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Abstract

The forces of the market and systems competition bring about economic and social
convergence in Europe, and there is no need for social policies at the EU level. Social
harmonization would distort migration flows and slow down the speed of economic
convergence. National welfare states will be threatened by the free migration of peo-
ple in Europe. The race to the bottom is a serious risk. However, to contain this risk,
neither harmonization of welfare payments nor constraints on migration are needed.
The adoption of the principle of selectively delayed integration is a better alternative.

Introduction

The convergence of living conditions and of social standards is rightly con-
sidered to be one of the great goals of the EU. However, does the desirability
of convergence mean that harmonization policies are needed? Should the EU
try to speed up social convergence by setting common standards or even by
complementing economic and monetary union with a social union right from
the beginning of the convergence process?

The answer this article will give is, no. Provided that the EU sets the con-
ditions for economic convergence, social convergence is already being in-
duced by the forces of economic factor price equalization and systems com-
petition among countries that compete for mobile factors of production. Pre-
mature social harmonization brought about by centralized policy measures
would be detrimental in the sense that it distorts migration flows and slows
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870 HANS-WERNER SINN AND WOLFGANG OCHEL

down the speed of real economic convergence. Little can be gained, but much
can be lost, by harmonizing social conditions faster than market forces and
the forces of systems competition themselves can bring about.

The Convention on the Future of Europe has prepared a Constitution, and
European social union is on the agenda. Social protection and social cohesion
will become constitutional goals of the EU and, together with the principles
of non-discrimination and EU citizenship, these goals could indeed imply
premature harmonization. We will discuss this issue below and argue that the
consequences for the economic development of Europe would be adverse.

To make this point we will not only advance theoretical arguments, but
also analyse the case of German unification. Germany was united by treaties
on economic, monetary and social union. We maintain that the economic and
monetary unification of Germany alone would have been compatible with the
prosperous development and a self-sustained upswing of the former commu-
nist part of the country, but that premature social unification may be consid-
ered the major reason for the economic disaster that has occurred. East Ger-
many is not catching up and, in fact, the economic gap between the two parts
of the country has widened since 1995.

Our position is not that there should never be a social union in Europe, let
alone that the European welfare state is useless. There is a powerful argument
that free migration may lead to an erosion of the welfare state if migrants are
fully included in the host country’s welfare system, and we accept that, in
principle, this argument is a rationale for the harmonization of welfare meas-
ures. Nevertheless, we maintain that, at least during the convergence phase,
the principle of delayed integration is a better means of protecting the welfare
state against the erosive forces of welfare migration.

Different sorts of social policies affect the basic variables of an economy’s
transition path, in particular its employment, migration and capital flows. Here
we focus on:

1. workplace standards like working conditions or standards of health and
safety at work; and
2. replacement incomes, such as social or unemployment assistance.

We first discuss the efficient adjustment path of wages and work-related stand-
ards chosen by market forces and the forces of systems competition, follow-
ing a model of Sinn (2003), and then illustrate the distortions resulting from
premature harmonization of social standards and replacement incomes, with
reference to German unification and the draft Treaty of the EU Constitution.
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I. Migration and Natural Convergence

In 1963, when European borders were still somewhat closed, the per capita
income of Portugal was 22 per cent of that of France. In 2000 the Portuguese
per capita income was 48 per cent of the French. In 1970, Finland’s per capita
income was 78 per cent of Germany’s, but it is now slightly higher. In 1960,
Belgian per capita income was nearly 20 per cent higher than the EU-15 aver-
age, but it is now close to the mean. The European countries have been con-
verging.!

While these are striking examples, the full convergence picture is shown
in Figure 1.2 In 1963 the coefficient of variation of per capita GDP values
(without Luxembourg) was 0.39. By 2000, it had declined to 0.26. This corre-
sponds to an annual convergence rate of 1.1 per cent which is about half the 2
per cent rate observed elsewhere by Barro and Sala-i-Martin (1995).

In part, convergence results from the forces of factor price equalization;
i.e. through knowledge spillovers, commodity trade, capital movements and
labour migration. In part, convergence results from the forces of systems com-
petition which induce governments to act competitively so as to maintain the
attractiveness of their countries for mobile factors of production. Given that
these forces operate in Europe, it is not surprising that convergence has oc-
curred.3

However, convergence cannot occur instantaneously and will take dec-
ades even under the ideal circumstances of the common market that the EU is
providing. This is a crucial point for the evaluation of EU harmonization poli-
cies. Convergence takes time because there are costs of adjustment and mi-
gration, resulting from the need to transport resources and people, to over-
come institutional and logistical constraints, and to compensate for the home
preferences that typically characterize Europeans. These costs are less impor-
tant for knowledge spillovers and commodity trade, but they significantly
slow down capital flows and impede the migration of people.

Sluggishness not only characterizes the adjustment of the real economy
but also that of government policies. It can be assumed that governments try
to find an optimal mix between private and publicly controlled resources at

I Convergence did not necessarily coincide with EU membership.

2 The figures are based on current market prices and exchange rates. It might be tempting to express
convergence in real terms. However, regardless of common practice, the relative purchasing power
parities (PPPs) which are available in official statistics are not suited for this purpose. They are based on
national inflation numbers which themselves are calculated on the basis of different national commodity
bundles. PPP-based GDP figures would not indicate convergence even if the economies become identical.
3 Some authors like Rodriguez and Rodrik (1999) find little evidence that open trade policies resultin faster
convergence. Commodity trade is, however, just one determinant of economic growth, whereas in our
understanding convergence is the result of many factors, including free movement of factors of production
and technological knowledge.
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SOCIAL UNION, CONVERGENCE AND MIGRATION 873

each stage of the adjustment process. Poor countries will find it unwise to try
to match the quality of infrastructure of some of the richer countries when
people cannot afford the corresponding taxes, and they will not force their
firms to satisfy the same labour standards and pay the same social insurance
contributions as the more developed countries can afford. Prudent govern-
ments will develop social standards in line with the real development of the
economies they control.

