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SUBSIDIARITY

SUBSIDIARITY,
GOVERNANCE, AND
EU EcoNnowmic PoLicy

ROBERT P. INMAN* AND

DANIEL L. RUBINFELD**

For reasons largely related to ensuring long-run
national security and political stability, the
nations of western and central Europe, and per-
haps soon the new democracies of eastern Europe
as well, have banded together to form an econom-
ic federation: the European Union. Recognizing
that economic interdependency is often the best
deterrent to destabilizing political or military
interventions, the Union’s member nations have,
since the initial 1951 Treaty of Paris, moved steadi-
ly forward to a fully integrated European economy.

To ensure the efficient performance of this wider
economy, uniform rules of commerce, fiscal harmo-
nization, and integrated public infrastructures will
be required. Deciding and then enforcing these
union-wide regulations and fiscal policies will
require supranational political and judicial institu-
tions. Economic unions necessarily lead to political
unions of some form, and political unions require
clearly articulated, and perhaps constitutionally
protected, principles of policy assignment and gov-
ernance. Who should be responsible for economic
policy (assignment), and how should policies be
decided (governance)?

The European Union’s guiding principle for
assignment, now constitutionally grounded in the
Maastricht Treaty for the European Union, is sub-
sidiarity, the allocation of policy responsibility to
the lowest level of government at which the objec-
tives of that policy can be successfully achieved.
The Union’s principles of governance are still
evolving, having swung pendulum-like from an
early period of unanimous rule under the 1957
Treaty of Rome to a period of de facto executive
control following the adoption in 1986 of the

Single European Act. Today, the Union is searching
for a middle ground stressing governance through
co-decision-making between two majority rule leg-
islatures, the Council of Ministers and the
European Parliament.

The Objectives of Federal Constitutions: Cons-
titutions establish the rules for collective decision-
making: who is allowed to participate, what is to be
decided, and how policy decisions are to be
reached and enforced. The unique contribution of
a federal constitution is to allow for multiple tiers
of governments, each with a domain of policy
responsibilities. In setting the number and layers of
governments and in drawing their exclusive and
mutual responsibilities, three objectives for gov-
ernment are commonly mentioned: to guarantee
personal, political, and economic rights; to encour-
age political participation; and to promote the effi-
cient allocation of economic resources.

Protecting Rights: Personal, political, and econom-
ic rights define the domains of individual liberty.
Liberties may be either “negative” or “positive.”
Negative liberty ensures that individuals are free
from interference of others in certain choices and
actions; positive liberty guarantees each individual
an ability to make certain choices or to perform
certain actions. Religious rights, voting rights, the
right to speak freely, and property rights guard
matching negative liberties. A right to minimal sub-
sistence and shelter, to education, or to health care
provide protection for corresponding positive lib-
erties. Governments in turn protect rights. A citi-
zen Bill of Rights joined with a credible and inde-
pendent judiciary is perhaps the most important
institutional guarantor of individual rights and thus
liberties. Separation of powers between branches
of the central government joined with credible
checks and balances across those branches offers
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further protection. Federalism is a possible third
line of defense; see Rapaczynski (1986).

Encouraging Political Participation: Political par-
ticipation is how ordinary citizens influence or
attempt to influence political outcomes. The lack of
such influence constitutes a “democratic deficit.”
Jeremy Bentham and James Mill saw political par-
ticipation as a way to ensure that governments
maximize aggregate citizen utility or welfare. Jean-
Paul Rousseau and John Stuart Mill stressed how
participation helps to protect citizen liberties;
active political participation in a democratic soci-
ety ensures no one individual or group is master
over any other. Aristotle and Alexis de Tocqueville
noted political participation’s important contribu-
tion to encouraging communitarian values. By giv-
ing an important role in policymaking to subna-
tional governments, particularly local govern-
ments, the federal form of governance encourages
political participation; see Dahl and Tufte (1973).

Promoting Economic Efficiency: Economic efficien-
cy requires that no reallocation of union resources
can make one person or group within the union bet-
ter off without hurting another person or group.
Competitive markets and free trade will move a
union a long way towards economic efficiency, but
unencumbered markets alone cannot guarantee eco-
nomic efficiency. Markets fail for a variety of reasons:
public goods, spillovers, increasing returns to scale,
asymmetric information. In each of these instances,
efficiency requires cooperation to overcome the mar-
ket failure, but the cooperative provision of a good or
service often creates strong incentives to conceal true
benefits and to free-ride. “Let the other fellow con-
tribute — |1 don't really want that service anyway!”
The federal form with its possibility for competition
between lower tier governments offers a unique
means for solving the problems of information reve-
lation and free-riding. National defense and union-
wide transit and communication networks are proba-
bly best supplied at the highest level of government.
Here the federal form of governance has no particu-
lar advantage. But for most other public services,
competitive state and local governments are more
efficient, and thus the federal form of governance can
be preferred; see Oates (1999).

The Structure and Performance of Federal Cons-
titutions: Federal constitutions are defined along
three dimensions: (1) The number of member
states included within the union; (2) The assign-

ment of policy responsibilities between member
states and the union government; and (3) The rep-
resentation of member jurisdictions to, and rules of
governance for, the union-wide government. From
the Treaty of Paris to the Treaty of Nice, each
European Union treaty has made an explicit
choice along these three dimensions of a federal
constitution. Choices along these dimensions
define one of three generic federal constitutional
forms, with each constitution likely to have differ-
ent performance properties against the objectives
of rights protection, political participation, and
economic efficiency.

Decentralized Federalism: Decentralized federal-
ism combines Charles Tiebout’s (1956) model of
competitive governments with Ronald Coase’s
(1960) model of efficient bargaining. The number
of subnational or member governments requires
that each union member be sufficiently large so as
to be able to provide congestible »local« public
goods efficiently. Very small or economically ineffi-
cient candidate nations should not be allowed to
join the union as separate member states. Typical
examples of congestible public goods, where more
users eventually reduce the benefits enjoyed by
previous users, include education, police and fire
protection, health care, local roadways, parks, and
local environmental quality such as trash collec-
tion, clean water, public sanitation. The efficient
size of government for the most congestible local
public goods is no smaller than 20,000 residents
and probably no larger than one million residents.
Current and proposed member nations in the
European Union clearly meet this constraint.

Assignment under decentralized federalism allo-
cates all policy responsibilities, at least initially, to
these subnational or member governments.
Member governments may then jointly decide to
reassign some or all of their policy responsibilities
to a union government.

Governance rules will be required for all policy
decisions reassigned to the central government.
The decision-making body will be a union-wide
legislature with at least one representative from
each member government. Unanimity will be the
required voting rule in the union legislature under
decentralized federalism.

As a protector of individual rights, the perfor-
mance of decentralized federalism is uncertain. If




individuals are mobile across member govern-
ments, if new member governments can be created
by citizens of the union, and if member govern-
ments have full responsibilities for rights enforce-
ment and policies within their borders, then indi-
vidual rights to personal freedoms, political rights,
and property rights are likely to be well protected.
Any citizen who feels abused can relocate to
another, presumably safer member state, or per-
haps to a newly created member state. But to guar-
antee mobility and to protect or create states, a
strong central government at the union level will
still be needed. If free mobility, new government
formation, and member independence cannot be
guaranteed by the overarching union government,
then subnational member governments may
become a source of oppression through “tyranny
by a majority.” U.S. Southern states before the Civil
War is one telling example and so too is the recent
history of Serbian oppression of Muslim citizens of
Yugoslavia.

Decentralized federalism may also fail to ensure
positive liberties. If protecting positive liberties
requires the taxation of the more able to subsidize
the less able — say to provide a subsistence income,
basic shelter, or minimal education and health care —
then a decentralized network of fiscally competitive
member governments is not likely to succeed when
economic resources are mobile. The redistribution
required for the protection of positive economic
rights can be achieved, if at all, only through the
efforts of the union-wide government. But under
decentralized federalism, union government policies
require the unanimous consent of all member states.
Positive liberties are likely to be denied, but now
through “tyranny by a minority.” The U.S. effort to
redistribute income and public services through state
governments provides strong evidence on the point;
see Feldstein and Wrobel (1998).

The likely performance of decentralized federal-
ism in fostering political participation is more
encouraging. Available evidence reviewed by Dahl
and Tufte (1973) from within country comparisons
of political influence and political effort shows that
citizens in smaller governments make a greater
effort to understand, and have more success in
understanding political issues. Further, citizen
effort to influence government is two to three
times higher for subnational than for national gov-
ernments. Political effectiveness or influence also
increases as the size of government declines;

Finifter (1970) shows a significant negative corre-
lation between an index of political power and the
size of government. Finally, locally elected legisla-
tures are likely to be the most responsive to citizen
preferences (Cain, et al. 1987).

Finally, like the protection of rights, the potential
for decentralized federalism to efficiently provide
government services is uncertain. Five conditions
must hold for a decentralized public economy to be
economically efficient: 1) Publicly provided goods,
services, and regulatory activities must be available
at a positive, but minimal average cost; 2) There
must be a perfectly elastic supply of competitive
governments; 3) Households and businesses must
be fully informed about the fiscal and regulatory
policies of each government; 4) There must be free
and easy mobility of households and businesses
across the member governments; and 5) There can
be no significant intergovernmental externalities
or spillovers. When any one of these five conditions
is violated, union-wide provision of government
services or regulations must be considered.

In decentralized federalism, central government
policymaking is done through unanimous agree-
ments among the member states. For successful
agreements to occur, five conditions must be met
here as well: 1) There must be no, or very small,
resource costs associated with the bargaining
process; 2) Preferences over outcomes must be
common knowledge; 3) Bargaining agents from the
member states must accurately represent the eco-
nomic interests of their constituents; 4) All agree-
ments must be enforceable; and 5) The parties to
the agreement must agree to a division of the bar-
gaining surplus. To expect union-wide decision-
making to meet these five conditions, particularly
as the size of the union grows much beyond four or
five members, seems to us to be very optimistic; see
Inman and Rubinfeld (1997a).

The assignment and governance structures of
decentralized federalism will encourage political
participation but, except in very small and
homogenous unions, such constitutions are likely
to perform poorly against the other constitutional
objectives of rights protection and economic effi-
ciency. There are alternatives.

Centralized Federalism: Centralized federalism
combines all member governments into a single
union-wide government. All policy responsibilities
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are assigned, at least initially, to this one central
government. The central government is governed
by a president or a small executive council elected
by all citizens of the union. If the elected president
wishes, policy responsibilities may be reassigned to
member country governments, whose own execu-
tives may be elected locally or appointed by the
centrally elected president or council.

Centralized federalism is likely to offer only fragile
protection for individual rights. Open and compet-
itive elections of the union executive will protect
individual rights and liberties, but when the major-
ity electing the executive forms a stable political
“monopoly,’either because of fixed and aligned
economic interests or ethnic allegiances, then
minority rights are significantly at risk. The fate of
Blacks in the U.S. South before the Voting Rights
Act of 1965 or that of Jews in Nazi Germany illus-
trates the potential risks to basic liberties with sta-
ble majority-controlled central governments.

Nor is centralized federalism likely to enhance the
goal of political participation. All policy responsi-
bilities are assigned to the central government.
Smaller member governments are arguably the
more participatory, yet they run the risk of becom-
ing no more than administrative agencies of the
central government. Nor is political participation
at the union level of governance likely to be very
great, limited as it is to the election of a single
executive or oligarchy.

The goal likely to be best encouraged by centralized
federalism is economic efficiency. Here a democrati-
cally elected executive sets policies for the nation as
whole. For these policies to be efficient, however, the
executive must first reveal citizen preferences, and
then choose efficient policies after citizens’ prefer-
ences are known. The burden for finding an efficient
resource allocation falls to the election process. If
elections are open so that any citizen can run for the
presidency, then policies chosen by the president will
be efficient in two-candidate elections; see Besley
and Coate (1997). The intuition is straightforward. In
two-candidate elections, citizens vote truthfully. Thus,
any efficient candidate can propose a policy which a
majority of voters prefer and which defeats any poli-
cy proposed by an inefficient candidate. Open elec-
tions with informed voters are essential, however.

In the end, the overall performance of centralized
federalism will be at best mixed. Competitive

democratic elections of the union-wide executive
are likely to foster overall rights protection, but
monopoly control of the executive raises a signifi-
cant risk of rights abuses. Political participation is
likely to be discouraged; a “democratic deficit”
results. The one virtue of centralized federalism is
its potential for efficient resource allocations when
elections are open and voters are informed.

Democratic Federalism: Democratic federalism
offers a promising middle ground, joining the abil-
ity of decentralized federalism to protect rights
and promote participation with the economic effi-
ciency advantages of centralized federalism. As in
decentralized federalism, member states in the
economic union must be of sufficient size so as to
provide congestible public services efficiently.
Constitutional assignment allocates policy respon-
sibilities to member states or to the union level of
government by a principle of subsidiarity — that is,
member governments are allocated those policies
which benefit local populations and which have no
significant positive or negative spillovers onto non-
residents. For goods with significant economies of
scale in production or consumption, for taxes
which alter the spatial allocation of economic
resources, and for services and regulations with
economic spillovers, allocation by the union gov-
ernment is preferred. Finally, governance within
democratic federalism gives each member state a
clear voice in the central government through
direct representation in a locally elected union-
wide assembly. Decisions in the union legislature
are made by simple majority, or perhaps super-
majority, rule.

Assignment of important taxing and policy respon-
sibilities to the lower-tier member states will make
an important contribution to ensuring personal,
political, and economic liberties. For example,
assigning significant taxing powers to subnational
governments controls unwanted taking of private
property by government; see Weingast (1995).
Assigning member governments responsibility for
police functions ensures that local residents can
monitor and discipline any abuses of police powers
and provides possible protection against armed
interventions by other local or even national inter-
ests; see Rapaczynski (1986). Education too can be
assigned locally to ensure political rights and free-
dom of speech. The union government can then be
given responsibility for ensuring minimal econom-
ic subsistence, access to clean and safe shelters, lit-




eracy, and basic health services; see Sen (1988).
Finally, a representative legislature run by majori-
ty rule checks tyranny by a stable minority, while
wide representation of local interests minimizes
the risks to rights arising from a stable majority;
see Madison’s Federalist 10 (1787).

Political participation is likely to benefit from the
introduction of democratic federalism, but again
only if member state governments are given signif-
icant policy responsibilities. Furthermore, the union
legislature must allow for significant representation
of member state interests in its deliberations.

The efficiency performance of democratic federal-
ism also rests fundamentally on the constitutional
rules of assignment and governance. Efficient
assignment limits central government responsibili-
ties to those activities which entail significant
externalities across the member states. Efficient
governance must solve the inherent policy instabil-
ity found in any majority-rule legislature but must
do so in a way which retains an alignment of mem-
ber states’ benefits and costs from union policies.
There is a significant risk that legislators from
member countries, when faced with the problem of
policy instability, will find a legislative norm of def-
erence — more commonly characterized as “I’ll-
scratch-your-back-if-you’ll-scratch-mine” — as the
only feasible way to make decisions. Under this
norm, locally beneficial but centrally inefficient
government policies will be approved. If assign-
ment cannot be easily enforced, then local projects
funded from the union-wide tax base become part
of the union-wide budget. That will be an ineffi-
cient budget. Failing effective assignment, strong
governance in the form of strong union-wide polit-
ical parties within the legislature or a strong union-
wide executive with veto powers will be needed;
see Inman and Fitts (1990). Enforceable assign-
ment and strong governance are essential for eco-
nomic efficiency under democratic federalism.
With appropriate rules of assignment and govern-
ance, however, democratic federalism goes a long
way towards meeting each of the three objectives
for a federal constitution.

The European Union’s Search for a Federal Con-
stitution: Beginning with the 1951 Treaty of Paris
between France, West Germany, Italy, Belgium,
Luxembourg, and the Netherlands establishing the
European Coal and Steel Community, to the 1957
signing in Rome of the European Economic

Community Treaty (EEC Treaty of Rome), to the
Luxembourg Compromise in 1966, to the entrance
of Denmark (1973), Ireland (1973), United King-
dom (1973), Greece (1981), Portugal (1986), Spain
(1986), and then finally Austria (1995), Finland
(1995), and Sweden (1995) into the Community,
the nations of western and central Europe have
been moving steadily towards an integrated eco-
nomic and political union. The central driving force
both historically and to this day has been the desire
of France and Germany to avoid military conflict
on the continent. Integrated economies are seen as
one crucial means for ensuring political stability in
a wider Europe.

Governing the initial steps towards this economic
union was a federal constitution best described as
decentralized federalism. The Treaty of Rome cre-
ated a variety of supranational institutions akin to
a central government, the most prominent of which
are the European Commission serving as an exec-
utive civil service, the European Parliament serv-
ing as an elected (since 1979) legislature but origi-
nally with consultative powers only, the Council of
Ministers whose final unanimous approval was
required for all EU decisions, and the European
Court of Justice to make rulings on matters of
treaty enforcement. Under the Treaty of Rome, the
center of power lay with the Council of Ministers
composed of one representative from each mem-
ber state and guided, since 1974, by a complemen-
tary body of heads of state called the European
Council. Beginning in 1966, the Treaty required a
formal change in Council voting procedures, mov-
ing the decision-making rule from unanimity to
qualified majority. However, a threat by France to
withdraw from the Council of Ministers if qualified
majority took effect lead the Council to adopt the
Luxembourg Compromise to continue a rule of
unanimity on all matters of “vital national inter-
est.” While not formally part of the EEC Treaty, the
Compromise stood as a binding constraint on
Council decisions until the passage of the Single
European Act in 1986. Prior to 1986, however, only
unanimous agreements could become Community
policies.

