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Regional implications of Economic and Monetary Integracion

Some main isaues for discussion

Four main 1ssues are ourlined in the Annex.:

(1) Firstly is the 1ssue of economic snalysis whether the processes
of marker and mometary integration are inherently likely to be either
progressive or regressive in thelr impact on regional disparities in

the level of ecomnomic¢ activity and in¢omes.

The economic literature points ro the presence of several conflicting
paradigms, which 1s why it seems not justified co make any simple
predicrions, such as thar the geographic core will profir at che
expense of the periphery, or that low-wage areas will profit at the

expense of high-wage areas. it %eams necessary to adopt a rather

agnostic overall view, unless one 13 prepared to undertake an

excansive and complex multi-factor analysis of the determinants of the
evolution of individual regions. Actual ctrends of comparative
regional developments in the industrialised councries would seem TO

confirm this call for caution.

Does the Committee share this view?

(11) Second 1s the Questxod of what level of regional couvergence
should be expected to accompany Or even be 2 pre~condifion to monatary

union.

It 1s observed that disparities within the EC  at present are

considerable, but not 1incomparably greater =than in some mature

federations such as the Unitea Statee, Canada or Switzerlaad. The
political coleramce level for thesa dispariries may be relatively high
when language and cultural barriers resulr in a low propensity to
migrate, as 1s tha case 1n much, bur not all (viz JXreland) of the

Community.

Does the Committee ghare this view?



(111) Third, regional policies haves been evolving in the light of
experience of cthe 1industrialised countries (in che Community and
elsewhere), 1in ':ne direction of a Llesser emphasis on automatic,
generalised and larger-scale transfers, and with more emphasis on

incenctives for decentraliged local development efforts.

Such thinking 18 also reflected in the current reform of cthe EC's
structural funds. However regional policy in the EC contexr 1s also

addressed to specific problems such as crogss-frontier infrastructure

necworks and easing the adjustment costs caused by EC policies such a8
1992.

Does the Committee sympathigse with these directions of policy

development?

(1v) Fourcth, thera is the question what further needs would arise in
the cage of a European monetary union, notably as regards budgetary

aechanisms having regionally redistributive effects.

The experience of all federal economic and monetary unions 1s that a
diversity of budgetary mechanisms combine 1in assuring an important
"shock~absorber” function as between reglons and states with respect

to the impact of cyelical and structural shocks.

However, the degree to‘which such shocks are absorbed, and the type of
mechanisms used (budget equalisation transfers, specific-purpose
grancs, automatic regional effecrts o¢f federal taxes and soclal
security) is quite diverse. There is no apparent model on which all
ilacegration efforts seem destined to converge. It would thus seem
pLauslbLe' to suppose a substantial developmenc‘ of the budgetary
function of the EC in the case of a monetary umion, but the mechanisms
would need co be chosen as a funcclion of the sgpecific needs of the

Community &t that tima.

Does the Committee share this preliminary assessment?
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ANNEX ( )

Reglonal Implications of Economic and Monetary Integration

Since monetary integration progressively eliminates che instrument of Aomical
exchange rate adjustment between the reglons of che economy, this

poses a number of 1ssues concerning reglonal adjustment and
convergence, notably:

= the question whather the processes of wmarket and nonetary
integration ara Jlikely to be progressive or regressive in their
lmpact on income distribution between regions; ’

- the degree of convergence of regional economic performance that
may be judged normal or desirable in a double programme of market
and monetary integration, or even as a pre-condition to embarkiug
upon such a programme;

- the lessons of regional poliecy, as revealed in part by how the
public authorities have 1im recent times being adapting cheir
policy ingtruments or strategies,

- how the mature federal monetary unleons have handled these issues
and wnether this is helpful in chinking about the future needsg of
& European monetary union.

The impact of integration om Yegional convergence. Economic analysis
1s currently more agnostic than has sometimes been argued about
whether the process of economic integration should lead to regionally
regressive or progressive outcomes. Both theorerical and empirical
evidence contribuce to this new view.

