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1. Introduction

The right of free movement for citizens of the European Union is one major
achievement of the process of European Integration. Free movement creates new
opportunities and chances for European citizens in aimog dl fields of their daily life.
The right to move freely is widely used by many Europeans, who choose to study, to
work or to retire in different member state of the European Union. From the point of
view of the member states this mobility can create distortionsin their fiscal decisions, if
mobility is spread uneven between the different countries. If sates are subject to high
amounts of mobility they are confronted with special burdens, because they might have
to provide additional public goods like education, defense or health care for mobile
persons others than their own citizens. This effect is called fiscal externality. It occurs,
if mobile persons use services in one country without paying for the use of the services.
Because of its universal scope, the wefare state is likely to experience fiscal
externalities due to intra-European mobility. In this bachelor thesis | will research the
scope of fiscal externalities between the health care systems for Germany and Great
Britain.

The freedom of movement is laid down in article 18 of the Treaty Establishing the
European Communities (TEC) and represents one of the most basic elements of the
European Union. Article 39 TEC codifies the freedom of labour and regulates the free
movement of workers inherent the European Union. The freedom of labour is a part of
the so caled “four freedoms’, which protect the free movement of goods, services,
capital and labour inherent the internal market of the European Union.* The right to free
movement of labour (art. 39 TEC) and the free movement of citizens (art. 18 TEC) are
widely used by European citizens.

The concept of mobility is about push-and-pull effects caused by different economical,
geographical or even climatologic profiles of different countries. But mobility is also
linked to different phases in the individua life-cycle. The concept of “life-cycle
mobility” is about the influence of specific needs on mobility patterns during the
different gagesin a life-cycle. Due to the right of free movement, it is possble that a
person grows up and uses education services in one country, works in a second country

and spends his or her retirement in a third country of the European Union. This person

1 The four freedoms are laid down in art. 23-31 TEC (freedom of goods), art. 39-48 TEC
(Iabour), art. 49-55 TEC (services) and art. 56-60 TEC (capitd).
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would choose three or even more different locations to satisfy different needs during his
or her individual life-cycle. The right of free movements allows citizens of the
European Union to be highly mobile and to spend different phases of their life in
different member states of the European Union.

But what implications does life-cycle mobility have for countries of the European
Union, which host a different number of citizens in different phases of their life?
Country A, which hosts a high number of international sudents, has to pay the
educational costs of these foreign students. Country B, which hosts disproportionately
high numbers of seniors, has to build more fecilities to keep up with the specific needs
of older people. Country C suffers from the emigration of young and high-qualified
members of its workforce and has to adapt its labour market on the new circumstances.
These are just theoretical consegquences that mobility might have on different member
states of the European Union. This has monetary consequences for each single state.
But migration is also a specia challenge for many stetes, their political culture and their
atitude towards mobility. In European countries which host high numbers of
immigrants, citizens might fear that foreigners from low income countries could take
over their jobs or decrease the general income level. Politicians fear that the national
wdfare gate systems might be put under pressure, which results into a race to the
bottom of social security systems. A recent example is the enlargement of the European
Union in 2004. Most “old member state” closed or regtricted their labour markets to the
citizens of the “new member gates’ for reasons mentioned above.

And the fear of negative effects from mobility inherent Europe is not unfounded. In
many member states public welfare services are universal, offered free of charge and
have low access barriers for citizens of other member states. For example the British
health care system has low access barriers and can be used by foreigners without
paying for the received services. It is no wonder that the British government was
concerned to face additional burdens for the National Health Service (NHS) as a result
of enlargement. The citizens from the “new member states’ had no right to access
unemployment or socia systems, but they could not be excluded from the NHS. Asa
result, British doctors predicted thousands or ten-thousands of new patients following
an unregulated enlargement of the European Union in 2007.2

2 Also see: Britische Arzte fiirchten Patientenansturm aus Osteuropa durch weitere EU-
Beitritte. http://www.aerzteblatt-studieren.de/doc.asp?hl=x& docid=103629
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The effect that was assumed to affect the British NHS can be described as “fiscal
externality”. A fiscal externality occurs, if foreign citizens use services offered by the
state without paying for using the services. Fiscal externalities or spill-over effects are
wdl-known in federal states and in the theory of fiscal federalism. Most federal states
have mechanisms to prevent, to internalize or to compensate fiscal externalities. But
even though fiscal externalities occur in many ways within the European Union there is
no specific mechanism to countervail fiscal externdities in the European Union. Fiscal
externalities are even likely to increase, due to the existing socio-economic
heterogeneity in the European Union and the ongoing integration. Therefore fiscal
externalities could become a distracting factor for new integration (spatial as well as
political) or for bargains between governments, like for example the bargains for the
multi-annua budget framework of the European Union. Important fieldsin which fiscal
externalities can occur are the national welfare states, covering health, unemployment
or pension systems.

The problem of negative impacts due to mobility iswell-known in the literature. M ester
assumes that mobility has negative effects for residents, if infrastructure has to be
enlarged due to migration. The migrants, who caused additional investments into the
infrastructure, will only pay a small amount of the additional costs and thereby create a
negative welfare effect for the residents of the state® On the other side, Mester
recognizes also examples of positive effects coming from migration. In her study on the
effects of migration, M ester notices that migrants help to finance the costs of the older
generations in the social insurance systems. This is the result of the different
demographic structure of the group of migrants, which have in general higher numbers
of working people and lower numbers of children and pensioners.* Even if social
transfers towards the group of migrants are recognized, migration can gill have a
positive effect on the national redistribution system.”

As described above, mobility inherent Europe is likely to create fiscal externalities on
national welfare state systems. But still, research on the relevance of fiscal externalities
in the European Union is rather limited. In this paper, | will concentrate on the health
care system, which might suffer the highest amount of fiscal externalities compared
with other welfare state services. A speciad emphasis will also be given to the
phenomena known as “life-cycle mobility”. First of al, this research should define

% See also Mester (2000): p. 157-158
4 See also Mester (2000): p. 165-166.
® See also Mester (2000): p. 192



fiscal externdlities in the hedlth care sysem. Based on this definition the monetary
amount for fiscal externalities should be estimated for Germany and Great Britain. The
results should help to answer the question, if fiscal externalities in the health care
system are a threat to the European Integration. Finally, possible solutions to deal with
fiscal externalities should be presented and tested on their suitability.

Mobility affects the health care system and fiscal externalities in different ways. The
freedom of movement of citizens affects the health care system as well as the freedom
of labour. Therefore mobility in the health care system addresses two groups. On the
one side people working in the health care system and on the other side people using
health care services. Hedlth care professionals like doctors, nurses or midwives create
fiscal externalities, when they choose to work in another country than their country of
training, because they take their knowledge and skills with them. These costs paid by
the country of training pose than a fiscal externdities. However, fiscal externalities
occurring as a result of mobility of health care professionals will not be included in this
paper.

This paper will only focus on the mability of service users. This group can be spilt up
into different types of service users as well. One group consists of people, who use
health care services in a different state during a short-term stay in this country, for
example while they are on holiday or on a business trip. This group is already covered
by the European Health Care Arrangement and will not be part of this research.®

A second group compromises service users, who visit a country to use specia hedth
care services, like plastic surgery, dentist services or other non-emergency operations.
The services used by this group are often private health care services. Further on the
national hedth systems have entry barriers towards non-emergency treatment of
tourists. Therefore this group will also not be included in this research.

The third group is made up of foreigners, who reside in another than their country of
origin, maybe to work, to conduct education like tertiary education or to spend the
retirement in the country. The focus of this paper is on this third group of people, who
stay on a long term basis in another country. Fisca externalities created by this group
will be the focus of this paper.

® For further information on the European Hedl thcare Arrangement concerning citizens of the
European Economic Areain the British National Hedth Care System see also
http://www.dh.gov.uk/prod consum dh/idcplg?dcService=GET FILE& dID=71464& Renditio
n=Web
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The central research question of this paper is. “How can fiscal externalities in the health
care system be prevented of having distorting effects on the European Integration?’ To

find an answer for this question, several subguestions have to be answered.

First of all, the underlying concepts of this research shall be addressed. In chapter two
the origins of the concept of fiscal externalities and its linkages to the concept of fiscal
federalism will be mentioned. The second concept that will be reviewed is the concept
of “life-cycle mobility”. Mobility and especially mobility patterns, which are linked to
different life-phases, have implications for fiscal externalities. The underlying concepts
and problems are already known in the literature. Therefore the methodological choice
in the second chapter is literature research. For the concept of fiscal federalism different
literature by Musgrave (1959/1969) and Oates (1999/2005) is used. Dahlby (1996) is
the main source used for the part on fiscal externalities. Browning (1999) is used to
illustrate a different view on fiscal externalities. The part on mobility is based on
literature by Kley (2004), M ester (2000) and Verwiebe (2004).

After taking a closer look on the underlying concepts, the third chapter concentrates on
the mobility between Germany and Great Britain. The subquestion for the third chapter
is: “What does the mobility and the demography of the Germans in Great Britain and
the British in Germany look like?" To get a better understanding of the mobility of the
target groups, | will also take a look on the mobility of the group of al foreigners and
the group of EU-25 foreigners in Germany and Great Britain. In a second step, the
demographic composition of the groups of foreigners in Germany and Great Britain
shall be researched. The demographic composition is important because the concept of
life-cycle mobility assumes that the group of foreigners in a country is rather
homogenous in its age structure. An exact picture of the demography is also important,
because different age structures suggest different cost structures in the health care
system. The data which will illustrate the mobility between Germany and Great Britain
are provided by the Statistisches Bundesamt and by Eurostat. The data on the mobility
in Germany are provided by the Statistisches Bundesamt and are dated from the years
2005, 2006 and 2007. Eurostat provided the date on the mobility in Great Britain. These
data were gathered in 2003. For the part aout the general mobility patterns in Europe
different literature was used. The most important ideas were thereby provided by
Bentivogli and Pagano (1999), Huber (2004), Kohll and Decker (1999) and Vandamme
(2000).
-7-



In the fourth chapter, the fiscal externalities in the health care system caused by
mobility will be examined. The first subquestion of this chapter is: “How does mobility
cause fiscal externalitiesin the health care sector?’ In the first part of this chapter | will
answer the question, if the spill-over effects caused by foreign residents in the health
care system can be interpret as fiscd externalities? If the answer to this question is yes,
it should be possible to deduce them from the general definition of fiscal externalities.
The second subquestion of this chapter is: “Which amount do the fiscal externalities
have in monetary terms?’ If a clear definition of fiscal externality in the health care
system can be established, it should be possible to put it into monetary terms. The
monetary figure of fiscal externalities should help to identify the extent of its distorting
effect on the finances of the health care systems and on the European Integration. The
exact methods used, will be explained in more detail in the chapter. The data used for
the estimation of fiscal externalities are provided by the Office for National Statigtics,
the Department of Health and by the NHS on the British side and by the Statistisches

Bundesamt and the Bundesministerium fir Gesundheit on the German side.

The leading subquestion in chapter five is: “How can fiscal externalities be prevented
or internalized?’ As mentioned before, fiscal externalities and the resulting distortions
could become hindering to the process of European Integration. The last chapter of this
research should therefore look at solutions for the question, how fiscal externalities in
the health care system inherent the European Union could be dealt with. Different
possible solutions to deal with fiscal externalities will be presented in chapter five. The
different solutions are based on the work of Dahlby (1996), Gramlich (1977),
Groenendijk (2003), Sinn (1997) and Oates (1999).

At the end of the paper the findings of this research should be presented and placed into
a bigger context in the conclusion in chapter 6. A solution for fiscal externalities
inherent the European Union will be presented and different unsolved problems for the
presented solution will be mentioned.

A lig of the used literature and other sources can be found in chapter 7.

Chapter 8 contains the different Annexes. In Annex A and B different data on mobility
and the demographic composition of the researched groups in Germany and Great
Britain will be presented. Annex C and D give detailed data on the estimation of the
fiscal externalities caused by British citizens in Germany and Annex E and F give the

same data for the case of German citizens in Great Britain.
-8-



2. Underlying concepts

In this chapter the theoretical concepts, which will be used in this research, should be
elaborated. These concepts are fiscal federalism (chapter 2.1), fiscal externalities
(chapter 2.2) and life-cycle mobility (chapter 2.3). During the short presentation of
these theoretical concepts | will look on the origins of the theories and on its relevance
for this research. Different definitions will be mentioned and elaborated in respect to

the overall topic of the research.

