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When deeper European economic integration took off in the 1950s, rural Europe was really poor. Eleciricity
and telephones were fax from standard in rural households and many were without indoor plumbing. Europe
as a whole was booming, but cities and a few industrial regions were leaving rural Europe behind. The El's
founders made a concern for rural Europe one of the key goals of Buropean integration. As the 2004 and
2007 enlargements added large swathes of poor rural areas to the EU, helping Europe’s rural communities
remains a touchstone of today’s EU.

Thls.chapter looks at the facts, theory and policy connecting European integration to the location of
economic activity in Europe,
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How a clear pattern. Rich regions are located close to one another and
form the ‘core’ of the EU economy. Poor regions tend to be geographically peripheral (see Combes and
Overman, 2004, for more details). These points are made clear in Figure 10.1, which shows 2 map of
El.lirope’s night-time light pollution. Since lght pollution lines up very closely with economic activity at
this scale, we can think of such pollution as revealing the spatlal distribution of economic activity, The
‘heart of Europe’ is clearly made up of western Germany, the Benelux nations, north-eastern France
and south-eastern England. This region contains only one-seventh of the EU's land but a third of its
population and haif of its economic activity. It is the economic centre of Europe. Roughly speaking, the
concentration of economic activity drops as one moves away from the core, although the map sh’ows
that there is also a massive concentration of economic activity in northern Italy and various hot spots in
Tberian and Nordic regions.

@ Nattonal Oceanic and Atmospheric Administration (NOAA)

Furope's economic geography: the facts

The map also serves to make an important point about nations and regions. The focus of our analysis in
the earlier chapters has been on nations’ economies and the integration of nations. Looking at Figure 10.1,
it is not hard to see that national borders are not really the best way to think about economic activity in
Europe. In short, regions matter.

Although distance is continuous, when we discuss the economics below we frequently refer to the ‘core’
and the ‘periphery’. The core is the regions with the brightest lights in Figure 10.1, the rest is the periphery.
Plainly, it is very blunt to put regions into just two categories, but it proves analytically convenient.

10.1.1 Why does peripherality matter?

Why should anyone care about the location of economic activity? There are, after all, very few people in
northern Finland. Why is it a problem that there is also very little economic activity there? For reasons we
discuss below, incomes tend to be lower for people living in the periphery regions — although, as always,
there are exceptions, especially around key but remote cities such as Rome, Madrid, Dublin, Edinburgh,
Stockholm and Helsinki (see Figure 10.2). Note that: '

» Most regions in the 12 new members have incomes that are below those of the EU15 nations. The
differences are stark. The poorest region in the EU27 is Severozapaden in Romania, which has a
per-capita income that is 28 per cent of the EU27 average. The richest region, Inner London, had an
average income that is 343 per cent higher than the EU27 average.

Primary Income ef privata in p powar ol dard {PPCS),
by NUTS 2 reglons, 20 () (PPCS per inhabitant)

{PPCS per inhabitant)
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Source: Eursslat {onfine data code: nama_r_ebh?inc and nama,_jnc_<)

Source: © European Commission, hitp:/ec.europa.eu/regional_policy/what/future/publication/index_en.cfm
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% Apart from the western-most and southern-most parts of the Continent, none of the EU1B regions have
incomes below 75 per cent of the EU27 average. Although it is not shown on the map, the northern
exiremes of the Continent would also have very low incomes if it were not for the colossal Income
transfers and special programmes undertaken by Sweden and Finland. One of the most s

triking things
about the map Is how regional incomes seem to fall in relation to the region’s distance from the ‘heart
of Europe’ (agaim apart from the Nordic cases),

been
vergence of the new Member States is also clear in the chart, although the process has beer
n - r
aglilaei (;;d their membership in 2004 did not lead to any visible jump.
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The wide disparity in income levels is a problem from a social point of view, but it is also a problem fromy

the political perspective. Large income gaps between regions foster bitter political disputes that can hinder
cooperation on things such as European integration. Giving the poorer regions hope that they will catch up
is an important role for the E1’s regional policies. :

The disadvantages of the poor regions range much further than low incomes. A range of standard
indicators of social misforfune suggest that many of Europe’s poor regions have a variety of problems;
For instance,

the poor regions also often have higher levels of youth imemployment and long-term
unemployment and lower levels of investment and education.