Figure 2 illustrates the large differences in wages and wage-related social
costs across Europe. The differences are particularly large between the new
members and the EU-15, but even among the latter there are substantial dif-
ferences that can partly be attributed to the different times of EU accession.
The figure also shows that the differences are not limited to pecuniary wages
but are also evident in indirect labour costs, as defined in the notes to the
figure. These indirect costs can be seen as wages in kind which generate ben-
efits for employees and costs to firms. Although poorer countries tend to have
lower social standards, their mix of direct and indirect labour costs is similar
to that of the richer countries.

To understand the nature of the convergence process, two types of migra-
tion or adjustment costs that impede flows of labour and capital and slow
down convergence should be distinguished.# One is a permanent cost that is a
continuing obstacle to operating in another country but does not reduce the
migration speed, and one is an initial non-recurring cost that reduces the mi-
gration speed, but cannot affect the long-run migration volume. In principle,
capital and labour are affected by both types of cost. However, capital seems
to be affected much more by the second, and labour much more by the first
type, and this is what we assume. In short, we assume that capital is slow but
has no home bias, and labour is fast but has a home bias.

In the case of capital, there are costs of acquiring information, learning by
doing, overcoming political constraints and, in particular, finding the funds
necessary to expand the business. The cost of finance increases progressively
with the investment volume, since lenders and owners perceive progressively
higher risks. Empirically, most of the equity capital accumulated after the
establishment of new firms derives from the retention of profits, and debt
grows in proportion to equity. This prevents immediate stock adjustments and
implies a gradual growth process instead.

In the case of labour migration, the relevant costs are of a different nature.
European migration is, to a large extent, a kind of commuting with lower or
higher frequencies which incurs a permanent cost as long as a migrant is

4We do not consider convergence theories that describe growth processes of countries that do not interact
(see Barro and Sala-i-Martin, 1995, chs 1 and 2 ). Such theories make little sense for Europe. European
convergence is driven by trade, factor movements and the exchange of knowledge.
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Figure 2: Labour Costs in Manufacturing in EU Countries and EU Accession
Countries, 2000 (€ per Working Hour)

Sources: Cologne Institute for Business Research, database 2001; Claire, R. and Paternoster, A.
Arbeitskostenerhebung 2000 Kandidatenlénder, Eurostat, Statistik kurz gefasst, 2002, pp. 3-23.

Notes: The figure breaks down labour costs into direct and indirect costs according to Eurostat definitions
(Schroder, 2000, p. 77). Direct costs are defined as gross wages per hour. They include employees’ social
security contributions, overtime supplements, shift compensation, regularly paid premia, pay for annual
leave and national holidays, etc. Indirect costs consist of employer social insurance contributions, sick
pay schemes, expenses for canteens, vocational training, etc. They thus cover those categories of social
standards this article considers, but exclude wider aspects such as safety requirements for machinery,
dismissal protection rules and constraints on working time. The proportion of indirect to direct wages is
higher in the more advanced than in the less-developed countries (for EU accession countries the structure
of labour costs refers to the whole economy).
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living abroad.5 In addition to the cost of commuting, this type of cost includes
the cost of maintaining two residences, the cost of paying higher rents in the
host country and the personal disutility of not being able to live in one’s home
country.

To analyse some important aspects of the convergence process in the pres-
ence of such costs, we initially consider a small, less-developed country that
joins a large developed area. Smallness means that the conditions in the large
area are not strongly affected by the policies of the joining country and can
therefore be taken as given. Assume that the small country represents one of
the new accession countries of the EU and that the large area is the EU-15. In
the accession country, capital intensity and wages are low, in the core area
both are high. Commodities, financial capital and technical knowledge are
completely mobile across the borders.

Figure 3 illustrates the adjustment process for the accession country in the
simplified form of a supply—demand diagram for the labour market. Employ-
ment in the accession country is measured on the horizontal axis, the wage
rate there is shown on the vertical axis. The initial labour demand curve of the
accession country’s employers is represented by DD and the labour supply
curve is represented by SS.6

w* \
DI
W1
S
WO D
D>
E C L
Guest workers

Figure 3: Adjustments in the Labour Market

5 Even someone who emigrates for a long period of time can in this sense be seen as a commuter if he or
she regularly returns home to see family and friends.
6 Related models can be found in Sinn and Sinn (1992, ch. 5) and Sinn (2001).
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The labour demand curve is the usual marginal product curve. It is derived
by ranking potential jobs in the accession country by the value added that
they generate. If the wage is lower than the value added, it is profitable for a
firm to establish the job and employ a worker. Given the heterogeneous set of
blueprints for potential jobs, the number of workers who can profitably be
employed is obviously the larger the lower the wage rate. The demand curve
is drawn for a given aggregate stock of capital. It will shift outwards over time
if the stock of capital grows. As the specific adjustment cost we assumed
excludes jumps in the size of the capital stock, the position of the curve is
fixed at any given point in time, regardless of the volume of investment. How-
ever, the volume of investment determines the speed at which the curve moves
outwards over time.

The supply curve is derived by ranking heterogeneous workers according
to their ‘stay-put’ wages. The ‘stay-put’ wage is the subjective wage at which
an inhabitant of the accession country is indifferent between staying at home
and moving to the core region. The ‘stay-put’ wage of a particular inhabitant
of the accession country equals the wage in the core area, w*, which is also
taken to equal the marginal product of labour in the core area minus the mi-
grant’s subjective and objective migration cost. Ranking the heterogeneous
inhabitants of the accession country by the size of these costs generates the
internal supply curve of the labour market of the accession country. We as-
sume that a person migrates if his cost falls short of the wage differential
between the core area and the accession country, and stays in his home coun-
try if it exceeds this differential.”? As the number of people whose cost is
higher than the wage differential, and who therefore do not move, is the larger
the smaller the wage differential, the supply curve is upward sloping.

Suppose now that accession takes place at time 0 and the previously closed
borders are opened. This will induce inverse cross-border investment and
migration flows between the core area and the accession country, but for the
time being the labour demand curve of the accession country will not be af-
fected. Part of the workforce of the accession country now migrates rapidly to
the core area,8 and the increased scarcity of labour in the accession country
raises the wage rate above its previous level w,. A temporary equilibrium is
found in the labour market of the accession country where supply equals de-
mand. The wage rate therefore rises to w, , and the workers whose jobs are
destroyed by this rise, CE, migrate to the core area.