2.1 Fiscal federalism

The theory of fiscal federalism has developed over time and many authors contributed
in different ways. As Musggrave claimed “there is no distinct theory of fiscal federalism.
Rather, we dea with a composite of models, pointed at various facets of the problem”.’
Leading authors are Tiebout (1956), Musgrave (1959/1969) or Oates (1999, 2005).
They dedt with some of these various facets. Fiscad federalism is about “(...) to
understand which functions and instruments are best centralized and which are best
placed in sphere of decentralized levels of government. This is the subject matter of
fiscal federalism.”® “Functions and instruments’ refer to the assignment of different
state functions and financial instrumentsto different level of government in a state.
Musgrave divided the different functions of the state in three categories. Based on his
work the main functions of the state are to “(1) secure adjustments in the allocation of
resources; (2) secure adjustment in the digribution of income and wealth; and (3)
secure economic stabilization.”® By carrying out these functions the state faces different
problems in the distribution of welfare effects and the distribution of the tax burdens.*
Musgrave defined the three functions of a state, also known as the Musgrave's triad™?,
but did not link the different functions to different levels of government. This “facet of
the problem” was tackled by Oates in 1972. He described the “decentralization
theorem”, which says that “local outputs tailored to the demands (and particular

conditions) of each jurisdiction will clearly provide a higher level of social welfare than

"Musgrave RA. (1969): Theories of fiscal federalism. In: Public finance, 24 (1969), p.521, as
quoted by Groenendijk 2003: p.2

8 Oaes (1999): p. 1120

° Musgrave (1959): p. 5

10 See also Musgrave (1959) and Musgrave (1969)

1 See Groenendijk (2003) p. 10
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one in which a central government provides a single, uniform level of public output in
dl jurisdictions”**  This theorem is widely recognized and is used to justify
decentralization of state functions.™

Based on the decentralization theorem, the fiscal federalism theory assigns the
gtabilisation function and the income redistribution as the responsibility of the central
level of state. Decentralized levels of governments are rather limited in influencing
unemployment or the level of price stability.™

The case of alocation is more difficult. Based on the decentralization theorem,
decentralized levels of government should provide be in charge of resource dlocation.
“Decentralized levels of government found their primary role in the provision of
efficient levels of “local” public goods — that is public goods whose consumption was
limited primarily to their own constituencies.”*® But the central state has also arolein
resource dlocation: Non local goods or s0 caled “national public goods’ can ill be
provided by centralized government. *® Therefore the question, if a public good should
be provided by centralized level or decentralized level, is a question of cost efficiency
and meeting the public demand. The issues of club good, consumer mobility and
paternalism can also be reasons for or against decentralization.*’

The problem of consumer mobility was tackled by Tiebout. Tiebout assumes that the
mobility of consumers create more homogeneous communities. Here resource
alocation can than be achieved in a more effective way.'® Anyway, mobility can not be
assumed per se for al households, Oates stresses the point that “gains from
decentralization, although typically enhanced by such mobility, are by no means wholly
dependent on them.”**

Fiscal federaism isalso about the division of fiscal instruments or the “tax-assignment
problem”® In general the decentralized leves of government should use benefit taxes
and should avoid non-benefit taxes on mobile units. Centralized levels of government

are more appropriate to use taxes on mobile units. Grant systems and revenue sharing

2 Qates (2005): p. 351

3 See al 0 Hausner (2005)

1 See al 0 Oates (2005): pp. 351-352
5 Oates (2005): p. 352

16 See al 0 Oates (2005): pp. 351-352
7 See Groenendijk (2003): pp. 3-4

18 See al 0 Tiebout (1956)

1 Oates (1999): p. 1124

2 Oates (2005): p. 352
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between the different levels of government are an essential part of the fiscal federaism
aswell.#

Different problems or shortcomings of the theory of fiscal federalism are discussed in
the literature. Problems are the imperfection of information or the missing of hard
budget constraints in intergovernmental grant systems.?> Groenendijk concentrates his
critic on the fact that fiscal federalism can only offer a guiddine for rea date
congructions or on the non-recognition of personal interests of decision makers.
Additional costs dueto adecentralized state design are also not considered.

In recent yearsthe “ Second-Generation Theory of Fiscal federdism” (SGT) emerged as
a reault of these critics. The SGT does recognize information problems and the
behavior of policy makers, like their tendency to increase the own budget. One main
finding is that “The case for decentralization depends not only on differences in taste,
but on the potential for better local control or “accountability” under decentralized
provision.”?* Another emphasis of the SGT lays on the issue of budget constraints and

fiscal bailouts between different levels of government.

2.2 Fiscal externalities

A key element of the fiscal federalism theory is the phenomena of Interjurisdictional
spillovers. If Interjurisdictional spillovers can be measured in a fiscal way, they can be
caled fiscal externalities.

A rather broad definition of fiscal externalitiesis offered by Dahlby: “Interjurisdictional
fiscal externalities occur when a government’s tax and expenditure decision affects the
well-being of taxpayers in other jurisdictions ether: directly by charging their
consumer or producer prices or their public good provision, or indirectly by altering the
tax revenues or expenditures of other governments.”#

This paper will deal with one special kind of fiscal externality. Only this kind should be
described at this point. In this research fiscal externalities occur between two countries
(horizontal) and are caused by differences in the in the contributions into the health care

2! See al 50 Oates (1999): pp. 1124-1130
2 See dl o Oates (2005): 353-354

2 See also Groenendijk (2003): pp. 10-12
2 Oates (2005): p. 358

% Dahlby (1996): p. 398
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system by taxes or socid contributions™. The fiscal externalities which are researched
in this paper can be called a direct horizontal tax externality. Dahlby offers a definition
for this case as well: “A direct [horizontal] tax externality occurs when part of the tax
burden is borne by individuals who do not reside in the jurisdiction which imposed the
tax.”?’ In chapter four this definition will be further elaborated and adjusted to the
problem of the research.

Fiscal externalities create problems because “Fisca externalities lead to non-optimal
tax and expenditure decisions if government have biased perceptions of the total
marginal cost of raising revenues and total marginal benefit from their expenditures.”?®
The results are welfare losses. Therefore governments try to internalize fiscal
externalities or built grant systemsto avoid the negative effects.

A third possibility to deal with fisca externalities is to prevent them. The prevention of
fiscal externalities is in the centre of Browning's work. He challenges the common
thinking that fiscal externalities create inefficiency. In Browning's view “fiscal
externalities (...) do not necessarily imply any inefficiency. If there is inefficiency
associated with the fiscal externality, it reflects the distorting effect of the policy (...)
that creates the fiscal externality.”? His solution to deal with fiscal externalities is to
remove the policy that causes inefficiency, which is manifested in fiscal externalities.®
Browning may have a point in hisargument. But the transferability from the case of his
research onto other cases has to be proven firs. It does not seem reasonable that the
prevention of fiscal externalities on European Union level may be easier or more
efficient than installing a fiscal grant system. This discussion will be picked up in the
fifth chapter. At this point the common thinking should be the leading theory of this

paper.

2.3 Mobility, migration and life-cycle mobility

In the following the concept of mobility should be elaborated in more detail. The link
between mobility and migration should be explained and different theories of migration

will be mentioned.

% n thefollowing | will assumethat socia insurance contributions have the same relevance
for fiscal externalities as taxes.

2 Dahlby (1996): p. 398

% Dahlby (1996): p. 397

2 Browning (1999): p. 13

% See al'so Browning (1999): pp. 13-17
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Based on the definition of mobility by Mester, migration is only one possible kind of
mobility. It is characterized by spatial mobility in a geographical system, which results
in the change of residency.**

The mobility of German and British citizens between both countries is a case of
international migration. Based on a definition by the United Nations from 1976, mobile
persons, who are researched in this work, are defined as migrants, when: “a person who
changes his or her country of usual residence. A person’s country of usual residence is
that in which the person lives, that isto say, the country in which the person has a place
to live where he or she normally spends the daily period of rest. Temporarily travel
abroad for purposes of recreation, holiday, business, medical treatment or rdigious
pilgrimage does not entail a change in the country of usual residence.”* Migrants can
further be divided between “short-term” (3-12 month) and “long-term” (more than 12
month) migrants. They can also be differentiated by their reason for admission®

The reasons for migration are multifaceted. In most cases the decision for migration is
based on a bunch of reasons. Different reasons are emphasized by different migration-
theories like the neo-classical labour market theory, socio-scientific labour market
theories, the theoretical migration approaches or the sociological mobility theories*
Especialy the sociological mobility theories with its emphasis on the connection of
social and spatial mobility seem important in respect to life-cycle mobility. It highlights
that different stages of the life-cycle are linked to different social status. A change in
the socia status (like education, starting a family or retirement) is often linked to spatial
mobility. On the other side spatial mobility (e.g. moving to a new job) is likely to be
linked to a new social status (e.g. promotion to head of alocal office). Social status and
its change during a life-cycle are likely to cause spatial mobility and the other way
around. The right to free movement in the European Union makes it more likely that
migration does not have to stop at national borders.

To sum up, the mobility which will be researched in this paper is defined as
international migration.* Further on spatial mobility is linked to social mobility and
can be associated with special life-cycles. The review of spatid mobility should include
a review of socid mobility and its link to the different life-phases. Therefore the

%! See also Mester (2000): p. 7-8

® United Nations (1998): Recommendations on Statistic of Internationa Migration, Revisiond,
Department of Economic and Socid Affairs Statigtiv Division, Statistical Papers, Series M.
No. 58, Rev. 1, New York: United Nations, S 9, as quoted by Kley, Stefanie (2004): p. 18

% See also Mester (2000): p. 11-12

% See dl'sn Verwiebe (2004): p. 70-71

% In the foll owing the more general term mobility will be will used instead of migration
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demographic structure of maobile groups is important as well, because age-groups will
be more likely to be mobile than others.
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3. Mobility between Germany and Great Britain

In this chapter the mobility between Germany and Great Britain will be examined. To
answer, if mobility causes fiscal externalities, the first step is to analyze the actually
mobility. As mentioned before, mobile groups are not homogeneous in regard to their
demographic composition. People in some phases of their life-cycle or people with a
specia social status tend to be more mobile than others. M obile persons are likely to be
different in their average demography from the general population of a state. Different
age groups contribute in different ways to the financing of the health care system and
use health care services in different monetary amounts. A closer look on the mobility
and the demography of foreign groups is vita to assess the influence those groups have
on a state and thereby creating fiscal externalities.

In this chapter data will be presented on the number of German citizens in Great Britain
and British citizens in Germany. Further on the demographic composition of those
groups should be analyzed. Therefore the foreign citizens will be categorized in age-
intervals of five and ten years. For a better understanding of the numbers the target
groups of this research will be compared to other groups in both countries Those
comparison groups are the general population, the group of al foreigners in the country
and the groups of EU-15 citizens in both countries.®*® The used data are provided
gathered by different doatistical organizations, as the Statistisches Bundesamt
(Germany), the Office for National Statistics (Great Britain) and Eurogtat (EU).

In this chapter | will first have alook on today’ s mobility in Europe (chapter 3.1). In the
second part | will concentrate on the British citizens and their demography in Germany
(chapter 3.2) and in the third part on the German citizens in Great Britain (chapter 3.3).

3.1 Mobility in Europe in general

The right of free of movement, as we know it now, is based on the Treaty of Rome,
which isthe first step of the process of European Integration. Even though the Treaty of
Rome only administers the free movement of labour, this provision can be understood
as the origin of mobility legislation in Europe. The concentration on mobility for the

% While data on the whole EU-27 or the EU-25 isnot available, data of the EU-15 from the
years 2005/06 will have to do. The EU-15 a so shapes agroup, which is more comparable to
Great Britainin socia and economic spheres.
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group of workers reflects the economic orientation of the first European treaty. But it
also points to the fact that mobility in Europe isin most cases caused by labour. Other
phases like education or retirement are seen as steps before or past the working life. By
the Single European Act in 1987 the free movement of persons was introduced. The
Maadricht Treaty in 1992 detached the right of free movement from the economic
sphere and converted it into a fundamental right of the European Union. Further on
legislation on non-discrimination on the basis of nationality became more important
and enhanced mobility in Europe.®’

But while the right of free movement was stretched beyond the sphere of labour®,
migration within the European Union is ill low compared to the United States of
America. In their study Bentivogli and Pagano come to the conclusion that the relative
low rate of migration in Europe is caused by the higher sensibility of European citizens
towards risk factors®® Huber sees “housing market imperfections, high long-term

unemployment rates and excessive employment protection”*°

as reasons for low
migration in Europe. Kohll and Decker add the problematic issued of different
languages, long distance, information deficits and differences in the strucutre of the
states, in respect to taxation or socia systems, as additional reasons. **

Low mohility is interpreted as a serious problem in the literature. Zimmermann sees
Europe stuck in a situation of an “immobile labour force and the eurosklerosis

phenomenon” 2,

He and other authors demand the opening of the European labour
market to non-EU-citizens as an important step in the future of the European migration
policy. While EU-citizens can use their fundamental right of free movement, mobility
inherent Europe is stark restricted to EU-foreigners.

