~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Thomas, Ingo P.

Working Paper — Digitized Version
Regional policy, convergence and subsidiarity in the
European Community

Kiel Working Paper, No. 737

Provided in Cooperation with:
Kiel Institute for the World Economy - Leibniz Center for Research on Global Economic Challenges

Suggested Citation: Thomas, Ingo P. (1996) : Regional policy, convergence and subsidiarity in the
European Community, Kiel Working Paper, No. 737, Kiel Institute of World Economics (IfW), Kiel

This Version is available at:
https://hdl.handle.net/10419/47098

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/47098
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Kieler Arbeitspapiere
Kiel Working Papers

Kiel Working Paper No. 737

Regional Policy, Convergence and Subsidiarity

in the European Community

by
Ingo P. Thomas

@

Institut fiir Weltwirtschaft an der Universitit Kiel
The Kiel Institute of World Economics

ISSN 0342 - 0787



The Kiel Institute of World Economics
Diisternbrooker Weg 120
D-24105-Kiel

Kiel Working Paper No. 737
Regional Policy, Convergence and Subsidiarity

in the European Community

by
Ingo P. Thomas

6»9( /\Q;CD"\

April 1996

The author, not the Kiel Institute of World Economics, is solely responsible for the contents of
each Kiel Working Paper.
Since the series involves manuscripts in a preliminary form, interested readers are requested to

direct criticism and suggestions directly to the author and to clear any quotations with him.



Regional Policy, Convergence and Subsidiarity in the European Community

by Ingo P. Thomas

April 1996

JEL-Classification: H77, 052, R11

Abstract. The aim of this paper is to shed light on how real income has developed across the
member states and regions of the EC and to consider what demands this will place on regional
policy. According to the principle of subsidiarity, a necessary, though not a sufficient,
condition for EC intervention would be to prove that the scale of regional problems is too
great to be handled by member states. Using two concepts of convergence, it can be shown
that income convergence across the member states and even across the regions of the EC is the
norm. Based on the principle of subsidiarity, policy implications concerning the assignment of a
complementary function for redistributive regional policy to the EC tier are derived from the

empirical evidence.



1. Cohesion and Regional Policy in the EC

With the decision to progress towards a full and unified internal market in the 1986 Single
European Act, the objective of economic -and social cohesion across the EC was added to the
Treaty of Rome. The Community also received an explicit ¢ompetence for undertaking: a
regional policy based on the -activities of the European Regional Fund, the European Social
Fund, and the guidance section of the Agricultural Guarantee and Guidance Fund, jointly
known as the structural funds. Since then, spending on regional policy more than doubled.
According to the Mediﬁm:term Financial Perspective 1988-92, annual spending on regional
policy increased from 7.8 billion ECU to 13.5 billion ECU. In the present Financial Perspective
1993-1999 more than 180 billion ECU are devoted: to structural expenditurcs, primarily
financed by the structural funds and by the new cohesion .fund introduced at Maastricht in
1991. The greater part of structural spending is regionally-targeted. For the four cohesion fund
member states Spain, Portugal, Ireland, and Greece — characterised by GDP per head of less
than 90% of EC average — the allocations should permit a doubling of commitments for the so-
called objective-1-regions (i.e. areas with GDP per head less ihan 75% of the Community
average). Earmarked financial assistance for all objective-1-regions of the EC amounts to more
than 96 billion ECU in 1994-1999 (without the new member states Austria, Finland, Sweden);
60 billion ECU are earmarked for the cohesion countrics (COMMISSION, 1992, OFFICIAL
JOURNAL OF THE EC, 1993, THOMAS, 1994).

Increasing concern about economic disparities can be atiributed to a number of reasons. First
of all, new members with below average social and economic endowments have been added to
the Community in 1981 (Greece) and in 1986 (Spain and Portugal), making the Community
much more heterogeneous with regard income levels. There may be some notion of solidarity
to help the poor countries/to catch up with the rich ones. Furthermore, the increase of
structural funds and the decision to introduce the cohesion fund must be seen as integral part
of the decision-making process in the EC. Every time the member states decide on important
initiatives of European integration (entry of new members, monetary union), each country has
a veto right which it can usc to get side-payments for approving the EC initiative. Arguably,
EC initiatives may create winners and losers. A pareto-improving initiative, therefore, might
only be implemented if the winners compensate .the losers using income transfers financed by
the structural funds and the cohesion fund as side payments. Accordingly, cohesion is seen in
terms of what is needed to sustain a willingness to remain part of the Community (BEGG and

MAYES, 1993). This more political explanation for redistributive policies in the EC is related



to a third argument which is based on the implicit recognition that the original belief in an
automatic - process of spatially balanced growth supported by economic integration is
outmoded. Instead, some sort of ,market failure” may encourage the concentration of
economic, activity. Income in rich central areas may still increase more than average and
income in-less-favoured peripheral regions may even decline. This may simply be based on
increasing returns to scale internal to firms or it may come from the existence of technological
externalities between firms. As this development could lead to inefficiencies — e.g. congestion
externalities in central areas — or could damage political cohesion, it gives rise to a case for

regional policy.

Although the objective of cohesion, as stated in Article 13(a of the Single European Act and
emphasised by the Maastricht trcaty, takes up a prominent role in EC integration, the
Community avoided to set any minimtm requirements for interregional equity. The choice of
cohesion as opposed to interregional equity is important, in that it is growth and not the level
of regional income that is focused on (COSTELLO, 1993). If one accepts cohesion as a
fundariienital objective and a conditio sine qua non of European integration the question arises
whit Tolé the Community should play in achieving cohesion. In other words, the problem of

assiéning‘ policy competences in a federal context is raised.

