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Regional implicatioms of Economic and Monetary Integration
Sone main i1ssues for discussion

Four main issues are outlined in the Annex.

(1) Firstly is che 1ssué of economic analysis whether the processes
of market and mometary integration are inherentiy likely to be either
progressive or regressive in their impact on regional disparities in

the level of ecomomic¢ activity and incomes.

The economiec literacure poincs to the presence of several contlicting
paradigms, which 1s why it seemg not justified to make any simple
predictions, such as that the geographic core will profit at tche
expense of the periphery, or that low-wage areas will profit ar the
expenge of high-wage areas. It %aems neceasary to adopt a rathey
agnostic overall view, unless one 1s prepared to undertake an
excansive and complex multi-factor analysis of the determinants of the
evolution of dindividual vregioms. Actual rtrends of comparative
reglonal developments in the industrialised councries would seem to

confirm thls call for caution.
Does the Committee share this view?]

(11) Becond is the duestion of whar level of regional counvergence
should be expected to accompany or even be a pre-condirion to mMORatary

Union.

It 1s observed that disparitles within the EC at presenc are
congiderable, but not incomparably greater than in some mature
federations such as the United Statee, Canada or Switzerland. The
political ctolerance level for these disparirties may be relatively high
when language and cultural barriers result in a low propensity to
mlgrate, as 18 the case 1n much, bur not all (viz Jreland) of the

Community.

Does the Committee share this view?
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(11i) Third, regional policies havesbeen evolving in the light of
experience of the industrialised countries (in che Community and
elsewhere), in the direction of a lesser emphasis on automgtic,
generalised and larger-scale rransters, and with more emphasis on
incentives for decentralised local development efforta.

Such thinking is also reflected in the currenc'reform of the EC's
structural funds. However regional policy in the EC context 18 also
addressed to specific problems such as cross-frontier infrastructure
necworks and easing the adjustment costs caused by EC policies such ag
1992,

Does the Committee sympathise with rhese directions of policy

developmant?

(1v) Fourth, thare is the quescion what further needs would arise in
the cage of a European monetary union, notably as regards budgetary

mechanisms having regionally redistributive effects.

The experilence of all federal aconomic and monetary unioug 1ls that a
diversity of budgetary mechanlsms combine in assuring amn importanc
“shock~absorber” function as between regions 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
mechanisma used (budget equalisation trangfers, sapecific-purpose
grants, automatic vregional effecrs of federal taxes and soclal
security) 1s quite diverse. Thers is no apparent model on which all
lnregration efforts seem destined to converge, It would thug seenm
plausible to sguppose a substantlal development of the budgetary
funcrion of the EC 1n the case of a monetary union, but the mechanisms
would need to be chosen as a funcrion of the specific needs of the

Community at that time.

Does the Committee ghare this preliminary assessment?
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ANNEX ( )

Begional Tmplications of Economic and Monetary Integration

Since monecary integration progressively eliminates che instrument of
exchange rate adjustment becween the regions of che economy, this
poses a number of 1ssues concerning regional adjustment and
convergence, notably:

— the question whather the processes of markec and nonefary
Iintegration ara Jlikely to be progressive or regreesive in thelr
lmpact on income distribution batween regions;

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

'~ the lessons of regional policy, as revealed in part by how the

public authorities have in recent times being adapting their
policy instruments or straregles,

-~ how the mature fedaral monecary unions have handled chese issues
and wnether cthis is helpful in chinking about the ruture needs)of
& European monerary union.

The impact of integration on xregional convergence. Economie analysia
l1s currencly more agnogtic than has sometimes been argued about
whether che process of economic integration should lead to regiocnelly
regresaive or progressive out¢omes. Both theoretical and empirical
evidence contribuce to this newy view.

A traditiomal view, that predicts a regressive concentration of
prosperity on rich regions at the geographlic centre at the expensce of
8 poorer pariphery relies on twe arguments: firstly, the locational
disadvantage 1u terme of transport c¢osts of che periphery, and,
sacondly, the cumulacive advantages of economigs of scale 1n large
scale production (in the enterprise, and in the wider economic
sdvantages of large urban agglomerations).

