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 THE REGIONAL CONSEQUENCES OF EMU 

 

 Guillermo de la Dehesa  

Introduction 

 

The rationale for a market integration in Europe is that it 

provides aggregate gains for the European economy as a whole.  

The Cecchini Report (1988) estimates that, through a more 

efficient allocation and utilization of productive forces due 

to the removal of trade and competition barriers, the 

harmonization of regulations and the free movement of 

production factors, the "single market" will lead to a static 

one off real output gain of between 2.5% to 6.5% for the whole 

of the EC.  Simulations by Smith and Venables (1988) and Norman 

(1989) also reach similar results.  According to them, the 

static benefits from integration will be significant and 

European welfare could increase by 4% of base consumption. 

 

Baldwin (1990) goes one step further and tries to measure the 

dynamic growth effects too.  He suggests that the static gains 

have a positive effect upon medium and long term growth rates, 

since they induce higher savings and investment and the single 

market affects also the rate of capital accumulation and the 

rate of technical change, through a larger market, increased 
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specialization and increasing returns to scale.  Using "new 

growth theory" models initiated by Romer (1986), Lucas (1988) 

and calibratron methodology introduced in trade literature by 

Dixit (1987) and Baldwin and Krugman (1987), suggests that 

medium and long term growth rates will, at least, double the 

Cecchini report estimates. 

 

The rationale for a monetary integration is that one market 

needs one money and one money will reinforce the gains obtained 

by market integration by removing a very important transaction 

cost:  the variability of exchange rates.  A complete capital 

movement liberalization requires a unified monetary policy if 

exchange rates are to be stable.  Therefore, the "single 

market" gains will be even larger through monetary union. 

 

Although both integration steps are considered, in principle, 

as a positive sum game, given that increasing European economic 

activity should undoubtely spread out to all the EC, this paper 

is concerned with the distribution of those gains among 

European regions, not only because a single market turns its 

member states into regions instead of countries but also 

because in every of those countries regions differ largely.  In 

this respect the relevant questions are:  How much additional 

growth will spread out to different regions?.  Will it be 

evenly or unevenly distributed?.  How the necessary 

reallocation of resources to achieve such an additional growth 

will affect different regions?.  Which regions will get net 
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inflows and which ones will experience net outflows of factors 

of production?.  How the effects of economic and monetary 

integration will affect existing less favoured regions?.  Is it 

going to provoke regional convergence or regional divergence?. 

 If divergence is the outome, which policies should implemented 

to minimize it?.  The aim of this paper is, therefore, to try 

to throw some light on these important issues, without 

questioning the idea of European integration that we consider 

as very positive. 

 

The paper is divided into four sections.  Section one tries to 

explain the possible regional effects of the single market and 

monetary union.  Section 2 deals with the need for regional 

policies.  Section 3 looks at present regional disparities in 

the EC and section 4 analyses the regional effects of different 

EC policies. 

 

 

1.-  ONE MARKET, ONE MONEY 

1.1. One market 

 

At first sight it seems obvious that the "single market" will 

tend to have uneven effects on regions.  First, the objectives 

of 1992 are mainly to improve resource allocation, to unify 

segmented markets and to increase competition in order to 

reduce costs and prices.  A reallocation of resources means a 

spatial redistribution of factors of production and, therefore, 
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loosing and winning regions.  Second, some European regions 

have proved already to be uncompetitive, if competition 

increases, they will be even more adversely affected.  Finally, 

the unification of national and regional markets will obviously 

bring about concentration of production to obtain larger 

economies of scale, and that will favour some regions at the 

expense of others. 

 

This is probably the reason why the EC Commission White Paper 

on the "single market" (1985) clearly stated that:  "The 

Commission is however concious that there may be risks that, by 

increasing the possibility for human material and financial 

services to move without obstacle to areas of greater economic 

advantage, existing discrepancies between regions could be 

exacerbated and, therefore, the objective of convergence 

jeopardized". 

 

 

1.1.2 Free Trade and Comparative advantage 

 

Although there is an abundant literature on theories of 

regional growth and of interregional trade most of them are 

based on what is labelled the "neoclassical approach" that uses 

comparative cost analysis.  (Olhin, 1933).  That is, initial 

and incremental factor endowments will play a large part in 

determining both what type of activity a region develops and 

the extent to which it is able to grow.  Nevertheless, these 
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models and the strong assumption on which they rely are so far 

removed from the realities of Europe in the 1990's, where 

intraindustry trade between regions is the norm, where 

economies of scale are critical and where markets are both 

segmented and oligopolistic that it offers few insights into 

how regions will fare in a more integrated Europe. (Begg 1989, 

Krugman 1991). 

 

 

 

Moreover, the theory of comparative advantage cannot be easyly 

applied to regions within a single market.  The theory does 

apply to a certain extent to a country as a whole but not to 

all the regions of a country.  Mac Crone (1966) says:  "Regions 

neither have the advantage of factor immobility which enables 

nations to trade on the basis of comparative advantage nor do 

they enjoy complete factor mobility which would make persistent 

unemployment impossible.  It is therefore possible for a region 

to find that there is no product it can produce which other 

regions cannot produce more efficiently".  That is, 

specialization between regions is rather based on absolute than 

on relative comparative advantage, or to say it in other words 

"Depopulation and decline do no more than confirm the 

proposition that regional prosperity within any single country 

tends to depend on absolute, not relative, costs, equally it 

confirms the suspicion that the balance of advantage is, 

inevitably, tipped in favour of the big, central batallions". 
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(Nevin, 1972). 

 

Therefore, the Heckscher-Ohlin theorem is based on a series of 

basic assumptions that are not fulfilled in the European single 

market.  Transport costs are not zero, production functions are 

not identical in different regions, there are economies and 

diseconomies of scale, competition is not perfect, there are 

more than two factors of production, and tastes are not 

identical between regions (Vanhove and Klaasen, 1987).  This is 

why it is quite possible that in the establishment of a Common 

Market the forces working for a widenning of differences may be 

even stronger than the forces working for an equalization of 

factor prices.  (Olsen, 1970). 

 

 

1.1.3 Free trade, economies of scale and imperfect competition 

 

Economies of scale play today an increasing role as a 

determinant of trade and specialization and have introduced 

very important changes in the conventional comparative cost 

analysis.  For instance, regional uneven development through 

trade may be a necessary outcome when two regions trade (one 

agricultural and one industrialized) and there are external 

economies of scale in the industrial sector.  An initial 

discrepancy in the  

capital-labour ratios between the two countries will cumulate 

overtime since the exports of manufactures from the leading 
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region crowds out the industrial sector of lagging region.  

(Krugman 1981). 

 

Smith and Venables (1988) have analysed the effects of 

completition of the internal market not only through the 

traditional trade theory but also through increasing returns to 

scale and imperfect competition.  This second aspect shows that 

a reduction in barriers to trade should also be thought as a 

reduction in barriers to competition between firms located in 

different countries.  The increase in competition tends to 

reduce profits and makes survival of many companies more 

difficult, being economies of scale an important factor for 

survival.  According to their quantification, when the "single 

market" is completed, 30% of industrial companies will 

disappear either by exit or merger.  The remaining firms will 

be 30% larger on average.  The main problem is to know in which 

regions are located the loosing and the winning industrial 

companies.  If the marginal firms are located, as it is most 

probable, in the less developed regions there will be an 

increasing regional imbalance. 

