Europe — Quo Vadis? Reflections on
the Future Institutional Framework
of the European Union

Horst Siebert

1. INTRODUCTION

LMOST one hundred years ago, in 1914, the gloomy situation in Europe
was characterised by the now famous dictum of Lord Grey of Fallodon:

The lamps are going out all over Europe; we shall not see them lit again in our life-time.

After two world wars in the first half of the last century, Europe experienced a
continuous process of economic and political integration and a steady increase in
welfare. What began with the Community of Six in 1957 and the alternative of
the EFTA, continued with the northern enlargement in 1973 (Denmark, Ireland
and the UK)! the southern enlargement in the 1980s (Greece 1981, Spain and
Portugal in 1986) and the addition of the neutral states in 1995 (Austria, Finland
and Sweden). Now, the European Union of 15 will be enlarged to a Union of 27,
including ten Middle and Eastern European nations.

European integration has been compared to a bicycle that must be moved
forward, otherwise it falls to the ground. This analogy (which does not imply that
Europe is a Tour de France) intends to illustrate that integration is an ever-
moving process that needs new stimuli because otherwise the retarding and
disintegrating forces will gain the upper hand. Eastern enlargement is expected to
represent such a needed stimulus. In theoretical terms, the bicycle analogy raises
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the issuewhetherfor the EU of 27 we are analysinga future institutional steady
stateincluding a continuousflow of institutional innovationsand institutional
changesor whetherwe are studying a very long transition path to a future
institutional steadystatethat may never be reached.A union of 15 sovereign
statesalreadyraisesmanyissuesncluding the questionhow Europecanbecome
adynamicregionof theworld economymovingon a highergrowth pathandhow
it can solve its structuralproblems.Theseissueswill be accentuatedvith the
addition of twelve new members.

In analysingthis questionl startfrom the premisethatthereis no alternativeto
an Easternenlargementand that is for three reasons.The first argumentis
historic: Budapest,Pragueand Warsaw are Europeancities. They are part of
Europe. The secondargumentis geo-political. In light of a political crisis in
Russiathat cannotbe excludedwith certainty,countriesin Middle and Eastern
Europecan be stabilisedby integrationinto the EU.2 The third argumentis an
economicone: All countrieswill benefit.

2. EUROPEAT THE CROSSROADS- WHAT CHANGESWITH EASTERN
ENLARGEMENT?

Adding ten new membersrom Middle and EasternEuropeto the existing15
memberstatesrepresenta major changeof the EuropeanUnion.

a. No Major Changesn Trade and Capital Flows

Onewould think thata major areaof changeis in trade.This, however,is not
the case(seeTableAl in the Appendix).On averagethe EU candidatecountries
export65 percentof their exportsto the EU asexistingEU membergdo. Thisis a
resultof the EuropeAgreementghat were concludedin the early 1990s.Thus,
from the trade perspectivethe accessioncountriesare already de facto EU
members.Trade betweenthesecountriesand the EU is not only inter-sectoral
trade but also alreadyto a large extentintra-sectoraltrade, albeit with some
vertical structure(Heitger, Schraderand Stehn,1999). Tradeof the EU with the
new memberswill only increasan proportionto incomeconvergencend other
determinantsof commodity exchangethat apply in a generalway to other
countriesaswell. Therewill be no spectaculachangesn trade?

Therewill alsobe no radicalchangewith respecto capitalflows. The potential
new membershaveexperienced sizeablecapital inflow in their transitionperiod.

3 An additional issueis that the new borderregionsof an enlargedEU are to be stabilisedin
economicterms,for instancewith Europeagreementsvith the new Easternneighbours.

4 This is animplicit answerwhich stimuli for more dynamicsin the EU areto be expectedn the
future.

© Blackwell Publishers_td 2002



EUROPE- QUO VADIS? 3

For instance,in Hungary foreign direct investmentaccountedfor 50 per cent of

grossinvestmentin 1995 (or 10 per centof GDP). For the CzechRepublicforeign

direct investmentmade up between8 and 36 per cent of grossinvestmentor

betweern2 and10 percentof GDPin the period1995-1999For Polandthe figures
arearangebetweenl4 and18 percentand3 and5 percentrespectivelylt canbe

arguedthat foreign direct investmentwill tendto increasesincethe political risk

premiumwill bereducedncethesecountriesaremembersf the EU. However the

mostprofitableinvestmentprojectshavealreadybeenundertakerin the first phase
of the transformatiorprocessConsequentlythe level of foreign directinvestment
flows is unlikely to changemarkedly. Moreover,the extensionof the Monetary
Union to the new membergentailingefficiency gainson the capitalmarket)should
taketime> What is moreimportant,EU foreigninvestmentin Middle and Eastern
Europewasonly 7.5 per centof total EU foreign directinvestment(in the period

1993-198). We thereforedo not haveto expecta major changein capital flows

from the point of view of the EU.

b. MassMigration Unlikely

What aboutlabour migration, an issuethat is especiallyrelevantfor Austria
andGermany?The migrationdecisionof peopledepends- amongotherfactors—
on actualandexpectedncomedifferencesandon opportunitiesfor employment
(and thereforeon unemployment) Income differencesbetweenthe accession
countriesand the EU are still high. Polandreaches39 per cent of the EU per
capitalevel of GDP when purchasingpower parity is used(datafor 2000). For
Hungarytherelativelevelis at 52 percent,for the CzechRepublicat 58 percent
andfor Slovenia72 percent.In contrastRomaniareacheonly 27 percentand
Bulgaria 24 per cent of the EU level. When GDP per capitais comparedin
currentpricesandnominalexchangeates,the CzechRepublicis at 27 per cent,
Hungaryat 22 per centand Polandat 18 per centof the EU average.

Someregionsin someof the accessiortountriesreachincomelevelsthatare
nottoo far off from the EU averageor areevenhigher.Thus,theregionof Prague
is at 115 percentof the EU level, Bratislavaat 99 percentandtheregionKézep
Magyarorszagn Hungaryat 72 per cent. For peoplein theseareas,on average
outmigratian is unlikely to pay.

Besidesactualincomegaps,unemploymentn the accessiorcountriesrelative
to the EU can be a reasonfor migration. Unemploymat hasincreasedn the
accessiorcountriesandin mostof the countriesis runningat higherratesthanin
the EU countries(Table Al).

It is, however, not actual income differences and actual differencesin
unemploymentatesthat drive migration but expectedncome and employment

5 SeeSiebert(2001).
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gaps.Like in aninvestmentecisionof thefirm, in migrationdecisionghefuture
streamof incomeis comparedto the costs;the presentvalue of the additional
income in future periods net of migration costs must be positive. Therefore
expectation on future income play an importantrole. If peopleexpectthat the
incomegapwill belevelling-in overtime they tendto stayat home.In a model
with uncertainty,for instancewith a Brownian motion on future income, the
optionvalue of waiting is a relevantvariable(Siebert,1993).If the option value
of waiting is positive, peoplewill stayat home.We know from manyempirical
studie§ that convergencetakes a long time; neverthelesshe expectationof
convergeneimpliesa positiveoptionvalue.How relevantconvergene is canbe
illustratedby anecdotakvidence At the beginningof the 1990s,Polishdoctors
would cometo the grapeharvestalong the River Rhine during their holidays
accordingto pressreports. At the end of the 1990s,it was bus drivers from
Warsaw.For the doctors,this job had becomeunattractive.

These evaluationsare derived from analytical considerations;they are
hypothese®nly. Alternatively we canattemptto gaininformationon potential
migration from historical experiencelLooking at the Germanexperienceand
the Mediterraneancountries,immigration surprisingly occurredin the late
1960sandearly 1970s,way beforethe enlargemenin the 1980s.Immigration
from Greece,Spain and Portugal reachedits maximum in 1970 with two
persongerthousandf the Germanpopulation.As a matterof fact, therewas
negative immigration from these countries in the period after southern
enlargement (Dicke and Foders, 2000, Table 10). Moreover, Southern
enlargementmay not be a relevantanalogue,anyhow, becausehistorically
peoplehavenot migratedfrom the southto the north, exceptfor the tribes of
the Angles and the Saxonsfrom northernGermany,whereasmigration from
the Eastto the Westwas more normal.

Empirical studiesattemptto explainthe numberof immigrantsin Germanyasa
function of incomedifferences,pastmigration and of estimatedprospectdor the
future (Brucker, 2001; and Flaig, 2001). The results depend on whether all
emigrationcountriesarethrowninto a pool of dataanda generalmigrationfunction
is searchedor or whethercountry-specificfactorsare accountedor and specific
migration functionsare determinedfor eachcountry.As far asEU enlargements
concerneda generalfunction tendsto predicta highermigrationvolume.