While these arguments have a certain weight, s more qualified view 18
obtained when a number of newer arguments are introduced. One relates
to changas in technology and demand, which wirtness a faster growth of
demand now in cthe industrialised countries for commodities thet have &
high value per unit of waeight (electrics, electronies, office and
data~processing producte, chemical and pharmaceutical productae, high
quallity foods and clothimg), with low-growth seen in the case of many
commoditles that have low value per unit of weight (metal Yroducna,
ores and merals, basic rextiles, construction materials).(l) This
means chat transport costs are becoming, on average, less imporctant in
the locacion of industrial production. :

-co/nno
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Developments Iin telecommunicacions and capital mobility also make it
less evident where enterprises will choose to locate thelr diiferent
facilicies. The factors just mentioned enhance the eensitivity of
investment de¢lsions to che relariva levels of costs other than
transport and the quality of the bueiness environment in competing
locaciona., In addition, EC initiativea in the 1992 programme and
accompanying policies should have a beneficial impact on the Lransport
and telecommunications facilities. All the main crrangport servicas
will be rendered more comperitive by the 1992 programme, which will
further erode, without of ~course eliminarting cthe Locacional
disadvancages of the periphery.

Also relevant to the issue at hand, there hasg been a £fundamental
change of emphasis 1in the economic literature in the anslysis of
international trade and induscrial organization.(2) :

The new view gives less ilmportance to the paradigm of comparative
advantage a4s an explanation of trade. While for gome sectors the
distribution of comparative advantages remain relatively fixed
(agriculture, ctouriem), £or much of industry natural endowments are
not so important. The alternative paradigm is that trade increasingly
congists of a complex pattern of intra-induscry specialisations
betwsen regions and countries of the industrialised world, especially
in Waestern Europe. Competitive advantages are more to be actributed
to deliperate stratagies of the publie authorities relating to market
conditions and investments in human capital, R&D and economic
infrastrueture, and the reactions of mobile corporations to these
strategiea. The likelihood of systematic i1mbalances in the impast of
market integration is reduced. So also the predictebilicy of winners
or losers is less.

This “complex set of dinfluences seems to be consistent with che
uncerzain pattern of regional econemlc¢ trends in the industrialised
economies. It may be observed, for example, that the United Sctaces
economy has 1in recent years seen pronouncaed aconomie growth at 1ts
geographic edges rather than favouring any dominant centre. There
have also been striking changes 1n the relative’ economic parformance
of certain regions: the emergence of much of the south from ec¢onomic
backwardness, and the recovery of New England. Extreme locational
disadvantage 1in the Far Eaat Asian aconomies has not prevented
spectacular advances in their market shares in Norch America and
Europe. Within Europe, much of the periphery has been growing faster
in recent years thao the geographic core of the EC,(During the present
decade the UK, Spain, Portugal and Jtaly have pgrown on average 0.5.%
per annum faster than the average of Cermany, France and the
Benelux). Wichin the Jlarger EC countries the picture 1a algo a
complex one, but one in which one can recognise some of the argumantcs
advanced above. Within (ermany the traditional ¢ore regions (e.g. the
Ruhr) have slipped behiud, as also have other traditional regions such
as Wallonlia and north-eastern France, which are ceatrally placed in a
Community perspective. Meanwhile new centres of growth have emerged,
a8 1n

SN
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Bavaria and the Rhone valley where these trends are relaced to the
technological shifts mencioned. Wichin Italy che problems of the
Mezzogiorno have been gradually changing, with prosperity spreading
down the Adristic coast, and the deep problems of Calabria, Campania
and Sicily manifestly influenced by non-economic factors, Within the
United Kingdom, one has - seen partes of Wales and Scotland, whose
indugtrial structures had much in common with Wallonia and Norch-East
France, make rather striking recoveries, in spite of their geographic
peripheralicy.

