
Brexit (cf. Figure 3.5), despite the fact that not only
most experts and financial markets, but also most of
their political leaders and democratic representatives
thought it was bad for Britain.

Even among voters who voted for Remain, the figure
that expressed trust in academics, economists, busi-
nessmen, the Bank of England, the International
Monetary Fund, and other policy research organisa-
tions was only around 30 percentage points higher
than the number of Remain voters who distrust such
expert advice. Among Brexit supporters, distrust
dominates trust by between 30 and 60 percentage
points, putting international organisations on the
same level as actors, entertainers, and sports champi-
ons; with journalists, UK and foreign politicians,
earning the almost unanimous

ed differently by Brexiteers, who
think productivity would improve if it were free of EU
shackles, and by Remainers, who think the UK has
largely benefited from membership of the European
Community/EU. Indeed, the Remainers believe that
Britain may stand to benefit even more from addition-
al labour market regulation, not least because Britain’s
relatively strong employment performance relies on
low wages and job insecurity, which fuel discontent
and political populism; and hence may cause present
and future protest votes against the British govern-
ment (Tilford, 2016).

The critical question is thus how far EU market ac-
cess, and integration in a labour market that allows or
encourages the free mobility of labour, affects Britain’s
economic performance. There may be major weak-
nesses that make life outside the EU problematic, in-
cluding low historical investment in infrastructure,

UK comparative economic performance:
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matic reduction in the number of
immigrants would cost everybody
in Britain. A repatriation of these

Figure 3.7
UK comparative economic performance:
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low investment in housing (leading to a housing short-
age and very high prices that largely exclude first time
buyers), and low educational attainment (see Tilford,
2016). The last shortfall, in particular, points to for-
eign skilled and unskilled workers as an essential driv-
er of UK dynamism in the future.

The longer uncertainty prevails over the UK’s access
to markets, and the nature of its future migration pol-
icy (including the position of current EU nationals
working in the UK), the higher the costs to the UK
economy will be.

Of the UK population (63.7 million),
5.3 million (8 percent) are non-
British, and just over half of this
figure i.e. 2.9 million (5 percent)
are from the EU. 2.15 million of %

Figure 3.8
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Nickell and Saleheen (2015) have
tried to calculate the wage effects

2010 2015

of their presence, and noted only

a modest decrease during the pe-
riod of immigration. There are also substantial num-
bers of Europeans working in highly-skilled jobs in fi-
nancial services. Over 30 percent of health profession-
als are immigrants, although mostly non-EU. Their
departure would presumably lead to higher wages for
UK natives with the appropriate skills or inclination,
but also to higher prices for services.

The status of these migrants is unclear, partly because
the UK government would like to obtain concessions
regarding the position of UK nationals in other
European countries, primarily in Spain, Ireland and
France. A total of just under 1.2 million UK nationals
live elsewhere in the EU. So a very substantial part of

Immigrant native ratio by two-digit occupation (2012—14)

these Europeans have a job. The ?
by far largest group of European
immigrants is from Poland
(853,000), followed by the Irish
(331,000).° These large numbers
can easily be seen by natives as
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20
congesting their common goods,

health
services, and housing, as well as

straining infrastructure, ol

threatening their cultural or na-

tional identity. However a dra-

¢ Data from UK Office for National
Statistics, Population of the United Kingdom
by Country of Birth and Nationality,
http://www.ons.gov.uk/peoplepopulation-
andcommunity/populationandmigration/
internationalmigration/datasets/
populationoftheunitedkingdombycountry-
ofbirthandnationality.
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the UK economy is being held hostage to the bargain-
ing process.

3.6 Euroscepticism in the rest of the EU

The British ballot choice was narrow-minded and
short-termist; or “populist” by this EEAG report’s
definition, and based on very imperfect information.
The UK peculiarities discussed above make it unsur-
prising that, of all member countries, it would be this
one to make the unprecedented choice to leave the
EU. Some features of the anti-EU vote in Brexit, how-
ever, reflect the more general populist wave that is
sweeping many industrialised countries, including the
US. The migration debate is a focus for criticism of
the EU in the UK, where it explains both Britain’s
longstanding refusal to join the Schengen border-free
group of countries and recent popular support for
Brexit. But the same debate is dividing other coun-
tries: Angela Merkel’s post-2015 refugee policy at-
tracted a great deal of criticism in the UK referendum
campaign. Opposition to her policy has also fuelled
anti-EU sentiment in Germany, where the populist
and xenophobic AfD party is doing remarkably well
in Lander elections, and will run in Federal elections
on a promise of calling for a Dexit (German exit from
the EU) referendum, as well as in France, where each
foreign populist success (Brexit, Trump) strengthens
Marine Le Pen’s Front National.

Other countries’ citizens have not yet been asked to
vote in a referendum, but the Eurobarometer survey
elicits the opinions of about 1,000 respondents in each
country or region (cf. Figure 3.9; a smaller sample is

polled separately in East Germany and Northern
Ireland). The most relevant Eurobarometer question
asks respondents whether they more or less strongly
agree or disagree with the notion that their country
would be better off outside the EU. The question does
not explicitly ask whether respondents are personally
in favour of leaving the EU. As in the UK referendum,
however, that is a natural interpretation, and opinions
are effectively strongly related to the respondents’ so-
cio-economic status.

Higher-class individuals are generally more likely than
their less privileged peers to think that EU member-
ship is a good thing within most of the countries
shown in Figure 3.9 (but not in the UK, where Brexit
already loomed clearly in the 2015 Eurobarometer,
and to a lesser extent in Italy and Poland). This gradi-
ent is strong enough to make opinions differ as much
across classes within countries as they do across coun-
try averages. Middle-class French, Italian, Swedish,
and German respondents like belonging to the EU
just as much as Spanish, Polish, Portuguese, and
Danish working-class respondents, even although
their working-class compatriots are far less enthusias-
tic about EU membership.

A similar heterogeneity of opinions is undoubtedly
present along other dimensions. Some are also observ-
able in the Eurobarometer survey, where age makes a
noticeable difference in many respects. For example,
when asked “QA11: what does the EU mean to you
personally?”, one-third of respondents aged 60+ men-
tion “Peace”, but only one quarter or those aged 30 or
under do so, suggesting that the crisis of the original
EU project may also reflect fading memories of war.
Opinions on EU membership are
likely to be far more similar
among well-educated residents of
large cities across the EU than the

views of Londoners and rural
English people. However, the ab-
sence of Europe-wide political
debates and decision processes
makes it difficult, if at all possible,
for the opinions of international
groups to be heard; or indeed
voiced in a mutually comprehen-
sible language.

Figure 3.9
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spondents some questions about werking cass
the EU’s structure and institu-
tions. It finds that a substantial
proportion of European citizens
do not know that Switzerland is not an EU member.
Figure 3.10 shows that such ignorance is interestingly
correlated with negative views about EU membership.
To some extent this is the case across countries, with
British respondents (especially in the more privileged
strata of the population) displaying both the most
negative views about the EU and the lowest familiarity
with what the EU means. More interestingly, the cor-
relation is similar across social classes: in each coun-
try, those higher up the social ladder tend to be better
informed (which may explain why they more strongly
favour EU membership even in relatively poor coun-
tries). Within each class ignorance also seems to beget
rejection of the EU. In both Denmark and Portugal,
for example, 37.5 percent of working-class respond-
ents think their country should exit the EU, but in
both countries only about a third of those respond-
ents know that Switzerland is not in the EU, while
about two thirds of working class respondents who
think their country is better off inside the EU are
aware of this fact.

3.7 EU responses: special deal versus damaging divorce

The Brexit referendum outcome and Eurobarometer
opinions give grounds to reflect on how the EU might
be improved, rather than destroyed by widespread
scepticism or hostility. [gnorance may be at least part-
ly excused because the EU’s structure is complicated
and can seem obscure. It mirrors the problems that the
EU tries to solve, which are often complex and un-
clearly defined. As a result, EU regulations are widely
perceived as an occasionally perverse set of bureau-
cratic constraints imposed from a distance.

T
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Source: Eurobarometer 84.3 (November 2015) and EEAG calculations.

Theoretical inconsistencies abound in the EU’s policy
framework. There is supposed to be no supranational
competence on taxation or social policy, except when
these distort a level playing field for trade (as is almost
always the case, and has recently been recognised by
the European Commission in the case of a multina-
tional, company-specific tax ruling). Popular political
sentiment typically favours the notion that policies are
right (or better) when they are decided at the national
(or lower) level. Such opinion is based on fears that
more distant policymakers cannot be effectively moni-
tored, and on the belief that politicians who live in an
isolated bubble may only too easily ignore the day-to-
day problems of ordinary citizens, and be swayed by
the lobbying efforts of special interests. Improving
transparency and accountability is hence a vital part
of an EU reform agenda.

The widely-expressed preference for local decision-
making and the belief that politics should always be
local, rather than centralised, is problematic for two
reasons. The first is that the effects of some policies
transcend national borders. Just as it would be absurd
to let each household decide how its own income
should be taxed, so it is advisable to coordinate tax
policies at the same supranational level at which mar-
kets operate. Uncoordinated choices in these respects
generate spillovers across borders and justify moral
hazard suspicions. For European public goods, from
defense and border controls to long-range transporta-
tion and energy networks, the costs of common pro-
duction are also obviously lower, and should be shared
across all beneficiaries. It is not easy to transfer such
decision-making and implementation powers to su-
pranational bodies in the absence of an accepted po-




litical aggregation process like that of sovereign
nations.

The second reason is that, even when policies have
only local effects, they may not be chosen appropri-
ately by local political processes: just as markets can
fail, so can governments. Let us consider, for example,
taxi regulations (a topical policy problem in the Uber
era). Delegating the power to decide on the number of
taxi licenses and the structure of taxi fares in cities
they know little about to bureaucrats in Brussels
would reduce the amount of useful information avail-
able to policymakers, but would also prevent capture
of local regulators by powerful local lobbies.

These two principles give a rationale for many of the
EU’s competencies. From limitations of deficit spend-
ing to cucumber size and shape regulations aimed at
standardising and easing trade, EU nations have more
or less grudgingly accepted that EU bureaucrats
should be in charge of setting many of their own poli-
cies. A large proportion of EU legislation now stems
from community decision-making methods, charac-
terised by a complicated hierarchy of unanimities and
majorities and co-decision powers meant to endow the
EU with its own political legitimacy and personality.

In many cases, however, and especially in crisis situa-
tions, national governments want to play a far more
important role than that of the Council in a co-deci-
sion-making process, and would like European choic-
es to be rubberstamping the outcome of intergovern-
mental processes. Brexit may again illustrate the more
general issue. British Prime Minister Theresa May has
been engaging other national leaders while ignoring
Brussels, the Commission, and the newly appointed
chief EU Brexit negotiator Michel Barnier. However,
the conditions of eventual secession will have to be
agreed upon by the Union, rather than by individual
member states; and it would be disastrous for the ne-
gotiations to have to respect deals struck by the UK
with specific countries.

How the rest of the EU reacts to Brexit is crucial to its
future development. Accepting UK participation in
the single market without personal mobility would di-
lute the project. A bitter divorce could consolidate the
remainder of the EU as it rethinks its core purpose.
But a push towards further political integration as a
response to Brexit (as well as to Putin and Trump)
may not be credible or politically feasible: public opin-
ion currently favours national sovereignty, so an at-

tempt to build a more coherent EU may well trigger a
disastrous sequence of acrimonious exits. For many
years the EU has been leapfrogging obstacles, turning
every crisis into an occasion to strengthen its policy
framework. The same process, however, can quickly
shift into reverse, turning even minor nuisances into
an occasion to dismantle some community powers.