A traditional view, that predicts a regressive concentracion of
prosperity on rich regions at the geographic centre at the expense of
a poorer periphery relies on two srgumencts: firstly, the locational
disadvantage in terms of transport costs of che periphery, and,
secondly, the cumulative advantages of economigs of scale 1n Jarge
scale  production (in the enterprise, and in the wider economic
advantages of large urban agglomerations),

While these arguments have a certain weight, a more qualified view 18
obtalned when a number of newer arguments are iatroduced. One relates
to changes in technology end demand, which witness a faster growth of
demand now in the industrialised countries for commodities that have a
high value per unit of weight (electrics, electronics, office and
data~-processing productg, chemical and pharmaceutical products, high
quality foods and clothing), with low-growth seen in the case of many
commodities that have low value per unit of weight (metal ?rOduccs,
ores and metals, basic rextiles, construction materials).(l!) This
means that transport costs are becomlng, on average, less important in
the locacion of industrial production.
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Developments in telecommunicarions and capital mobility also make it
less evident where encterprises will choose to locate thelr different
facilicies. The factors just mentioned enhance the sensitivity of
investment declsions to cthe relative lJevels of costs other cthan
transport and the quality of the business environment in competing
locartions. In addition, EC initiatives in the 1992 programme and
accompanying policies should have a beneficial impact on the Lransport
and telecommunications facilities. All the main cransport services
will be rendered more compericive by the 1992 programme, which will
further ercde, without of <course eliminating the locational
.disadvancages of the periphery.

Also relevant to cthe isgue at haund, there has bean a fundamental
change of emphasis in the economic literature 1in the analysls of
international trade and induscrisl organizacion.(2)

The new view gives less importance to the paradigm of comparative
advantage as an explanation of trade., While for some sectors the
distribution of comparative advantages remain relactively fixed
(agriculture, tourism), for much of 1industry natural endowments are
not 80 ilmportant. The alternative parsadigm 1s that trade 1ncreasingly
conslsts of a complex pattern of intra-induscry specilalisations
between reglions and countries of the indusctrialised worid, especially
1n Wesctern Europe. Competitive advantages are more to be actributed
to deliberate strategies of the public authorities relating to maiKet
conditions and investments 1in human capital, R&D and economic
infrastructure, and the reacrtions of WOLLLE€  CcoTporations ~to these™
strategies. The likelinood of systematic imbalances in the impact of
market integration is reduced. So aiso the predictability of winners
or losers is less.

This c¢omplex set of influences seems o be consistent with che
uncertain pattern of regional economlce trends in the industrialised
economies. It may be observed, for example, that the United Statas
economy hag$ 1n recent years seen pronounced economic growth at 1tcs
geographlc edges rather than favouring any dominant centre. There
have also been striking changes in the relative’ economie performance
of cerctsin regions: the emergence of much of the south from economic
backwardness, and the recovery of New England. Extreme locational
disadvantage 1n the Far BEast Asian economies has not prevented
spectacular advances in their market shares 1in Norch America and
Europe. Within Europe, much of the periphery has been growing faster
in recent years than the geographic core of the EC,(During the present
decade the UK, Spain, Portugal and Italy have grown on average 0.5.%
per annum faster than the average of Cermany, France and the
Benelux). Wichin cthe Jlarger EC countries the plcture 1a also a
complex one, but one in which one can recognise some of the arguments
advanced above. Within Germany the traditional core regions (e.g. the
Ruhr) have 'slipped behiund, as alse have other traditional regions such
as Wallonia and north-eastern France, which are centrally placed in a
Community perspective. Meanwhile new centres of growth have emerged,
a8 1n

varf/ e

~r e T ETEAEET_TV TN MRET TN T MmUY 1M emRT OO oToLae



Bavaria and the Rhone valley where these trends are relaced to the
technological shifrs mentioned. Wichin Italy cthe problems of the
Mezzoglorne have been gradually changing, wicth prosperity spreadiug
down the Adriatic coast, and the deep problems of Calabria, Campania
and Sicily manifestly infiuenced by non-economic factors. Within the
United Kingdom, one has seen parts of Wales and Scotland, whose
industrial structures had much in common with Wallonia and Norch-East

France, make rather striking recoveries, in spite of their geographic

peripherality.

Regional 1nequality in economic and monetary  unions. A related
question 1s to ask whether the experience of existing monetary unions

points to cerctain minimum sctandards of regional convergence,

which would be implicitly—required..for wiability of the union. Put
more strongly still, the question may be put whether there are
pre-conditions of this kind to be met before unions should be formed.