In the Germancasetherewasa strongimmigrationin the late 1980sandearly
1990s butit is surprisingthat netimmigrationto Germanyfrom the sevenmajor
Middle and East Europeancountries(Bulgaria, the Czech Republic, Hungary,
Poland,Romaniaand Slovakia) hasbeenlessthan 20,000per year since 1995;
this is aboutone personper four thousandf the Germanpopulation.In 1993,a

5 On the Europeanexperienceseefor instanceSiebert(1999, Figure 4.12). Seealso Dluhosch
(2000) who showsthat centripetalforcesdominatein integration.
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yearof recessionnetimmigrationfrom thesecountrieswasnegative,in 1994it
wasslightly negative Admittedly, afree movemenbf peopledid not existduring
thatperiodbut determinedoeoplearelikely to developaninfinite imaginationto
overcomelegal hurdles.

Looking at the analytical considerationsand the empirical experiencemy
tentativeconclusionis that we will not seea major wave of immigrationfrom the
new EU membersexceptin the eventof a political shock.A largermigrationfrom
thesecountriescan, however,not be ruled out if a massivedisturbanceoccurs,for
instanceif a major political risk arisesfrom Russia.Migration from the very low-
income countries like Romania and Bulgaria will be more important. These
countries,however,will be admittedto the EU at a later stage.Commutersn the
borderregionsof Austria and EasternGermanymay reachsizeablenumbers.

3. THE INSTITUTIONAL DEFICIT OF INTERGOVERNMENTAL DECISION MAKING
AND THE DEMOCRATIC DEFICIT

The major potential for changecoming about through Easternenlargemen
shouldbe in theinstitutionalframeworkof the EuropeariJnion andits decision-
makingstructure The EU representsa multilateralcontractby which autonomous
nationstatesedeelementf their sovereigntyto supranationatiecisionmaking.
The EU is morethana (non-comnittal) leagueof nations(Staatenbungbut less
than a (structured)federal state (Bundesstad. It is a form of integrationthat
relies on the method of intergovernmentalcooperationwhere most of the
decisionsaretakenin the EuropearCouncil by reachingagreementbetweerthe
headsof stateor betweenthe ministersof specific portfolios.

The EuropeanCouncilis thereforethe core institutional arrangementimportant
questionsaredealtwith by the headsof state specificissueshy the ministers’ The
democraticlegitimacy of the Council is limited; it existsonly in so far as the
national governmentshave beendemaocraticallyelected.A democraticlegitimacy
goingbeyondthat,especiallyonein a Europearcontext,is not given. The decisions
of the Councilareratherremovedfrom the votersin Europe,but asthesedecisions
intervenein the daily lives of peoplemore and more directly, the actualform of
intergovermental cooperatiorexhibits a seriousdemocraticdeficit. Whatis more
important: The Council cannot be sanctionedby the voter. And a national
governmentannotbe sanctionedy its votersif a qualified majority applies®

" The Council of headsof statesdominatesthe many councilsin the form of ministersfor two

reasonsMinisterswill haveto follow the conceptsof the headsof states;the headsof statescan
bundle togethermore issuesfor their decision making than specific portfolios. The European
Council meetsin 23 different forms. An exampleis the Ecofin, the Council of the economicsand

financeministers.

8 A nationalgovernmentanonly be sanctionedf unanimity applies.
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The basisfor intergovernmetal cooperationis the EuropeanTreaty, which has
developedn differentstagedrom the Treatyof Rometo the Treatiesof Maastricht
and Amsterdamlt hasbeenratified by the nationalparliamentsor by referendan
somecountries;the Treaty of Nice is still to be ratified. In the EuropeanTreaty
beingin force, memberstateshaveagreedo respecthe decisionsof the European
Council and abide by them. This holds for decisionswith a simple and qualified
majority. In otherareaswhereunanimityis requiredeachmemberstatehasa veto.
In addition,a vital interestprocedureéhasbeenpractisedn the pastwhena qualified
majority applied.Whenever nationalgovernmentleclaredanissueasoneof vital
nationalinterest,the memberstatewas not out-voted?

Unanimity is requiredin very basicdecisions.The mostimportantareasare:
admitting new members(Article 49), indirect taxation (Article 93), direct
taxation (Article 95), the budget of the EuropeanUnion (Article 269) and
fundamentatules(Articles 94, 95). Unanimity is alsorequiredin specialaspects
of internationakreatiesof tradepolicy (Article 133),culturalpolicy (Article 151),
industrial policy (Article 157), in social cohesionpolicy including structural
funds (Articles 157, 161), researchand developmentpolicy (Article 166) and
environmenthprotection(Article 175section2). Asylum policy while respecting
internationalAgreementss undernationalauthority and hasrequiredunanimity
sofar. As of 2004,the procedureof codecisionwith qualified majority will apply
if agreeduponby the headsof state'® Of course the unanimity principle in the
areaof taxationis at the heartof nationalsovereigntyor of political union.

For a qualified majority in the EU-15, 62 of 87 votes (71.26 per cent) are
neededThis holdsfor decisionswhich aretakenby the EuropeanCouncil with
respectto proposalsof the EuropeanCommission.In all other cases,it is
additionallyrequiredthat 62 votesrepresenthe approvalof at leastten member
states(Article 205). The blocking majority is 26 votes. The Treaty of Nice
changeghesenumbersfor the caseof enlargemen{seebelow).

The EuropeanCommissionis the operativearm of the EU andrepresentshe
administrationlts maintaskis to implementpolicies,to launchinitiatives andto
be the arbiter between member states as the guardian of the treaty. The
Commissiorhastheright to proposenewlaws;it cancreatederivedor secondary
law accordingto Article 308. The Commissiorhasa legislativemonopoly.A set
of decisionsof the EuropeanCouncil presupposesecommendatias by the
Commission.Changesof the treaty requireapprovalby nationalparliaments.

The EuropearParliamentparticipatesn the different forms of approval,joint
decisionand hearing. The approvalof parliamentis neededin declarationsof
fundamentaliiolationsof thetreaty. The proceeding®f joint decisionsaccording
to Article 251 applyto proposalf the Commissiorto which parliamentsubmits

® The so-calledLuxembourgcompromise.
10 This refersto measuresiccordingto article 62 sect?2 lit a andarticle 63 sect3 lit b.
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EUROPE- QUO VADIS? 7

a statement.On the basisof this statementthe proposalsof the commission
become enactedby the Council. If the parliament alters the Commision’s
proposaldn joint decisionsrules specify how to proceed.The Parliamentdoes
not havethe right of initiative.**

Enlarging the EU by 12 memberstatesin the near future and leaving the
institutional arrangement®f decision making by intergovermental cooperation
unchangedraisesthe questionof whetherthe systemcan function. An important
issueis that the democraticdeficit that alreadyexistsin the Union of 15 will be
aggravatedecausehe decisionsn a Council of 27 headsof stateor ministersare
evenfurtherremovedfrom the citizensandthe voters.Anotherimportantissueis to
what extent the form of intergovernmentacooperationwill effectively lead to
decisionsor whetherdecisionswill be blocked? It is alreadydifficult to cometo
decisionsn aUnionof 15 memberstateshbecausémportantelectionsareaboutto be
heldin somemembeistatealmostall thetime sothatnationalgovernmentsnustfear
electoraldefeatas a consequencef an unpopulardecisiontakenat the European
level. This relatesto unanimousas well as qualified majority decisions.The
procedureo respecthe nationalvital interestwould restrictdecisionsevenfurther.

We therefore have to take into accounta speculativescenarioof Stagno-
Europe:Decision making in the EU will be blocked, economicdynamicsand
vitality will belost,the integrationprocessomesto a haltandEurope’sposition

1 The EuropearCourtis responsibldor the interpretationof the EU Treatyand EU law. Actions

againsta memberstatecan be broughtto the court by memberstatesand by the Commission.

12 Considerthree countries.Take an instrumentvariable x, i.e. a Europeanstandardor another
policy instrumentike expendituresitthe EU level. The benefitfunctionsf (x) of thethreecountries
arelikely to differ. Individually, thesecountrieswould choosexa, Xg andXc. A minimum level x of

theinstrumentvariablewould allow theseoptimal solutions.This alsoholdsfor a bandwidth of the

instrumentx beingallowed. If a commonlevel of the instrumentis desired the decisionsbecome
extremely complicated,especiallyif the benefit functions differ considerably.In principle, an

envelopeof theindividual envelopeunctionsmustbe constructednot shownin thediagram).Side
paymentanustinducelosersto supporta solution.In the caseof unanimity,a solutionmay not be
found. If a qualified majority applies,the conceptof pivot voter gainsrelevance.
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8 HORSTSIEBERT

in theworld economywill erode.Institutionsmatter:Doesthe giveninstitutional
settingof the EuropeariJnionimply sclerosisandimmobilisationfor the coming
decade?This issueis similar to the questionof to what extent the German
consensusapproach including cooperative federalism and the cooperative
collectiveframeworkof the labourmarketimpliesthatstructuralproblemsappear
to beunsolvablen Germanylt is alsosimilar to the issueof the extentto which

the institutional framework of Japan,for instancethe heavy distortion in the
electoralrepresentatiotin favour of rural votersrelative to urbanvoters,means
that structural adjustmentcannot be performed when negative internal and
external shocks hit the economy, while working fine when the economyis

expandingrapidly. It is safeto concludethat a rebussic stantibusapproachthat
is leavingtheinstitutionalframeworkunchangedasthe Nice Treatymoreor less
does,seebelow) will not work. In order to preventan outcomeof erosionin

efficiency, Europehastwo waysout:

(1) To copewith the increasedheterogeneityof 27 membersa much larger
spectrumof variety in the rule systemmustbe allowed. In this strategy,
one hasto look for the very essentialsn commonEuropearrules.

