

[image: e9789264076518_cover.jpg]







Regions Matter

ECONOMIC RECOVERY, INNOVATION AND SUSTAINABLE GROWTH



Collective




ORGANISATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT

The OECD is a unique forum where the governments of 30 democracies work together to address the economic, social and environmental challenges of globalisation. The OECD is also at the forefront of efforts to understand and to help governments respond to new developments and concerns, such as corporate governance, the information economy and the challenges of an ageing population. The Organisation provides a setting where governments can compare policy experiences, seek answers to common problems, identify good practice and work to co-ordinate domestic and international policies.

The OECD member countries are: Australia, Austria, Belgium, Canada, the Czech Republic, Denmark, Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Italy, Japan, Korea, Luxembourg, Mexico, the Netherlands, New Zealand, Norway, Poland, Portugal, the Slovak Republic, Spain, Sweden, Switzerland, Turkey, the United Kingdom and the United States. The Commission of the European Communities takes part in the work of the OECD.

OECD Publishing disseminates widely the results of the Organisation’s statistics gathering and research on economic, social and environmental issues, as well as the conventions, guidelines and standards agreed by its members.

This work is publishedonthe responsibility of the Secretary-General of the OECD. The opinions expressed and arguments employed herein do not necessarily reflect the official views of the Organisation or of the governments of its member countries.


This sdocumen has been produced with the financial assistance of the European Commission. The views expressed herein can in no way be taken to reflect the official opinion of the European Commission.


[image: e9789264076518_i0002.jpg]






9789264076518




 Also available in French: Reprise économique, innovation et croissance durable : le rôle crucial des régions.



 Corrigenda to OECD publications may be found on line at: www.oecd.org/publishing/corrigenda.

© OECD 2009

You can copy, download or print OECD content for your own use, and you can include excerpts from OECD publications, databases and multimedia products in your own documents, presentations, blogs, websites and teaching materials, provided that suitable acknowledgment of OECD as source and copyright owner is given. All requests for public or commercial use and translation rights should be submitted to rights@oecd.org. Requests for permission to photocopy portions of this material for public or commercial use shall be addressed directly to the Copyright Clearance Center (CCC) at info@copyright.com or the Centre français d’exploitation du droit de copie (CFC) at contact@cfcopies.com.




Foreword

The point of departure for the report is the issue of how to generate growth in regions. In particular, why do some regions grow faster than others, often in ways that confound economic theory? This is a central issue at a moment when policy makers are looking for ways to stimulate new and sustainable growth, post-economic crisis. OECD work suggests that simple concentration of resources in a place is not a sufficient condition for sustained growth. The key appears to be how assets are used, how different actors interact and how synergies are exploited. Evidence of this is provided by analysis of the factors that drive growth: for example, infrastructure investment is effective when combined with other forms of investment, notably in education and skills. For innovation, it is not simply the number of researchers or the level of R&D investment that count, but how the innovation system as a whole functions. This leads to very different policy considerations from those that derive from the assumption that concentration alone will automatically generate economies of agglomeration. It also suggests a role for public policy in ensuring that growth is maximised from the assets present in a region. The market does not achieve this alone.

This new perception of the role of regional policy is particularly relevant post-crisis at a time when issues such as green growth and eco-innovation are high on the agenda. Regional policies have a strong contribution to make to sustainable growth at the regional and national levels. But in order to maximise this contribution, public policy needs to embrace reform and continue a transition away from market-distorting subsidies to policies that unlock the potential of regions and that support long-term economic, social and environmental objectives. This is all the more crucial given the very limited resources that are available to national, regional and local governments and the tight fiscal constraints likely over the coming years.

The research for this publication was presented to the 2009 OECD Ministerial “Investing for Growth: Building Innovative Regions” responsible for regional policy held at the OECD on 31 March 2009.
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Introduction

In the aftermath of the financial crisis, and against the background of a prolonged economic recession, the first priority for policy makers across the OECD and beyond has been to strengthen the world’s financial system. The next challenge is to support demand and employment creation during the recession in a manner that helps the subsequent recovery to be swift, smooth and durable, as exemplified by the current emphasis on green growth. Regional policies should contribute to this unfolding policy agenda. With this in mind, this report looks at patterns of regional growth across OECD countries, reviews the rationale for regional policies and explores current policy practice. The objective of the report is to identify ways that regional policies can be made more effective in meeting current and future economic, social and environmental challenges.