 

On the other side, Neven (1990) has looked at scale economies 

at the firm level and finds out that the distribution of size 

of firms across countries varies greatly and that the more 

industrialized European countries have larger and closer to 

minimum efficient scale firms than in the less developed areas 

of Europe. 
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1.1.4 Free movement of factors 

 

According to conventional integration theory, economic 

integration leads to a reallocation of production from less to 

more efficient producers within the integrated area, increasing 

total welfare.  Nevertheless, such a shift of production may be 

undesirable if there is not a perfect capital and labour 

mobility (as it is the case today in the EC) since it may 

provoke more unemployment and inequality in certain areas and 

the resulting income loss in those countries or regions may far 

outweigh any gain from higher global productivity to the 

integrated area (Scitovsky, 1962). 

 

The "single market" will bring such a free movement of capital 

and labour.  The expected outcome of the "single market" should 

be that capital will tend to move from the richer regions where 

it is more abundant to the poorer regions where it is scarce 

and yields a higher rate of return.  Labour, on the contrary, 

will tend to move from the latter regions where it is more 

abundant to the former ones where it is more scarce and can get 

higher wages.  The dispersion of capital yields and labour 

incomes should tend to diminish (not to equalize since there 

are still  transport and information costs) and the same should 

happened to the differences in output per capita because of the 

change in the capital-labour ratio and factor movements may 



 

 
 
 1 

substitute goods trade (Mundell, 1957).  As a final result 

there should be a higher average productivity and a welfare 

improvement across the integrated area (Balassa, 1969). 

 

But the theoretical case exposed by conventional models of 

integration is only possible when differences in productivities 

and per capita incomes mainly reflect differences in factor 

endowments, such as natural resources and education, and 

different capital labour ratios.  But in the EC such differents 

in factor endowments are not so big, and it may happen that, 

given the not so big either differences in capital-labour 

ratio, the central richer regions could have and overall 

superior production function, offer bigger return in both 

factors of production and attract both labour and capital from 

the poorer regions. (Krugman, 1989).  In such a case free 

movement of factors may reinforce income disparities and 

produce negative welfare effects.  Nevin (1972) says in the 

same line that "It is precisely because this factor mobility is 

low at the international level that the whole apparatus of 

foreign trade, including tariffs and exchange rates, has risen 

to replace it; equally, it is precisely because factor mobility 

is relatively high in the long run (in an integrated area) that 

the problem of declining regions arise". 

 

 

1.1.5 Free movement of factors and Agglomeration economies 
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Giersch (1949) is the first one to use a simplified 

agglomeration model based on Weber (1928) and Lösch (1954) in 

the context of a customs union.  His main conclusion is that 

the abolition of barriers to intereuropean trade and the free 

movement of factors will weaken the national agglomeration and 

will enforce intereuropean agglomeration.  It will strengthen 

the attractiveness of the highly industrialized regions at the 

centre both for labour and capital at the expense of the 

periphery.  At similar conclusions arrive Keeble, Owens and 

Thompson (1981), using indexes of regional accessibility to 

economic activities, and showing that with the removal of 

tariff barriers and the free movement of capital and labour 

there is a clear tendency of economic activity to concentrate 

at the centre of Europe widening the absolute and relation 

disparities between regions.  Advantages of proximity to 

markets and of agglomeration at the centre outweigh the 

diseconomies of higher factor costs and congestion. 

 

 

The interaction of increasing returns, market-size and 

agglomeration externalities, transportation costs and demand 

are at the base of geographic concentration (Krugman 1991). 

Given sufficiently strong economies of scale, each manufacturer 

wants to serve the national market from a simple location.  To 

minimize transportation costs each one chooses the location 

with large local demand.  But local demand will be large where 

the majority of manufacturers choose to locate.  Therefore, 
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concentration tends to be selfsustaining, and the starting 

position is an important initial advantage.  Size and 

population density play also a very important role.  In a 

process of integration the larger country will tend to gain 

manufacturing at the expense of the smaller when they integrate 

because it is more likely to have already developed larger 

cores. 

 

In Europe, poorer regions, in general, are relatively distant 

from larger markets.  Although with integration and improved 

access to markets it seems logical that manufacturing will tend 

to shift to the more peripheral low wage regions, the contrary 

may be the result (Krugman and Venables 1990).  Reducing 

transport costs has two effects:  it facilitates locating 

production where it is cheapest but it also facilitates 

concentration of production in one location, so as to realize 

economies of scale.  And when production is concentrated it may 

pay to concentrate it at a location with higher costs but also 

with better access to markets. 

 

 

Therefore, it will all depend of the relative weight of the 

economies of scale, the size of the market, the transportation 

costs and the level of wages.  In some manufacturing sectors 

there will be concentration in others deconcentration depending 

on the relative weight of those factors. 
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Geographic concentration through industrial "clusters" is also 

argued by Porter (1990) through the explotation of 

technological and pecuniary external economies as defined by 

Marshall (1890-1956).  Concentration of domestic rivals and 

suppliers in areas where significant customers are already 

located is due to the advantages of information flows, 

visibility, reputation, efficiency, specialization, 

availability of specialized workforce and improvement and 

innovation.  Cities and regions are more important than nations 

to develope such "clusters" and, therefore, to be used as a 

basis for using competitive advantage models.  (Krugman, 1991). 

 

With the growth in "just in time" manufacturing systems and the 

need in business services for direct contact with clients, 

there are good reasons for believing that the pull of core 

regions will be enhanced by integration (Begg, 1989).  Similar 

arguments are used by Rotemberg and Saloner (1990) showing that 

region agglomeration of production and trade is the final 

effect of two forces:  First, competition between firms for 

trained workers is necessary for the markets to recoup the cost 

of acquiring industry specific human capital.  Second, the 

technology of production is more efficient when plants are 

larger than a minimum efficient scale and local demand is 

insufficient to support several firms of that scale. 

 

As a general conclusion, it can be said that centralization of 

production will tend to be bigger the greater the size of 
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available economies of scale, the greater the external 

economies, the greater the size of the mobile manufacturing 

sector, the greater the size of the national "cores or 

clusters" already in existence and the lower the transportation 

costs. 

 

 

1.2 One money 

 

Monetary integration removes economic agents of a very 

important transaction cost, makes easier the free movement of 

goods, services and capital in the absence of exchange rate 

risk and tends to promote factor price and per capita output 

equalization.  But, at the same time, deprives member states of 

a very important policy instrument to adjust to internal and 

external, supply and demand shocks:  the exchange rate.  The 

lack of a monetary instrument for adjustment to shocks leaves 

them with no other solution but a real adjustment through the 

level of wages, the level of unemployment or migration. 

 

This is why it is so important to know the effects of a single 

currency on regions that have today vast disparities in 

inflation productivity and income. 

 

 

 

The point of view of the EC Commission is quite optimistic.  It 
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believes that after monetary union exchange rates changes still 

remain possible (through prices of real state and wage costs) 

and although adverse shocks need to remain possible, the 

evidence of the last two decades within the EC shows that trend 

changes in real exchange rates have not explained differences 

in growth rates at all.  Persistent real devaluation strategies 

do not seem to buy faster growth, at least for Western Europe. 

 (Emerson et al, 1990).  According to the official view, 

economic integration will make the occurrence of country 

specific shocks less likely for three reasons.  Because product 

differenciation tends to dominate product specialization, and 

intra-industry trade, tends to dominate interindustry trade.  

Because enhance competition will ensure that profit margins 

carry part of the adjustment and because wage discipline will 

be more effective under EMU.  This last point has been 

supported by Artis and Ormerod (1991). 

 

Nevertheless, monetary integration literature does not agree 

with such a view.  The first author to write formally about the 

regional effects of a currency union was Mundell (1961) 

although the balance of payments implications of monetary 

integration received previous attention by Balogh (1950) and 

Scitovsky (1958), and the concept of an unique currency for 

regions with high labour mobility was previously outlined by 

Lerner (1951) and Meade (1957). 
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1.2.1 Optimum currency areas 

 

The starting point is the theory of "optium currency areas" as 

sketched originally by Mundell (1961) and developed further by 

MacKinnon (1963), Kenen (1969), Ingram (1969), Harberler 

(1970), Flemming (1971) and Corden (1972), among others.   