(2) Theintegrationprocesss to be pushedforward politically.

The two optionsarediscussedn the following sections.

4. TO LOOK FORTHE VERY ESSENTIALS

Easterrenlargemenincreaseshe heterogeneityf the EU. Whereasa political
union and a commonmarket require a uniform frame of referenceto prevent
major distortionsin competition,increasecheterogeneityneedsa more flexible
and lessstrict institutional framework.This is especiallyrelevantaslong asthe
democraticdeficit is not reduced.A way to solve this is to look for the very
essentialsn the institutional framework*® The questionbefore us is: Which
aspectsof the 31 areasof the acquis communautaireare indispensable”And
which elementsan the institutional arrangemenbf political decisionmakingare
indispensable

a. SomeNon-essentials

There are many examplesof regulationsthat are unnecessaryls it really
essentiathatthe EU determineghatthe minimum diameterfor leeksis 10 mm
(wheresizing is determinedby the diametermeasuredat right anglesto the

13 Thefollowing canbe seenasanattemptto specify Jospin’sstatement:L’Europe estd’abordun
projet politique, un «contenu»avantd’étre un «contenant»’.
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axisabovethe swelling of the neck)asspecifiedin the CommissiorRegulation
(EEC) No 1292/810of 12 May, 1981 (laying down quality standardgor leeks,
auberginesand courgettegannexl, lIl, i)?** Or is it importantto regulatethat
‘Extra’ classcucumbersare to be well shapedand practically straight, that
Class | cucumbers be reasonably well shaped and practically straight
(maximum height of the arc: 10 mm per 10 cm of the length of cucumber)
andthatin Classll crookedcucumbersareallowedonly if they haveno more
thanslight defectsin colouringandhaveno defectsor deformationotherthan
crookednessvhereasslightly crookedcucumbergnay havea maximumheight
of the arc of 20 mm per 10 cm of length and crookedcucumbersn Classll|

may haveall the defectsallowedin Classll for straightand slightly crooked
cucumbers,but they must be packed separately”® There are many other
examples® many from agriculture®’1819:20.21.22prgduyct regulation also

4 Official JournalNO. L 129, 15/05/1981p. 0038—0047.

15 CommissionRegulation(EEC) No 1677/880of 15 June,1988,laying down quality standardsor
cucumbergannexll, B, i-iv); Official JournalNO. L 150, 16/06/1988p. 0021-0025.

16 For the sizing of auberginedy diameter the minimum diameteris fixed at 40 mm for elongated
auberginesand 70 mm for global aubergineskFor sizing by weight, the minimum weightis fixed at
100 grams.(CommissionRegulation(EEC) No 1292/810f 12 May, 1981, laying down quality
standarddor leeks,auberginesndcourgettegannexll, 1ll, A-B); Official JournalNO. L 129,15/
05/1981p. 0038-0047).

7 The minimum diameterfor onionsis 10 mm. (CommissionRegulation(EEC) No 2213/830f 28
July, 1983, laying down quality standardsfor onionsand witloof chicory (annexl, 1ll); Official
JournalNO. L 213,04/08/1983p. 0013-0021).

18 Cherriesmusthavethefollowing minimumsizes(sizingis determinedy the maximumdiameter
of the equatorialsection): ‘Extra’ Class:20 mm, Classesl and ll: 17 mm, Classlll: 15 mm.
(CommissionRegulation(EEC) No 899/87of 30 March, 1987, laying down quality standardgor
cherriesand strawberriegannexl, 1l1); Official JournalNO. L 088, 31/03/1987p. 0017-0024).
19 strawberriesmust be of the following minimum sizes (Sizing is determinedby the maximum
diameterof the equatorialsection):‘Extra’ Class:25 mm, Classed andll: 18 mm, ClasslIl: 15mm.
(CommissionRegulation(EEC) No 899/87 of 30 March, 1987, laying down quality standardsfor
cherriesand strawberriegannexll, 111); Official JournaINO. L 088,31/03/1987p. 0017-0024).
29n the caseof carrotsgreenor violet/purpletopsarenot allowedin ‘Extra’ Class;Classl: Green
orviolet/purpletopsupto 1.0cmlongfor carrotsnotexceedind cmin length,andupto 2.0cm for
other carrots,are allowed; Classll: Greenor violet/purpletopsup to 2.0 cm long for carrotsnot
exceeding cmin length,andupto 3.0 cm for othercarrots,areallowed.(CommissionRegulation
(EEC) No 920/89of 10 April, 1989, laying down quality standardsfor carrots,citrus fruit and
dessertapplesand pearsand amendingCommissionRegulationNo 58 (annexl, Il, B, i—ii—iii);
Official JournalNO. L 097,11/04/1989. 0019-0039).

21 For tomatoesthe size of tomatoesis determinedby the maximum diameterof the equatorial
section.Thefollowing provisionsshallnotapplyto ‘cherry’ tomatoesMinimum size:Fortomatoes
classifiedin the ‘Extra’ ClassandClassed andll, the minimum sizeis setat: 35 mm for ‘round’
and‘ribbed’ tomatoes30 mm for ‘oblong’ tomatoes(CommissionRegulation(EC) No 790/2000
of 14 April, 2000, laying down the marketingstandardfor tomatoes(annexlll); Official Journal
NO. L 095, 15/04/2000p. 0024).

22 pucklivers shallweighatleast250g net,goosdivers shallweighatleast400g net. Commission
Regulation (EEC) No 1538/91 of 5 June, 1991, introducing detailed rules for implementing
Regulation(EEC) No 1906/900n certain marketingstandardgor poultry (article 1, 3); Official
JournalNO. L 143,07/06/1991p. 0011-0022).
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includes technical standard$® It is highly questionablewhether all these
regulationsare necessary.

Europewill not becomea dynamic region of the world economyvia such
regulationslt is difficult to seehow they canbe enforcedanyhowin Palermoor
in Rantasipiand to what extentthey reducetransactioncosts.A bureaucratic
Europeis not a viable concept.

b. Institutiond Competition

In quite a few areasthe conceptof institutional competitionis a promising
approachto a more heterogeneaiunion. The conceptis to acceptdifferent
nationalinstitutional arrangementandlet them competewith eachother.lIt is a
sheelimpossibility to harmoniseall legalrulesthathavedevelopedsodifferently
in the history of Europearcountriesandthataremoreoverthe resultof diverging
legal philosophies.

The legal basisfor this approachof institutional competitionis the Cassis-de
Dijon casedecidedby the EuropeanCourtof Justicein 1979.The Cassis-de-fjon,
a fruit liqueur, is widely in usein Franceas an ingredientfor the Kir Royale,
ArchevequeBourgeoisor Ordinaire.lt wasnotallowed,howeverto bemarketedn
Germany. The German regulation, the monopoly law on spirits (Branntwein-
monopolgsety of 1922requiredfruit liqueursto haveanalcoholcontentof atleast
32 percent;thusthelower alcoholcontentof 17 percentin the Cassis-de-Dijorwas
‘verboten’. The EuropearCourtof Justiceruledthata productlegally broughtto the
marketin one country of the EuropeanUnion also hasto be acceptedby other
countries.This verdict then allowed the exportof beerfrom Belgium that was not
brewedin accordancewith the Germanbeer purity regulationsof 1516, and it
allowed pastato be exportedto Italy that wasnot madefrom Italian buckwheatlt
was also extendedto financial productsand services.Accordingto this principle,
different regulationsare de facto mutually recognisedand coexist.

The competition betweendifferent national institutional systemsdetermines
which of the existing nationalrule systemswill survive andwhich will haveto
adjust. The country-of-orgin principle and institutional competitionlead to a
discovery processin the senseof Hayek (1968) bringing about ex-post
harmonisatioras neededlt is a market-drivenprocesof harmonisingdiffering
norms,standardsind regulationsbetweenmemberstates.

Institutional competitionand the country-of-origin principle find their limit
where issuesof public health are concerned;recent examplesare mad cow
diseaseand foot and mouth disease Here Article 30 of the EU Treaty allows

28 The maximum dimensionsof a tractor are as follows: width: 2.55 m. CommissionDirective
2000/1/ECof 14 January,2000, adaptingto technicalprogressCouncil Directive 89/173/EECas
regardscertaincomponentsandcharacteristic®f wheeledagriculturalor forestrytractors(annexl,
2.1.2)(Text with EEA relevance)Official JournalNO. L 021, 26/01/2000p. 0016-0022).
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nationalmeasurego protecthealth.In thesecasesthe functioning of markets
would be violated (seebelow); minimum standardsnay help to preventmarket
disruption.