The observation that mobility is historically linked to labour strengthens the impact of
the life-cycle mobility. If mobility islinked to labour, thiswill have implications on the

mobility patterns of the different groups and the demography of mobile persons.

% See al so Vandamme 2000: p438-439

% Seefor example Kohll and Decker 1999: Public Health Insurance and Freedom of
Movement within the European Union

® See also Bentivogli and Pagano 1999: p. 757

“0 Huber 2004 p. 623

4 See also Kohll and Decker 1999: p. 5

42 Zimmermann 2005 p.447
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3.2 British citizens in Germany

After the introduction to the general mobility patterns in Europe, this part shdl give an
overview of the mobility and the demography of British citizens in Germany. For a
better understanding of the presented data, the group of British citizens in Germany
should be compared with the group of the genera population in Germany, the group of
all foreigners in Germany and the group of EU-15 foreigners in Germany. The data
presented in this chapter are provided by the Statistisches Bundesamt and are dated by
the 31.12.2006. All data presented in this subchapter can be found under Annex A.

At the end of 2006, 96.507 British citizens were resdents in Germany. Additional
22,500 members of the British armed forces and 30.000 civil servants and dependents
were sited on bases in Germany.*® These are not part of the research, because soldiers
and dependents are not registered by German authorities. Soldiers, civil servants and
dependents receive medical care on the British military bases and do not use services of
the German health care system. This general case is different for around 1.600
dependents, who are working in the German economy. They loose their dependence
status, are registered by German authorities and are also covered by the German health
care system.

The group of al foreigners in Germany is made up by 6.755.811 persons. This group
represents 8,2 per cent of the general population of Germany. The group of EU-15
foreigners is made up by 1.650.579 persons and stands for 2 per cent of the general
population of Germany.** This means that 0,46 per cent of all EU-15 citizens (except
Germans) live in Germany. The group of British citizens represents only 0,117 per cent
of the general population of Germany. Only 0,17 per cent of all British citizens live in
Germany, compared to 0,46 per cent of all EU-15 citizens. Therefore EU-15 citizens
choose amost 2,7 times more often to live in Germany than British citizens do.

In the next step the demography of British citizens, who choose to reside in Germany
should be reviewed. In graph 1 the demography of the group of British citizens in
Germany is compared with the demogrgphy of the general population of Germany. The
comparison shows that the demographic compasition of British citizens in Germany
differs from the general population of Germany. Until the age of 25 British citizens are

“ Seedsoin , British Forcesin Germany, on the webpage

http://www. bfgnet.de/Documents'endlish_bro.pdf

“ The EU-15 group represents the member states of the European Union before the
enlargement of the European Union in 2004.
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underrepresented, compared with the general population in Germany. In the age group
between 25 to 65 years British citizens are overrepresented, with a climax between 35
and 55. British citizens in the age over 65 years are highly underrepresented. 76,81 per
cent of the British citizens in Germany are between 25 and 65 years old and 47,6 per
cent are between 35 and 55 years old. If we assume that the average working-life is
between the age of 15 and 65 years, the demographic allocation of British citizens in
Germany is highly accumulated in the age group, which is linked to the working-life.
This observation is asssted by the repid fall of the number of British citizens in
Germany above after the age of 65, the legal retirement age in Germany. While the age
group between 55 and 65 years is made up by 14.496 citizens, which represent 15,02
per cent of the British citizens in Germany, the age group between 65 and 75 only
comprehends 5.470 people, which represent 5,67 per cent of the tota British population
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in Germany. The available data support the theory that British citizens are more likely
to reside in Germany during the age of 25 to 65 years or in terms of their social statusin
the age of the working-life, than they do before or after the working-life. The
demographic structure of the group of al foreignersin Germany and of the group of the
EU-15 foreigners in Germany show similar patterns, like the demography of British
citizens in Germany. Foreigners in Germany concentrate in regard to there age mainly
on the age groups between 25 and 55 years. But in relation to the other groups of
foreigners in Germany, the group of British citizens shows special characteristics as
well. In the comparison groups the climax of accumulation is between 25 and 35 years,
while the groups of British citizens have their highest accumulation between the age of
35 and 45 years. Also the next age interval between 45 and 55 years is relatively bigger
than in the comparison groups. The decline after reaching the retirement age is more
drastic in the groups of British citizens compared to the other groups.

The conclusion for the group of British citizensin Germany shows two trends. The first
trend is that mobility of British citizens to Germany is rather small, compared with the
group of EU-15 citizens in Germany. Based on the migration theories this could be seen
as the relative lack of income difference between Germany and Great Britain compared
with other countries, like the EU-15 countries. On the other side, even between high
developed countries an exchange of highly skilled labour is needed. This could explain
the mobility of British citizensto Germans.

The second trend isthat the demography of British citizensin Germany differs from the
general demography in Germany. The concentration on “older age groups’ with a
climax between the age of 35 and 55 years, make it likely that the residence of British
citizens is related to the working-life of British citizens. This is also reflected by the
strong decline of the number of British citizens in Germany after reaching the

retirement age.

3.3 German Citizens in Great Britain

This chapter shall give an overview on the mobility and the demography of the German
citizens in Great Britain. For a better understanding of the presented data three
comparison groups will help to illustrate the situation of German citizens in Great
Britain. These groups are the General populaion of Great Britain, the group of al
foreigners in Great Britain and the groups of EU-15 foreigners in Great Britain. The
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data presented in this chapter are provided by Eurostat and are dated from 2003. All
data presented in this chapter can be found under Annex B.

Based on the data by Eurogta 79.950 German citizens live in Great Britain by 2003.
This means that 0,14 per cent of the genera population of Great Britain are German
and 0,097 per cent of the German citizens choose to live in Great Britain. Thereby the
probability for an EU-15 citizens is 2,5 times higher to life in Great Britain, than it is
for aGerman citizen. The group of German citizensliving in Great Britain is influenced
by a specia group, the group of students. In 2002, 13.337 students with a German
citizenship stayed in Great Britain.*> This means that 16,7 per cent of German citizens
being resident in Great Britain are sudents. The existence of this special group will
have different implication throughout this research.

To be able to interpret this data, the data three comparison groups should be reviewed
in the following. Based on the data by Eurostat, the general population of Great Britain
in 2003 was 58.485.000 people. The group of dl foreign was made up by 2.760.031
people, which represent 4,73 per cent of the general population of Great Britain.
914.032 people or 1,56 per cent of al people living in Great Britain were EU-15
citizens. Thereby 0,24 per cent of all citizens of the EU-15 (except British citizens)
livesin Great Britain.

In the next step the demography of the German citizens in Great Britain shall be
reviewed. Graph 2 shows a comparison of the demography of the German citizens in
Great Britain and the general population in Great Britain. The demographic
composition of German citizens in Great Britain differs in some ways from the
demography of the general population of Great Britain. In the age groups until the age
of 20, the German citizens are underrepresented. In the age between 20 and 45 years,
German citizens are overrepresented, compared with the general population of Great
Britain. Especially the number of German citizens in the age between 25 and 35 years
shows a high overrepresentation. Almost 25 per cent of the German citizens living in
Great Britain are in this age, but only 13,4 per cent of the general population of Great
Britain is in this age. In the age above 45 years, German citizens in Great Britain are
underrepresented, especially in the age group between 55 and 65years. 71 per cent of
the German citizens in Great Britain are cumulated in the age between 15 and 65 years,
which are relevant for the working-life. Almost 43 per cent of the German citizens in
Great Britain are between 25 and 45years old. Other interesting specific features of the

5 See al so Bremer, Annelene (2005): p. 15
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Graph 2: Demography of the general population of Great Britain versus Ger man
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group of German citizens in Great Britain are e.g. that 61 per cent of group are female.
This could explain another specific feature, the high number of German children in
Great Britain. While 18,7 per cent of the German citizens are under 20 years old, only
11,6 per cent of the EU-15 citizens in Great Britain have the same age. Another
observation is that the number of German citizens above the age of 55 yearsis relative
stable. While the age groups above 55 years show in general a decline, the number of
German citizens in these age groups is much more stable. The number of citizensin the
group of general foreigners and EU-15 foreigners halves between the age of 55 to 64
years and the age of 75 to 84 years. In the case of German citizens in Great Britain, the
number stays stable between these age groups. The number of German citizens between
65 and 74 yearsis even 27 per cent higher than the number of German citizens between
55 and 64 years.

To conclude on mobility and demography of German citizens in Great Britain, three
main findings should be mentioned.
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The firg finding is the unexpected high number of German citizens under the age of 20
years.

The second finding is that the group of German citizens in Great Britain is dominated
by females. Females dominate the age groups between 20 to 44 years by between 56
and 59 per cent. In the age above 45 years females represent between 70 and 77 per
cent of German citizens in Great Britain. The data could be interpreted in the way that
female German citizens choose more often to stay in Great Britain for their whole life
than male German citizen do. The mobility pattern to stay in Great Britain for the
whole life finds also confirmation in the high number of German children and the high
number of old Germans.

The third finding is the high concentration of German citizens between the age of 25
and 44. This accumulation is influenced by the high number of German students in
Great Britain. However this pattern exists also for the groups of all foreigners in Great
Britain and the group of EU-15 foreigners in Great Britain. This suggests that the
British labour market pulls specially people in the early stages of their working life.
This mobility pattern could be the result of a high number of students in Great Britain
and a high number of students, who decide to stay in Great Britain beyond their time of
study.

3.4 Conclusion on mobility between Germany and Great
Britain

The comparison of mobile British citizens in Germany and mobile German citizens in
Great Britain shows some interesting trends. First of al, the mobility of both groups
towards the other country is low compared with the number of EU-15 citizens. Only
0,17 per cent of al British citizens live in Germany (0,46% of al EU-15 citizens except
Germans live in Germany) and only 0,14 per cent of all German citizens live in Great
Britain (0,24% of al EU-15 citizens except British live in Great Britain). The theories
on mobility would explain this finding by the relative lower welfare differences
between Germany and Great Britain, compared with the EU-15 states an the resulting
higher levels of “push and pull effects’” towards Germany and Great Britain.

A second trend is tha Germany hosts more British citizens, EU-15 citizens and in
general foreigners than Great Britain does, in total as well as in relaive terms. The

reasons for thistrend are unknown.
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Another interesting trend is the different migration pattern in relation to the sex. 60 per
cent of the British citizens in Germany are male and the male ration is relative stable
and valid for all different age groups. On the other side 61 per cent of the German
citizens in Great Britain are female. The relation between the sexes is not stable in the
case of German citizens in Great Britain. The number of female German citizens in
Great Britain is higher in the age groups above the age of 20 years and reaches a
rational of 70 up to 77 per cent above the age of 45 years. At the same time the number
of German children in Great Britain is unexpected high. This suggests that a high
number of German women choose to stay and to start a family in Great Britain. This
fact could result in a lower female German workforce in Great Britain, than the
numbers suggest.

A fourth trend is the difference in the demographic composition of the reviewed groups
of foreigners. British citizens in Germany are cumulated in the age groups between 35
and 54 years. German citizens in Great Britain are concentrated in the age groups
between 25 and 44 years. This mobility patern of German citizens in Great Britain is
similar to the mobility pattern of EU-15 foreigners and the group of al foreigners. But
the concentration of British citizens in Germany in the age groups between 35 and 54
years is in not reflected in the comparison groups. British citizens in Germany are in
average older than the foreigner of the comparison groups. Germany seems to be most
attractive to British citizens between 35 and 54 and Great Britain is most appealing to
German citizens between 25 and 44.

