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Abstract

This paper tries to give a meaning to the empty concept of
subsidiarity. It scrutinizes various kinds of government
activity regarding the optimal layer of government in Europe
on which these activities should be performed. The paper
criticises Europe’s industrial policies and its protectionism,
and it points to European wide public-goods and
redistribution problems which make centralized government
actions a matter of necessity. The paper's main emphasis is
on an implication of the four liberties (free migration of
goods, capital, labour, services). It is argued that these
liberties will induce a fierce process of fiscal competition in
which an inverse redistribution from the poor to the rich will
emerge, where consumer protection becomes eroded and
environmental standards are overdrawn.
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EUROPE AT THE CROSSROADS

This is Europe’s hour. Western Europe’s prosperity and democratic achievements have
overcome communist ideology and have contributed to the fall of the Russian empire. The
iron curtain that went right through the European heartlands has been removed, market
economies have been established in the East, and it has finally proved possible for Eastern
Europe to leave the road to serfdom. Despite some set backs, European development is still
going forward with breathtaking speed. On January lst, 1993, the barriers between the
West European states were physically lifted and the four basic economic liberties were
granted: goods, services, capital, and labor can now migrate between the countries without
major legal obstacles. In the years to come the Community will widen and deepen at the
same time, and by the year 2000 a common European currency will be used. Much to the
concern of the United States of America, the united states of Europe will become a political
power that follows its own goals and pursues its own interests.

Centralization of decision making and expansion of the community budget
will be instrumental to this development. The same process that took place within the
nation states in the last century and the beginning of this century, the process that Popitz
(1927), Wagner (1876), Peacock/Wiseman (1961) and Timm (1961) discussed in their
fascinating essays, will happen once again on the European level. There will be European
taxes, international fiscal sharing rules, central public expenditures, more powerful
European institutions and, eventually, a European federal state with a common European
government. Since it is unlikely that the process will come to a halt, the question is no
longer whether or not European unification will take place. The question now is rather how
will it take place, and what functions the new layer of government should perform. How
much Europe and what kind of Europe do we need?

At this stage, the European countries have to make the choices (and indeed,
with the Maastricht treaty, they have already made some of them). Will Europe become a

trade fortress whose main functions are to protect itself from foreign competitors and to



serve the industrial pressure groups that have made their way to Brussels? Will it be a
means to extending planification beyond the boundaries of France and thus undermine the
working of the market mechanism? Or will the new Europe be one that serves the
preferences of the people and performs central economic functions that cannot meaningfully
be taken over by the single nation states?

The fears that the wrong choices might be made were strong among some of
the parties that negotiated the Maastricht compromise, including Denmark, the United
Kingdom and Germany. To calm these fears, the subsidiarity principle was introduced into
the contract (for reasons of etiquette President Mitterand was allowed to make the
proposal). Only those issues that cannot reasonably well be handled at lower levels of
government are to be decided at the Community level. All others are to stay under the
competence of the states, provinces and municipalities that currently oversee them. The
main function of the subsidiarity principle is that it places the burden of proof on those
who want more centralization. However, apart from that it is empty and meaningless. It
does not say anything about which of the government’s functions should be centralized and
which should be kept with lower levels of government.

To date, the political discussion of Europe’s future suffers from a surprising
lack of foundation in terms of economic theory. The contributions include long
philosophical debates about normative legal principles; they make use of superficial
analogies between the competition of firms and the competition of systems; or they
concentrate on very practical implications for the distribution of resources among the
countries involved. However, the straightforward theory of fiscal federalism, which has
been well developed in a vast body of literature, has been largely neglected. This paper
tries to help fill the gap. It tries to see Europe’s development through the glasses of
economic theory and to help draw the borderline between activities that should be shifted
to the Community level and those that can be left within the nation states. The paper will
first criticize current developments in Europe and clarify which of these should be

categorized as policy failures. It will then sketch the obvious reasons for centralization.
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Thirdly, and most imi:orta.ntly, it will discuss the implications for centralization that result
from the four basic liberties on which Europe has irrevocably agreed.

The paper will not discuss the issue of currency union, because an extensive
literature on this subject already exists. Despite the excessive public interest, the currency
union may not be crucial for the true living conditions in Europe twenty years from now.
Abandoning the Deutschmark is the political price Germany has to pay for its internal
unification, and it is a straightforward step towards a European integration. However,
there are other issues that may turn out to be more important for the future of Europe, and

these issues are the topic of this paper.
WHERE EUROPE MAY FAIL

Corporate Europe

Many of the EC’s policies cannot easily be understood in terms of economic efficiency
arguments, but can be explained by the democratic power vacuum and lack of political
control that characterizes the EC decision centers. It is true that the EC Commission has
been elected by the governments and thereby, implicitly, it has a democratic legitimation.
However, the European Parliament has very limited rights of control over the
Commission’s activities. It has not even been granted the right of the purse, the most
important power a parliament normally has.