Regional inequality in economic and monetary .unions. A related
questlon is to ask whether the eXperience of axisting monecary unlong
points to cercain mipimum actandards of regional convergence,
which would be implicitly required for viability 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 call for
care over the comparability of the unit sizes, since the smaller the
unics the larger tend co be the differences. In comparing the EC and
the US, one may observe that the 12 Member States' GDP per capica
ranges from 47 in Portugal to 129 in Luxembourg, whereas in the US, of
9 census regions the range of per capita incomes 1g from 77 in the
South~Esst to 11l in the Far-West. If one looked for a closer
comparison with the US census regions, thus merging small unite into
larger ones, one may note & range between 66 for the Iberian peninsula
to 122 for North Eastern Europe (Germany and Denmatk).(3)

At cthe level of small units, one observes a rtange of 66 for
Mississippi to 131 for Alagka and Washington D.C., which comparesiyith
43 for the poorest regions of Greece to 237 for Groningen, followed by
195 ifor Hamburg, 159 for the Ile de France and 155 for Greater
London. Both rop groups include reglons which are conspilcuous for
their hydrocarbor production, which 18 a reminder of how these
inter-reglonal comparisong may be of uncertain policy significance
when amall units are compared.
{

Ocher federations have coneiderable intra~regional differences. In
Canada, Newfoundland at the bottom records GDP per capita of 60,
compared to Alberta at 123. In Switzerland, QObweld at che bottom
records a8 GDP per capita of 76 compared to Zug at 160. In che Federal
Republic of Germany, the Saarland at che bottom records a GDP per
capica of 91, compared to Hambuxrg at 165.

Among the unltary countries, France and the United Kingdom experlence
disparities which are of the seame broad proportions as in Germany,
whereas Jtaly experiences wider dispartities ~ comparable to those of
Canada or Switzerland.

otc/ooo
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Overall this data suggests that the regional disparicties in the EC are
somewhat greacter tham in the United States, but nor inecomparably so.
Many economic and monetary unions observa considerable regional
digparities. However, thege simple statistical comparisons have to be
qualified by a number of socio-political considerations, of which one
of the most important is tha propensity for people to migrate between
regilona and the political system's attitude to migracion. Assuming a
legal freedom to migrate between s&tates, the important isoues are
whether che populations have & high propensity to migrate across
political frontiers and whether such migration 1s considered, in terms
of political wvalues, polirically, mnegatively or positively or
neutrally. 1In the United States the propengity to migrate is high and
its policical acceptability is also relsatively high. Across che
language fronciers of the EC, the propensity .to migrate is today
rather Llow but, politically, mass migratory movements would also be
viewed more critically.

A given degree of regional income disparity would call for » re
prompt or powerful poliey response where the propensgity to migra 8
high and its political acceptability was low. In practice, the US
sees b=itgh-sae¥ a high propensity bur also a high acceptability of
migration: therefore there is a vrelatively relaxed view of
inter~regional disparities. Within che EC, <the political
acceptabilicy may be lower, but che propensity to migrate ils also
lower on the whole. It might be expected theretore that tha EC could
tolerate as great, 1f not somewhat Wider reglonal disparities than the
U5. For these reasons the present level of disparities within the EC,
while actually the target of policies co reduce them, need not be
regarded as a road-block on the path to furcher ingegration:
egpecially when it is observed that quite a few backward areas are now
catching up or regovaring.

Irelana 18 roday the only EC country experiencing & polictically
uncomfortable rate of emigration. The larger part of this goes to
other English spesking countries (60% to the UK, 25% to North
America). This may explain a high propensity to migrate in the Irish
cese, but of course does not ease the economic problem of Loss of
educational investment in human capitcal.

The case for Turkey, comparable in some ways to Mexico in relaction to
the United States, offers a further perspective on thease issues.
Turkey's income per capita 18 one~third lower than that of Portugal.
Turkey's population shows a high propenaity to migrate when the
regulations of cthe countries of immigration permit it, no doubt
influenced by the extremely low wage levels in Turkey and the almost
non~existent social security provisions for much of che population.
If the EC labour marker were opened to Turkey, chat countzy's
potential emigration would appear to ba very substantial, In this
case 1t is realistic to discuss the 1ssue of pre-conditions to joining
& European economic and monetary union whereas among the present
members of the EC this debate seems -to be much less relevant.

Evolution of regional policies. Te identify rthe essence of new
trends 1in regional policy im the industrialised countries, 1T 48
useful to characterize three types of strategy. Practise does not
correspond to any of chese types in a pure way, but cthe evolution of
their relative importance 1s significant., The three types ave!