Much more detail on the state of the regions is available in the ‘Burostat regional yearbook’, for exampIe'
Eurostat (2013). Eurostat’s online database also allows ygou to ge

nerate gour own custom-made maps based
on memployment, income, tertiary education and so on.
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10.1.2 Evolution over time: narrower national differences, wider regional differences

While the dispersion of income levels across nations is still very high, the gaps among EU members have
been steadily narrowing, as Figure 10,3 shows. The EUIS members have on ave
convergence of their incomes with the EUI5 avera

GDP per capita, 1995 GDP per capita, 2005
(UK = 100) (UK = 100)

rage seen a significant -

1 Under 90

I Under 90 {190 to 100
ge (shown in each year as EU15 = 100). Note that (190 to 10C [ 100 to 140
Sweden, Finland and Austria only joined in 1995, but had participated in much of the economic integration £ 100 to 140
with the EU even before they joined (see Chapter 1). The real success stories are Spain, Portugal, Greece

and, above all, Ireland, which went from being one of the poorest to the second-richest Member State, The
obvious exception to the convergence story is Luxembourg,

which started above average and continued tg'
diverge. The fact that it is a net recipient of EU funds (see Chapter 3) has little to do with this performance;
most of it is due to the Grand Duchy’s development of a highly lucrative financial service sector based in
part on its low taxes and banking secrecy.

B 140 Over 140
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Per-capita income convergence
(PPS, EUE = 100)

200

" Luxembourg

Sowrce: Authors' calculations based on Eurostat data

o

{reland

Spain
ﬁeece-—-ﬁ-‘r— o

Portugal

A similar pattern holds generally across the EU, For example, Poland ha_s been giiwigg“::f;:‘l;‘? ih;l;lvg
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10.1.4 Summary of facts

To sununarize, the facts are:

ing together all economic activity (ie. measuring activity by tota}

and nations’ industrial structures and their evolution, Wa

able 10.1. Since almost all the changes are positive, we conclude

Theory part : comparative advantage

» Europe’s economic activity is highly concentrated geographically at the national level as well as

within nations.

People located in the core enjoy higher incomes and lower unemployment rates.

» While the income equality across nations has narrowed steadily with European integration, the
geographical distribution of economic activity within Member States has becorne more concentrated
(taking income per capita as a measure of economic activity per capita).

As far as specialization is concerned, European integration has been accompanied by only modest
relocation of industry among nations, at least when one lumps all forms of manufacturing together.
The little moverent that there has been tends to lean in the direction of manufacturing activities
having become more geographically dispersed across nations, not less.

& Most European nations have become more specialized on a sector-by-sector basis.

o At the sub-national level, we see that industry has become more concentrated spatially.

3
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We now turn to the economic logic that connects European integration and the location of economic

activity, focusing on two aspects in particular: specialization at the international level and agglomeration

at the international level.

1% Te WRLE

Tokeep things simple, we consider each effect in isolation, using a separaie framework for each. The first
uropean nations — what econormists call comparative

framework focuses on natural differences among E
advantage. The second framework — which is presented in the following section focuses on the tendency

of closer integration to encourage the geographic clustering of economic activity.

10.2.1 Comparative advantage and specialization
Opening up trade between nations raises econornic efficiency. This is just the ‘magic of the market’. When
trade is very difficult, each nation has to make the most of what it consumes. Trade allows nations to ‘do
what they do best and mport the rest’. Trade allows a nation to concentrate its productive resources
in sectors where it has an edge over other nations. The jargon word for the edge is ‘comparative
advantage’. This consequence of lberalization can have important effects on the location of industry
because it encourages a nation-by-nation specialization. The main purpose of this section is to explain
how comparative advantage and European economic integration help explain the type of industrial
specialization that happened in Europe in the 1980-97 period and is likely to continue into the future.

An exampie
To see the basic idea more clearly, think about whal Europe would look like without any trade. European
nations have different supplies of productive factors - and different types of goods use factors in different
proportions — so without trade the output of 2 nation would be largely determinied by its supplies of factors.
Focusing on labour supplies, consider the current distribution of labour among FU members, dividing
labour into three types: those with little education (less than secondary), those with at least secondary

education, and highly educated workers (researchers). To make the nurmbers comparable, we compute
lative to its total supply of workers and compare this o

each nation’s supply of low-education workers re
the same ratio calculated for the EU as a whole (EU’s supply of low-educated labour to overall labour) -

and we do the same for the other two labour types.