7 Admittedly, this is a crude simplification of the set of potential motives. See Schmidt (1994) for a
thorough empirical investigation. However, the simplification is sufficient to make our point about the cost
of premature harmonization, and it seems to fit the type of migration that we observe in Europe which
differs substantially from the more permanent type of immigration that seems to characterise the US.

8 In Germany, practically all the labour migration took place in the first two years after unification, while
the annual flow of capital to east Germany has been very persistent since the time of unification.
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The temporary equilibrium is efficient. Migration replaces the low value
added that migrants could have produced in the accession country with the
high value added they can produce in the core area, which equals w*, and all
of those whose net increase in value added is above the migration cost mi-
grate while all others stay in the accession country. The ‘invisible hand’ gen-
erates an allocation of the workforce to the two regions that maximizes the
joint GNP net of migration costs that the accession country’s population is
able to generate at home and abroad. It is given by the area under the demand
and supply curves.?

Over time, the labour demand curve in the accession country will shift
outward since the comparatively low wage rate w, attracts capital from the
core area, and for each position of the labour demand curve there is a new
temporary equilibrium with, respectively, a higher wage rate and a smaller
stock of migrants. Migrants return to their home country as its economy catches
up and offers an increasingly attractive wage level. The process comes to a
halt when wages in the core area and the accession country are equal and the
former workforce is reinstalled in the new member country. This is symbol-
ized by curve D'D'in the figure.

Competition implies full economic convergence. It not only determines
the efficient temporary equilibrium, but also the right speed of the adjustment
process, balancing the unavoidable adjustment costs with the preference for
fast convergence.!0 The basic EU policies needed for this process to come
about include the creation of a common market and a monetary union, poli-
cies already adopted.

The return migration pattern predicted by our model fits the reality of past
EU migrations. A substantial proportion of southern European guest workers,
recruited to work in Germany from the late 1950s through to the early 1970s,
have returned to their home countries. Observations of immigrants (from Italy,
Greece, Spain, former Yugoslavia, and Turkey) extracted from the German
Socio-economic Panel demonstrate that, of 3010 immigrants surveyed in 1984,
765 (25 per cent) returned between 1984 and 1997 (Constant and Massey,
2002, p. 13). If there were no replacement migration to compensate for some
of the return migration, this would correspond to a convergence speed of 2.1
per cent per year which is even higher than the economic convergence speed
which we showed above to be in the order of 1.1 per cent. If half of the ob-
served return migration were replaced by new emigrants from the accession
country, the return migration figure would roughly fit the actual European
rate of convergence.

9 The model abstracts from migration externalities.
10 The formal proof can be found in Sinn (2003, ch. 4).
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II. Harmonizing Social Standards

Let us now extend the analysis to social standards. Directives and other types
of regulation bearing on working conditions constitute the main instrument
of EU social policy. As explained above, social standards can be seen as wages
in kind that generate utility for the workers and incur costs for firms. As both
the direct wage and the wage in kind are to be paid from the same marginal
product of labour, it is in the interests of workers that these two components
are optimally mixed so that their utility is maximized at any given level of the
overall wage cost.

In many cases it can be assumed that this optimal mix is found by the firms
themselves, for a competitive firm that finds a better mix than its rivals will
attract more workers, or will be able to cut its wage cost. In other cases, asym-
metric information problems might legitimate a national policy of setting so-
cial standards. However, it is hard to see why an international body like the
EU should be better able to fix social standards than national governments
themselves. A national government will have all the incentives and all the
information needed to come up with an optimal policy, and there is no advan-
tage to the supranational level. In particular, a premature international
harmonization of social standards at a level that is appropriate for the core
area will definitely be sub-optimal for the accession country, for one size
cannot fit all.

To analyse the distortion, consider two alternative definitions of the wage
rate:

1. the ‘wage cost’” which is the sum of the direct and indirect cost of labour
to the firm; and

2. the ‘equivalent wage’ which is the monetary equivalent of the mix
between the direct and indirect wage components as judged by the
workers.

Figure 3 can be taken to refer to the case of optimal mixes in the core area and
the accession country where the respective wage cost equals the equivalent
wage. By way of contrast, Figure 4 represents the case of a sub-optimal mix
in the accession country resulting from premature harmonization. The core
area imposes a standard optimal under its economic conditions on the economy
of the accession country. The accession country is forced to have a sub-opti-
mal mix between the direct wage and the wage in kind. A sub-optimal mix
means less utility for any given level of the wage cost: a wedge is driven
between the wage cost and the equivalent wage. The demand for labour de-
pends on the wage cost, and the supply of labour depends on the equivalent
wage, but both are no longer equal. As shown in the figure, the equilibrium
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Figure 4: Premature Harmonization of Social Standards

employment in the accession country shrinks by FE because more people
migrate to the core area. Workers are able to shift some, but not all of the cost
of the sub-optimal mix to firms. The wage cost to firms rises to w, and the
equivalent wage of the workers falls to w,.

The harmonization policy is clearly inefficient. It involves two types of
welfare losses which are represented by the shaded areas in Figure 4. The
dotted triangle measures the deadweight loss from a sub-optimal allocation
of the population to the two regions. The shaded rectangle measures the
deadweight loss associated with the sub-optimal mix as such which has to be
borne by all workers in the accession country.

The welfare cost illustrated in Figure 4 is of a static nature. It is the cost at
one particular point in time, given the then available stock of capital. There is
an additional cost resulting from the fact that, with any given stock of capital,
the wage rate is higher and the incentive to invest in the accession country is
lower. Thus, convergence is slower than in the undistorted case. Nevertheless,
there continues to be capital accumulation as long as the wage cost in the
accession country remains below the cost of the core area. As the wage cost in
the accession country approaches that in the core area, the distortion resulting
from the premature imposition of the social standards of the core area dimin-
ishes. Thus, the labour demand curve continues to shift to the right, albeit at a
lower speed, and it converges as before to the position D'D’. In the end, when
convergence is completed, the distortion disappears.
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In short, the policy of premature harmonization will not affect the steady
state allocation of labour, but it will imply excessive migration, will impose a
deadweight loss on the total workforce of the accession country during the
convergence process and will slow down the convergence process.