It is not surprising that the democratic power vacuum has been filled by
industry lobbies. Brussels has developed a complex and uncontrolled bureaucracy that has
attracted rent seekers from all community states. In line with Olson’s (1965) theory, these
rent seekers are producer rather than consumer lobbies. Due to their smaller numbers,
producers typically are better organized than consumers. They determine the tone of the
political discussion in the EC, and they create an equilibrium of pressure for the
Commission that makes it difficult for this body to take consumer interests adequately into

account.



Unfortunately, there is the risk that a corporate Europe might develop in
which the European citizens have little to say and the major policy decisions are
formulated behind closed doors in the inner circles of top ranking politicians and corporate
managers. The corporate interests may occasionally lead to wise decisions that are
compatible with the public interest, but all too often they do not. The strengthening of the
European Parliament is an essential step in filling the power vacuum with legitimate
interests and in ensuring that the policy of the European Community serves the will of the

peoples of Europe.

Industrial Policy

Industrial policy is one of to the most frequently criticized aspects of the Community’s
activities and it is one of the most obvious signs of the bias towards producer interests. The
Single European Act (Sec. IV) explicitly allowed the Community to subsidize industries in
a number of cases, and the European Union Treaty (art. 130 n.) has added a new
dimension to this by emphasizing the community’s role in supporting new technological
developments. The official documents pay lip service to the idea that all of this is supposed
to support unbiased competition and stimulate structural change. However, it is fairly clear
to any critical economist that there is little chance that this will be the case.

In the past, most of the Community’s funds for supporting industry went
into activities like agriculture, textile production, coal mining, steel production or ship
building. They supported declining industries and areas and, if anything, have slowed down
the speed of structural change. In the future, according to EC commissioner Pandolfi,
things like microelectronics, flat screen technologies and genetic engeneering will be
included in the Community’s subsidy program. It is true that this sounds a little better,
however even here it is hard to see how government intervention could improve the market
allocation. If these activities promise high profits, there is every reason for private capital
to risk an engagement. And if they do not, it would be a social waste for the Community to

use its resources, unless we believe that the Brussels bureaucrats have a better knowledge



of what the good investment chances are than the investors themselves.

One argument in favor of a new and more aggressive industrial policy is the
presence of community wide externalities from innovative production and incentives. The
J a.pé.nese MITI is often cited in this regard as an example of a successful encouragement of
promising enterprises. Although the externality argument has some merits, it seems to
overlook the fact that there is a market for patents and licenses. In principle, this market
should be able to create strong incentives for private research and imnovation, and it is
unclear whether a bureaucratic intervention by the EC will really be able to compensate for
the remaining externalities. Also, MITI’s role is very ambiguous. The high subsidization of
Japanese exports has provided the world with cheap consumer electronics, cars and other
industrial products. It has thus increased world welfare. Whether this activity has also
contributed to Japanese welfare is open to doubt. The Japanese export industry has
withdrawn scarce resources from domestic sectors like services and conmstruction, and it
may have contributed to the astonishingly poor living standard of the typical Japanese
household relative to countries with a similar level of GDP per capita. The European MITI
which some commissioners seem to have in mind may likewise not contribute to economic

welfare.

Protectionism

A second example of evident policy failure is Europe’s trade policy. The Treaty on the
European Union emphasizes the goal of internal trade liberalization (art. 3). Neither tariffs
nor quantity controls will be allowed between the European countries. However, the treaty
is silent about the liberalization of world trade and it even calls explicitly for a common
European trade policy (art. 3 b) and for measures to support the competitiveness of
European industries (art. 3 1). This is very much in the tradition of the previous EC trade
policy. Internal trade liberalization was possible because it was seen as reciprocity between
the nations’ leading industrial interests: if you allow us to serve your customers, we will be

equally generous and open our borders to your products. Agreements to keep foreign



suppliers out of the European markets followed from the same logic and were easily
reached: Europe’s markets belong to European firms, and unless similar transcontinental
agreements can be reached, foreigners are to be kept out of these markets!

The policy failure is obvious if seen from the viewpoint of consumer
sovereignty. If the EC really had been interested in the well-being of its citizens the
reciprocity should have been the other way around: if you allow us to buy your products we
will allow you to buy ours. According to this logic the EC would have deliberately opened
its markets to foreign suppliers, and there would have been no agricultural policy, no
quotas on Japanese cars and no ban on dollar bananas. Clearly such views have never
played any role in Brussels, the rent seeking center of Europe.