The Treaty of Rome also assigned policy responsi-
bilities to the Council, foremost of which was to
create a common market. This the Council did
through its power to remove intercountry tariffs
and through the promotion of economic competi-
tion between firms in member countries. The
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Council also assumed responsibility for a Common
Agricultural Policy and adopted a variety of price
support policies “to ensure a fair standard of living
for the agricultural community.” In all instances
these policies were approved by a unanimous vote
of Council members. Also assigned to the Council
were transportation policies and social policies.
Because of significant disagreements among mem-
ber countries in these policy areas, however, una-
nimity was not achieved and little could be accom-
plished towards the overall goal of economic inte-
gration.

Born in part from the frustration over the slow
pace of integration and a growing appreciation of
the advantages such reforms might have in com-
bating Europe’s declining economic fortunes
(known as “Eurosclerosis™), the then ten members
of the Union put aside the Luxembourg Compro-
mise and the principles of decentralized federalism
and adopted in 1986 the Single European Act
(SEA) and a new institutional structure closely
approximating that which we have called central-
ized federalism. The rule of unanimity was re-
placed by a »consultation procedure« and a com-
mitment to allow qualified majorities to make sub-
stantive policy decisions. Proposals would come
from the European Commission as before. Now,
however, only a qualified 71 percent majority of
the Council of Ministers was needed for a policy to
become law. Still the Commission’s proposals
could be only accepted or rejected; unanimity was
required for the Council to amend the Commission
proposals. The use of a qualified majority meant no
one country could block a policy, while the consul-
tation procedure gave strong agenda-setting pow-
ers to the Commission. Together these two reforms
moved policymaking into the hands of a single cen-
tral executive.

The consultation procedure applied to all policy
areas covered by the original Treaty of Rome (agri-
culture, transportation, social policy, environmen-
tal policy, regional and fiscal policies) except for
those policies concerned with the completion of
the internal market (competition policy, free move-
ment of goods, labor, and capital). For these policy
assignments, the SEA recommended a second
innovation to Union decision-making called the
“cooperation procedure,” where policies approved
by the Council go to the (now locally elected)
European Parliament to be accepted, rejected, or
amended by simple majority rule. The cooperation

procedure raised the Parliament to the role of a
conditional agenda-setter, where an alliance
between the Commission and Parliament (a fre-
quent outcome) could force the Council to make
decisions on their terms (Tsebelis 1994). Par-
liament, however, had no original agenda-setting
powers under cooperation. Thus, the pivotal insti-
tution for policy innovation under the SEA
became the European Commission, an executive
cabinet appointed by member nations.

The appointed Commission’s influence reached its
peak in the late 1980’s, no more clearly evident
than in its 1988 decision to establish a committee
under the direction of the Commission President
Jacques Delors to explore the feasibility of a
European Monetary Union (EMU) as a comple-
ment to the increasingly integrated European mar-
ketplace. At this time, the European Commission
stood as the dominant voice in Union policymak-
ing. Paradoxically perhaps, the approval of the
Commission’s crowning achievement, the EMU,
would begin the significant erosion of its powers
and the evolution towards democratic federalism
under the Treaty of Maastricht.

The Maastricht Treaty of 1991 created the Eco-
nomic and Monetary Union, charged to encourage
the free flow of goods, labor, and capital and to
establish a common monetary policy for all mem-
ber states through the introduction of a single
European currency and a single European Central
Bank. Whatever the economic benefits of a Mone-
tary Union, they come at a cost. Member countries
sacrifice their ability to use expansionary monetary
policy to offset the adverse employment effects of
negative economic shocks. If economic shocks
affect all or most of the Union’s countries similar-
ly, then the EMU’s common monetary policy can
serve the same role as country-specific expansion-
ary monetary policies during times of deep reces-
sions. But if economic shocks are asymmetric
across the potential members of the EMU, as
recent experience seems to indicate, then the loss
of country-specific monetary policy imposes poten-
tially large costs on members during economic
downturns. The costs are likely to be largest in the
larger countries of the Union, where domestic
monetary policy is most likely to have expansion-
ary benefits during recessions. One response would
have been to allow these member countries to run
decentralized, country-specific deficit fiscal poli-
cies. But Maastricht, as amended by the Pact for




Stability and Growth, denied member countries
this policy option. Concerned that economic
spillovers from high deficit countries could threat-
en promised price stability, the Stability Pact
imposes a tight 3 percent of GDP limit on country
budget deficits.

Facing constraints on their use of countercyclical
deficit policies, the member countries introduced
yet another revision to EU political institutions.
The co-decision procedure, first introduced in the
Maastricht Treaty but amended and strengthened
by the 1997 Treaty of Amsterdam, elevated the
locally elected European Parliament to a legislative
coequal with the Council of Ministers. The co-deci-
sion procedure now gives the Parliament joint say
along with the Council of Ministers over the final
specification of EU fiscal and regulatory policies.
Policies first rejected or amended by Parliament
but once again approved by the Council, perhaps in
another amended form, must be returned to the
Parliament for reconsideration. Disagreements
between the Council of Ministers and Parliament
are to be resolved through a Conciliation
Committee composed of members from both bod-
ies. The net effect of the co-decision procedure is to
create two equally powerful legislative bodies, each
capable of blocking the preferred outcomes of the
other. Negotiations between a broadly elected
Parliament and a country appointed Council have
now fully replaced the non-elected European
Commission as the focal point of EU policy-mak-
ing. In its current form, the Union’s decision-mak-
ing structure closely resembles that of the United
States: an institutionally weak executive, a state
(country-specific) Senate and a district (region-spe-
cific) House. The EU constitution is today best
characterized as democratic federalism.

Whither EU Policy Under EU Federalism? As the
Union expands, there will surely be adjustments to
its rules of decision-making, but there now appears
a core commitment to the institutional structure of
Maastricht and Amsterdam: a weak executive with
agenda-setting but no veto powers and two
coequal legislative chambers. In response to Union
expansion, the 2001 Treaty of Nice proposed
changes in the voting rules within the Council of
Ministers and an expansion of membership for the
European Parliament, but the constitutional struc-
ture for legislative action — Commission agenda-
setting and legislative co-decision — remains
unquestioned. With this structure for EU democra-

tic federalism now firmly in place, what are the
prospects for EU policymaking? Here the Union
can learn important lessons from the recent U.S.
budget and regulatory histories. Decentralized leg-
islatures, unless checked by nationally (or, in the
case of the Union, supranationally) elected execu-
tives with veto powers or stable national (or, for
the Union, supranational) legislative political par-
ties, will typically approve inefficient public bud-
gets and government regulations. Decentralized
legislative decision-making is inherently unstable,
cycling from one majority, or qualified majority,
coalition to another with no equilibrium policy
guaranteed. If any policy decisions are to be made,
further institutional structure beyond majority-
rule will be required. These can be imposed from
the outside, as in the case of a “take-or-leave-it”
agenda-setting executive, or may arise from within
the legislature itself, as in the case of legislative
political parties with the ability to discipline mem-
bers who fail to vote the party position.

U.S. congressional and state legislatures have dis-
covered a third, and unfortunately very inefficient,
way to avoid cycling in a “I’ll-scratch-your-back-if-
you’ll-scratch-mine” norm of deference among leg-
islators. Under this norm of voting, legislators
informally agree to defer to others’ favorite budget
items or regulations if deference to their favorite
choices is granted in return. The result is typically
many very inefficient projects and regulations.
Everyone consumes from the Union tax base pay-
ing only their very small share of costs but, when
their project is “local,” enjoying all the benefits.
The best analog to this norm of budgeting is the
behavior of a large group ordering lunch after
agreeing to share the check. Since each person
pays only a fraction of the cost of their own lunch,
the incentive is to order too much food. To solve
this “shared lunch” or “common pool” problem,
either separate checks are required (subsidiarity
and assignment) or someone needs to assume con-
trol over what people order (governance). There is
strong evidence that “common pool” budgeting is
pervasive in the decentralized legislatures of the
United States (Gilligan and Matsusaka, 2001) and
that the resulting budgets and regulations are eco-
nomically inefficient (Inman and Fitts (1990) and
Inman and Rubinfeld (1997b)).

Having adopted democratic federalism, the chal-
lenge for the Union is to now find a workable mid-
dle road between the indecisions of legislative
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cycling and the inefficiencies of common pool bud-
geting. Again the U.S. experience is instructive.
Occasionally we have solved our common pool
problems with a strong elected executive with veto
and agenda powers — Ronald Reagan comes to
mind — or stable party control over legislative pol-
itics — for example, (southern) Democratic control
of Congress from 1954 t01968.

It is unlikely the EU constitution will be revised to
allow for the election of a single, institutionally
powerful Union president. Thus supranational
political parties within the Council of Ministers
and the European Parliament will be needed.
Within the Council, at least presently, this seems
unlikely, too. There is, however, some recent evi-
dence suggesting that Members of Parliament
(MEP’s) do vote along Parliamentary party lines,
collecting around the positions preferred by the
liberal Party of European Socialists (PES) and the
center to conservative European People’s Party
(EPP). One must interpret such results with great
care, however. Knowing that members vote with
other Parliamentary party members may simply
mean that members separately choose party labels
and votes according to an exogenously specified
ideological position, and not because the party is
strong enough to control votes; see Krehbiel
(1993). Careful empirical work by Kreppel (2002)
and Hix (2002) establish very clearly that when
local or national party interests are at stake, MEP’s
vote locally and not with their supranational EP
parties. At the moment, EU legislatures lack strong
party control of member voting behaviors.
Inefficient common pool policymaking remains
very much a risk for EU democratic federalism.

There are two institutional hurdles within the cur-
rent structure of EU federalism which may slow the
tendency of Union legislatures to adopt inefficient
public policies. The first is judicial enforcement of
the principle of subsidiarity to deny inefficient
Union projects and regulations. In our own re-
search on U.S. federalism, we have outlined how the
judiciary might apply the logic of subsidiarity to
control U.S. legislative excesses; see Inman and
Rubinfeld (1997b). Bermann (1994) has addressed
this same question for the EU. Like us, he concludes
that court enforcement should be limited to proce-
dural matters only: When adopting policies, did the
legislature weigh a possible violation of subsidiari-
ty? A substantive evaluation of whether a policy
does, or does not, meet the standards of subsidiari-
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ty seems to us, and to Bermann, well beyond the
competency of the U.S. Supreme Court or the
Union’s Court of Justice. Judicial enforcement of
procedural violations can be a check on policy inef-
ficiencies, but it will be at best a low hurdle.

The Treaty of Nice offers a second moderating insti-
tution against policy inefficiencies. In an effort to pla-
cate the current large members of the Union, Nice
increases the qualified majority necessary for policy
passage in the Council; the resulting smaller “block-
ing percentage” strengthens the hand of the large
members in Council decision-making. At the same
time, in an effort to placate the many smaller mem-
bers of the Union, Nice also requires any approved
policy to win the support of an absolute majority of
the nations in the Union. In an expanded 27 member
Union, 14 small countries will be able to block legis-
lation even when a qualified majority has approved a
policy. These two changes together increase the abili-
ty of the Council to veto — that is, block — deviations
from the policy status quo; see Tsebelis and
Yataganas (2002). Thus really inefficient policies
favored by Parliament can, if Council incentives are
appropriate, be checked by the Council. To be effec-
tive, Council members must collectively favor Union-
wide economic efficiency, however, and this very
much remains an open question.

Today, the EU stands at a crossroad. For good rea-
sons — rights protection and political participation
— Union members have made a constitutional com-
mitment to democratic federalism. Economic effi-
ciency, however, remains in doubt. Admitting
twelve new members in 2005, whatever the bene-
fits for European political stability, will create
added pressure for inefficient fiscal transfers,
industry subsidies, and locally beneficial regula-
tions. In light of the Union’s current legislative per-
formance, it seems unlikely that supranational
political parties with a Union-wide electoral man-
date will arise within the Council and Parliament
to efficiently manage public policies.

The task then is to strengthen those EU institu-
tions of assignment and governance that best pro-
mote efficiency. Articulating the principle of sub-
sidiarity and requiring all policies to be measured
against this standard, with the Court of Justice as
the enforcer, is a good first step. A valuable second
step has been the decision in the Treaty of Nice to
strengthen institutionally the hand of the Council
of Ministers over that of the European Parliament.




But when all this is said and done, the best safe-
guard against legislative inefficiencies will be, as it
has been for U.S. federalism, an informed elec-
torate willing to defeat all politicians and political
parties that fail to find and embrace the efficient
common ground.
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GIilovANNI GREVI*

The background of the current debate

With the establishment of the Convention on the
Future of Europe on 28 February 2002, the debate
on the principle of subsidiarity for the functioning
of the European Union, and on its application,
entered a new phase.

The Laeken Declaration of December 2001!
marked the beginning of a transition insofar as it
reflected concerns expressed by political leaders
over the previous months and set out the basic
guidelines of the debate on the future of Europe.
In this context, three priorities were indicated for
further reflection:

* How to make the division of competences more
transparent.

e How to determine whether there needs to be
any reorganisation of competences.

* How to allow for flexibility in the distribution of
competences.

Interestingly, the need to “ensure that a redefined
division of competences does not lead to a creeping
expansion of the competence of the Union or to
encroachment upon the exclusive areas of compe-
tence of the Member States” was stressed in the
Declaration. This is a clear reflection of the warning
signals sent by a number of leaders, particularly from
the German regional establishment, in the run-up to
Laeken. At the same time, the fundamental linkage
between the question as to ‘who does what’ and “the

* Giovanni Grevi is Associate Director of Studies with The
European Policy Centre, Brussels. (www.TheEPC.be)

1 Presidency Conclusions, European Council Meeting in Laeken,
14-15 December 2001, SN 300/1/01.
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nature of the Union’s action and what instruments it
should use” was established.

Prior to the Laeken Declaration, in December 2000,
the Declaration on the Future of the Union adopted
at Nice? put the question of “how to establish and
monitor a more precise delimitation of competencies
between the European Union and the Member States,
reflecting the principle of subsidiarity.”

Subsidiarity in context

In order to appreciate the main features of the
ongoing debate and the distinctiveness of the polit-
ical and institutional context of the Union, some
preliminary remarks seem useful. To begin with, a
short definition of subsidiarity is necessary to
frame the guidelines of the discussion.

In short, subsidiarity is the principle whereby action
should be taken as close as possible to the citizens,
and left to private actors when the involvement of
public structures is not required to achieve expected
results. Higher levels of governments should inter-
vene only when they can provide tangible added
value in delivering policy outcomes. The essential
trade-off at the core of the subsidiarity debate is
between efficiency and freedom.

This definition needs, however, to be completed with
two further observations. On the one hand, the prin-
ciple of subsidiarity should be regarded not only as
the criterion for the delimitation of competences
between different public (or private) actors but also,
and perhaps most importantly, as a dynamic princi-
ple governing the shift of these competences and
guaranteeing the flexibility of the system. On the
other hand, given the definition outlined above, it
should be stressed that subsidiarity works both ways:
from the top down, but also from the bottom up. This
is particularly relevant when looking at the current
debate at the European level, where the emphasis is

2 Official Journal of the European Communities C80, 10.3.2001,
Declaration 23.




clearly put on the former dimension, and much less
on the latter.

The principle of subsidiarity plays a fundamental
role in establishing a workable relationship
between different levels of government in any
multi-level framework. While, however, the princi-
ple normally applies to decision-making in federal
states, this is of course not the case when looking at
the European multi-level framework.

The components of the European Union — Mem-
ber States — are far more heterogeneous than the
components of any other federation in the world,
with the possible exception of India. Their number
is rapidly growing with successive waves of
enlargement, and the diversity of interests to be
included in decision-making at EU level is expand-
ing exponentially.

Most of these component units are, in turn, divided
into a number of sub-units — regions, Lander,
comunidades autonomas etc. — with very different
degrees of autonomy. In fact, some of these ‘sub-
national’ entities are endowed with law-making
powers and have elected governments. The so-
called ‘constitutional regions’ are effectively fully-
fledged state-like systems.

Most notably, political or administrative subdivi-
sions in the Member States of the European Union
correspond to deep-rooted distinctive historical
traditions, such as in the case of Germany, or to
national differences tout court, as in the case of
Belgium, Spain and the United Kingdom. In fact, a
considerable number of the calls for more powers
being allocated at the national level actually origi-
nates from the concern of regional entities to pre-
serve their own competences in areas such as edu-
cation or health. These policy areas reflect the dis-
tinctive character of a socio-economic model, and
sub-national entities are reluctant to entrust
Member States’ governments with legislation at
EU level in the Council of Ministers.

In stark contrast to most federal constitutional sys-
tems, the power to allocate competences to the
European level of government — or Kompetenz-
Kompetenz — firmly belongs to Member States. This
is reflected in the so-called principle of attribution of
powers, enshrined in Article 5 TEC. It implies that all
EU powers are not sovereign but derived. Also, the
role reserved to the Union in those areas where nor-
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mally federal competence is exclusive, is actually
quite limited. This is the case as far as internal and
external security policies are concerned, but also for
foreign policy more widely. Of course, monetary pol-
icy is managed at the federal level for those countries
belonging to the euro zone.

This leads to a further important consideration,
namely that one very distinctive expression of the
principle of subsidiarity in the context of the
European Union is differentiated integration.
Arguably, the mechanism whereby a group of EU
Member States can undertake ‘enhanced coopera-
tion’ in a given policy area, such as, for example,
armament procurement, reflects the need to allo-
cate the exercise of competences in this field to a
different level of government, better equipped to
act effectively. From this standpoint, therefore,
moves towards differentiated integration in the
Union (whether by way of ‘variable geometry’ or
by shaping a ‘two speed’ Europe) basically result in
allocating competences to intermediate levels of
government between the Member States and the
fully-fledged EU level.

Subsidiarity in the Treaties

Turning to the primary law of the European Com-
munity and of the European Union, the principle
of subsidiarity cannot be considered in isolation
from at least three other important principles
informing the functioning of the EU: transparency,
proportionality and Union loyalty.

According to Article 1 TEU, decisions in the Union
“are taken as openly as possible and as closely as
possible to the citizen.” Two points deserve particu-
lar attention in this respect.