The numbers are shown in Figure 10.5. For example,
workers (divided by Portugal's total supply of workers) is 83 per cent above the EU average. Germany’s
is 52 per cent below the EU average. Now consider what this means for the price of a good that uses low-
education labour intensively, such as clothing. Without any trade, Germany and Portugal would have to

we see that Portugal's supply of low-education
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induces an expansion in Portuguese sectors that are intensive in the use of low-education labour. Since
ilie resources needed to expand output in these sectors must come from somewhere, trade also induces a
contraction of other Portuguese sectors, in particular the sectors that had relatively high prices without
trade, e.q. pharmaceuticals and other goods that are intensive in the use of high-education labour. In the
simple exampte, the mirror-image shift would occur in Germany's industrial structure. If we view this from
the International level, the resulting structural changes would look like a shift of clothing production from
Germany to Portugat and a shift of the production of pharmaceuticals in the opposite direction. As a result,
the industrial structures of both Portugal and Germany would become more specialized.

Of course, European integration is not limited to two nations. Allowing for many nations makes the

analysis much more difficult, but it does not change the basic resulis that freer trade induces nations to
specialize in producing products that they are relatively good at and importing products that they are
relatively bad at producing. Consequently, trade liberalization of any type — including European economic
integration — tends to lead nations to specialize on a nation-by-nation basis. Economic resources get shifted
between sectors within each nation and, as a result, it seems as if production is being reallocated sector by
sector across nations,
From the point of view of economic geography, this shows up as an increase in national specialization
sector by sector, While this is not the only possible explanation for the increased specialization we saw
in Table 10.1 (more on this below), it provides a very natural way of understanding why European
integration was so systematically assoctated with an increase in specialization by nation.

We turn now to the logic behind the increased concentration of economic activity within European

The deep economic logic of the comparative advantage mechanism just discussed concerns how a nation’s
productive factors — i.e. its capital, skilled and unskilled labour, etc. — are employ ed across sectors within
the same nation. To keep things simple, we implicitly assumed that there was only one region per nation so
the issue of the geographic location of economic activity within a nation never arose.

In this section, we switch to the opposite extreme, where the key question is: ‘How does European
integration affect the location of economic activity across regions within the same nation? To keep things
simple, we assume that there is only a single industry in a nation but several regions within the nation.

The basic issues we are trying to understand in this section can be illustrated with a pair of maps —
one showing the geographic distribution of economic activity (t.e. GDP) and one showing the population.
Economic integration within the UK has, for decades, encouraged the shift of economic activity within
Britain towards southern England. The facts for the 1995-2005 period are shown in Figure 10.6. The teft-
hand map shows how each region's share of the UK’s total economic activity has changed; darker colours
indicate bigger increases, The right-hand map shows the same figures for regional population shares.

The dominant fact that emerges clearly from the maps is that the rise in GDP shares is closely matched
by the rise in population shares. In other words, what we see here is a movement of productive factors
across regions within a nation. Economic activity and population are agglomerating in southern England.
Population figures are easy to obtain, but if we could find regional statistics on capital stocks and other
types of productive factor, we would see the same pattern of spatial agglomeration accompanied by a
spatial aggiomeration of productive factors.

But what causes what? Is economic activity clustering in southern England because this is where the
workers are clustering, or is it the other way around? To organize our thinking on this question and related
questions, we need to study the basic elements of economic geography. In what follows, the concepts are
introduced with verbal logic alone.
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The only dispersion force we consider Is the so-called local competition force. That is, given trade costs
‘and imperfect competition, firms are naturally attracted to markets where they would face few locally based
' cornpetitors. For example, an entrepreneur thinking about setting up a new convenience store is likely to
choose a location that is far from other competitors, In seeking to avoid iocal competition, firms spread
. themselves evenly across markets. In this way, local competition tends to disperse economic activity.

(%‘.;ag;nge in Gi)P share, Change in population share,
~2005 (% points) 1995-2005 (% points) #
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An agglomeration force exists when the spatial concentration of economic activity creates forces that
encourage further spatial concentration. "This definition is more circular than the straight-line chain of
causes and effects usually presented in economics. This circularity, however, is the heart of the subject.
To return to the question of causality raised by the comparison of maps in Figure 10.6, the answer is that
worlers move because the jobs concenirate and, at the same time, the jobs concentrate since workers
concentrate,