Institutional competition also applies to taxation. As in product regulation,
competition in taxation can bring about harmonisation ex post; ex ante
harmonisationis not necessaryAn exampleis taxeson corporate profits and
businesdaxesthathavebeenbroughtin line betweernthe Europearcountriesin the
last fifteen years without ex-ante harmonisation,but as a political reaction to
locational competition for the mobile factors, both in the EuropeanUnion and
world-wide Fearsthatcompetitionin taxationwill leadto a downwardspiral of tax
revenuesbecausemobile factors of productionleave if taxesare too high, are
exaggeratedinfrastructureprovided by the governmentincluding the educational
andresearchsystemof a countryrepresenpositivelocationfactors(Siebert,2000).
Extremecasef distortiong* may be solvedwith minimum standard®f taxation.

c¢. The Criterion of FunctioningMarkets

A more fundamentakanswerto our issueis that the criterion for a rule to be
essentials thatwithout sucha rule oneof thefour freedoms-the free movement
of goods,services peopleand capital— is seriouslyimpaired. Thus,whateveris
necessaryor marketsto function belongsto the categoryof being essentialln
answerto the questionwhat is essentialwe should,however,not apply a static
interpretationbut look at the issuein a result-orientedway including dynamic
processethatleadto a newequilibrium. Essentiaklementsn this interpretation
are a commoninstitutional frame for the productmarketsthroughcommercial
policy and competitionpolicy.

Nationalsubsidiesandistort competition,andthereforesometype of subsidy
control is necessaryn a commonmarket.However,one may questionwhether
control by the EU of subsidieson the regionallevel is alsomandatory.The EU
shouldnot be concernedvith eachregionalaid, especiallythosethatoccurin the
non-tradeablarea.lt would be muchbetterto let regionsandmunicipalitiesfind
outthemselveshatsubsidiesnayvery well represenaninefficient way to spend
tax revenuesbecausemoney is wasted.In no case should the EU prevent
locational competition, for instance by means of local or even regional
infrastructuwe outlays. Thus, it should be possiblethat communitiesengagein
developingsite-locationsn orderto attractfirms andthenjoin themasventure
capitalistsby providing the locationsspace Only if local andregionalsubsidies
are usedto hide national subsidiesin a sizeableway is subsidycontrol at the
Europeanlevel required. Co-financingshould not be a vehicle for the EU to

24 Forinstancein definingthe tax baseor in discretionaryrulings of the tax authoritiesgrantingtax
exemptions.
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12 HORSTSIEBERT

stipulateconditionsfor governmenspendingon the nationalandregionallevel.
In anycase co-financingshouldbe cut backin orderto makeresponsibilityof the
different layersof governmenimore explicit.

The criterion of functioning marketsimplies that abrupt national measures
according to Article 30 disrupting the functioning of markets should be
prevented. An important remedy is minimum standards(see above) that,
however,shouldnot do away with institutional competition.

The criterion of functioning marketsalso relatesto factor markets.On the
capitalmarket,institutionalconditionsmustbe suchthat capitalcango to the best
use.This meanghat segmentationshouldbe abolished For the financial sector,
the commonmarketincreasesnterdependereincluding the risk of contagion;
thereforerules must attemptto preventa bankingcrisis from spreading.Some
standardssuch as capital adequacyrequirementamust be uniform in the EU.
Banking regulationscan be done by national supervisingagencies;however,
theseagencieshaveto coordinatetheir activities (Padoa-Schiopp£001).

d. Public Goods,Fiscal Equivalenceand the SubsidiarityPrinciple

Anotheraspecbf the functioningof marketsis public goods,definedasgoods
being consumedn equalamountsby all (Samuelson,1954) like safetyin the
streetsor the ozonelayer. Motivating governmentahctivities by the existenceof
public goods, the different spatial dimension of public goods implies that
accordingto the subsidiaryprinciple, theseshould be provided on that spatial
levelthatis bestequippedo organisetheir supply.Thisimpliesthatpublic goods
of alimited dimensionin spaceshouldbe providedon thelocal or regionallevel,
thoseof a larger spatial size should be suppliedon the nationallevel and that
Europe-widepublic goods are to be dealt with on the Europeanlevel. The
concepiof allocatingcompetencieaccordingto the dimensionof the public good
ensureghat the different layersof governmentare bestinformed on the specific
conditions relating to their function and that the political expressionof the
preference®f voterscanbestbe organisedon the different levels.

The allocationof competenciesiccordingto the dimensionof public goodis
analogougo the principle of fiscal equivalencgOlson,1969)accordingto which
the spatialdimensionof users payersanddecisionmakersshouldbeidentical. If
the spatialdelineationsof thesethree groupsdiffer, distortionsarise.A similar
result is obtainedby the principle of subsidiarity. The main messageof this
principleis thata transferof competencefrom alower to a higherpolitical level
leadsto neglectingindividual preferenced the higherlevel doesnot correspond
to thespatialdimensionof the public good(Oates,1972).If all public servicesare
suppliedby a centralgovernmenbody, the volume of the supplyalwaysreflects
a compromisebetweernvarying needsof differentregionalgroupsof consumers.
Thus, as a consequencef a transfer of competencesn favour of the EU
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Commission,some groupsof consumersbecome‘forced riders’, i.e. they are
forcedto consumea higherquantity or quality of public goodsandserviceshan
they prefer, while other groupsof consumerswill suffer from welfare losses
becausef an undersupplywith public goodsandservices> Besidesthis Oates
effect, thereis anotherwelfare lossin caseof a centralisationof competences:
The opportunity costs of supplying the public good become blurred when
competencearecentralisen a highergovernmentevel. Thefreerider problem
is aggravatedDemandmay becomdesselasticrelative’® to the true priceif part
of the costsare shiftedto a higherlevel. Pricesget distorted.

As a generalrule, the economicprinciple of subsidiarity recommendshat
economiccompetenceshouldbe transferredo the lowest possiblegovernment
body. Only if a transfer of competencedo the supranationallevel leads to
efficiency gainsthat exceedthe welfare lossesdueto a centralisationnational
and regional responsibility should be replacedby supranationakcompetences.
This conceptof fiscal federalismpresupposesot only an optimal allocation of
differenttasks;it alsoimplies that different layershavethe instrumentsn their
handsto fulfil their task,i.e. the right to spendandthe right to tax.

e. Which Public Goodsto the Central Level?

The public goods conceptleadsto similar results as the criterion of the
functioning of markets(which correspondso the four freedoms).The common
institutional frame shouldguaranteghe opennes®f markets.Trade policy and
competitionpolicy thereforeare to be organisedon the Europeanevel.

Anothercandidatgfor commonpolicy is the environmentHere,a moredelicate
analysisis required.In the caseof environmentalmedia,a commoninstitutional
arrangemenéat the Europearievel only becomeselevantif the public good,i.e. the
environmentis of a Europe-widedimensionor of anevenlargerdimensionike the
global atmospherelf the environmenthas a national spatial dimensiononly, a
Europearapproachs not well founded Nationalregulationscanthencompetewith
eachother,minimum standardsnay be a way to preventdisruptionsof marketsby
unilateral measures. Transfrontier pollution through rivers or pollution of
environmenal mediajointly usedsuchasthe Mediterranearor the Baltic Seado
not havea Europe-widespatialdimensionin a strict senseandthereforeshouldbe
dealtwith on abilateralor multilaterallevel of the countriesconcernedThe EU can
developa frame of procedure Positive spilloversin other areassuchas railroad
networksor energynetworksdo notrepresent public goodin the strict senseHere
coordinationhelpsto reducetransactioncosts;however,a Europeanapproachand
Europearfinancing are not needed.

25 Seefootnote12.
26 Stehn(1997) attributesthis to higherinformation costsof the consumer.
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It is importantto clearly distinguishpublic goodsfrom merit goodsthat are
consideredas meritorious and desirableby some or even quite a few. What
appliesto public goodsdoesnot hold for merit goods.The provision of these
meritgoodsshouldbeleft to theregionsor nationstatesaslong asEuropehasnot
developed a democratic method of aggregating individual and national
preferencedy voting. Merit goodsshouldbe decidedon a Europearievel only
whenthe democraticdeficit is reduced.

In the caseof networks somecoordinationrmaybe neededothatnetworksare
not hindered by borders. Thus, the network should have similar physical
characterists. This, however,doesnot meanthat networksare public goodsof a
Europeandimensionand should be financed on the EU level. Take railroad
tracks.Not everytransfrontie trackis a Europearpublic good.Wherethe benefit
of transfrontier connection accrues overwhelmingly to only two countries
financing shouldbe doneby thesecountries(Brocker, 2001).

In the area of researchpolicy, a transfer of certain competencedo the
supranatioal level might be in accordancewith the economic principle of
subsidiarity The argumenis that basicresearchespeciallywith a view to high-
technology R&D, can be expectedto generate considerablecross-border
spilloversgiving rise to an almostfree disseminatiorof basicknowledge;basic
knowledgeis hardly codifiable and thus cannotbe patentedln this case,cross-
borderexternalitiescan lead to an under-investmet in basicresearchactivities
thatcanonly be preventedy atransferof responsibilitiegrom the nationalto the
supranatioal level. However,disseminatiorof basicresearchcannotbe limited
to the EU; thusthe argumentof under-invesmentholdson a world-wide scale.
Moreover,competitionin basicresearchmay be an importantdriving force to
expand the technological frontier. Then duplication of researchefforts is
necessaryo obtainresults®’

It is hardto seethat industrial policy can be justified as being relatedto a
public good of Europeansize. Where is the public good aspectof industrial
policy? Moreover, there are some serious stumbling blocks. First, the
Commissiondoesnot havethe knowledgewhich new productsand sectorswill
flourish in the future thatis necessaryf sectorsareto be targeted.Secondthe
conceptof strategictrade policy may proveto be extremelymisleading.Third,
subsidiesusedto promotespecific sectorsmay be wastedin the end.