Europe’s position in the forthcoming negotiations
over Brexit represents a deep strategic puzzle. Given
that cutting the UK out of the single market would
damage the remaining EU member countries, not
least by depriving their economies of easy access to an
efficient global financial center, it is tempting to think
that the EU-27 should adopt a flexible attitude in a bid
to preserve as much of the remaining countries’ eco-
nomic surplus as possible. Perhaps the EU-27 could
let the UK stay in the single market, and exercise leni-
ence over labour mobility and budget contributions in
the upcoming negotiations. An advantage of this
strategy would be that, in the current political envi-
ronment, insisting on the four freedoms as a package
may counterproductively fuel resentment at the EU’s
centralistic approach in other countries, and risk pro-
voking a general backlash. In Angela Merkel’s words,
perhaps the EU should not be “garstig” (hateful or
ugly) to the UK.

Unpacking some elements of EU membership to give
the UK a special deal would, however, be complicated
and dangerous. Labour market and financial market
access have different importance for different coun-
tries. A deal that treats the UK kindly, by granting a
single market “passport” to British financial services
even as the UK is allowed to select incoming persons
for instance, may well suit the richer and most indus-
trialised areas of continental Europe. However, it
would be unacceptable to Central and Eastern
European member countries. As each country (or re-
gion) tries to defend its own interests, it would be
hardly possible to refuse similarly special deals in oth-
er policy areas once such flexibility is displayed to-
wards the UK. Stepping back from the degree of inte-
gration that has already been achieved would thus
make it very difficult to develop the single market in
areas where it is still very incomplete, such as personal
and digital services The most worrying prospect of all
is that a soft Brexit might provoke other imitators, es-
pecially in countries with similar social dynamics
(Sweden would be an obvious candidate), in a falling
domino pattern that turns the EU into a jumble of
multilateral (or even bilateral) international deals.
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It is therefore only a matter of self-preservation for the
EU to adopt a clear stance at this pre-negotiation
stage: the UK can participate in the single market only
if, like Norway or Switzerland, it essentially embraces
all of the other key EU policies. The only clear feature
of the UK'’s position is that this would not be accept-
able to its electorate and government. Other than that,
the UK’s negotiating strategy remains very unclear as
this EEAG report goes to print. It is, in fact, difficult
to envision what outcome would be both realistically
possible and acceptable for the UK. The British public
may very possibly interpret the European position as
one of cruelty, meant to make Britain’s path to eco-
nomic and political stability rockier. British negotia-
tors, responding to that clear European negotiating
logic, may retaliate by attempting to make the process
as painful as possible for the rest of the EU. The refer-
endum campaign for Brexit was already driven by a
firm belief that the UK would be better off on its own,
and that the decision to leave would hurt Europeans
far more than Britons.

As a fear of domino effects tilts EU negotiating strate-
gies towards intransigent attitudes, and British popu-
lar sentiment similarly rejects sensible flexibility and
demands fulfilment of that European disaster proph-
esy, the UK and Europe head towards a bitter and
contested divorce: a Brexit that will be hard for
Europe, too.

Faced with the likelihood of a damaging divorce, the
UK may well try the equivalent of unilateral disarma-
ment, giving the EU-27 open access to the British
market for goods and services, in the belief that such
openness might produce a rethinking of the continen-
tal European position. Such reconciliation might ap-
pear more attractive in the context of an increasingly
politically insecure world and of the perception that
the UK is a vital part of the overall European security
structure. That benign outcome, however, depends in
turn on an EU that has a more effective view of its
own best interests and indeed of its fundamental
coherence.

3.8 Crisis threats and EU development

Could Brexit offer the EU an opportunity to stream-
line itself and become more effective in dealing with
numerous policy challenges, and more successful in at-
tracting the support of its citizens? On the one hand,
even in the absence of actual further exits, the political

climate at present seems inclement to further integra-
tion. On the other hand, Brexit removes a powerful
opponent to integration.

For example, plans to try and enhance cooperation
among EU countries in defense and security (an obvi-
ous European-level public good) were kept on hold by
the Commission until after the Brexit referendum, for
fear of fostering negative sentiment in Britain. But
given that UK opposition was the reason for the de-
mise of earlier efforts in that direction (most recently
by the Franco-German-Polish “Weimar triangle” in
2011), and in view of the need to reorganise European
defense in the changed atmosphere created by Donald
Trump’s distancing of the US from NATO, Brexit
means that proposals for permanent enhanced coop-
eration in defense are being made by the High
Representative of the Union for Foreign Affairs and
Security Policy at meetings of defense and foreign
ministers.

Given that Brexit also removes obstacles to further fis-
cal integration in the EU, countries that wanted more
fiscal integration and more transfers consequently see
it as an opportunity to exert greater influence. Since
Europe can’t afford another “exit”, other potential
candidates are effectively deriving strong political lev-
erage from the precedent set by Britain. Portugal and
Spain have already escaped sanctions for violating the
fiscal pact, largely due to uncertainties generated by
Brexit. Perhaps the most obviously vulnerable country
is Italy, one of the three largest EU countries, along
with France and Germany, and one eager to play a
greater role in European intergovernmental dealings
(as the former Prime Minister Renzi made clear at the
tripartite meeting to relaunch post-Brexit Europe on
the symbolically important island of Ventotene, where
Altiero Spinelli coauthored the European federalist
manifesto as a prisoner of Fascism). The Italian gov-
ernment, however, is deeply frustrated (to the extent
of threatening a veto in EU budget negotiations) by
what it perceives as blatant disregard of its views on
the revision of immigration and fiscal policies.

3.9 Common problems, common solutions?

There should be a better way forward to striking a bal-
ance between widespread scepticism over deeper inte-
gration on the one hand and the global challenges —
both in economic and security terms — that make fur-
ther integration almost inevitable on the other. The




post-war European integration process was meant to
result in a wider and more politically acceptable club
of equals, within which France and Germany could
work on their relationship in a more cumbersome, but
also more constructive way than the wars which, not
least due to British interference, had for centuries
failed to yield a clear conqueror and a larger unified
continental European state. Perhaps because of en-
largement, and certainly as a result of the euro crisis,
the EU’s decision process and bureaucratic powers
have taken a back seat to national policy priorities
over the last decade.

Unfortunately, intergovernmental bargains cannot be
as forward-looking and comprehensive as the EU is
ideally envisaged to be. They can be more flexible, in
the same way as speed dating is more flexible than a
marriage with its cumbersome decision processes and
complicated divorce procedures. Flexibility has short-
run advantages, but a lack of commitment makes it
difficult to coordinate the plans needed to achieve
longer-term objectives. A promise to be together for
better or for worse can be credible if divorce is diffi-
cult, fosters solidarity, and provides incentives to
smooth out differences and invest in forward-looking
projects.

Intergovernmental policy negotiations are useful when
crises require immediate actions. However their appeal
is generally stronger in a populist political environment
that targets immediate self-interested benefits with no
regard for their side effects and ultimate consequences.
Moreover, deals struck between country leaders bal-
ance powers in conflictual ways and can engender re-
sentment against the EU in smaller countries: if EU
action is perceived to be the outcome of negotiations
between French and German leaders, it cannot easily
be accepted by the Italian or Dutch public.

In any integrated economy, it is necessary to find long-
lasting and constructive compromises that bring to-
gether often contrasting views of how the economy
should be managed. Can effective state interventions
be sufficiently controlled and monitored so as to en-
sure that they are not simply a breeding ground for
fresh corruption and inefficiency? In what ways can
the private sector be involved? There are clearly im-
portant public goods that could be realized, and gains
that could be reaped.

An obvious project is the integration of the flow of
refugees, an area in which precedents are also to be

found in moments of deep crisis such as Germany in
the aftermath of 1945, or France in the wake of de-
colonisation, when millions of newcomers generated
prosperity and dynamism. Another genuinely
European project would lie in building infrastructure
to connect local and national energy systems, which
currently have incompatible pricing structures. In this
field there are clear gains to be made from integration:
the greater the diversity of supply and the more mar-
ket alternatives exist (including different forms of en-
ergy), the more resilient the energy economy becomes
against unanticipated events, including attempts to

blackmail energy users.

3.10 How Brexit shifts the balance of EU voting power

In some European countries, notably Germany and
some Central European states, the UK was seen as an
important ally in a struggle to impose market princi-
ples, whereas in France and other countries it was
largely seen as a blocker. National views of the conse-
quences of Brexit largely reflect its possible effects on
more or less desirable implications for EU. If Brexit
moves the EU towards a more cohesive and dirigiste
configuration, this is a positive development in the
eyes of those who, as is often the case in France, think
the state should play a strong economic role that is
threatened by international competition. In countries
where public opinion no longer favours ever closer in-
tegration (except perhaps with regard to a common
army) and feels that taxpayers have been unfairly
forced to pay for insolvent debts, as is typical in
Germany, the fear is that without the UK, the EU will
become “too Southern”: not sufficiently market-ori-
ented and, above all , not fiscally austere. Both Donald
Trump and the new British government are making
fiscal expansionism a key part of their agenda.

For those who worry about a return to fiscal profliga-
cy, their main concern relates to the process of deci-
sion-making in the EU, and in particular the voting
mechanism. On many issues the European Council
decides on a system of Qualified Majority Voting,
which requires a majority both of member states and
of the EU population: 55 percent of members states
representing at least 65 percent of the EU population
need to approve a measure (or conversely a blocking
minority in the European Council requires states rep-
resenting 35 percent of the population). With the pres-
ence of the UK, and as long as the British government
was firmly in the hands of market liberals, Germany
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could be sure that it could block efforts to introduce
not only anti-market policies, but also and especially
to endow the EU with a fiscal and banking framework
that would allow public money to cross national
boundaries. Without the UK’s 65 million people, the
EU balance shifts. Some formerly communist coun-
tries in Eastern Europe (Poland, and especially Latvia,
Lithuania and Estonia) are strong supporters of mar-
ket liberalism, but as net recipients of European struc-
tural funds, they may support the expansion and cen-
tralisation of supranational economic policies.
Germany and its neighbours Austria, Belgium,
Luxembourg and the Netherlands, plus Denmark,
Finland and Sweden, have a population of 141 mil-
lion, or 31.7 percent of the population of the remain-
ing EU-27. This figure falls short of the 35 percent

blocking vote.

No phrase causes greater political allergies than
“transfer union” in Germany, where prevailing views
involve resistance to higher debt levels and expansion-
ary monetary policy. In France or Italy, the opposite is
the case: popular opinion tends to hold public spend-
ing, preferably resulting in large deficits, for an eco-
nomic policy panacea. Such simplistic viewpoints,
rooted in narrow and self-interested perspectives,
stand in the way of constructive compromises that,
within both the EU and nations, should take a broad-
er, longer-term approach to economic policy and taxa-
tion and recognise the broader and deeper economic
and social advantages of sticking together.