 

Mundell chooses a high degree of factor mobility and the 

stability of relative prices within the area as a basis for a 

unified optimum currency area.  When regions or countries are 

subject to different disturbances or asymmetric shocks the 

adjustment process will require the factors of production to 

move in the absence of exchange rate flexibility, otherwise 

regional or national concentration of unemployment will be 

inevitable.  That is, labour mobility should be high enough 

within the union to, rapidily, remove unemployment in some 

regions affected by a shock or avoid cost-push wage pressure in 

the region not affected by it.  Labour mobility should 

eliminate any need for currency depreciation in order for the 

competitiveness of a region to be preserved.  MacKinonn (1963) 

proposes that a high degree of openess within the area and a 

low degree of openess outside the area should be used also as a 

criterion for reaching an optimum currency area.  Openess is 

defined in terms of the proportion of tradables in total 

production, and his argument is that, in a relative open 

economy, the use of the exchange rate variations become less 

efficient than in a relative closed economy.  Kenen (1969) 
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argues that a low degree of product diversification is a good 

reason for forming an independent currency area.  Well 

diversified economies are less affected by external shocks in 

the demand for one of its exports.  Kenen suggests that small 

areas with less diversification are optimum currency areas.  

Ingram (1969) claims that it is necessary to look to financial, 

not real, characteristics of economies in order to determine 

the optimum size of a currency area and he claims that degree 

of financial integration should be the basic criterion.  

Finally, Harberler (1970) and Flemming (1976) argue that 

similar inflation rates and "policy integration", that is, the 

necessity of transfering national policy sovereignty to 

supranational organs both in the monetary and fiscal field, are 

a necessary condition for a currency union.  A controversial 

position is held by Melitz (1991) who argues that Mundells 

criterium of labour mobility in defining an optimum currency 

area belongs to the era of long-run Phillips curves, but since 

the 70's, there has been a rejection of the long-run trade off 

between inflation and unemployment and today the key issue is 

flexibility of prices in the long run, therefore, Mundells 

criterium of labour mobility losses much of its relevance.  In 

any case, the optimum currency areas theory has been the basis 

for understanding modern monetary integration.   

 

1.2.2 US and Europe 

 

Under such a theoretical basis the recent work on the regional 
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consequences of European monetary integration has mainly 

concentrated in trying to show if the EC is less or more of an 

optimum currency area than Northamerica. 

 

 

Eichengreen (1990) arrives to the conclusion that the EC is 

less of an optimum currency area than Northamerica.  Using real 

exchange rate variability as a measure of asymmetrical 

disturbances, he shows that these are three to four times 

larger in the EC.  Similar evidence is obtained from the 

comovement of securities prices in the Paris and Dusseldorf 

stock exchanges compared with the ones traded in Toronto and 

Montreal to demonstrate that regional disturbances are less 

symmetrical in the case of Europe.  Finally, he shows that both 

labour and capital mobility are also lower in Europe, specially 

labour. 

 

If such is the case, monetary integration in Europe will tend 

to be associated with non-negligible regional problems, and it 

will be necessary to develop economic and political 

institutions to smooth the path of the currency union.  

Eichengreen looks at the US and Canada and shows that both 

countries use their federal systems to transfer resources to 

the problem regions to attenuate asymmetrical shocks. 

 

In similar terms, De Grauwe and Vanhaverbeke (1991) find the 

oficial view of the EC Commission too optimistic since it is 
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based on the idea that there is a low occurrence of asymmetric 

shocks at the national levels and the more economic integration 

moves forward the lower will be those shocks, reducing the 

future costs of adjustment. (Emerson et al, 1990).  The authors 

find larger and more sustained divergences of growth rates of 

output and employment and little labour mobility at the 

regional level than at the national level.  Therefore, in their 

opinion, further deepening in monetary integration will 

increase the likelihood of asymmetric disturbances forcing 

labour mobility to play a greater role than it is the case 

today.  They argue that, there are two different models of 

regional development in Europe.  The Northen model is more 

balanced having large labour mobility and low divergences in 

output and unemployment.  The Southern model has a relatively 

immobile labour mobility and larger divergences in output and 

employment.  They conclude that if with monetary integration 

labour mobility does not increase sufficiently, the Southern 

model will prevail and regional divergence will increase. 

 

In the same line, Bayoumi and Eichengreen (1991) find that 

underlying shocks are significantly more idiosyncratic across 

EC countries than across U.S. regions, which may indicate that 

the EC will find it more difficult to operate a successful 

monetary union.  Hovewer, a core of EC countries made up of 

Germany and her immediate neighbours experience shocks of 

similar magnitude and cohesion as the U.S. regions.  Moreover, 

they find that the US regions adjust to both supply and demand 
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shocks more quickly than do EC countries, despite the lack of 

the exchange rate instrument, reflecting a greater factor 

mobility in the US than in Europe. 

 

Masson and Taylor (1992) argue that the existing degree of 

divergence of real per capital output is now about ten times 

(four times larger excluding Greece, Portugal and Spain) in the 

EC than in the US, but that there is not a clear evidence that 

real convergence is impeded by monetary union, since in the US 

it has occurred.  The main problem is that it is a very slow 

process.  Another problem is pointed out by Wyplosz (1988) and 

Dornbusch (l990) which show that countries entering the union 

with weak competitive positions and high inflation rates will 

have to keep economic activity depressed for a long period in 

order to restore competitiveness.  These have been important 

arguments in favour of a "two speed" monetary integration and 

the strong debate that has carried forward. 

 

Another line of research between US and European monetary 

unions is based on the impact of integration on regional 

specialization and, eventually, through factor mobility, on 

regional growth (Krugman, 1992).  One of the effects of 

integration is that it tends to reduce transaction costs and to 

greater geographical concentration of industries and that 

concentration tends to take place at existing cores or 

clusters, that are originated by market size.  That 

reallocation of industries makes the economy more efficient and 
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the regions more specialized.  Increased regional 

specialization, in turn, tends to lead to higher regional 

vulnerability to shocks.  A highly specialized region in a type 

of product will suffer much more from a drop in the demand of 

that product than another region that has a more diversified 

production structure and can rely on other products to 

compensate such a trade shock.  That is, shifts in tastes or 

technology can make specialized regions suffer from severe 

demand shocks.  What are the effects of factor mobility on 

these shocked regions?.  High capital mobility should tend to 

magnify regional economic fluctuations.  It is clear that when 

a region has a boom, it will get capital inflows magnifying the 

boom and when it has a slump, capital will outflow deepening 

the slump.  In the long-run, high factor mobility will tend to 

maintain the existing divergence among regions instead of 

provoking convergence.  When a region suffers from a demand or 

supply shock and looses export markets, instead of experiencing 

a real depreciation of the exchange rate to acquire greater 

competitiviness and to get new exports, it  will be forced to 

shed capital and labour that will exit to other regions until 

factor payments are equalized. Therefore, the region will not 

have lower factor prices for long enough to attract new 

industries. 

 

In sum, it can be said that, like in the US, EMU will tend to 

produce an European economy that is more subject to region 

specific shocks, because, in an integrated market, regions will 
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be more specialized and that exhibits greater disparity in 

regional growth rates, because with increase factor mobility 

regions will tend to adjust to shocks by adding or shedding 

resources rather than by adding or shedding industries.  

(Krugman, 1992). 