There are many agglomeration forces, but some of them operate only on a very local scale. These
explain, for instance, why banks tend to group together in one part of London while dance clubs cluster
in another part of the city. The study of agglomerations at this level - it is called urban econoriics — is
fascinating, but it is not the level of agglomeration that interests us. European policy is concerned with the
impact of European integration on agglomeration at the level of regions and nations. At this geographic
level, many of the city-level agglomeration forces are unimportant. The two most important agglomeration
forces that operate across great geographical spaces are called dernand linkages and cost linkages (also
known as backward and forward linkages, respectively).

osi-li gglomeration forces
T lar-causality logic of demand-linked and cost-linked agglomeration forces as simply
as possible, we make a couple of bold assumptions. First, we assume that firms will choose one location
(see Box 10.1 for the economics behind this assumption). Second, we assume that there are only two
possible locations, a region called ‘north’ and a region called ‘south’. The demand-inked circular causality
rests on market-size issues (hence its name)}. Firms want to locate where they have good access to a large
market. Consider the UK example again. In 2005, much but not all UK demand was in southern England.
If = firm locates in the north, it incurs high shipping costs when selling to southem customers, although
it has low costs when selling to customers in the north. (It is cheaper to sell to nearby customers.) Since
there are more customers in the south, northern firms can reduce their shipping by moving to the south.
This is where the circular causality of demand linkages starts. Other things equal, firms want to be in the
big market.

Note: All UK NUTSI regions i i
grew in hominal terms in this period, but si i g
GDP rose In the fastest-growing regions and fell in others, , oo g st fhan ol e share of (02l €

] Souree: Authors’ calculations on Eurostat data downloaded Septeinber 2008

10.3.1 Agglomeration and dispersion forces in general
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By definition, a firm that is subject to seale economies is one whose average cost —ie. the per-unit cost—
of producing a good falls as the scale of production rises. This means that firms whose production is
subject to scale economies will benefit from concentrating production in a single location - think of
it ag a single factory, rather than setting up a factory near every market. For example, contrast the
production of car engines, which is marked by huge scale economies, with the production of cheese, )
which is economical even at fairly low levels of output (there are thousands of these around Europe).
Owing to scale economies, most European car cormpanies make all engines of a particular type in a
single factory located somewhere in Europe. The reason is that the per-engine cost of production is
much lower in big factories. When it comes to cheese, however, the cost reduction from having a single
massive cheese factory would not lower per-kilo production costs by much. For this reason, companies
tend to put cheese factories near the milk production rather than ship massive quantities of milk to a
massive cheese factory.
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The causality becomes circular because the movement of firms from the small market in the north to
g market bigger and the small market smaller. The reason is that,

the big market in the south makes the bi
by moving to the south, the firms create jobs in th
This affects market size since workers tend to sp
Dijon to set up in Paris, it moves jobs to Paris. This mak
somewhat easier to get a job in Paris,

‘agglomeration force’ since spatial concentration (the Dijon-to-Paris move} of economic activity creates
forces (the change in market sizes) that encourage further spatial concentration.

The basic ides is llustrated in Figure 10.7. It is useful to separate two things that are closely related:
market size (i.e. ‘south market as a share of total market’, or the spatial distribution of firms), and firm
location (i.e. ‘share of firms in the south’, or the spatial distribution of firms}.

e south and this induces workers to move to the south,

Share of firms
_in the south
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: When firms and jobs
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Production Exf;?g;twe local spending makes the
"9 1 south market bigger and
the north market smaller

To reduce shipping
costs, firms prefer to shiftin
locate in big market ,".I g

o

o

3
%
%
Ty
%,
3

South markety
as share of total
market

Starting from the left arrow, we see that the market size affects the location of firms. The logic rests on
firms’ desire to minimize shipping costs. The right arrow shows that the location of firms affects relative
market size. The logic is simply that firms employ workers and workers tend to spend their incomes localhy.
If' no dispersion forces were in operation, this circular causality would continue until the north was entirely
empty of jobs and firms,

This brings us to the second major type of agglomeration force: cost-linked ecircular causality. This

agglomeration force works in a fashion that is similar to demand-linked circular causality, but it involves
production costs rather than market size.

It is a fact that, in the modermn econory, firms buy plenty of things from other firms. These range from

raw materials and machinery to specialized services such as marketing, accounting and IT services. Since
itis cheaper to find and buy such Input from firms that are nearby, the presence of many firms in a location
tends to reduce the cost of doing business in that location, Thinking this through, we can see that a similar
circular causality will encourage agglomeration. Figure 10.8 helps explain this.