This does have implications for the evaluation of EU policy. Thus far, EU
social policy has concentrated on working conditions, culminating in the So-
cial Chapter of the Treaty of the EU signed at Amsterdam in 1997 by all EU
member countries (including the UK). The Social Chapter extended qualified
majority voting to several new areas including working conditions, informa-
tion and consultation of employees, as well as gender equality in the labour
market. Majority voting facilitated the ratification of binding directives in the
form of minimum requirements (Bean et al., 1998, pp. 1-9; Feldmann, 1999;
Kleinman, 2002, ch. 4).11

However, the EU countries seem to have understood that fixing uniform
European social standards is hampered by the diversity of national economic
conditions and social preferences. Thus the 2000 EU summit in Lisbon opted
for an additional governing mode, the ‘open method of co-ordination’. This
leaves effective social policy choices to the national level, but tries to improve
the process by promoting common objectives and common indicators, and by
comparative evaluations of national policy performance (Scharpf, 2002). This
is exactly what the above considerations would suggest because it effectively
avoids premature harmonization.

One of the arguments often presented in favour of harmonization of social
standards is to prevent social dumping, i.e. unfair competition which neglects
the welfare of workers. It is argued that unfavourable working conditions in
the less-developed EU countries are partly the result of an unfair policy which
is carried out intentionally, or at least tolerated, by national governments.
These governments, it is maintained, stick to low social standards and do not
care about low wages because they know that they result in competitive ad-
vantages for the domestic industries.

The accusation of social dumping is made particularly by business repre-
sentatives and union leaders of the more advanced countries, and they seek to
influence the EU decision-making process by lobbying for early harmoniza-
tion. They can also make use of Article 139 (2) of the 1997 Treaty Establish-
ing the European Community which provides them with the right to take the
initiative in formulating social standards which, by resolutions of the Council
of Ministers, can become internationally binding rules (Belke and Hebler,
2002, p. 319). In the light of the above discussion, these legal provisions are

I EU citizenship has not yet been very effective in promoting a European social union. It remains to be
seen if its inclusion in the EU Constitutional Treaty will change its importance (Closa, 1998; Kleinman,
2002, ch. 8).

© Blackwell Publishing Ltd 2003



SOCIAL UNION, CONVERGENCE AND MIGRATION 881

dubious, to say the least. They originate from protectionist ideas framed in
terms of ‘fair competition” among European firms, but constitute severe ob-
stacles to the competitive forces that determine an efficient convergence path.

Differences in wages and working conditions reflect transitional phenom-
ena during convergence that result from natural and non-surmountable frictions
in the international allocation of capital and labour. Abstracting from such
frictions is appropriate for a long-run analysis. Indeed, with an unrestricted
exchange of goods, free choice of work place and free capital movements, the
current differences in overall wage costs and working conditions illustrated
in Figure 2 cannot be maintained in the long term. However, because of the
frictions, factor price equalization cannot, and should not, come about over-
night but will take decades to be achieved. Slow adjustment of social stand-
ards is a natural feature of a transformation process, and premature harmoniza-
tion can only be detrimental.

II1. Harmonizing Wage Replacement Incomes

We turn now to the harmonization of replacement incomes such as social
assistance, unemployment benefits or early retirement schemes. Such harmon-
ization has not yet been adopted by the EU. According to the White Paper on
European Social Policy (Commission, 1994) the EU should only support
Member States by spreading best practices. However, in reality there is sub-
stantial pressure towards convergence of social policies across EU countries
(Kleinman, 2002, p. 97) and, what is more, Article I 13 in connection with
Article III 104 of the draft of the new EU Constitution explicitly gives the EU
the right to harmonize by way of setting minimum standards.

Replacement incomes are reservation wages; they create a floor for wages
at which the eligible are willing to work. Since the productivity of a person
also sets the maximum wage an employer is willing to pay, there will be no
job for this person if the replacement income exceeds his productivity. In the
core countries, the actual level of the replacement incomes may be manage-
able, as long as replacement incomes are sufficiently far below the market
wage, but harmonization at a level appropriate for the core that is binding for
the accession countries is likely to result in mass unemployment there.

Normally, mass unemployment will lead to emigration. However, mass
unemployment created by high replacement incomes will not have this effect,
because replacement incomes paid by the state are stay-put premia. They de-
stroy the incentive to look for jobs in the EU core countries if the difference
between the core countries’ wage and the accession country’s replacement
income is less than the cost of migration. The higher the replacement income,
the smaller is the number of people willing to look for jobs in the core area.
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Figure 5: Harmonizing Replacement Incomes

Figure 5 illustrates this. The replacement income wy, limits the number of
migrants to KC and the number of jobs to AM. Accordingly it results in un-
employment MK. The allocation of the accession country’s workforce is ex-
tremely inefficient. As too many jobs are destroyed at home, domestic output
falls short of the optimum by OBEM. And as too few people migrate to the
core area, foreign output net of migration costs falls short of the optimum by
BIKE. The total welfare loss is the sum of the shaded areas, i.e. OBIKM. The
national product of the EU, net of migration costs, would rise by this amount
if the natural convergence strategy were used instead of harmonizing replace-
ment incomes.

The policy will also be very costly for the government since the unem-
ployed will have to be financed. In the figure, the area OIKM represents the
budget cost to the government. In all likelihood, this budget cost will result in
a demand for huge EU equalization and cohesion programmes that generate
massive flows of funds from the core countries to the accession country.

All of this is extremely inefficient. The budget cost of paying the replace-
ment incomes exceeds the welfare cost by the triangle OIB. As readers can
easily verify for themselves, this triangle shrinks to zero relative to the size of
the budget cost as the replacement income per individual is reduced to the
level BE where it would no longer be binding. It follows that the first step
towards harmonization of replacement incomes that effectively constrains the
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accession country’s economy involves a welfare cost equal to the budget cost
of paying the replacement incomes.