In the further analysis, two related issues are addressed. The first one concerns the extent to
which there is a problem of increasing regional disparities in the EC. The second issue
concerris the assignment problem: IF there is need for regional policy, what tier of government
sh'ouldvbe responsible for regional policy? To answer the second question, a point of reference
is needed I.(; determine the efficient allocation of pﬁwers in a federal structure. Therefore, we
begﬁi"\iith devclopihg a hormaﬁv; guide for assigning competences to levels of government
(Séction 2). The principle derived will be applied to the case of cohesion and regional policy.
In Section 3 two concepts of convergence will be used to determine if the increase of regional
disparities dcross the EC may constitute a community-wide regional problem, or if
convergence is the norm for the regional economies of the EC. The first concept is based on
cross-section data (B-com)érgenée), the second one is based on the evolving dynamics of the
cross-section diStribliiion 61’ income (c—convergancc). Thus, the empirical analysis is put on a
br‘(;a.d bz.xsi;s.' The empirical results will then be used to determine whether there is a role for the

EC tier to pursﬁe a redistributive regional policy (Sccu’bh 4).

[N 3



2. Subsidiarity and Cohesion in the EC

A normative guide for assigning-competences in a federal structure is associated with the
principle of subsidiarity. The principle of subsidiarity, which ‘appears in Article 3b of the EC
Treaty, articulates a presumption that the powers.of EC institutions should be limited to those
functions that can not- be adequately performed by its-member states. The relevant second

sentence of Article 3b reads:

.»In areas which do not fall within its exclusive competence, the 'Cbinmunity shall take
actit;n, in accordance with the principle of subsidiarity, only if and in 5o far as the objectives
of the propoSed action can ﬁot be sofficiently achieved by the Member States and can
therefore, by reason of the scale or cffects of the proposed action, be better achieved by the

Community*.

But this formulation of the principle of subsidiarity is not an adequate guidance for an efficient
distribution of power in the EC. It is vague, it is open to many interpretations and it is not
explicit about the definition of exclusive competences. The Commission favours a wide
interpretation by suggesting that the exclusive competences are those where the four freedoms
(movements of goods, capital, services, and people) are involved. According to Article 3b,
exclusive competences are not subject to the principle of subsidiaritﬁn Therefore, many policy
areas could be excluded from the application of the subsidiarity prindple as long as they can be
associated in some way with the implementation of the four freedoms. In this context, the
principle of subsidiarity should be regarded more as the expre's‘s‘ion of a broad political
principle than a clear guide to the allocation of power (CEPR, 1993). What is needed,
however, is an explicit procedure for the allocation of competences and a further clarification

of the principle of subsidiarity.

One possibility is the implementation of a subsidiarity test — as it is envisaged by the Council of
Ministers and also proposed in the literature (COMMISSION, 1993, ADVISORY COUNCIL,
1994). Such a test would be based on the evaluation of the costs and benefits of centralisation
versus decentralisation. The arguments about the costs and benefits are derived from the
theory of fiscal federalism. With regard to efficiency considerations, the benefits of
centralisation arc primarily based on the cxistence of economies of scale (e.g. certain public
goods cost much less if provided by the central government rather than by several separate
jurisdictions) and on the existence of inter-jurisdictional externalities (e.g. public goods

generating spiflovers may be more efficiently provided by the central government rather than



by separate jurisdictions which do not take into account the spillovers generated). On equity

igrounds, centralisation might be a précondition . for interpersonal redistribution, since

*redistributive taxation on a decentral level could be frustrated by the mobility of the richest and

of the poorest of the citizens. Moreover, centralisation could be essential to facilitate
redistribution between jurisdictions. Centralisation might increase the extent of interregional

transfers, because it increases the ability of beneficiaries of interregional redistribution to put

transfers into effect. All these advantages of centralisation are based on the notion that a

‘coordmated policy is better than a policy undertaken mdependenﬂy by the jurisdictions.

However, it leaves open the question why the necessary coordination is not achieved by
agreements among the jurisdictions. In the recent literature, the true benefit of éemra]_jsation is
therefore seen in the fact that it provides a more credible mechanism for achieving coordination
than decentral agreements would on their own (CEPR, 1993). Under decentral coordination

jurisdictions retain the right to pursue a policy as they wish; undet centralisation they can be

“ovértuled. Accordingly, VAN ROMPUY et al. (1991, p. 111) state that ,,(...) failure to reach

agreements between competitive lower level governments constitute the only motive to assign

funclions 1o a higher level in the hierarchy*,

Wlth rcspect to the benefits of decentralisation, the main advamage lies in the regional

differentiation of policies. As the central authorlty may hu less well mformed about the local

.conditions and abopt the effects of pew po]mes or may be less mformed about the local

preferences than the local authorities, the central government tends to provide uniform policies

not in accordance with the preferences of the people (OATES, 1972). Moreover, recent

. literature stresses the importance of political accountability as the fundamental advantage of

decentralisation. Even if a central government would have the necessary information, the
question arises why it should differentiate its policy according to the conditions and wishes of
the people? Decentralisation allows citizens to express their dissatisfaction with the policy of

their Jjurisdiction by moving to another jurisdiction (voting with the feet) or by deciding to

" réplace their government (voice) (OPP, 1994). Centralisation limits the possibility of the

" individual citizen to express his or her political protest. Thus, decentralisation can be seen as a

credible commitment of the politicians to differentiate their policies by locality to reflect the

different conditions and preferences of those localities.