Firstly, transparency and subsidiarity are indicated as
the two sides of the same coin. This is relevant
because one of the most pressing demands in the cur-
rent debate is that responsibilities are clearly allocat-
ed so that citizens can understand ‘who is responsible
for what’. However, some confusion seems to occur
between the very legitimate call for transparent deci-
sion-making, and the instrumental use of subsidiarity
to justify a rigid delimitation of competences.

Secondly, a direct reference is made to the citizens:
this seems to pave the way for an application of
subsidiairty in the functioning of the Union that

Focus

Besides subsidiarity
there are three other
important principles:
transparency,
proportionality and
union loyalty

CESifo Forum 4/2002



Focus

Subsidiarity does
not imply a rigid
delimitation of
competences

CESifo Forum 4/2002

goes beyond the two-level game involving the EU
and Member States, and extends to sub-national
entities. So far, there has been considerable resis-
tance to opening the discussion on the delimitation
of competences to the sub-national level, but inter-
esting developments are taking place in the current
debate at the Convention as to the monitoring of
subsidiarity, as reported below.

Article 5 TEC states that: “In areas which do not
fall within its exclusive competence, the Community
shall take action, in accordance with the principle of
subsidiarity, only if and insofar as the objectives of
the proposed action cannot be sufficiently achieved
by the Member States and can therefore, by reason
of the scale or effects of the proposed action, be bet-
ter achieved by the Community.”

This provision reflects a more legalistic approach
to the application of the principle of subsidiarity.
Notably, its application is limited to areas that do
not fall within the remit of the exclusive compe-
tence of the Union, and parameters for action are
set down. Interestingly, the reference to ‘exclusive’
competences, whether of the Union or of Member
States, is increasingly challenged as a reliable, and
workable, criterion for delimitation.

The procedural steps to be taken for ensuring that
the subsidiarity dimension is fully acknowledged in
the decision-making process are specified in detail
in the Protocol on the Application of the Principle
of Subsidiarity and Proportionality, attached to the
Treaty of Amsterdam. From this standpoint, the
main innovation in the Convention is the consen-
sus on the involvement of national parliaments in
the monitoring of the application of subsidiairty.

As to the principle of proportionality whereby,
according to Article 5 TEC, “Any action by the
Community shall not go beyond what is necessary to
achieve the objectives of this Treaty”, this is arguably
the real target of much questioning of EU interven-
tion. It is somewhat misleading to challenge the com-
petence of the Union to legislate in a given policy
field, when the actual problem is the degree of detail
of legislation. This is a key point in the debate, and is
central to the question of ‘Complementary compe-
tences’, recently the subject of a report of one of the
Working Groups of the Convention.

Article 10 TEC expresses the principle of Union
loyalty or solidarity, by establishing that “Member
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States shall take all appropriate measures...to
ensure the fulfilment of the obligations arising out
of this Treaty or resulting from action taken by the
institutions of the Community. They shall facilitate
the achievement of Community’s tasks. They shall
abstain from any measure which could jeopardise
the attainment of the objectives of this Treaty.”

It should be noted that the inclusion of a clause of
reciprocity, whereby the Union shall respect the
responsibilities and identities of Member States, is
likely to be the outcome of the ongoing debate in
the Convention on this particular subject. This
would go beyond the present wording of Article
6.3 TEU, whereby “The Union shall respect the
national identities of its Member States.”3

Three highways in the Convention

The debate on the principle of subsidiarity and its
implications taking shape in the Convention is essen-
tially threefold, focusing in particular on: the ques-
tion of the delimitation of competences; the link
between competences and instruments; and how to
effectively monitor the respect of subsidiarity.

The delimitation of competences

This important issue is central to the ongoing polit-
ical controversy on the distribution of power
between the Union and Member States, but it
should be made clear that delimitation does not
necessarily result from a correct application of the
principle of subsidiarity. Contrary to what might
appear, the two questions are separate. As indicat-

3The Final Report of the Working Group ‘Complementary Compe-
tences’, CONV 375/02, 31 October 2002, recommends that “TEU
Atrticle 6(3) should be made more transparent by clarifying that the
essential elements of national identity include fundamental struc-
tures and essential functions of the Member States notably their
political and constitutional structure, including regional and self-
government; their choices regarding language; national citizenship;
territory; legal status of churches and religious societies; national
defence and organisation of armed forces.” The full text of the re-
port is available at
http://register.consilium.eu.int/pdf/en/02/cv00/00375-r1en2.pdf.
Most interestingly, the very recent ‘Feasibility Study’ published by
the Commission on 4 December and consisting of a fully fledged
constitutional text for the Union, already includes a clause of reci-
procity in Article 4 of Part | — Principles: “In compliance with the
subsidiairty principle, the Union shall act in good faith in relation to
the Member States and shall preserve their identity and their nation-
al and regional diversity. It shall respect the constitutional organisa-
tion of the Member States, including in its relations with territorial
units. The Union shall be mindful of the specific features of Member
States as regards their internal and external security and their public
services.” The text of this Working Document of the Commission is
published at
http://europa.eu.int/futurum/documents/offtext/const051202_en.pdf.




ed above, subsidiarity does not imply a rigid delim-
itation of competences: it simply establishes that
the most appropriate level of government shall
take action, with a view to reconciling autonomy
and efficiency. From a procedural standpoint, in
the presence of appropriate mechanisms for ensur-
ing the participation of all interested parties in
decision-making, no division of competences
would be required at all. If this is an extreme solu-
tion in the direction of flexibility, it should be
stressed that establishing watertight catalogues of
competences would go too far the other way.

The divergence between these two extreme solu-
tions and their supporters is essentially a differ-
ence of Weltanschauung as to what the Union is
about. If one believes in a progress towards an
“ever closer Union”, then a ‘functional’ approach
to the allocation of competences would seem the
most appropriate. The Union would be given
objectives, and would be able to adopt necessary
measures to fulfil them, while respecting subsidiar-
ity.# On the other hand, if one sees clear limits to
EU integration, then competences and instruments
should be very clearly identified, and the Union
should be able to take action only where a precise
legal basis exists.5 As usual, in medio stat virtus.

Given the growing heterogeneity of the Union and
the consequent increasing need to ensure consis-
tency, it is arguable that an excessive delimitation
of competences would be inappropriate. The vast
majority of competences are in fact shared, and
this is true both for those primarily exercised by
the Union, and for those where Member States are
mainly responsible.

This was the position taken by most members of
the Convention at the plenary sessions in April and
May® However, recent developments seem to indi-
cate the political will to establish a clear demarca-
tion between different categories of competences,

4 For a position closely reflecting this approach, see the contribu-
tion submitted by the Belgian members of the Convention,
CONV/53/02, 1” May 2002: “The Union’s powers, which are func-
tional in nature, are simply means whereby it carries out its missions
and achieves its objectives ... powers will be defined on the basis of
missions and objectives.”

5 This alternative model is clearly outlined in the Bundesrat
Resolution on the division of competences 1081/01, 20 December
2001, whereby “the principle of limited specific authorisation to act
must be reinforced” and “differentiated indication of the admissible
legal instruments and the ways in which the Community may pursue
its objectives should be given if specific authorisations to act are
granted.”

6 The summaries of all the plenary sessions of the Convention are
available at
http://european-convention.eu.int/sessplen.asp?lang=EN

15

namely defining three levels: exclusive EU compe-
tences, shared and complementary competences.
The elaboration of the last category was the sub-
ject of extensive reflection in the Convention
Working Group chaired by Henning Christopher-
sen.” The recommendations of this WG, presented
at the plenary session on 8 November, triggered a
very lively debate and met more opposition than
support.

Aside from the general criticism of the idea of
delimitation of competences as such, two main
problems arose in this context:

* The proposed change of name, from ‘complemen-
tary competences’ to ‘supporting measures’,
marks the shift from a sphere of action to a type
of instrument. A large majority of the members of
the Convention felt that this was inappropriate
and confusing. It was also argued that, from a
legal standpoint, what distinguishes complemen-
tary competences from shared ones is simply that
the exercise of the former does not pre-empt the
right of Member States to legislate in future.

e The exclusion of EU legislation from the policy
areas listed in this context — namely employ-
ment, education and vocational training, cul-
ture, public health, trans-European networks,
industry, research and development — led to
much disappointment. It was argued that the
real issue is the ‘intensity’ of EU intervention —
therefore a matter of proportionality and not of
subsidiarity. Some suggested that sufficient pro-
tection of Member States’ competences would
be guaranteed by excluding harmonisation of
national provisions by EU law.

The Preliminary Draft Constitutional Treaty issued
by the Praesidium of the Convention on 28
October 2002 envisages a delimitation of compe-
tences in three different categories (Article 9 to 12,
Part One), and includes the exclusion of EU legis-
lation in “the areas in which the Union supports and
coordinates action by the Member States.””8

The ‘Feasibility Study’ published by the Commis-
sion on 4 December?® — a fully-fledged constitution-

7 The full set of Working Documents produced by this Working
Group can be found at
http://european-convention.eu.int/dynadoc.asp?lang=EN&
Content=WGV. For the text of the Final Report, see above n. 3.

8 The text of the Preliminary Draft Constitutional Treaty is avail-
able at
http://european-convention.eu.int/docs/sessPlen/00369.en2.PDF.

9 See n. 3 above.
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al text for the Union - outlines an alternative
model whereby policies are divided in the first part
of the text into principal policies of the Union,
flanking policies and complementary action. This is
a sort of political statement, helpful for citizens to
understand the remit of the European Union and
of Member States in clear and simple terms. Part
Three of the document, dedicated to the descrip-
tion of individual policy areas, sets out a more
detailed break-down of the powers of the Union
and of the instruments available to it, reflecting the
notion of different degrees of ‘intensity’ of EU
action. It should also be noted that the rules envis-
aged for the amendment of the detailed provisions
of Part Three — Policies — are less demanding than
the procedures established for the revision of part
One - Principles.

The link between competences and instruments

The attempt at linking competences to instruments
is a very relevant aspect of the debate. As stated in
one of the notes prepared by the Secretariat of the
Convention as a basis for debate, “The subject of
legal instruments follows on logically from that of
competences: once it has been decided to implement
a competence, it is necessary to decide who can do
it, how, and with what effects.”10

A shift in focus away from the actor responsible
for taking a decision to the most appropriate
instrument for implementing that decision — that is,
from subsidiarity to proportionality — should be
welcomed. Addressing the two questions simulta-
neously shows the close linkage between the two
principles. On the other hand, it is arguable that a
rigid link between a certain type of competence
and a specific instrument would excessively narrow
the margins of EU action.

The concept of ‘intensity’ is pivotal here. A number
of contributions have been submitted listing the
various ‘modes’ of EU intervention. The German
Bundesrat, for example, indicated five categories in
its contribution to the Convention: harmonisation,
mutual recognition, financial support, supplemen-
tary measures and coordination.l! As a result of
the key intervention by Paolo Ponzano of the
European Commission??, the WG on Complement-

10 CONV 162/02, 13 June 2002, available at
http://register.consilium.eu.int/pdf/en/02/cv00/00162en2.pdf
11 See n. 5 above.
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ary Competences came out in favour of a more
elaborated scale of EU intervention, with a distinc-
tion between legislative and non-legislative action
and related examples, in its final report. Whether
such “hierarchy of intensity” is to be enshrined in
the future EU constitution or not is a matter for
discussion. However, it is surely the intellectual
backdrop of the hierarchy of instruments recom-
mended in the final report of the WG on
Simplification chaired by Giuliano Amato.13

The debate in this WG was inspired primarily by
the need for simplification. It was felt that simplifi-
cation was a prerequisite for enhancing the demo-
cratic legitimacy of the Union. At the same time,
however, the definition of a limited number of
instruments (and procedures) and the clear identi-
fication of their effects meets the expectations of
those who denounce the obscure character of the
system, and the scope for prevarication that it
entails. Three levels are identified for the adoption
of acts by the Union: legislation, delegation and
implementation. Legislative acts include laws,
framework laws and decisions. Delegated acts are a
new type of instrument whose scope is determined
by the legislative act. They “supplement or develop
the detail of a legislative act or adapt certain ele-
ments of the actual legislative act, always under the
powers defined by the act” and they are adopted in
the form of delegated regulations. Finally, imple-
menting acts, which fall in principle within the
responsibility of Member States, are to be adopted
by the Commission through the system of comitol-
ogy. They consist of implementing regulations or
implementing decisions.

A smaller number of instruments and a new, sim-
pler language should ensure that citizens are in a
position to better understand what is being decid-
ed at the European level, all the more so given the
parallel simplification of decision-making proce-
dures and the widely expected opening to the pub-
lic of the legislative proceedings in the Council of
Ministers. Arguably, there will be fewer complaints
against the ‘Brussels machinery’ and more pres-
sure on national governments and national parlia-
ments.

12 Among the many key contributions by the Commission to this
WG, see ‘Delimitation of powers: a matter of scale of intervention’,
WD 4, 10 July 2002, available at
http://european-convention.eu.int/docs/wd5/1722.pdf

13 The Final Report, CONV 424/02, 29 November 2002, can be
found at
http://register.consilium.eu.int/pdf/en/02/cv00/00424en2.pdf




As noted above, a different matter is whether a
clearer definition of the instruments should lead to
a detailed association of types of instruments with
the different competences of the Union. According
to the German Bundesrat, “differentiated indica-
tion of the admissible legal instruments and the
ways in which the Community may pursue its objec-
tives should be given if specific authorisations to act
are granted.” Others believe that the most appro-
priate instruments should be decided on a case-by-
case basis.

The former approach might lead to an extremely
complex, and probably very rigid system. That
would not be in line with some of the priorities
emerging in the Convention debate as to the fea-
tures of the new institutional framework. For
example, if one takes a look at defence policy, cur-
rently discussed in one of the Convention WGs, it
would not make much sense to define one - pre-
sumably non-legislative — instrument of EU inter-
vention. On the contrary, at least three areas of
action could be considered: purely military matters
(intergovernmental instruments and procedures);
crisis management (mixed instruments and proce-
dures); armament procurement and R&D (legisla-
tive instruments and community method).

A potential compromise might consist in indicating
in the legal bases of the future constitution, not the
instruments but the ‘modes’ of action, or in exclud-
ing some of them, such as harmonisation.

Monitoring subsidiarity

Before discussing how best to monitor the applica-
tion of subsidiarity, one first needs to determine
whether subsidiarity is a principle of political or
legal nature. While it seems hard to draw a clear
distinction between these two aspects, some mem-
bers of the Convention feel that judicial scrutiny of
subsidiarity would be more appropriate to avoid
political controversy. Decisions by the European
Court of Justice (ECJ) would be clear and moti-
vated, and its legal authority would not be chal-
lenged.’4 Others, however, take the view that the
ECJ would run the risk of undue ‘politicisation’,
were it to be involved in reviewing an essentially
political choice. This was the line taken by some of

14 See in this sense the contribution ‘Subsidiarity must be con-
trolled by a judicial body’, CONV 213/02, 24 July 2002, by Elmar
Brok MEP and Jacques Santer MEP among others.
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the experts who contributed to the proceedings of
the WG dedicated to the monitoring of subsidiari-
ty, chaired by Inigo Mendez de Vigo.15

According to the conclusions produced by the WG,
subsidiarity is a principle of “essentially political
nature” and “monitoring of compliance with that
principle should be of an essentially political nature
and take place before the entry into force of the act
in question.” On the basis of that assumption, the
WG sought to avoid complicating decision-making
and shaped a mechanism for preliminary political
control on the part of national parliaments, failing
which the option would be open for recourse to the
Court.

The approach includes three steps:

« Firstly, national parliaments must be more
closely associated throughout the whole of the
legislative process. In particular, the Commis-
sion should address its legislative proposals to
each national parliament at the same time as to
the Council and the European Parliament. The
same is envisaged for the ‘common position’ to
be discussed by the Conciliation Committee in
the context of the co-decision procedure.

* Secondly, an ex ante political mechanism or
“early warning system” should be established
for identifying infringements of the subsidiarity
principle. Within six weeks from the date on
which a proposal is sent, each national parlia-
ment would have the right to issue a “reasoned
opinion” concerning compliance with the prin-
ciple of subsidiarity. Depending on the number
of opinions submitted, the Commission could be
obliged to re-examine its proposal.

« Thirdly, national parliaments should have access
to an ex post judicial review by the ECJ. With a
view to limiting the scope of this access, the deci-
sion was taken to link the right of appeal to the
Court to the presentation of a reasoned opinion
ex ante. However, this could result in an artificial
incentive to submit opinions in advance with the
sole purpose of preserving the right of recourse to
the Court. Finally, it should be stressed that indi-

15 The Working Documents produced by this WG are available at
http://feuropeanconvention.eu.int/dynadoc.asp?lang=EN&Content
=WGI. The text of the Final Report, CONV 286/02, is available at
http://register.consilium.eu.int/pdf/en/02/cv00/00286en2.pdf. As to
the debate above, see more specifically the contribution by Jean-
Claude Piris, Director general of the Legal Service of the Council
of Ministers, WD 4, at
http://feuropean-convention.eu.int/docs/wd1/1347.pdf, and the oral
contribution by Francis Jacobs, Advocate General at the ECJ, to
the meeting of the WG on 25 June 2002.
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vidual chambers of bicameral assemblies are enti-
tled to appeal to the Court. That might lead to
interesting developments under domestic politics
in those federal systems where the ‘second cham-
ber’ of the regions (such as the Bundesrat) is
often of a different political colour from the
national government.

The idea has also been advanced that the
Committee of the Regions should be allowed to
appeal to the Court in relation to “proposals which
have been submitted to the Committee of the
Regions for an opinion and about which, in that
opinion, it had expressed objections as regards com-
pliance with subsidiarity.” This is an important
development towards opening policy-making at
the European level to sub-national actors and to
the interests of regions, albeit through the filter of
a consultative body of the Union.