 

In the case of the US, Blanchard and Katz (1991) evidence 

supports this view, since the states tend to work their way out 

of the shock not by reducing wages or increasing unemployment 

but by reducing their labour force.  Nevertheless, this effect 

should be smaller in the case of Europe given that cultural and 

language barriers make labour mobility smaller than in the US. 

 As a result, unemployment will keep for long enough to have 

some pressure of wages.  We will return to this issue later. 

 

 

1.2.3 The German experience 

 

Another example of how economic and monetary union affect two 

different regions with vastly different productivity levels is 

the recent German unification experience.  Burda and Funke 

(1991) show that the union has produced an important shock on 

the East uncompetitive industry and this shock has been 

reinforced by an astonishing increase on the East real wages, 

due mainly to union pressure, and a lower rate of migration to 

the West.  The result is a very rapid increase in unemployment 

levels in the East and very little effect of growing real wages 
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in the West.  The government policy has aimed at avoiding a 

massive migration to the West that would leave the East without 

active population and that would provoke very important labour 

conflicts in the West.  Given the shrinking tax base in the 

East, large scale transfer payments from the West have become 

the dominant source of budget finance.  Total public transfers 

are likely to amount to 6% of Western Germany GDP but 73% of 

Eastern Germany GDP in 1991.  (Neumann, 1991).  Most experts 

think that the best effective policy is a wage subsidy on 

Eastern employment (Akerlof et al, 1991), (Hughes Hallet and 

Ma, 1992). 

 

 

The logical conclusion to these evidences is that the 

possibilities of EMU provoking larger regional economic shocks 

in the medium term and greater regional disparity are certain. 

 Therefore, some kind of regional stabilization policy is 

needed (Krugman, 1992).  At the same conclusion arrives Bertola 

(1992) who, by using "endogenous growth" models based on Romer 

(1987),  Lucas (1988) and Grossman and Helpman (1991), argues 

that when a geographical dimension is added to the productivity 

spillovers or innovation externalities of recent growth models, 

free factor mobility need not optimize the overall performance 

of an integrated economy.  Integration leads to a privately 

optimal (but socially harmfull) concentration of production, 

and the overall geographical distribution of production may 

actually become less efficient implying a slow down of the 
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growth rates estimated by Baldwin (1989).  As a result, it 

might be wise to limit such a concentration or to try to 

compensate the regions most affected, through fiscal 

intervention. 

 

 

2.-  THE NEED FOR REGIONAL POLICIES 

 

Therefore, the need for regional policies in an integrated area 

is out of the question.  Molle (1990) gives two traditional 

reasons for regional intervention.  First, the equity argument 

that reflects that large groups of population feel that 

inequality is socially inacceptable and morally unfair.  

Second, the efficiency argument which states that the deficient 

regional distribution of some productive factors, public goods 

and economic activity prevents the economy from reaching its 

growth potential, since total output is less than it could be 

if inequalities were removed.  Gordon (1991) finds other 

additional arguments in the context of the EC.  The 

stabilization argument, that is, to redistribute aggregate 

demand between regions to cushion the impact of region specific 

shocks; the welfare argument, that is, the negative effect of 

the single market on some regions welfare, and the revenue 

argument derived from effects of regional tax harmonization on 

the revenue of higher tax level regions. 

 

Giërsch (1949), Scitovsky (1958) and Balassa (1961) were the 
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first to propose the need for some kind of regional economic or 

development policy to correct regional imbalances and, all of 

them agree that it should consist in transfer payments or 

investments to avoid excessive disparities and perverse 

agglomerations but without forongoing the benefits of 

specialization.  Balassa insisted in avoiding the fetishization 

of the idea of "balanced development" in the integrated area 

and Scitovsky argued that it should be sufficient to correct 

the operation of the profit motive in the private sector and 

pull private investment in socially desirable directions. 

 

It is quite clear that within a monetary union regional 

stabilization policy must take the form of fiscal intervention, 

and that fiscal intervention should be at the national, federal 

or supranational level and not at the regional level.  Regional 

governments in an integrated market with high factor mobility 

will be unable to pursue countercyclical fiscal policies and 

will tend to act procyclically.  (Krugman, 1992).  The argument 

is the following:  Aggregate monetary policy can stabilize 

aggregate demand shocks but regional demand shocks cannot be 

smoothed out that way since, by definition, under monetary 

integration, member states or regions have no monetary policy, 

and, at the same time, under high capital mobility there should 

be little crowding out for fiscal expansion because the 

regional money supply will, automatically, accommodate the 

expansion. 
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If allowed by Central or Federal government (what is not the 

case in most of the states of the US), regional governments 

could try to stabilize regional income by themselves, running 

budget deficits during slumps and surpluses during booms, but, 

as Sala i Martin and Sachs (1991) argue, short term gains in 

stabilization may be lost in the future, since present deficits 

have to be repaid by higher taxes or lower expending by the 

same region in the future.  Moreover, as regional governments 

do not have the same tax revenue potential than national or 

federal governments, they may get into financial trouble and 

try to impose large tax increases to firms and individuals 

which, in many cases, will choose to leave the region, reducing 

the tax base and leaving the region in bankruptcy.  

Alogoskoufis (1990), on the contrary, argues, under certain 

conditions, in favour of decentralized fiscal policy in a 

monetary union to respond both to supply and demand shocks, 

although considers that some degree of control and cooperation 

of fiscal policies is necessary at the final stages of monetary 

union. 

 

2.1 Fiscal Federalism 

 

This is the reason why regional stabilization and 

redistribution from adverse shocked to favourably shocked 

regions, must be carried out by national, federal or 

supranational authorities.  The term used in the U.S. is 

"Fiscal Federalism", first due to Kenen (1969) who pointed out 
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that a centralized fiscal system could deal with the stubborn 

pockets of unemployment that are certain to arise from export 

fluctuation and imperfect labour mobility. 

 

Corden (1972), on the contrary, does not think that centrally 

determined fiscal policies provide a substitute for exchange 

rate adjustment.  Those policies provide financing, not 

adjustment.  The most they can do is to allow more time for 

adjusment and so reduce its costs.  Monetary integration does 

not require fiscal integration since governments can finance 

budget deficits by borrowing on the community's capital market, 

but may require some control of over-all budgetary policies. 

 

In the same line Mussa (1991) argues that proposals for 

centralized control over national fiscal policies lack a 

convincing economic rationale and could becone a significant 

cause of political friction.  He prefers only ad hoc 

intervention in excepcional cases of financial crises.  Similar 

views are held by Van der Ploeg (1991) who considers that the 

limits on budget deficits proposed by the Delors Committee act 

procyclically and are not likely to lead to successfull 

stabilization policies.  Therefore, he thinks that it is more 

sensible not to set limits on budget deficits and let the 

countries of EMU pursue their own countercyclical stabilization 

policies. 

 

Here again the relative comparative experience of the U.S. and 
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Europe is very relevant. 

 

According to Sachs and Sala i Martin (1991) the Federal 

Government of the U.S. insures, partially, member states 

against regional income shocks.  One dollar reduction in a 

region income per capita triggers a decrease in federal taxes 

of about 34 cents and an increase in federal transfers of about 

6 cents, that is, the federal government absorbs around 40% of 

the shock.  In Europe, the situation is far from the latter.  

One dollar shock to regional GDP reduces tax payments to the EC 

Commission by half a cent only.  Eichengreen (1990) estimates 

that Community taxes compensate for no more than 1 per cent of 

an income loss from an unfavourable shock hitting any member 

country. 

 

Another way to compare both currency unions is through the 

relative volume of transfers.  Bishop, Damrau and Miller (1990) 

estimate that the size of transfers to Spain, Portugal, Greece 

and Ireland could be in the order of 2% of their combined GDP 

in 1992-1993, that would represent around 5% of those countries 

government expenditures.  In the case of the U.S., Eichengreen 

(1990) shows that Federal transfers to the states represented 

in 1987 around 21% of state expenditures.  That is, U.S. 

transfers are four times larger. 