Similarly, attempts to set up a suitable financial infra-
structure, especially in the form of a proper banking
union, are also being hampered by narrow-minded
and shortsighted policy perspectives and political in-
teractions. In an integrated monetary and financial
market, banks are allowed to operate everywhere re-
gardless of their nationality. Supervision and resolu-
tion should accordingly be carried out at the market-
wide level. In the euro area, conversely, governments
resist international bank takeovers and mergers, and
are tasked with preserving the viability of their own
countries’ banking infrastructure. Insurance premia
should be pooled across all deposits in the integrated
money market, and deposit insurance funds should be
a standby facility designed to preempt self-fulfilling
crises, rather than to be tapped in order to shore up
weak banks. Eurozone banks also lack a risk-free re-
serve asset like federal debt in the US, with the unfor-
tunate consequence of vicious bank and government
financial solvency spirals.
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In the past EU crises have often been seized upon as
an opportunity to leap forward and resolve such in-
consistencies. More recently, by contrast, financial
problems have tended to induce the repatriation of as-
sets and liabilities and the renationalisation of bank-
ing systems. Progress towards resolving this problem is
particularly hampered by Germany’s resistance to su-
pranational supervision of all of its banking sector
and suspicion that any insurance scheme would imply
resource transfers. This attitude is understandable in
the light of other countries’ symmetric tendency to try
and tap common funds, but the resulting policymak-
ing process is clearly not farsighted enough to keep the
Union on the safe side of the brink.

3.11 The EU as an antidote to populism?

Only accurate and credible information on long-term
policy trade-offs and disciplined politics can remedy
short-termist populist tendencies to seek narrow, self-
interested instant gratification, and rectify the result-
ing myopic behaviour that accelerates crises and
makes it difficult to resolve them.

In principle, the EU’s long-term, slow, cautious,
wide-ranging policymaking process could help to
offset such tendencies in national political processes.
Indeed “Europe” was for a long time a useful excuse
for politicians not to indulge in deficits and other
popular policies. Just like bank runs can be prevent-
ed and controlled by wise regulators, so policymak-
ing based on narrow and nearsighted self-interest
can be kept in check by requirements to abide by
European rules, justify policy decisions, and submit
them to supranational audits. National policy mak-
ers (at least in large countries) also fear the public
might not like such supranational accountability.
This, however, is merely another instance of populist
thinking. If European level policies are the only way
to address many of Europe’s long-term problems,
then European-level issues do need to be discussed
from a pan-European point of view, and not from a
nation-state perspective.

The European co-decision policymaking process, in-
volving the Commission, Parliament and Council, is
cumbersome, but may take that point of view more
naturally than summits of national leaders, which
tend to produce lowest-common-denominator com-
promises of different, but equally narrow perspectives.
The intergovernmental decision process and the par-




ticular importance of Franco-German negotiations is
a child of Germany’s reunification, just like the euro.
Both may destroy the EU, but at least the euro makes
it stronger if it does not destroy it.

Europe needs to deliver. It certainly needs a vision,
and needs to communicate that vision effectively. But
equally importantly it needs evidence that the vision
produces results. It may be unfair, but is very natural
for citizens to blame the EU for economic problems
even when they originate elsewhere. Recognising that
the most popular policies are now those with the most
effects, the
Commission has prioritised capping mobile telephone

immediate and visible European
roaming charges: certainly a minor issue, but an
achievement nonetheless (as British tourists will no-
tice when they are charged what is now paid by Swiss

visitors on the Continent and Cyprus after Brexit).

Without substantial results and visible gains from co-
operation, ordinary Europeans will lose sight of the
European vision and their sense of a shared identity.
The populist political equilibria arising from an “all is
lost anyway” sentiment can be preempted if the EU
monitors policy and can convincingly promise that
sound policies will yield a brighter future that is well
worth some short-term sacrifices. Unfortunately, that
promise itself lost credibility during the crisis, in which
the EU’s incomplete institutional structure has ap-
peared unable — not only in populist eyes, but also in
the eyes of those who see an “ever-closer union” as the
only robust solution to Europe’s problems — to formu-
late and implement sensible and constructive compro-
mise solutions. When unruly nations ignore suprana-
tional constraints, populist leanings are not only in-
sufficiently controlled, but may even be reinforced by
EU institutional failures. EU constraints, previously
invoked as a reason to reform, are now often present-
ed as something to be removed, possibly by exiting the
EU. This new balance of bargaining power is well ex-
emplified by the cases of Austria in the early 2000s
and Hungary more recently. The former was sanc-
tioned when its populist election results threatened de-
mocracy.” The latter escaped reprimands even as it

7 Article 7 of the Nice Treaty states that the European Council can
declare the existence of “a serious and persistent breach of funda-
mental rights”. If this occurs, the Council may, by a qualified majori-
ty, suspend certain of the rights of the country concerned. This proce-
dure is supplemented with a ‘preventive instrument’ that is very hard
to activate. The text reads: “On a reasoned proposal by one third of
the Member States, by the European Parliament or by the
Commission, the Council, acting by a majority of four fifths of its
members after obtaining the assent of the European Parliament, may
determine that there is a clear risk of a serious breach by a Member
State of principles mentioned in Article 6(1), and address appropriate
recommendations to that State.” The values and principles are spelled

meddled with the balance of judicial and monetary
and political powers enshrined in the acquis commu-
nautaire and refused to participate in the European
refugee relocation program. Similarly, a recent at-
tempt by the Commission to reprimand the Polish
government’s grab for control of the constitutional
court was met with scorn in Warsaw. A Europe that is
being pushed conceptually back to a narrower core
might find it hard to respond effectively to global
problems.
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IMMIGRATION AND THE
REFUGEE CRrisis — CAN
EUROPE RISE TO THE
CHALLENGE?

4.1 Introduction

Unrest in the Middle East and North Africa, includ-
ing Syria, Iraq, Afghanistan and the Sahel region, is
causing the massive displacement of people locally
(within the affected countries), to neighbouring coun-
tries, as well as sending huge waves of refugees to
Europe. By the end of 2015, 65.3 million individuals
were displaced from their homes worldwide as a result
of persecution, conflict, different forms of violence,
or human rights violations (see UNHCR, 2016). Of
this number, 41 million people were internally dis-
placed; 21 million were refugees, and about 3 million
were asylum seekers. In 2015, 1.3 million asylum ap-
plications were submitted to EU countries, with most
applicants coming from Syria, Afghanistan and Iraq.
Although various measures have somewhat reduced
the refugee flows into the EU in 2016, the underlying
migration pressure remains and the refugee crisis
continues.

The number of displaced people is staggering and
points to severe human suffering. Unfortunately, large
displacements of people due to wars and natural ca-
tastrophes are regularly seen in different parts of the
world. In a European context, the conflict in Bosnia in
1990s also produced a large displacement of people
and waves of refugees. But this refugee wave seems
somewhat different. The Bosnian conflict followed the
fall of the Iron Curtain and was generally considered
a European problem. Current conflicts are arising out-
side of Europe in culturally more distant societies.
Thus, it is hard to make the case that this should be
primarily seen as a European problem. Moreover, the
flow of refugees, while currently comparable with de-
velopments in the 1990s at the peak of the Balkan
conflicts, involve much broader and more populated
areas of the world, thus raising the issue of absorption
capacity.

Across Europe, and not just in the far-right spectrum
of the political discourse, the mass immigration of
culturally (and, often, visually) very different people
fuels fears primarily related to the preservation of the
European national identities and ways of life.
Importantly, the current refugee crisis follows close on
the heels of the financial crisis from which many
European countries have not fully recovered and
which has challenged social cohesion within Europe.
Critical voices are being raised not only about refugee
immigration, but, also, over worker migration and
globalisation in general. Many traditional European
political parties reacted slowly and, in the eyes of
many, inadequately at the onset of the refugee crisis.
This provided a significant opportunity for populists
to start shaping the debate. Perhaps more than any
other single issue, immigration has dominated the po-
litical landscape and an anti-immigration stance has
become the battle cry of European populists.

The refugee wave is a humanitarian challenge calling
for a cooperative solution across countries, and defi-
nitely among EU states. Yet developments seem to be
moving in the opposite direction. A number of mem-
ber states have taken their own non-cooperative
routes. Attempts to allocate refugees across member
countries have failed, and the Schengen arrangement
is threatened. These events have exposed severe struc-
tural problems within the EU and thus further com-
pounded the EU crisis.

In this chapter we try to paint the big picture with re-
gard to migration before delving into specific issues re-
lated to the current crisis, and refugees in particular. To
this end we begin by presenting some key facts on mi-
gration flows. We show that the number of asylum seek-
ers in the leading EU countries has been cyclical in na-
ture over the past 30 years. While current numbers of
refugees are very large, they are still comparable with
numbers experienced as a result of the conflict in
Bosnia in the 1990s. We then present longer term popu-
lation and migration forecasts and discuss the factors
influencing migration flows. Next, we comment on
some key aspects of humanitarian migration policies,
and particularly their relevance to Europe. We then dis-
cuss the potential economic impact of the current refu-




. . . Figure 4.2
gee wave focusing, in particular,

on its labour market effects and
implications for public finances.
Finally, we analyse important
challenges and risks related to the
current crisis and formulate some

policy recommendations.

4.2 Migration patterns

Migration is one of the most im-
portant evolutionary mechanisms
that have been shaping the devel-
opment of humanity since its in-
ception. Migrations are caused by ~ Source: OECD (2016).
a multitude of reasons. They can

be largely voluntary, as in the case of worker migrants,
or largely involuntary as in the case of people leaving
conflict or persecution. One important trend is the
movement of people from less developed to more de-
veloped economies. As a result, in many developed
countries, the stock of foreign-born population is on
the rise (see Figure 4.1). This can be seen as a natural
consequence of globalisation i.e. an increase in the
global exchange of capital, goods and labour.

Considering the various types of migration, work-in-
duced migration constitutes a large part, also reflect-
ing efforts to make worker migration easier. A prime
example of such initiatives is the single labour market
in the EU (see EEAG, 2015). Most countries have spe-
cial immigration rules for workers, which make labour
mobility easier for highly skilled and specialised types
of labour. Migration due to humanitarian reasons

Figure 4.1

Stock of migrants®
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Migrants by category, OECD countries in 2014%
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13%

Accompanying family
of workers
7%

Other
6% Family

o
Humanitarian e
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4 Migrants categorised based on reason for granting permission for residence. “Free movement” refers to migration
implied by general rules ensuring free mobility of workers as in e.g. the single market. “Accompanying family” of
workers refers to close relatives to individuals having obtained status as worker migrant, while family includes
family unification for asylum seekers.

constitutes a relatively small share of total migration
(around 9 percent, see Figure 4.2). However, if family
unification is also included the total share is around
42 percent. Another important category of migrants
are students (included in the “Other” category).

At a global level the number of displaced persons in
the past decade has been around 40 million per year,
or about 6 percent of the world population, but recent
conflicts have caused an increase (see Figure 4.3).
Most of the displaced persons move within their own
country (so-called internal displacement), while only a
minority leaves the country and becomes refugees or
asylum seekers.