The final report of the WG includes significant ref-
erences to the question of better distribution of
competences and to the simplification of the leg-
islative instruments available to the Union, and the
clarification of their effects. These two strands of
reform, considered above, are considered prerequi-
sites for the proper application and monitoring of
the principle of subsidiarity.

Conclusion

Following this short overview of the debate on the
principle of subsidiarity and its implications for the
functioning of the enlarged Union after 2004, some
political guidelines can be drawn for further reflection.

Broadly speaking, it would be a mistake to insist on
a rigid delimitation of competences between dif-
ferent levels of government within the Union.
European integration is a necessary condition for
achieving high standards of security and prosperity
for European citizens. Following enlargement, it is
arguable that the principle of solidarity will be at
least as relevant to EU strategic decisions as the
principles of subsidiarity and proportionality.
Moreover, European integration is not an end in
itself, but a step towards a better model of global
governance. All things considered, any move
towards stifling EU decision-making by imposing
severe constraints would be a step backwards.
More and not less flexibility will be required from
now on.
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The argument whereby European citizens want a
clear allocation of competences to be able to hold
to account those responsible for important deci-
sions is a valid one. However, this is only a partial
solution to a wider problem, namely the obscurity
and complexity of European decision-making.
Opening up the proceedings of the Council of
Ministers when it legislates, as well as simplifying
instruments and procedures, represents a key step
forward in enabling citizens to understand and
judge decisions taken at the European level. With
this in mind, the idea of a somewhat artificial,
detailed distinction between different levels of
powers is neither necessary nor desirable.

The principle of proportionality, whereby the
‘intensity’ of European intervention should not go
beyond what is necessary to achieve expected
results is now firmly anchored in EU decision-
making. As a consequence, framework legislation
is to be preferred wherever possible. That leaves
more room for Member States’ discretion in imple-
mentation, as the Union does not have the
resources to supervise the crucial phase of imple-
mentation.

The implementation of subsidiarity should be
looked at in this context, and not simply as the
question of who legislates. Decisions are shaped ex
ante though extensive consultation (this is the
direction taken by the European Commission with
its White Paper on European Governance), and
require ex post a joint effort involving various
actors at different levels to ensure proper imple-
mentation. This does not imply that clear limits
should not be set to the undue expansion of Union
intervention in the area of Member States’ compe-
tences. However, the effective cooperation
between all the relevant actors is a much more
faithful application of the principle of subsidiarity
than a regressive, and outdated, separation of com-
petences.




SHouLD THE EU HAVE A
PRESIDENT WITH TWO HATS?

YES

BEN CRUM*™

A debate has recently started about the future of
the presidency of the European Union. In turn, the
prime ministers of France, the UK, Spain, Italy and
Sweden have argued that the current system of the
rotating presidency should be replaced by a full-
time president. Clearly the rotating presidency is
running out of steam. As if governing one’s own
country is not enough, the presiding government is
expected to fulfil ever more duties. Some govern-
ments are better able to handle the presidency
than others. Moreover, after enlargement, each
member state will only come to hold the presiden-
Cy once every 12 or more years.

While the proposal for a full-time president will
remove the problems of the rotating presidency, it
will create others as it institutionalises a second
system of executive power in Brussels. So far the
European Commission has been the most perma-
nent embodiment of the Union, but its executive
powers are limited in important respects. Most
strikingly, executive power in key policies, such as
foreign policy and security, has been kept under
the firm control of the Council and its own secre-
tariat.

With a full-time president, the Council secretariat
is likely to develop into a parallel administration.
This will create serious coordination problems, if
not outright conflict, between the two administra-
tions. More fundamentally, the presence of two
administrations is bound to further reduce the
credibility of the Union in the eyes of the public.

* Ben Crum is a Marie Curie Research Fellow at the Centre for
European Policy Studies (CEPS) in Brussels. A working paper on
‘Effective and Accountable Leadership of the Union’ that he co-
authors with Wouter Coussens (Belgian Royal Institute for
International Relations) will be published early in 2003.

To prevent this situation, the obvious solution is to
fuse the two administrations and to have this
fusion embodied by the Union President with ‘a
double hat’: chairing the European Council as well
as the College of Commissioners. The advantages
of this reform are manifold. First of all, it would
restore a relationship of trust between the Council
and the Commission. It would clarify the adminis-
trative organisation of the Union, as well as facili-
tate the integration and simplification of executive
procedures. It would also preclude the develop-
ment of the Council secretariat into a second
European administration and optimise the use of
Union resources.

This radical proposal is bound to provoke a number
of objections. For a start, one may wonder whether
an EU President with two hats would not distort the
precious institutional balance of the Union.
However, this risk can be avoided by subjecting the
President’s powers to checks and balances, some of
which can already be discerned in the present sys-
tem. The European Treaties provide a stringent
delineation of the Union’s powers. Further, the
President’s powers would be bound by the European
legislator consisting of the Council and the
European Parliament. Following Montesquieu, the
key here is to ensure that the institutions remain
politically separate and that none of them will ever
be able to control the decisions taken by the other.

Would not an EU President distort the role of the
Commissioner as the impartial guardian of the
European interest? The classical image of the
Commission as a technocratic, impartial broker has
long been superseded by actual practice. As the
Commission has assumed ever more tasks, it has
also been obliged to take a political stance, but this
does not necessary imply that it has to relinquish
its role as guardian of the general European inter-
est. Moreover, to prevent the Commission from
developing into a party-political body, its other
members should still be nominated by the member
states (in collaboration with the President).

If you want to comment on this topic or react to the opinion expressed here, please visit the CESifo
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Can an EU President be held democratically
accountable? Supposedly the EU President would
be a former head of state who has substantial expe-
rience in the European Council and can wield the
necessary authority inside and outside the Union.
Thus, naturally, the European Council should be
able to control the selection procedure. At the
same time, if the EU President will be at the head
of the Union’s executive powers, the nominee
would also need the support of a majority of the
European Parliament. Similar to the right of
approval it currently enjoys on the Commission
President, the Parliament should have a decisive
word on the Union President.

Thus, while the European Council would indicate
whom of its former members it would be willing to
accept as its President, the European party groups
could turn the choice of the President into a cen-
tral issue in the EP elections. Imagine the electoral
impact if in the next EP elections the two major
party groups in the European Parliament, the
Christian-Democrats and the Social Democrats,
were to adopt José Maria Aznar and Tony Blair as
their candidates for the EU Presidency. Indeed, a
President presiding over an integrated European
executive and accountable to both the European
Council and the European Parliament may be the
key to providing Europe with a credible democra-
tic face.

20




No

ELMAR BROK*

When the presidium presented a “skeleton for a
Constitutional Treaty”, this structure on purpose
did not contain concrete proposals for changes in
the EU institutional architecture. There is a place
holder for the “Presidency of the EU”, however.
Although institutional questions will not be dis-
cussed in the plenary until the beginning of next
year, the opinion of the different components in
the Convention is being formed now and the play-
ers have started to voice their opinions.

The institutional setup is, of course, a question of
power. The main battle line is between those who
want more power for the Commission and
Parliament and those who want to rely more on the
nation states and thus on the Council. We are only
at the start of this debate now. Transferring the
idea of a “double hat” figure also to the Presidency
of the EU is interesting and could be helpful in
search of a compromise at a later stage of the
Convention. However, before settling for less by
agreeing on the seemingly “easy” approach of dis-
solving the antagonisms by merging the functions,
we should first seriously try to find solutions that
see all institutions on their own merits. Democracy
is all about checks and balances, and antagonisms
are built-in stabilisers.

The challenge is therefore to find the right balance
among the institutions. The relationship is delicate,
an increase in power for one institution will also
affect the others. An isolated approach focussing
on just one element would be counterproductive.
In my opinion, the reforms should aim at a

* Elmar Brok, MEP, Chairman of the EPP Group in the European
Convention.

strenghtening of all parts of the institutional tri-
angle at the same time.

Several proposals are floating around. There is, on
the one hand, the idea of a high profile President of
the EU selected by the Council, the so called ABC
proposal. Mr Blair has reiterated this proposal in
his speech in Cardiff lately. The idea of a “Super
President” of the Union has been met with suspi-
cion by the smaller member states. They are con-
cerned about being dominated by a “directorium”
of the large countries. Looking back at Nice, their
concerns have to be taken seriously. Several days
ago, Guy Verhofstadt, the Belgian Prime Minister,
at the College of Europe in Bruges, opposed the
idea of electing a President of the European
Council from outside the membership of this body
and for a longer period. Luxembourg shares this
view.

The European Parliament, along with the Com-
mission, is also not in favour of an executive
Council President. It would weaken the democrat-
ic control function, as the President and his budget
could not be controlled by the European
Parliament. He could not be dismissed either. This
model would thus lead to a weakening of the
European Parliament and democratic accountabil-
ity. Establishing a President with executive func-
tions would also lead to a loss of efficiency by cre-
ating two administrations spending a lot of their
time competing each other.

On the other hand, a strengthened role for the
President of the European Commission is suggest-
ed, a proposal with which a number of small coun-
tries can associate themselves. The overall goal is
to enhance the executive role of the European
Commission and at the same time its democratic
control by the European Parliament.

Ideally, the President of the Commission should be
elected by an absolute majority of the European
Parliament. The European Council would then

If you want to comment on this topic or react to the opinion expressed here, please visit the CESifo
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approve his appointment. The ongoing debate has
shown that this may be premature, however.

Therefore a compromise could take into account
the interests of member states anxious to lose
influence. A candidate for President of the
European Commission should be proposed to the
European Parliament by the European Council by
qualified majority vote. New in this proposal is that
the European Council should select the candidate
in light of the outcome of the European elections.
This would strengthen the democratic control
function and increase the political weight of the
European Commission. It would result in a presen-
tation by the political parties of presidential candi-
dates in the European elections. This more person-
alised electoral campaign would be more attractive
to the voters, raising their interest in European
politics.
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DoEs SALES-ONLY APPORTION-
MENT OF CORPORATE INCOME
VIOLATE INTERNATIONAL
TRADE RULES?

Charles E. McLure, Jr.*
Walter Hellerstein**

In 1978, the year the U.S. Supreme Court sustained
the constitutionality of lowa’s single-factor appor-
tionment formula based on sales (at destination) of
tangible personal property?, almost all the states
that imposed corporate income taxes placed equal
weight on property, payroll, and sales. Now almost
three-fourth of the states that have corporate
income taxes place at least half the weight on sales,
and eight base apportionment solely on sales.2 It
seems reasonable to believe that this trend will
continue and that other states will adopt sales-only
apportionment formulas in an effort to improve
their competitive positions.3 This note, which is
intended to stimulate further analysis and debate,

* Charles E. McLure Jr. is a senior fellow with the Hoover
Institution at Stanford University.

** Walter Hellerstein is the Francis Shackelford Professor of
Taxation at the University of Georgia Law School.

McLure is president and Hellerstein is a member of the Scientific
Committee of the Centro Europeo di Studi Tributari e
sull’Electronic Commerce (CESTEC). This article was prepared
for the September 2002 meeting of CESTEC’s Scientific
Committee.

The authors would like to thank Robert Green, Gary Hufbauer,
Michael Mclntyre, and an anonymous reviewer for helpful com-
ments on an earlier draft of this article, which appeared as »Does
Sales- Only Apportionment of Corporate Income Violate the
GATT?« Working Paper 9060, National Bureau of Economic
Research, July 2002. All errors are our own.

This article was previously published in Tax Notes, Vol. 96, No. 11
(September 9, 2002), pp. 1513-1520; State Tax Notes, Vol. 25, No. 11
(September 9, 2002), pp. 779-86; Tax Notes International, \ol. 27,
No. 11 (September 9, 2002), pp. 1315-23.

1 Moorman Mfg. v. Bair, 437 U.S. 267 (1978). This note concerns
only the apportionment of income from the manufacture and sale
of tangible personal property. Although some states assign sales
from services on a market state or destination basis, most states
assign sales from services on the basis of where the income-pro-
ducing activity relating to those sales is performed. See Uniform
Division of Income for Tax Purposes Act [UDITPA] § 17(a).
Accordingly, single-factor apportionment of such sales often does
not raise the issues addressed in this note, which concerns the
exclusive use of a destination-based sales factor to assign income.
Moreover, the original 1947 General Agreement on Tariffs and
Trade (GATT 1947), discussed further below, applied only to
goods. When the United States adopted the Uruguay Round
Agreements, thereby extending the scope of international trade
rules embodied in GATT 1947 to services under the General
Agreement on Trade in Services (GATS), it explicitly reserved
from the scope of the GATS national treatment requirement:
Sub-federal tax measures which afford less favorable treatment
to services or service suppliers of another Member based on the
method of allocating or apportioning the income, profit, gain,
losses, deductions, credits, assets or tax base of such service sup-
pliers or the proceeds of a services transaction.
These reservations were submitted to the GATT on June 29, 1994
as a “Schedule of Specific Commitments for the U.S” in connection
with its adoption of the Uruguay Round Agreements. The reserva-
tion quoted above was designated as “paragraph 3.”
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rather than provide a definitive conclusion, sug-
gests that sales-only apportionment may violate
international trade rules that prohibit export subsi-
dies.# Given this purpose, we concentrate on the
simplest case, involving the apportionment of
income from the manufacture and sale of tangible
personal property, where there appears to be a
prima facie violation of international trade rules,
inviting others to consider other more complex sit-
uations. Perhaps we should note at the outset that
we are not arguing that international trade rules
make sense; rather, we take them as given.

The international trade rules prohibiting export
subsidies

Under international trade rules adopted during the
Uruguay Round of multilateral trade negotiations
in 1994, the world trade community reaffirmed and
reinforced the long-standing prohibition against
export subsidies embodied in preexisting trade
rules and related understandings.5 Specifically, the
Uruguay Round Agreement on Subsidies and
Countervailing Measures (SCM Agreement)
defined a “prohibited subsidy” to include *“subsi-
dies contingent, in law or in fact, whether solely or
as one of several other conditions, upon export
performance.”® Prior to the adoption of the
Uruguay Round Agreements, the General Agree-
ment on Tariffs and Trade of 1947 (GATT 1947),

2 See Mazerov (2001). Connecticut, Massachusetts, and Missouri
are included in this count, since sales-only apportionment is avail-
able to manufacturers in the first two states and is an option in the
third.

3 Indeed, the California Assembly’s Revenue and Taxation Com-
mittee has approved a measure that would change the state’s cur-
rent three-factor formula with double weight on sales to a single-
factor formula based exclusively on sales, Pratt (2002a), and both
incumbent Governor George Pataki of New York and one of his
Democratic rivals (Andrew Cuomo) have supported New York’s
adoption of a single-factor sales formula. Plattner (2002). The
California measure is currently on hold due to its revenue implica-
tions. Pratt (2002b).

4 This is, of course, not all that is wrong with sales-only apportion-
ment; see Hellerstein & Hellerstein (1998), at pp. 8-233 to 8-234;
Hellerstein (1995); Mazerov (2001) and McLure (forthcoming). It
appears at first glance that sales-only apportionment may also con-
stitute a tax on imports that is prohibited by international trade
rules. We do not discuss that possibility in detail, although we
advert to it briefly in the notes below (see infra ns. 21&22), as there
may be reasons why it would not actually have the effect of taxing
imports, such as lack of nexus and the use of domestic affiliates of
foreign corporations to make imports in states without single-fac-
tor sales formulas.

5 In April 1994, after years of discussion, more than 100 participat-
ing countries signed agreements reached in the Uruguay Round of
multilateral trade negotiations. The Uruguay Round negotiations
were conducted under the auspices of the original 1947 GATT. The
results of the Uruguay Round consist of the Agreement
Establishing the World Trade Organization (WTO) plus 16 multi-
lateral and two plurilateral agreements (including GATT 1947),
which are annexed to the WTO Agreement, as well as many other
annexes, decisions, and understandings referenced in the principal
agreements. See generally Hellerstein (1995).

6 Agreement on Subsidies and Countervailing Measures, Ar-
ticle 3.1(a).
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which is now incorporated in the Uruguay Round
Agreements’, imposed general restraints on “any
subsidy ... which operates directly or indirectly to
increase exports .”’8

For many years, GATT’s prohibition of export sub-
sidies has been understood to prohibit so-called
“border tax adjustments” (BTAS) for direct taxes,
such as income taxes and payroll taxes, while per-
mitting BTAs for indirect taxes, such as value-
added taxes, sales taxes, and excise taxes.?
Although the term BTA does not appear in GATT
1947, in 1970 a Working Group of the GATT
described BTASs generically

as any fiscal measures which put into effect, in
whole or in part, the destination principle (i.e.
which enable exported products to be relieved
of some or all of the tax charged in the export-
ing country in respect of similar domestic prod-
ucts sold to consumers on the home market and
which enable imported products sold to con-
sumers to be charged with some or all of the tax
charged in the importing country in respect of
similar domestic products) (emphasis added).10

Sales-only apportionment appears to violate the
international trade rules prohibition against pro-
viding export BTAs for direct taxes (hereafter sim-
ply “export subsidies™).

The economics of formula apportionment!!

The Need for Formula Apportionment

The American states have long recognized — and

the Member States of the European Union are
coming to realize — that geographically separate

7 See supra note 5 and infra note 8.

8 GATT 1947, Article XVI. The General Agreement on Tariffs and
Trade 1994 (GATT 1994) consists of (1) GATT 1947 “as rectified,
amended or modified” by the various legal instruments that enter-
erd into force before the date of the WTO Agreeement; (2) provi-
sions of legal instruments entered into force under GATT 1947
before the date of the WTO Agreement, including, among other
things, “decisions of the CONTRACTING PARTIES to GATT
1947, and (3) agreements reached during the Uruguay Round.
GATT 1994, Paragaphs 1(a) -1(d).