The figure separates two things that are closely related but worth keeping distinct: firm location
(i.e. ‘share of firms in the soutl’, or the spatial distribution of firms), and the cost-advantage of producing
in the big market (i.e. ‘cost of producing in the south’, or the spatial distribution of production costs).

Starting from the left arrow, we note that, if many firms are already in the south, then doing business in
the south will - all else equal - be cheaper than doing business in the north. This production-cost differential
influences the location of firms. The right arrow shows how the relocation of firms from the north to the
south tends to improve the business climate in the south and worsel it in the north, at least in terms of the
range of available inputs. Again, if there were no dispersion forces (e.g. wages in the north being lower than
those in the south), this circular caysality would empty out the north entirely.

end their incomes locally. For example, when a firm leaveg :
es it somewhat harder to get a job in Dijon angd:
S0 this move encourages workers to move to Paris. We call this an:
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= The 'dispersion force’ line is rising since the benefit of staying in the small region rises as more firms
move o the southern market. To understand the positive slope, note that the difference between the
degree of local competition in the north and in the south increases as a higher share of firms move
to the south. For example, suppose there were only four firms. When they are split 2-2 between

the regions, the local competition is even. When they are split 3-1, the local competition is more

intense in thfa 'reg.ion with three firms (the south). Finally, if the split is 4-0, then the difference in
local competition is even greater. Connecting these observations, we see that the dispersion force (Le,

the attractiveness of the small market) rises as the share of firms in the south rises. Graphically, this

means that the ‘dispersion force’ curve is upward-sloping.

Strength of the agglomeration
and dispersion forces

% 1 Share of firms in
big region {south)

Thfa locaﬁonal,l equilibrium is shown by point E; this is where the share of firms in the south rises to
& p_omt where incentives to agglomerate are just balanced by incentives to disperse. It is instructive to
)nglder why other points are not the equilibrivm. For example, consider the point where half the firms
e in the north, For this equal distribution of firms, the strength of the agglomeration force is shown by
int A; the strength of the dispersion force is shown by point B. Because A is greater than B, we know that
e aggllomeration force - Le. the force leading more firms to move to the south - is stronger than the
spersion force ~i.e. the force leading firms to move to the north. As a consequence, having only half
e fms in the south cannot be an equilibrium. Moreover, since the agglomeration force is stronger than
e disp.ersion force, some firms witl move from the small north to the big south.

As f]rx.ns move southward, the gap between the agglomeration force and the dispersion force narrows.
1e loca‘tlon equilibrium is where the two forces just offset each other, namely, point £, where the share
‘ fu‘mg In the south is 8. Although it Is not shown in the diagram, readers can easily convince themselves
at points to the right of point £ involve a sifuation where the dispersion forces are larger than the
jglomeration forces so the share of firms in the big region would tend to fall back to point E,

NP SR PR ¥ ST o ¥ i ‘ 5l
e Jocalion sffects of tighier Furopean rfagration

nalllg, we come to the main subject of this section: How does tighter economic integration affect the
cation of indusiry inside a nation? We think of greater economic integration as lowering shipping
Ste. 'Note that here we are speaking of the trade costs among regions within a nation. Such cost
ductions come with improvements in technology and improvements in transportation infrastructure
d competition. All of these are fostered directly and indirectly by various elements of European
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integration. This is especially true for EU regional spending on roads, airports, seaports — the sort of
thing we discuss below. It is worth noting, however, that such within-nation integration would proceed
even without Furopean integration. For the purposes of the diagram, we do not care aboul the exact
reagon trade costs are falling; we simply assume they do fall and trace out the impact on the spatial
disperston of firms.

How do we show the trade cost reduction in the diagram? The first point is that the agglomeration
force line does not move. The agglomeration force is based on the fact that the northern market is
bigger and this fact does not change when trade becomes freer. Nothing happens to the ‘agglomeration
force’ line,

Freer trade, however, has a very direct effect on the ‘dispersion force’ curve. The source of the dispersion
force is that trade costs protect firms located in the small market from competition from firms located in
the big market, It is clear, then, that something will happen to the dispersion force line. To get a handle
on this, consider a very particular point on the line, the point where the share of firms in the big region is
Ve, At this point, the level of trade costs has no influence on the relative attractiveness of the two regions.
Whether trade costs are high or low, the degree of local competition in the two markets will be identical
The thrust of this is that the dispersion force line must always pass through point B in the diagram. Any
change will be a rotation of the line around point B.