 

 

Under these circumstances, the relevant question is if EC 
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fiscal policy is prepared for EMU.  Masson and Melitz (1991) 

argue that in the absence of a major community-wide mechanism 

of transfers a country hit by an adverse country specific shock 

might be tempted to move out of the monetary union and devalue. 

 Put it in another way, the EC will have a major problem  if it 

starts to experience American-style regional slumps without 

American-style fiscal federalism.  (Krugman, 1992). 

 

No doubt that fiscal federalism, as any kind of transfer, has 

also shortcomings.  Fiscal transfers into depressed regions 

from national or federal revenue tend to discourage factors of 

production, and specially labour, from moving out and 

reallocate themselves to other regions with higher 

productivity.  Therefore, they should not be too generous as to 

distort efficiency (Cuadrado and De la Dehesa, 1992).  Fiscal 

transfers to unemployed people in a region can also induce 

higher demands for wages by the Unions than market clearing 

levels and increase unemployment in that region.  Braga de 

Macedo (1991) establishes a triple condition for the transfers 

to bring cohesion:  to maintain competitive production, to 

prevent cumulative outmigration and to attract capital.  Even 

under these conditions public transfers without sound 

macroeconomic and microeconomic basis may lead the least 

productive workers not to migrate, inducing shifts in behaviour 

which would make backwardness cumulative and which would 

endanger economic and social cohesion. 
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The case of the Mezzogiorno in Italy is probably the best known 

example of a government failure in transfer regional policy.  

After having received government transfers that have ranged 

between 20% and 30% of the area's GDP, for several decades!, 

there has been no convergence of the South with Italy's North. 

 According to Faini, Galli and Giannini (1992), the problem has 

not been lack of capital but low factor productivity.  The 

explanations for such a low productivity range from 

agglomeration economies and increasing returns to 

inefficiencies of government services and to policy induced 

distorsions in the labour and capital markets.  The key 

question is not then, the volume of tranfers but of the 

efficiency of the investment of those transfers. 

 

 

 

3.-  REGIONAL DISPARITIES IN THE EC 

 

Although economic and monetary integration have not been 

completed, the differences between regions at the EC level are 

very important, and larger that in the US.  Chart 1 shows 

dispersion of real output per capita and it is clear that while 

standard deviation in the case of the US is below 5% in the 

case of the EC is almost 30%.  Excluding Greece, Portugal, and 

Spain the standard deviation falls to 12%, closer to the U.S. 



 

 
 
 1 

one.  Chart 2 shows regional disparities in the EC, based on 

GDP per capita adjusted by purchasing power parity standards 

and in Ecus.  Standard deviation in PPS was around 23% in 1988 

while in Ecus reached 36%.  In both charts the evolution shows 

a strong convergence during the seventies up to 1980 in terms 

of PPS and until 1982 in terms of ECU.  Since then, there is 

gradual reduction of convergence except when measured in Ecus. 

 

Table 1 looks at the convergence path of the four less 

developed countries of the EC and shows that Spain has strongly 

converged since it join the EC in 1986, but has not recovered 

yet the level of convergence that had in 1975.  Ireland has 

also converged in the last few years but only in 1990 equals 

the convergence reached in 1975, just after joining.  Portugal 

is the country that has reached the maximum historical 

convergence in 1991 after five years of joining and Greece, on 

the contrary, is permanently diverging since it joined the EC 

in 1978.  The net gain since joining in GDP per capita has been 

of 7 points in the case of Spain, 6 points in the case of 

Portugal, and 1 point in the irish case.  Greece has lost 

another 6 points.  In all cases there has been a temporal 

divergence path that coincides with the two energy crisis of 

the middle seventies and early eighties and, after, a 

convergence one until today, except for Greece.  It seems then 

that convergence is related to the booms and divergence to the 

slumps, what sounds quite logical. 
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Chart 3 shows the evolution of income per capita disparities in 

the EC between 1980- and 1990.  While income per capita in 

terms of PPS improves slightly since 1986 among regions and a 

little more among member countries, it diverges from 1987 in 

terms of GDP per employed person showing that productivity does 

not converge with income, and that income convergence is 

probably affected by national and EC transfers.  The increase 

in employment since 1986 might have also helped the divergence 

in productivity.   

 

Table 2 tries to demonstrate that convergence or divergence of 

less developed member countries is a result of GDP growth and 

not of changes in population growth rates.  As a matter of 

fact, annual population growth rates are falling more rapidily 

in the Southern regions than in the Northern ones. 

 

Table 3 shows that there has been a clear divergence between 

the ten and twenty five less developed regions and the ten and 

twenty five most developed between 1980 and 1987.  The 

dispersion is small, but it works in both ways, that is, a drop 

in the GDP per capita, in relation to the average, of the less 

developed regions and an increase in the GDP per capita, in 

relation to the average, of the most developed ones. 

 

If we take unemployment rates as a measure of divergence Chart 

4 shows that although the total unemployment level in the EC 

has dropped since 1986 by almost 4 points, the regional 



 

 
 
 1 

unemployment levels tend to diverge or to stabilize.  In 1990, 

the average unemployment rate of the ten regions with higher 

unemployment was 22% and the average of the ten regions with 

lower unemployment only 2,5%, that is, almost ten times lower. 

 Part of these differences may be due to different fertility 

rates in the long run, but they are mainly a clear measure of 

to lack of labour mobility in the EC.  (Table 4). 

 

Which are the main reasons for those regional disparities in 

the EC and their large relative differences with the U.S.? 

 

First of all, the EC is still, unlike the U.S., a fragmented 

area.  Although a large part of the integration has been 

already accomplished, there are still twelve sovereign 

political entities with different levels of development, large 

cultural and custom differences and nine rather different 

languages.  On the contrary, the American economy has had 

already for a long time one main language, very similar 

cultural traits and a single federal government. 

 

Moreover, free trade, free movement of factors and wide federal 

redistribution of regional incomes has long distinguished the 

American economy. (Boltho, 1989). 

 

 

3.1 Labour mobility 
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Second, there is also a problem of factor mobility in the EC.  

Labour mobility played an important role on income convergence 

in postwar Europe but, in the last decade, there has not been 

intraeuropean labour migration.  Chart 5 shows that since 1980 

only Ireland has experienced migration to other European 

countries.  Spain, Portugal and Greece, on the contrary, have 

behaved as net recipients of labour, reflecting the return of 

previous migrants to other areas of the EC.  In 1990 only 4.7% 

of the total resident population in member countries was 

foreign and of this percentage only 1/3 originated from other 

EC countries.  That is, out of 12 million, eight million are of 

non-EC origin (Table 5).  There are various reasons for such a 

lack of mobility.  It seems that sociological, cultural and 

psicological factors overcompensate present wage differentials 

and a clear proof of it is that migration is much larger 

between countries that have the same language or culture 

(Ireland and the UK, Belgium and France, Netherlands and 

Denmark and Germany, etc).  Another reason is that one of the 

objectives of national and EC regional policies has been to fix 

labour in poor low density regions and avoid congestion in high 

density ones.  Another explanation is that intraeuropean 

migration is concentrating more in technical and professional 

manpower and that unskilled cheap labour has been supplied by 

countries outside the EC, such as Turkey and Magreb and other 

African countries.  The fact that intraeuropean labour mobility 

is concentrating on the more skilled and the better 

professionals reduces the human capital content of the poorer 
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regions and therefore their future potential for 

entrepeneurship and growth. 