9 Hufbauer (2002a); Hufbauer (2002b). The prohibition of BTAs
for direct taxes was originally implied by silence, but was made
explicit in the Illustrative List of Export Subsidies contained in the
Code on Subsidies and Countervailing Measures adopted in 1979
at the Tokyo Round and repeated in Annex | to the Uruguay
Round Agreement on Subsidies and Countervailing Measures.

10 The GATT Working Group on border tax adjustments, in its
report of December 2, 1970, attributes this description to the
OECD; see
http://lwww.worldtradelaw.net/reports/gattpanels/bordertax.pdf,
visited May 2, 2002. For a much more complete discussion, see
Hufbauer and Erb (1984).
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accounting is not practicable within a highly inte-
grated economy such as the United States. First,
economic interdependence within or between con-
trolled corporations often makes it impossible to
isolate the geographic source of profits on a sepa-
rate accounting basis. Second, even if corporations
undertook to account separately for the income
earned in each state, the task would be fearfully
expensive, because their books and records would
need to be maintained to reflect the details of their
business operations on a state-by-state basis. Third,
separate accounting is vulnerable to the manipula-
tion of actual or imputed transfer prices within the
enterprise in a manner that shifts income to low-
tax states. As a result, the states, like the provinces
of Canada, have long employed formula appor-
tionment to determine the portion of the income of
multistate corporations they will tax.

Some states apportion the combined income of
related corporations deemed to be engaged in a
unitary business, rather than limiting apportion-
ment to the income of separate legal entities. In the
late 1980s, following a period in which some states
combined the worldwide activities of commonly
controlled corporations, the states, under political
pressure from the federal government, foreign gov-
ernments, and the business community, imposed
“water’s edge” restrictions on combined report-
ing.12 A more detailed analysis of the basic ques-
tion addressed in this note would take account of
combination and other variations of state practice.

UDITPA and the multistate tax compact

During the first half of the twentieth century the
states used a wide variety of divergent apportion-
ment formulas, before converging toward the stan-
dard practice of employing three equally weighted
factors of property, payroll, and sales in the formu-
la used to apportion income. Throughout this peri-
od the quest was to find a formula that would accu-
rately reflect the geographic source of income,
tempered by the need to provide for a formula that

11 For a more detailed exposition of the points covered in parts A
and B of this section, see Hellerstein and Hellerstein (1998),
Chapter 8.

12 With the limited exception of oil companies in Alaska, all the
states now limit mandatory combination to the “water’s edge.” That
is, with limited exceptions for certain tax haven and other corpora-
tions whose activities are conducted predominantly in the United
States, only domestic corporations are included in the combined
groups and only the income of such corporations is apportioned. In
some states, notably California, there is a water’s-edge election; tax-
payers that fail to make the election are subject to worldwide com-
bined reporting.




fairly divided income among the states.!3 The
broad consensus that emerged in favor of the
equally-weighted, three-factor formula as a reason-
able method for attributing income to the states
embodied both traditional “sourcing” concepts in
the weight accorded to capital (property) and
labor (payroll) and the equitable claim of the
“market” state to a share of the income tax base, as
reflected in sales made into the state.l4 In 1957 the
National Conference of Commissioners on Uni-
form State Laws (NCCUSL) approved the Uni-
form Division of Income for Tax Purposes Act
(UDITPA), a model law intended to provide the
basis for uniform state taxation of corporate
income. UDITPA, which was incorporated in the
Multistate Tax Compact, codified the then stan-
dard equally weighted three-factor formula.l®
While 20 states are currently members of the
Compact,® most have forsaken its underlying pur-
pose to “[p]Jromote uniformity”l” by abandoning
the uniform apportionment formula and placing
greater weight on the sales factor.18

The economic effect of sales-only apportionment

It is easy to understand why states have reduced
the weight on property and payroll in their appor-

13 In its comprehensive report to Congress on state taxation of
interstate commerce, the Willis Committee observed that “[m]ost
students of State taxation have assumed that the search for reason-
able division of income rules necessarily resolves itself into a search
for the ‘sources’ of income.”” Willis Committee Report (1964-65),
p. 158. However, the Committee went on to note that a counter-
vailing view held that the search for the “source” of income was
misguided and that »the important issue is the proportion of the
company’s activities which take place in the each State, since ‘these
activities cause the state to incur the governmental costs which
form the justification for its demand for a compensatory tax.« Id. at
158-59 (citation omitted). The Committee went on to point out the
conflict between these two approaches, since
[a] company with factories in two States ... may conduct an
unprofitable operation in one of the States by any standard
which may be used for determining the source of income, but it
can hardly be argued that its activities contribute to governmen-
tal costs only in the State in which its operation is profitable.
Id. at 159. On the history of the development of formula appor-
tionment, see Hellerstein and Hellerstein (1998), Chapter 8; Weiner
(1996).
14 See Hellerstein and Hellerstein (1998), 1 8.06.
15 Section 9 of UDITPA provides: “All business income shall be
apportioned to this state by multiplying the income by a fraction,
the numerator of which is the property factor plus the payroll fac-
tor plus the sales factor, and the denominator of which is three.”
Professor William J. Pierce, the principal draftsman of UDITPA,
recognized that UDITPA’s three-factor formula reflected both sup-
ply and demand factors and declared that the act “represents a
compromise between the positions of consumer and manufacturing
states.” Pierce (1957), p. 781.
16 Hellerstein and Hellerstein (2001), p. 576.
17 Multistate Tax Compact Article 1(2).
18 Section 16(b) of UDITPA provides that sales made to a state
where the taxpayer is not taxable are attributed to the state of ori-
gin. If this “throwback” rule were universally applied to foreign
exports, it is less likely that sales-only apportionment would violate
international trade rules, because the reduction of taxes on export
income would occur only in circumstances when another jurisdic-
tion had nexus with the taxpayer and thus a legitimate claim to tax
at least a portion of that income. In any event, the wholesale adop-
tion of the throwback rule would undercut the economic develop-
ment objective of sales-only apportionment. It is worth pointing
out, moreover, that many states (including, in particular those with
single-factor or heavily-weighted sales formulas (e.g., Connecticut,
lowa, and Minnesota) do not employ the “throwback” rule.
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tionment formulas and have increased the weight
on sales. Formula apportionment has the economic
effect of converting a tax on corporate income into
a set of taxes on the factors in the apportionment
formulal® That is, the sales-related portion of the
income tax is roughly equivalent to a destination-
based sales tax?0, the payroll-related portion is
equivalent to a tax on payroll, and the property-
related portion is equivalent to a tax on property.
Since both payroll and property are origin-based
factors and sales is a destination-based factor, the
shift in weights that is occurring reduces the weight
on the origin of interstate sales used to assign
income and increases the weight on the destination
of such sales, thereby increasing the state’s com-
petitive position in both in-state markets and out-
of state markets, including foreign markets. To see
this in the case of foreign exports, consider the sim-
ple case of a corporate manufacturer, all of whose
payroll and property are located in a single state,
that either exports all of its output or sells all of it
in the state where it is produced.

Exports. Under the equally weighted three-factor
formula, if the corporation exported all its output,
it would pay state tax on two thirds of its profits;
under the formula that double-weights sales, it
would pay state tax on half of its profits. By com-
parison, under sales-only apportionment, it would
pay no state tax if it exported all its output.

Domestic (in-state) sales. Under any of the above
formulas (equally weighted, double weighting of
sales, or sales only), the corporation would pay
state tax on all its income if it exported none of its
output.

Net effect. These results can be summarized as in the
Table. The net effect of placing greater weight on
sales is to reduce the tax paid on income associated
with exports, while leaving the tax on income associ-
ated with domestic (in-state) sales unaffected.?!

19 See McLure (1980). The effective tax rate on each factor depends
on the profitability of the corporation, relative to the factor nation-
wide, as well as the statutory tax rate.

20 The tax is, however, more like a multiple-stage tax on gross
receipts than a single-stage retail sales tax. Again, we remind read-
ers that our concern in this note is only with income derived from
the manufacture and sale of tangible personal property.

21 If, instead of the domestic manufacturer making foreign sales
(“exports™) in Table 1 we were to look at a foreign manufacturer
making in-state sales (“imports”), then the fraction of income asso-
ciated with in-state sales that is taxable in-state would be /3, /2,
100% under the same three formulas. We again assume that the
domestic manufacturer has all of its property and payroll in the tax-
ing state and ignore domestic payroll and property of the foreign
manufacturer. It would, of course, be relatively simple for the for-
eign manufacturer to avoid nexus or make sales into a state with-
out sales-only apportionment.
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Fraction of income that is taxable in-state, assuming
all output is sold in-state or is exported

Domestic manu- | Domestic manu-
facturer making facturer making
in-state sales foreign sales
(“exports”)
Equally-weighted
three-factor
formula 100 percent 2/3
Double-weighted
sales formula 100 percent Y2
Sales-only appor-
tionment 100 percent 0

Why sales-only apportionment violates
international trade rules

In the case of sales-only apportionment the corpo-
ration in the foregoing example pays no tax in the
state if it exports all its output, but pays tax on all
its income if it exports none of its output. Thus
sales-only apportionment falls squarely within the
description of BTAs quoted earlier, “fiscal mea-
sures which put into effect, in whole or in part, the
destination principle (i.e. which enable exported
products to be relieved of some or all of the tax
charged in the exporting country in respect of sim-
ilar domestic products sold to consumers on the
home market ...)”22 (emphasis added). Since cor-
porate income taxes are direct taxes, sales-only
apportionment constitutes an export subsidy of
the type prohibited by the long-established under-
standing of GATT 194723 — an understanding that
should command no less respect under GATT
1994. Indeed, Article XVI(1) of the WTO Agree-
ment provides that “[e]xcept as otherwise provid-
ed ..., the WTO shall be guided by the decisions,
procedures, and customary practices followed by
the CONTRACTING PARTIES to GATT 1947
and the bodies established in the framework of
GATT 1947.724¢ Moreover, Annex I(e) of the SCM
Agreement lists among the “illustrative list of
export subsidies,” which are generally prohibited
by Article 3.125, “[t]he full or partial exemption,
remission, or deferral specifically related to
exports, of direct taxes paid or payable by
industrial or commercial enterprises.“26 In short,

22 The same thing occurs on the import side. Sales-only apportion-
ment falls within the prohibited class of “fiscal measures which put
into effect, in whole or in part, the destination principle (i.e. ...
which enable imported products sold to consumers to be charged
with some or all of the tax charged in the importing country in
respect of similar domestic products)” (emphasis added).

23 See supra Part 11.

24WTO Agreement, Article XVI1(1).

25 See supra Part I1.

26 SCM Agreement, Annex I(e).
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sales-only apportionment violates international
trade rules because it produces a destination-
based income tax, which constitutes a prohibited
export subsidy.?

Is there a persuasive case for sales-only
apportionment?

To overcome the prima facie case that sales-only
apportionment is a prohibited export subsidy, it
would be necessary to argue persuasively that
sales-only apportionment accurately reflects where
income originates. After all, there is nothing wrong
with an income tax that attributes income to the
place where sales occur, provided that income orig-
inates where sales occur. Defenders of sales-only
apportionment against the prima facie case
advanced above would presumably base their posi-
tion on the SCM'’s definition of a subsidy:

27 Despite the apparent subsidy for exports created by sales-only
apportionment, we recognize that one may nevertheless argue that
it does not constitute an export subsidy because such apportion-
ment favors “interstate” as well as “foreign” exports. For example,
if Corporation A and Corporation B, conduct all of their manufac-
turing operations in State X, which has adopted sales-only appor-
tionment, and Corporation A sells all of its output to State Y while
Corporation B sells all of its output to Country Z, one may contend
that there is no violation of international trade rules because for-
eign sales are subsidized no more than domestic sales. Although
this is plainly an issue that will require further exploration to deter-
mine whether the “prima facie” case set forth in this article will sur-
vive more extended scrutiny, we offer several preliminary observa-
tions at this juncture.

First, in the context of “national treatment” allegations against sub-
national legislation, the appropriate comparison is between treat-
ment of in-state and foreign goods. See Canada — Import, Distribu-
tion and Sale of Certain Alcoholic Drinks by Provincial Marketing
Agencies, GATT Doc. No. DS17/R (18 February 1992) (report of
the panel); United States — Measures Affecting Alcoholic and Malt
Beverages, GATT Doc. No. DS23/R (Feb. 7, 1992) (report of the
panel). The fact that out-of-state goods are treated no better than
foreign goods does not save the state legislation from condemna-
tion under GATT. One might advance an analogous argument with
regard to the treatment of interstate and foreign exports.

Second, as noted above, see supra Part 11, the SCM Agreement
defines a “prohibited subsidy” to include “subsidies contingent, in
law or in fact, whether solely or as one of several other conditions,
upon export performance,” SCM Agreement, Article 3.1(a), and
GATT 1947 imposes general restraints on “any subsidy ... which
operates directly or indirectly to increase exports ...” GATT 1947,
Article XVI(1 Whether or not sales-only apportionment consti-
tutes a “subsidy” that is “contingent, in law or in fact ... upon
export performance” or one that “operates directly or indirectly to
increase exports” will depend, in the end, on a definitive interpre-
tation by the WTO of the meaning of those phrases in the context
of subnational measures and, in particular, whether “foreign” in
that context should be construed to embrace all out-of-state sales.
Third, even if one were to conclude that (1) the “national treat-
ment” analogy is inapposite because it deals with indirect taxes on
goods rather than subsidies for direct taxes and (2) the language of
Article 3.1 of the SCM Agreement and Article XVI of GATT 1947
requires a comparison between a state’s treatment of all domestic
sales and all foreign sales rather than between in-state and out-of-
state sales, the more that the states adopt sales-only apportion-
ment, the stronger the case becomes for establishing a violation of
international trade rules. Indeed, if every state adopted sales-only
apportionment, the subsidy “to increase exports” or “contingent ...
upon export performance” would be self-evident, however one
defined exports. Consider the case of a federal tax with sales-only
apportionment and the case in which all states had corporate
income taxes and sales-only apportionment and assume, crucially,
that nexus is not an issue. The first would clearly violate interna-
tional trade rules, so the second, which is equivalent, also should.




[A] subsidy shall be deemed to exist if (a)(i) there
is a financial contribution by a government or any
public body within the territory of a Member
(referred to in this Agreement as “government”),
i.e.,, where ... (ii) government revenue that is oth-
erwise due is foregone or not collected (e.g., fiscal
incentives such as tax credits) ...; and (b) a benefit
is thereby conferred.28

In substance, the defenders of sales-only appor-
tionment would contend that it is not a “subsidy”
at all within the meaning of the SCM Agreement,
because it does not constitute revenue “otherwise
due” but rather is a reasonable method of exempt-
ing income from foreign economic processes.?? This
seems to be a daunting task.

In adopting formula apportionment as the method-
ology for attributing income, one must accept that
there is no objective standard for what is the cor-
rect apportionment formula. But one can appeal to
common sense, economic analysis, judicial prece-
dent, standard practice, the legislative history of
sales-only apportionment, and federal law. None of
these supports sales-only apportionment.

Common sense. The notion that only sales reflect
where income is earned — that labor and capital
make no contribution - is far-fetched.

Economic analysis. The common sense view that
labor and capital contribute to the creation of
income reflects — indeed, is probably grounded in —
economic analysis. Income is the return to capital
and labor. Sales are essential to the realization of
income, but they are not enough, by themselves.30

Judicial precedent. The U.S. Supreme Court has
opined that income “may be defined as the gain
derived from capital, from labor, or from both
combined.”3! While this statement is now regarded

28 SCM, Article 1 (emphasis supplied).

29 See United States — Tax Treatment for “Foreign Sales Corpo-
rations,” AB-2001-8, WT/DS108/AB/RW (14 January 2002)
(Report of the Appellate Body).

30 Indeed, some economists have argued that sales should be
dropped altogether from the apportionment formula; see Harriss
(1959); Studenski (1960), pp. 1131-32. We cite these authorities not
because we necessarily agree with them but only to demonstrate
the absurdity, from an economic standpoint, of the position that
capital and labor may be ignored altogether in an income appor-
tionment formula. Musgrave (1984) considered both “supply” and
“supply-demand” based formulas. Although the former approach
considers using only labor and capital as apportionment factors, the
latter includes sales. Musgrave does not consider using only sales to
apportion income.

31 Eisner v. Macomber, 252 U.S. 189, 207 (1920) (quoting Doyle v.
Mitchell Bros. Co., 247 U.S. 179, 185 (1918) and Stratton’s
Independence, Ltd. v. Howbert, 231 U.S. 399, 415 (1913)).
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as an unduly narrow view of income, the notion
that capital and labor should be ignored complete-
ly in determining the source of income flies in the
face of the Court’s observation that “the standard
three-factor formula can be justified as a rough,
practical approximation of the distribution of
either a corporation’s sources of income or the
social costs which it generates.”32 We recognize, of
course, as we observed at the outset of this note,
that single-factor sales apportionment has survived
scrutiny as a matter of federal constitutional law.
But that was no ringing endorsement of single-fac-
tor sales apportionment as a method for appor-
tioning income. To the contrary, the Court permit-
ted a deviation from the “benchmark”33 three-fac-
tor formula in Moorman only because to do other-
wise would require “extensive judicial lawmak-
ing”34 and because Congress rather than the Court
was the appropriate body to fashion such rules.

Standard practice. As noted earlier, until recently the
equally weighted three-factor formula was the stan-
dard formula. “The three-factor formula has
gained wide approval precisely because payroll,
property, and sales appear in combination to reflect
a very large share of the activities by which value is
generated”?, and thus where income originates.
Even now only a few states have shifted to sales-only
apportionment. Canada uses payroll and sales,
equally weighted, to apportion corporate income.