Over the past few years, OECD countries have promoted a new approach to regional policy, moving from subsidising businesses and employment in poorer regions to promoting growth in all types of regions. This new approach is more complex and nuanced than earlier versions, and as such it is also potentially more fruitful. Instead of a zero (or even negative) sum game of taxing high-wealth areas to subsidise activities in low-wealth ones, the accent is rather on the positive sum game of mobilising resources, notably by encouraging innovative business (and public sector) practices.

Developing strategies that will have an impact on the competitiveness of a given region involves identifying the sources or potential sources of the region’s competitive advantage. A wide range of factors could be targets for policy. Moreover, these advantages are not static but evolve, sometimes rapidly, over time. A region that is at a competitive disadvantage because it is distant from domestic markets can find itself instantly more competitive when trade barriers are reduced with neighbouring countries. In many rural areas, changing lifestyle preferences mean that amenities (natural and cultural public goods such as a clean environment, landscape and cultural heritage) represent an increasingly valuable endowment that can contribute to increasing competitiveness. Potential for economic growth can also be realised through administrative reform. Arbitrary administrative boundaries often inhibit the exploitation of economies of scale, impose additional transaction costs on enterprises and restrict mobility and resource allocation in the labour market. This implies that there is no one-size-fits-all policy: similar regions in different countries will often benefit from different policy approaches.

The capacity of a region to attract and retain mobile resources such as domestic and foreign investment, innovative firms and skilled labour, depends importantly on the quality of services produced or supported by public action (transport and communications infrastructure, research institutions, information for businesses etc.). In certain cases, subsidies and state aids may effectively compensate for market failures by helping new firms to access research and technological innovations. However, excessive direct support distorts competition between regions and may contribute to the emergence of a culture of dependency. There are alternatives to a subsidy-based approach around which a proactive regional strategy can be built. These alternatives involve better use of traditional investment instruments, such as physical infrastructure development; as well as less tangible or soft investments, such as human and social capital. In each area, the objective is that governments at different levels provide collective, locallytargeted public goods, appropriate to the specific needs of rural and urban areas, to encourage and facilitate private initiative and enterprise.

This report argues that regional policies now go beyond a traditional distinction between top-down and bottom-up approaches. Policies to target public investments, both hard and soft, now depend on clear multi-level governance in which each level of government and each actor contributes to the vision and the policy design and, equally importantly, to the implementation of these policies. A multi-level governance approach will address the range of potential areas of public investment: infrastructure and public-goods provision, human capital formation and mobility, as well as business environment and innovation. National governments are best placed to decide on national development strategies. Lower levels of government are better placed to know where the investment priorities lie within their territories, and also better placed to involve private-sector actors in regional development.

This new approach suggests an important role for regional policies in the context of economic recovery and the search for sustainable growth paths. Although responses will vary from country to country, regional policies can play a role in a number of specific ways that are relevant for economic:



	Accelerating and maximising the impact of public investment. Territorial development policies often have defined and agreed development strategies for integrating investment projects across economic, social and environmental sectors. Even if governments want to stimulate economic activity through infrastructure development, pushing investment projects forward can be difficult without clear roadmaps based on agreed priorities, needs assessment and stakeholder buy-in. Regional development strategies often represent such an agreed and validated road map that brings together both economic and environmental objectives. Furthermore, integrating regional investment projects into a coherent national strategy can augment their multiplier effects.

	Combining different types of investment to maximise their impact on sustainable growth. OECD analytical work confirms that infrastructure investment alone does not produce growth. Many countries are now reviewing their approach to regional investment to give a higher priority to “soft” infrastructure: human capital development and innovation support in particular. In an economic crisis, the temptation to invest heavily in hard infrastructure is strong, but evidence from OECD countries suggests that a more integrated approach will have a better impact on growth.

	Effectively targeting regions in need. Regional policies are the natural mechanism for focusing investment on specific regions or communities that face specific economic, social or ecological pressures. In the past, regional policies have been used repeatedly to support restructuring of regions in crisis (modernisation of industries, promoting entrepreneurship, reskilling workforces, redeveloping brownfield sites, promoting preservation of natural amenities, etc.). As such, there is an accumulated experience with policy instruments and approaches that will help address the asymmetric economic and social impacts of the crisis.