27 This argumentof spilloversis not to be mixed up with the longstandingdebateabout the
implementatiorof fair criteriafor thedistributionof fundsamongthe memberstatesOneschoolof
thinking arguegthatresearchundsshouldflow over-proportionallyto rich countriesbecausehese
countrieswould realisethe highesttechnologicapotentialandsubsequentlyhe highestgainsfrom
researcifunds.Anotherschoolof thinking pointsto the fact thata distributionof fundsin favourof
rich countries would counteractthe objective of the common regional policy becausethe
implementationof a basic technologicalpotential is a necessaryprerequisitefor a successful
catching-upprocessof the lessdevelopedregionsin the EU.
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f. Decentralisationof WageFormation

With respectto the labour market,only rules securingthe free movementof
labourareneededon a Europearievel. All the otherrulesmustremainnational.
As a guiding principle, we haveto startwith how marketprocessesvould work.
Looking at wageformation,wagesshouldbe foundin the different segment®of
the labour market,be it by qualification or by region, suchthat a near-or full
employmemn equilibrium is found. Labour productivities exhibit a marked
divergencébetweerthe membersf the EuropeariJnion, bothwith respecto the
level aswell asthe rate of change.lt would makeno senseat all to harmonise
wageformationin the EuropeanUnion asis sometimessuggestedlf countries
practisecollective wagebargainingon the nationalor sectorallevel, they should
make sure that wage increasesin real terms do not surpassthe national
productivity growth. This, however,is only instrumentalin securinga given
employmen level; unemploymentemainsconstanwith sucharule. If countries
wantto reducetheir unemploymentate,wageincreaseshouldremainbelowthe
productivity trend of the pastor shouldreflect the future productivity increase
thatis in line with full employment.in an economywith heavyunemployment,
sucha productivity increasds lower thanthe pasttrend sincethe workersto be
integratednto employmenwill exhibit a lower productivity thanthe averageof
the employed and thus reduce productivity growth. Moreover, national
economieanustfind a way to differentiatethe wagestructure?®

Employmentbeinga nationalresponsibility employmenpolicy mustbe national
aswell. To organiseemploymentpolicy on the Europeanlevel and use national
contributians to the EU budgetor tax revenuedor this purpose would allow the
government®f the memberstatesto shift responsibilityto the Europeanevel and
to usethe EU as a scapegoathus hurting the Europeancauseif unemployment
actually rises.National contributionsand tax revenuesvould be usedin favour of
the countriesthat perform poorly. Countrieswhich reduceunemploymen would
pay the contributions Suchan approachwould representhe wrong incentives.

g. SocialUnion SimplyNot Feasible

A social union, that is a common Europeanframework of social insurance
systemsfor health,unemploymentand retirementas well as social welfare, is
simply not feasible.Actually, thesesystemshavedifferent levels of benefitsin
the differentcountries,andconsequentlyheir costsdiffer considerablyWhereas
in all countriessocial welfare is financed by taxation, the other systemsare
financedby a tax on labourwith different percentagegaid by the workersand
thefirms. Forinstancejn the UK the costspaid by the employerareonly half of

28 This is alsonecessaryn orderto reducethe adjustmentcostfrom Easternenlargementiueto
immigration.
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what Germanemployershaveto contribute.Labourproductivity beingdivergent
betweenthe Europeancountriesis alreadya sufficient reasonnot to harmonise
social security systems.They must be organisedaccordingto the territorial
principle in national systems:benefitsare provided by the national systemto
thosewho havecontributedto that system.This doesnot precludethatthe issue
of portability of claimsin orderto allow the mobility of peopleis to be solved.

h. Agricultural Policy Not Essential

Easternenlargemenaiccentuatethe problemsof commonagriculturalpolicy.
In agricultural production the EuropeanUnion reacheshigh levels of self-
sufficiencyof abovelQ0percentin importantareasfor instancel32 percentfor
sugar,112 per centfor wheat, 105 per centfor meat (poultry, beef, pork, data
beforethe madcow andmouthandfoot crises)and106to 104 percentfor butter,
milk and cheese.The commonagricultural policy usesprice supports,import
tariffs?® and export subsidiesIn orderto reducethe role of price supportsand
exportsubsidieghe EU hasintroducedproductionquotas for instancethe milk
guota, and has compensatedarmersby direct transfersinsteadof production-
orientedsubsidies Agricultural policy involves expenditureof 44 billion euro
andaccountdor 46 per centof the EU budgetin 2001.

Even without an Easternenlargementhe commonagriculturepolicy comes
underseverepressurefrom a global perspectiveEurope’sagriculturalprotection
cannot be justified becauseit takes away growth opportunitiesfrom other
economiesespeciallythe developingcountries. Their productionand markets
cannot evolve and expandif agricultural exports of developing and newly
industrialising countriesare prohibited from enteringthe EU market. What is
evenworseis thatthe EU dumpsits subsidisedgriculturalproductson theworld
marketreducingpricesfor agriculturalexportersin the contextof the nextWTO
roundthe EU is in an untenableposition. Therefore,agricultural policy on the
Europearlevel becomedessandlessessential.

In the conceptof the very essentialsthe agriculturalmarketmustbe Europe-
wide. Border controls cannotgo togetherwith a single market. This, however,
doesnotimply thatagriculturalpolicy musttakeplaceon the Europearievel and
thatit hasto be financedon the Europearevel. A distinctionof differentaspects
of agricultural policy becomes necessary(Wissenschdlicher Beirat beim
Bundesminigtrium flr Ernghrung, Landwirtschaftund Forsten,1988).

Market policy in the narrow sense(import duties, export subsidiesand
interventionprices)— the so-calledfirst pillar of agricultural policy — relatesto

2% variable levies that in the caseof imports adjustthe lower world marketprice to the higher
Europeanlevel have beensubstitutedby fixed import tariffs after the Uruguay Round. Variable
leviesstill applyin the caseof cereals.
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the function of marketsandthereforehasto be assignedo the Europeanevel.
However, these measuredose importance.The more Europe’s agriculture is
integratednto the world economythelessis the needto haveagriculturalpolicy
instrumentson the Europeanlevel. That aspectof agricultural policy is not
essential.Other aspectsof agricultural policy such as consumerprotection,
preventionof cruelty to animals,environmentaissuesand structuralaswell as
regional policies for the countryside— the so-called secondpillar — do not
represenessentialsand can be decentralisedThey may evenbe financedon a
regionallevel.

For the politician the simpleargumentmay be moreconvincing,thatthe CAP
cansimply no longerbe financedif it is appliedto the new EU membersn the
existing form. These countries do have a high production potential for
agricultural products. This will be stimulated by price supportsand export
subsidies.Older estimatesindicate that EU expendituresfor agriculture will
increaseby 13 to 15 billion euro per yearin a first wave of EU enlargement
(Tangermann 1997). This would correspondto an increasein current CAP
expenditure of about40 per cent. Additional costsin the samerange would
accruefollowing a secondwave of EasternenlargementMore recentestimates
indicatesomewhatower figures.However,at this momentit is unclearhow the
systemof directtransferghatarenot coupledto productionis to be appliedto the
newmembersapplyingthe systemof directtransferso the newmembersvould
raise the cost estimates.To sum up, the EU has not done its homeworkin
agriculturalpolicy for Easternenlargement.

i. StructuralFundsHaveto be Redesigned

In regionalpolicy, regionsof the EU are actually subsidisedwith 33 billion
euroin the structuralfundsaccountingfor 34 per centof the EU budget(2001).
Thetransfersareintendedfor areasvhereGDP per capitais below 75 per centof
the EU average Although the structuralfundsare designedaboveall to support
the developmentof backwardregions,almost 50 per cent of the funds were
directed towards member stateswith a per capita GDP at or abovethe EU
average.However,a more detailed analysisof the distribution schemewhich
takesinto accountifferentcountrysizesrevealsthatper capitatransfersncrease
as per capita GDP declines.The sameholds true for the shareof transfersin
national GDP (Stehn,1998, Tables3 and4).