The trade-off between ceniralisation and decentralisation can be summarised as follows:

Centralisation enables the benefits of policy coordination to be realised, but it incurs the costs



of loss of accountability to the needs and interests. of differing jurisdictions. Decentralisation’
allows for:the benefits of differentiation, but it generates costs through the non-cooperative
behaviour of local governments. Given the ambiguities and uncertainties in evaluating the
benefits and costs, the principle of subsidiarity presumes that in case of doubt the potential
costs of government failure on a decentral level are judged to be lower than those on a central
level. Public decisions, therefore, should be left to the lowest government level possible unless
there are ,,good reasons™ for cemralisalioﬁ. Put alternatively, the assignment of power to a
higher ]ével requires that such a step would lead to a significant increase in welfare. The
priority of decentralisation incorporated in the principle of subsidiarity implies that the burden
of proof lies with the proponents of centralisation. The proponents of centralisation must prove
{from ca\se to case what exactly might constitute good reasons for overriding the presumption

of decentralisation.

P

How does the principle of subsidiarity relate to objective of cohesion in the EC? First of all,
reducing regional disparities should be a national task. If regional income convergence is not
induced by the market process, each member state has to decide on the extent to which
regional imbalances are to be reduced within its own boundaries. This decision has to be based
on the country-specific evaluation of the benefits and costs of regional policy. With regard EC
regional, policy, the relevant question then is: What are the conditions which would require
coordinated action at the supranlational level? According to the principle of subsidiarity,
centralisation may be justified if evidence is provided that regional income convergence can not
be sufficiently achicved by the member states and can be better achieved by the Community.
This could be the case if regional disparities in the EC attain an order of magnitude national
governments arc no longer able to cope with. This would be a necessary condition, though not
a sufficient one, for any supranational involvement based on the objective of cohesion. In the
following section it is analysed, whether the increase or persistence of regional disparities in
the EC constitute a community-wide problem. This will allow to evaluate whether income
convergénée is the norm or whether there is any indication that the scale of regional problems

in the EC is too great to be handled by the national governments.



3. Convergence and Divergence in the EC - The empirical evidence

Even without sophisticated cmpirical analysis, it can be easily established that there is a
regional problem in the EC. For this, we compare the income position of the poorest and
richest régions relative to the weighted average income of all regions in 1981 and 1992. The
results are presented in Table 1 for the 25 poorest regions and in Table 2 for the 25 richest
regions. GDP per head measured in purchasing power standards is provided by the REGIO
database of the Statistical Office of the European Communities (EUROSTAT) on four levels
of:territotial ‘aggregation. For our analysis, we nse the income data for the 12 old member
states (without the new members Austria, Finland, and Sweden) on the national level and on
level T of the regional classification system NUTS (Nomenclature of Territorial Units for
Statistics) of EUROSTAT. The NUTS 1l level is of special interest since most of the regional
transfers financed by the structural funds are directed to the poorest regions defined on this

territorial aggregation level.

Table 1: The 25 poorest NUTS 11 regions in 1981 and 1992

Region (NUTS II) GDP/Head' relative| Region (NUTS 1) GDP/Head' relative
: . . to the weighted : to the weighted
) EC average 1981 EC average 1992
393 ° Calabria 0,630157 0,650292 -
8 Ireland ) 0,609314 0,61158
All  Anatoliki, Makedonia 0,55126 0,548796
A12; ;: Kentriki, Makedonia 0,60535 0,576342
A13  Drytiki, Makedonia 0,585657 0,587323
Al4:. Thessalia . 0,604455 0,542344
A2l Tpeiros 0,489625 0,454807
A?22 -Jonia Nisia 0,552538 0,520817
A23. Dytiki Ellada 0,567883 0,509001
A3 Auiki 0,659056 0,5921
A41  Voreio Aigaio . 0,443847 0,666856
A42  Notio Aigaio 0,597038 0,438367
A43 Kru (,540518 0,584593
B11  Galicia 0,605222 0,535024
B4l Castilla-Leon 0,663578 0,572743
B42  Castilla-La Mancha 0,574916 Cas) 0,646818
B43 -~ Extremadiira 0,441801 Cas '0,633417
B61. .., Andalucia 0,540902 Extremadura 0,497428
B62 Murcia 0,621078 Andalucia 0,576156
B63  Ceuta Y Melilla 0.479651 ;. Murcia . .0,680195
B7 Canarias 0,60356 Ceuta Y Melilla 0,600971
C11 Norte 0,50676 0,584779
Ci2  Ceatro 0,477477 0,467525
Cl4  Alemejo 0,47249 0,397297
C15  Algarve 0.557014 0,562445

'in Purchasing Power Standards  The relative ,losers* are shaded



Table 1 shows that most of the 25 poorest regions on NUTS II level in 1981 were even poorer
in 1992. According to Table 2, most of the 25 richest regions improved their income position
relative to the weighted average income in the EC. To a certain extent, thercfore, regional

disparities in the EC have increased during the eighties.

Table 2: The 25 richest NUTS 1 regions in 1981 and 1992

Region (NUTS tf) GDP/Head' relativel] Region (NUTSIT) GDP/Head' relative
. to the weighted | to the weighted
EC average 1981 EC average 1992

12 Hamburg 1 1,873848 1,914335

14  Bremen 1,583321 1,172784
151 Diisseldorf 1,280774 14 Bremeon 1,510214
152 Kéln 1,157505 151 Diisseldorf 1,212489
16A Darmstadt 1,456343 1,699432
173 Rheinhessen-Pfalz 1,158144 1,426151
181 Stuttgart 1,378725 1,26243

182 Karlsruhe 1,259036 1,163478
191 Oberbayern 1.38921 1,535526
195 Mittelfranken 1,21428 1,261065

1B Bérlin 1,280263 1,650484

21 lle de France 1,633831 1,262182
242  Alsace 1,173233 1,180415
311 Piemonte 1,199703 1,309208
312 Valle D’ Aosta 1,300466 1,211744
32 Lombardia 1,341897 . 1,194063
331 Trentino-Alto Adige 1,192158 Emilia-Romagna 1,251201
333 Friuli-Venezia Giulia 1153157 Lazio 1,170551