 

Within the member countries there has also been a very strong 

reduction of migration.  In Italy internal migration is today 

half that it was the begining of the eighties.  In Spain 

Catalonia and the Basque Country are now exporting labour to 

the South instead of importing it as before.  Only Germany, due 

to Unification, has experimented a large migration from the 

East side.  Even the traditional flow from rural areas to 

cities is diminishing in most parts of the EC.  The future of 

labour mobility from peripheral regions to the central regions 

of the EC will probably be very low in spite of the free 

movement of labour after 1992.  The main reason will probably 

be that the pressure of skilled labour from Eastern Europe and 

of unskilled labour from Africa is going to be so large that 

there will be a crowding out effect on other EC migrants. 

 

3.2 Capital mobility 

 

Capital has proved to be much more mobile in Europe, even 

before its total liberalization for some countries in 1989 and 

for the rest in 1992.  At first sight, it seems that capital 

has flown to peripheral countries and regions during the second 

half of the eighties.  Flows of direct investment have been 

growing in the EC during the seventies and eighties.  FDI flows 

in 1975 were 6% of GDP and 1983 reached 8% Table 6 shows the 
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matrix of flows of direct investment in Europe (EDIE) in which 

poorer member states (Greece, Ireland, Spain and Portugal) are 

net importers of capital and richer countries (UK, Germany, 

France and Netherlands) are net exporters.  (Molle and Morsink, 

1990).  The accession of Portugal and Spain has accelerated the 

trend, only Spain got a net average yearly inflow of FDI, 

between 1986 and 1991, of 7 billion dollars of which most of it 

came from other EC countries.  Apparently, central countries 

have been exploiting peripheral countries comparative advantage 

in the price of labour.  There may be also other reasons.  

First, there has been some decentralization of industries due 

to excessive congestion and polution in central regions 

(Chemicals, puld and paper, iron and steal etc).  Second, the 

exploitation of natural resources in the periphery in certain 

sectors (mining and quarrying, forestry, some agricultural 

produce etc).  Finally, the main reason has been the 

explotation by large central firms of certain economies of 

scale and scope and plant specialization.  As a consequence of 

this there has been a very large increase in intrafirm and 

intraindustry trade between central and peripheral countries, 

confirming that factor endowments differentials are not large 

with the exception of labour, where wages and unit labour costs 

give still a clear advantage to the periphery. 

 

Table 7 shows some very important facts.  FDI from extra EC 

origin has been very important in manufacturing, in fact larger 

than intra-EC FDI.  While EC firms have been buying existing 
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industrial companies and distribution outlets in the periphery, 

non-EC companies have concentrated more in greenfield 

investments using Spain, Ireland and Portugal as springboards 

to have access to the EC.  It is also very important to see the 

large flows of direct investment in services, mainly in finance 

and distribution, both from EC and non-EC firms.  (Sapir, 

1991). 

 

In sum, for the time being it seems clear than capital flows 

and trade in goods are replacing labour mobility, while at the 

same time are substituting for each other. 

 

 

3.3 Other factors 

 

There are other reasons for such regional disparities in the 

EC.  The relative level of infrastructures mainly in transport 

and communications are very poor in peripheral regions.  Table 

8 shows some of these differences.  The level of infrastrucures 

of Spain is 70% of the EC average, Ireland 60%, Greece 50% and 

Portugal 40%.  The same can be said about education.  Chart 6 

shows that the number of students and apprentices between 15 

and 19 years old is only 40% in Portugal; 60% in Greece, Spain 

and Ireland; 75% in France and Belgium and 85% in Germany, 

Denmark and Netherlands (Derenbach 1990).  The differences in 

education between regions of the less developed countries are 

also very large.  For instance, in Greece and Spain there is a 
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difference of 15 points in the percentage of youth education 

between more developed and less developed regions. 

 

In terms of R & D the situation is similar.  Chart 7 shows that 

Germany invests as a percentage of GDP, four times more than 

Spain, six times more than Portugal and seven times more than 

Greece.  Three quarters of total EC investment in R & D is 

concentrated in Germany, France and the U.K.  Within the member 

countries there is also a strong concentration.  In Italy, the 

Northwest represents 70% of R & D expenditure and personnel, 

while the mezzogiorno only 5%.  In Spain, 50% of the R & D 

expenditure is concentrated in Madrid, and 16% in Catalonia.  

As a matter of fact the regional technology gap is larger 

within member than between member countries. 

 

 

3.4 "Catch up" perspectives 

 

Tables 9 and 10, show the conditions, in terms of economic and 

employment growth, that regions need to fulfil in order to 

converge toward the average income per capita and rate of 

unemployment of the EC.  For instance, a region that has a GDP 

per capita equal to 70% of the average (Castilla-León in Spain, 

Lisbon in Portugal, Sicily in Italy) needs to grow at an annual 

rate 1.25% higher than the rest of the EC for 20 years, or at 

an annual rate 1.75% above the rest of the EC for 15 years, in 

order to reach 90% of the EC income average. 
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Similar proyections are made with unemployment.  A region that 

has a rate of unemployment of 20% like Basilicata in Italy or 

Canary Islands in Spain and wants to reduce the rate to 10%, 

needs an annual increase in employment of 3.5% during 5 years 

or 2.25% for ten years.  These rough proyections try merely to 

show that convergence of poorer regions is going to be a very 

long term process. 

 

 

4.- REGIONAL POLICIES IN THE EC 

 

When considering regional policies in the EC we should not 

limit ourselves only to the so called "structural funds" but to 

all policies that may have some regional effects being either 

general, sectoral or properly regional. 

 

4.1 The Budget financing 

 

The first issue to discuss is the financing of the EC Budget.  

The EC budget equals 1.2% of EC GDP.  Nearly 60% of the budget 

revenue comes from VAT contributions from member countries 

another 22% comes from custom tariffs and only 16% comes from 

the contributions based on GDP.  As VAT is a tax on consumption 

and consumption is higher as a percentage of total income in 

poorer member countries and regions than in richer member ones, 

there is already a discriminating effect against less developed 
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regions in the budget financing, since VAT revenue of poorer 

member countries is a higher proportion, in relative terms, of 

total national revenue.  This is why Spain contributed in 1989 

to 8.1% of total EC budget revenue and to 8.3% of total VAT 

revenue when Spanish GDP is only 7.7% of the EC.  Greece 

contributed to 1.3% in both cases when its relative GDP weight 

was 1.1%.  Portugal contributed to 1% in both cases while its 

relative GDP was 0.9%, and Ireland contributed 0.8% against 

0.7% of GDP.  On the contrary, U.K. contributed only to 14.8% 

of total revenue and 12.8% of VAT revenue when its relative GDP 

weight is 17.2% and Italy contributed to 17% of the total and 

16.6% of the VAT total when its relative GDP weight was 17.8%. 

 

Table 11 compares member country contributions to the financing 

of the EC budget and payments received by the EC Budget between 

1986 and 1990.  There is no correlation between net 

contributors and higher GDP per capita and net receivers and 

lower GDP per capita.  On the five year average, only Germany, 

the U.K. and Belgium are net contributors.  Denmark, the 

Netherlands and France are net recipients, all of them having a 

higher income per capita than the U.K.  Among the less 

developed net receivers the differences are also very large.  

One of the major reasons for those disparities is due to the 

fact that the major beneficiaries from CAP are the major net 

recipients from the budget and the countries with low CAP 

receipts are major net contributors to the budget.  This is why 

in Ardy (1988) words "The EC has a budget which derives revenue 
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and distributes benefits in a manner entirely unrelated to 

levels of rational wealth". 

 

4.2 The CAP 

 

The second issue relates to Common agricultural policy (CAP).  