To summarize: the harmonization of minimum replacement incomes such
as social assistance will have two damaging economic effects. It will produce
unemployment in the accession countries and it will prevent useful and effi-
cient migration which otherwise would have occurred. Even those whose mi-
gration would increase European GDP by more than the cost of migration
stay in the accession countries. The fiscal cost resulting from unemployment
will require compensating fiscal transfers from core countries. Any small EU
fiscal equalization programme that is used to finance initial steps towards
harmonization of welfare payments will incur welfare losses that are equal in
size to the volume of this programme.

To get a feeling for the empirical importance of the problem, Table 1 com-
pares the level of German social assistance with the wage incomes in the
eastern EU accession countries. Monthly gross wage earnings of an average
production worker range from €267 in the Slovak Republic to €469 in Po-
land, and the corresponding wage incomes net of all taxes and social security
contributions range from €202 to €417 depending on family status and country
(for the year 2000). These incomes are far less than west German social as-
sistance, which amounts to €614 for single persons and €1508 for married
couples with two children.

German social assistance payments to single persons are 2-3 times the
average net wage in these four east European accession countries, and Ger-
man social assistance payments to families with two children are 4—6 times

Table 1: Net Wage Earnings in Eastern EU Accession Countries and the Level
of German Social Assistance (2000)

Monthly Gross Monthly Net Monthly Net
Wage Earnings Wage Earnings, Wage Earnings,
€4 Single Person one Earner Couple
€4 with Two Children
€4
Poland 469 322 349
Czech Republic 415 317 417
Slovak Republic 267 214 260
Hungary 300 202 256
West Germany 3185 1541 2135
West German social 614 1508

assistance

Sources: OECD (2002); Sinn et al. (2002), p. 10.
Note: ¢ Average production worker.
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the eastern net wage. These differences are so huge that social harmonization
on the German level would lead to serious economic problems with mass
unemployment in the east.

IV. Lessons from German Unification and the Italian Mezzogiorno

German Unification

German unification exemplifies the problems resulting from premature
harmonization of social replacement incomes and social standards. Germany
had to learn painfully how expensive it is to carry out a policy of social unifi-
cation against market forces.

In anticipation of a prosperous future, a policy of equalization of social
conditions was implemented from the beginning. In 2001 the regular rate of
social assistance to the poor reached 96.5 per cent of the west German level
(Boss, 2001, p. 15) and, thanks to various forms of social transfers, household
net incomes stood at about 80 per cent. Pensions per recipient are 110 per
cent of the western level (Nierhaus, 1999). These figures are expressed in
nominal terms. Allowing for differing price levels, they would all be about 10
percentage points higher.

Western standards on safety, pension entitlements, unemployment protec-
tion, co-determination rights, tenure laws and many other items were imple-
mented to a large extent in east Germany. There was not even a transition
phase for the adoption of these standards. East German jobs bear nearly the
same indirect wage costs as jobs in the west.

Most of the social transfers paid out in east Germany were replacement
incomes in the sense discussed above which implied high floors on market
wages. With these payments, the welfare state has emerged as the major com-
petitor of east German industry in the labour markets, and has actually squeezed
out east German employment.12

Table 2 reports an attempt to calculate the floor on east German wage
costs resulting from the level of east German social assistance (minimum
guaranteed state income) for alternative hourly ‘effective wage rates’ and for
different types of families. We define the effective wage rate as the net in-
come increase per hour if someone moves from welfare without work to a
regular full-time job, and we take into account all taxes, contributions and
transfers that apply in these two economic situations. The initial rows show,
for the year 2000, the annual replacement income, the replacement wage rate,
and the hourly wage cost to the employer that corresponds to assumed alter-

12Germany is currently aiming at welfare reforms that move away from replacement incomes towards
wage supplements. However, the steps announced thus far are disappointingly lame.
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Table 2: Lower Bound on East German Wage as per cent of West German Wage for
Alternative Effective Wage Rates and Family Situations as Implied by East German
Tax-Transfer System, 2000

Effective Singles Couple, Couple, Couple, Couple,

Wage No 1 2 3
per Hour® Children ~ Child  Children Children
€

1. Annual replacement € 0 6,407 10,447 13,571 16,579 19,457
income east Germany?

2. Replacement wage € 3.77 6.15 7.98 9.75 11.45
rate east Germany“

3. East German hourly € 0 5.71 9.31 10.62  11.83 12.92
wage cost to the 25 1049 13.10 1478  16.37 17.89
employer? 50 16.89 18.16 20.08 21.86  23.63
4.=(3):27.18¢ % 0 21.00 34.30 39.10 43,50  47.50

2.5 38.60 48.20 54.30  60.20 65.80
5.0 6210 66.80 73.90 80.40 86.90

Source: Federal Statistical Office; calculations by the Ifo Institute.

Notes: * Assumed increment of net income per hour from adopting an east German full-time job instead
of receiving social assistance without working; ? social assistance per annum, including housing allow-
ances; ¢ annual replacement income divided by 1700 hours per year;? wage cost per hour without VAT
that corresponds to a net-of-tax wage income sufficient to compensate for the replacement wage rate and
alternative effective wage rates; ¢ average hourly wage cost to the employer in west Germany in euros;
workers and employees in manufacturing, trade and banking; without value-added tax (= average wage
cost per year divided by the average number of hours worked in west Germany [1645]).

native effective wage rates and the actual replacement wage rates in east Ger-
many. The final three rows show the ratio of that wage cost to the actual
average hourly wage cost to a west German employer (€27.18).

If welfare recipients are willing to accept jobs with net earnings equal to
the replacement income, their effective wage rate is zero. In this case, the east
German wage cost has to be at least 21.0 per cent for a single person and 47.5
per cent for a worker who is married with three children. If welfare recipients
accept only jobs with an effective wage rate of €5 per hour, then the wage
cost to the employer in east Germany would reach percentages of the west
German average wage cost that range from 62.1 to 86.9 per cent.

Given this information, it is not surprising that the average east German
hourly wage cost to the employer has risen rapidly after unification, and now
stands at about 70 per cent of the respective west German figures. According
to Table 2, 70 per cent corresponds to effective wage rates per hour of be-
tween €2.50 and €5. These are sufficiently small numbers to explain why
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there would be strong resistance in east Germany to wage cuts bringing the
east German wage cost to a lower percentage of that of the west.