The last main trend is that British citizens in Germany concentrate more on the age
groups, which are relevant for the working-life. While 85 per cent of the British citizens
in Germany are between 15 and 65 only 71 per cent of the German citizens in Great
Britain are between 15 and 65.

Some of these observations will have implications for the following chapter on fiscal

externalities in the health care system.
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4. Fiscal Externalitiesin the Health car e sector

This chapter will deal with the estimation of fiscal externalities in the health care
system. To answer the fifth subgquestion, which amount do the fiscal externalities have
in monetary terms, the health care systems has to be examined on its financing and on
its expenditure side. On the financing side, different financial sources of the health care
systems shall be examined, measured and in monetary terms and sized down to a
individualized contribution into the health care system. On the expenditure side of the
health care system, the expenditures for the individua citizens based on their age shall
be reviewed. Both the contributions into the funding of the health care system and the
used services of the health care system should be estimated for the groups of British
citizens in Germany and of German citizens in Great Britain. The fiscal externalities,
which are the aim of this research, will be the difference of the contribution on the
income side and the used services on the expenditure side.

Before turning to both countries, | will first concentrate on the theoretical concept of
fiscal externalities in relation to the health care system (chapter 4.1). A brief
introduction into the German health care system (chapter 4.2) will be followed by the
caculation of the fiscal externalities of the British citizens in Germany (chapter 4.3).
After a short introduction into the British health care system (chapter 4.4) the fiscal
externalities caused by German citizens in Great Britain will be calculated (chapter
4.5). The main findings of this chapter will be reviewed in the conclusion (chapter 4.6).

4.1 What are fiscal externalities in the Health Care
Sector?

In chapter two, which described the underlying concepts of this thesis, fiscal
externalities were defined. In this subchapter the link between the general definition of
fiscal externalities and fiscal externalitiesin the health care sector shall be elaborated.

Dahlby defines a direct horizontal tax externality in the following way: “A direct
[horizontal] tax externality occurs when part of the tax burden is borne by individuals
who do not reside in the jurisdiction which impose the tax.”*® Instead of explaining
fiscal externalities purely on the bases of residency, | want to use another approach

towards fiscal externalities. Fiscal externalities do not only occur, in the case of a

% Dehlby (1996): p. 398
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residency in another jurisdiction. It isalso feasible that a person does not use servicesin
the same monetary amount of which he would be entitled to, in resgpect to his
contribution into the system. In the case of a mobile person, who lives only for a
limited period of time in a special jurisdiction, the social contribution principle based
on system, in which those who can pay do pay for those who can not pay, is not
feasible. Monetary amounts, which are over- or underpaid in respect to received
services during a special period of time will create a fiscal externality on individual
bases. An adjusted definition of fiscal externalities is: “a fiscal externality occurs when
part of the tax burden is borne by individuals, if they do not use the proportional
amount of services.” In this case the dtate receives partially income without providing
any services. If this is a positive fiscal externality for one dtate, it is also a negative
fiscal externality for another state. Another state provides services without receiving
payment for the offered services. The negative definition of fiscal externalities is “a
negative fiscal externality occurs, when a state provides services which are used by
individuals who do not pay for the services’. In this case the state has to compensate a
negative finance gap.

Based on Dahlby's general definition for horizontd tax externalities, a definition for
fiscal externalities in the health care sector is. “A negative fiscal externality between
different jurisdictions would occur if an individual from jurisdiction A uses the heath
care services in jurisdiction B, without paying for it. A positive fiscal externality would
occur, if an individual from jurisdiction A finances the health care system in
jurisdiction B without using its services.” As mentioned before, the mechanism of
solidarity, in which the amount of payments and received services differ in different
life- phases, is problematic in relation to foreigner, who only resides for a special life-
phase in a country. To solve this problem this research will not look at the individual
foreigners, but at the group of foreigners in the host country. When the solidarity-
principle is only valid for people of the same citizenship, fiscal externalities by this
group should be considered in their entirety. Based on this theoretical approach the
group of German citizens in Great Britain and the group of British citizens in Germany
will be researched on their relevance of creating fiscal externalities.
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4.2 The German Health Care System

The German health care system is a system of statutory health insurance in which
employees are mandatory insured in one of about 300 statutory health insurance. If
their income is above a certain level employees can opt out of the mandatory system
and join a private health insurances (in 2004 the level was an monthly income of
3487,50 €). Self-employed, civil servants and other not employed groups can also
choose to join a private health insurance.

The hedth sysem is regulaed by the “corporate government framework”
(korporatistische Steuerung). The federal government only creates the framework and
supervise the health care system. But the different actors of the hedlth care system
negotiate costs of heathcare services, the scope of the health care services or other
operationa issues.

In 2004, 10,6 per cent of the German GDP was spend on the health and therefore in the
health care system. This equals the amount of 234 bn €. Additionally 59,1 bn € were
paid as income benefits, which are not health care services but purely monetary
transfers. The main share of the total spending of 234 bn € was provided by the
Gesetziche Krankenversicherung (GKV)*', with 56,3 per cent of the total amount. Out
of pocket payments contribute 13,7 per cent and the Private Krankenversicherung
(PKV)* contribute 9 per cent of the total 234 bn €. Other contributors to the funding of
the health care system in Germany were the Soziale Pflegeversicherung (SPV)*° with
7,5 per cent, public budgets with 6,2 per cent and others like the Gesetziche
Rentenversicherung™, the Gesetzliche Unfallversicherung (GUV)>! and employerswith
7,3 per cent.>

In this study | will examine the fiscal externalities in regard to the members of the
GKV. Therefore the entry conditions for British citizens into the GKV are important.
The GKV covers al employees, students, trainees, pensioners, farmers and unemployed

47« Gesetzliche Krankenversicherung” is the generic term for the mandatory hedth insurancein
Germany

“  Private Krankenversicherung® is the generic term for the private hedlth insurance in
Germany

“  Sozide Pflegerversicherung isthe generic term for the mandatory nursing care insurance
in Germany

% « Gesetzliche Rentenversicherung” is the generic term for the mandatory pension fund in
Germany

5! Gesetzliche Unfallversicherung® isthe generic term for the mandatory accident insurancein
Germany

%2 See al so Statigtisches Bundesamt(2006): p. 11
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(only registered unemployed). Civil servants and self employed are free to join the
GKYV. Spouses and children (until a certain age) of GKV-members are covered by the
GKV as well.>® In 2004, 70.271.279 people were insured in the GKV. 33.808.646
members of the GKV were liable to contributions, another 16.816.442 members were
pensioners and therefore also liable to contributions and 19.646.191 members were
covered by the insurance as family members.>* The remaining 12.081.721 citizens were
insured in the PKV, members of other systems (like the military forces) or had not
insurance. They will not be considered in this research.

Theentry criteriato the GKV do not differ on the basis of nationality. Therefore British
citizens are insured in the GKV, if they are members of one of the above mentioned
groups. | will assume in the following, that the population of Germany and the British
citizens in Germany are similar in their health care insurance patterns.

4.3 Fiscal Externalities in the German Health Care
System

In this chapter | will examine the fiscal externalities caused by British citizens in
Germany. First | will look at the funding of the hedlth care system. How much money
do British citizens in Germany contribute to the funding of the German health care
system? Secondly, | will look at the expenditure side. How much money is spend on
health care services for British citizens in Germany? The difference between both
amounts is the fiscal externalities caused by British citizens in the German health care
system. For the estimation of fiscal externalitiesin the German health care sysem, | will
use data from the year 2004.

Before examining the German health care system | want to limit the area of this
research. The German health care system has different sources of funding, but not all of
them will be used in this research. Parts not included in the calculation of fiscal
externalities in the German headth care system are out of pocket payment and
contributions from the private health insurances. Out of pocket payments are directly
paid by the patients for received services. In the case of private health insurance,
members pay an individualized amount based on their health risk structure Both
payments are personalized health care contributions and are in conflict with the idea of

%8 See dl o hitp://www.bmg.bund.de
% See a s Bundesmi ni sterium fiir Gesundheit (2006): p. 158
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fiscal externalities, because there is no difference between the person, who receives and
who pays for the services. To exclude those payments, the research will only
concentrate on payments done by members of the GKV, which are not personalized.
The relevant amount of healthcare expenses paid by members of the GKV s in total
185bn €.

In this thesis | will use he hypothesis that British citizens are similar to the total
population of Germany in socio-economic terms and in their health status. The only
recognized difference between the population of Germany and the British citizens in
Germany is the difference in the demographic structure.

To analyze the payments into the health care system, | divided the population of
Germany into different groups. The groups are: persons in the age under 15 years;
working persons in the age between 15 and 65 years; non-working persons in the age
between 15 and 65years,; people in the age above 65 years. Each group has different
characteristics, which result in different amounts of contributions into the German
health care system. In the following | will look how the different groups contribute into
the funding of the health care system.

The first way GKV-members finance the health care system is by paying health care
insurance contributions to the GKV. In 2004 GKV-contributions amounted to 140,12
bn €. These contributions are paid by the working population between 15 and 65
(107,38 bn €) and by the pensioners (32,74 bn €) >

The second financial source is the SPV, which is attached to the GKV. The scope of
incluson of the SPV is dlightly smaller compared to the GKV and is therefore
negligible. The contribution to the SPV are paid by the working population between 15
and 65 (14 bn €) and by the pensioners (3,51 bn €).>°

Thethird way, members of the GKV contribute to the funding of the health care system
is through the public budget. To estimate the contributions of the public budget, |
divided the public budget into three different clugters, which differ in regards to the
population paying taxes into each clugter. The taxes of thefirst cluster are only paid by
the working population between 15 and 65 years and amount to a total of 66,4 bn €.
Only 5,41 per cent of the total public budget is alocated to the health care system.
Therefore 3,59 bn € of the firgt tax cluster are alocated to the health care system.
Further on only 85,36 per cent of the population of Germany are members of the GKV.

% See al s Bundesmi nisterium fiir Gesundheit (2006): p. 128
% See al so Bundesmi nisterium fiir Gesundheit (2006)A: p. 40-41
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3,07 bn € of the taxes paid by members of the GKV in the firg tax cluster are allocated
to the health care system. The taxes in the second cluster are paid by the working
population between 15 and 65 years, the not-working population between 15 and 65
years and the population above 65 years. The amount of taxes paid by the members of
the GKV in the second tax cluster, which are used to finance the health care system, are
3,61 bn €. The taxes in the third tax cluster are paid by the whole population. The
contribution of members of the GKV into the funding of the health care system
amountsto 5,71 bn € in thistax cluster. Altogether the members of the GKV contribute
12,39 bn € through the public budget into the financing of the health care system.®’
Thefourth financial source of the health care system is contributions of the GRV, of the
GUV and contributions by the employers. These contributions are paid by the working
population between 15 and 65 years. The membership in these social insurances is not
linked to the membership in the GKV. The total amount has therefore to be adjusted to
the members of the GKV, which represent 85,36 per cent of the total population of
Germany. The members of the GKV are contributing 15,2 bn € into the funding of the
health care system, by paying contributions into the GRV, the GUV and by
contributions of their employers.®®

After identifying the different funding sources of the health care system the next step is
to break these amounts down to the individual members of the different groups. The
average results are that a person under 15 years contributes 81,25 € per year into the
funding of the German health care system, a working person between 15 and 65 years
contributes 4.238,8 €, a not working person between 15 and 65 years contributes 141,29
€ and person above 65 years contributes 2.931,35 €.

These data are now used to estimate the contribution of the group of British citizensin
Germany into the German health care system. As mentioned before | will assume that
the rate of membership of British citizens in Germany is equa to the rate of
membership of the totd population in Germany. The final result is that the groups of
British citizens in Germany contribute in total 246.373.045 € or 2.992,38 € per person
and per year into the funding of the German health care system. If the group of British
citizens in Germany would have the same demographic composition as the general
population of Germany, British citizens would only contribute 216.964.870 € in total or
2.635,16 € per person. Thereby an average British person in Germany contribute 357 €

%7 See al so Bundesmi nisterium der Finanzen (2004): p. 53
%8 See al so Statigtisches Bundesamt (2006): p. 11
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in total terms or 13,6 per cent in relative terms more into the funding of the German
health care system than a person of the general population does. The data used for the
calculations of the contribution of the group of British citizens into the German health
care system can be found under Annex C.

