ING

Opinion | 17 May 2019

THINK economic and financial analysis

The Roots of European Division

With the European Parliament elections fast approaching, many fear a
surge in support for populist anti-immigrant forces. But while Europe’s
political polarization may sometimes look like a culture war over
migration, ultimately it stems from regional economic disparities that
EU leaders must address writes Federico Fubini for Project Syndicate
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Governments in some countries on the periphery of the European Union are staunchly opposed to
immigration on nationalist grounds. And yet their constituents are increasingly worried about the
opposite threat: that their friends and family members will pick up and leave. In fact, Hungarians,
Poles, and Italians have already been departing their respective countries in droves, and recent
polling finds that those who remain are far more worried about the citizens leaving than the
foreigners coming in.

According to the European Council on Foreign Relations, 52% of Italians would support legislation
making it “illegal for their own citizens to leave for long periods of time,” as would 50% of Poles and
49% of Hungarians. And similar attitudes can be found in Romania and Spain, albeit without the
same levels of widespread “exit anxiety.”
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Governments in some countries on the periphery of the European
Union are staunchly opposed to immigration on nationalist
grounds. And yet their constituents are increasingly worried
about the opposite threat: that their friends and family members
will pick up and leave

Nonetheless, with European Parliament election next week, the ruling parties in Budapest, Warsaw,
and Rome are drumming up fears of an immigrant “invasion” that is supposedly already
underway. The apparent contradiction between this message and what voters actually feel is
worth considering as we try to predict what the next EU Parliament will look like.

One complicating factor is that nationalist and populist parties in some of the countries
experiencing mass emigration actually thrive on the anxiety it creates. The free movement of
people, after all, is one of the defining pillars of the European project, and increased intra-EU
migration is often regarded as a sign of that project’s success.

The invisible transfer union

Official statistics most likely underestimate the extent to which Central and Eastern Europeans
have emigrated to other parts of the EU. According to studies based on Eurostat data, most
Central and Eastern European member states have experienced double-digit population declines.
Between 1989 and 2017, 20% of Romanians, 12% of Bulgarians, 7% of Poles, 5% of Hungarians,
and 3% of Italians have lived and worked abroad.

Yet, because Eurostat data include only migrants who notify their governments of their departure,
the actual figures are no doubt higher. Many migrants don't bother cancelling their residence
before leaving, but they all must register in their new host country in order to secure work. Hence,
in 2017, Italy reported that 22,000 of its nationals had migrated to the United Kingdom, whereas
the UK Department for Work and Pensions registered50,000 new arrivals from Italy that year.

Hungarians, Poles, and Italians have already been departing their
respective countries in droves, and recent polling finds that those
who remain are far more worried about the citizens leaving than

the foreigners coming in

The main destination for intra-EU migration, however, is Germany. According to Destatis, the
German statistics office, net intra-EU migration into the country totalled 2.7 million between 2008
and 2017. All told, around two-thirds of the newcomers hailed from the 11 EU member states to
Germany’s east and southeast; most of the remainder arrived from Portugal, Spain, Italy, and
Greece.

Thus, in the space of less than a decade, the EU's newest members have performed two
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remarkable favours for the bloc's strongest economy. First, the influx of workers from Central and
Eastern Europe has more than compensated for Germany’s own natural demographic decline,
which would have implied a loss of 1.6 million people between 2009-2017 (the country has
registered more annual deaths than births since 1972).

Second, the EU’'s newest members have poured more than €100 billion ($112 billion) of their own
money into the German economy, through investments in education and training for the two
million younger workers (average age 30) who have moved there. If one includes migrants from
Southern Europe, even a cautious estimate of primary, secondary, and tertiary

education costs would yield a figure well over €200 billion for the 2009-2017 period. Those
Northern European politicians and pundits who are so horrified about the EU becoming a “transfer
union” should take note.