	Ensuring co-ordination at the central level. Regional policies involve institutions that co-ordinate actions among government ministries – economy and finance, science and technology, education, environment, and so on. In the context of strategic recovery or green growth programmes, such co-ordinating bodies could help to ensure that investment strategies are coherent across sectors.

	Harnessing the experience of regional development agencies. Regional agencies and similar bodies responsible for implementing regional investment strategies can be a credible conduit for recovery-related investment programmes. In general, compared to line ministries, these are more private-sector oriented and flexible and can respond more rapidly.

	Ensuring that local and regional knowledge, funds and capacity are mobilised. Regional policies often use well-developed mechanisms for co-ordination between the centre and the sub-national level. These mechanisms help to ensure transparency and coherence. In most OECD countries, the sub-national level is responsible for most capital investment. As such, close co-ordination will be required to ensure that local investment and national investment priorities are aligned so that long term, green growth objectives are achieved.


The report is structured as follows: Chapter 1 reviews the evidence behind some key issues in regional policy (such as the role and limits of concentration in generating growth, the role of lagging regions in national economic performance and so on). The report uses a pioneering econometric growth model designed to fit the regional level to explore the sources of economic growth and hence the potential targets for policy intervention. Chapter 2 then discusses recent policy experience in the policy fields that appear to be the most significant for sustainable regional development, namely, infrastructure, human capital development and innovation, as well as looking at the evolution of sustainable urban and rural policy formulation and implementation. Chapter 3 the report looks at how governance of regional policy helps to determine the effectiveness of policy by overcoming problems of asymmetry of information, helping to better mobilise local knowledge and skills and improve the coherence of policy action across levels of government. Finally, Chapter 4 looks in turn at growth patterns in each OECD member country, illustrating on a country-by-country basis the analysis presented in an aggregate form in Chapter 1.




Summary of Key Policy Messages


	Regional policies are increasingly tested on their capacity to fuel growth, rather than simply reduce disparities. This is particularly true in the context of the economic crisis. But in order to play such a role, regional policies need to continue an ongoing process of reform.

	A key rationale for a renewed regional policy is that simple concentration of resources in a place does not necessarily translate into economies of agglomeration and new growth. Urban areas tend to have higher income levels than rural regions, but not necessarily higher growth rates; there is no consistent relationship between urban concentration and economic performance. This suggests an important caveat for investment policies that view concentration as the only path to development.

	Simple accumulation of investment and assets is not enough – and public policies to increase concentration are therefore not always the most appropriate option. The key appears to be how assets are used, how different stakeholders interact and how synergies are exploited in different types of regions. The market does not always appear to maximise this potential alone; public policy has a role to play.

	Leading regions are important for national economies, but over the past decade lagging regions have made a strong contribution to growth. In most OECD countries, they have generated more than 50% of national growth over the past decade. This suggests that policies to support lagging regions are not only targeting disadvantage for reasons of social equity, but can also be tools to generate growth that is important for national prosperity. This also implies that equity and efficiency are not mutually exclusive objectives – improved performance in lagging regions helps achieve equity objectives by ensuring better access to employment and services. Regional policies should make a stronger and more explicit link between the two.

	Growth is linked to the use of productive factors (labour, capital, technology). But econometric analysis shows that no single factor explains improved performance in a region. The positive impact of infrastructure investment on growth, for example, depends on educational levels and innovation performance. Policy makers should make more use of regional policies as a means of supporting synergies across policy families.

	Governments are increasingly realising that investing in the regional dimension of innovation is a crucial part of strategies to promote growth. There is no single formula to promote innovation in all regions, but more systematic policy analysis would help policy makers understand which region-level instruments generate innovation and where. Governance of innovation is another area where more work is needed to clarify the most appropriate division of labour between central and regional actors.

	Research- and technology-driven innovation is highly concentrated, but public policy can generate new dynamics of innovation. Many innovations that shape our daily lives were produced in a small number of leading regions. While Silicon Valley, Boston and these high-tech hubs still dominate, other regions are now becoming active in high technology industries and are investing heavily in R&Dintensive sectors. This suggests that in some circumstances innovation-related public investment can drive economic modernisation and help regions move up global value chains.