In the second part of this chapter | will estimate the monetary amount of services used
by the British citizens in Germany, which are members of the GKV. The available data
make it possible to calculate the individual amount based on gender and age (six
different age groups). Health care services consumed by people less than 45 years do
only represent a small monetary amount. Health costs per person increase drastically
above the age of 45 years. Further on, health care costs are higher for females than they
are for males.®® Based on the available data, British citizens in Germany, which are
insured in the GKV, use health services with a monetary value of 191.475.889 € in total
or 2.326,36 € per person and per year. If the group of British citizens in Germany
would have the same demographic compostion like the general population of
Germany, British citizens would use services with the monetary value of 216.964.870 €
in total or 2.635,16 € per person and per year. This meansthat health care services used
by an average GKV-insured British person in Germany have an monetary amount,
which isin total terms 308,8 € or in rative terms 11,75 per cent lower compared to an
average citizen of the population of Germany. The used data for the calculations of the
used services of British citizensin Germany can be found under Annex D.

To conclude, | want to calculate the fiscal externalities caused by British citizens in the
German health care system. Therefore the monetary amount of contributions by GKV-
insured British citizens in Germany, into the funding of the German health care system
has to be compared with the monetary amount of services used by the same group. The
group of British citizens contributes 246.373.045 € and they use services with a
monetary amount of 191.475.889 €. The gap of 54.897.156 € in total or of 667 € per
person are paid without receiving any services in return pose a fiscal externality. In
relative terms this means that 22,3 per cent of the contributions paid by GKV-insured
British citizens in Germany are fiscal externalities.

% See dl so Statitisches Bundesamt (2006): p.28
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4.4 The British Health Care System

The British health care system was founded in 1948 as auniversa system. The “National
Health Service’ (NHS) is run by the state and offers ailmogt all heath services in Great
Britain. For additiond services or services of better quaity 11,5 per cent of the
population of Great Britain have private health insurance policies® The NHS is divided
into the NHS England, NHS Wades, NHS Scotland and NHS Northern Ireland, which are
organisational independent.

The Department of Health is on the top of the NHSs' organisational structure and has the
political responsible for the services delivered by the NHS. It controls 10 NHS Strategic
Health Authorities, which are responsible for the policy and the fiscal implementation on
regional levd. Different NHS Trusts run the health system on the operational level. The
most important kinds of NHS Trudts are the 152 NHS Primary Care Trusts, which spend
around 80 per cent of the NHS's budget.®* The NHS employs most doctors, nurses and
other staff directly and is Europe’ s biggest employer with 1,3 million employers.®?

For this research the access conditions of German citizens in Gresat Britain in the NHS
system are important. Access barriers to the British health care sysem arein general low.
Anyone, who isaresident or is taking up permanent resident in Great Britain, is allowed
to use the services of the NHS free of charge, except for the common charges for
services. Anyone, who is engaging employment or is self-employed in Great Britain, has
the same rights to access the NHS. Spouses, civil partners and children are also covered
by the NHS, if they are living or going to live in Great Britain on permanent basis. The
intent to live in Great Britain on a permanent basis has to be proved before accessing the
NHS. However, the range of accepted documentsis broad and the level of control islow.
Foreign students can access the NHS, if they are going to attend a full-time course of
study with duration of more than a half year. If the course of study lasts shorter than 6
month, students are ill able to access the NHS, but services are only free of charge for
health condition that arose after the arrival in Great Britain.%® To sum up, the access to the
NHS has low entrance barriers. | can be assumed that all German migrants in Great

Britain, which are the objects of this research, are able to access the NHS free of charge.

% see also Light (2003): p. 27

& See al o hittp://www.nhs.uk

€2 See also BBC (2006)

8 See also Access Information for the NHS
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In the fiscal year 2003/2004 the state provided the NHS England with a budget of 91,462
billion €. 88,014 billion € were allocated as resource budget and 3,613 billion € were
alocated as capital budget. Additional 3,519 billion € were raised by charges and
receipts. In the fiscal year 2003/2004, 13,96 per cent of the British budget was spend on
the health care system.** In relation to the GDP, 8,1 per cent of the British GDP were
spend on health care.®®

Thelevel of funding in the British NHS is in general lower than in comparable countries.
However, the government started to increase the level of funding in the end of the 1990s.
For the fiscal year 2007/08, a budget of 129,389 billion € is forecasted, which is an
increase of 41 per cent compared to the fisca year 2003/04 and an increase of dmog 70

per cent compared the fiscal year 2001/02.%°

4.5 Fiscal Externalities in the British Health Care System

In this subchapter | will examine the fiscal externdities caused by German citizensin
the British health care system. Therefore | will first ook on the income side of the NHS
and in a second step look on the expenditure side of the NHS. For the etimation of
fiscal externalities in the British health care system, | will use data of the fiscal year
2003/04.>

The first part of this chapter is dedicated to the question, in which way the German
citizens in Great Britain contribute to the funding of the NHS. The NHS is funded by
the state and thereby on the level of citizens by tax contributions. It is essential to
recognize that not al taxes are paid by all groups simultaneoudy. The calculation will
result in an individualized amount of contributions into the funding of the health care
system for each person. Based on this data, | will be able to determine the monetary
amount of contributions into the funding of the British health care system by German
citizens. In the second part of this chapter | will asses the monetary amount of NHS
services, which are used by German citizens in Great Britain. | will use the same
methodology | used in chapter 4.3.

% See also DOH annual report(2006): p. 129

% See al 5o hitp://www.oecd.org

% See also DOH annual report(2006): p. 129

 The fiscal year for the NHS startsin the beginning April and ends at the end of March.
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In this chapter | will again use the hypotheses that German citizens in Great Britain are
similar to the general population of Great Britain in social-economic terms and in their
health status.

To assess how much taxes the individua persons contribute, | divided the general
population of Great Britain into seven groups. persons under 15 years, male working
population between 15 and 65 years, female working population between 15 and 65
years, male non-working populaion between 15 and 65 years, female non-working
population between 15 and 65 years, persons over 65 years and students.®®

In 2003/04 the genera budget of Great Britain was 655,38 billion €. Out of this budget
91,462 billion € or 13,96 per cent were allocated to the British NHS. At his point | will
set up the assumption that the budget of the NHS is provided in equal terms by of the
British budget. To measure the individualized contribution into the budget, | divided
the income side of the British budget into ten categories. These categories are Income
Tax (25,07 per cent of the general British tax revenue), Nationa Insurance Tax
(15,96%), Vat (15,21%), Net Borrowing (7,79%), Corporation Tax (6,19%), Fuel
Duties  (5,02%), Council Tax (4,14%), Busness Rates (4,03%),
Tobacco/Alcohol/Gambling (3,74%) and Other (12,85%).%°

The taxes listed in the ten categories above are not paid egually by the whole
population of Great Britain. It is necessary to determine, which tax is paid by which
group of the population. | will assume that the Income and National Insurance Tax is
only paid by the groups of the working population. The Vat, Net Borrowing and Other
taxes are paid by all groups of the population. The tobacco, alcohol and gambling tax is
paid by all groups of the population with the exemption of the children under 15 years.
The fud duties, council tax and business rates are paid by all groups of the population
with the exemption of children and students. The corporation tax is not paid directly by
any group of the population.”

Based on this assumption it is possble to calculate, how much taxes each group
generate in each tax-category and thereby how much money each individual of each
group contributes to the funding of the NHS. The result is that persons in both working

groups contribute 2.348 € per person; persons of the two groups of non working

% See also dataprovided in chapter 3. Note that the rate of employment in Great Britainis for
males 77,8 per cent in the age group of 15 to 65 years and and for females 65,6 per cent in the
age group of 15 to 65 years. Data provided by Eurostat.

© See al 0 Department of Finance (2005): p. 250

™ A matrix of the different kind of taxes and the different groups of the population can be
found in Annex C.
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persons between 15 and 65 years and the people over 65 years contribute 898€ per
person. Each student contributes 632€ and each child under 15 years contribute 560€.
These individual contribution rates can be transferred to the German citizens in Great
Britain. German citizens in Great Britain contribute 108.666.260 € in total or 1359,18 €
per person to the funding of the NHS. If the demographic compostion of the German
population in Great Britain would be similar to the demographic composition of the
general population of Great Britain, the German population would contribute
117.470.139€ in the funding of the NHS in totd or 1469,20 € per person into the
funding of the NHS. Thereby an average German citizen in Great Britain pays in total
terms 110,02 € or in relative terms 7,5 per cent lower contributions into the funding of
the NHS than an average person of the British population.”* The data used for the
caculation of the contributions of the group of German citizens in Great Britain into
the funding of the British health care system can also be found under Annex E.

In the second part of this chapter | will look at the expenditure side of the NHS. | will
thereby assume that the available data on expenditure by age groups for hospitd and
community health services are transferable to all health care expenditures of the NHS."
The available data set distinguishes between 7 different age groups, which consumes
different amounts of NHS services per year: 0-4 years. 2.809 € (this does a0 include
the costs for births), 5-15 years: 465 €, 16-44 years. 918 €, 45-64: 1.177 €, 65-74 years:
2.856 €, 75-84 years. 4.952€, above 85 years: 10.999 These costs per person can be
transferred to the group of German citizens in Great Britain. Based on the available
data, German citizensin Great Britain use health care services in a monetary amount of
111.138.142,7 € in total or of 1.390 € per person. If the demographic composition of
the group of German citizens in Great Britain would be the same as of the general
population of Great Britain, German citizens would have used health care services in a
monetary amount of 117.470.139 € in total or 1469,20 € per person. This means that
health care services used by an average German person in Great Britain have an
monetary amount, which is in total terms 79,2 € or in relative terms 5,4 per cent lower
compared to an average citizen of the population of Great Britain. The used data for the

™ Please note that the part of the corporation tax that contributes to the NHS funding aswell, is
not included in those figures. The corporation tax contributes 5,666 billion € into the NHS,
which would equal 97€ per person of the genera British population.

2 Note that the available data only cover 60 per cent of the tatal health expenditures of the
NHS.
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calculations of the used services of German citizensin Great Britain can be found under
Annex F.

To egimate the fiscal externalities caused by German citizens in Great Britain the
contribution of German citizens in Great Britain into the funding of the NHS have to be
compared with the monetary amount of the health care services used by the German
citizens in Great Britain. This research shows that the group of German citizens in
Great Britain consumes more hedlth care services than they finance. While they
contribute 108.666.260 € into the funding of the NHS, they use services in a monetary
amount of 111.138.142,7 €. In monetary terms the group of German citizens cost the
British health care system 2.471.936 € or 30,92€ per person and per year. Thereby the
group of German citizens creates a negative fiscal externality in the health care systems
of Great Britain.

4.6 Conclusion on fiscal externalities

Before concluding this chapter, | want to return to the subquestion of this chapter:
“Which amount do the fiscal externalities have in monetary terms?” In this chapter |
esimated the fiscal externalities in the health care sector caused by mobility and
thereby answered the previous question. Even though the estimation of fiscal
externalities is based on some hypotheses, the results offer some interesting new
insights.

In the case of British citizens in Germany, the research shows high positive fiscal
externalities for the health care system of Germany. British citizens contribute
246.373.045 € into the health care system, but only use services in a monetary amount
of 191.475.899€. They create a positive fiscal externality in the monetary amount of
54.897.156 € in total, or of 666,75€ per person. In relative terms this means that 22,3
per cent of the contributions of British citizens into the German health care system are
done without receiving any servicesin return.

To understand the reason for these fiscal externalities, a closer look into the income and
expenditure side of the German health care system is needed. The GKV is mainly
financed by social insurance contributions, which are paid by the working population
between 15 and 65 years and to some extend by pensioners. A working person between
15 and 65 years contributes almost 4.240 € into the hedth care system, but a not
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working person only contributes around 140 € into the system. Pensioners contribute
around 2.930 €. On the expenditure sde, health care expenses do rise with an
increasing age. Persons younger than the age of 65 years create in average at most costs
around 2.670 € (male) or 2.950 € (female). But persons above the age 65 years debit the
health care system in average with around 5.440 € (male) or 5.790 € (female) and above
the age of 85 even with around 12.700 € (male) or 16.630 € (femae). In their
demographic composition, British citizens in Germany are cumulated in the age group
between 15 and 65 years, which represents the main contribution payer is the health
care system. The group of British citizens is also underrepresented in the age groups
above 65 years, which are most expensive in regard to the use of health care services.
By paying in average higher contributions into the health care system and using ain
average lower amount of health care services, the group of British citizens in Germany
create a high fiscal externalities. Thereby these fiscal externalities are the result of the
demographic compasition of the group of British citizens in Germany. At this point |
want to refer to Mester, who predicts that migrants help to finance the health care
expenses of the older generations in the host country.”® This theory of Mester is backed
up by this research. British citizens help to finance the health costs of the older
generations in Germany by their contributions into the German health care system.
However, the second part of the research seems to contradict these findings, because
the outcome is different than the outcome predicted by Mester. German citizens create
negative fiscal externalities for the British health care system. While German citizens
contribute 108.666.260 € into the funding of the British health care system, they use
services in a monetary amount of 111.137.950 €. Thereby they create a negative fiscal
externality of 2.471.690 € in total or of 31 € per person. After al the size of this
negative fiscal externality is marginal, as the expenses top the contributions by 2,3 only
per cent.