Legislative history. The states that have made the
shift to sales-only apportionment have almost cer-
tainly done so only to improve their competitive
position.3® As a key economic advisor to the
Governor of Georgia observed in explaining the
state’s adoption of a double-weighted sales factor,
the legislation “offer[s] economic incentives for
business expansions and locations here ... By pro-
moting the activities of firms that have a physical
presence — property and labor — in Georgia, [the
legislation] should clearly have a stimulative

32 General Motors Corp. v. District of Columbia, 380 U.S. 553, 561
(1965).

33 Container Corp. of America v. Franchise Tax Board, 463 U.S. 159,
170 (1963).

34 Moorman Mfg. Co. v. Bair, 437 U.S. 267, 278 (1978).

35 Container, 463 U.S. at 183.

36 The following argument is typical of this line of reasoning:
“[U]Inder current tax policy, a company with multi-state operations
faces a higher tax bill in New York if it locates jobs and investment
here. For tax purposes, New York now allocates a company’s
income to this state based on three factors: in-state sales (which is
counted twice), in-state payroll, and in-state property. By basing
corporate taxation solely on in-state sales, New York can reward,
rather than punish, employers that create jobs here ...” The Wire,
newsletter of the Business Council of New York State., Inc.,
November 24, 2000, quoted in Mazerov (2001).
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effect.”3” It seems unlikely that any state has made
the shift because it thought sales-only apportion-
ment accurately reflects where income is earned.

Federal law. Under the Internal Revenue Code,
when a taxpayer manufactures goods within the
United States and sells them outside the United
States or manufactures goods outside the United
States and sells them within the United States, the
income “shall be treated as derived partly from
sources within and partly from sources without the
United States.”3® The implementing regulations
describe two methods that may be used for dividing
the income from these transactions between foreign
and domestic sources. Under the so-called “50-50”
method, one half of the income from these transac-
tions is allocated to production activities and one
half is allocated to the sales function — essentially a
two-factor apportionment formula of property and
sales.39 Under the independent factory price (IFP)
method, the taxpayer may elect to allocate income
between foreign and domestic sources on the basis
of an independent factory price that is “fairly estab-
lished” by sales to unrelated third parties.4? These
rules are significant because they provide yet anoth-
er piece of evidence as to what constitutes a reason-
able standard for determining the source of income
derived from manufacturing in one jurisdiction and
selling in another. Whatever room for debate there
may be about whether the formulary “50-50”
method is superior to the “arm’s-length” IFP
method, one thing is clear: Under no circumstances,
under federal law, can a taxpayer who manufactures
in one jurisdiction and sells in another assign all of
the income to the jurisdiction of the sale, which is
exactly what sales-only apportionment does.

Do international trade rules constrain state tax

policy?

International trade rules derived from GATT 1947
generally have been regarded as applicable to sub-

37 Georgia Department of Revenue, Georgia Revenue Quarterly,
\Vol. 17, No. 1, at 1 (1995) (quoting Dr. Henry Thomassen, econom-
ic advisor to Governor Zell Miller). Politicians and business groups
in other states have expressed similar sentiments in supporting leg-
islation to change their three-factor formulas with a double-weight-
ed sales factor to a single-factor sales formula. See, e.g., Pratt and
Goldberg (2002); (California) Plattner (2002) (New York)..

3 |.R.C. § 863(b).

39 Reg. § 1.863-3(b).The property factor is determined by reference
to the location of the taxpayer’s “production assets” within and
without the United States. Reg. § 1.863-3(c)(1). The sales factor is
determined by reference to the location of sales within and without
the United States based on where rights, title, and interest of the
seller are transferred to the buyer. Reg. §§ 1.863-3(c)(2), 1.861-7(c).
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national governments. GATT 1947, Article
XXIV:12 provides that “[e]ach contracting party
shall take such reasonable measures as may be
available to it to ensure observance of the provi-
sions of this Agreement by the regional and local
governments and authorities within its territories.”
As an eminent American authority on GATT has
observed, “Article XXIV:12 obligates the United
States to compel state adherence to [GATT] ...”.4
Indeed, over the years a number of disputes involv-
ing subnational measures have arisen under
GATT, including an American challenge to the
practices of Canadian provinces regarding imports
of beer (“Beer 1”)42 and a Canadian challenge to
various U.S. national and subnational taxes and
regulations applicable to alcoholic beverages
(“Beer 11").43

It was precisely because the international trade
rules embodied in GATT and related agreements
applied to subnational taxing measures that the
American states expressed considerable misgivings
about the impact on their taxing authority of the
agreements reached during the Uruguay Round of
multilateral trade negotiations.** While the preex-
isting understanding under the language and prac-
tice of GATT was that its rules applied to subna-
tional measures, the new rules developed during
the Uruguay Round for services (the General
Agreement on Trade in Services (GATS)) were
explicitly made applicable to subnational mea-
sures.*> The states, speaking through the Multistate
Tax Commission (MTC)4 and the Federation of
Tax Administrators (FTA)4, objected both to the

4 Reg. § 1.863-3(b)(2)(i). Under a third approach, the taxpayer
may apportion income from § 863 sales by the method it uses in
keeping its books and records if it has received advance permission
from the Internal Revenue Service to do so. Reg. § 1.863-3(b)(3).
41 Hudec (1986), p. 221. see also Schaefer (2001), p. 630. Whether
the trading partners of the United States can convince it to enforce
their complaints against sales-only apportionment does not affect
the basic issue of whether that method contravenes international
trade rules.

42 Canada — Import, Distribution and Sale of Certain Alcoholic
Drinks by Provincial Marketing Agencies, GATT Doc. No. DS17/R
(18 February 1992) (report of the panel).

43 United States — Measures Affecting Alcoholic and Malt
Beverages, GATT Doc. No. DS23/R (Feb. 7, 1992) (report of the
panel). See also Territory of Hawaii v. Ho, 41 Haw. 565 (1957)
(GATT has same effect as treaty and therefore Hawaii law in vio-
lation of GATT is preempted under Supremacy Clause).

44 See Aune (2002); Hellerstein (1995).

45 See GATS Art. 1:3(a) (defining “measures by Members” as
meaning “measures taken by ... central, regional or local govern-
ments and authorities™).

4 The MTC is the administrative arm of the Multistate Tax
Compact. The Compact seeks to facilitate proper determinations of
state and local tax liability of multistate taxpayers, promote unifor-
mity or compatibility of state tax systems, facilitate taxpayer con-
venience and compliance, and avoid duplicative taxation. The MTC
frequently supports the states’ interests before judicial and legisla-
tive bodies. There are 20 state members and 19 state associate
members of the Multistate Tax Compact.

47 The FTA frequently represents the interests of states and state
tax administrators before legislative bodies.




restrictions imposed by the GATT/GATS on their
traditional taxing powers and to the impact of the
new dispute settlement procedures under the WTO
Agreement.*8 Whatever the merits of those objec-
tions, the crucial point for present purposes is the
simple fact that the states made them, for it consti-
tutes powerful evidence, if any were needed, that
states are subject to the substantive discipline of
contemporary international trade rules.4®

What now?

Our purpose has been to stimulate debate, by sug-
gesting that sales-only apportionment constitutes a
prima facie violation of international trade rules. If
that suggestion stands up to further analysis, one
would expect the European Union and perhaps
other trading partners of the United States to com-
plain to the World Trade Organization that sales-
only apportionment constitutes a prohibited
export subsidy. If those contentions are sustained,
sales only apportionment will have reached its
high-water mark. If states want to improve their
competitive position, they will need to do it hon-
estly and transparently, by reducing corporate tax
rates, perhaps replacing lost revenues with rev-
enues from taxes levied explicitly — rather than
implicitly — on payroll, property, or sales.50

If sales-only apportionment is proscribed, what
formula would be allowable under international
trade rules? This question is difficult to answer; as
we noted above, the decision is, to some extent,
arbitrary. It seems, however, that a formula that
double-weights sales would be found acceptable; as
noted above, Canada uses a two-factor formula
that places half the weight on sales, as does the
United States, at least in the context of goods man-
ufactured by the seller.

48 MTC and FTA spokesmen have expressed these concerns for-
mally and informally to the Executive Branch, to Congress, and to
the tax community through oral and written submissions. Their
views are summarized in MTC and FTA (1994) and FTA (1994).
49 The United States submitted a number of reservations to the new
GATS rules (as distinguished from the preexisting GATT rules),
including reservations relating to the states’ use of formulary
apportionment. See supra note 1. In addition, in enacting the
Uruguay Round Agreements, Congress provided a number of pro-
cedural protections from GATT/GATS-based attacks on state
laws, including a provision barring any “private” right of action
challenging a state law under GATT or GATS. See 19 USC. §
3512. Only the United States may bring such an action for the pur-
pose of declaring a state law invalid under the Uruguay Round
Agreements.

50 Of course, those that levy sales taxes could also eliminate tax on
sales to business; see McLure (2001).
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THE MONETARY PoLICY OF THE
ECB AND AUTOMATIC STABIL-
1IZERS: WILL THEY WORK?

Jack W. OsMAN*

JOUKO YLA-LIEDENPOHJA**

Many commentators regard the Stability and
Growth Pact (SGP) of the euro economies as
unduly restrictive during economic recessions
because of the maximum public sector deficit of 3
per cent of GDP. Instead, Euroland is to rely on
automatic demand stabilizers (ADSs) while revert-
ing to the path of its potential growth, as frequent-
ly announced by the representatives of the
European Central Bank (ECB). The interest rate
policy of the ECB indirectly supports such adjust-
ment by reducing the allocative distortions of high
and variable rates of inflation experienced in the
past by most euro countries, enhancing the rate of
their potential growth and speeding up the
approach to it.

We argue that ADSs themselves will likely not do
their intended job, nor would the opening up of the
SGP help. The reason is in the simple notion of the
ADSs. When production and income formation
contract, automatic transfers such as unemploy-
ment benefits from the government to the private
sector increase and, due to the progressive income
tax schedule, the average income tax rate should
automatically be lower. Therefore the fall of dis-
posable income will be smaller than that of pre-tax
income which is thought to cushion the initial fall
in aggregate demand whatever its source. The
decelerating economic activity brings forth looser
monetary policy and lower interest rates as counter
forces to stimulate aggregate demand again.

This kind of reasoning is blind sophomore macro-
economics of the 1960’s. Income transfers are
thought to be paid out lump-sum to unemployed
workers so that their labour force participation
choice would be minimally distorted to facilitate the
working of the expansionary monetary policy. In
most countries of Euroland in particular, they are

*Jack W. Osman, San Francisco State University.
** Jouko Yla-Liedenpohja, University of Tampere and CESifo.
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conditioned on previous earnings. When part of the
earnings related unemployment benefits is not
financed from actuarially fair insurance premiums
paid by the workers and their employers, but from
general tax money, it creates an incentive for moral
hazard in the wage setting, thereby increasing the
probabilities of bad states-of-the-world occurring
and consequently more frequent and longer unem-
ployment periods. Job seekers are also protected
from accepting just any offered job, but the one that
matches their qualifications. The poverty trap, the
effective marginal tax rate of 100 per cent, is the final
killer of the incentive to accept a temporary employ-
ment: the loss of unemployment benefits and other
possible income support schemes together with the
income taxes from the temporary employment may
mean that the job seeker’s post-tax income does not
increase after accepting such a job.

In the case of older workers the most important
incentive derives from how their prospective old
age pension will develop while unemployed and
after accepting a new job after a period of unem-
ployment. If pension rights accumulate during
unemployment as if one were employed at the pre-
vious, good state-of-the-world earnings, the job
seeker has no incentive to accept a job offer if his
take-home pay over the post-tax unemployment
benefit does not compensate a lower old-age pen-
sion. This is precisely the effect of various pre-
retirement schemes in which politicians pen up the
older unemployed. The role of many labour market
programs is only to offer a bridge to the pre-retire-
ment schemes.

These features change the optimum of the unem-
ployed workers’ remaining life-cycle leisure-work
choices from what they were before the shock.
Once unemployed they are less willing to accept
and search for new job offers. This increases the
cost of hiring, lowers investment and leads to new
higher equilibrium rate of unemployment.

Therefore the ADSs destabilize production, the
supply side of economies. Keynes’s effective
demand, the production that the entrepreneurs
predict to materialise at the intersection of aggre-
gate demand and supply, will therefore decrease
due to the force of ADSs and shocks and does not
increase as assumed by the simple ADS notion.
The opening-up of the SGP would in part only
make the destabilizing effect of the ADSs more
severe.
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Europe’s laws protecting employees against easy
firing operate to the same direction. Not only do
they cause once laid-off workers to have a more
difficult time finding jobs, and therefore a regulat-
ed labour market to take much longer to get back
to the equilibrium, but the equilibrium rate of
unemployment will also be higher.

In fictive models of our science, stricter firing laws
do not change the equilibrium rate of unemploy-
ment because shocks, negative or positive, are
infinitesimal and independent of each others and
laying-off is indistinguishable from firing, and busi-
nesses can rehire experienced skilled workers. In
reality, shocks are sizeable and not symmetrically
distributed. Firing is a highly costly activity due to
the severance pay and other compensation to
unemployed workers. Hiring of new workers is also
costly due to training and loss of output while
learning. The shocks cause additional one-off costs
when some businesses die out, spreading the shock
to their suppliers and customers, and totally new
firms in totally new business areas get born.

When facing the likelihood of these kinds of
shocks, every firm is willing to suffer losses both in
a downturn and in a boom (overtime, lost output),
in order to avoid reversing its decision and paying
twice the fixed cost of the trip either through the
unemployment pool or through the shop floor. The
more expensive the worker protection laws, the
longer are the time spans of losses both in down-
turns and in booms. Therefore, the relatively short-
er are the time spans of positive cash flows from
any project, the riskier they are. Thus, the lower is
the net present value of any prospective project.
The businesses are simply willing to sacrifice less
sunk cost and invest less under stricter employee
protection laws, raising the rate of equilibrium
unemployment of euro economies.

In our analysis, it is the interest rate policy of the
ECB which ameliorates these effects. The financing
cost of losses during recessions and booms is lower
with consistent, credible monetary policy aiming at
price stability. Therefore the firms will tolerate
losses to last longer and do not fire employees as
early as with national monetary policies. This is the
phase the euro economies are currently experienc-
ing in their business cycle. Yet, the real test of the
ECB will be whether it will deliver Euroland with
lower long-term interest rates than the Fed is able
to do in the USA, when they eventually shoot up.
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The recent rise in the external value of the euro
will lessen inflationary pressures in Euroland. But,
the ECB will be cautious in cutting its steering rate
to not repeat its spring 1999 error and cause unnec-
essarily variable interest rates. For, the real pur-
pose of monetary policy is credible, low and as
non-volatile nominal and real interest rates as pos-
sible over the long term, as taught by Keynes in his
General Theory.
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OLDER WORKERS
— A NEGLECTED

UNEMPLOYMENT RATES OF OLDER WORKERS (55 TO 64 YEARS OF AGE),
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Two longer-term demographic 6

trends may be observed in the

western industrialised countries.
Birth rates are declining and the 2
life expectancy of the population

is rising. As a consequence, the &
age profile of the working-age gﬂ
population is shifting in favour N
of older people. In the near
future, meeting labour demand
with younger workers will there-
fore run into limits. Even today, many firms bemoan
the lack of skilled labour. Greater utilisation of the
potential of older workers could offer a way out.

Figure 1 shows the degree to which people of age
55 to 64 are gainfully employed. In 2001, the lowest
older-worker employment ratios — below 30% -
existed in Italy, Belgium and Austria. Norway,
Switzerland and Sweden were at the high end, and
together with Japan and New Zealand accounted
for those countries where over 60% of the working
population belong to this age group.

At 36.8%, Germany has an employment ratio of older

workers that is relatively low. At the same time it has
the highest unemployment rate of older workers, at

Figure 1

OLDER-WORKER EMPLOYMENT RATIOS, 2001?

Source: OECD Employment Outlook 2002, pp. 307-309.

11.2%, among all the industrialised countries (see Fig.
2). This reveals that firms* attitude towards older
workers as well as the design of the relevant labour
market regulations stand in the way of the employ-
ment of older workers there. In order to increase the
integration of older workers in the labour market,
inducements for early retirement must be reduced. In
Germany, as in other countries, early retirement used
to be very popular. Since 1992, but especially as a
result of the 1996 pension reform, an increase in the
pension age reversed this practice. Yet, early retire-
ment is still advantaged to a considerable degree.
Large parts of society still consider early retirement a
useful means for reducing unemployment.

Besides cutting back the inducements for early
retirement, the employment of
older workers should be pro-
moted. This could be done, for
example, by reducing seniority
privileges in workers’ pay.
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A third approach would be the
increased inclusion of older
workers in further education and
training. Workers 50 years and
older rarely participate in such
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a) Gainfully employed people 55 to 64 years of age in percent of the population of this age group.

Source: OECD Employment Outlook 2002, pp. 307-309.
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measures. Including them in
5 training measures would increase
their productivity and raise their
chances of employment.

W.O.
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WEeAK DEMAND Figure 2

FOR CREDIT, BUT
ALSO WEAK SuppLY

REsuULTSs oF A

Question:

TELEPHONE SURVEY yes

14%
The poor investment and
growth activity in Germany is
frequently blamed - at least in
part — on the changed lending
behaviour of banks. In its
Monthly Report of October
2002, the Bundesbank states
that bank lending has markedly
declined and is now below its
year earlier level. The primary
cause, however, is said to be cyclical, i.e. the weak
demand for credit by business and private house-
holds, although there are indications of a certain
reluctance to lend on the part of the banks. The
new equity rules (Basel I1) are considered to have
an effect only to the extent to which they have
heightened the profit and risk awareness of the
banks.

able to prevent it
10%

In October, the Ifo Institute in co-operation with
the research institute empirica—delasasse, Cologne,
conducted a telephone survey of 1,100 representa-
tive firms, in order to gain additional information
on the demand side.