34 Emilia-Romagna 1.346629 Groningen 1,291961
411 Groningen 2,328436 Brabant 1,189348
472 Noord-Holland 1,21249 1,277754
502 Brabant 1,213641 1,695834
511 Antwerpen 1,267603 1,524917

53 Brissel 1,703905 1,393829
755 Greater London 1.422969 1,304989

'in Purchasing Power Standards ~ The relative ,,winners* are shaded

Assuming that regions have similar technologies and preferences, the traditional neoclassical
growth model with diminishing returns predicts that income per head should converge over
time towards the same steady-state. Even if regions have different parameters of preferences
and technology, poor regions tend Lo grow faster to their steady-state income level than the
richer regions to their higher sfeady-stalc income level, Thus, if we control for various differing
characteristics across regions, the data should show 2 process of conditional convergence
(BARRO and SALA-I-MARTIN, 1995). Other predictions are derived by the new growth
models which assume non-convexities in production or some externalities arising from the
process of factor accumulation. In these models, regional income per head can diverge. This is

emphasised by agglomeration economics which can lead to a core-periphery pattern of regional



economic activity (KRUGMAN, 1991). In this context, the free flow of goods and factors may
aecélerate divergence (GROSSMAN and HELPMAN, 1991).

Lt

":li"he develbpment of regional income presented in Tables 1 and 2 seems to support the core-
periphery conceptualisation of increasing regional disparities. It is quiet obvious that most of
the relative ,Josers” in Table 1 belong to the regional periphery of the EC and most of the
relative ,,winners* in\Table 1 are also the cconomiq centres of their countries. Accordingly, we
do. not expect that the regions in Table 1 and 2 have the same steady-state path. But ~
‘according to our understanding of subsidiarity and cohesion — what we are interested in is not
the fact that some poor regions have grown slower and some rich regions have grown faster
than the EC average. The principle of subsidiarity implies that it is first of aﬁ'convergence on
the national level which matters. Considering the objective of cohesion, income convergence
across the member states would be an indication that national governments, on principle,
should-have the capacity to handle their regional problems and, thus, to achieve cohesion,
especially if even on the regional level the vast majority of regions disclose a teﬁdcncy to
income convergence. Therefore, we want to find out whether convergence on the national and

~10 a certain extent — even on the regional'l_eve'l is the norm.

The more detailed empirical analysis is based on two concepts of income convergence. The
:ﬁrst cohcépt is used by BARRO and SALA-I-MARTIN (1995) to analyse if — on average - a
poor economy tends to grow faster than a rich one. Based on a simple neoclassical model of
growth, BARRO and SALA-I-MARTIN show that the transition process of income pér capita

YieT iﬁ-region i at time t-T over the period T can be approximated as

. Y. 5 *
o) l1()g[—y"‘ =gl log[ i ]
L T Yigr T Y-

where g is the steady-state growth rate, ¥, , is the income per worker adjusted for

technological progress, and 3, *is the steady-state level of output per worker adjusted for
technological progress. The coefficient B determines the speed of adjustment to the steady-
state. The higher [ the greater is the responsiveness of the average growth rate (left hand side
vof ‘e(jlijation (1)) to the gap between log(y;*) and log(y;,r). The value B can be used ‘to

calculate the half-life-period. This i§ the time h that it would take for the economy to go half



the distance between any initial level and its steady-state level: h=-1n0.5/B.1 The concept of B-

convergence implies conditional convergence in that for given g and ¥, * the growth rate is

higher the lower ;1. In order to identify P it is therefore necessary to hold fixed the regional
differences in steady-state values. The second concept we use isu called o-convergence.
According to this concept, convergence involves a decline of regional income dispefsion..
Dispersion is usually measured by the-standard deviation of the logarithm of per capita income

across a group of countries or regions (COMMISSION, 1987).

In the following empiriéal analysis, we use both concepts to test for the convergence
hypothesis. The cdncept of B-convergence, as used by BARRO and SALA-I-MARTIN, plays
a prominent role in the current debate on the empirical evidence of income convergence. Since
this concept only applies to average data in a cross-section analysis, it neglects time trend
information. This critique justifies the use of the second criteria for income convergence (o-

convergence) which makes use of annual income information.

a. The concept of B-convergence

Figures for Gross Domestic Product (GDP) per head in purchasing power parities are lakeq
from REGIO. On the national level, data for the 12 old member states is provided for the iime
period 1975-1992. For the empirical analysis on the NUTS II level, the five East German
Linder, the French overseas departments, Corse, Azores, and Madeira are excluded.
Additionally, the regions of Groningen and Berlin are omitted because of a statistical artefact
which would bias the analysis towards convergence.2 For the remaining 164 NUTS 1I regions,

the income data covers the period 1980-1992. The only exception are the regions of the UK

1 A crucial ‘element for convergence in the neoclassical model is diminishing returns to capital. To
assess the relation quantitatively, BARRO and SALA-I-MARTIN (1992) use a set of baseline
values for the other growth determining parameters of the model and assume different values for the
capital share coefficient o of the production function. Assuming a=(0.35 implies f=0.126 per year,
corresponding to a half-life-period of 5.5 years, For o=0.8, which would apply if capital is
interpreted broadly to include human capital, the value $=0.026 per year implies a half-life-period
of 27 years. Most empirical studies based on equation (2) yield B-values in the range of 1% up to
2% (for the US states, or some groups of countries or regions of the EC, and of the OECD
respectively) which would imply production coefficients of more than 0.8 (BARRO and SALA-I-
MARTIN, 1992, 1995, MANKIW et al., 1992, NEVEN and GOUYETTE, 1994).