Figure 4.4 presents the evolution in the number of asy-
lum applications to developed European countries in
the period 1985-2015. The left panel presents the total
number of asylum applications
for EU-15 countries in aggregate
and, for the purpose of compari-
son, for Germany alone. The right

— Advanced to advanced — Emerging to advanced

— Advanced to emerging Emerging to emerging

10

panel shows the number of asy-
lum applications in five other de-
veloped European countries that
have received large numbers of
asylum seekers in the past. It is
worth noting that when looking at
sufficiently long time horizons,
the number of people requesting

asylum in developed European
countries shows a cyclical trend,

0 T T T
1990 1995 2000 2005

9 Data available in 5 year intervals.

Source: IMF (2016a).

with Germany closely approxi-

2010 2015

mating the general European
trend. The peaks are reached dur-
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Figure 4.3

Trend in global displacements
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 Other displaced persons include internationally displaced persons, persons under UNHCR's statelessness

mandate etc.
Source: UNHCR, World Bank; and EEAG calculations.

ing large conflicts: the wars in Bosnia, Kosovo and now

the war in the Middle East. After peace was re-estab-

lished, the numbers fell substantially. Having said that,

the number of asylum applications in Germany in

2015 surpassed the previous all-time-high correspond-

ing to the war in Bosnia, prompting serious concerns.

In the first half of 2016, the total number of first time
asylum seekers in the EU was around 593 thousand

(Figure 4.5). In terms of origin, the majority of asy-

lum seekers came from war-torn areas: Syria (close to

one third), Afghanistan (over 14 percent) and Iraq

(close to 12 percent). Most refugees came from the

same countries-of-origin in 2015 (Eurostat figures).

It is worth highlighting that, in terms of the number

of applicants, Germany accepted the lion’s share in

2015, with Hungary receiving the second largest num-

Figure 4.4
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The number of first-time applications for asylum
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the host population, however, it is
Hungary and Sweden that have
assumed the heaviest burden

(Figure 4.6, right panel).

1a These
However, for Germany, the num-

are large numbers.
12 ber of refugees as a percentage of

the host population, is compara-

ble with the flows registered dur-
1990s. Of
course, only a fraction of these

2014 2015

ing the turbulent

people will, eventually, be granted

migrant status and some of those
will inevitably either return home or move to another
country.! Moreover, despite current developments in
Europe, the fraction of the world population on the
move from their own country of birth is fairly stable
across time and is, on average, around 0.65 percent of
the world population in any given five-year period
(see, e.g. Abel, 2015). According to the same metric,
from 1960 on, global migration reached its peak in the
1990s (and not, as one might think, in the 2000s). The
next section discusses longer term population and mi-
gration trends using the best currently available esti-
mates and forecasts.

4.3 Migration forecasts in the longer run

Forecasting future migration flows is both difficult
and highly uncertain. The task would be particularly
challenging if we were to try to
forecast future movements of
people for solely humanitarian
reasons. This would involve pre-
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dicting wars, civil conflicts, and
natural catastrophes and some-
how distinguishing between eco-
nomic and other “non-humani-
tarian” causes of migration. In
fact, migration flows are heavily
affected by economic factors.
Europe is a high income area and
there are countries both to the

! There is a significant discrepancy across
Europe in that regard. While Hungary has
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Source: Eurostat and EEAG calculations.
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been speedily rejecting most of the asylum
claims, this is not the case in Germany or
Sweden (see Figure 4.14 below).




Figure 4.5

Distribution of first time asylum applicants in EU-28 countries

by country of origin®

Syria; 33%

Iran; 3%

.319
Rest; 31% Nigeria; 3%

) The graph illustrates the distribution of first-time asylum applicants (as a percentage of the total) in EU-28 countries
for the first six months in 2016. We explicitly present data for the six countries with the highest number of

applications. The rest are presented through the “Rest” slice of the pie.
Source: Eurostat and EEAG calculations.

south and to the east of Europe with lower income
levels and correspondingly lower living standards.
Moreover, population growth in the south is, on aver-
age, higher, and the population is generally younger
than in Europe. This creates sustained migration pres-
sure towards Europe. While in theory it is possible to
draw a distinction between migration driven by eco-
nomic and humanitarian reasons, in practice it is far
more difficult to do so. One reason is that people dis-
placed due to a conflict or a catastrophe may not be
able to return to their country of origin within the
foreseeable future, and therefore may need to consider
where to settle. In this case economic factors play an
important role, even if migration may have initially
been triggered by humanitarian reasons. Moreover,
recent experience shows that some economically moti-
vated migrants may try to take advantage of refugee
flows in an attempt to enter Europe. Therefore, it may

Figure 4.6

The number of asylum applications in 2015 in EU-28 countries®

% of population

Afghanistan; 14%

Iraq; 12%

Pakistan; 4%

in practice be difficult for admin-
istrators to distinguish between
different types.
Moreover, even if who falsely pre-

migration

sent themselves as refugees can be
identified, it is not always possible
to return them to their home
countries (or, at least, not to do so
swiftly). Although uncertainties
are large, it is nevertheless impor-
tant to consider possible future
migration trends. As we shall see,
while the precise type of migra-
tion may vary considerably across
space and time, overall migration
levels as fractions of the popula-
tions are relatively stable. This ob-
servation serves as a basis for the long-term forecasts
that we use.

Since migrations invariably depend upon demograph-
ic factors, this is a natural starting point. Indeed, if
we were not able to estimate, at least roughly, how
many people will be on this planet and its continents
at different points in time in the future, it would be all
the more daunting to try to predict the future move-
ment of people around the globe. Recently, signifi-
cant progress has been made towards a better under-
standing of the key determinants of the global popu-
lation dynamics (see Lutz et al., 2014). This study, a
collaborative effort by leading international research
institutions with the participation of over 550 popu-
lation dynamics experts from all continents, docu-
ments a strong link between human capital develop-
ment and long-term population dynamics. A number
of socio-economic scenarios are
constructed which take into ac-
count different future education-
al trends, their environmental im-

Germany 1.8
476,510 1.67
Hungary
177,135
Sweden
162,450
Rest EU28 Austria
365,050 italy 88,160
84,085

Hungary Sweden Austria Finland Germany

9 The left panel presents the distribution of asylum applications across the five countries with the highest numbers

pact etc. Our discussion primari-
ly focuses on their base-case fore-
cast.? This is a realistic, not over-
ly optimistic nor overly pessi-
mistic scenario. It incorporates,
among others, the assumption
that educational improvements
prevalent around the globe in the

past 20 to 30 years will continue
more or less unchanged in the
future.

of received applications in 2015 (Germany, Hungary, Sweden, Austria, Italy and the rest of the EU-28 countries in

aggregate). On the right, we present the top five EU countries in terms of the number of asylum applications

relative to the population size (in percent).
Source: Eurostat and EEAG calculations.

2 See socio-economic scenario S2 in Lutz et
al. (2014).
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Figure 4.7
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Source: Wittgenstein Center for Demography and Global Human Capital database and EEAG calculations.

The base-line projection of the world population is
shown in Figure 4.7. According to this scenario, the
world population will continue to grow until about
2050 and then slowly start to decline. Population
growth is initially driven by fertility rates above the re-
productive level in less developed parts of the globe
(most notably in parts of Africa and less developed
parts of Asia). Over time, however, fertility rates are
expected to continue falling across the world to a level
close to or below the reproductive level. Across the
globe there is also a mirroring trend of longer life ex-
pectancy and population ageing. All these processes
are actually well under way not only in developed
parts of the world, but also in a growing number of
developing countries.

It is forecasted that the population of Africa will con-
tinue to grow both in absolute and in relative terms, ac-
counting for around 28 percent of
the world population by 2090. On
the other hand, the populations

Figure 4.8

of Asia, Europe and South and

moderately increase in terms of
the number of people, but drop
slightly in relative terms. By 2090,
5.6 percent of the total world pop-
ulation will live in North America.

An important driver behind the
changes in fertility rates in the
above projection is the improve-
ment in education along trajecto-

ries observed in the past 20 to

2070 2080 2090

30 years. Particularly significant
in this respect is continuing im-
provement in female education
participation. It is worth noting that this scenario does
not assume any spectacular additional educational
push in the future with respect to current trends. As a
result, Asia, Africa and South and Central America
will continue to close the educational gap with respect
to Europe, Oceania and North America (see
Figure 4.8). By 2090, on average, the world population
will have the equivalent of at least a high school edu-
cation on all continents. Africa, in particular, will
achieve today’s European level of educational achieve-
ment by that time. More advanced countries will also
make progress, albeit at a slower pace, reaching an av-
erage level of 15 years of education (roughly an equiv-
alent of a college degree). An increase in education
will, in turn, be associated with a significant drop in
fertility rates across all continents, which will converge
at levels below the reproduction level in most coun-
tries, including most of Africa.

Actual and forecast average years of schooling

Years of schooling (mean per continent)

Central America are expected to *
start shrinking both in absolute ~ ° [
and relative terms over the next — 4 |
two to three decades. By 2090,
Asia will make up just under 50 ol
percent of the world population,
while Europe and Latin America
will account for around 8 percent 6
of the total respectively. The pop- s L
ulation of Oceania (including

Australia) will continue to grow
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A very important, but challenging issue is making a
plausible forecast of future migration flows between
countries. The task is made even more difficult by the
fact that some countries collect rather detailed data on
migration flows while others do not. However, statis-
tics on stocks of migration exist and are more reliable
and comparable across countries (see, for example,
Abel, 2015, 2016). They can be used to make informed
assessments of migration flows.? In a recent and highly
acclaimed article published in Science, Abel and
Sander (2014) proposed a novel methodology for indi-
rectly estimating migration flows. In their approach,
immigration and emigration flows are estimated across
all pairs of countries around the globe based on
changes in migration stocks every five or ten years.
These changes can be further corrected by estimating
data on immigrant births and deaths. As a result, one
obtains an estimation of flows that must have taken
place between each pair of countries in a particular
time period. Sander et al. (2013) describe how a simi-

3 Two principal sources of migration stock data are provided by the

United Nations (every 10 years) and the World Bank (every 5 years).

Box 4.1

lar method is applied to create forecasts of long term
immigration flows presented in Lutz et al. (2014), see
Box 4.1.

We primarily focus on the base-case scenario and
demonstrate the extent of differences to other availa-
ble scenarios in the case of a particular country, name-
ly Germany. While the resulting projections are clearly
quite uncertain, they are the best currently available
source of medium to long-term base-case forecasts of
global migration patterns. We focus on forecasts that
have a direct bearing to Europe.*

4 The regions are defined as follows: (1) Developed Europe:
Countries of the EU without former socialist countries, (2) Central
and Eastern Europe (CEE): Poland, Slovakia, Hungary, Slovenia and
Czech Republic, (3) South Eastern Europe (SEE): Moldovia,
Bulgaria, Romania, and Turkey, (4) Western Balkans: Albania, BiH,
Croatia, Montenegro, FYR Macedonia, and Serbia (including
Kosovo), (5) Baltic Countries: Estonia, Lithuania, Latvia, (6) Ex-
USSR10: Countries of the former USSR, without Russia, Baltics,
and Moldovia, (7) North Africa: Algeria, Libya, Morocco, Tunisia,
and Egypt, (8) Rest of Africa: All countries in Africa without coun-
tries of North Africa, (9) Select Asia: Afghanistan, Bangladesh, Iraq,
Iran, Syria, Viet Nam, China, Lebanon, Pakistan, and India.