In anenlargedunionthedistributioral targethasto be defineddifferently from
a smaller union becauseof a larger heterogeneityin GDP per capita (see
below)3° Consequentlyit is necessaryo reducethe thresholdvalue of 75 per

39 n the candidatecountriesthe thresholdof 75 per centactuallyis only surpasseéh the regionof
Pragueand Bratislava(1998).
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cent and work with lower subsidiesrelative to the pre-enlargemenstatus. If
regionalfundsarecontinuedn their existingform additionalfinancial meanswill
beneededAccordingto the official financialforecastof the EU, in theyear2006
an additional 13 billion euro are necessary.lf one assumesa continued
distributionof structuralfundsaccordingto memberstates’GDP, otherestimates
yield an estimatedinancial burdenof about20 billion euroa yearasa resultof
the first wave of EasternenlargementThis would correspondo anincreasen
structurafundsexpensegeryearof almost76 percentanda sharein the GDP of
the 15 EU memberstatesof 0.34 per cent. According to the report of the
budgetary commission of the EuropeanParliamentthe additional costs of
enlargemehin the areasof agricultureandstructuralfunds could amountto 390
billion euroup to the year2015. The additionalcostof extendingthe structural
fundsto the ten Middle and EasternEuropearstatescould easily reachQ.7 per
centof GDP of the 15 EU memberstatesabsorbingmorethan50 percentof the
EU's total currentbudget.The aboveestimateshowthat full membershipf the
youngmarketeconomiesn CentralandEasternEuropewill pushthe EU budget
out of balance Undertheseconditions,anincreasdn the financial contributions
of the ‘old’ memberstateswould be unavoidable.

Changesin the structuralfunds have to be made before Easternenlargement
becauseafterwardsthe new membersin Middle and EasternEuropewill havea
blocking minority. How difficult it is to changethe structural funds becomes
apparenin the cohesionfunds, originally conceivedto help countrieslike Ireland
andSpainto prepargor monetaryunion;the cohesiorfund continuego existwith a
volumeof 2 billion europeryearevenafterthesecountrieshavesuccessfullyoined
the monetaryunion.In Nice, unanimityin the caseof structuralfunds(Article 161)
could not be abandonedecausef strict Spanishopposition.

Any successfuleform would strengtherthe basicobjective of the structural
funds, that is, the promotion of the EU’s most backwardregions,in order to
securethe acceptanceof the integration processas a whole. This could be
achievedoy restrictingaccesgo the structuralfundsto thosememberstateswith
per capitaGDP belowthe EU averageAs a consequencegnly Spain,Portugal,
Greeceand the new membersSlovenia,CzechRepublic, Estonia,Hungaryand
Polandwould be eligible to regionaltransfersin a wider EU-20. The size of the
transfersshouldvary accordingto percapitaGDP andshoulddecreassteadilyin
line with a growing income level in these countries. In order to partially
compensatdor lost accesdo the fundson the part of the richer memberstates,
thetotal budgetshouldbe fixed at the currentlevel sothat nationalcontributions
to the EU budgetcanbe reducedasthe poorermemberstatescatchup with their
richer partnerslt is to be fearedthatthe conflict will be solvedby anexpansion
of expenditures.

It is difficult to seehowtheupperlimit for EU expenditure®f 1.27percentof
GDP of all memberstateswill not be surpassedh the future.
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j- On the Issueof an Optimal Macroeconomid?olicy Mix

On the macroeconomidevel, the issuearisesto what extentmacroeconomic
policies should be coordinated. This question is especially relevant since
monetary policy now has been Europeanisedwhereasthe other areas of
macroeconome policy are still national. One approachis to limit negative
spilloversbetweenthe different macroeconomi@olicy areas.Thus,the stability
pactis intendedto control excessivdiscal deficits andin this way to protectthe
ECB andthe euroagainstfree rider behaviourof individual nationstates A rule
thatrealwageincreasesn the different countriesshouldnot exceedproductivity
growth® would help to preventa negativespillover in the sensethat national
unemployments not aggravatedOtherattemptsof coordinationrepresena form
of atmosphericoordinationincluding mutualinformation?

With respectto generatingpositive spillovers betweenpolicy areas,we have
manymodelswhich provethatcoordinatioramongthe macroeconomigolicy areas
is Paretoefficient. Alas, thesemodelsvery oftenstartfrom simpleassumptionsThe
problemis that responsibilityof policy actorsbecomeslurred and that one actor
can put the blame on the other, including the other memberstateor the European
level. In my evaluation,macroeconomigoolicy coordinationwill only be of a
limited scope.One positive aspectis mutual information so that national policy
makersareinformedon whatis intendedelsewherendstartfrom a commonframe
of referencePartly, coordinationwill haveto rely on moralpersuasionfor instance
if a countrywith high growth ratesbenefitsfrom the low interestratesof the ECB
andis not willing to reduceits governmentabbsorption Within the model of bare
essentials national parliamentsare sovereign;binding coordinationis unlikely.
Finally, mostof the coordinationphilosophyis basedn extremelysimpleandnaive
Keynesianideasof controlling and fine-tuning aggregatedemandover the cycle;
inside and outsidelags are neglected Moreover,the political procesds unableto
smoothgovernmentexpendituresover the cycle. While additional spendingin a
recessions grabbedwholeheartedl by the political processreducingdemandn a
boomis unlikely to takeplace.A Jospinfund for stabilisationpolicy atthe EU level
also stemsfrom a misleadingconcept.

k. Allowing Variety

Looking beyondEasternenlargementthereare more seriousquestionghanthe
oneswe just discussedFor instance Norway and Switzerland- not yet membersf

31 This rule seemsto be implicitly followed by Europeartradeunions.

32 This relatesto the Cardiff processwhich is intendedto foster economicreformsin the labour

market, the Luxembourgprocesswhich is intendedto increaseemployment,and the Cologne

processwhose purposeis intendedto deepenthe macroeconomicdialogue. These processes
representeclamatorycoordination.
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the EU — are characterisedby specialconditions.Norway heavily dependson the
fisheriesandits oil reserves? Switzerlandhasa long traditionin awell established
direct democracythat shouldbe accommodate@dequatelyin a Europeanframe-
work of decisionmaking. A Europeaninstitutional framework should take into
accountthesespecialconditionsandnot ploughthemundera commonEuropearset
of rules;the frameworkof the EU shouldbe adequatdor both countries.

|. EssentialsEnforcedby Locational Competition

Thestrategyof looking for thevery essential®f acommonmarketis enforcedoy
Europefacinglocationalcompetitionin the world economy(Siebert,2000).As any
other region of the world, the EU competesfor the mobile capital, the mobile
technicaknowledgeandthe mobile highly qualifiedworkers.Theinstitutionalframe
of theeconomy(includingtaxation)mustbe suchthatthesefactorsareattractedand
keptat home.Benchmaring is a necessarglementof locationalcompetition®*

m. EconomicDynamicsvia Market Processes

To look for the very essentialgn the framework of an enlargedEuropean
Unionimpliessaying'No’ to atransferunion.In anycasegnlarginganeconomic
union necessarilymeansacceptinga larger dispersionin income per capita®
This becomesapparenif we look at a function betweenequity beingdefinedas
someaspectof incomedistribution on the one handand economicsize on the
other.With a larger size,the equality targethasto be lowered.lIt is evenlower
thanin the EU if we considerthe whole world. An enlargedunion cannothave
the samedistributional target as a smaller union. In addition, the democratic
deficit doesnot give a legitimatebasisfor sizeabletransferson a Europearievel.
A distributive federalismcannotbe the roadfor Europeif Europewantsto be a
dynamicregion of the world economy.

Following the conceptof looking for the very essential&ndleavingspacefor
decentralisedsolutions, Europe’seconomicdynamicscomesfrom the markets
andnot from politics. The politicianswho would like to seea strongEuropein
the world economy make use of the markets to gain increaseddynamic
efficiency. Europethen would apply a similar strategyas the US which relies
heavily on the efficiency of markets.For sucha strategy,we do indeedneeda
discussioron the essentials.

33 Norway may cherishits autonomyespeciallysinceit becameindependenbnly in 1905.

34 Note, however,benchmarkingpnly attemptsnot to fall behindothers.lt is not a vehicleto take
leadershipn innovation.

35 Thisis in contrastto the Jospin(2001)conceptof Europewhich stresseshe distributionalaspect
betweennationsin the EU without being preparedto cedenationalsovereignty.This meansthat
distributionis donewithout democraticlegitimacy.
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5.IN SEARCHOF A CONSTITUTION-LIKE ARRANGEMENT

To look for the very essential®f an enlargedEuropeanJnion follows from the
democratideficit. Thealternativeis to reducethe democratiaeficit. This meango
searchfor a transitionto someconstitutionlike arrangemenin which the national
memberstatescedesomeof their nationalsovereigntyandin which the European
level receivesanimproveddemocratidegitimacy.As WinstonChurchill putit: ‘We
mustbuild a kind of United Statesof Europe’. This raisescomplexissues.

a. ConstitutionBuilding — A Visionary Frame of Reference

A rough picture would imagine an improved democraticlegitimacy of the
Europeanlevel asfollows: More decisionpoweris given to the Europeanparlia-
ment3® Thisimpliesthatnationalparliamentsedesomeof their competenciesThe
Europeanparliamentcan be conceivedas a two-chambersystem.For the first
chamberrepresentativewould be elected for instanceby a majority rule for each
electiondistrict; a seconcchambemvould representhe memberstatesTheelectoral
districtsfor the electionof the membersof the first chambershouldbe delineated
suchthateachdistrict representa similar percentag®f the population.The second
chambershouldrepresenthe memberstatesjdeally by electingthe representates
of the memberstatedirectly (asin the US Senate) The Commissiorrepresentshe
Europeangovernment. A constitutionlike system of rules would define the
competenas of the Europeanparliament,its two chambersthe Commisson, the
memberstatesandthe regionallevel in the memberstates.