With European Parliament election next week, the ruling parties
in Budapest, Warsaw, and Rome are drumming up fears of an
immigrant “invasion” that is supposedly already underway

Needless to say, given that highly educated workers represent a disproportionately large share of
the overall emigrant population, the EU core has benefited from this brain drain, while the
periphery has lost out. Research by the International Monetary Fund shows just how much this
loss of skilled labor and talent has hindered productivity growth in the source countries. The result
has been to widen the income gap between the EU's most and least developed economies, thus
further strengthening the incentive for workers to migrate from the periphery to the core.

All work and no pay

It is no coincidence that liberal democracy and the rule of law have come under strain in the
countries most scarred by emigration: Hungary, Poland, Romania, and Bulgaria. The
predominantly younger people who leave are also among the more liberal and self-reliant cohorts
of the electorate. With more open minds, and in pursuit of personal aspirations, they opt for what
the economist Albert O. Hirschman would call “exit.” Rather than staying at home and exercising
“voice” against an increasingly illiberal status quo, they cede influence to those who are motivated
primarily by “loyalty” to it.

That said, not all of the countries on the EU’s periphery are in the same situation; in fact, there is a
broad difference between Southern and Central/Eastern Europe. In the former, the average income
lag vis-a-vis core EU countries is mostly cyclical and limited, and not far above 10% in terms of
purchasing power. But Central and Eastern Europe is a different story. Despite strong growth,
economic convergence with Western Europe has remained elusive.

It is little wonder that so many Eastern Europeans head west. In
2018, Germany’s gross hourly labor costs were six times higher
than Bulgaria’s, five times higher than Romania’s, more than
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three times higher than in Poland and Hungary, and well over
twice the level of the Czech Republic

Consider the average annual income of Estonia, Hungary, Poland, and Romania. By 2016, the
annual income of Western Europe (the average of Germany, France, the UK, Italy, the Netherlands,
Belgium, Sweden, and Finland) was 42% above that of these countries, compared to 60% above in
1989. Yet in cash terms, the average annual income gap (all data are in 2011 dollars, adjusted for
purchasing power) was $14,751 in 1989 and had grown to just $17,647 by 2016.

It is little wonder that so many Eastern Europeans head west. In 2018, Germany's gross hourly
labor costs were six times higher than Bulgaria's, five times higher than Romania's, more than
three times higher than in Poland and Hungary, and well over twice the level of the Czech Republic.
Worse, over the past decade, Poland, Hungary, the Czech Republic, and Croatia have diverged from
Germany in terms of labor's share of national income, which remains well below that of Western
Europe generally.

To understand how this could happen, consider the German carmaker Audi's European supply
chain, which encapsulates the larger problem. Audi builds its engines in Gyér, Hungary, and then
assembles them into a finished product 595 kilometres (370 miles) away in Ingolstadt, Bavaria.
Worker productivity is pretty much the same in the Gyér factory as in Ingolstadt. But the average
Hungarian's monthly base pay represents less than one day of her German counterpart’s gross
labor cost. At the same time, Audi, like most other large foreign investors, pays almost no taxes in
Hungary, owing to special tax breaks and the fact that the value added from the Gyér factory is
monetized in Germany with the sale of the final branded product.

The EU’s newest members have poured more than €100 billion
($112 billion) of their own money into the German economy,
through investments in education and training for the two million
younger workers (average age 30) who have moved there

The low pay in factories east of the old Iron Curtain is the result of outdated minimum-wage laws
that do not compare to the kind of collective bargaining that takes place in much of Western
Europe. The minimum-wage model was instituted during the transition from communism in the
early 1990s and has clearly proved to be self-defeating. In a race to the bottom, Eastern European
countries have competed for pieces of large multinational firms’ supply chains by keeping wages
low and offering bespoke tax breaks at the expense of state revenues.

Representation without taxation

Making matters worse, EU state-aid rules for promoting economic convergence may unwittingly
be doing the opposite. The European Commission permits more substantial corporate-tax breaks in
less developed areas, in order to foster job creation and economic growth. Southern Italy and
other poorer regions enjoyed this special treatment decades ago, and now Eastern Europeans do.
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But there is evidence to suggest that the Commission’s regulatory forbearance is having
unintended consequences. For example, last year, the German carmaker BMW was able to force
Hungary and Slovakia into a bidding war over who could offer the most attractive tax benefits. In
the end, Hungary beat Slovakia's offer of a 35% tax break. It offered 50% and will now be host to a
new BMW factory.