The question arises, why the British case is so different from the German case. A closer
look on the income and the expenditure side of the British health care system gives an
explanation. The British hedlth care system is financed by tax and taxes linked to a
working-income are a big share of the overall tax revenue. In Great Britain the working
population between 15 and 65 years do contribute the highest individual amount to the
funding of the health care system, with approximately 2.350 €. The group of not-
working people between 15 and 65 years and the group of people above the age of 65

™ See also Mester (2000): p. 166-167
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years contribute around 900 €. Each student only contributes around 630 €. On the
expenditure side the level of used heelth care services is correlated to the age. People
younger than 65 years debit the health care system in average with at most 1.100 € and
students in average use health care services in amonetary amount of only around 860 €.
But the costs of health care services rise dragtically with increasing age. People in the
age between 65 and 74 years create costs of 2.680 €, in the age between 75 and 84
years the costs increase to 4.650 € and people older than 85 years create in average
costs of 10.320 €. Based on the demography of German citizens in Great Britain, a
positive fiscal externality for the British health care system could be expected. Even
though German citizens are almost equdly represented in the older age groups, which
represent high levels of usage of health care services, the number of German citizensin
the age between 15 and 65 years is higher compared to the general demography of
Great Britain. This suggests a positive fiscal externality for the British health care
system. But in the case of fiscal externalities caused by German citizens in Great
Britain a special group has to be taken into account: Almost 17 per cent of the German
citizens in Great Britain are students. This reduces the number of working German
citizens in the age between 15 and 65, which contribute the highest amounts to the
funding of the British health care system. Further on students only pay low
contributions into the health care system. These contributions do in average not even
make up for costs created by students. The decrease of the number of “high-amount
contributors’ causes a shift in the balance of fiscal externalities. To some extend, the
derivation may also be explained by the fact that the German population in the age of
the workforce contains more femal e citizens, who have a lower participation rate in the
workforce and therefore contribute less into the into the funding of the health care
system. The result is a small negative fiscal externality for the British health care
system. This finding is not in line with the theory of Mester. Nevertheless, positive
fiscal externalities for the British health care system could be expected, if the unique
effect of ahigh amount of studentsin Great Britain would not exist.

The finding of this chapter is that additional costs in the health care system caused by
migration are not likely to occur for the hosting country. In fact this research suggests
that the country of origin of the migrants will suffer negative effects as a result of the
migration. These findings are only valid for the financing of the health care services. If
investment into the health care infrastructure is needed additionally as a result of
migration, asit is suggested by Mester, than the overall outcome could be different.
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This research suggests that special characteristics of the group of migrants always have
to be taken into account. In the case of German citizens in Great Britain the group of
students causes special distortions. In the case of Mediterranean countries a special
emphasis may be given to the group of pensioners.

Finally to estimate the fiscal externalities in the health care system between Germany
and Great Britain, the fiscal externalities caused by British citizens in Germany and the
fiscal externalities caused by German citizens in Great Britain has to be compared. In
the German health care system positive fiscal externalities of 54.897.156 € are caused
by British citizens and in the British health care system negative fiscal externaities of
2.471.690 € are caused by German citizens. This means that the overall balance
between the German and the British health care system represents a positive fiscal
externality for the German health care system in the monetary amount of 57.368.846 €.

-38-



5. How to deal with fiscal externalitiesin the health care
system?

So far this research shows that fiscal externalities in the health care system caused by
mobility exist at least in Germany and Great Britain. It is reasonable to assume that
fiscal externalities exist between other countries of the European Union as well. The
existence of a whole network of fiscal externalities between each of the 27 member
states could be problematic, because fiscal externalities can create fiscal digtortions in
the single member states and become a threat to the process of European Integration.

In this chapter | will present general solutionsfor the problem of fiscal externalities and
transferred these solutions to the problem of fiscal externdities in the health care
system. The firgt solution is based on Browning and amsto prevent fiscal externalities
from occurring. (chapter 5.2) The second solution consists of the internalization of
fiscal externalities by transferring the responsibility of the health care system to the
European level. (chapter 5.3) The design of an intergovernmental grant system to
balance the appearing distortions is the third solution. (chapter 5.4) But before dealing
with possble solutions, the question if fiscal externalities in the health care system area
threat to the European Integration should be answered. (chapter 5.1) The end of this
chapter should give a conclusion on solutions for fiscal externalities. (chapter 5.5)

5.1 Do fiscal externalities pose a relevant threat for European
Integration?

Fiscal externdlities are only a threat to the process of European Integration, if the
financial redigribution caused by fiscal externalities reaches a certain extend, which
would put gates into the need to start some kind of actions againgt fiscal externalities.
These actions could pose a threat to the right of free movement in Europe if they aim to
decrease the fiscal externalities by reducing the rights of free movement. But what is
the amount of fiscal externalities, which states are willing to accept? Do the monetary
amounts caused by German citizens in Great Britain and by British Citizens in
Germany dready qualify to start some kind of actions? The absolute amounts of fiscal
externalities are low compared with the overall spending in the health care system of
both countries. But what if the fiscal externalities caused by the citizens of all 27
member states are taken into account?
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The acquired data could be used to make a projection on the fiscal externalities the
citizens of the EU-15 could cause in Germany and Great Britain. The citizens of the
EU-15 would have caused fiscal externalities with a monetary amount of 124.077.131€
for the British health care system in 2004, if the specia group of students is not
considered. This amount represents only 0,14 per cent of the total health care spending
of the British health care system. The case is similar in Germany. The fiscal
externalities caused by EU-15 citizens in Germany in 2004 can be assumed to be
730.446.342€. This represents only 0,39 per cent of the health care spending in the
GKV. If the amount of the fiscal externalities is compared with the total spending on
health care, fiscal externalities do not seem to have the power of causing relative
digortions. However, as both amounts are positive it is rather unlikely that Germany or
Great Britain would take actions to reduce this source of money.

Maybe another approach will give a more useful answer. Fiscal externalities occur as a
result of an EU-policy (free movement). Therefore it may be reasonable to compare the
amount of fiscal externalities in each country with the contributions of each country
into the EU-budget. In 2004 Great Britain contributed 11.682.500.000 € into the EU-
budget and was a net-contributor to the EU budget with 2.864.900.000 €. The fiscal
externalities caused in the heath care system equa 1,06 per cent of the tota
contribution of Great Britain into the EU-budget.”* Germany contributed in 2004 the
absolute amount of 20.229.800.000 € into the EU-budget and was a net-contributor
with an amount of 7.140.400.000 €.” The fiscal externalities in the health care system
equal 3,61 per cent compared to the total contribution of Germany into the EU-budget.
Are fiscal externalities in the amount of 3,6 per cent of the contributions into the EU-
budget high enough to cause enough distortions in the economy of a member state, to
get the member gtate to take actions against these distorting effects? The numbers for
Germany and Great Britain do not provide a definite answer. But in the case of a
country that suffers negative fiscal externalities in the heath care sysem and that
maybe also contributes more into the EU-budget, than it gets out of the EU budget, the
question is likely to be Yes.

However, fiscal externalities caused in jurisdiction A have also to be balanced with the
fiscal externalities caused by the citizens of jurisdiction A in other jurisdictions. Fiscal
externalities caused in Great Britain and in Germany have to be balanced with the fiscal

™ See also EU budget 2004: p. 63
™ See also EU budget 2004: p. 63
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externalities caused by German and British citizens in the other EU-15 member states.
Without this comparison the quegtion of the impact of fiscal externalities can not finally
be answered. But till it seems possible that singe member states could be subject of
relative high fiscal externdities, maybe also as the result of a special effect in the
compostion of the group of foreigners, like it is the case for Great Britain. Therefore it
should be assumed in the following that fiscal externalities are able to pose a relative
threat to the European Integration and that measures have to be take to deal with fiscal
externalities in the health care system to prevent damage to the European Integration.

5.2 Solution 1: Prevention of fiscal externalities

Thefirg solution for handling the problem of fisca externalities is based on Browning.
Browning argues that “it (fiscal externalities) reflects the distorting effect of the policy
(...) that creates the fiscal externality. Fiscal externalities themselves do not cause any
new inefficiency in resource allocation.””® Browning's solution is to change the
underlying system so that fiscal externalities do not occur anymore.

The first step is to analyze the underlying policy in order to find the reason for the
digorting effect. In our example the underlying policy is the solidarity principle.
Solidarity means that those who can pay finance the system and do also pay for those
who can not pay. Thereby interpersonal fiscal externalities are a common concept,
which is also transferred to the groups of foreigners. Solidarity is the underlying
concept in the financing of the German GKV and of the British NHS. To prevent fiscal
externalities between different persons or groups, like the groups of foreigners, would
mean to abolish of the concept of olidarity.

It could dso be argued that the problematic underlying policy, which causes fiscal
externalities, is the extension of the solidarity principle to foreigners. The solution to
this problem would be not to allow foreigners to access the mutualy supportive
community of the health care system. Instead foreigners could use the services of the
health care system, but the services would have to be paid by the health care system of
the foreigners home country. Sinn proposes a Smilar solution called “Nationality

7

Principle”.”" An solution like that would creste new problems, like the non-

comparability of different health care systems, different cost sructures or the issue of

6 Browning (1999): pp. 13-17
" Sinn (1997): p. 16
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taxing or paying social insurance contributions to a health care system in another state
than the dtate of residency. Therefore the idea of the “Nationality Principle” is not a
reasonable solution for the problem of fiscal externalities in the health care system.
However, Browning's concept could be useful in cases, which are different from the
case analyzed in this thesis. In the case that fiscal externalities occur from taxation of
mobile objects on low levels of government, it would be better to prevent fiscal
externalities from occurring, by adjusting the tax system, than to build a grant system to
balance the fiscal externalities.

5.3 Solution 2: Internalize fiscal externalities

A second solution to deal with the problem of fiscal externalities lies in the theory of
fiscal federalism, in more detail in the assignment of task between the different layers
of government. If the health care sysem would be managed on European level, fiscal
externalities created by mobility between different member sates would be
internalized. But is the European level the appropriate level to provide health care
services?

The division of tasks between different levels of government is a basic element of the
theory of fiscal federalism. So which is the appropriate level for the public good of
health care? Oates defines that “Decentralizes levels of government have their raison
d’ etre in the provision of goods and services whose consumption is limited to their own
jurisdictions.” ®® Otherwise “economy of scae” effects or “centralization to prevent
spill-overs” suggest a centralized provision of public goods. Does heterogeneity in
health care preferences justifies a decentralized provision of health care services? If not,
health care services should be centralized from the theoretical point of view.
Heterogeneity in the preferences towards health care would demand heterogeneity in
health issues, e.g. different health care profiles in different geographical regions of
Europe. It is questionable that a relevant difference in the demand for health care
services exists throughout Europe, which would justify a national health care provision.
But different living standards and economic conditions are relevant for the demand of
health care services as well. The economic wealth of a society is likely to influence the
level of health care services, which is considered as necessary, e.g. in the sphere of high

8 Oates (1999): p. 1121.
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speciaized and therefore expensive health care services As aresult e.g. the Latvian
health care system has lower standards and services as the Dutch health care system,
e.g. in relaion to the available treatment for cancer patients. Different income levels
make it likely that in wealthy jurisdictions more expansive and specidized health care
services can be delivered by a health care system than in poorer jurisdictions. Therefore
economic heterogeneity is aargument for decentralized health care provision.