Figure 1
CREDIT DEMAND

Question:
increase of your credit lines (including overdraft facilities)?

yes, no problem
11%

yes, but at higher
interest rates
5%

yes, but
unsuccessfully
12%
yes, but more time
and effort
17%

In the past few months, did you apply for new bank loans or for an extension or

Source: Telephone survey of October 2002, Ifo Institute und empirica-delasasse.
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CREDIT SUPPLY

In the past few months, were any of your loans called or were your credit lines
(including overdraft facilities) reduced?

no
76%

Source: Telephone survey of October 2002, Ifo Institute und empirica-delasasse.

The survey findings confirm the presently weak
demand for loans. Only 45% of the surveyed firms
applied for new loans or tried to extend or raise
credit lines (incl. overdraft facilities) in the past
few months. Only 11% of the firms met with no
problems, whereas 17%, though successful, had to
spend more time and effort than in the past
because the banks asked for additional informa-
tion regarding performance, creditworthiness, etc.
Another 5% had to accept higher interest rates in
order to get a new loan, an extension or an increase
of a credit line. In 12% of the surveyed firms, the
banks refused a loan or the firms were unable to
accept the conditions (see Fig. 1).

Another question  asked
whether the firms’ loans were
called or their credit lines (incl.
overdraft facilities) were cut. A
quarter of the surveyed firms
said the banks intended to call
their loans or cut their credit
lines, only half of them suc-
ceeded in preventing this (see
Fig. 2).

The answers to both questions
permit the conclusion that the
presently declining lending is
not only due to the cyclically
weak loan demand by business
and private parties, but that the
banks are more restrictive in
granting new loans or dealing
with existing loans.
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Figure 3
POTENTIAL EFFECTS OF A RESTRICTIVE BANK LENDING POLICY

Question: [f you were not granted any new loans or if your credit lines were reduced or cancelled,
what would be the consequences? (Multiple answers possible)

Business problems 54% ‘

Less investment 51%

Fewer jobs 34%
None 20%

0 10 20 30 40 50 60 70 80 90 100 %

Source: Telephone survey of October 2002, Ifo Institute und empirica-delasasse.

A third, more hypothetical question asked the
firms about the effects on their business if no new
loans were granted or if current credit lines were
cut or cancelled. The answers show that the firms
and thus the overall economy would suffer consid-
erable hardship (multiple answers were possible).
54% of the firms said they would expect business
problems, 51% would have to cut back their invest-
ment, and a good third would reduce their staff.
Only 20% of the firms claimed that the refusal or
reduction of a loan would not have any negative
consequences at present (see Fig. 3).

H.R.
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WORK LOST DUE TO ILLNESS
— AN INTERNATIONAL COMPARISON

The economic costs of the health system are usual-
ly measured by the ratio of health expenditures to
gross domestic product (GDP) or — in other words
— by the contribution of the health system to GDP.
Iliness compared to health does not only result in a
different disposition of GDP, however, say spend-
ing on health services instead of spending on other
goods and services, but it also results in a lower size
of GDP due to work lost due to illness. This article
asks questions about

< output lost due to illness in various countries,

< the reasons for different numbers of days of ill-
ness or volume of output lost

« and the share of GDP accounted for by the total
cost of illness to the economy — expenditures on
health services provided and output lost — in
various countries.

Number of days of illness and output lost

The primary source of the data on work lost due to
illness is the OECD Health Data base. The analysis
is confined to the industrialised countries. In sever-
al cases, where data are missing
or not reliable, national sources
are used. For some countries,
like France, Italy, Spain or
Ireland, the sources quoted
contain no, no comparable or

Figure 1

was expressed in percent of annual working-time.
It was assumed that, measured in this way, work
lost is equal to output lost. This procedure permits
only an approximation of the actual situation, how-
ever, primarily because in most cases the data refer
only to employees and do not include the self-
employed.! Table 1 contains the data on work lost
due to illness and the data for calculating the per-
centage of working days lost in total annual work-
ing days.2 Figure 1 is a graphic depiction of work-
ing days so lost in various countries.

There are considerable country-to-country differ-
ences. In the United States only 2% of annual
working time is lost due to illness; in Australia,
Canada and Switzerland it is 3% or less.3 In con-
trast, the corresponding figures are 4.2% for

1 Furthermore, even a comprehensive record of work lost (in per-
cent of working-time) does not necessarily imply output lost to the
same extent. This would only be the case if wages equalled the mar-
ginal value product. Even if this could be assumed, there are cases
where output lost could be bigger (e.g. if machines remain un-
manned) or smaller (e.g. if the illness precedes or remains without
a sick certificate) than the underlying output lost due to illness. In
addition, work lost due to illness is measured here as a share of
actual GDP (i.e. GDP with illness), although the correct reference
value is the higher GDP (i.e. without illness).

2The table also contains the utilisation of health services in percent
of GDP and the total costs of the health system (columns 7 and 8)
to which we shall refer later.

3 The extraordinarily low percentage of work lost to illness in the
United States may in part also be caused by special circumstances
like the relatively low percentage of people with health insurance
in the total population.

LOST WORKING DAYS DUE TO ILLNESS - AN INTERNATIONAL

COMPARISON, 1998- 2000

in % of annual working time

very dated figures. 7

Work lost due to illness is stat- 5

ed in various ways: number of
calendar days, number of work-

ing days or percentage of annu-
al working-time per employee.
Where not provided, work lost

* DICE = Database of Institutional
Comparison in Europe (www.cesifo.de).

36

o
F & F 9
¥ & SN L F & & &8
FE T F T T TS
& & < 5 &

Source: See Table 1 "Lost Working Time Due to Illness".




Table 1
Working days lost due to illness
Number of Total cost to
working Working Calendar | Working Working Working Expendi- tothe
dayslostdue| dayslost days hours hours days tureon | economy of
toillnessper| in% of pa. per day pa. healthin% | beingill
employee | total annual of GDP in%
Year andp.a. |workingdays of GDP
E@+@)
@ @ ®) @ ®) O] ) ®)
Austria 1995 6.3 2.8 365 1777 8.0 222 11.0 13.8
Belgium 1995 71 33 365 1739 8.0 217 7.9 11.2
Germany 2000 42 10.5 14.7
Finland 1999 8.0 3.6 365 1757 8.0 220 7.9 115
France 1988 15.7 72 365 1742 8.0 218 85 15.7
Canada 1998 6.6 2.8 365 1863 8.0 233 9.3 12.1
Luxembourg 1992 10.1 46 365 1766 8.0 221 6.6 11.2
Netherlands 1999 5.8 8.8 14.6
Norway 1995 140 6.4 365 1748 8.0 219 75 139
Austria 1998 12.6 5.8 365 1728 8.0 216 9.0 14.8
Poland 1995 15.7 7.0 365 1796 8.0 225 543 12.3
Portugal 1989 44 19 365 1806 8.0 226 7.9 9.8
Sweden 2000 40 9.2 13.2
Switzerland 1997 7.0 3.0 365 1861 8.0 233 10.1 13.1
Slowak Rep. 1999 5.3 8.6 139
Czech Rep. 1998 5.8 7.6 134
Hungary 1998 43 53 9.6
United States 1996 48 20 365 1916 8.0 240 137 15.7
United Kingd. | 1998 85 3.7 365 1839 8.0 230 8.0 11.7
Notes:
Bold data on sick leaves: Official statistics.
Not bold: calculated numbers; either working days lost due to illness (1)
calendar days not worked (not shown)
or days not worked in % (2) of working days lost (1); conversion: (3) — (6).
For the conversion of calendar days to working days, where necessary, it was assumed that the calendar days per illness are distribut-
ed pro rata among working days and not working days (holidays and vacations).
Column (2): Lost output in % of GDP.
Column (7): Contribution of the health service to GDP.
Data in columns (3) to (6) are presented only if they are necessary for calculating the column (2) data.
Timelines of information: The table contains the most recently available and internationally comparable figures.

Sources: Column (1). (2). (7): OECD Health Data 2000 and information from country specific sources.

Column (4): World Competitive Yearbook.

Germany, 5.8% for Austria, and close to 9% in
Poland.

In some countries sick leaves are measured in
terms of the sick certificates provided by doctors.
Here calendar days are counted. They are then
converted into “sick days in percent of total work-
ing days” as published in the statistics. This is not
identical, however, to the number of sick days of
the working population as a whole. In most coun-
tries, the published aggregate statistics only con-
tain the sick leaves of employees insured by statu-
tory health insurance. Self-employed or privately
insured employees are not included. If their sick
leaves were different from those insured by statu-
tory health insurance, the sick leaves of the entire
working population would also be different and
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probably lower than reflected in the official statis-
tics on sick leaves.

On the other hand, the official statistics are too low
in that they contain only those cases of disability
caused by illness certified by a doctor. In many
countries, such a certificate must only be presented
after the illness has lasted several days. The num-
ber of sick days not recorded because of this may
be considerable. For example, in Germany, where a
sick certificate must be presented after the fourth
day, about 30% of all reported cases of illness last
up to three days, corresponding to a share of 8% in
total reported sick days.*

4 Federal Association of company health insurance firms.
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Possible reasons for differences in the number of
sick days

There is a large number of reasons for working
days lost due to illness in a particular country.
Among these are the conditions resulting in illness
like the availability of protective measures at the
work place. Also of importance is how well and
how fast illnesses are cured. Finally, a role may also
be played by the particular regulation of sickness
pay. We shall focus on the second and third deter-
minant mentioned.

How fast and well new illnesses can be cured
depends on the quality of the national health ser-
vice. The quality of treatment and the length of
time one must wait for treatment are of great
importance for the number of sick days. Of course,
the “quality of the health service” is a most com-
plex indicator which can only be represented here
in very simplified form, i.e. by the expenditures on
health services relative to GDP.5

Figure 2 shows a negative correlation between sick
days and spending on health services which is, how-
ever, not very close.® By and large, the higher the
share of health service spending in GDP (i.e. the
higher the quality of the health service), the lower
is the percentage of sick days.”

Besides the quality of the health service, the level
of continued pay is also likely to be an important
determinant of the volume of work lost due to ill-
ness. Data on continued pay® contain many institu-
tional details that are not always directly compar-
able. In order to create comparability and present

Figure 2

LOST WORKING DAYS DUE TO ILLNESS AND THE EXPENDITURES ON

HEALTH, 1998- 2000

Lost working days due to illness, in % of annual working time

the data in a meaningful way, the data were con-
verted in such a way that income or income lost,
respectively, on certain individual days of illness
can be ascertained.® Table 2 presents the various
rules for continued pay.

There are considerable country-to-country differ-
ences in continued pay, especially during the first
to third days of illness. Here continued pay varies
from 0% to 100%. 0% corresponds to one qualify-
ing day, i.e. one day without continued pay. In five
of the 18 countries under consideration, there are
one or more qualifying days, in the United States
even seven. On the 50th or 100th day of illness the
differences are far smaller. In Norway and
Luxembourg even then 100% of income is paid,
whereas in most countries the sick then receive
between 50% and 90% of wages.

The information on the various systems of contin-
ued pay presented in Table 2 is already a simplifi-
cation of the complex nature of these rules. In
order to relate the number of sick days to the kind
of continued pay system, the latter had to be con-
densed into one single variable that is the result of
a comprehensive assessment of the generosity of
the continued pay systems. This assessment focuses
primarily on the rules for the initial days of illness.
The rules are divided into three groups: not so gen-
erous, medium generous, very generous. The rela-
tionship with the number of sick days is shown in
Figure 3.

A comparison of the percentage of sick days in the
two groups of countries with medium and very
generous continued pay systems shows that the dif-
ferences are minor, although
the cases of Poland and
Belgium don’t fit the supposed
relationship. If these outlyers
are excluded, there is a clear
trend toward more sick days in
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France

Austria

Germany

Hungary

@ Portugal

more generous systems of con-
tinued pay. This trend is

5This indicator was chosen as an approx-
imation because it measures the input
whereas “quality” characterises the out-
put.

6 Correlation coefficient of — 0.57.

7 The share of health services in GDP
depends in turn also on the level of
income per capita, as health is a superior

United States

25 35 45 55 6.5 7.5 8.5 9.5

Coefficient of correlation: -0,57

Source: See Table 1 "Lost Working Time Due to Illness".

105 115 125 135 145
Expenditures on health in % of GDP
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ood.
8 OECD (2000) and own research.
9 For the recurrence of an illness within
one year, the rules vary from country to
country.




Table 2
Sick leave payments, as a percentage of earnings, 2000
At At At At At At At Total valuation
1stday 2nd day 3rdday 10th day 20th day 50th day 100thday | ofgenerosity of
sick leave pay
Austria 100 100 100 100 100 100 50 low
Belgium 100 100 100 100 100 60 60 high
Finland 70 70 70 70 70 70 70 medium
Germany (2001) 100 100 100 100 100 70 70 high
GDR (1998) 90 90 90 90 90 50 50 high
Luxembourg 100 100 100 100 100 100 100 high
Netherlands 70 70 70 70 70 70 70 medium
Portugal 0 0 0 65 65 65 65 low
Sweden 0 80 80 80 80 80 80 medium
United Kingdom 0 0 0 Not calculable per day; upper limitat aw
about 50% of average income
Norway 100 100 100 100 \ 100 \ 100 100 high
Switzerland 0 0 0 According to enterprise or branch b
specific contract
Czech Republic 50 50 50 69 69 69 69 medium
Hungary 80 80 80 80 70 70 70 medium
Slovakia 70 70 70 90 90 90 90 medium
Poland 80 80 80 80 80 80 80 medium
Australia Not calculable per day; upper limit at about 50% of average income low
United States 0 0 0 60 60 60 60 low
Notes:
Germany: Figures in the table relate to new regulation in force since January 1999. In the preceding period of October 1996 till De-
cember 1998 minimum sick leave payments were set at 80 which, however, were increased to 100% in several enterprise and
branch wage contracts.
United States: Regulations differ between states and even countries. The table contains plausible medium-range values. Start of sick
leave payment is often only at the 8th day of sickness. More generous regulations are found in governments.
France and Canada were omitted here due to missing or unplausible data.

Sources: Social Security Programs Throughout the World of the US Government; Database MISSOC of the European Commission;
Ifo Country Data Research; Re-calculatiion of the data, presentation and valuation: Ifo Institute for Economic Research, Munich.

stronger yet if we compare the not so generous
with the medium generous and very generous
countries.

There are various other factors which affect the
number of sick days, but were not analysed statisti-

Figure 3

LOST WORKING DAYS DUE TO ILLNESS AND THE GENEROSITY OF

CONTINUED PAY, 1998- 2000

Lost working days due to illness, in % of annual working time

cally. Thus, the higher the labour force participa-
tion rate, especially of women, the more frequent
may be the cases of sick children being cared for at
home by their mothers or fathers who then call in
sick. Furthermore, official and legal second jobs as
well as activities in the underground economy may
result in additional (incorrect)
sick leaves in the first job. Thus,
the extraordinarily high num-
ber of sick days in Poland (last
available data from 1995: 8.9%

of working time) may in part be

91 due to the fact that some Poles
81 take sick leave, receive 80% of
7 A O~ Poland - L
o ® Nomay their wages in sick pay and then
6 @) I\Ietherlands . ® Austria .
& Czech Republic go to work abroad.l® Satis-
5 ~ Slovakia H
L b
N Unitd Kingdom § s s Luenbourg faction at the work place
al Suiterland Finland ® Lium should also play a role for the
2 4 United States
O
14
0 10 As part of the Polish health system
not medium very

generous
Generosity of sick leave payments

Source: See Table 1 "Lost Working Time Due to Illness".

generous
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reform started in 2000 it is planned to
have the sick leaves certified by doctors
reviewed by special physicians who enjoy
the trust of the authorities and business.
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Figure 4

TOTAL ECONOMIC COSTS OF BEING ILL, 1998 - 2000

in % of GDP

[0 Lost production due to sickness / GDP
M Expenditures for health / GDP

Source: See Table 1 "Lost Working Time Due to Illness".

duration of illnesses.!! The state of the business
cycle and the related risk of losing one’s job is also
important. Finally, there are demographic factors
like the age composition of the population as well
as the ratio of handicapped.

The total costs of being sick

Finally, the data on output lost due to illness and

the data on expenditures on health services are
added, as shown in Figure 4.

If the total costs to the economy are taken into

consideration, the country-to-country differences
are somewhat smaller, reflecting the fact that the
size of health service costs tends to have a
favourable effect on the length of sick leaves. The

United States is now at the top (15.7%)12, closely

Outlook

followed by Germany. Hungary and Portugal are at
the bottom of the list (9.6%).

Among the numerous possible reasons for work

lost due to illness only two were highlighted here.

Other factors were mentioned, but not analysed.
There is, therefore, ample room for further

research. Economic policy conclusions for a partic-

ular country, especially with respect to the effect of
a change in the duration and volume of continued

11 Large companies in Germany report on relevant findings and

efforts (Bertelsmann Foundation/Hans-Bdckler Foundation, 2000).

pay, should not be drawn hasti-
ly. In view of the relationships
shown above it seems reason-
able, however, to assume that
generous rules for continued
pay are being exploited?s, but
other factors that were not
analysed may also be signifi-
cant. Furthermore, besides
cross-section analyses time-
series analyses are also needed.

Rigmar Osterkamp

12 The United States are level with France whose data are very

dated, however (1988).
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WORLD EcCcONOMIC SURVEY

WOoRLD EcoNnoMiIc CLIMATE
WORSENED FURTHER

In the fourth quarter of 2002, the world economic
climate continued to worsen to 86.8 (1995 = 100),
after having improved at the end of 2001 and in the
first two quarters of 2002. The deterioration of the
overall climate indicator is mainly driven by the
still declining expectations for the next six months,
but the assessment of the current economic situa-
tion, the second component of the climate indica-
tor, has also weakened since mid-2001. The delay of
the recovery must be seen in the context of in-
creased geopolitical instability due to world-wide
terrorism and the Iraq crisis.