Comparisons of regional product or income levels per capita c¢all for
care over the comparability of the unit sizes, since the smaller the
units che larger tend to be the differences. In comparing the EC and
the US, one may observe that the 12 Member States' GDP per capita
ranges from 47 in Portugal to 129 in Luxembourg, whereas in the US, ot
9 census regions the range of per caplta incomes 18 from 77 in the
South~East to 1lll in the Far-West. If one looked for a closer
comparigon with the US census regions, thus merging small units into
larger ones, one may note a range berween 66 for the Iberian peninsula
to 122 for North Eastern Europe (Germany and Denmark).(3)

At the level of small units, one observes a raenge of 66 for
Mississippi to 131 for Alaska and Washington D.C., which compares with
45 for the poorest regions of Greece to 237 for Groningen, followed by
195 for Hamburg, 159 for the Ile de France and 155 for Greater
London., Both rtop groups include regions which are conspilcuous for
their hydrocarbon production, which 18 a reminder of how these
inter-regional comparisons may be of uncertain policy eignificance
when small units are compared.
{

Ocher federations have considerable intra~regional differences. In
Canada, Newfoundland at the bortom records GDP per capita of 60,
compared to Alberta at 123. In Switzerland, Obwald at che bottom
records & GDP per capita of 76 compared to Zug at 160. In che Federal
Republic of Germany, cthe Saarland at che bottom records a GDP per
capita of 91, compared to Hamburg at 165.

Among the unitary countries, France and the United Kingdom eXperience
disparities which are of the same broad proportions as in Germany,

whereas Italy experiences wider dispartities ~ comparable to those of
Canada or Switzerland.
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Overail thils data suggests that the regional disparities in the EC are
gsomewhat greater than in the United States, but not incomparably so.
Many economic and monetary wunions observa considerable regional

disparities. However, these simple statistical comparisons have to be

qualified by a number of socio-political congiderations, of which one,
oL the most important 1s TH& propensity for people ro migrate between

reglons &nd the political system's AtCitUdE to mLBratioh,. —ASSUNLNG &

legal™ freedon To “Migrate between states, the imporcant issues are
whether cthe populations have a high propensity to migrate across
political frontiers and whether such migration is considered, in terms
of political values, polirically, mnegatively or positively or
neutrally. In cthe Unired States the propensity to migrate is high and
its policical acceptabiiity 1s also relacively high. Across the
language frontiers of the EC, the propensity .To migrate is today
rather low but, politically, mass mligratory movements would also be
viewed more critically.

A given degree of regional income disparity would call for & more
prompt or powertul policy response where the propensity to migrate was
high and its political acceptability was low., In practice, the US
seesa&=htgh—eae¢ a high propensity but also a high acceprability of
migracion; therefore there 1s a vrelatively relaxed view of
inter-regional disparities. Wicthin che EC, the  political
acceptability may be Lower, but cthe propensity to migrate is also
lower on the whole. It might be expected theretore that the EC could
tolerace as great, 1f not somewhat wWider regional dlgparities than the
US. For these reasons the present level of disparities within the EC,
while actually the target of policies to reduce them, need not be
regarded as a road-block on the path =cto furcher incegration:
especially when 1t 1s observed that quite a few backward areas are now
catching up or recovering.

Irelana 1s ctoday the only EC countYy experiencing & politically
uncomforctable rate of emigration. The larger part of this goes to
other English speaking countries (60% to the UK, 25% cto North
America). This may explain a high propensity to migrate in the Irish
case, but of course does not ease the economic problem of Lloss of
educacional investment in human ¢apital.

The case for Turkey, comparable 1n some ways to Mexico in relsation to
the Uniced States, offers s further perspective on these issues.
Turkey's income per capita 1s one~third lower than that of Portugal.
Turkey's population shows a high propensity to migrate when cthe
regulations of cthe countries of immigration permit it, no doubs
influenced by the extremely low wage levels 1in Turkey and the almost
non~existent soclal security provisions for much of cthe population,
If che EC labour market were opened to Turkey, that country's
potential emigration would appear to be very substantiadl. In this
case 1t ls realistic to discuss the 1ssue of pre-conditions to joining
a Eurcopean economic gnd monerary union whereas among the present
mempbers of the EC this debate seems -to be much less relevant.

Evolution of regional policies. To identify cthe essence of new
trends 1inm regional policy in the industrialised c¢ountries, it 18
useful to characterize three types of. strategy. Practise does not
correspond to any of chese types in a pure way, but che evolution of
their relative importance is significant. The three types are!
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(a) policles that are designed to compensate for institucional
rigidicties in faccor prices or mobility. These are illustrated, on
the side of labour, by the reduced social security taxes applied
in the South of Italy since 1971 or the regional employment
premiun system of the Unitad Kingdom of the nineteen-sixties
(avolighed 1n 19xx). On the side of capital, there is the
widespread tendancy to differentiate investment grants regionally,
although here also there 1s nowadays some tendency to apply such
subsidies more sealectively. These may be called "neo-classical”
regional policies. ‘

(b) policies that are designed to sustain income and demand in the
reglons cthat for structural or cyeclical reasons may be
economlically weakened. The main mechanisms here are budget
equalisaction tranafer gystems, oftren found in federations, and the
automatic inter-regilonal redistriburive effect of central fax and

Asound security systems., The Reagan Administraciord 1n the United
Stactes, for example, reduced the importance of these mechanisms,
avolishing the federal revenue-sharing system. These may be
called "Keynesian" or "demand-side" regional policies.