Unfortunately, however, the 70 per cent wage cost ratio is the central prob-
lem of the east German economy. The figure is high relative to east German
productivity which, in the aggregate, is only 58 per cent of the west, and it is
also high relative to other countries.

Figure 6 gives an overview of the development of the east German and
other countries’ labour cost (wage cost to the employer) per hour relative to
the respective west German figure from before unification until 2001, meas-
ured at the prevailing exchange rates. The east German hourly labour cost
was only 7 per cent of the west German level in 1989, but it quadrupled with
the currency conversion, and in the following years it jumped to 64 per cent
(1994) and then to 70 per cent (1999) of the western level (Sinn, 2001, p. 32).
After unification, east German labour costs quickly surpassed those of Portu-
gal, reaching those of Ireland in 1992. By 1995 east German hourly labour
costs were as high as those in France and have since kept pace with France.

The main explanation for the rapid wage increase is that the initial wage
negotiations were proxy negotiations that were carried out by people other
than those who would have had to bear the consequences.!3 The crucial wage
negotiations took place in 1991, long before the privatization of the east Ger-
man economy had even begun, and they specified a full equalization of union
wages within a period of only five years. West German employers’ associa-
tions contracted with west German trade unions over east German wages.
There were no east German employers, and east German workers had no say.
The west German negotiators were determined to adjust eastern wages as
quickly as possible to the western level to eliminate the risk that low-wage
competition by eastern firms, revitalized with fresh international capital and
know-how, would reduce profits and jobs in the west.

While the proxy negotiations triggered off the wage adjustment, they can-
not explain the persistence of high wages in east Germany to this day. Sur-
prisingly, wages have remained high despite the fact that new entrepreneurs
lured to the east by generous subsidies rapidly sought to break the contracts.

13 It is sometimes argued that the effective revaluation that came with the one-to-one currency conversion
enacted in 1990 was the major policy mistake behind this development. However, the one-to-one
conversion was necessary to preserve the purchasing power of east German wages. Despite the fact that
the exchange rate at which the GDR had been able to sell its merchandise in the west was 4.3:1, the east
German mark had been more valuable to east German consumers at east German prices than the west
German mark was at west German prices because the prices of consumer goods were much lower in the
east than in the west. Thus there was no politically feasible way to avoid the one-to-one conversion. In
terms of consumer goods, wages in the east were about one-third of the west before and after the currency
conversion. Had that wage level been preserved until privatization was completed, the east German
economy would have become competitive very quickly, and a second economic miracle in Germany might
have taken place.

© Blackwell Publishing Ltd 2003



SOCIAL UNION, CONVERGENCE AND MIGRATION 887

West Germany = 100

120
100 West Germany
/,/o/’ Denmark
o———\
80
—_— —— | France
East Germany
60 Ireland
40
Portugal
20

0 . . L L . . . . . . . .
1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Figure 6: Hourly Industrial Labour Cost Relative to West German Costs

Sources: For Denmark, France, Ireland, Portugal and West Germany: Cologne Institute for Business
Research, Hourly Labour Cost of Blue-collar Workers in Manufacturing, database. For East Germany
and West Germany: Arbeitskreis ‘Volkswirtschaftliche Gesamtrechnungen der Linder’, Arbeit-
nehmerentgelte (Inland), 1991 bis 2001; Autorengemeinschaft des IAB, Der Arbeitsmarkt in den Jahren
2000 und 2001 sowie 2001 und 2002; calculations by the Ifo Institute.

Notes: The database of the Cologne Institute for Business Research is based on Eurostat’s surveys of
labour costs carried out in 1988, 1992, 1996 and 2000. The interpolations for 1993, 1994 and 1995 were
made by the Ifo Institute.

Today, only 15 per cent of east German firms and no more than 45 per cent of
the privately employed east German workforce is covered by union contracts.
Nevertheless, wages have been unresponsive to mass unemployment. This
persistence is undoubtedly due to the welfare state itself. For the reasons ex-
plained in Table 2, wages cannot be cut significantly below their current lev-
els without violating the reservation wage constraint.

The consequences of the high wage strategy are well known. The east
German economy collapsed immediately after unification, with 80 per cent
of industrial jobs being destroyed, industrial output falling by more than 60
per cent and GDP falling by more than one-third. After this collapse there was
a short-lived recovery until 1996, stimulated by an extremely generous in-
vestment subsidy programme which effectively eliminated the cost of capital,
even pushing it to negative values. As soon as this programme was cancelled,
the east German economy began to slump, and the gap between western and
eastern GDP per capita has widened in every year since. Employment has
been shrinking at an annual rate of nearly 2 per cent during this time, and
mass unemployment has grown to dangerously high levels. Investment in
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equipment per person of working age which, under the investment subsidy
programme, had peaked at 144 per cent of the western level, fell to only 88
per cent in 2002.

In the first decade after unification, the west German government trans-
ferred a net €750 billion to east Germany, a sum that was mostly financed by
public borrowing. Currently, the annual transfer still amounts to about €80
billion, which corresponds to about 4.0 per cent of west German GDP. East
Germany’s current account deficit is about 45 per cent of its own GDP, with
about three-quarters financed by public transfers and only one-quarter by pri-
vate capital flows. However, a substantial part of the private capital flows are
used to buy the bonds issued by the east German states with the consequence
that the debt—GDP ratio of the east German states has already surpassed that
of their western counterparts. This trend is not sustainable.