European trade policy has been a major impediment to the development of
the international division of labor. In particular, it has imposed an intolerable burden on
the economies of developing countries which are not allowed to buy Europe’s technological
products in exchange for agricultural goods in which they have a competitive lead. The
burden may be significant. According to a study by Whalley (1984), the OECD countries’
trade barriers impose a welfare loss on the less developed countries that exceeds the volume
of the official development aid they receive. Certainly, the European Community is no
exception to this rule.

Recently a similarly inefficient policy has been formulated vis a4 vis the
countries of the former Soviet Empire. The European Community defined a set of so—called
sensitive sectors where imports from the East are deemed to hurt EC producers and where,
therefore, quantitative trade restrictions are to be imposed. (See Rollo and Smith 1993 for
a discussion.) The products comprise ores and metals; chemicals; textiles, clothing, leather,
footwear; agriculture; and food processing; and they are the only ones in which the Eastern
countries might have some comparative advantage. Apart from the fact that this policy
risks a serious backlash in the political liberalization of the East, it risks hurting the EC
itself. While there are circumstances in which import tariffs may create an overall welfare

gain for a large importing country, mere quantity constraints on imports are likely to be



detrimental. Quantity constrainis on imports create big losses for the consumers that
cannot be outweighed by the profits for the competing domestic producers.! Nevertheless
the mechanisms of corporate Europe ensure that they are being introduced in the European
Community. Consumer losses do not count, only producer profits matter.

It is true that modern trade theory offers a few reasons why protectionist
measures may be profitable after all. The infant industry (e.g. Clemhout and Wan 1970) or
the strategic trade policy arguments (Brander and Spencer 1985) must be mentioned here.
However, the protected European industries — the sensitive sectors — are adult if not senile
industries, and the Eastern firms are certainly not large enough, and there are too many of
them, to be able to behave like oligopolistic players that can be outmanoeuvred by
Stackelberg leadership strategies induced by European trade policy measures. The Eastern
countries are just the competitive fringe of Europe's gigantic market, and rent shifting

arguments are not applicable.

Social Dumping
One of the major concerns of the EC has been the erosion of social standards in a more
competitive Europe. In 1987 the countries of the European Community passed the Social
Charter defining a set of minimum social standards, and in the Treaty on the European
Union (art. 117 — 129) they added a large variety of detailed measures aimed at
harmonizing health conditions, safety standards, social security systems, cultural
conditions and the like. The EC has opened a battle against the social dumping which it is
feared free trade will bring about.

The fear of social dumping has two dimensions. One refers to the increased
difficulties of carrying out redistributive policies via the government budget if the factors of
production are internationally mobile. This dimension will be discussed below, and we will

see that these fears are well founded and legitimate.

iThe statement would have to be qualified if EC importers rather than Eastern exporters
were able to capture the rents from the price divergence between the EC and the Eastern
countries.



The other dimension refers to the increased competition in terms of the
indirect wage cost resulting from government imposed health and safety standards and
even in terms of the monetary wage level itself. It is a frequently expressed concern that
free trade will favor countries with low effective wages and destroy efficient industries in
high—wage countries. Since the industries in the high—wage countries are typically more
productive than the industries in the low—wage countries, it is maintained that the
competitive allocation process makes the wrong selection and needs to be corrected by
compensating EC interventions.

This argument against social dumping can hardly be accepted as a guideline
for policy intervention, because it undermines the whole idea of increasing Europe’s
prosperity by creating a free trade area. Free trade brings welfare gains because countries
specialize in products for which they have a comparative advantage, not because they
specialize in products for which they have an absolute advantage. The comparative
advantage of the low wage areas is the lever by which Europe’s overall productivity and
welfare will be boosted. It is also the lever by which the direct and indirect wage costs will
eventually be equalized across the EC countries. The competitive advantage of the
low—wage countries increases labor demand and raises the wage level until, in the long run,
the advantage vanishes. Any attempt to artificially impose more and faster factor price
equalization than the market forces themselves would bring about will result in
unemployment and welfare losses. These welfare losses will not only involve a disadvantage
for the poorer countries and regions. They will also hurt the richer countries that will have
to foot the bill for social transfers necessary to prevent political tension and social unrest
resulting from the bankruptcies and dismissals which a high wage strategy will create in
the currently poorer European countries.

The risks involved are very much like those that are at present threatening
Germany. In order to prevent social dumping, this country imposed its high social
standards on the new Linder which originated from the collapsing GDR. The result has

been a disaster. East Germany is suffering from the deepest recession in the history of the