(e¢) policies designed to improve the resource base of the region, not
only through subsidised investments in physical infrastructure and
human capital, but also through incentives o encourage local
initiacives, even new institutions, to mobilise efforts for the
regeneration of weakened regions or communities. The financial
flows 1in these cases may be less chan under the first Cwo
categories. Policies in several countries, in North America as
well as Europa, and 1n the EC icaelf, have been heading more in
this direccion. These may be called "decentralised supply-side”
regional policies.

There are some reasons why an attempt ©o move more in the direction of
the firsc two types of policy would not seem advisable for the EC in

.its mnext phase of systemic development. Regional employment
subsidies, on a macroeconomic scale, would risk an inappropriate
slgnal to those responsible for JLlabour competitiveness. With the
reduction of exchange rate variability, it 1s important for the wage
system to  enhance its  responsiveness to competitiveneas
considerations. To suggest that deficlencies in this respect would be
compensated by subsidies would be dangerous. As regards the
subsidisation of capital, the risks to be averted are also those of
encouraging inefficient investment, and in particular a
capital-intensive bias that may exacerbate employment problems.
Experience in some European countries shows this to ba not Jjust a
theoretical possibilicy.

As regards cthe Keynesian type of rtransfer policiles, these are
Justified basgically by either of two criteria, one political and the
other ecomnomic, but neither of which are strongly represented in the
EC at the present time. The political case is where a country chooses
Lo write inte 1ts constitution, eXplicitly or implicitly, the

objective of having nearly equal scandards of public welfsre and.

services in all regions, as seen in Germany or Australia for example.
The economic case 1s where labour mobility is so fluid that moderate
diftferences in public welfare saervice and tax systems may be
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sufficient to induce migration that has no other economic
Juscification. (However, in the United States the fluidity of
migration Dbetween Jjurisdictions 18, to some degree, perceived ag a
control on the efficiency of local or stcate public administrations.
Thils 1s an extreme extension of the paradigm of "competition between
rules”).

In much of cthe industrialised world there has developed a considerable
scepticism ovaer the effectiveness of the first two categories of
centrally developed and financially rather massive_ _systems_ of
regional traunsters. This 18 at least the case when the policy
objective goes beyond purely distribuctional issues and 1s addressed o
helping weak regious improve thelr relarive economic performance. AS
a8 result chere has been some shift in favour of policies that rely
more on decentralised initiative and a more selec¢tive availability of
central subsidies. 1In the United States some striking success stories
have been seen 1in some states ~ such as Massachussets, Ohio, Michigan
and Pennsylvania - which organiged theilr own revitaligation
programmes, and succeeded 1n achieving dramatic reduccions in local
unemployment levels. In general in the United States regional income
disparities have reduced greatly over the last 50 years, with che
South-East moving up frowm 53 to 86 in TrTelation to the national
average, the South-West moving up from 69 to 94 and the Plainsg from 76
to 96. Federal subsidies could hardly be regarded as the key to this
convergence,

In Europe there have been only hesirant moves in the direction of more
decentralised forms of reglonal policy, although  peolitical
reglonalisation has been important in some countries: Spain, ILtaly,
to a lesser degree France, and more emphsatically now in Belgium. The
United Kingdom has seen considerable change iIn the organisation and
powers ot local govermment, and this has showad up in the emergence of
regional development efforts wich new organisational forms. An
interesting example is seen in the Strathelyde area of Scotland, where
tnere have been consliderable achlevements ¢o0 the credit of the
Scotcish Development Agency and the Strachclyde Regional Council.
These have been supported by the EC Structura} Funds, including an
Integraced Development Programme. The main points here have been a
reduced emphasis on grants for large inward investment projects, with
more emphasis on the encouragement of local encrepreneurship and
labour ctraining, environmental improvement of old urban areas and
- local 1inatitutional developments favouring policy innovation and local
initiative. This has features 1in common with sgome of the US success
atories.

