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Overview of the Single Market in Labor

The single market within the European Union is designed to facilitate
the free movement of labor across member states, thereby creating an
environment where resources can be allocated more efficiently.

One of the primary economic objectives of the single market is to
maximize the total output of the union and optimize the allocation of
resources across different regions.

This section introduces Figures 8.1a and 8.1b, which illustrate the
labor market dynamics and inefficiencies in Italy and West Germany
during the 1950s.
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Guest Worker Programs (1961–1974)

During the post-World War II industrial boom, guest worker programs
were introduced as a means to address labor shortages in the rapidly
expanding industries of Western Europe.

These programs were established through bilateral agreements
between host countries, such as Germany, and labor-exporting
countries, such as Turkey, enabling workers to take on temporary
contracts.

Guest workers contributed economically to their home countries
through remittances while supporting the industrial growth of their
host nations.
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Restrained Migration (1974–1985)

The economic downturn triggered by the oil shocks of the 1970s
resulted in the termination of many guest worker programs, leading to
significant challenges in managing labor migration.

Efforts to repatriate foreign workers were met with economic and
political difficulties, as these workers had become integral to the labor
force in many industries.

In response to restrictive policies, many foreign workers began to
bring their families to the host countries, transforming temporary
migration into permanent settlement in many cases.
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The Schengen Agreement (1985–2006)

The Schengen Agreement aimed to establish the free movement of
people within participating European countries, significantly reducing
internal border controls.

Initially implemented by France, West Germany, and the Benelux
countries in 1995, the agreement later expanded to include additional
EU members and some non-EU states.

Despite its successes, the Schengen Agreement faced challenges, such
as temporary border controls during crises and the lack of a unified
migration policy among member states.
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Common Labor Force Challenges (1985–2006)

Social compacts, which maintained job protections and regular wage
increases for public and unionized workers, contributed to rising
unemployment among non-protected workers.

Participation rates in the labor force and overall employment
dynamics varied significantly across EU countries, reflecting diverse
policy approaches and economic conditions.
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Figure 8.1a: Separate Labor Markets

Figure 8.1a illustrates the inefficiencies that arise in the absence of
labor mobility between Italy and West Germany, where marginal
productivity of labor differs significantly.

In West Germany, the demand curve for labor slopes downward,
reflecting diminishing marginal returns as more labor is employed with
a fixed capital stock.

Similarly, in Italy, the labor demand curve also slopes downward but
from the opposite side of the diagram, indicating diminishing returns
to labor within the constraints of their capital stock.
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Figure 8.1a: Separate Labor Markets (cont.)

The intersection points of these demand curves with their respective
labor supply curves determine the equilibrium wages in each country.

In the absence of mobility, the real wage in West Germany is higher
than in Italy, reflecting higher productivity per worker due to better
access to capital.

The central triangle in the diagram represents the loss in potential
output that arises because labor cannot move to where it is more
productive.
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Figure 8.1a: Separate Labor Markets

Figure: 8.1a: Separate Labor Markets
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Analysis of Figure 8.1a

The slope of the demand curves (MPL) in each country indicates how
the marginal product of labor decreases with additional labor inputs.

West Germany’s MPL curve lies above Italy’s due to its superior
capital and technological base.

Without mobility, wages are determined locally by the intersection of
supply and demand curves, leading to inefficiencies and unrealized
gains from integration.

The shaded triangle in the middle illustrates the potential gains in
output if labor mobility allowed reallocation between countries.

ECON411 EU Labor Markets 2 December 2024 11 / 19



Figure 8.1b: Integrated Labor Markets

Figure 8.1b demonstrates the changes that occur when labor is
allowed to move freely between Italy and West Germany.

As Italian workers migrate to West Germany, the labor supply curve in
West Germany shifts outward, while Italy’s labor supply curve shifts
inward.

This migration causes the MPL in West Germany to decrease and
wages to fall, while the opposite occurs in Italy, where wages rise.

Equilibrium is achieved when the MPL and real wages are equalized
between the two countries.

The total economic output increases, as shown by the new expanded
area under the demand curves.
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Figure 8.1b: Integrated Labor Markets
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Analysis of Figure 8.1b

The equalization of wages and MPL across countries maximizes total
output and reduces inefficiencies observed in Figure 8.1a.

Migration reduces labor scarcity in West Germany and excess supply
in Italy, redistributing workers to their most productive use.

The gains from integration are distributed between capital owners in
West Germany and workers in Italy.

The dynamics of this integration depend on factors like capital
mobility, labor policies, and economic incentives for migration.
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Guest Worker Programs and Economic Impact

Guest worker programs initially focused on economic recovery and
industrial growth.

Workers from Italy migrated to Germany, sending remittances back
home, while supporting Germany’s post-war reconstruction.

These programs highlighted the benefits of temporary migration for
both sending and receiving countries.
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Migration and Labor Force Composition

The aging population and increasing reliance on guest workers created
a shift in labor force demographics.

Migration patterns showed a high influx during economic growth and
a stagnation during downturns, as seen post-oil shock.

Family reunification policies transformed guest worker migration into
permanent settlements.
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The Role of the Schengen Agreement

Schengen facilitated freer movement, but its economic benefits were
not evenly distributed.

Borderless travel within the EU increased labor flexibility, yet
disparities in welfare systems posed challenges.

Labor migration was shaped by regional economic needs and social
integration policies.
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Labor Market Trends (1985–2006)

Labor participation rates varied across countries, with Northern
Europe showing higher rates than Southern Europe.

Structural reforms in labor markets, including flexibility in contracts,
addressed unemployment concerns.

Technological and industrial advancements further influenced labor
demand and migration patterns.
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Conclusion

The free movement of labor is essential for maximizing the economic
potential of the European Union and achieving optimal resource
allocation.

Addressing political, social, and economic challenges is crucial for the
successful integration of labor markets.

Coordinated policies and flexible approaches are necessary to ensure
the long-term success and sustainability of the European labor market.
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