2 Total gas production of the Netherlands from the North Sea is attributed to Groningen, When gas
prices fell in the eighties, the income of Groningen - which was the richest region in 1981 — declined
dramatically. Likewise, the inclusion of East-Berlin to the region of Berlin led to an artificial drop of
income in the early nineties.
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for which no figures are given for the years 1080, 1982, 1983, 1985, 1986. The regression

Based on equation (1), therefore, is run on initial income in 1981.

]:he'relvati(y)nship between the initial income per capita (in log) and average groWih rate on the
national level is depicted in figure 1. 'Obviously, there is a negative correlation between initial
income and the average growlh rate as it is predicted by neoclassical growth theory Only

Luxembourg must be cormdered asa sngmﬁcanl outlier.

Figure 1: B-convergence on the national level

T 012

0,09 -

- Average Growth Rate 1975 - 1992

0 08 : I ] ] i 1 L
72 . 7.4 7.6 7.8 8 82 84
Log of 1875 GDF per capita in PPS

'i‘ozgé't ;mc‘)re precise idea of the characteristics of the convergence process across the member
states, a rcgressibn based on nonlinear least squares is run as proposed by BARRO and SALA-
I-MARTIN. Therefore, equation (1) must be s]igﬁtly modified. Because it is difficult to control
for tei;hﬁolo gibeﬂ prb gress, the differences in ¥,.r and yier are ignored. Equation (1) then

becomes

-
: 10%[)’;’,:-1]"‘ u;

“where  uy represents the normally -distributed error term and the intercept is

a=g+

log[y:].vThus, the coefficient on initial income iy is (1-¢*)Y/T. The cstimate

of B can be obtained for different intervals T. In the simplest case, we do not distinguish
between absolute and conditional convergence across the member states of the EC. This would
imply that all countries follow the same growth path. This could be justified on the ground that

the Common Market allows for rapid technological diffusion. Therefore, national differences in
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technology can be neglected. Otherwise, conditioning variables must be introduced (i.e. split
up the constant a) to account for international differences in steady-state income. The
conditioning variables hold constant the determinants of the steady-state value in order to
isolate the predicted inverse relationship between growth rates and initial positions. Therefore,
the conditioning variables explain the permanent growfh component or trend, and the initial

condition controls for transitory dynamics.

Table 3 contains the P-estimatcs for the time interval 1975-1992 and for three subperiods
1980-92,-1980-86 and 1986-1992. Also, the significance level (in parenthesis) and the centred

R is reported. The estimates in the shaded cells are significant atthe 5% level.

Table 3: B-convergence on the national level

1975-1992 1980-1992 1980-1986 1986-1992
Unconditional B = 00082 |B =-0009 |B = 00217
' (0,48) (0,388) (0,15)

R? = 0,055 R> = 0,07

Share of employees in
industry 1981

B = 00139 [B =-0008
029
02

R?.

Dummy Luxembourg

Each cell contains the estimate of B, the significance level of this estimate (in parenthesis), and R* of
the regression. The estimates in the shaded cells are significant at the 5% level; 'significant at the 10%
level . . .

According to the unconditional model, the convergence rate for the time period 1975-92 is
1.75% per year. This means that each year the gap between actual income and the steady-stéfe
income has decreased by 1.75%. The half-life-period is 39.6 years. If we, introduce; as a
conditioning variable the share of employees in industry in 1981 to account for differences in
the industrial structure the B-estimate is 2.17% (h=32). This variable may also capture the
effect of aggregate shocks (e.g. oil price shock) if these shocks had effects in the same

direction on the incomes of industrial regions relative to the incomes of other regions.3 If we

3 The cross-sectional dispersion of income is sensitive to shocks that have a common influence on
different subgroups of regions. Thercfore, the condition that u; in equation (2) is independent of uy
for i#j is violated. To the extent that the shocks are correlated with the explanatory variable, the
omission of such shocks from the regression will tend to bias the estimates of $§ (BARRO and
SALA---MARTIN, 1995).
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take into account that Luxembourg is an outlier .and may be characterised by a different
Hechnology®, introducing a dummy-variable for Luxembourg yields a B—rate of 2.4% (h=29).
Thus, the P—values estimated based on the unconditional model and on the (slightly)
conditioned models are higher than the f-rates BARRO and SALA-I-MARTIN estimated for
the US states for the periods 1970-80 ($=1.98%) and 1980-90 (B=1.11%).4 But the B-values
turn out to be instable if we look at the estimates for the subperiods. In particular, the
estimated rates are much smaller and insignificant at the 5% level for the somewhat shorter
subperiod 1980-92. In the subperiod 1980-86, there was no convergence at all. By contrast,
the estimates for the subperiod 1986-92 indicate convergence, especially when the
Luxembourg-Dummy is introduced. This instability is an indication that the overall
convergence process in the time mterval 1975-1992 is influenced by {country-specific) shocks.
One explanation could be that the fundamental cconomic conditions during the eighties
_changed signiﬁcaﬁtly. A cautionary interpretation might suggest an association of the lack of
'cros's;é(v)vp.mtr'y cfonvergence during the first half of the eighties with the unfavourable economic
conditions, marked by the second oil price shock and the worldwide recession, and of the
acceleration of convergence during the second half of the eighties with the liberalisation shock
{entry of Spain and Portugal into the EC, implementation of the Common Market project laid
down by, the Siﬁgle European Act) and with economic stability over that period.