Current reforms of the EC's structural funds push alsoe in some of
these directions. The new regulations entering into forece in 1989,
applicable until 1993 by which rtrime the vreal laevel of annual
expenditure will have been doubled to 14 billioan ECU, call for the
preparation of regional development pians, including a reglional
dimension even in the smallér~Member—Stares—sUchH 4as [Teldnid, FOortugak
and Graece. —For tHese threecounTr ressand—to—alesser—degrae—for
Spain also, the funds will permit a qualitative improvement in
economic infragtructure such as transporct and telecommunic¢ations; also

'll/.‘.

cod TTOAQCTP-7C ACTTM TAMMATHD \OANMT CCIMAT €O, COHIHEr



the expansion, in some cases establishment for the first time, of
extensive manpower training schemes. Another point of emphasis in the
reformas 18 to support the needs of industrial areas defined at the
level of quite small regional units, hit by serious problems of
restructuring. This should help overcome, inter alia, the adjustment
problems posed by the 1992 programme.

The budgetary grants of the structural funds, combined with loans from
the European Investment Bank, are due to rise, as 2 share of the
beneficiaries GNP, to around 5% 1in the case of the three smaller
countries, and 1 1/2% in cthe case of Spatin. These amounts will
represent substancial percentages of the ctotal financing of these
countrles' economic infrastructure and manpower training programmes.
In terms of the absorbtive capacity of the countries concerned, either
managerlial or from che standpoint of avoiding iunflation bottlenecks in
gectors such as construction, the funds are on a scale that already
represents a considerable challenge for the beneficiaries. The
Commission also has particular responsibilities for evaluating the
experiences of this new phase of EC structural policy.

The case of economic and monecary union. As and when the system 1in

the Community moves to a fully developed economic and monezary union
one might expect the Community's budgetary mechanisms also to
develop. The exiscting systems of the advanced federations have some
common features, but 1t 1§ not evident that between them cthey offer
anytning Jike an ineluc:able model on to which all integration
processes wust converge. ( )

As regards the most expliclit forms of inter-regional distribution,
three federations (Australia, Canada and Germany) have budgetary
equalisation mechanlsmg which raise che -£fiscal capacity of weak scates
to- federally _determined minimum standards. Howaver two faderactions
(Uniced Stactes and Switzerland) have done otherwise, relying more upon
specific-purpose grant mechanisms for pursulng policy objectives such
AR haalrh, adurarian sud investRant in aconomie infractruoture. Thcac
programmes have a far weaker inter-regional redistributive power cthan
the equalisation sysgems. The pattern hete ({8  more JLiKe a wuch
extended version of the Community's structural funds and 1its
instruments for pursuang technology policy objectives.

0f course the cenctral responsibility for defense is a common feature
ot all the federations, together with 1ts financing by federal
taxation, usually including a heavy income tax component. This aiways
results 1in a significant degree of automatic and implicit fiscal
redistribution between rich and poor states.

Social security systems may also have an imporcant role in automagic
inter-reglonal distribution, and <cthis is certainly che <c¢ase 1in
Germany. However social saecurity in several <¢ases has strongly
decentralised features. Indeed in the United States social security
regimes, especially for health care, probably differ more between the
gtaces than is the case betwean the Member States of the EC.
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A common feature, nonetheless, is that 1in all federations the
different cockrails of federal budgetary mechanisms have powerful
"shock-absorber" effects dampening the amplitude either of economie
difficulties or surges in prosperity of individual states. This 18
both the product of, and source of the sense of national solidarity
which all relevant economic and monetary unions share.(s)

(1) For data see Table 1.1.3. of "The Economics of 1992", European

: Economy, No 35, March 1988.

(2) See Chapter 8 of "The Economics of 1992" for a fuller presentation
of these arguments and further references.

(3) Detailled regional data is given in “Efficiency, Stability eand
Equity" (annexes D and E), report of a group of experts presided
by T. Padoa~Schioppa, Oxford University Press, 1987.

(4) These mechanisms were documented 1n detail in "The Role of Public
Finances in FEuropean Integration” (Vols. I and II), report of a
group of experts presided by Sir. D. MacDougall, Commission of the

, EC, 1973.

(5) "Releavant" here is meant to eXclude the frequently observed cases
where wery small units voluntarily enter intc economic and
monetary union with wuenh larger neighbours, semetimes exploiting
tax-haven advantages in preference to fiscal integration.

<Pt A ' TTPAQCA—2-7C ACTTM TARATHN YNNI CEIAT AQ. CZhHr