'.'/!Q.
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(a) policies that aere designed to compensate for institutional
rigidicies in facror 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
(abolished 1n 19xx). On the side of c¢apltal, there is the
widespread tendancy to differentiate investment grants regionally,
although here also there is nowadays some tendency to apply such
8ubsicles more saelectively. 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 cyclical reasons may be
aconomically weakened, The main mechanlsms here &are budget
equalieation tranafer gystems, often found in federations, and the
automatlc intex-regional redistriburtive effect of central tax aud

/sound security systems. The Reagan Administration Ln the United
Stactes, for example, reduced the importance of these mechanisma,
abolishing the federal revenue-sharing system. Thegse 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 im physical infrastructure and
human capital, bur salso through incentives to encourage local
initiacives, even new institutions, to mobilise efforts for the
rageneration of weakened regions or communities. The financial
flows 1n these cases may be less chan under the first two
categories. Policles in geveral councries, in North America aa
well as Europa, and in the EC ictself, have been heading more in

this direction. These may be called “decentralised supply-sida”

regional policies.

There are some reasons why an attempt t£o move more in the direetion of
the first two types of policy would not seem advisable for the EC in

. its muext phase of systemic development. Regional employment
subsidies, on a macroeconomic scale, would risk an 4inappropriate
slgnal to cthose responsible for labour ‘competitiveness. With cthe
reduction of exchange racte variability, it is important for the wage
system to enhance its responsivenass - to competitivenssas
conglderations. To suggest that deficiencies in this respect would be
coumpensated by subsidies would be dangerous. As regards the
subsidisation of capital, the risks to be averted are also those of
encoursaging inefficient investment, and in particular a
capital-intensive biag that may exacerbate employment problems.
Experience in some European countries shows this to be not just a
theorecical possibility.

As regards cthe Keynesian type of transfer policies, these are
Justified basically by either of two criteria, one poiitical and the
other ecounomic, but neither of which are strongly represented in the
EC at the present time., The political case 1s whare & countcry chooses
to write into 1irs  constitution, _expliecitly or implicitiy, the
objective of having nearly equal sctandarde of public welfsre and
gervices in all regiong, as seen in Germany or Australia for example.
The economic ¢ase is where labour mobility is so fluid that moderate
differences in public welfare service and tax systems may be

te s/ 90y
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sufficient to 1lnduce migratlion cthat has no other economic
Jusctificacion. (However, 1in the United Scatas the fluidity of
migration between Jurisdictions 18, to some degree, perceived as a
control on the efficlency of local ot etate public adminietrationg.
This 1s an extreme extension of the paradigm of "competirion between
rules”).

In much of che industrialised world there has developed a considerable
gcepticism ovar the effectiveness of the filrst two categories of
centrally developed and financially rather messive systems of
raegional transfers. This 18 at least the case when the policy
objective goea beyond purely disgstribucional 1ssues and 18 addresead to
helping weak regious improve thelr relative economic performance. Ae
4 result chere has been some shift in favour of policles that rely
more on decentralisad initiative and a more selective availlabilicy of
central subsidies. In the United States some etriking success atories
have been seen in some states ~ such as Massachussets, Ohio, Michigan
and Pennaylvania =~ which organiged cheir own revitalisation
programmes, and succeeded 1n achieving dramatic reductions in local
unemployment levels. In general in the United States regional income
disparitiea have reduced greatly over the last 50 years, with the
South-East moving up from 53 to 86 in relation to the national
average, the South~West moving up from 69 to 94 and the Plains from 76
To 96. Federal subsidies could hardly be regarded as the key to this
convergence,

In Europe thexe have been only hesitant movas in the direction of more
daecentralised forme of regioneal policy, although political
reglonalisation has been imporrant in some countries; Spain, Italy,
Lo 8 lesser degree France, and more emphstically now in Belgium. The
United Kingdom has seen considerable change in the organisation and
povers of local government, and this has showad up in the emergence of
regional development effotts with new organisational forms. An
interesting example is seen in the Strathclyde area of Scotland, where
there have been conslderable achlevements €0 the credit of the
Scotcish Development Agency and the Strachclyde Regional Council.
These have been supported by the EC Struccura* Funds, including an
Integrated Development Programme. The main points here have heen &
reduced emphasis on grants for large inward investment projects, with
wore emphasis on the encouragement of local entrepreneurship and
Labour training, environmental improvement of old urban areas and
local 1insctituticonal developments favouring policy innovation and local
initiative. This hag features in common with goma of the US success
storias.