Figure '2: B-convergence on NUTS II level (164 regions)

- 1992
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4 It might be argued that convergence analysis could be distorted by EC income transfers. But EC
financial assistance was relatively small during the eighties; a significant increase happened not until
; the early nineties. Therefore, the overall impact of EC income transfers is negligible.
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We would also expect to observe this instability of the spatial growth pattern on the regional
level. If we look at the correlation between initial income in 1981 and the average growth rate
in 1981-92 depicted in figure 2 for the regional level, we can not identify any convergence
process. Accordingly, the estimated P-rate in the unconditional model (version 1) reported in
Table 4 turns out to be insignificant. Only for the subperiods 1981-89 {B=0.64%) and 1986-92

(B=0.7%) very low convergence rates were estimated.

According to 'theory, we do expect agglomeration economies to become more pronounced the
more disaggregated the regional level (DUNFORD, 1993). We have already seen that — to a
certain extent — regional development in the EC is characterised by a core-periphcry pattern
(Table 1 and 2). The persistence of regional problems may be attributed to cumulative effects
of region-specific advantages or disadvantages which might be relevant especially for the
regions of the lower or upper ¢énd of the income range. Therefore, we are interested to analyse
if there is convergence even on the regional level if we take into account that especially some
poor regions are expected to become poorer and some rich ;)nes richer. Put it differently: Is
there any indication for interregional convergence as a norm if the model is conditioned for the
very poorest and very richest regions? Then, the problem of increasing regional disparities

should be of limited relevance.

Under the‘assumption that a higher-than-average percentage of poor regions arc provided with
unfavourable growth conditions (e.g. peripheral location), we introduce a Lower-Club-Dummy
for the 25 poorest regions in 1981. Likewise, an Upper-Club-Dummy for the 25 richest regions
in 1981 is defined, assuming that most of Phose regions have a specific advantage (e.g. bec;mse
of scale effects) over other regions (version 2).5 In this model, the estimated B-values are 1.3%

for the interval 1981-92 (b=53.3) and even 2 % for the subperiod 1981-89 (h=34.6).6 As on

5 This numerical limitation of the Lower- and Upper-Club is — to a certain extent — arbitrary.
Nevertheless, it can be justified on two grounds. First, it is used by the EC-Commission to illustrate
the significance of regional dlsparmes (COMMISSION, 1987, 1994). Second, it can be shown that
a much smaller limitation (c.g. 10) would not alter the estimates significantly compared to the
unconditional model; a much larger one would make it harder to defermine any systemanc
development.- The last argument also holds if we would condition the model using a variety of
structural variables. From a political point of view, it is first of all absolate, not conditional,
convergence which matters. Therefore, we prefer to estimate the convergence-rates for different
groups or subgroups of countries and regions based on an (otherwise) unconditioned model.

6 Inclusion of the industry variable had almost no impact onthe cstimated B-values.
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the national level, convergence in the carly eighties was slower (1.4% and significant at the
10% level) than in the interval 1986-92 (1.65%). This seems to support the hypothesis that
market liberalisation had a positive impact on convergence. Interestingly, the estimated
convergence rates are higher in 1981-86 and lower in 1986-92 if country dummies are
introduced. The country dummies are proxies for differences in the steady-state values and for
countrywide fixed effects in the error term. Therefore, the empirical results do indicate that the
bad convergence performance (without country dummies) in the ﬁrét subperiod might be
attributed to country specific effects. v

Bl

Table 4: B-convergence on NUTS 11 level”

1981-1992 1981-1989 ' 1981-1986 - 1986-1992
Unconditional:  {B = 0,003 B =-0,0016
164 Regions (0,16)
0.012

RZ

Lower/Upper
Club’81 with
Industry 1981
Lower/Upper-
Club 81 with
country dummies

Unconditional/ 0,00005

without Greece, (0,99)
Luxembourg: 150 R? = 0,000001
Regions

Unconditional/ = 0,0017
without cohesion 0,7
countries: R? = 0,012 R? = 0,0015
127 Regions

Each cell contains the estimate of B, the significance level of this estimate (in parenthesis) and R* of
the regression. The estimates in the shaded cells are significant at the 5% level; 'significant at the 10%
level

Recalling Table 1, it may be seen that the Greek regions are highly represented in the Lower-
Club. To evaluate their impact on interregional convergence in the EC, the Greek regions and
the outlier Luxembourg are omitted from the sample (version 3).8 With the exception of the

subperiod 1981-86, all P—estimates are significant and lie in the range of 1%. If the regions of

7 Regressions for the subperiods 1981-86 and 1986-92 only used 129 regions because income figures
for the UK are no available on REGIO for 1986.

8 On the regional level, inclusion of Luxembourg had almost no effect on the B-estimates.
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the four cohesion -countries (Spain, Portugal, Greece, and Ireland) are dropped. (vetsion 4),
Interregional convergence. across the remaining regions is almost non-existent (with_the
exception of 1981-89).. This indicates that convergence found in version 2 and 3 can.be
explained primarily by the regions of Spain and Portugal and of Ireland. catching up with the

regions of the richer member states.