	Policy also needs to address regions that are not innovation leaders but that are innovative in other ways. While leading regions produce several hundred patents per year per million inhabitants, more than one-third generate less than ten patents per year. More than 50% of innovative firms in these regions carry out no R&D. These regions need a different kind of innovation policy, one that emphasises absorption capacity and innovation by adoption.

	But there are challenges – innovation resources are moving east. Innovation-related investment is shifting to specific regions outside the OECD area – the municipality of Shanghai is aiming for an R&D intensity of 3.3% by 2020. There is evidence of geographic clustering with firms benefitting from increasing concentrations of skilled labour and denser customer-supplier networks in some Asian cities and regions. OECD regions therefore need to be aware that their knowledge assets must be constantly upgraded in order to remain competitive.

	Despite economic and demographic challenges, rural regions are not synonymous with decline. New rural policy aims at valorising unused resources and opportunities while preserving the environment and adjusting to an ageing demographic structure. Innovative public service delivery and new forms of co-operative governance play a key role.

	Long-term urban growth is high on the policy agenda. Sustainable growth and mitigating climate change are the key urban development challenges. Ensuring a clean and attractive urban environment is increasingly recognised as an integral aspect of creating dynamic cities rather than a mere offsetting of their undesired consequences.

	Regional policy suffers from unclear management at national level. It needs to be co-ordinated by an identifiable single “gatekeeper” at the national level. Unified, co-financed, and multi-year funding for regional policy helps ensure the credibility and effectiveness of public investment.

	An effective use of knowledge in the policy-making process requires appropriate mechanisms for dialogue and co-ordination within and across levels of government, as well as across public and private spheres. Monitoring and evaluation mechanisms need to be strengthened to ensure policy learning.





Chapter 1

Understanding and Explaining Regional Growth


Introduction and key policy messages

An understanding of how regional development policy can best support regional growth stems from an understanding of regional economic performance. OECD regions are very heterogeneous; each possesses very different levels of income, rates of employment, mixes of high and low productivity activities, internal and external assets, comparative advantages, stages of development and public policies. This chapter attempts to quantify disparities in regional economic performance, and to analyse why and how regions grow differently.


Key Policy Messages


	Across all OECD countries, regions vary greatly in per capita income levels and growth rates; there are few signs that they are becoming more similar.

	Urban areas tend to have higher income levels than rural regions, but not necessarily higher growth rates; there is no consistent relationship between urban concentration and economic performance.

	Lagging regions contribute significantly to overall national growth. In most countries, they have generated more than 50% of national growth over the past decade.

	Growth is linked to the use of productive factors (labour, capital, technology). Faster growth in all types of regions depends on a combination of the increased use of labour with increased productivity.

	Higher productivity, in turn, depends on a range of factors, notably infrastructure, human capital and innovation performance.

	No single factor explains improved performance in a region. The positive impact of infrastructure investment on growth, for example, depends on educational levels and innovation performance.

	Simple concentration of investment and assets is not enough. The key appears to be how assets are used, how different stakeholders interact and how synergies are exploited in different types of regions. The market does not always appear to maximise this potential alone.








Persistent disparities suggest unused potential for growth in developed countries

Nations have different social, economic and trade policies; different educational and legal systems and institutions; and different economic histories. These result in different endowments of physical and human capital. It is therefore unsurprising that regions have different average levels of per capita income (whether measured as household income or GDP). Within an individual country, policies, institutions and history are essentially common to all. Hence, per capita incomes should be similar across the regions within that country. However, this is not the case. Furthermore, disparities typically persist for decades, even generations. It is clear that countries cannot rely on market forces to eliminate income differentials (i.e. firms moving to areas where labour is cheaper or more plentiful, or labour moving to areas where wages are higher). Income convergence is slow or non-existent. New theories of place-based economic growth imply that the growing populations and wealth of major urban areas are an unavoidable result of their economies of scale and not something that necessarily require corrective action. Thus, patterns of growth lie at the heart of the debate over what public policy, and more specifically regional policy, should be aiming to do, how to do it and where.