Current reforms of the EC's structural funds push alsc in some of
chese directions. The new regulations entering into forece in 1989,
applicable until 1993 by which time the rteal Javel of annual
expenditure will have been doubled to 14 billion ECU, call for the
preparation of regional development plans, including & rTegional
diménsion even in the smaller Member Stares such as Ireland, Portugal
and Graece. For theee threé counrries, and to a lesser degree for
Spain also, the funds will permit a qualitative improvement in
economic infrastructure such as cransport and relecommunications; also

viafven
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the expangion, in sgome cases egtablishment for the first time, of
extenslve manpower training schemes. Another point of emphasis iun the
reforms 1e to support the needs of industrial areas defined at the
Javel of quite small regional wunits, hit by serious problems of
restructuring. This should help overcome, inter alia, the adjustment
problemg pesed by the 1992 programme.

The budgetary grants of the structural funds, combined with loans from
the European Investment Bank, are due to rise, as & share of the
beneficlaries GNP, to around 5% i1n the case of the three smaller
countries, and 1 1/2% in the case of Spain. These amounts will
Tepragent substancial percentages of the total f£inancing of these
countiias' sconomic infrastructure and manpower training programmes.
In cterms of the absorbtive capacity of the countries concerned, elther
managerial or from the standpoint of avoiding ipflation bottlenecks in
sectors such as congtruction, the funds are on a scale that already
represents a congilderable challenge for the beneficlaries. Tae
Commigssion also haa 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 gystem in
the Community moves to a fully developed economic and monetary union
one w/might expect the Community's budgetary mechanisms also to
develop. The existing systems of the advanced federations have some
common features, but 1t 1s not evident ‘that between them ghey offer
anyching JLlike an ineluctable model on' to which all integration
processes must converge.(“)

As Tegards cthe most explicit forms of inter-regional digtributionm,
three federations (Australia, Canada and Germany) have budgetary
equalisation mechanisms which raise the fiscal capacity of weak scates
to federally determined minimum standards. Howaver two federatcions
(United States and Switzerland) have done otherwise, relying more upen
speclflc-purpose grant mechanisms for pursuing policy objectives such
AR haalrh, adurarian jud investDaft in asencmie infractruogure. Theac
programmesa have & far wesker inter-regional redistributive power tha:
the equalisation systems. The pattern hers {is more like a mwuch
extended version of the Community's structural funds) and ics
instruments for pursulng technology policy objectives.

Of course the cencral respomsibility for defense is a common' feature
ot all che federations, together with 1ts financing by federal
taxation, usually including a heavy income tax component. This always
resulte 1in a significant degree of automatic and implicit fFiscal
redlstribution between rich and poor states.

Social security systems may also have an imporcant role in automacig
inter-regional distribution, and thie is certainly cthe case 1in
Germany. However social securlity in several cases has strongly
decentralised features. Indeed in the Unived States soclal security
regimes, especlally for health care, probably differ more between the
gtates than is the case between the Member States of the EC.

.c./oo-
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A commen feature, nonetheless, 1s cthat 1in all federations the
different cockrails of federal budgetary mechanlems have powerful
"ghock-absorber" effects dampening the amplitude either of economie
difficulties or surges in prosperity of individual stactes. This is
both the produect of, and source of the sense of natiomal solidarity
which all relevant economic and moneCary unions share,(5)

(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 presencation
of these arguments and further references.

(3) Derailed regional data is glven in "Efficiency, Stability and
Equity" (annexes D and E), report of a group of experts presided
by T. Padoa-Schioppa, Oxford Univerasity Press, 1987.

(4) These mechanisms were documented in detail in "The Role of Public
Finances in European Integration” (Vols. I and II), reporc of a
group of expercs presided by Sir. D. MacDougall, Commission of the
EC, 1975.

(5) "Releavant" here is meant ro exelude the frequently observed cases
where wvery small units voluntarily enter into economic and
monetary union with much larger neighbours, semetimes exploiting
tax-haven advantages 1o preference ro fiscal integration.
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