The low pay in factories east of the old Iron Curtain is the result of
outdated minimum-wage laws that do not compare to the kind
of collective bargaining that takes place in much of Western
Europe

This was hardly a one-time occurrence. Investigative reporting by the nonprofit news
organization Finance Uncovered has documented many instances of large foreign and domestic
corporations receiving sweetheart deals in the EU's newer member states. For example, Audi's
sizable profit margin in Hungary in 2015 was taxed at a rate of 0%, as were the supermarket Lidl's
profits in the Czech Republic in 2014. Similar examples can be found in Poland and Bulgaria.
Among the foreign-owned direct investors benefiting from special tax treatment in the region are
Volkswagen’s Skoda Auto and Taiwanese manufacturer Foxconn (in the Czech Republic), GE
Infrastructure (in Hungary), and Russian energy giant Lukoil (in Bulgaria).

Moreover, Finance Uncovered has found that, contrary to economists’ claim that low and flat taxes
will increase tax revenue by stimulating economic activity, corporate-tax cuts in Eastern and
Central Europe have merely shifted the tax burden onto ordinary citizens. Taxes on the sale of
many goods and services in the region are now far above the OECD average, which indicates that
governments have offset foregone corporate-tax revenue by soaking working-class households.
Far from promoting intra-EU convergence, the Commission’s free pass for sweetheart tax deals
has merely fattened foreign investors’ capital gains.

To be sure, foreign investment in the region has brought knowledge and skills, created jobs, and
supported household incomes. The productive capital furnished through EU enlargement and
cohesion policies is obviously worth protecting and developing further. The last thing either Eastern
or Western Europeans should do is retreat behind closed borders and assume a zero-sum
protectionist crouch.

Last year, the German carmaker BMW was able to force Hungary
and Slovakia into a bidding war over who could offer the most
attractive tax benefits. In the end, Hungary beat Slovakia’s offer
of a 35% tax break. It offered 50% and will now be host to a new
BMW factory

But the unintended consequences of the current policy mix need to be addressed. Foreign
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investment is enriching extractive local elites and distorting incentives as policymakers offer
increasingly extreme concessions to attract projects from Germany and elsewhere. In the area
surrounding the site of the new BMW factory in Debrecen, Hungary, cronies of Prime Minister
Viktor Orban have won generous local government contracts. Worse, to pull in BMW, Orbdan
rammed through a highly controversial “slave law” requiring workers to put in up to 400 extra
hours per year, while allowing companies to defer overtime wages for up to three years.

Everyone's problem

More broadly, the warped tax structure and failure to raise salaries in Eastern Europe is
contributing to a hollowing out of the middle class across Europe. Workers in the newer, less
developed member states know their productivity isn't far below Western levels, but they are
nowhere close to being able to afford the same goods and services as their Western counterparts.
Latest-generation iPhones, expensive medicines, and high-ranking postgraduate programs for
their children are all out of reach, and this is fueling frustration and fatalism across the region.

Regardless of what happens in the European Parliament election,
the EU will have a decision to make: ignore its regional disparities
and allow Western member states to continue extracting value
from newer members, or accept that unless those disparities are
addressed, Europe’s enemies will only get stronger

At the same time, the working and middle classes in parts of Western Europe are being undercut
by the cheaper labor costs to the east. The political reaction is much the same: disgruntled voters
have become more open to revanchist and Euroskeptic rhetoric by political leaders promising to
“take back control.”

And emigration from East to West continues apace, both reflecting and reinforcing deep
economic, demographic, and political divides that have come to threaten all of Europe. Regardless
of what happens in the European Parliament election, the EU will have a decision to make: ignore
its regional disparities and allow Western member states to continue extracting value from newer
members, or accept that unless those disparities are addressed, Europe’s enemies will only get
stronger.

This article was originally published on Project Syndicate on 17 May 2019
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