Chapter 4

Explanation of the migration forecasting method

This box summarises the method of forecasting migration flows developed in Sander et al. (2013). Essentially, the authors
first develop estimates for immigration and emigration (by sex and age) for each country for the period 2005-10. Migration
to and from each country is projected using bi-regional models, i.e. by dividing the world into the target country and the rest
of the world. They make the assumption of the constant probability of emigration and immigration across cohorts (sex and
age by country) and estimate these transition probabilities based on period 200510 rates estimates (with some adjustments).
Directional migration flows are then projected as the product of migration probabilities and the population in the origin
country (for emigration) and the rest of the world (for immigration). In order to make a more plausible forecast of future
migration patterns, a large group of international experts from all continents provided their views in a structured online
survey. These views were further polished and finalised at a two-day live gathering of a representative group of experts. The
experts identified seven factors that are most likely to heavily impact migration patterns in the future (adapted from Sander
et al., 2013, Table 3):

* Remittances will become more important for the economic development of migrant-sending countries.

» Temporary labour migration will increasingly compensate for skills shortages in developed countries and thus reduce per-
manent migration.

*  Major shifts in the economic performance of industrialised countries will significantly influence demand for migrants.

» Shifts in cohort size, especially related to the baby boom and bust, will play an important role in shaping international
migration levels.

» The propensity to move abroad among 15 to 29 year olds will be particularly high in countries with a large “youth bulge”.

» International migration will mostly follow established paths and existing migrant networks.

» Political instability and oppression in African and Middle Eastern countries will result in more people seeking political
asylum in democratic countries.

In their construction of the different scenarios the expert group decided that forecasting immigration and emigration for
each individual country using a constant rate scenario (i.e. constant probabilities by country, age, and sex) estimated for the
period 200510 coupled with the net impact of the above seven factors was preferable to using alternative methods (such as
time series forecasts, turning point forecasting, etc.). After adjustments are made for 25 countries, which experienced rapid
changes in migration rates over the past decade (like Spain, for example) that are unlikely to persist through 2060, these
rates are assumed to stay constant until 2060. Based on these rates, they obtain a base-line forecast of the number of people
immigrating and emigrating for each country for each five-year period. In addition, a number of alternative scenarios were
elaborated based on the seven identified factors. In the Wittgenstein Center for Demography and Global Human Capital
database, estimated and forecasted net migration data is available (immigration minus emigration) for each country and for
different scenarios.!

! In the database of the Wittgenstein Center for Demography and Global Human Capital used here there are a total of seven different sce-
narios corresponding to each SSP scenario. The base case scenario is denoted as SSP2. Note that their data makes forecasts all the way to 2100.
However, as explained in Sander et al. (2013), they have made explicit forecasts only until 2060. Thereafter they merely assume gradual conver-
gence to zero net immigration by 2100. Thus, we do not present forecasts after 2060.
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Figure 4.9
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2060

Source: Wittgenstein Center for Demography and Global Human Capital database and EEAG calculations.

Developed Europe and Russia are expected to contin-
ue to have positive net immigration. For developed
Europe in particular, the trend is supposed to stabilise
to just over a million people per year for the next 40 to
50 years (see Figure 4.9). This is not a small number. It
is worth bearing in mind, however, that this figure in-
cludes net immigration from both within and outside
of Europe (including developed Europe). These pat-
terns are mirrored by net emigration patterns from se-
lect countries in Asia, Africa and the ex-USSR 10,
which are expected to continue to be a source of
emigration.

While net emigration from Africa will be driven both
by the northern regions and the rest of Africa in the
short run, it is sub-Saharan Africa that will be the
largest net contributor to African emigration (around
1 million per year, on average) in the longer run.

Over time these flows imply an in-  Figure 4.10
creasing number of the foreign-

cant net emigration in the 1990s

due to the conflict in the former
Yugoslavia and the relatively poor state of the econo-
my, should start seeing small, but positive net aggregate
immigration flow. Only the South Eastern European
countries, which include Moldova, Bulgaria, Romania
and Turkey, will continue to see a net outflow of people,
but emigration from these countries is projected to di-
minish over time. In most of these countries birth rates
are already at or below the reproduction rates.

Immigration patterns for Afghanistan illustrate the
fact that large numbers of people that leave a war-torn
country (as in Afghanistan in the 1980s) may eventu-
ally return when and if peace is re-established. In the
case of Afghanistan, this happened after the end of
the Soviet occupation. New conflicts, i.e. the Allied
war against the Taliban, did not bring, on a net basis,
as many refugees as in the 1980s, but these are still
rather large numbers. Whereas Afghan refugees pri-

born population living in devel-

Actual and forecast net immigration from emerging Europe?
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the base-case scenario, this fur-
ther implies an increasing share
of the foreign-born population.
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marily stayed in Pakistan in the
1980s, they are currently more
likely to move to Europe as parts
of Pakistan are destabilised too.
Going forward, the forecast pre-
dicts that underdeveloped Asian
countries such as Afghanistan,
Bangladesh, and Pakistan will
continue to have a significant out-
flow of people. Large emerging
Asian economies will also pro-
duce a significant number of mi-
grants (India much more than
China), but these numbers will be
small compared with the sizes of
these countries.

We now take a closer look at both
past and forecast immigration into
developed Europe. Figures 4.11
and 4.12 present, respectively, net
immigration into five large and five
smaller European economies that
have historically experienced sig-
nificant immigration in the past. It
is worth noting that, based on esti-
mates made for five-year periods,
immigration into Germany was at
its highest level in the 1990s, while
immigration into Spain peaked in
the early 2000s. Somewhat similar
insights can also be drawn from
immigration patterns in five small-
er European economies (Belgium,
Greece, Netherlands, Sweden and
Portugal).
Greece, and not the Netherlands or
Sweden, that has had the highest
recorded net immigration among

Interestingly, it is

these five countries (posted in the
1990s), both in terms of the num-
ber of people and as a fraction of
the population of the host country.
In the case of Greece, this was pri-
marily driven by a very large influx
of immigrants from Albania (see
Cholezas and Tsakloglou, 2008).

Thus far we have considered the
base-case scenario. Let us now
briefly comment on alternative
scenarios. For this purpose we fo-

Figure 4.11
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Figure 4.12
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countries®
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Figure 4.13

Actual and forecast net immigration into Germany
under the base case and alternative scenarios®
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. Figure 4.14
cus on the largest country in de-

veloped Europe, namely Germany
(see Figure 4.13).
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strong decline in the German

population. SSP1, by contrast, leads to a very similar
net immigration forecast for Germany as the base-
case scenario. In both of these cases, an increase in
immigration is coupled with a small drop in the pop-
ulation of the country, leading to higher shares of
foreign-born residents.

In short, migration pressures on developed Europe are
likely to persist, possibly at levels higher (in terms of
the number of people) than observed, on average, over
the past decade. These numbers include all forms of
migration, and worker migration accounts for a sig-
nificant share. The migration pressure driven by hu-
manitarian pressure will persist, although it is very dif-
ficult to precisely predict the timing, the source, and
the receiving countries.

4.4 Humanitarian migration policies

The consequences of conflicts or natural catastrophes
for the displacement of people depend on numerous
factors including the type of event, its scale, and loca-
tion. Displaced people may seek help in other parts
of the country, or may ask for asylum in neighbour-
ing or more distant countries. The specific routes tak-
en depend on many factors including age, own re-
sources, established networks and linguistic and po-
litical/cultural ties, as well as the humanitarian migra-
tion policies of potential host countries.

5 There are three other net immigration scenarios which we do not
present here since they lead to very similar results as the base-case
scenario.
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Rules for individuals wanting to enter a country for
humanitarian reasons are very complex, see Box 4.2.
Although the overarching principles are clear and
shared by most countries, there is considerable scope
for differences in interpretation and implementation
of the rules. Conventions define a right to apply for
asylum, but not a state’s obligation to offer protection
to anyone who claims it.

Countries interpret admission criteria for asylum
seekers with varying degrees of stringency. This also
applies across EU countries, despite efforts to define
common asylum and migration policies. There are
cross-country differences in criteria for granting both
temporary protection and permanent asylum.
Moreover, countries have different interpretations of
“safe origin countries” and “third safe countries”, and
different waiting times, rules for family unification etc.
(see e.g. European Union Agency for Fundamental

Rights, 2016).

In particular, there are large differences in processing
times and the share of approved asylum applications
across EU countries (see Figure 4.14). Although vari-
ous reasons may explain some of the observed cross-
country differences, like the composition of the pool of
asylum seekers, these differences are so large that they
may also be seen as an indicator of the different policy
stances across EU countries (Dustmann et al., 2016).

In setting migration rules there is a conflict between
the ethical or humanitarian duty to help human be-
ings in a difficult situation, and the right of citizens of
recipient states to determine who enters their territory.




Box 4.2
Migration rules

Chapter 4

Migration rules are complex. Some forms of migration are covered by international conventions while others are unilaterally
decided upon at the country level. Under EU law, for example, there are 20 different categories of third-country nationals,
each with different rights depending on their links to EU Member States or their need for protection. While the cases of stu-
dents and migrant workers may be relatively simple (see EEAG, 2015 on the rules for worker migration within the EU), the
rules applying to asylum seekers and family unification are detailed and complex.

There is a multilayer structure of migration rules and regulations including UN conventions, the European Social Charter
(ESC) and the European Convention on Human Rights (ECHR) for the 47 member states of the Council of Europe (includ-
ing all 28 EU countries), EU law for the EU member states, and finally national law. This is further complicated by the fact
that not all countries have ratified or acceded to all of the ECHR Protocols; and not all EU member states are bound by all
of the different pieces of EU legislation in the field of asylum, border management and immigration (for an overview see,
for example, European Union Agency for Fundamental Rights, 2016). Moreover, international conventions leave room for
different national interpretations and approaches. This further adds to the complexity of the problem.

The 1951 United Nations Convention (“Geneva Convention”) relating to the Status of Refugees and the 1967 Protocol
(“Refugee Convention”) is the primary framework for international refugee protection. To date, 142 countries have signed
the two. The Geneva Convention defines a refugee as a person who has a:!

“Well-founded fear of being persecuted for reasons of race, religion, nationality, membership of a particular social group or
political opinion, is outside the country of his nationality and is unable or, owing to such fear, is unwilling to avail himself of the
protection of that country, or who, not having a nationality and being outside the country of his former habitual residence as a
result of such events, is unable or, owing to such fear, is unwilling to return to it.”

The convention was originally limited to persons affected by events within Europe, but the 1967 protocol made coverage uni-
versal. Originally, the convention applied to individual persecution, but it is now interpreted to apply more widely to persons
leaving their country due to wars and conflicts, and where the country of origin is unable to provide protection. Today this
is also interpreted to include persons at risk of persecution for reasons of gender and sexual orientation or identification.
The two key parts of the convention are the right to seek asylum and be granted asylum if the conditions are satisfied, and
the principle of non-refoulement. The latter prohibits states from returning a refugee or asylum seeker to territories where
their life or freedom would be threatened, or where they may be subject to inhuman treatment or punishment.

The Geneva Convention does not stipulate the precise criteria that should be used to judge whether a person should be
granted asylum, or the rights of refugees lawfully staying in a country, which leaves scope for differences in interpretation
and implementation. This particularly applies to whether a temporary or permanent permit of residence is granted. For an
overview, see European Union Agency for Fundamental Rights (2016).