The Agricultural Fund (EAGGF) has two conponents, one to 

guaranty and support prices and the other to guide structural 

reforms.  The first one is, by far, the most important 

expenditure of the EC, representing 58% of total expenditure in 

1989. 

 

CAP being the most fully developed EC policy has had a clear 

negative and discriminating effect on the economic welfare of 

member countries.  Most recent studies and models collected by 

Rosenblatt et al (1988) estimate the effect of CAP on domestic 

costs to produce a loss of around 1% of the EC GDP on average, 

with a range of 0.32% to 2.7% of GDP.  The higher the degree of 

sophistication of the model in terms of intersectorial links 

(Burniaux and Waelbroeck, 1985), the larger the cost estimates. 

 The inefficiency of CAP is very clear when we look at transfer 

ratios, defined as the cost to the EC economy of increasing 

farmers incomes by one unit.  Transfer ratios vary between 1.17 

to 3.23.  But what is more important for our purposes is that 

the distribution of costs is not uniform across countries and 

there are clear winning and loosing member countries. 
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These discriminations are shown Table 12.  Portugal, Spain and 

Greece have received, on average, between 1986 and 1990, 16.6% 

of total agricultural expenditure, when they represent 29% of 

the total agricultural used surface and 19% of total 

agricultural production.  While Netherlands, Denmark and 

Belgium received 25.6% of total funds when they represent only 

4.8% of total agricultural used surface and 12.3% of total 

production. 

 

The same can be said about the role of CAP supporting farmers 

incomes.  We can see in column (2) that there is no relation 

between the amounts spent and the number of farmers.  Spain, 

Portugal and Greece get only 16.6% of total funds for 37.7% of 

total farmers, while Netherlands, Denmark and Belgium get 25.6% 

of total funds for only 6.1% of total farmers.  As the 

objective of CAP is not only to support incomes but to increase 

efficiency, column 5 shows a rough measure of productivity, 

that is, the ratio of production to employment in agriculture. 

 It seems logical that the high productive farmers of Denmark, 

Netherlands and Belgium should get much larger funds than the 

less productive ones of Portugal, Greece and Spain but not in 

such an excessive proportion.  Although the first three  

countries have a relative ratio of productivity ten times 

higher than Portugal, their ratio 
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 COMMON AGRICULTURAL POLICY 

   (1)  (2)  (3)  (4)  (5)  (6) 

France   27.9  15.3  24.2  21.9 1.4  1.8 

Italy   20.5  21.6  13.5  22.8 1.1  0.9 

Germany   17.7  11.2   9.3  12.4 1.1  1.6 

Netherlands  14.9   3.2   1.5   7.6 2.4  4.6 

U.K.     9.5   6.4  14.4   7.7 1.2  1.5 

Greece    8.4  10.8   4.4   5.4 0.5  0.8 

Spain    7.0  17.7  21.1  12.9 0.7  0.4 

Ireland    6.2   1.8   4.3   2.2 1.2  3.4 

Denmark    5.4   1.8   2.2   3.0 1.7  2.7 

Belgium    4.3   1.1   1.1   2.4 2.1  4.0 

Portugal    1.2   9.2    3.5   1.5 0.2  0.1 

Luxembourg   0.06   0.06   0.1   0.1 1.5  1.0 

                                                                      

TOTAL EC  100  100  100  100 

 

 (1) Country distribution of total EAGGF pauments in % of total 

expenditure. 

 (2) Civilian employment in agriculture in % of total EC (1989). 

 (3) Agricultural surface used in % of total EC (1986). 

 (4) Value of agricultural production in % of total EC (1988). 

 (5) Ratio (4):(2). 

 (6) Ratio (1):(2). 

 

 Source Eurostat and EC accounts Jury. 
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of funds per farmer is  forty times higher.  Their productivity 

ratio is also almost three times higher than Spain, and their 

fund per farmer ratio is twelve times higher.  Finally, they 

have a productivity ratio that is double than the U.K. and 

Germany but their ratio of funds per farmer is only three times 

larger. 

 

When we take into account absolute figures, the quantities that 

CAP trasnfers to farmers in general and to those countries in 

particular are striking.  In the Netherlands there were 286,000 

employees in agriculture in 1989 and they got 3.7 billion ECU, 

that is, 13,100 ECU per employee that is, 75% of total GDP per 

capita of the Netherlands.  In Spain, there were 1,6 million 

employees in agriculture and total funds were 1.8 billion Ecu, 

that makes 1,200 Ecu per employee, that is 9% only of Spain's 

GDP per capita.  Part of such discrimination is due to the fact 

that CAP grants are based towards the largest farms, and it 

happens that the average farms in those Northern countries is 

around 30  and in the Southern countries is below.  Another 

reason of such divergences is that CAP benefits mainly large 

agricultural exporters (Ardy, 1988).  For instance, in 1989, 

38% of the CAP expenditure went to export restitutions and only 

31% to production.  Depreciation of stocks absorbed another 

10%. 

 

In sum, CAP not only has produced a cost to the EC in terms of 

GDP growth but has also discriminate widely among member 
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countries in two senses.  On the one side, it has supported 

relatively much more "Northern" agriculture (cereals, meat, 

milk and fats) than "Southern" agriculture (fruits, vegetables, 

oils and wine).  On the other side, it has protected much more 

farms in the core than in the peripheral areas.  This is the 

reason why when Strijker and de Veer (1988) study the regional 

effects of CAP conclude by saying that it has not reduced 

existing divergences in regional agricultural development, and 

has tended to reinforce the position of agriculture in the most 

developed and prosperous regions.  Ardy (1988) arrives also to 

the conclusion that CAP has been regressive and contributed to 

regional divergence among EC member countries. 

 

How it is possible that the productive sector where factor 

endowments and comparative advantages could have worked more 

efficiently to allocate resources in an integrated market has 

fully escaped from the market mechanisms and it is consuming 

still today almost two thirds of the EC budget?.  Peirce (1991) 

gives a good answer:  "Farmers were interested in their own 

incomes, national politicians were interested in the political 

support of the farmers and EC functionaries were interested in 

a "successful" program i.e. one with no articulate opposition". 

 Under the present negociation there is a proposal at the EC to 

reform the CAP and to reduced total expenditure from the 

present 60% to 50% of the total EC budget.  The main idea of 

the reform is to move from subsidising prices to sustaining 

directly farmers but its main danger is that there are some 
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proposals for "renationalizing" the subsidies.  That would mean 

that part of the agricultural expenditure would be transfer 

from the Ec Budget to the national budgets removing any 

possibility of intercountry transfers and reducing the already 

small possibilities of any regional redistribution to the 

poorer areas, that are mainly agricultural.   

 

 

4.3 The structural funds 

 

The second EC policy in terms of budget outlays is the more 

proper regional policy executed through the "structural funds". 

 

The EC supplements regional assistance by the national 

governments through the activities of the European Regional 

Development Fund (ERDF), the European Social Fund (ESF) and the 

guidance component of the European Agriculture Guaranty and 

Guidance Fund (EAGGF).  Although the CAP dominates the EC 

budget, the structural funds have become increasingly important 

in recent years.  Under the reform completed in 1989 they have 

double in size rising from Ecu 7.7 billion in 1988 to Ecu 14.5 

billion in 1993.  Nevertheless, in 1993 after such an increase, 

total disbursements will represent only one fourth of the EC 

budget and, correspondingly, 0.3% of the Community GDP. 

 

Of the total structural funds the Regional Fund represents 50%, 

the social fund 35% and the agriculture guidance fund 15%.  All 
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these funds grant only subsidies, while the European Investment 

Fund (EIB) the New Community Instrument (NCI) and the Coal and 

Steel European Community (CSEC) grant only loans. 