For points to the right, the dispersion force line must come down. The reason is that, with more firms in
the south than the north, the advantage of being in the low-competition north (low competition since there
are fewer firms there) is reduced by lower trade costs, In other words, the lower frade cosls provide less
protection against competition from south-based firms. For this reason, the local competition advantages
of being in the north are reduced. Since this is true for all points to the right of %, this shows up graphically
as a clockwise rotation of the ‘dispersion force’ line around the % point.

Given that the dispersion-force curve rotates clockwise and the agglomerationforce curve siays put, the
new locational equilibrium is at point E'. Note that this involves a higher share of firms in the big region. In
other words, free trade promotes the agglomeration of economic activity in the initially big region. As we saw
in Figure 10.2, this within-nation concentration of economic activity is a widespread phenomenon in Europe.

The simplifging assumptions above made it very easy to study integration’s impact on the location of
economic activity in Figure 10.9. While it assumed away many important factors affecting the location
of economic activity, it is sufficient for understanding the basic economic logic of how tighter European
integration can be expected to favour the location of industry in Europe’s core regions. Some readers,
however, will want to explore the economics of this in greater depth. Box 10.2 shows how some factors can
be included in a modified version of Figure 10.9.

As it turns out, it is not very difficult to add back in a number of complicating factors that we assumed
away to start with.

For example, we can easily allow for circular causality in the agglomeration force. We do this
by drawing the agglomeration-force line as upward-sloping (Figure 10.10). If the line slopes upward,
it says that the strength of the agglomeration force rises as a larger share of firms move to the big
southern region. This addition raises an extra complication concerning the impact of freer trade. Freer
trade rotates the dispersion-force line as in the text; however, now it also reduces the agglomeration
force for any level of firms in the north. The reason is clear; the agglomeration force stermed from
the fact that locating in the big market helps a firm reduce its shipping costs. Simnce lower overall
shipping costs narrow this difference between the markets, the agglomeration-force line shifts down.
The complication is that there is now a graphical possibility that the new E' will be to the left of the old
E. A careful study of the logic shows that this cannot occur. Roughly speaking, the free trade reduces
the aggiomeration forces by less than the dispersion forces so the new location equilibrium involves

more spatial concentration.
gy
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We can consider other dispersion forces by shifting the dispersion-force curve up or twisting it at the
ends. Ij"or c?ispersion forces that are not related to the share of firms in the north, the dispersion-force
(?urv'e is shifted up vertically. For example, it could be that one region is intrinsically more pleasant to
live in. Since the impact of this on location does not depend upon the share of firms in the south, we
allow for such forces by shifting the curve either up or down. Interested readers can easily check ’tha.t
a downward shift will increase the equilibrium share of firms in the south. Other dispersion forces
ho'wever, are related to the share of firms, For example, the concentration of firms in southern Englanci
‘d_ﬂ"fes up the wages of workers in this region. Other things equal, this acts as a dispersion foree in that
it discourages some firms from moving to the south. We can reflect this in the diagram by rotating the

dispersion-force line counter-clockwise around the % point.

The: facts presented above showed that European integration was accompanied by location effects within
na?tlons that are quite different from those between nations, Buropean integration seems to be associated
with a more even dispersion of economic activity in the sense that per-capita GDP figures tended to
converge pati_on by nation. Within nations, however, the opposite has happened. In most Member States
reglonal disparities have grown as European integration has deepened. The theory presented above helps,
us to u{xderstand the difference. The key factor is the mobility of capital and labour.

'Whﬂe there are few remaining restrictions on intra-EU labour flows, workers seldom move across
national borders in the EU. Labour mobility between regions within a nation is higher, butstill not enormons —
as we can see with the huge variation in regional unemployment rates. However, labour mobility has not
always been low within nations. The post-war period, for example, saw a massive shift of the population
fror(ril ru%‘al to urban regions and this often involved a move across regional boundaries. Moreover, other
fggioizm‘;; }f;ﬁﬁzss:f:erlt:;?osobﬂe; for example, capital and skilled workers are quite mobile between
. Ov&larsunpﬁ.fging to make the point, think of all factors as perfectly mobile within nations, but perfectly
um.nobﬂe across nations. In this case, removing barriers to trade allows nations to specialize in the sectors in
which they have a comparative advantage. The resulting efficiency galn allows all nations to increase their