The EU asylum acquis comprises intergovernmental agreements, regulations and directives related to asylum in the EU
(although not all EU members are bound by all elements of the asylum acquis). The Common European Asylum System
(CEAS) aims to establish common rules for asylum seekers across EU countries. Main pillars of the system are (i) The
Dublin Regulation stipulating that the country of first arrival is usually responsible for the examination of an asylum re-
quest, (ii) Eurodac fingerprinting database, (iii) The Asylum Procedures Directive aiming at harmonising asylum proce-
dures, (iv) the Qualification Directive aiming at defining common criteria for granting protection and stipulating the rights
of asylum seekers, (v) The Reception Conditions Directive aimed at setting minimum standards for living conditions, and
(vi) the European Asylum Support Office to support cooperation among member states on asylum policy.

Various policy initiatives have been implemented to strengthen EU cooperation on refugee policies. Interestingly, a directive
on “Temporary protection in the event of a mass influx of displaced” was adopted in 2001, but was never implemented. The
main idea was to set up a system that could offer temporary protection in case of mass refugee waves. In response to the
recent refugee wave, the Commission has presented proposals to reform CEAS where the directive is replaced by a regulation
(a regulation is binding for member countries, while a directive is not) to (i) simplify, clarify, and shorten asylum procedures,
(ii) ensure common guarantees for asylum seekers, (iii) tighten rules to combat abuse and (iv) harmonise rules on safe
countries (see European Commission, 2016).

' Article 1A(2).

The latter may become an important issue if large
scale immigration significantly challenges a society
economically and/or culturally. This is clearly a very
difficult issue, since there is no counter-factual and the
argument can be used to defend anti-immigration pol-
icies and stir up populism.

To deter asylum seekers, a country may adopt a slow
and uncertain procedure for handling applications,
granting family unification etc. At the same time, it is
well-established that long and uncertain decision
times are a deterrent to subsequent integration into
society, which also applies to the labour market
(OECD, 2016). There is therefore a trade-off between
deterring entry and promoting the integration of
those granted asylum.

As argued above, it is not always easy to draw a clear
distinction between a refugee and an economic mi-
grant, since there are multiple possible reasons for mi-
gration. Importantly, informational asymmetries exist
between an applicant and asylum administrators. In
designing migration polices one also faces the dilem-
ma that those making it to the border (in case of long-
distance conflicts) are selected among the displaced
people and seldom include those that need protection
the most, i.e. the weakest segment of the population.
A further problem is that, even when asylum applica-
tions are declined, it may not always be straightfor-
ward to return migrants (see Box 4.2).

Refugee policies are a prime example of a policy area
calling for international harmonisation and coopera-

EEAG Report 2017
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tion, not least within the EU. The root problem is a
humanitarian one for which all countries share a re-
sponsibility. Moreover, in an EU context, the burden
should not rest primarily on countries at the EU’s ex-
ternal border and must be equitably shared. This does
not necessarily imply that refugees should be distrib-
uted proportionally across countries, but that there
should be a common admittance policy and clear
principles for sharing the burden. Common admit-
tance criteria make sense since, at least within the
Schengen zone, once a refugee is admitted into one
European country s/he effectively obtains the right to
move to any other member state. Non-cooperative
policies whereby single countries adopt their own poli-
cies in an attempt to lower refugee pressures lead to
negative spill-overs to neighbouring countries, in-
crease the total costs of managing refugee flows and
may cause “rule speculation” or “regulatory arbi-
trage” among prospective refugees.

All of this weighs in favour of a common EU response
to the refugee crisis. However, such a response has
failed to materialise to date. Paradoxically, the EU
adopted a Temporary Protection Directive back in
2001 with harmonised “minimum standards for giving
temporary protection in the event of a mass influx of
displaced persons and on measures promoting a bal-
ance of efforts between Member States in receiving
such persons and bearing the consequences thereof™.¢
This directive is specifically intended to deal with pos-
sible cases of mass arrivals into the EU of foreign na-
tionals who cannot return to their countries, particu-
larly due to a war, violence or human rights violations.
However, the Directive has never been implemented.
While the Directive was prompted by the refugee wave
in the early 1990s following the conflicts in the
Balkans, the consequences of failing to make progress
in this area have become clearly apparent in recent
years.

4.5 Economic impact of migration

The current influx of refugees into Europe has trig-
gered lively discussions about the potential impact of
immigration on the economic welfare, security, and
culture of the host nations. Large-scale immigration
has a dramatic impact on the source countries too.

¢ European Union, “The Directive on Temporary Protection in the
Event of a Mass Influx of Displaced Persons,” Council Directive
2001/55/EC, 20 July 2001, http://eur-lex.europa.eu/legal-content/EN/
TXT/?uri=URISERVY3Al33124.

This section focuses on the economic impact of immi-
gration. It is worth noting that immigration has prom-
inently featured in the European economy for some
time now. According to a recent OECD study (OECD,
2014), migrants account for around 70 percent of the
increase in the workforce in Europe in the past ten
years (in the US the corresponding number is 47 per-
cent). Overall, migrants work both in fast growing and
in declining sectors of the economy, filling important
niches. How much migrants contribute to the host
economy depends, unsurprisingly, on the structure of
the host economy itself, as well as on the migrants’ ed-
ucational level, the ways in which they immigrated
into the country, their knowledge of the language of
the host country and other factors.

In assessing the overall economic effects of migration
it is crucial to distinguish between the different types
of migration. Worker migration driven by differences
in wages and thus productivity allows a potentially
better allocation of resources and is, therefore, a pos-
sible source of welfare gains, although it is associated
with distributional effects that create winners and los-
ers. However, migration also involves entitlement to
social arrangements, which in itself affect the econom-
ic implications, but may also impact migration pat-
terns (see also EEAG, 2015). Admission of migrants
on humanitarian grounds is clearly not motivated by
economic concerns in the first place, but its economic
consequences are, of course, important for the host
countries.

We focus the discussion of the economic impact of
migration primarily on aggregate measures such as
production, the labour market and public finances.
The effects in these three dimensions are closely inter-
related; and a common denominator is the employ-
ment level of immigrants relative to the employment
level of the population in the host country.

4.5.1 Production and income

When discussing the effects of immigration on pro-
duction and income, it is important to distinguish be-
tween effects on levels and on per capita values. If, for
example, the labour force increases due to immigra-
tion, then GDP is likely to increase; but this does not
necessarily imply that GDP per capita will increase.
GDP per capita can be decomposed as average value
added per working hours times average working
hours. The basic accounting principle therefore tells us




that per capita GDP increases in response to immigra-
tion if immigrants either have higher productivity
and/or work more than the population on average.
Over time more complicated and subtle effects may
arise if immigration affects the average productivity
level in society, which clearly depends on the type of
immigrants in question.

This reasoning immediately leads to a general point. It
is difficult to make general statements on the effects of
immigration, since it depends not only on the level but
also on its composition (students, worker migrants,
refugees, family unification etc.). Immigrants who can
bring specialised knowledge and enter the labour mar-
ket directly, clearly have different effects than immi-
grants with low qualifications who have difficulties
finding a job. The heterogeneity implies that the com-
position of a given number of immigrants is crucial to
their economic effects; and it is impossible to make
general unconditional statements on the economic ef-
fects of immigration.

This is also clear from studies that find an ambiguous
link between migration and economic growth. On
one hand, migrants and, especially, high-skilled mi-
grants, can positively impact human capital forma-
tion (less so in the case of refugees from countries
with lower levels of education). On the other hand,
with an increase in the number of people, capital per
worker is mechanically reduced. On the whole,
Boubtane and Dumont (2013) show that for a sample
of 22 OECD countries between 1986 and 2006, the
effect of immigration on economic growth was posi-
tive, but small. Namely, an increase of 50 percent in
net migration of the foreign-born generated less than
one tenth of a percentage-point of variation in pro-
ductivity growth. As this result includes countries
with highly selective skill-based immigration, the cur-
rent influx of refugees is, at best, going to have very
small positive impact on productivity. Miinz et al.
(2006) confirm that the impact of immigration on
growth heavily depends on their labour market per-
formance and is heterogeneous across countries.
Furthermore, they find that immigration has a posi-
tive effect on demography and ageing, but will not
alone resolve the financial challenges associated with
ageing. They also find evidence that immigration has
a small, but positive impact on the trade relations be-
tween migrants’ countries of origin and host coun-
tries. This is demonstrated, in particular, in the case
of the UK and Spain. The remittances represent a
drain on the balance of payments for the host coun-

tries, but they may support the EU’s export of goods
in source countries too.

The above refers to the structural effects of immigra-
tion. In the short run, an influx of immigrants may
induce a more expansionary fiscal policy. Many
European countries have increased public spending in
order to process asylum applications and secure con-
ditions for the stay of refugees while their applications
are decided upon. Both the EU and European nation-
al governments also provide some support to coun-
tries of origin, as well as to those countries through
which refugees pass.

The OECD reports that Germany has projected an
additional 0.5 percent of GDP per annum of public
spending in 2016 and 2017 in order to meet the initial
needs of the asylum seekers and to integrate them into
the labour market (OECD, 2015). Austria allocated
them 0.3 percent and Sweden 0.9 percent of their
GDP in 2016. The Turkish government has provided
aid to Syrian refugees in Turkey since 2011, which was
worth the equivalent of 0.8 percent of GDP in 2014.

In the short run, additional public spending is likely to
act as a demand stimulus, especially in countries like
Germany, Sweden and Austria, which have the largest
refugee populations. In 2016 and 2017, the additional
spending could boost aggregate demand in the
European economy by about 0.1 to 0.2 percent of
GDP (this is an estimate that appears both in OECD
and IMF reports).

4.5.2 Labour market

The labour market aspects of immigrants are essen-
tial. The ability to be self-supporting is in itself of im-
portance, but it is also crucial for integration into the
society at large, besides its obvious economic im-
plications.

The likelihood of immigrants finding employment
clearly depends on both labour market structures and
institutions, as well as on the personal attributes of the
immigrant including their education, skills, experi-
ence, language proficiency etc. Moreover, norms and
gender roles may play a role when families from cul-
tures where the man holds the breadwinner role enter
countries with a different gender balance, and where
the labour market participation rates of women are on
par with those of men.

Chapter 4
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The fact that most countries have more flexible immi-
gration rules for highly-skilled individuals clearly re-
flects their interest in attracting such types of labour.
Highly-skilled people can integrate into the labour
market more easily. Humanitarian immigrants, on the
other hand, often come from low-income countries
and therefore tend to be less educated than the popu-
lation in the host country. In this way, large numbers
of refugees tend to increase supply of low/less-skilled
labour. Labour market institutions and structures in-
fluence how this affects employment and wages. In la-
bour markets with relatively high minimum wages in
particular, it may be difficult for immigrants to find
jobs, while in others with a more flexible wage setting,
job-finding is relatively easier, but at the risk of be-
coming the working-poor. In addition, there are issues
in relation to recognition of skills and possible dis-
crimination in the job application process.

The difference in employment levels for migrants are
illustrated in Figure 4.15, which shows employment
rates for men and women for natives and migrants
from EU-15 countries and outside the EU-28 coun-
tries. Firstly, the employment rate for migrants from
EU-15 countries is on par with that of the native pop-
ulation in most countries, reflecting the fact that these
migrants are predominantly worker migrants.
Secondly, for migrants from outside EU-28 employ-
ment rates are generally lower, especially for women,
than for natives; reflecting the fact that a significant
share of those immigrants enter due to asylum and
family unification. At the same time, the differences
across countries are also large, reflecting both differ-
ent labour market structures and differences in the

composition of immigrants. The aggregate numbers

reported in Figure 4.15 conceal differences depending
on the reason for residence (work or refugee) and their
country of origin. Employment rates among refugees
are lower than those among natives in all EU coun-
tries, and the gap is particular large for women, al-
though it tends to decrease with the duration of the
residence period (see e.g. Dumont et al., 2016).