To describethe future road in this way exhibits all the problemsthat an
enlargedEuropefaces.

With respectto the basic concepts,different historical experiencesn the
countriesof Europeexist. This meanghatthe conceptsaredivergingwidely and
that even words have different meanings.For a German, a federal state
(Bundesstaatimplies the sharingof responsibilitiesand also some control of
centralpowerby theregions.In the UK, thetermitself seemdo havea negative
connotationandis associatedavith anagglomeratiorof powerat the centreanda
loss of individual freedom.In France,the conceptof L’'Etat is not seenas a
combinationof somewhatutonomousegionsanda centrallayer of government
but asa hierarchicalorderwith centralisatior?’

Talking of a constitution-likearrangemen{Verfasstheitinsteadof Verfassung
Mestmaker,2000)is difficult to understandh the United Kingdomwherea written
constitutiondoesnot exist and doesnot needto exist. But evenwith an explicit

36 Seethe Germanproposalsby Fischer(2000), Rau (2001) and Schraer (2001).
37 CompareJospin’splan (2001) of an upgradedEuropeanCouncil anda ConseilPermananides
Ministres
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constitutionalapproachin the Germanor Frenchinterpretation,a democraticstate
andthereforea constitutionpresupposethat thereis a peopleasthe sovereignBut

a Europeanpeopledoesnot (or doesnot yet) exist. Moreover,a Europeanpublic

opinion does not exist as well. Thus, the role of a Europeanparliamentmust
necessaril\be limited in scope.Consequentlygiving up nationalsovereigntymust
be limited aswell. The conceptof a Europearpeopleis immediatelyrelevantwhen

burdensharingfor acommoncauseis atissue.ln a political sensesolidarity seems
to be definedmainly within the nationalboundariesFrom this it follows that the

preparednesto give up somenationalsovereigntywill be a function of a European
peopleevolving; in otherwords,of nationalidentitiesbecomingweaker.

At the coreof this debatds taxation.Cedingnationalsovereigntywould imply
shifting the powerto tax, the powerto spendandthe powerof the budgetto the
Europeanlevel. This would mean that a Europeaninstitution such as the
Europearparliamentwould be authorisedo decidethe type of tax, the tax base
andthetaxratefor theindividual tax payer;it would alsobe ableto decidethata
tax collected in country A can be spentin country B, either explicitly or
implicitly. For instance,tax revenuescould be used for infrastructureor to
finance a Europe-widetax-transfermechanisnthat hasasits strategicvariable
the level of personalincome.

From historical experiencewe know that the principle ‘no taxation without
representatin’ is the basisof democracyln a EuropeanUnion | doubtthatthe
citizenswill be preparedo accepta systemin which a Europearinstitution has
the powerto tax andthe powerto spendthe tax revenuesf thisinstitutionlacksa
democratidegitimacy,thatis if it cannotbe heldresponsibldy thevoter.Hereis
the crucial point in the future developmenof Europe®®

It is indeedhardto imaginehow the processof cedingnationalsovereigntywill
look in the nexttwenty years.Barring unnecessargegulationssomecommonrules
guaranteeinghe functioning of the product and factor marketsare likely to be
acceptedy the population for instancerulesrelatingto the accesof newfirms to
thetelecommunicabn sectoror to capitalrequirement$or banks.The disadvantage
that thesematterscan no longer be regulatedon the national level is more than
compensatetly the obviousbenefitof commonproceduresn alargermarket.One
can alsoimaginethat in the future a consensuss found on somecommonrules
concerningthe type of tax systemsuchasthe relevanceof indirect taxationversus
direct taxation,and the definition of the tax base.Minimum tax ratesare another
exampleln theseareasthelossof sovereigntyis limited especiallysinceunanimity
is still requiredin issuesof taxation.

38 politicswill try to find hybrid solutions.An exampleis anecotaxalongthe Germanconceptasa
tax revenuefor the Europeanlevel. | fear that such taxes, if not accompaniedby adequate
representationf the citizen, will backfirein thatthe supportfor the Europearcauses lost. A true
ecotaxwould favour the countriesthat rely on atomic energyand the sunshinestatesthat can
substitutefossil fuels by solar energy.The tax burdenwould be with the other countries.
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In questionsgoing beyondtheseissuesa further evolution in the existing
systemof intergovernmentadecisionmakingis hardto imagine.This alsoholds
for new taxeslike the ecotaxif it were to be raised on the Europeanlevel.
Therefore|t is correctthatthe EU doesnot haveits own right to tax andthatthe
budgetof the EU is coupledto the contributionsof the memberstatesaslong as
the control by parliamentandthe democraticcontrol by the voter of government
spendingis not established.

An additionalissueis to what extentthe Europearparliament,if more power
wasgivento it, would be ableto control expendituresUndergiven conditions,it
would be normal that the Europeanparliamentis inclined to promote the
Europeancause.How much easierthis would be with additional expenditures.
Moreover, conflicts between spatial interestscan most easily be solved by
increasingspending.From this it follows that the propensityto spendwill be
systematicly higher in a parliament of regional integration. Therefore,
exogenouslhgiven andexplicit constraintson spendingandtaxationare needed.
It is an openquestionhow theseconstraintscan be defined.

We cannot expect that the EuropeanUnion will spontaneouslyfind a new
constitutionallike arrangemenin a unigueandsingleenthusiasti@wakeningf the
population.The time in which the young peoplehavetorn down the borderposts
afterthewar aregone.A movementupportedy the enthusiasnof the peopleto a
newshapefor Europeis not visible. The societal culturalandpolitical spaceof the
Europeof 27 s likely to betoo heterogeneou®r suchenthusiasmEuropeseemgo
be lessof a dreamand more a technicalsolutionto the problemsof the day.

The lack of supportof the population illustrates the dilemma for future
Europeandevelopmentand at the sametime the difficulty of the post-Nice
processwhich shouldclarify the next constitutional-likesteps.

The preparednest® give up nationalsovereigntyariesconsiderabljbetween
the Europearcountries.Thereseemdgo be somewillingnessto give up national
sovereigntyin the Beneluxcountriesandin Germany.This seemgo barelybethe
casein the UK andalsonotin France For manycitizensin the British Islesit is
simply not conceivablethat major decisionsare shifted to the Europeanlevel
evenif theinstitutionsthere havea demaocraticlegitimacy. Francehasa strong
historically grown nationalidentity which it is very reluctantto give up.

In a way | have describedthe difficulties that lie aheadwithout really
providing a very specificanswerto what shouldbe or canbe done.

Taking the lacking preparednesto cedenational sovereigntyas given we are
backto the questionwhat are the essentialdo be solvedon the Europeanevel. A
first answerhasbeento look for the very essentialdor the functioning of a single
market>® A secondalbeitrelated,answeiis the concepf fiscal federalismalready

3% Someseethe hopein Stagno-Europaevhich onceit becomesapparentrequiresa processof
developingthe ‘essential’vision discussedn Section4 more explicitly.
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discussedThis conceptis a necessityanyhow,evenif a democratidegitimacycan
be obtainedon the EU level. In orderto give somefleshto this conceptof fiscal
federalism,it is promisingto look at historical and practical experiencesvhere
competenas have beendefinedfor the different layersof a political entity. The
writings of Alexander Hamilton (1787/88) in the Federalist Paperson the
constitutionalproblemsof the young United Statesprovide illustrations of many
issuesfor which solutionshaveto be found in the Europeancontext; admittedly
thesewill haveto be solvedin a differentway in Europe.Analogiesmay also be
found in nation stateswith a strongfederalstructure,whereimportantaspectsof
political and economicdecisionmaking like taxationare decentralisecaind where
the centrallayer of governmentis keptweakdeliberately Switzerlandmay serveas
an example,albeit without its direct democracy.

b. The Deficiencyof the Treaty of Nice

The Treatyof Nice is an attemptto preparethe Union of 15 for the Union of
27,to find ananswetrto theissuegaisedby enlargementExceptfor newruleson
how to organisethe EuropeanCommissiorandthe ECB council (Baldwin et al.,
2001)the weightingof votesin the EuropeanCouncil hasbeenaltered.Twenty-
nine votes are allocated to the four larger countries Germany, the United
Kingdom, Franceandltaly, 27 to Spainand Polandandthe remaindemgraduated
to the other countries(Figure 1).°

The EU of 27 will have345votes.Thena qualified majority, now at 68 of
87 votesor 71.26 per cent, requires258 votes (or 74.79 per cent) and the
majority of memberg'* The blocking minority is 88 votes.If notall candidates
havejoined the EuropeanUnion when the new weighting becomeseffective
by 1 January2005,the thresholdfor the qualified majority will be movedup
from a value below the actuallevel of 71.26 per centto a maximumof 73.4
per cent. Thenthe blocking minority will be 91 vote$? andqualified majority
will be255votes(73.91percent)insteadof 258votes.Regardinga veto,three
large countriescannotblock a decision.They can be overruled.In orderto

40 The abbreviationsare as follows: AT: Austria, BE: Belgium, BG: Bulgaria, CY: Cyprus,CZ:
CzechRepublic,DE: Germany,DK: Denmark,EE: Estonia,ES: Spain,Fl: Finland, FR: France,
GR: Greece HU: Hungary, IE: Ireland, IT: Italy, LT: Lithuania, LU: Luxembourg,LV: Latvia,
MT: Malta, NL: NetherlandsPL: Poland,PT: Portugal,RO: Romania,SE: Sweden Sl: Slovenia,
SK: Slovak Republic,UK: United Kingdom.