 

 

The Social fund finances mainly vocational training (80%) as 

well as job placement, self-employment and measures to benefit 

unemployed in less favoured regions. 

 

The Regional fund is mainly guided to large scale 

infrastructure finance (90%) and some industrial projects.  

Finally, the Agriculture guidance fund is intended to finance 

structural reform in farms to improve productivity and 

marketing. 

 

Table 13 shows structural funds commitments by countries in 

1988.  As it should be expected the Social fund correlates less 

with GDP per capita than with unemployment rates.  

Nevertheless, in terms of funds per capita Ireland gets four 

times more than Spain for similar unemployment rates and 

Portugal gets also a high rate of funds despite a lower 

unemployment rate.  The biggest amount in Ecu is received by 

the U.K. and the second biggest by Italy.  The specific 

regional effects are difficult to compute since parts of the 

social fund commitments affect more than one region. 

 

The Regional fund is, by definition, region specific and 
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concentrates mainly in poor regions.  For instance, in 1988, 

assitance to regions with a GDP per capita above the EC average 

was only 7% of the total.  The funds are allocated on the basis 

of a synthetic index, that is, a weighted average of various 

indicators of regional need such as GDP per capita and 

unemployment.  The main problem of the regional fund is pointed 

out by Gordon (1991) that demostrates that due to the fact that 

the allocation is done through a system of national ranges 

which define maximum and minimum allocations per country, 

identical regions are treated differently depending on the 

country to which they belong.  This is the reason why countries 

with similar GDP per capita and unemployment rates received 

very different volume of funds.  For instance, Ireland receives 

41.1 Ecus per capita and Spain only 18.1, or Italy gets 16.5 

Ecus per capita and the U.K. only 9.9.  

 

The Guidance Agricultural Fund is mainly concentrated in the 

small farms of Greece, Ireland and Portugal, but much less in 

Spain, and finally it helps, disproportionally, to Luxembourg. 

 

The are two main problems with the structural funds, according 

to Gordon (1991), Croxford (1987), and Lázaro (1992).  The 

first one is additionally, that is, the extent to which 

expenditure is additional to, rather than a substitute for, 

national expenditure, in the sense that the recipient would 

have not made the expenditure in the absence of the grant.  

Table 14 shows that after the decision to double in 1988 the 
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structural funds its macroeconomic importance is larger, but 

the requirement of national cofinance makes it difficult for 

the poorer regions and member countries to absorb those funds. 

 (Braga de Macedo, 1991).  It seems that, in general, 

structural fund assitance is quite fungible and they benefit to 

all of the country and not one specific region.  The second one 

is discrimination, Gordon (1991) finds out that the countries 

with high internal regional inequality (Italy) have been more 

favoured by structural fund assistance that the countries with 

lower regional inequality (Spain) independently of their 

average GDP per capita.  He concludes that, in any case, 

structural funds in their present form do not provide an 

authomatic safety net for regions within the EC and lack the 

flexibility necessary to address regional problems that may 

emerge after 1992. 

 

 

SUMMARY AND CONCLUSIONS 

 

Present regional disparities in the Ec are very large, more 

than twice that in the US.  In the last five years, when 

integration has depened, European average regional convergence 

not only has halted, but shows clear signs of starting a slow 

decline.  A bad signal is that, in the last few years, 

dispersion has increased and there has been a substantial real 

divergence between the less and the most developed regions of 

the EC.  What regional effects are going to have the 
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completsion of the internal market and monetary integration?.  

Most theoretical models as well as evidence both in the US and 

in Europe point towards an increasing regional centralization 

and to a growing regional specialization of production, and 

both trends will tend to provoke important shocks in many 

regions, mainly in those peripheral regions that have already 

proved to be uncompetitive and are underdeveloped.  If that is 

the case, a regional divergence trend seems inevitable, caused 

by important shocks to some regions that will not have, 

anymore, the exchange rate to adjust to them.  Social and 

political problems may arise and jeopardize the European 

economic and political union, that is a worthwile objective. 

 

Why then the U.S. has been capable of reaching a full economic 

and monetary union and of getting a high degree of regional 

real convergence at the same time?.  Two important differences 

separate the U.S. from the EC experience.  First, in the US 

labour mobility is much higher.  The common culture and 

language, the commonly shared immigrant past are, no doubt, 

behind such a differential mobility.  Second, the US has 

implemented an effective fiscal federalism to, partially, 

insure regions from shocks.  The virtuosity of US regional 

policy has probably been that it has been directed to the 

solution of specific regional problems or shocks rather than 

towards securing some kind of, theoretically desirable, balance 

between or within whole regions. Third, federal or central 

transfers to the regions in the US are, at present, four times 
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larger in the US than in Europe in terms of GDP.  Fourth, 

common agricultural policy in Europe, that absorbs 60% of the 

EC budget, and part of the regional transfers has proved to be 

regressive for regional convergence.  Fifth, the structural 

funds also show some inequities between regions and, finally, 

the budget financing system does not promote convergence.  In 

sum, the relevant question for the future is:  how Europe is 

going to cope with a probable trend towards regional divergence 

and with specific regional shocks without the necessary 

centralized budgetary means and instruments and without 

changing, radically, the system of contributions to the budget 

and the regressive and wasteful CAP?. 

 

We would like to end with a note of hope.  The Maastricht 

Summit has reinforced the articles of the Treaty that refer to 

"Social and Economic Cohesion" with the aim of promoting a more 

harmonious development of the EC ensemble.  It has also created 

a new Committee of the Regions, of consultative character, 

composed of 189 representatives of regional and local 

authorities, and, finally, it has introduced a protocol on 

social and economic cohesion in which a new "Cohesion Fund" 

will be created before the 31st December 1993 to finance 

environment and transport infrastructures in those countries 

that have GDP per capital below 90% of the EC average and that 

have a program that encourages the fulfilment of the nominal 

convergence conditions agreed in Maastricht.   
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In the same line, the "Second Delors Package" proposes 

important changes in the EC budget.  First, on the revenue 

side, there is a reduction of the relative weight of VAT and a 

compensating increase on the "GDP fourth resource", since the 

latter reflects better the contribution capacity of the member 

countries.  VAT rate will be reduced from 1.4% to 10% of the 

present base and, at the same time, a new limit of 50% of the 

GDP is introduced to the VAT bases of each member country to 

try to reduce the regressive character of VAT revenue.  This 

proposal follows what was agreed in the Cohesion Protocol at 

Maastricht that says "member countries declare their intention 

to take more into account the contributing capacity of each 

member country to finance the budget as well as to study ways 

and means to correct the regressive elements, for the less 

prosperous countries, that exist in the present system".   

 

Second, on the expenditure size, there is 75% increase on 

structural funds for the less developend regions (objective 1) 

to compensate the entrance of the new five länder of East 

Germany which increase in 22% the population eligible for 

objective 1.  In the rest of the objectives the increase in 

structural funds is of 50%.  All regions with a GDP per capita 

below 75% of the EC average, will be included in objective 1. 

 

Finally, the "cohesion fund" has already been included in the 

1993 budget with still a relative low amount (1.5 billion Ecu) 

if it is compared with the total amount of structural funds (20 
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billion Ecu) or the CAP (35 billion Ecu).  The underlying 

hypothesis of the new budgets is that the four less developed 

member countries (Portugal, Greece, Ireland and Spain) will 

get, by 1997, the double amount of structural funds than in 

1992. 

 

All these decisions go into the right direction and show a will 

to improve regional convergence but still the EC budget will 

only represent in 1997 1.37% of total GDP of member countries, 

and less than 5% of the total national budgets.  It remains to 

be seen how effective Europe will really be at dealing with its 

persistent regional disparities. 
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