The labour market challenges and tensions created by
immigration are intimately related to the increase in
the supply of low-skilled labour. Globalisation and
technological changes are known to create so-called
skill-biased changes, implying that demand for low/
less skilled labour is declining in high-income coun-
tries. In response to this, countries focus on improving
the skill level of the work-force, to support high em-
ployment and an acceptable wage distribution — the
race between technology and education. The tension
from immigration thus arises from the fact that it
tends to reinforce the skill-bias problem by increasing
the supply of low/less skilled labour. This challenges
labour market policies. It is also a source of social ten-
sion, since groups already under pressure find that
they carry a disproportionally large share of the ad-
justment burden in terms of further pressure on job
possibilities and wages, which in turn gives rise to the
sentiment that: “they are taking away our jobs™.

Considering in more detail the issue of labour market
entry of immigrants, the speed and quality of integra-
tion of refugees into the labour market of the host
country is important for both the short and the longer-
term costs of the refugee influx. Significant factors are
labour market options for asylum seekers while their
applications are being processed, and should they re-

ceive a positive response to their

Figure 4.15 asylum claim. Annex I on p. 41 of
Employment rates in EU-15 countries the recent IMF report on the refu-
depending on country of birth, 2015 gee crisis in Europe (see IMF,
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Source: Eurostat and EEAG calculations.

renewed every six months. Im-




portantly, no restrictions are posed when searching for
employment. In Germany, a work permit may be re-
ceived three months after registering as a refugee.
However, employers must prove that they were not able
to find qualified German nationals, EU citizens or rec-
ognised refugees to fill the position in question. This is
a serious barrier to early legal entry to the labour mar-
ket in the application process. It has to be noted that
this restriction does not apply to professions with la-
bour shortages and it is waved after 15 months of resi-
dence. In the UK, the policy towards the labour rights
of refugees is even more restrictive than in Germany.
Namely, a work permit can only be obtained after one
year and only in areas where labour bottlenecks exist.

Obviously, it is not enough to allow refugees to work.
It is important that they in fact have those skills
needed in the host economy and that businesses have
incentives to hire them. One of the key problems is
the lack of knowledge of the host country’s language
and/or the lack of appropriate training. Providing
language and professional training for genuine refu-
gees is clearly an important task of a host govern-
ment. Let us compare the four countries cited above
once again. Schooling of refugee children is compul-
sory up to the age of 15 in Germany and up to the
age of 16 in Italy, Sweden, and the UK. In Sweden,
children between 16 and 19 years of age often have to
attend a preparatory course in Swedish and other
core subjects before they can receive vocational
training.

It is hard to estimate the skill structure of the current
wave of refugees. One way to get a very approximate
handle on it is to look at the percent of people that are

Figure 4.16

Total enrolment in tertiary education for
selected host and source countries, 20132
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enrolled into tertiary education in countries from
which many of the current refugees originate.

According to this criterion, Iranians and Syrians are
the most educated among the sample countries, while
the least educated, on average, are likely to be refugees
from Afghanistan and Eritrea. Of course, a person’s
level of education is an individual characteristic.
However, Figure 4.16 can, together with the national
composition of the refugee population, provide at
least a clue as to how well current refugees might inte-
grate into a host economy.

Even if legal constraints for early employment are
eliminated, important impediments for hiring low
skilled refugees remain such as high entry wages and
other entry barriers. Apart from lifting formal restric-
tions on working during the asylum process, it may,
therefore, also be helpful to introduce some measures
that provide incentives to hire refugees. Such measures
could include wage subsidies to private employers or a
temporary exemption of payment of the minimum or
entry wages (see Sinn, 2015 and IMF, 2016b). It is im-
portant that welfare benefits for refugees are not such
as to discourage them from actively searching for a
job. Allowing those asylum seekers that found a job to
switch their status to an economic migrant (as, for ex-
ample, is the case in Sweden) may provide a good in-
centive for such individuals to look for work, instead
of relying on welfare benefits.

One important worry is that the large influx of immi-
grants will invariably pool down the wages of the na-
tive workers. Several studies have addressed this issue
in the past. Kerr and Kerr (2011) survey a large body
of the empirical literature on the
topic of the labour impact of im-
migration (see also EEAG,
2015). As expected, they find
that immigrants in Europe, at en-
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secondary school. Tertiary education is defined as ISCED 5 to 8. Countries that feature prominently in the refugee
population in Europe in 2015 are included. We use data for 2013 and, if unavailable, the latest available data point.
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try, have lower employment rates
and lower wages than natives.
These differences diminish over
the duration of an immigrant’s
stay in the host country, but do
not entirely disappear. On the
other hand, they also find that

3.76 556 immigrants, on aggregate, have a

small effect on labour market op-
Ertrea portunities for natives, with the
exception of less-educated na-

tives and, especially, former im-
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migrants. This is consistent with the findings of many
other authors.

Sinn (2015) argues that the current flow of refugees
into Germany is likely to have an adverse effect on
people with lower education and on former immi-
grants. On the other hand, it could be beneficial to
high-skilled workers who may benefit from a reduc-
tion in costs for many services that can be performed
by the new immigrants. This is similar to the US ex-
perience: there, a large flow of workers from south
of the border is keeping wage pressures down in
farming and several other industries. It is worth not-
ing that in the US, businesses often use undocu-
mented immigrants in order to further lower their
labour costs. The same situation was observed in
Greece in the late 1990s and early 2000s, where ille-
gal Albanian immigrants mostly filled cheap labour
demand (see Cholezas and Tsakloglou, 2008).
Previously outlined measures should help to prevent
the widespread use of refugees in an informal econ-
omy in Europe.

Del Carpio and Wagner (2015) study the effects of
Syrian refugees on the Turkish labour market.
Currently there are around 2.5 million Syrian refu-
gees in Turkey. The study combines newly available
data on the distribution of Syrian refugees across
Turkey and from the Turkish Labour Force Survey to
assess the impact of refugees on the labour market.
Just like Albanians in the early 2000s in Greece, to-
day’s Syrian refugees are predominantly working in
the informal economy. The arrival of refugees has led
to a large scale displacement of natives from the in-
formal sector. On the whole, women and poorly-edu-
cated men have experienced net displacement from
the market. At the same time, formal employment for
natives has been growing (mostly for those that have
not completed a high school education and mostly
for men).

Manacorda et al. (2012) show that over the past
30 years in the UK a significant increase in immi-
gration of more educated workers has significantly
raised the supply of qualified labour. Instead of im-
pacting the wages of educated natives, however, this
increase in educated immigration has primarily
negatively impacted the wages of former immi-
grants, and in particular those that have a university
degree. The authors therefore argue that native and
foreign skilled workers are not perfect substitutes in
the UK.
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Similarly, Miinz et al. (2006) find that while the effect
of immigration on wages across Europe is on average
slightly negative, the effect is quite small. The authors
note heterogeneity in Europe with respect to the ef-
fects of immigration on wages. In Greece, Italy, Spain,
and the UK the effect was either non-existent or
slightly positive. In these countries immigrants filled
certain market niches that native workers previously
would not or could not fill. On the other hand, in
Germany prior to labour market deregulation, pres-
sure from immigration had a more negative impact,
especially on construction jobs. Overall, they find that
labour market efficiency has improved as a result of
immigration.

Thus, as we can see, a large new supply of immigrant
workers may have different effects on different seg-
ments of the labour market. The overall impact, how-
ever, is not likely to be very large. Taking into the ac-
count current restrictions on market entry by asylum
seekers, the OECD forecasts that by the end of 2016,
the cumulative number of new entrants into the la-
bour market for all countries of the European
Economic Area and Switzerland should not be higher
than 1 million people, or around 0.4 percent of the to-
tal labour force as a result of the refugee influx in
2014-2016 (OECD, 2015). The figure for Germany
should be less than 400,000, or around 1 percent of
the total labour force. Thus, the effects on host coun-
try labour markets should build up slowly over time,
as refugees become better integrated and if and when
they are allowed to reunite with their families.

4.5.3 Public finances

The public finance implications of immigration are
intimately related to the employment performance of
immigrants for the basic reason that individuals in
employment contribute more taxes, while those who
are not employed are often entitled to some form of
public support. In all countries, public finances are
therefore very sensitive to the employment level as a
result, with larger sensitivities in countries with more
extended welfare arrangements. In short, if employ-
ment levels among immigrants are above average, it
tends to improve public finances and vice versa (see,
for example, Liebig and Mo, 2013 and Hansen et al.,
2016).

A commonly made argument is that since immigrants
are more frequently excluded from the labour force or




unemployed than natives, they spend more time on
welfare and other forms of social assistance.” This as-
sumption is not exactly confirmed by empirical stud-
ies. Kerr and Kerr (2011) show that welfare depend-
ence is more likely upon arrival, but that, overall, the
fiscal impact of immigration is very small. Large dif-
ferences exist across migrant groups in the costs and
benefits that they cause for a host country. The net im-
pact depends heavily on the migrant’s age, education,
and duration of stay. On average, immigrants appear
to make a minor positive net contribution to the host
countries’ public finance systems. Miinz et al. (2006)
find that countries that provide quicker access to work
or otherwise have a higher share of economic migra-
tion (such as the UK, Italy, Greece, Portugal, and
Spain) experience a positive fiscal contribution by im-
migrants. By contrast, when immigration flows are
dominated by asylum seekers (who are permitted to
work only under restrictive conditions) and families
reuniting (as in the case of Denmark and Sweden), im-
migrants depend more on welfare payments than na-
tives. The authors find that discrimination and inade-
quate access to schooling and training may make mat-
ters worse. One should be mindful of the potential
problems with the current wave of refugees and do the
utmost to integrate legitimate refugees into the labour
market as quickly as possible. More recently, Liebig
and Mo (2013) find that the impact on public finances
of the cumulative waves of immigrants that arrived
over the past 50 years in OECD countries is on aver-
age close to zero, and rarely exceeds 0.5 percent of
GDP in either positive or negative direction. The
highest positive impact is in Switzerland and Luxem-
bourg, where immigrants provide an estimated net
benefit of about 2 percent of GDP. These estimates
are based on the historic levels and compositions of
migration flows. The effects of changes in particular
migration groups can be very different from the his-
toric averages. Therefore, it is probably not too mean-
ingful to make general unconditional statements on
how public finances are affected by migration.

The German government estimates that each refugee
will cost the state around 12,000 euros per year.
However, the total costs facing Germany and other
EU countries will depend substantially upon factors

7 Tt has been debated whether generous welfare arrangements are a
magnet attracting immigrants that would benefit from the welfare sys-
tem. The evidence in support of this hypothesis is not strong (see
Pedersen et al., 2008 and Giulietti et al., 2013). There is some indica-
tion of “welfare magnet” effects between the “old” and “new” EU
member states (see De Giorgi and Pellizzari, 2013), but not much in-
fluencing EU migration flows (Skupnik, 2014). However, irrespective
of the driver underlying migration, the public finance consequences
depend on whether the immigrants find employment.

that are largely under the control of the state. Namely,
a speedy resolution of asylum claims and early inte-
gration of refugees into the labour market would both
reduce costs and help diffuse the building-up of social
pressure.