“1In the AmsterdaniTreaty,theallocationof votesis dealtwith in Article 205. The Nice allocation
of votesis treatedin Article 3 of ProtocolA of the Nice Treaty (Declaration20 Official Journalof
the EuropeanCommunities,10.3.2001,C80/80and 82, Table 2). As an academicbeing usedto
disentanglenorecomplexissued muststatethatit is a pity how little carethe EU takesto explain
a New EuropeanTreatyto the citizen of Europe.This is not the spirit from which supportfor the
Europeancausecan arise.

42 Declaration21, ibid 80/85.
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FIGURE 1
Populationand Nice Allocation Votes
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preventthis, they would haveto win anothercountry for their position. The
traditional core countries Germany, France and Benelux do not have a
blocking majority. If Franceis consideredo be a Mediterranearcountry, this
group has a veto. The Middle and EasternEuropeancountriesalso have a
blocking minority.

The slopeof the regressiorlines betweenvotesand populationindicatesthat a
little bit moreweightwasgivento thesizeof population(Figure2). Butin contrasto
theweightingin the EU-15, moredistortionshavebeenintroduced.Thus,Spainand
Polandnow havea weight of 27 votesthatis not proportionalto their population.
Germanywith 82 million peoplehasonly marginallymorevotesthaneachof these
countrieswith half the populationsize. In the caseof Germany,thereis also a
distortionrelativeto thethreeotherlargercountriesIn orderto mitigatethatproblem,
amemberstatecanrequesthata qualified majority mustalsorepresenthe majority
of thepopulation specifiedas62 percentof thepopulation However suchademand
may have the bad odour of disturbing the friendly atmosphereand may appear
extraordinaryIn contrastit is self-evidentin a democraticsettingthat a qualified
majority mustrepresenthe majority of the population.

Applying the two-point equationfor straightlines showsthat taking the four
smallestcountries(Malta, Luxembourg,Cyprusand Estonia)and Franceaswell
as Italy asthe two coordinatesthe medium sized countries(from Sloveniato
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Romania)havereceivedan over-proportiomal shareof thevotes(FigureAl in the
Appendix). Admittedly, it would be correctthat votesin the EuropeanCouncil
shouldnot be proportionalto the populationif the Councildevelopsnto asecond
chamberpecausa secondchambershouldhaveanintegrativefunction. But this
is along way to go. It seemghat nationalinterestshave playeda major role in
determiningthe Nice weighting.

The changeof the weighting of votes of memberstatesdoesnot meanan
improvemenin the sensdahattheweightingof votesnow would moreadequately
representhe size of the population.It is to be fearedthatit will becomemore
difficult to reachdecisionsin a union of 27 and that blockadesbecomemore
likely. Onereasonis that the thresholdfor a qualified majority hasbeenraised
while at the sametime the numberof membershasbeenincreasedThis means
that the systemmoves more towards unanimity; it becomesmore difficult to
reacha decision.A secondreasonis that coalitionsblocking a decisionbecome
morelikely. Baldwin et al. (2001)arguethat the Council's ability to actwill be
massivelyslowed. They use passaggrobability of a proposalbeing definedas
the numberof winning coalitionsto all possiblecoalitions. Their resultis that
passagerobability will be reducedconsiderablyby the new voting allocation
(Baldwin etal., 2001,p. 12). An openquestionis whetherthe allocationof votes
may evenbe a sourceof future internal conflict.

Aboveall, with respecto theimportantaspecof changingintergovernmental
cooperationNice hasnot changedhis institutionalarrangement rhis meanghat
the democraticdeficit hasnot beenreduced,it continuesto exist and hasbeen
aggravatedn anenlargedunion. A correctionof the Nice weighting of votesin
the future seemgo be extremelydifficult especiallyafterthe newmembershave
enteredNice hastied downvote allocation.It hasfailed to graspthe opportunity
to give integrationan additional push.

c. Variable Geometry

The EuropeanTreaty allows memberstatesto form specialclubs that intensify
their cooperationin specificareassuchasbordercontrols(Schengercountries)or
monetaryunion. Countriesmay move at different speedf integration.According
to this approachthe dynamicsof integrationis providedby a subsef the member
countries.Membercountriesmay be given the right to opt out. Opting out, thatis
grantingan exceptionmay be a dangeroustrategyfor a unionbecauset leadsto a
greaterheterogeneityn theinstitutionalarrangementsin opting-outclausecanbe
grantedonly in most unusualcircumstancesvhen otherwisethe union cannotbe
held together.The EU is a single undertaking,and the net benefitscomein a
packagé'

43 Comparethe conceptof single undertakingin the WTO.
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Different speedsand variable geometry cannot, however, relate to the
essential®f aunion. They mustreferto additionalstepsthatonemay consideras
desirablebut not strictly necessaryA variable geometryalso cannotsolve the
coreissueof ademocraticvoid; it is simply not conceivabldghata Europearclub
asa subsebf membercountriesdevelopsa separateaonstitutionalarrangement
diverging from the other membersjncluding for instanceparliamentaryvoting
and taxation. Thus, the strategyof multiple speedscan only be appliedin the
context of intergovernnental decision making. It is not suitable for a more
intenseform of integration.Variable geometryor separatespeedcanonly be an
intermediatestepof integration.

6. CONCLUSIONS

| draw the following conclusions:

(1) Intergovernnentalcooperatioris unlikely to work in a EuropeariJnion of
27. It will becomemoredifficult to reachdecisions.

(2) Europehasa choice:Either it looks for the very essentialandtrims the
acquiscommunautaireaccordinglyallowing more variety in an enlarged
union. Or it developsan institutional arrangementoy which national
sovereigntyis — partly — shiftedto the Europearevel.

(3) Theconditionfor anintensifiedpolitical integrationis thatthe democratic
deficit mustbe overcome.

(4) If both solutionscannotbe implementedwe haveto takeinto accounta
speculativescenaricof Stagnho-EuropeDecisionmakingin the EU will be
blocked,dynamicsandvitality will belost, the integrationprocesscomes
to a halt and Europe’spositionin the world economywill erode.

Coming back to the sombredictum of Lord Grey of Fallodon, Europehas
movedforwardin the secondhalf of thelastcentury.This mayencourageiswith
ThomasJefferson:

| like the dreamsof the future betterthanthe history of the past.
More realisticis the assessmerdf PaulHenri Spaak the Belgian Europearf:*

Only thosecanbe discouragedvho think that Europecould be createdby a ‘Sesamopen’ or by
ahugewaveof enthusiasmNo suchthing will happenAn organisecandunited Europewill be
the resultof long and hard labour.

44 Translationby the author.
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FIGUREAL

Allocation of Votesin the EU (straightlines calculatedwith the two-coordinateformula)
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TABLE Al

CandidateCountries2000
Bulgaria Czech Estonia Hungary Latvia Lithuania Poland Romania Slovakia Slovenia
Republic
GDP per capitain currentprices 7 23 16 21 11 13 18 7 16 44
andexchangeate$ in percent
of EU average
GDP per capitain purchasing 24 58 37 52 29 29 39 27 48 72
powerin per centof EU average
Unemploymentate? 17.8 8.7 13.2 6.5 14.4 14.7 16.7 8.4 18.9 7.2
EU shareof total exportsof 52.6 69.2 72.7 76.2 62.5 50.1 70.5 65.5 59.4 66.0
eachcountry?
Shareof EU inward FDI as 4.4 4.9 10.9 4.3 5.9 8.6 4.0 5.0 2.7 1.0
per centof grossinvestmerit
Shareof EU inward FDI as 1.6 3.0 6.1 3.4 0.9 3.3 2.7 11 1.2 0.9

per centof GDP°

Notes
21999 P 1998.

Souce: Silke Stapel:The GDP of the Canddate Counties. In: Statistics in focus, Econany and Finance, Thene 2, 18/20Q.. Eurogat. — PaoloPasseriniEU FDI with
CanddateCounties:anOvewiew. In: Statsticsin focus,Econany andFinance,Theme2, 26/20®. Eurogat — EuroppanCommssion.Enlargemen StrategyPaper200Q
Repat on Progess Towards Accesion by eachof the Candidate Countries.— EuroppanCommision: Econanic Develgomentsin the Canddate Countiesin 200Q In:
EuropeanEconony. Suppkemert C. No. 3, Novenber 2000.— Eurogat Yeartpok 2001
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