Theory part fil: putting it all together

output. Moreover, deeper aspects of integration, such as foreign direct investment and mobility of students,
suggest that European integration would also be accompanied by a convergence of national technology
frontiers to the best practice in Europe, with the technological laggards catching up with the technological
jeaders. Both of these factors would promote a convergence of per-capita incomes across European
nations. Importantly, the lack of factor mobility across nations means that aggiomeration forces are not
dominant at the national level. That is to say, the cycles of circular causality that might lead all economic
activity to leave a region have no chance of starting. This conclusion must be modified to allow for sector-
specific clusters, Even if productive factors do not move across national boundaries, agglomeration forces
operating at the sectoral level could result in nations specializing in particular industries. For example,
deeper integration could foster greater geographic clustering of, say, the chemiecals industry and the car
industry, but in the end each nation ends up with some industry.

By contrast, the much greater mobility of factors within nations permits backward and forward linkages
to operate. As one region grows, it becomes attractive to firms for both demand and cost reasons, 50 more
firms and more factors move to the region, thereby fuelling further growth.

10.4.1 Regional unemployment

The analysis so far has assumed that wages are flexible enough to ensure full employment of all labour, Since
regional unemployment is a serious problem in Europe, we turn to the economiic logic connecting delocation
and unemployment. As usual, we follow the principle of progressive complexity by starting simple.

If wages were adjusted instantaneously across time and space, we would have no unemployment. The
wage rate paid for each hour of work would adjust so that the amount of labour that workers would like to
supply at that price just matched the amount that firms would Iike to ‘buy’ (hire). In this hypothetical world,
the wages would instantaneounsly jump to the market-clearing level, ie. the level where labour supply
matches labour demand. Things are not that simple, however.

For many reasons, most European nations have decided to prevent the wage - the ‘price’ of labour -
from jumping around like the price of crude oil or government bonds. (See Chapter 8 for a more formal
treatrnent of unemployment,) All sorts of labour market institutions, ranging from trade unions and
unemployment benefits to minimum wages and employment protection legislation, mean that the price of
labour is systematically stabilized at a level that exceeds the market-clearing wage level. The direct logical
consequence is that workers systematically want to offer more labour at the going wage than firms are
willing to hire; this is the definition of unemployment. As in any market, if the price is fixed too high, the
amount offered for sale will exceed the amount that is bought,

In most European nations, there is a strong spatial element to this pricefixing of labour. Take Germany,
for example. For many reasons, labour productivity in the eastern Linder is lower than it is in the western
Linder. Thus, firms would only be willing to erploy all the eastern labour offered if wages were lower in the
east. However, German labour unions have methodically prevented eastern wages from falling to their market-
clearing level, either in an attempt to avoid downward pressure on thefr own wages or, more charitably, in the
spirit of solidarity with the eastern workers who actually do get employed. Whatever the source of regional wage
inflexibility, its logical consequence is regional unemployment. Moreover, since firms can leave a region much
more easily than workers, a continual within-nation clustering of economic activity will tend to be associated
with high levels of unemployment in the contracting regions and low levels in the expanding regions.

Finally, it should be clear that this sort of mismatch of migration speeds (firms move faster than
workers) — teamed with a lack of regional wage flexibility — has the effect of creating an agglomeration
force. A little shift of industry raises unemplogment in the contracting region and lowers it in the expanding
region. Since tnemployment is an important factor in workers’ migration decisions, the initial shift makes
workers more likely to migrate to the expanding region. Such migration, however, changes the relative
market sizes in a way that tends to encourage more firms to leave the contracting region. (For a detailed
account of geographical clustering of unemployment in Europe, see Overman and Puga, 2001).

10.4.2 Peripherality and real geography
Our theoretical discussion has intentionally simplified physical geography considerations by working with
only two nations, both of which are thought of as points in space. Real-world geography, of course, is
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sccessibility index for each region measures the region’s closeness to other regions that have a lot of
‘aconomic activity. For example, to calculate the accessibility of the region that contains Paris, the lle de
‘France, one calculates how long it would take to get from the centre of Paris to the main urban centre of
avery other region in the EU (the calculation varies somewhat according to the form of transport used;
Te map here works with road transportation). Finally , one weights each of these transport times by the
estination region’s share of the EU’s total economic activity. Adding up these weighted times gives us an
dea of how close Paris is to the bulk of EU economic activity. Doing the same for every other region gives

- us an index of accessibility by region.

: ek g
‘Most Europeans ut disadvantaged regions as part of their general preference for social cohesion.

