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ABSTRACT

Integration, Agglomeration and the Political
Economics of Factor Mobility*

This Paper tackles the issue of the optimality of agglomeration in a two-region
economy with skilled/mobile and unskilled/immobile workers. The market
leads to the optimal outcome when transport costs are high or low. However,
for intermediate values, it yields agglomeration whereas dispersion is socially
desirable. We show that competitive lobbying on factor mobility by the two
groups of workers sustains the second best optimum.
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NON-TECHNICAL SUMMARY

One of the most severe challenges posed by the ongoing integration of
national economies within the European Union is the strengthening of the core
regions, which accommodate modern production sectors, at the expense of
the peripheral regions, which retain only traditional and local activities. In the
First Report on Economic and Social Cohesion, the European Commission
observes that; ‘the average disparity in income per head in the EU is twice
that in comparable regions in the US’, while ‘economic activity is strongly
concentrated in the most urbanized areas of the Community. Regions with
more than 500 inhabitants per square kilometre account for only 4% of the
land area of the Union but for more than half the population. This implies that
between two thirds and three quarters of the EU’s total wealth creation occurs
in urban areas’ (p.24).

Although some authors have found slow interregional convergence from 1950
to 1990, it is more and more widely accepted that regional disparities have
been growing within the EU since the deepening of the integration process
started in the 1980s. Furthermore, even slow convergence between countries
may well hide a process of regional divergence inside each country. To the
extent that the EU is getting more and more integrated, the scenario of the
core-periphery model might well become realistic if the mobility of some
factors rises whereas trade costs simultaneously fall.

This lack of cohesion in social development and economic growth has led the
European Commission to pay more attention to this issue at the time of the
Single European Act (SEA). The reform of the Structural Funds and the
creation of the Cohesion Funds, both aiming partially at the reduction of
regional disparities, have been the concretrizations of this awareness. For the
period 1994–1999, these funds correspond to approximately one third of the
EU budget, thus showing the growing importance that the ‘regional question’
plays for the European construction. Official documents reveal that the
concern of the Commission is twofold. On the one side it is about equity and
problems related to a poorer quality of life for the most disadvantaged regions
and the lack of life-chances open to their citizens. On the other it is also about
efficiency and issues related to an under-utilization of human potential and the
failure to take advantage of economic opportunities which could benefit the
Union as a whole. However, while the equity implications of regional
imbalances are self-evident, the self-confidence of the Commission about
efficiency is puzzling. The reason why is the shortage of theoretical arguments
on the emergence, not to say on the welfare impact, of regional imbalances
that might support the Commission’s view.



Indeed, if anything, conventional wisdom supports the opposing view,
according to which the concentration of means within the most productive
regions is often the optimal strategy to maximize global income. Accounting
for regional disparities mitigates such recommendations but does not upset
them, so that conventional wisdom seems to accept the existence of an
inherent trade-off between regional equity and efficiency.

This Paper has two objectives. The first is to investigate the conditions under
which, as the Commission sustains, the equity-efficiency trade-off does not
exist; i.e. agglomeration is indeed socially undesirable. In doing so, we are
forced to depart from the neo-classical world of non-increasing returns to
scale and perfect competition where economic integration has no dramatic
effects on the spatial distribution of economic activities; geographical
discrepancies are not amplified and eventually disappear. Instead, we build on
some recent developments of economic geography that study the impact of
frictions to goods and factor mobility on the location of imperfectly competitive
industries in the presence of increasing returns to scale.

We model an economy with two regions, two sectors and two specific factors.
The traditional sector employs unskilled workers to produce a homogeneous
good, which is perfectly competitive and freely traded. The modern sector
employs skilled workers to supply a differentiated good, which is
monopolistically competitive and costly traded. In accordance with the
empirical evidence, unskilled workers are assumed to be much less mobile
than skilled ones. The model reveals that for low transport costs (broadly
defined to encompass any impediment to trade) skilled labour mobility causes
the modern sector to cluster in one region because the positive aggregate
demand effect of skilled workers’ immigration on profits more than offsets the
negative competition effect of modern firms’ inflow. Our first aim is to
determine whether or not the spatial concentration of the modern sector is
socially desirable and to assess its pros and cons by disentangling the various
external effects which cause its emergence.