The speedy resolution of claims would involve, in
part, rejection of unfounded asylum claims from all
countries that are currently not in war zones and can,
therefore, be deemed safe. In order to protect people
who are under genuine threat, it is important that the
state conserves limited human and material resources.
The best way to do this is to strongly discourage
would-be economic migrants who disguise themselves
as refugees. Such asylum applications should be
quickly rejected. Furthermore, people making such
claims should be speedily repatriated. This would go a
long way towards discouraging an uncontrollable in-
crease in asylum claims. In 2014 and early 2015, a
large number of would-be economic migrants from
the Western Balkans (mostly Roma and Albanians)
applied for asylum protection in Germany, Sweden
and some other EU countries. Designating countries
of the Western Balkans as “safe countries of origin”
quickly and dramatically reduced incentives for “asy-
lum tourism” from these countries in 2016. Given the
common border between the Schengen countries, it is
critical that these measures (and some others, as we
shall discuss in the next section) are coordinated
among countries to rule out “regulatory arbitrage”, or
the exploitation of weaknesses in some countries’ reg-
ulations. Having said this, EU countries should pro-
vide an outlet for people who are looking for jobs to
apply for economic migration visas through managed
migration programmes. Such programmes would
match the skills that immigrants possess with unmet
needs in host countries.

4.6 Key challenges and potential policy responses

Immigration pressure on Europe is likely to persist in
the foreseeable future. While the level of future immi-
gration is highly uncertain, the underlying drivers are
going to be present, which in turn raises a number of
questions concerning migration policies. Migration
takes many forms. The following primarily discusses
the policy options related to refugees and family
unification.

In the past year, the refugee crisis has taken centre
stage in the public debate in Europe, putting politi-
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cians under mounting pressure to take action. In the
wake of a dramatic raise in populism this is under-
standable. However, it is important to act wisely and
to take into account the long-term consequences of
potential policy responses. First of all, it is critical to
avoid moves that would worsen the crises in already
destabilised countries, or create new “hot spots”. In
addition, one should act preventively and help, as far
as possible, afflicted and potentially afflicted countries
to develop their economies, thus reducing the incen-
tives for people to emigrate. The key is to enable trade
and investments with these countries. Another com-
plementary measure would be to focus more of the de-
velopment aid efforts on improving training and
education.

Such general considerations are important, but do not
make more specific refugee policies redundant. On the
contrary, while migration pressures have recently
somewhat diminished (among other reasons, due to
the EU’s arrangement with Turkey), this may not be a
permanent situation. There is therefore an urgent need
to develop a coherent policy response.

Refugee policy is a clear case for European policy co-
operation. The ultimate objective is humanitarian,
namely to help people displaced by wars, conflicts or
natural catastrophes. For a European response to be
viable in the long run, the burden should be appor-
tioned equitably among countries. This can only be
achieved if states cooperate. At present, however,
European policy is characterised by a shift towards a
non-cooperative approach whereby countries take dif-
ferent routes in an attempt to reduce the inflow of
migrants.

The break-down of the European humanitarian mi-
gration system is no surprise, since it has never been
fully developed (see Box 4.2). A core element is the
Dublin regulation whereby the responsibility of exam-
ining asylum applications rests on the member coun-
try of an immigrant’s first entry into the EU. Without
any sharing mechanism, this system is bound to break
down in the case of mass migration, since it places an
excessive burden on the border countries. The oppo-
site situation with elaborate sharing mechanisms in-
volving all EU countries, and having individual coun-
tries determining who is admitted in, reduces the in-
centives of border countries to control entry.
Furthermore, once a person is admitted into one
Schengen country, s/he can move, eventually, to other
European countries. Thus, individual country deci-
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sions to admit refugees may create a negative external-
ity for others. For this reason, there needs to be devel-
oped a system with a common set of admission rules
and criteria determining when asylum is granted (in-
cluding safe-third countries), as well as a time-consist-
ent sharing rule determining how the burden related
to hosting the asylum seekers is allocated across
countries.

In trying to come up with a workable system two key
factors have to be recognised, although they may ini-
tially seem unacceptable to some on humanitarian
grounds. Firstly, the current system has a tendency to
foster illegal immigration. Secondly, migrants are
driven by different motivations, and there is an impor-
tant, but difficult issue of distinguishing between
those who have a legitimate reason to apply for an asy-
lum from those who use this option as a way to immi-
grate into Europe, but are not facing pressing humani-
tarian need.

According to the Geneva Convention, a refugee has to
enter the territory of a country in order to apply for an
asylum. As a result, most refugees rely on irregular
migration channels in order to reach the country
where they want to apply for asylum. This makes a
strong argument for developing designated asylum ap-
plication centres in countries outside of the EU and
close to (but outside of) the conflict zones. This would
reduce the incentives for refugees to resort to hazard-
ous migration channels in order to reach destination
countries, thus lowering both human and financial
costs for refugees. The approach is also attractive be-
cause it would significantly rein in the uncontrollable
influx of people into the EU. However, it is demand-
ing in terms of the required resources, and presuppos-
es broad cooperation both within the EU, as well as
with those countries that host such centres.

Furthermore, the EU countries would also need to co-
ordinate their actions regarding the refugee problem
with those countries surrounding the EU. A close co-
ordination with the Western Balkan countries is al-
ready established and should be further deepened.
Some of these countries have done a lot to cooperate
with the EU in handling the refugee crisis. The region
should also be encouraged to cooperate internally
and, eventually, as it progresses economically and po-
litically, it should be integrated into the EU. This
would establish a contiguous, well-defined border of
the European Union that would be easier to protect
than is currently the case.




An especially sensitive problem is how to deal with
Turkey. Currently, Turkey is home to over 60 percent
of all Syrian refugees. The agreement with the EU im-
plies that Turkish citizens should obtain the right of
visa-free travel into the EU. In principle, this is a good
idea given that Turkey is a fast growing economy with
a large number of highly qualified individuals. Thus,
engaging Turkey and cooperating with it has no rea-
sonable alternative. On the other hand, it is not wise to
fully lift visa requirements for Turkish citizens without
a marked improvement in the respect of human rights
in that country. Otherwise, a visa-free travel agreement
with Turkey is likely to create fresh waves of refugees
into the EU, this time out of Turkey.

While it may, at first, seem to conflict with humanitar-
ian aims, an effective sorting of individuals seeking a
refugee status is crucial to the long-term functioning
of the system. It is necessary to recognise that refugee
waves triggered by conflicts and wars often bring oth-
er migrants along, who are not fulfilling the criteria
for asylum, but are escaping severe poverty, for exam-
ple. Such sorting requires clearly defined rules applied
equally by all European countries. The present situa-
tion with unclear and disparate rules and procedures
across EU countries create “regulatory arbitrage” op-
portunities, which do not improve the situation, to say
the least.

One important risk is “The Bubble Effect”. Recall the
late 1990s and the so-called dotcom bubble. Driven by
the desire for fast profits, media frenzy, and the
Clinton administration’s talk of a “New Economy”
not based on economic fundamentals, people started
to believe that the prices of dot.com companies would
increase forever. As a result, a large share of the popu-
lation thought that one should either create an inter-
net start-up or, at the very least, buy shares in such
companies in order not to be left behind. In a self-ful-
filling prophecy, the share prices of internet compa-
nies skyrocketed. For the bubble to inflate, people had
to stop making rational decisions and start taking
huge, unwarranted, financial risks just because every-
one else around them was doing it. Allen Greenspan,
former Chairman of FED, warned about “Irrational
Exuberance” in 1998, but failed to burst the bubble.
One serious danger is that something similar could
happen with the refugee situation in Europe if expec-
tations are not properly managed.

When a fraction of people from war-torn countries in
or close to Europe apply for asylum in Europe, the

continent can handle the situation. It has shown this
on numerous occasions, including the wars in the for-
mer Yugoslavia. Offering shelter is both a humane
and a rational act. It is equally as rational for the af-
fected people to look for help. More recently, howev-
er, especially after Angela Merkel’s “Wir schaffen
das” (English: we can do this) statement, expectations
started to form that there would be virtually no limits
to Germany’s (and, by extension, to Europe’s) ab-
sorption capacity for refugees. This, in turn, attracted
a large number of people who were not directly im-
pacted by the conflicts to apply for an asylum. A bub-
ble of sorts started to form. To an increasing number
of people, it seemed that they needed to emigrate now
in order not to miss out on the opportunity. By doing
so, they have been willing to take enormous, often
completely unwarranted, risks. It is important that
European leaders clearly manage such expectations
and burst the bubble. This requires clear and trans-
parent rules for when asylum is granted, and common
criteria for safe countries where people are not under
imminent threat. Such policies may sound insensitive
to some, but they would actually save many lives that
may be seriously jeopardised otherwise. The example
of the Western Balkans shows that this approach can
work.

It can only be successful, however, if those who are
not genuine asylum seekers are effectively excluded
from the asylum system. In addition to the previously
described bursting of the “refugee bubble”, the rules
across Europe on illegal border crossings or travelling
without a passport and, especially on human traffick-
ing should be seriously tightened. This is paramount
in order to fight organised crime and the possible infil-
tration of terrorists alongside genuine victims of wars.
National European police forces should closely coop-
erate with each other. Simply put, Europe should pro-
tect its borders.

Developing a workable sharing system among EU
countries raises difficult questions. More specifically,
refugees may wish to go to a particular country, but
that country may not wish to host them. If the number
of asylum seekers is below national absorption capac-
ity, this does not create a major problem. However,
this may no longer hold true in periods of a massive
refugee influx. Thus, it is reasonable for countries to
have some upper limit on the intake of refugees. In
fact, countries may have an incentive to set that limit
at such a low level so as to shift the burden to other
countries.
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One possible solution to this is that all EU countries
contribute to a joint “refugee fund” (computed based
on, say, relative GDP). The size of the fund would de-
pend on the total number of refugees admitted into
the EU under jointly established criteria. In this sys-
tem, refugees would propose, say, three countries to
which they would consider relocating (in the order of
preference). Countries accepting them would then be
compensated from that fund. The idea is to come up,
as far as possible, with an incentive-compatible alloca-
tion rule. Such a scheme would maintain the right of
member countries to determine inflows of asylum
seekers, while ensuring that they do not free ride on
the common policy. It is worth highlighting that the
EU settlement agreement in 2015 was deficient in that
respect. Namely, not only did some countries not want
to accept refugees, but refugees also did not want to go
to these countries in some cases. Furthermore, one
should bear in mind that, as long as Schengen agree-
ment stays in place, allocating refugees to a particular
country does not mean that they will stay there if they
do not want to.

We focus on a possible set of solutions to the refugee
crisis that can be termed as a “More Europe” ap-
proach. If no coordination proves possible, one ar-
rives at another solution that could be termed the
“Less Europe” approach. In the latter case, European
countries may attempt to defend their own borders,
often disregarding the welfare of others (this is par-
tially already happening). This is an inferior solution
as it is costly, and it will probably lead to the eventual
break-up of the Schengen Treaty, one of the EU’s key
achievements to date. In addition, it may result in vari-
ous types of misunderstandings and conflicts between
European countries. The main obstacles to establish-
ing a cooperative solution are political in nature.
Namely, many countries are taking an opportunistic
approach by pursuing narrowly defined short term na-
tional interests, although that may make things tough-
er for everyone in the long run.
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