Italian Mezzogiorno

The east German situation parallels the Italian Mezzogiorno which has not
caught up with the north, stagnating at a GDP per capita of about 60 per cent
of northern Italy, roughly the same ratio as that for Germany. Unemployment
in the Mezzogiorno is persistent, and permanent transfers from the north are
necessary to compensate for the poor economic performance. Although the
current account deficit is only 13 per cent of GDP rather than the German 45
per cent, the similarities are striking (Sinn and Westermann, 2001, p. 31),
notably in wage harmonization brought about by the collective bargaining
process (Attanasio and Padoa-Schioppa, 1991; Sinn and Westermann, 2001).14

That wages are too high becomes obvious when the unemployment situa-
tion is considered. In 2002 the unemployment rate in the north was as low as
4 per cent, but as high as 18 per cent in the south. More than 60 per cent of
Italy’s 2 million unemployed workers live in the southern regions of Italy
and, since the 1970s, the gap in unemployment rates has been persistent
(Bertola and Garibaldi, 2002). In addition to the high unemployment rate, the
Mezzogiorno is dependent on governmental transfers which in 1988 amounted
to 20 per cent of regional GDP. At that time transfers amounted to roughly
€40 billion. Recently, Italian subsidies have declined, having partly been re-
placed by EU subsidies (Belke and Hebler, 2002, p. 315; Sinn and Westermann,
2001, pp. 34-5).

German and Italian policy mistakes should not be repeated at the Euro-
pean level. Social standards, social assistance, unemployment benefits and
wages must continue to be considerably lower in the less-advanced countries
than in the core areas during a long transition period, and until an adequate

14 A regional wage differentiation was possible in the 1950s and early 1960s and has again been possible
since 1999.
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capital stock has been accumulated. As to the wage proxy negotiations, they
can be ruled out for the EU accession countries because negotiations there
will take place between national trade unions and national employers. It is
hard to imagine that they will come under pressure from the core countries.
With respect to social standards and wage replacement incomes, however, the
situation is different. The EU risks being pressurized by labour unions and
employers’ associations into imposing minimum social standards and wel-
fare levels on the new member countries.

V. Social Inclusion, EU Constitution and Migration: Lessons for Europe

Unfortunately, the risk that the Italo-German development model will be ex-
tended to other EU members, old and new, will rise significantly if the draft
Treaty Establishing a Constitution for Europe that the European Convention
presented in June 2003 to the European Council is accepted. The problem lies
in the proclamation of European citizenship (Article I 8), in combination with
the prohibition of discrimination on the basis of national citizenship (Article
14), the proclaimed goals of social protection and social cohesion (Article I 3
and I 13), the provision of extensive social inclusion rights (Article II 34), the
setting of minimum social standards (Article I 13 in connection with Article
1T 104 ), as well as the co-ordination of Member States’ social policies (Arti-
cle I 14). All of these clauses were included in earlier EU Treaties and were
implicit in the decisions of the European Court of Justice, but they are now to
be elevated to the status of constitutional law. This new superior status would
imply that they would supersede all existing European laws and treaties. In
particular, it seems likely that the limitations of the so-called social inclusion
principle that are currently in place would be eliminated, implying a social
union for Europe.

The inclusion principle is currently interpreted to mean that an EU citizen
who moves from one EU country to another in order to work is immediately
and fully integrated into the social system of the host country. The immigrant
pays taxes and social insurance contributions and, together with his family, is
eligible for all state benefits available to domestic employees. An immigrant
worker with a below-average income benefits from income redistribution via
the welfare state just as a national does. Based on statistical information on
past immigrants to Germany, the Ifo Institute calculated that net receipts per
person, per year were approximately €2,300 in the first ten years.!5 A family
of four living in Germany for ten years would consequently receive an immi-
gration premium of nearly €100,000.

15 Ifo calculations are based on a “fiscal balance’ of previous immigration to Germany and include social
insurance, tax-financed social services and all state revenue and expenditure (Sinn et al., 2001, p. 27).
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Restricting the inclusion principle to working immigrants has limited this
kind of immigration subsidy. Those who imigrate for reasons other than em-
ployment receive no welfare benefits apart from emergency health care. How-
ever, the proposals of the European Convention could — if taken at face value
and not curbed by the usual forms of horse-trading — mean that the inclusion
principle will apply to all migrants from EU countries, including pensioners
and other people who are not included in the discrimination clause in connec-
tion with EU citizenship in the sense of full social inclusion. Courts have
already rendered generous rulings on the inclusion principle based on the
present EU Treaties.

Welfare migration would be the constitutional right of every EU citizen,
amplifying current problems with the inclusion principle. If having work is
no longer required before migrating, a major barrier to migration will be re-
moved. Large numbers of poor people would have the incentive to move from
eastern European countries to the west. The transitional, post-enlargement
regulations will help only temporarily. The financial burdens that already
plague western European welfare states will become so enormous that radical
cuts will be inevitable.

Traditional social welfare states could not be maintained under these cir-
cumstances because governments will try to stem migration by reducing so-
cial benefits. Since highly mobile individuals are free to choose where to
migrate to, host governments would compete to deter them, triggering a race
to the bottom in welfare provision.

International harmonization of social replacement incomes at the EU level
could prevent this, and in fact the draft Constitution contains sufficient refer-
ences to social protection and cohesion of Europe to encourage such policies.

But this would lead to serious problems since social standards acceptable
to the more developed countries would produce mass unemployment as ex-
plained above. As is shown in Figure 7, in all eastern European countries net
wage income is less than 30 per cent of west German social assistance, and
even the present EU contains Portuguese, Greek and Spanish regions where
net wage income is less than half the German welfare level. Harmonization of
social assistance at a level still acceptable to mature western European econo-
mies would lead to the de-industrialization of whole regions in southern and
eastern Europe and could inhibit their economic development.

The economic pain of the less developed countries could then only be
eased by intergovernmental fiscal transfers from more developed regions. The
cohesion principle in the draft Constitution would permit such a policy. The
Italo-German figures of public transfers in the order of 20-30 per cent of the
south Italian and east German GDPs indicate the orders of magnitude in-
volved.
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Sources: OECD (2002); Eurostat, Statistics in Focus, 3/2001 and 4/2001; Sinn et al. (2002).
Notes: @ One earner couple with two children, average production worker; ? Couple with two children.