Apart from economic reasons, | would like to consider politica reasons as well to
define the appropriate level for the provision of health care services. The discussion on
a future European welfare state provides arguments similar to those that could be used
in this discussion. One author in this discussion is Kleinmann.” The prevention of
social dumping, the linkage between the internal market and social policies or the need
to fulfill the idea of a European social citizenship favors the idea of a European welfare
gtate. On the other side arguments like the shortcomings of the European ingtitutional
building, the failure of social-democratic players on European level, the heterogeneity
of socid services in Europe or the unwillingness of member dates to give up
sovereignty on social policies adverse a European welfare state.

The missing heterogeneity of preferences towards health care services inherent the
European Union doesin my view support a centralized provision of health care services
in Europe. But the economic differences between the member states of the European
Union make a strong argument against a European health care sysem. But even more
important, national governments will not be willing to give up the sovereignty over the
health care system. Therefore the centralized provision of health care services is not a
reasonable alternative for the internalization of fiscal externalities in the health care
system.

5.4 Solution 3: Built intergovernmental grant system

The third solution is to internalize fiscal externalities by creating an intergovernmental
grant system. A grant system would have to compensate the negative impact of suffered
externalities in monetary terms.

Grant systems are an important part of the theory of fiscal federalism. However, Dahlby
draws to attention that before creating an intergovernmental grant system, another

™ See al'so Kleinmann (2002)
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possibility should be considered: “in some cases it may be better to re-assign tax
powers or expenditure responsbilities rather than try to design a system of grants that
will make an unsatisfactory tax and expenditure assignment function properly.”® This
would point into the direction of Snn's “Nationality principle’ that was already
mentioned before.

Intergovernmental grants can be in horizonta direction (e.g. between different member
states of the European Union) or in vertical direction (e.g. between the member states
as lower level and the European Union as superior level). The literaure on fiscal
federaism recognizes three different categories of grants. The first category internalizes
spillover benefits to other jurisdictions, the second ensures fiscal equalization across
jurisdictions and the third aims to improve the overall tax system.®* Based on Gramlich,
the third category of intergovernmental grants is justified by political-institutional
reasons. In this case the federal government collects taxes and passes parts of this
revenue on to lower level of government in the way of a closed-ended categorical grant.
This kind of grant can be used to finance the implementation of services on loca level,
which are assigned from the federal level.®* Oates emphasized the issue of revenue
sharing and the possibility for the federal level to levy taxes more progressvely than
local level isableto. On local level progressive taxation is not advisable, because it can
be avoided by mobility.®

The second category of grant ensures fiscal equalization across jurisdictions. The
judtification is to enhance equity between different jurisdictions. These grants should be
unconditional. They can be based on different equality objectives, like the equalization
of fiscal capacity or fiscal performance or like a zero-level or afull level equalization.
Different ways of equalization are discussed in more detail by Groenendijk.* The
problem of fiscal externdities can not be solved by fiscal equalization measures.
Therefore equalization grants are not a solution for fiscal externalities in the health care
system.

The third kind of intergovernmental grant is most interesting for the case of fiscal
externalities, because it aims a the internalization of spillover benefits to other
jurisdictions. “Direct benefit spillovers by state governments have traditionally

& See also Dahlby (1996): p. 403

& See dlsn Oates (1999): p. 1126

& Gramlich (1977): p. 221

& See dl 5o Oates (1999): p. 1127

8 See also Groenendijk (2003): p. 5



provided a rationale for matching expenditure grants from a central government.”®®
Further on, Dahlby defines that “the federal government should provide state i with an
open-ended matching grant, where the matching rate (...) is equal to the fraction of the
direct benefit which accrue to individuals outside of state i.”® For the case of fiscal
externalities in the health care sector this would mean that the European level should
compensate member states for the fiscal externalities suffered in the health care sector.
This category of grants could be a solution for the problem of fiscal externalities in the
health care system. The “spillover-compensation” grant can be vertical as well as
horizontal. In a horizontal setting, member states would create a compensation scheme
between themsel ves without using the superior (European) level.

Wha advantages or disadvantages would a vertical or a horizontal compensations
scheme have? The main advantage of a vertical compensation scheme would be that the
existing framework of the EU could be used to edablish and to run such a
compensation scheme and that the inclusion of all member states could be enforced.
The main disadvantage would be the problem of low financial resources on European
Level for such a compensation scheme.

The main advantage of a horizontal compensation scheme would be that the nation
states would be directly involved. The nation states have the financial resources to
actualy run a compensation scheme. The biggest problem would be the inclusion of all
member states, especially of those, which would be net-contributors.

Therefore a mixture of both ways would be the best solution. The legitimacy of a
compensation mechanism could be provided by the European Union. If the
compensation mechanism would be run on European level, member states would face
high political costs to opt-out of this mechanism. To cover the financial side, the
member states should also be involved directly as well, because the European level is
not able to provide the financial resources. Therefore the member states would have to
provide the fiscal resources, by making more money available to the EU budget or by
redistributing money from coffers that do already exist in the EU budget.

% Dahl by (1996): p. 408
% Dahl by (1996): p. 408
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5.5 Conclusion on handling fiscal externalities

In this chapter different possible solutions to dea with fiscal externalities were
presented. But which solutions is the best for the problem posed by fiscal externalities
in the hedth care system? The idea of Browning to prevent fiscal externalities from
occurring would mean to undermine the solidarity principle of the health care system,
which should be rejected. Another interpretation of his idea leads to the “Nationality
Principle”, which should be dismissed due to its organizational difficulties. The
internalization of fiscal externalities by transferring the responsibilities for health care
to European level is not a feasible alternative, either. The heterogeneity in health care
preferences due to different economic capacities is one reason. If these are not
considered, a European health care system would run the risk, of becoming a big
redistribution program, in which wealthy stated would subsidize the health care system
of the poorer states. Further more, the nation states will not be willing to give up a
central element of its national competences by transferring the responsibility for the
health care system towards European level. The third solution the creation of an
intergovernmental grant system is more likely. By combining the advantages of a
vertical compensation scheme (organizational framework existing, legitimacy,
inclusion) with the advantages of a horizontal compensation scheme (financial
resources), a “third-way” compensation scheme could be created. In an EU supervised
compensation scheme an opt-out of single nations would be less plausible and the
legitimacy of such a grant system would be increased. As the compensation scheme
would be the result of digortions caused by treaty provisions of the EU, the European
level should be responsible for solving this problem. An EU engagement in the solution
for these fiscal externalities is the consequence. The member states of the EU have to
be involved to secure the means of financing. Under the existing financial framework,
money would have to be redistributed from other projects, funds or policy fields. This
is not advisable. On the other side a genera enlargement of the EU budget is not
feasible due to the continuous refusal of the member states to enlarge the budget of the
EU.

But ill some general problems for the establishment of a compensation scheme

remain. First of all, the exact amount of fiscal externalities has to be measured. The

compensation rate per foreign citizens could depend on a mix of different

characteristics like the age, the sex, the income, the family status, the time of residence,
- 46 -



the level of health care services in the host country and some more. A calculation
method would have to be found. Thereby different nations would lobby for their
interests and for the recognition of specia effects. Great Britain might lay a special
emphasis on gudents, while Spain and Italy might have a special interest in a higher
compensation for pensioners. Another special effect could be the emigration of high
numbers of young and high-qualified citizens, like it is the case in the Central and East
European member states (CEE-10). This effect can be described as brain-drain and is
likely to have negative effects on the funding of the health care system of the CEE-10.
To find a calculation method would mean involve difficult negotiation between the
member states. Based on the agreed methodology of calculation, the net contributors
and net receivers are likely to differ.

The next issue to be solved isto whom compensation payments should be directed to.
In Great Britain the NHS is funded by the date, but in Germany different social
insurance organizations are involved in the funding of the health care system. The
different legal status of these recipients could be problematic.

But the most important question is where the money for the compensation scheme
should come from. It is reasonable to assume that member states, which are already net-
contributor to the European Union, like the Netherlands, Germany or Great Britain, are
not willing to increase their net-contributor postion, even though they are subject of
positive fiscal externalities. The setting up of a compensation scheme would be easiest,
if an aready existing budget like the EU budget could be used. Member states, who
suffer negative fiscal externalities caused by mobility in the health care system, could
be compensated from the EU budget. On the other side, member states, which are
subject to postive fiscal externalities, would have to pay an additional monetary
amount into the EU budget. A generd increase of the budget would not resolve the
problem, because member states, which suffer positive fiscal externalities, should cover
the costs of payments to member states, which suffer negative fiscal externalities. For
the moment this problem shall remain unsolved.
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6. Conclusion

Before concluding this paper | will briefly recapitulate the findings of this research.

The paper dtarts with the analysis of the mobility and demography of the group of
British citizens in Germany and the group of German citizens in Great Britain. The
demographic analysis shows that the foreigner groups differ in their demogrgphic
compostion from the general population of the host country. In both cases the group of
people in the age between 15 and 65 years is overrepresented in the group of foreigners
and the group of people in the age under 15 years and in the age above 65 years are
underrepresented.

Based on the hypothesis that the group of foreigners is in socio-economical terms
comparable to the general population, different demographic compositions will cause
fiscal externalities in the health care system. As a result of the different demographic
compostion, the groups of foreigners do on the one side contribute more money per
person into the funding of the health care system, compared with the general
population. On the other side the groups do use a lower amount of health care services
per person than the general population does. This means that the group of German
citizen in Great Britain and the group of British citizen in Germany cause in genera a
positive fiscal externality for the health care system of the host countries. But the
research shows also that this general result do not have to be valid, if the group of
foreigners has special characteristics. In the case of German citizens in Great Britain a
specia characterigtic exigts in the high number of students. Students do not contribute a
high monetary amount into the tax funded British NHS. Although they do not use
health care services of a high monetary amount, the overall reault is that the positive
fiscal externalitiesin the case of Great Britain changes into a negative fiscal externality.
At this point | want to come back to the research question formulated at the beginning
of this thesis; “How can fiscal externdities in the health care system be prevented of
having distorting effects on the European Integration?’ After assessing the amount of
fiscal externalities, the quegtion to be answered is, if these fiscal externalities have a
digorting effect on the process of European Integration. This question can not finally
be answered by this research. But it can not be assumed, that fiscal externalities do not
have any effect or will not become relevant in the future, as well. It is even likely that
fiscal externalities in the health care systems across Europe will increase, when the
citizens of the CEE-10 will get the same rights of free movement, like the citizens of
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the EU-15 aready have. Based on the experience of Great Britain and Ireland, which
did not limit the access to their labour markets for the citizens of the CEE-10, it can be
expected that high levels of mobility from the CEE-10 to the EU-15 will appear.
Therefore it shall be assumed that fiscal externalitiesin the health care system can pose
arelaive threat to the process of European Integration.

At this point | will extend the impact of this research above the scope of the health care
system. Health care is only one public service, out of a broader group of welfare sate
services. Other welfare state services are the pension systems, unemployed benefits and
mandatory work-accident insurances or other social benefits. Although these welfare
dstate services maybe have higher access barriers, they are all affected by fiscal
externalities caused by mobility of EU citizens. Especialy in the case, that welfare sate
services are tax funded and foreigners have to fulfill certain criteriato access the social
services, fiscal externalities will occur. If possible externalities in other welfare sate
services are taken into account, it is reasonable to assume that the overall level of fiscal
externalities could reach a monetary amount that qualifies of causing distortions in the
finances of member states. The growing socio-economical heterogeneity between the
member dtates of the EU, as a result of recent enlargements, will make the issue of
fiscal externalities even more important in the future.

If the overall picture of fiscal externalities in the European Union is taken into account,
it seems essentia to find ways to deal with fiscal externalities in the future. But what
are possible solutions for this problem? The prevention of fiscal externalities would
possibly cause more harm to the concept of mobility than the current fiscal externalities
do. The internalization of welfare state services on European level is neither to prefer
from a theoretical point of view, nor does the political realities make this solution a
feasible alternative. The best solution is the design of an intergovernmental grant
system. For organizational and legitimacy reasons such a grant system should not be
designed horizontal (between the member states), but vertical (between the member
states and the European level). This open-ended matching grant should only
compensate for negative effects of fiscal externalities and not contain universal
redistribution objectives.