Convergence analysis 3 la BARRO and SALA-I-MARTIN is controversial. One major point of
critique”is that B-analysis implicitly assumes that every economy has a steady-state growth
path, well-approximated by a time trend. Such an approach might be adequate if permanent
moves in«dncome were well-described by smooth time trends. Put alternatively, the smooth
tirne-trepds approximation is good only when a large economic shock occurred at the
beginning of the sample (QUAH, 1993), The significant instability of the estimated f-values
with regard the underlying subperiods suggests that income development in the EC can not be
described as a smooth trend. Accordingly, the average growth rate approach — even if
informative — could be inadequate to analyse convergence in the EC. Therefore, we use
another methodology to test for convergence which examines directly the evolving dynamics of

the cross-section distribution of income.

b. The development of regional disparities: The concept of 6—convergence -

The methodology is based on the concept of o—convergence. It is analysed whether the
dispersion of income across groupﬁ of economies tends to fall over time.? Following BEN-
DAVID (1993, 1994), interregional convergence is tested by pooling each country’s or

region’s annual discrepancy from the group average and estimating the following equation:
(3) - Ya ‘Y';=9()’;:-l —y"-l)

where y; is the log of the economy i’s per capita income in year t and y’. is the average per
capita income of the group in year t. Income disparity is then defined as the difference between
economy i's income and the group’s average income. The parameter & may be considered as

the convergence coefficient. If 6<1, income disparity decreased. Dividing the log0.5 by log8

9 A positive B-value does not imply a talling variance o%. Over time, 6, falls (or rises) if the initial
value o, is greater than (or less tham) the steady-state value o® (o-convergence). Thus, B-
convergence is a necessary but not a sufficient condition for o-convergence (BARRO and SALA-I-
MARTIN, 1995).
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yields the number of years required to halve the average disparity of the group.19 On the other
hand, 6>1 indicates income divergence and log2/log8 gives the number of years it will take the
average discrepancy to double. A rough estimate of the average annual rate of convergence is

0.5log8/log0.5 (BEN-DAVID, 1994).
To estimate 0, the following equation is used:
C)] Y~ yj‘l =a + 6()’:‘1—1 =Y )tE

The estimates for groups of member states are reported in Table 5 for time intervals 1975-92
and 1980-92. Besides the 8-values, the significance level (in parenthesis) and the number of
observations (#) taken into account are documented. The calculated half-life-periods and

convergence rales are reported in an extra column.

Table 5: 8-estimates on the national level with regard the respective group average

1975-1992 Half-life-period 1980-1992 Half-life-period

Convergence-rate , Convergence-rate

All member countries 6 = 0,996 1729
0,0029

Without Luxembourg

Without Luxembourg
and Greéce

The cells on the respective left hand side contain the 6-estimates, the significance level concerning the
null-hypothesis Ho: <1 and the number of observations # used. The estimates in the shaded cells are
significant at the 5% level.

Estimation of equation (4) for the 12 member states of the EC for the 1975-92 period yields an
estimated 0 of 0.98, indicating convergence. This corresponds to a half-life-period of 34 years
and implies an average convergence rate of 1.46% p.a. Without Luxembourg, the 6-value is
significantly smaller (8=0.972) and the half-life-period is 24 years. For the subperiod 1980-92,

the estimation yields a 6-value not significantly different from 1. Thus, the no-convergence

10 Letz = y{—y’h According (o equation (3), z,; = 0z and therefore 7= 6"z, L_et Zuy, = 0,52, with 7t
the number of years that it takes to reduce the average discrepancy in half, Then one gets: 0,5z, =
6"z,. Taking log and dividing by log8 yields the half-life-period & = 10g0,5/10g6.
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hypothesis can not be rejected. Without Luxembourg, 6 is significantly smailer than 1, again
indicating convergence. If we also omit Greece, convergence for the 1980-92 interval becomes
more pronounced (8=0.977), indicating that the slowing down of the convergence-trend

compared to the period 1975-92 can be attributed to Greece.

Table 6: 9—cstimales on the regional level with regard the respective group average

1980-1992 Half-life-period 1986-1992 Half-life-period
Convergence-rate Convergence-rate

All Regions 8 = 0,998 346,2
(164 regions) (0,73) 0,0014

. #793
Without Luxembourg 9 = 0,9977. 301
and Greece (0,64) 0,00166
(150 regions) #7716 : i
Without Cohesion 0 = 1,004 -173,6
countries (0,3) -0,0029
(127 regions) # 587
Without Lower/Upper
Club ‘81

(114 regions)

The cells on the respective left hand side contain the 8-estimates, the significance level concerning the
null-hypothesis Hy; 8<1, and the number of observations # used. The estimates in the shaded cells are
significant at the 5% level

Table 6 contains the resuits for the NUTS II regions. Considering all 164 regions, the
estimated 0 is 0.993, indicating very slow convergence for the 1980-92 period. Droi)ping the
Greek regions and Luxembourg yields still a relatively high B-value of 0.992 which
corresponds to a half-life-period of 86 years and an average convergence rate of 0.57% each
year. Estimation of equation (4) without the regions of the cohesion countries yields 6=1.0006,
indicating that there was no convergence at all across the regions of the richer countries. If we
estimate the O-values for the subperiod 1986-92 we must reject the convergence thesis even
for the group of regions without Greek and Luxembourg. This picture changes when the
Lower- and Upper-Club regions are omittcd.‘ Then, the estimated 8 is 0.982 for the 1980-92
interval with a half-life-period of 38 years. For the subperiod 1986-92, 8 is even smaller. This
is an indication that convergence across the vast majority of regions in the EC even accelerated
in the second half of the cightics. Moreover, there is a positive correlation between
liberalisation and convergence. On average, especially the regions of Spain, Portugal and

Ireland were able to catch up with the regions in the non-cohesion countries. This is supported
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“ by the fact that the estimated 8-values across all regions (without Greece and Luxembourg) are

significantly lower than for the regions of the non-cohesion countries.

Compared to the estimates of the [-analysis, the estimated convergence rates are usually
smaller, indicating that growth and convergence in the EC is not a smooth process but
influenced by aggregate shocks. This is not adequately reflected in cross-section analysis using
only point estimates. Thus, 6-analysis is more sensitive to changes of the underlying data set.!1
In general, the estimates based on the concept of o-analysis support the results of the -

analysis in the preceding section.