World economy: Sharp setback of climate
indicator

After just a small dip of the climate indicator in the
July survey, the downturn accelerated in the period
from August to October. Turbulence in internatio-
nal financial markets and uncertainty caused by
the Iraq crisis had a strong negative impact on the
world economic climate (see Figure 1).

United States: Further
deterioration of the economic
climate Figure 1

The economic climate, which 13 1995100

improve in the near future. In contrast, consumer
demand, which had been buoyant in the past, is
expected to slow down. The WES correspondents
expect an increasing deficit in the trade balance,
mainly caused by declining exports and stagnating
imports.

Western Europe: Economic recovery stalled

The climate indicator for Western Europe is still
declining, which is due both to negative expectati-
ons for the next six months as well as to an unsa-
tisfactory assessment of the present economic per-
formance. The latter deteriorated in almost all
western European countries. Whereas Austria,
France, Germany, Italy, the Netherlands and
Switzerland suffered a steeper than average de-
cline in their current economic performance,
Belgium, Greece and Spain are just entering “unsa-
tisfactory” territory.

In contrast, the non-euro countries Denmark and
Norway seem to be doing much better, and the
United Kingdom and Sweden were judged as
having a relatively positive current economic situa-
tion. Economic expectations for the next six
months are considered worse than the euro area
average.

IFO WORLD ECONOMIC CLIMATE

had continuously risen since
the end of last year, experien-
ced a setback. This is due to a
negative assessment of the cur-
rent economic situation and
more cautious, but still positive,
expectations for the next six &0 |g
months. The US recovery has 70 -

120

110

100

90

clearly lost momentum. This is a

long-term average

the result of the unsatisfactory o

level of capital expenditure
which is, however, expected to

41

81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02
Source: Ifo World Economic Survey (WES) QIV/2002.

WES

CESifo Forum 4/2002




WES

Figure 2
WORLD ECONOMY
Economic Situation
good/
better

by the end of the
next 6 months

el InY ﬂﬂmmﬂﬂmmﬂﬂﬂﬂﬂﬂuﬁm@ﬂﬂﬂﬂﬂm HDHWBMH H
VA

about
the same

at present

bad/
worse

9 91 92 93 94 95 96 97 98 99 00 01 02

Source: Ifo World Economic Survey (WES).

EASTERN EUROPE
Economic Situation
good/
better Bulgaria, Croatia, Czech. Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia, Slovenia, Yugoslavia

s

by the end of the
next 6 months

ol g 005, sl

about i
the same H U g UU U

at present

90 91 92 93 94 95 96 97 98 99 00 01 02

Source: Ifo World Economic Survey (WES).

JAPAN
Economic Situation
good/
better
b by the end of the
next 6 months
100 1 ]
about il wil Il ol ol oo
the same W U
v
bad/
worse

90 91 92 93 94 95 96 97 98 99 00 01 02

Source: Ifo World Economic Survey (WES).

CESifo Forum 4/2002

UNITED STATES
Economic Situation
lg)g:::: at present
sati:ﬁ;;cl::)ry/ \H w\_", - l—l’_‘u _ HHHH H
S Y R W\
by the end of the
next 6 months
bad/

90 91 92 93 94 95 96 97 98 99 00 01 02

Source: Ifo World Economic Survey (WES).

LATIN AMERICA

Economic Situation

good/
better
by the end of the
next 6 months

e | ﬁHH HHHHHHH ﬂmm m ll M ol

about - o .
the same U
at present
bad/
worse

90 91 92 93 94 95 96 97 98 99 00 01 02

Source: Ifo World Economic Survey (WES).

ASEAN AND EAST ASIAN NICS

Economic Situation

good/
better

by the end of the
next 6 months

satisfactory/ o o ﬂmmﬂﬂﬂﬂw—‘ 0 m

R H I Hu I

at present

Hong Kong, Singapore, South Korea, Taiwan,
Indonesia, Malaysia, Philippines, Thailand

bad/
‘worse

90 91 92 93 94 95 96 97 98 99 00 01 02
Source: Ifo World Economic Survey (WES).

42




Among the eurozone countries, only Finland and
Ireland have a satisfactory to good assessment of
the present economic performance. Expectations,
although declining, remained mostly positive in the
euro area.

Germany again had the lowest assessments of capi-
tal spending and private consumption. With respect
to the overall economy, Germany shares the lowest
rating of all EU countries with Portugal, Luxem-
bourg and the Netherlands. WES correspondents
still expect a recovery in the next six months in
these countries, too.

Eastern Europe: Economic climate indicator
remains stable

Assessments of the current economic situation
improved over the previous survey, although they
remained slightly below satisfactory. The optimism
regarding the outlook for the next six months was
mostly maintained so that the economic climate
indicator improved a bit. The current state of the
economies continued to be rather good, particular-
ly in the Baltic countries (Latvia, Estonia and
Lithuania), but also in Slovenia, Hungary and the
Slovak Republic. The situation in the Czech
Republic worsened a bit, but is still regarded satis-
factory, whereas the outlook now appears clouded.
In Poland, Roumania and Yugoslavia, present eco-
nomic performance is judged to be below satisfac-
tory, but is believed to improve during the next six
months.

Latin America: Unsatisfactory current economic
performance

The economic climate indicator stagnated at the
unsatisfactory level of the previous survey. Brazil,
Costa Rica and EIl Salvador currently have the
relatively best performance which is also expected
to continue during the coming six months. In
Argentina, assessment of the present economic
performance improved slightly from a very low
level. Expectations for the next six months remain-
ed unchanged, indicating an only slow recovery
from the severe currency and banking crisis. In
Uruguay and Guatemala, current economic perfor-
mance is rated poor and is not expected to impro-
ve in the near future. Economic performance dete-
riorated in Chile and Mexico; expectations for the
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next six months, although lower than before, are
still in the positive range. WES experts in Ecuador
and Paraguay rated the present economic perfor-
mance as unsatisfactory and also expect further
deterioration in coming months.

Japan: Still deteriorating

The Japanese economy’s current performance was
rated even lower than in the previous survey, as
capital spending deteriorated further and private
consumption improved slightly, both still moving at
a very low level. Expectations for the next six
months also slipped below the satisfactory level
with assessments of future investment and con-
sumption declining from their July levels. The trade
balance, which was thought to improve in July, is
now expected to remain roughly unchanged.

Asean and East Asian NIEs: Economic Climate is
cooling off

According to the October survey, assessments of
the current economic situation were lower than in
July. Exceptions are Hong Kong and Singapore, the
latter moving into the satisfactory territory again.
In the other countries of the region, economic per-
formance deteriorated; only in the Philippines did
it remain unchanged.

Over the next few months WES respondents
expect the economic situation to improve in
Malaysia, Hong Kong and Taiwan, to stay about the
same in the Philippines, Singapore and Thailand,
and to deteriorate in Korea and Indonesia.

Interest Rates: Short-term interest rates to decline

More panellists than in the previous survey expect
short-term interest rates to fall in coming months.
A spectacular opinion swing from expected rate
hikes to possible rate cuts can be observed in Hong
Kong, Turkey and Western Europe (with the excep-
tion of Finland and Switzerland, where the upward
trend is expected to continue). The expected down-
ward trend of short-term interest rates is particu-
larly pronounced in Eastern Europe with the
exception of the Baltic states and Hungary, where
interest rates are believed to rise. In Asia the pre-
vailing view is that short-term interest rates will

WES
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decline or remain unchanged in coming months. A
downward trend of interest rates is also expected
in the Near East; only in Israel and the United
Arab Emirates do the WES experts expect a rise.
In contrast, a continued upward trend of short-
term interest rates is expected in Australia, New
Zealand, South Africa and Canada and most Latin
American countries except Chile.

Long-term interest rates are expected to increase
only marginally in the course of the next six
months. A more pronounced tendency is expected
in North America, Australia and New Zealand as
well as in Japan, Korea, Vietnam, Thailand and in
most countries of Latin America (except for Brazil
and Argentina). In Western Europe, WES experts
do not expect any significant changes in the coming
months. In Eastern Europe, most countries will fol-
low a downward trend of long-term rates. The same
is true of the Near East . Only Israel, Lebanon and
the United Arab Emirates expect an increase in
long-term rates.

Inflation: On a downward trend world-wide

World-wide consumer price inflation is now seen to
be 3.2% in 2002 compared to 3.6% a year ago. In
Western Europe, inflation expectations are 2.2% in
2002, only slightly higher than the price target of the
European Central Bank. There is, however, a big
disparity of inflation rates across Europe: About half
of the euro area countries (Austria, Belgium,
Finland, France, Luxembourg and Germany) are
expected to meet or fall below the 2% mark. Almost
all of the other countries are more than 1 percentage
point above the ECB target.

The latest survey places 2002 inflation in the
United States slightly higher than the previous sur-
vey. At 2.2%, the US inflation rate is still within the
range which the Fed regards as normal.

Asia continues to have the highest degree of price
stability. There is deflation in Japan (expected
inflation rate in 2002: — 0,8%) and Hong Kong
(- 2.1%). China and Taiwan are also in danger of
entering a deflationary cycle with inflation expec-
ted to come in at 0.7%).

The inflation outlook for Central and Eastern
Europe has improved since April from 5.9% to
5.3%. The only countries in this region with very
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high rates of inflation are Yugoslavia (17.3%) and
Romania (21.2%).

High and rising rates of inflation are also expected
in some Latin American countries, especially in
Uruguay (from 20% expected in July to 26.6% in
October) and Paraguay (from 10.3% expected in
July to 15% in October) and more modest increa-
ses in Bolivia, Brazil, El Salvador and Venezuela.
Inflation is expected to remain unchanged in Chile,
Colombia, Costa Rica, Mexico and Panama.
Inflation is still very high in Argentina, though
expected to decline (from 87.5% in July to 62.3%
in the October survey).

Currencies: Moving to a more stable equilibrium

On average of the 89 countries polled, the US
dollar and the British pound sterling are still jud-
ged to be overvalued, but less so than previously.
The euro, on the other hand, is said to have almost
reached an appropriate level. According to the
WES experts, such a level has already been
reached by the Japanese yen.

In Western Europe, Canada and Australia the US
dollar is considered overvalued against own cur-
rencies. In Eastern Europe and Russia, the major
currencies are seen to be close to “fair value”
against local currencies, except in Poland,
Lithuania, Slovenia and Slovakia, where the
experts rated the US dollar as clearly overvalued
against local currencies. In Latin America, the US
dollar, the euro and the yen are considered to be
near “fair value”. However, following sharp deva-
luations, the currencies of Brazil, Chile and Bolivia
now appear to be undervalued. In contrast, in
Mexico, Guatemala, Costa Rica and Peru, the cur-
rencies are overvalued relative to the major world
currencies. The South African rand appears to be
undervalued, however.

By the end of the next six months, the US dollar is
predicted to be generally unchanged or have risen.
This does not apply to Western Europe and some
East European countries, Canada, Brazil, Chile,
Australia and New Zealand as well as some Asian
countries like Hong Kong, Malaysia and Pakistan.
In Japan, where in the previous survey the experts
had expected the US dollar to rise against the yen,
the outlook has now changed in favour of a likely
stabilisation of the yen/dollar rate.

WES
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FINANCIAL CONDITIONS
IN THE EURO AREA

NOMINAL INTEREST RATES *
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a) Weighted averages (GDP weights).

Sources: European Central Bank.

Short-term interest rates have been declining slowly until, on 5 Decem-
ber, the ECB finally cut key interest rates by 50 basis points to 2.75%
for main refinancing operations. Long-term rates (ten-year government
bond yields), which had declined to 4.5% between May and September,
mainly due to flight-to-safety portfolio shifts from highly volatile stock
markets, rebounded in October, to 4.6%. As a result, the yield spread
widened to 1.5 percentage points.
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a) Annual percentage change (3-month moving average).
Sources: European Central Bank.
In the euro area, the growth of the broad money stock M3 has de-
clined very slowly to an annual rate of 7.1% (3-month moving aver-
age). It thus still exceeded the ECB reference value by a wide margin.
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In 2002, the major stock price indices moved closely together, with the
Dow Jones Industrial index declining least. Stock prices may have bot-
tomed out in October, when the Dow hit 8,048 and the Euro Stoxx 500
fell to 2,384.7. The German DAX had reached a low in September, at
2,769. All three indices rose again in November.
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1994 = 0 (inverted scale)

-4.0
-3.0 monetary
easing
-2.0 r average
1994-2001

-1.0

0.0
monetary
tightening

1.0 . I . I . I

1996 1997 1998 1999 2000 2001 2002
Note: MCI index is calculated as a (; hed) d average of real short-term interest rates
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Sources: European Central Bank, calculations by the Ifo Institute.

The monetary conditions index, which had declined continuously
since March, indicating less monetary easing, stalled in September.
The recent cut in key interest rates may increase monetary easing
unless offset by the exchange rate of the euro.
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EU SURVEY RESULTS

GROSS DOMESTIC PRODUCT IN CONSTANT 1995 PRICES
Percentage change over previous year
%
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Source: Eurostat.

Initial estimates for the third quarter of 2002 show GDP growth of 0.3% in the
euro area and 0.4% in EU 15 compared with the preceding quarter. The same
growth rates had been observed in the previous quarter. In a year-on-year
comparison, GDP growth amounted to 0.8% in the euro area and 0.9% in EU
15, following rates of 0.6% and 0.8%, respectively, in the second quarter.
Greece, the UK and Spain grew the fastest, the Netherlands, Germany and
Italy the slowest. Private consumption rose faster than before in both
areas, whereas investment remained roughly unchanged (after having de-
clined six quarters in a row). Exports and imports rose equally by 2.2% in
the euro area and by 1.5% and 1.6% in EU 15.

EU INDUSTRIAL AND CONSUMER CONFIDENCE INDICATORS

Percentage balances, seasonally adjusted
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Source: European Commission.

* The industrial confidence indicator is an average of responses (balances) to the
questions on production expectations, order-books and stocks (the latter with
inverted sign).

** New consumer confidence indicators, calculated as an arithmetic average of the
following questions: financial and general economic situation (over the next
12 months), unemployment expectations (over the next 12 months) and savings
(over the next 12 months). Seasonally adjusted data.

Whereas the consumer confidence indicator continued to fall, the industri-
al confidence indicator continued to rise. The consumer confidence indica-
tor decreased by 1 point, most in Germany (6 points) and Ireland (4), but
also in Denmark and France (1). It increased slightly in the Netherlands,
Austria, Portugal and Sweden (2) and in Italy, Finland and the UK (1).
The industrial confidence indicator, which increased by 1 point in the EU,
increased in Finland (5 points), the UK (4), Luxembourg (3), Belgium,
Denmark, Greece, Spain, the Netherlands, Sweden (2), France and Italy
(1). It decreased in Austria (4), Portugal (3) and Ireland (2). In Germany,
industrial confidence remained stable.
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EU ECONOMIC SENTIMENT INDICATOR
Index 1995 = 100, seasonally adjusted
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a) The new economic sentiment indicator is based on the industrial, construction,
retail trade and consumer confidence indicators. Seasonally adjusted data.

The economic sentiment indicator for the EU declined slightly in
November to a value of 99.1, after having stabilised at 99.2 between
August and October. It rose in Belgium, Finland, the Nehterlands,
Sweden, Greece, Italy and the UK. It remained unchanged in Denmark,
Spain and France, but declined in Germany, Ireland, Portugal and
Austria.

EU CAPACITY UTILISATION AND ORDER BOOKS
IN THE MANUFACTURING INDUSTRY
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Source: European Commission.

Capacity utilisation in manufacturing rose from 80.9 in the third quarter
to 81.3 in the fourth, hopefully signalling a true turnaround. Assessments
of order books improved for the fourth time in a row, but they were still
considered much too low. Order books improved significantly in
Belgium, Denmark, Spain, Ireland, Finland and the UK, and more mode-
rately in France, Italy and the Netherlands. They fell substantially in
Luxembourg, Austria and Sweden.
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EURO AREA INDICATORS

IFO ECONOMIC CLIMATE FOR THE EURO AREA
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Source: Ifo World Economic Survey (WES) QIV/ 2002.

This indicator, which the Ifo Institute derives from its World Economic
Survey (WES), continued to deteriorate to 78 in the fourth quarter,
having peaked at 101.7 in the second quarter. The deterioration was pri-
marily the result of the worsened assessment of current economic per-
formance. Expectations for the next six months also declined, but remai-
ned mostly positive.

UNEMPLOYMENT RATE
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Source: Eurostat.

The unemployment rate continued its slow but steady rise in both, the
euro area and the wider EU. In October it averaged 8.4% in the euro
area and 7.7% in the EU 15 group of countries. A year earlier it had
stood at 8% and 7.4%, respectively.
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EXCHANGE RATES OF THE EURO AND PPPS
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Sources: European Central Bank, Federal Statistical Office, OECD and calculations by the Ifo Institute.

a) BIS calculations; to December 1998, based on weighted averages of the euro
area countries’ effective exchange rates; from January 1999, based on weighted
averages of bilateral euro exchange rates. Weights are based on 1990 manufactured
goods trade with the trading partners United States, Japan, Switzerland, United
Kingdom, Sweden, Denmark, Greece, Norway, Canada, Australia, Hong Kong,
South Korea and Singapore and capture third market effects. Real rates are calcu-
lated using national CPIs.Where CPI data are not yet available, estimates are used.

In November and early December 2002, developments in exchange mar-
kets saw the euro appreciate against all major currencies. Particularly
pronounced was the appreciation against the Japanese yen and, to a les-
ser extent, against the US dollar.

INFLATION RATE (HICP)
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The year-on-year HICP inflation rate of the euro area, which had risen
since June 2002 to reach 2.3% in October, declined to 2.2%, according to
preliminary figures for November. It is likely to remain above 2% for
some months, but is expected to decline below 2% in the course of 2003,
conditional on relatively stable oil prices and on labour costs not accele-
rating further. Euro area core inflation (i.e. excluding unprocessed food
and energy) has declined continuously since last April.
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