We begin by pointing out that the market outcome is socially desirable when
transport costs are either high or low. While in the former case activities are
dispersed, in the latter they are agglomerated. By contrast, for intermediate
values of these costs, the market leads to the agglomeration of the modern
sector whereas it is socially optimal to keep it geographically dispersed. In this
case, in which the equity-efficiency trade-off disappears, we recognize the
scenario envisioned by the European Commission. This is an interesting
finding in that low transport costs may be viewed as corresponding to shipping
costs between small-sized regions, whereas large costs would instead be the
counterpart of trade costs between large trading blocks. Intermediate values
would therefore correspond to shipping costs between regions belonging to
medium-sized areas such as the EU. This interpretation would suggest that



there could well be too much geographical concentration within the EU after
the effects of the Single Market were completed. If so, our finding would
provide an efficiency-grounded case for an active regional policy at the level of
the European Union.

Once we have established the suboptimality of the market-delivered economic
landscape, we can move on towards our second objective, that is to
understand whether the actual mechanics of European policy-making has any
chance of delivering the economically efficient outcome. In principle, the
effectiveness of the Commission is hampered by at least two crucial problems.
First, the costs of an inefficient economic landscape are likely to be unevenly
distributed among different interest groups so that any active regional
intervention is bound to generate a conflict between opposite interests.
Second, effective intervention requires enormous information-gathering
capabilities that, due its relatively small bureaucracy, the Commission is
unlikely to possess. This second aspect appears even more severe if one
considers that, even though sometimes (under the assent and cooperation
procedures) it has to ask for the opinion of the European Parliament, the
Commission is an unelected body and thus it receives no direct feed-back
from any electorate. Both problems have led the Commission to adopt the role
of an intermediator between conflicting interests that are thus urged to get
organized as pressure groups in order to improve the transmission of
information about their collective needs.

Our model lends itself quite naturally to studying the political economy of the
distributive effects generated by the formation and the development of a core
region. Specifically, it can be used to show that the population of unskilled
workers is always negatively affected by the emergence of a core-periphery
structure because their access to the output of the modern sector becomes
too costly. In other words, members of the traditional sector oppose the
deepening of the European unification process. By contrast, the skilled
workers may be either better off or worse off when they are agglomerated,
because each mover does not internalize the external effects that her move
imposes on all other skilled workers. More precisely, when the number of
skilled workers is sufficiently low (large), moving toward the large region may
be individually rational (irrational) but collectively irrational (rational) from the
mobile workers’ point of view. In this case, both groups of workers are against
the deepening of the unification process. However, when the population of
skilled workers is large enough, the two groups have conflicting interests
because the skilled now gain from being clustered within the same region.
This conflict gives rise to the emergence of competing interest groups.

By building on the literature on informational lobbying and on the theory of
menu auctions, we are able to show that, first, lobbying by conflicting pressure
groups for or against the mobility of the skilled workers allows the Commission



to implement the second best optimum economic landscape and, second, the
actual coalitions of interests that are formed are immaterial for the attainment
of efficiency since their composition has only redistributive implications. These
results hold if lobbying is ‘competitive’ in the sense that all interests have free
access to the Commission, all face the same costs of collective action and the
Commission simply acts as a mediating organization (‘honest broker’). This
provides a useful benchmark for political conduct. It implies that, for
implementing efficient regional policies, the Commission has to lend a candid
ear to all interests as well as to promote their participation to the lobbying
process with particular emphasis on those interests that, because they are
diffuse, face larger costs of collective action. Under this respect, our results
provide some rationale to the extension of qualified majority voting by the
SEA, which in 1992 substituted the national veto power with qualified majority
voting on measures necessary to complete the internal market and to new
policy sectors (R&D, health and safety, environment). This has increased the
appeal of, and the need for, rapid transnational interest definition, aggregation,
and coordination, thus favouring the coalition of diffuse Euro-wide interests.
























