The best solution for the problem of fiscal externdities in the welfare state services of
EU member states would be a compensation scheme, which is established on EU level.
The legitimacy for a compensation fund would be highest, if it is organized by the same
level, which causes the fiscal externdities. In the conclusion of the previous chapter

three remaining problems were mentioned. The problem of the addressee of the
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payments and the problem of defining the height of compensation payments should not
be discussed at this point. However, these are quegtions that might be best answered on
a technical level rather than on a political level. If the political level would become
involved in those decisions the transparency and credibility of the compensation
scheme could suffer. The remaining and in my view most important question is, where
the money for a compensation scheme should come from. Member states made clears
statements in the past that they are not willing to increase the level of the EU budget
over a certain limit, close to 1,05 per cent of the GNP of the European Union. It is
unlikely to assume that member states would change their opinion for a new
compensation scheme. The best solution would be, if the new compensation scheme
would be established outside of the EU budget, but managed on the EU level, maybe by
a new established Directorate General in the European Commission. Decisions
regarding the compensation scheme should be done by the European Parliament, which
would aso control the Commission in the implementation of the compensation scheme.
To eliminate political influence of the member state, the Council should not have arole
in this new compensation scheme. Their only role would be in the equipment of the
compensation scheme with financial resources. Not al member states would have to
contribute into this new coffer, but only those member sates, which are subject to
positive fiscal externalities. On the other side only those member states, who suffer

negative fiscal externalities would receive money from this compensation fund.

It might prove difficult for various reasons to egablish a new fund system like this.
Therefore another alternative should be mentioned a this point as well. If a
compensation scheme would be edablished in an already existing organizational
framework, it could avoid many problems. In the current financial congtitution of the
European Union, the structural funds could be an aternative to incorporate a
compensation scheme for fiscal externalities caused by mobility. The structural fund is
a mixture of re-distributional funds together with a rather small amount of earmarked
funds like the LEADER and the URBAN program. Inherent the structural fund a
MOBILITY program could be established which would compensate socia welfare
services of states for disadvantages caused by mobility. As this solution could ease the
introduction of a compensation scheme, there are also a couple of good reasons, which
would suggest that using the structural funds for a compensation mechanism is not the
best solution. In recent years the structural funds was object of different reforms to

smplify the structura funds and to increase its efficiency and transparency. The
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creation of a new program would stand in the way of these efforts. Further on, the
structural fund targets at regions or specia projects and the introduction of states or
state services as receiver of its funds could be problematic. And most important, the use
of the structural funds would not solve the problem of the missing financial resources.
It would be likely that the member states would not provide additional financial
resources and that other funds of the EU budget would have to compensate the financial

gep.

| want to conclude this paper with some considerations about possible obstacles
towards a compensation scheme for fiscal externdities caused by mobility. The first
obstacle lies in the legitimacy conflict that could be created. A compensation scheme
would be the ultimate admission that the treaties create negative spill-overs. Thereby a
compensation scheme could question the idea of mobility itself.

A second remark has to be made about the issue of additional money. It seems
reasonable to assume that due to mobility flows from the CEE-10 towards the EU-15,
the countries of the EU-15 would be the net-contributors of a new compensation
scheme for fiscal externalities. Today's net-contributors of the EU budget and the net-
contributors or a new compensation scheme are likely to be the same. Those countries
would oppose a new compensation scheme that would further diminish their position
towards the EU in monetary terms. The access to the young and high-qudified
workforce of the CEE-10 countries might have been a reason for the enlargement and a
judtification for redigribution towards those countries. This could be called into
question, if a compensation scheme would be established, which would punish the
access to this workforce.

A third question is about the justification of compensation payments for different
groups. The research shows that high amounts of foreign students can cause negative
fiscal externalities. The same could be assumed for high numbers of foreign pensioners.
Compensation payments to countries, which host those groups, would be the logical
result. But are high numbers of students or pensioners really a negative effect for a host
country? If the foreign students decide to stay in the host country, it gains foreign
young and high-qudified members for its workforce. A compensation for student
seems doubtful under this argumentation. The same objection can be made for
pensioners. The groups of people above 65 years are aso called “golden agers’,
because of their wealth and high living standard. If wealthy foreign pensioners, which
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are likely to be mobile, spend their retirement in a country and thereby spend their
money in this country, an additional compensation seems also questionable.

Overdl it is likely that compensation payments would come from the EU-15 member
states and go to CEE-10 member states. The CEE-10 countries will have to be
compensated for negative fiscal externalitiesin their welfare state systems, becauseit is
not likely that mobile citizens from the EU-15 can fill the gap opened by mobile CEE-
10 citizen. In other words, the CEE-10 countries would be compensated for the fact that
their high-qualified citizens migrate into the EU-15 member states. The compensation
scheme could then be interpret as a compensation scheme for immigration of high-
quaified workers. Many CEE-10 countries already suffer from brain-drain and are not
interested that such a trend would holds on. Therefore it is possible, that money from
compensation schemes would be used to prevent further migration of high-qualified
citizens. New barriers towards mobility would be created.

But the compensation scheme could be problematic in the net-contributor countries as
well. Migration from the CEE-10 countries into the EU-15 countries would create
certain pressure in the labour markets of the EU-15 countries. Higher unemployment
rates in the EU-15 countries could be the result. At this point it would be difficult for
politicians to justify a compensation scheme that compensates foreign countries with
tax money for the fact that foreign citizens take over jobs in the own county.

These and other arguments could posse problems for a compensation scheme for fiscal
externalities in the health care sysem and would have to be considered before
designing a compensation scheme. If the compensation scheme would result in new
barriers towards mobility it could be better, not to create a compensation scheme in the
first place.

Even if a compensation scheme for fiscal externalities in welfare state services inherent
the EU should be established from a normative point of view, the final decision to do so
lies in the political field. The creation of a compensaion scheme seems unlikely as
different member states would have to increase their net-contributor position towards
the European level. Therefore it seems more reasonable to use aready existing
mechanisms and to redistribute money from other policy fields of the European Union,
to achieve a compensation for fiscal externalities in welfare state services. The easy
alternative would be to recognize fiscal externalities as negative effects, which have to
be born in order to win the higher positive effects of mobility inherent Europe
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General demography in Germany

Male Female Persons Percent

Younger than 5 1.874.100| 1.782.200| 3.656.300 4,44%
5t09 2.040.000| 1.935.000| 3.975.000 4,83%
10to 14 2.203.000| 2.090.300| 4.293.300 5,21%
15to 19 2.455.300| 2.332.500| 4.787.800 5,81%
20to 24 2.480.700| 2.409.500| 4.890.200 5,94%
25t0 34 5.106.500| 4.927.600 | 10.034.100 12,18%
35t0 44 7.204.400| 6.850.300 | 14.054.700 17,07%
4510 54 5.919.000| 5.826.800 | 11.745.800 14,26%
55 to 64 4.797.600| 4.898.600| 9.696.200 11,77%
65to 74 4.102.900| 4.700.400| 8.803.300 10,69%
75t0 84 1.824.900| 3.327.900| 5.152.800 6,26%
85 and above 305.700 957.800| 1.263.500 1,53%
In total 40.314.100| 42.038.900 | 82.353.000

Source: Own graphic data provided by Statistisches Bundesamt
datafrom 31.12.2004

Demography of the group of all foreignersin Germany

Male Female Persons Percent

Younger than 5 77.634 71.386| 149.020 2,39%
5t0 9 161.599| 152.682| 314.281 5,32%
10 to 14 200.820| 189.959| 390.779 5,87%
15to0 19 207.476| 195.648| 403.124 5,99%
20 to 24 253.798| 274.961| 528.759 8,21%
25 to 34 778.747| 790.605| 1.569.352| 23 44%
35to 44 710.332| 625.775| 1.336.107| 19,15%
45 to 54 436.317| 415.716| 852.033| 12,38%
55 to 64 377.520| 343.988| 721.508| 10,53%
65 to 74 217.636| 149.314| 366.950 5,06%
75 to 84 48.414 49.577 97.991 1,34%
85 and above 7.490 11.713 19.203 0,27%
In total 3.493.799 | 3.262.012 | 6.755.811

Source: Own graphic data provided by Statistisches Bundesamt
data from 31.07.2007



Demography of EU-15 citizen in Germany (except Germans)

Male Female | Persons | Percent

Younger than 5 24.683 1,69%
5t09 - - 54.166 3,28%
10to 14 - — 65.529 3,97%
15t0 19 - — 71.031 4,30%
20to 24 - -—-| 100.795 6,11%
25t0 34 - - 293.431 17,78%
3510 44 - | 346.236 20,98%
45 to 54 | 279.600| 16,94%
55 to 64 - - | 242.059 14,67%
65to 74 — - | 122.306 7.41%
75 to 84 40.183 2,43%
85 and above 10.560 0,64%
In total ---| 1.650.579

Source: Own graphic data provided by Statistisches Bundesamt
datafrom 31.12.2006

Demography of British citizensin Germany

Male Female Persons Percent

Younger than 5 640 608 1.248 1,29%
5t09 1.029 1.007 2.036 2,11%
10 to 14 1.285 1.163 2.448 2,54%
15to 19 1.376 1.317 2.693 2,79%
20 to 24 2.476 2.593 5.069 5,25%
25t0 34 7.652 5.877 13.529 14,19%
35to 44 15.466 8.721 24.187|  25.06%
45 to 54 14.300 7.449 21.749 |  22.54%
55 to 64 8.858 5.638 14.496 | 15,02%
65 to 74 3.741 1.729 5.470 5,67%
75 to 84 1.295 1.557 2.852 2,96%
85 and above 300 380 680 0,76%
In total 58.433 38.074 96.507

Source: Own graphic data provided by Statistisches Bundesamt
datafrom 31.12.2006
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General demography in Great Britain

Male Female Persons Percent

Younger than 5 1.726.757| 1.645.940| 3.372.697 5,78%
5t09 1.860.453| 1.772.678| 3.633.131 6,22%
10to 14 1.989.006| 1.905.880| 3.894.886 6,67%
15to 19 1.926.078| 1.840.524| 3.766.602 6,45%
20to 24 1.773.985| 1.814.678| 3.588.663 6,15%
25t0 34 3.815.619| 4.018.989| 7.834.608 13,42%
35t0 44 4.400.780| 4.555.681| 8.956.461 15,34%
4510 54 3.741.503| 3.829.919| 7.571.422 12,97%
55 to 64 3.305.935| 3.419.498| 6.725.433 11,52%
65t0 74 2.327.279| 2.617.428| 4.944.707 8,47%
75t0 84 1.315.922| 1.958.712| 3.274.634 5,61%
85 and above 277.160 555.196 832.356 1,43%
In total 28.460.474| 29.935.120 | 58.395.594

Source: Own graphic data provided by Eurostat
Data from 2003

Demography of the group of all foreignersin Great Britain

Male Female Persons Percent

Younger than 5 113.536 4,11%
5t0 9 111.225 4,03%
10to 14 104.035 3,77%
15 to 19 118.986 4,31%
20 to 24 261.404 9,47%
25t0 34 795.533|  28,82%
35t0 44 491.982|  17,83%
45 to 54 296.294|  10,74%
55 to 64 201.173 7,29%
65 to 74 150.279 5,44%
75 to 84 85.136 3,08%
85 and above 18.446 0,67%
In total 2.760.031

Source: Own graphic data provided by Eurostat
Data from 2003



Demography of EU-15 citizensin Great Britain (except British)

Male Female Persons Percent

Younger than 5 35.835 3,92%
5t09 27.502 3,01%
10to 14 22.289 2,44%
15to 19 19.943 2,18%
20to 24 51.213 5,60%
25t0 34 204.949 22,42%
35to 44 - - 145.077 15,87%
45 to 54 130.789 14,31%
55to0 64 117.193 12,82%
65to 74 96.999 10,61%
75t0 84 51.330 5,61%
85 and above 10.913 1,19%
In total 914.032

Source: Own graphic data provided by Eurostat
Data from 2003

Demography of German citizensin Great Britain

Male Female Persons Percent

Younger than 5 2.599 1.621 4.220 5,28%
5t09 1.182 2.491 3.673 4,60%
10to 14 2.164 1.597 3.761 4,70%
15to0 19 1.222 2.054 3.276 4,10%
20to 24 2.757 3.585 6.341 7,93%
25t0 34 8.699 11.238 19.937 24,94%
35to 44 5.776 8.478 14.254 17,83%
45to 54 2.363 6.103 8.466 10,59%
55 to 64 1.395 3.400 4.794 5,70%
65to 74 1.320 4.780 6.100 7,63%
75to 84 1.250 3.135 4.384 5,48%
85 and above 172 576 747 0,93%
In total 30.895 49.055 79.950

Source: Own graphic data provided by Eurostat
Data from 2003
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