There is a growing consensus that the EU institutional structure should be
equipped to deal with the risk of race-to-the-bottom tensions in the field of
welfare policy (Bertola et al., 2001, pp. 89-96). In order to prevent a race to
the bottom, it has been proposed that an EU transfer system to guarantee a
minimum welfare level to all citizens be established. For Bertola et al. (2001,
pp- 105-7) some interjurisdictional redistribution and the resulting unemploy-
ment is hardly avoidable given the different income levels of EU countries.
Hence, minimum welfare transfers should be co-financed by the EU budget.
When targeting minimum assistance levels, policy-makers should bear in mind
the trade-off between welfare migration and employment. In order to prevent
welfare migration, the minimum standard needs to be specified in absolute
terms rather than in relation to local incomes. Cost-of-living differentials
should, however, be taken into account by the definition of country-specific
and region-specific minimum levels of welfare provision. On the other hand,
uniform absolute welfare standards would have negative employment effects
in relatively poor countries or regions, since they increase the reservation
wage. In order not to reduce employment, minimum assistance levels should
be specified on a relative basis, as a proportion of local average earnings, and
they would be much lower in Portugal and Poland than in Germany or the
United Kingdom. Guided by the extent of labour mobility, a compromise be-
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tween fixing minimum assistance levels in absolute EU-wide terms or target-
ing them in relation to local average earnings should be sought.

We do not agree with this proposal because a partial harmonization of
wage replacement incomes means a partial disaster of the type we observe in
the Italian and German ‘Mezzogiornos’. Europe cannot afford more mass
unemployment, let alone mass unemployment concentrated in its backward
regions. Harmonization of replacement incomes only makes sense in the far
distant future when the economic convergence process has come to an end.

VI. Selectively Delayed Integration and the EU Constitution

As an alternative to a harmonization of replacement incomes, the Expert Coun-
cil of the German Ministry of Finance (2001), the Ifo Institute (Sinn et al.,
2001) and recently the European Economic Advisory Group (2003) have pro-
posed the ‘principle of selectively delayed integration’ of immigrants into the
welfare state. This is a modified version of the home country principle for
welfare benefits (see also Richter, 2002; Sinn, 2002). Immigrants pay taxes
and social security contributions as resident citizens and, in return, obtain
free access to the public infrastructure, police, legal protection and free edu-
cation; they also receive undiminished benefits from the contribution-financed
social system. But certain tax-financed benefits like social assistance, rent
subsidies and public housing would not be available during some initial pe-
riod of residence. The range of benefit restrictions would be balanced so that
the present value of the benefits the immigrants receive is equal to the present
value of the taxes and contributions they pay. The principle is that any EU
citizen can migrate and work freely, but would receive no ‘gifts’ from the host
country. As stated above, empirically the excess of benefits over taxes and
contributions amounted to €2300 per person per year during the first ten years
after immigration to Germany, or nearly €100,000 in total for a family of
four. The principle of selectively delayed integration would therefore have
significant economic consequences.

Even with delayed integration into the welfare state, there will be migra-
tion, but it will be driven by genuine market signals rather than the artificial
incentives set by the welfare state. With a single stroke, the welfare policy of
the national governments could be freed from having to take into account the
migration processes it itself causes, and the forces eroding the welfare state
would be tamed. The race to the bottom would not take place. The protective
harmonization of social replacement incomes would be unnecessary and, what
is more, the economic forces that bring about social convergence in Europe
would be strengthened.
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The introduction of the principle of delayed integration would be particu-
larly timely in the light of the imminent eastern enlargement of the EU, be-
cause the welfare gaps in these countries are particularly large and substantial
migration flows are expected. The EU has already agreed on a seven-year
transition period, during which there will be quantity constraints on migra-
tion and migrants will be selected according to specific criteria. This solution
implies a postponement of some of the basic liberties granted in the Treaty of
Rome (Sinn, 2003, ch. 3). It is a severe intervention in the market process
which will lead to large welfare losses due to inefficiently low migration vol-
umes and a distorted selection of migrants relative to what a market solution
would have brought about. The principle of delayed integration is the better
alternative.

When the principle of selectively delayed integration into the welfare state
is applied, economic and social convergence brought about by the forces of
private and governmental competition will be fast and efficient. The social
objectives of Europe can be reached without enormous economic costs in
terms of unemployment and distorted migration decisions that otherwise would
have to be borne. However, in order for this solution to be achieved, the non-
discrimination clause in Article 6 of the draft Constitution will have to be
abandoned or at least restricted to issues other than social transfers.

There is an important example of a partial implementation of the home
country principle that is similar to the idea of delayed integration. Swiss cities
provide certain kinds of welfare assistance to citizens born in the city even if
they live elsewhere. It would be wise for the EU to write the new Constitution
in a way that makes it possible to follow this example, and to pave the way for
the principle of selectively delayed integration.

Conclusions

Europe is converging much more quickly than could have been expected 20
years ago. The creation of the common market for goods and services and the
completion of a single capital market by means of a common currency have
levelled the playing field. Investment and other forces of growth have been
shifting to the previously disadvantaged countries, and the old core countries
have lost their advantages of size and location. Economic convergence auto-
matically brings about social convergence. Wages are becoming more equal,
and the countries whose economies are catching up can also afford steady
improvements in their social standards. The forces of the market and systems
competition will no doubt bring about rapid social convergence.

Beyond the creation of common capital, goods and labour markets, as well
as international transfers for the purpose of supporting infrastructure invest-
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ment, the EU can do very little to improve or speed up the convergence proc-
ess. In particular, there is no need for social policies at the EU level. Such
policies incur the risk of distorting migration decisions and slowing down
capital flows to the disadvantaged regions. The examples of east Germany
and the Italian Mezzogiorno highlight the economic dilemmas that would
result. Premature harmonization of social standards is a recipe for stagnation
in Europe.

It is true that the welfare state will be threatened by the free migration of
people in Europe. The race to the bottom is a serious risk. However, to con-
tain this risk, neither harmonization of welfare payments nor constraints on
migration are needed. The adoption of a weak version of the home country
principle for intra-EU migration, which we call the principle of selectively
delayed integration, is the better alternative. Adhering to this principle will
ensure a maximal convergence speed and safeguard the European welfare
state despite the increasing mobility of people. The fathers and mothers of the
European Constitution should think about the economic consequences of their
recommendations, as sometimes ideals will not materialize when they are
enforced by binding legal provisions.
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