Indeed, reducing regional inequality has been a headline goal of the European Union since ifs inception in
ne later 1950s and this was reaffirmed in the Lisbon Treaty. Article 174 of the Treaty of Lisbon states:

This section reviews the main aspects of EU regional policy, which has developed gradually over the
last six decades. See Her Majesty's Government (2014) for a succinct history of EU cohesion policy, which

is here taken as a synonym for regional policy.

10.5.1 Instruments, objectives and guiding principles

In its latest long-term budget plan, the so-called Multiannual Financial Framework for 2014-2020, the EU
is committed to spending a third of its budget on cohesion policy. How is this money allocated? Here, we
just touch upon the main points. Interested readers can find well-written documentation of the full details
at http://ec.europa. ewregional policy/index_en.htm.

The guiding light for cohesion spending in the period 2014-20 will be the ‘Europe 2020 Strategy’ for ‘smart,
sustainable and inclusive growth’. This 10-year strategqy was introduced by the European Commission in
2010 with the explicit goal of overcoming the global and Eurozone crises. It has 11 thematic objectives — 3
wnder smart growth, 4 under sustainable growth and 4 under inclusive growth {see Table 10.2). EU nations
negotiate partnership agreements {(‘Operational Programmes’) with the European Commission on how they
will use EU funds to help deliver the Europe 2020 strategy.

The new cohesion policy for 2014-20 will involve thousands of projects. These will range from
improving transport and telecommunication links with remote regions, helping small and medium-sized
enterprises in disadvantaged regions, cleaning up the environment, and improving education attainment
and skill levels.

Every region in the EU s eligible for cohesion spending of one type or another, but the bulk of the roney,
about 80 per cent, goes to poor regions. Specifically, about two-thirds goes to regions whose incomes are
less than 75 per cent of the EUZT average — the so-called less developed regions. Another 13 per cent goes
to “transition’ regions whose incomes are between 76 and 90 per cent of the EU27 average. The remaining
20 per cent can be spent in all other regions, i.e. those with incomes above 90 per cent. Something like
3 per cent of the money is earmarked for cross-region projects that reduce the negative effects of borders,
This ‘Buropean Territorial Cooperation’ helps regions work together to address common problerms such as

pollution in the Baltic Sea and cross-border use of hospitals.

10.5.2 Allocation by Member State
Spending per nation ig set down in {he Multiannual Financial Framework for 2014-2020. As Figure 10.12

shows, a rough negative correlation exists between high receipts per capita and high incomes. Estonians get
the highest receipts, at €2,700, while the Dutch get the least, at just €84 per capita spread over the seven years.
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Thematic objectives in the Europe 2020 strategy

Strengthening research, téChhélﬁglc'a'l_'devélopmém and innovation

2. Enhancing access to, and use and quality of, information and communication technologies

3 | Enhancing the competitiveness of small and medium sized enterprises (SMEs) -

SR o i

.. Supporting the shift towards a low-carbon economy in all sectors

Promoting climate change adaptation, rsk prevertion and mariagement

" Preserving and protecting the enviroriment, and promoting resotirce efficiency

-3 ._du_ e s

- Promoting sustainable transport and removing

G ?

 Promoting enployment and supporting labour mobility

. Promoting social inchision, combating poverty and countering discrimination S

100 - fnve'sﬁng'in edﬁcaﬁ_on,‘ skills and lifelong learning - .+~ ..

‘efficient public administration -~

Enhancing instittitional capacity of public authorities and stakeholders, and ﬁfdmoﬁh;f]:' :

As far as total national receipts are concerned, Poland is the standout. Poland will

(Spain and Italy).
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get an astounding
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differences have narrowed. The second - based on the so-called new economic geography - focuses
on agglomeration forces that account for the way in which tighter econornic integration can foster the
clustering of economic activities within nations.

The chapter also presented the main outlines of the EU’s regional policy. The goal of this policy is
to help to disperse economic activity to less-favoured regions. Most of the money is spent on so-called
convergence regions that typically have per-capita incomes that are less than 76 per centof the EU average,
The EU spends about a third of its budget on these policies,

...... ™y
! Draw a dlagram with the extensions to the agglomeration diagram suggested in Box 10.2.
¥ Download the Buropean Commission’s proposal for reforming structural spending and corapare
it to the principles of the system in place up to the end of 2006,
4 The educational level in all EU nations is rising. How would this affect the spatial allocation of
production in the Heclscher-Ohlin framework?
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