4. Regionalk Policy and Subsidiarity in the EC - Summary and Policy

Conclusions

The results of the cross-section analysis based on the concept of B—convergence as well as the
analysis based on the concept of G—convergence indicate that income convergence is the norm
for the member states and regions of the EC Convergence on the national level is absolute
because it applies when no explanatory variable other than initial income is held constant.
Convergence in the second half of the eighties is higher than in the early eighties, indicating
that the liberalisation shock in 1986 did not harm convergence as is soinetimes argued in the
literature (O’DONNELL, 1992, BEGG and MAYES, 1993, PRUD’HOMME, 1993). On the
regiox;al level, absolute convergence is almost non-existent. However, convergence can be
considered as the norm when the model is conditioned for the 25 poorest and 25 richest
rcgiohé. Then, the estimated convergence rates amount to 1.3% p.a. for the interval 1981-92

which is lower than the convergence ratc of 1.74% for the same period on the national level

*(with ‘a dummy for Luxembourg). Moredver, convergence is more pronounced in the late

eighties than in the interval 1980-86.

u According to EUROSTAT, income data in purchasing power pariﬁes has been revised in 1990

resulting in an artificial increase of the standard deviation of income in 1989/1990. As a
consequence, the estimates are biased towards income divergence. To compensate for this effect, a
slightly modified regression was run, When regressing the income difference in 1990 on the
difference in 1989, a dummy-variable is multiplied with the income difference in 1989 allowing for
the artificial increase of the standard deviation; thus, the 8-value was made variable. For the
observations 91/90 and 92/91 dummies are introduced to make the constant ¢ variable to take into
account the effects of the data revision. As expected, the estimated 8 -values are lower: For all
regions, the O-value is 0.989 with a half-life-period of 62 years. Without the Club-regions,
estimation yields 0=0.965 corresponding to half-life-period of about 20 years.
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What are the implications. for regional policy in the EC? According to the principle of
subsidiarity, the governments of the member states should be responsible for regional policy. A
supranational competence can only be justified if the proponents of centralisation provide
evidence that a central co-responsibility would lead to a significant improvement of welfare. A
necessary, though not a sufficient, condition would be to prove that without community
interference regional disparities tend to increase on a large scale. Put alternatively, involvement
of the EC tier should be restricted to cases where either the scale of the problem is too great or
the fiscal crapacity of the competent authority is too limited. Based on the empirical evidence,
no point can be made for the presumption that without EC financial assistance cohesion would
be threatened. First of all, the principle of subsidiarity implies that it is convergence on the
. national levél which nﬁatters‘ During the last two decades, the speed of absolute income
convergence across the member states of the EC has been in the range of the speéd of income
convergence across the US states although the American system of fiscal federa]is.rri lS much
more developed than the European one. On average, the poorer countries of the EC have
grown faster than the richer memﬁer countries. Across the latter group, convergence is almosf
non-existent, but this should not constitute a major problem for coht;sion in the EC. On the
rcgidnal level, the vast majority of regions disclose a tendency to income convergence.
Persistence of regional disparities, therefore, can not be considered as a problem of large scale
within the EC; the national governments should be able, on principle, to manage their regional
problems. Even if most of .the least-favoured regions are located in the cohesion countries, the
overall regional growth performance of the Spanish and Portuguese regions and of Ireland
suggests that those countries belong to the relative winners of European integration. The only
exception are the Greek regions. Almost all Greek regions have fallen behind. In the case of
Greece it must be noticed that the relative income position of most Greek regions deteriorated
although they were supported by gcnefous funds from the EC in the late eighties and early
nineties. Furthermore, the Greek government never implemented liberalisation policies in the
same way as Portugal and Spain did when they entered the Community. As a consequence,
most economists see the poor Greek performance primarily as the result of bad economic
policy and mismanagement than of insufficient national resources (HALLET, 1995). Therefore,
community transfers do cure the symptoms but do not provide the necessary stimulus for
sustainable growth. Especially in the case of Greece, Community intervention should make
sure that technical assistance is available to improve the administrative capacity in problem

regions and to remedy over-restrictive regulations.
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Al things considered, the subsidiarity test fails to prove the necessity of a community-wide
transfer scheme. There is no evidence that ,;market failure* inherent in the process of European
integration has aggravated regional disparities on a large scale. The priority of decentralisation
incorporated in the principle of subsidiarity demands that centralisation can only be justified if
evidence is-provided that EC regional policy would lead .to a significant increase of welfare for
the whole Community. Given the empirical evidence, it can not convincingly be argl\led that the
potential benefits of a coordinated solution of the EC tier outweigh the social costs of potential
central government failure. Therefore, the assignment of a complementary function for

redistributive regional policy to the EC is not justified.

A certain extent of inter-EC redistribution may be nonetheless unavoidable as an exprcssion of
solidarity or ‘as the consequence of the decision-making process in the EC. If this holds,
community-wide regional policy will be — by definition — based on a consensus of the member
states. According to the principle of subsidiarity, this in,turn implies that all impdrtant decisions
on redistributive interventions should be left to the decentral bargaining process. In other
words, the decisions on the size of the redistributive budget and on the way of financing it
should be made unanimously. Any attempt to implement a system of automatic income
transfers from richer to poorer régions or to introduce an EC tax for redistributive purposes
should be rejected. That does not mean that there is no role for any central coordination at all.
Theré'ma'y be good reasons to coordinate redistributive policies on a central tier, especially
when conditional matching grants are uscd as in the case of EC regional policy. Coordination
should then be primarily restricted to monitoring and evaluation procedures and to technical
assistance. But as far as fundamental policy competences are concerned, the lack of a
normative justification for an independent EC regional policy, which would be based on the
objective of cohesion, and the political nature of EC redistribution make it necessary to

implement strict constitutional and fiscal constraints to control EC expenditure policy.
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