Table 1.1. Ratios of per capita GDP by region, 2005




	Country
	Ratio of highest to lowest
	Ratio of second highest to lowest



	Australia
	1.57
	1.52



	Austria
	2
	1.52



	Belgium
	2.75
	1.37



	Canada
	2.39
	2.21



	Czech Republic
	2.69
	1.18



	Denmark
	1.63
	1.23



	Finland
	1.56
	1.19



	France
	1.95
	1.2



	Germany
	2.58
	2.01



	Greece
	1.76
	1.11



	Hungary
	2.57
	1.56



	Italy
	2.04
	2.04



	Japan
	1.71
	1.71



	Korea
	1.28
	1.24



	Mexico*
	6.24
	4.49



	Netherlands
	1.31
	1.15



	Norway
	1.87
	1.26



	Poland
	2.32
	1.57



	Portugal
	1.7
	1.33



	Slovak Republic
	3.43
	1.32



	Spain
	1.91
	1.85



	Sweden
	1.66
	1.13



	UK
	2.01
	1.41



	USA
	5.17
	2.46



	National GDP, EU15
	2.92
	1.8



	National GDP, EU27
	4.27
	2.63



	National GDP, OECD
	7.46
	4.6



	*2004 for Mexico




Source: OECD (2008), Regional Database.




OECD countries are characterised by substantial regional disparities. Per capita GDP in the top-ranked region of a country is at least double that of the lowest-ranked region, and sometimes far more than that (Table 1.1). In many countries, the region in which the capital city is located has by far the highest GDP per capita. The main exceptions in the EU are Germany, where the Hamburg region has a higher per capita GDP than the Berlin region; and Italy, where the Milan region has a higher GDP per capita than Rome. Table 1.1 also shows that when the highest per capita GDP region is excluded, differentials are narrower, although they still remain large. In general, the lowest GDP regions in European countries fall behind the region with the second highest GDP by 20-60%, leaving considerable scope for catching up. Income differentials within most non-European countries (where regions generally cover larger geographical areas than the regions considered here) tend to be wider. Other measures, namely the Gini1 coefficient (see Figure 1.1), the Atkinson2 measure, and a general entropy3 measure, give similar results.


Figure 1.1. Regional disparities in per capita GDP within OECD countries


[image: e9789264076518_i0006.jpg]

Source: Own calculations using the Cambridge Econometrics Database for European countries. For the remaining countries data are taken from: Australian Bureau of Statistics for Australia, Statistics Canada for Canada, Ministry for Internal Affairs and Communications for Japan, Korea National Statistical Office for Korea, National Statistical Office (INEGI) for Mexico, and US Bureau of Economic Analysis for the United States.




Disparities across countries in the OECD have evolved in very different ways. Many countries (typically new EU member states such as the Czech Republic, Hungary, Poland and the Slovak Republic; but also Ireland, the United Kingdom, Sweden, Greece, Switzerland and Norway) have seen territorial inequality increase (Figure 1.2 gives one example, and Chapter 4 shows trends in OECD countries). Other countries – such as Austria, Belgium, Germany, the Netherlands, Norway, France, Portugal, Turkey and Spain – have experienced convergence (Figure 1.3 gives one example, and Chapter 4 shows country trends). But there are also experiences of rising and falling inequality – such as Italy, Canada, the United States, Finland, Australia, Mexico, Korea and Japan (Figure 1.4 gives one example, and Chapter 4 shows country trends).


Figure 1.2. Inequality indices and movements in regional GDP per capita in the Slovak Republic 1990-2007
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Source: Own calculations using data from Cambridge Econometrics.





Figure 1.3. Inequality indices and movements in regional GDP per capita in Germany 1991-2007
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Source: Own calculations using data from Cambridge Econometrics.





Figure 1.4. Inequality indices and movements in regional GDP per capita in Finland 1980-2007
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Source: Own calculations using data from Cambridge Econometrics.




Regions with higher employment and participation rates tend to enjoy higher per capita GDP, while those with low employment rates are behind in terms of per capita GDP (Figures 1.5 and 1.6). An estimated coefficient4 suggests that regions with an employment rate one percentage point higher than the national average enjoy approximately one third of a percentage point higher per capita incomes than the national level. This implies that per capita regional GDP in most countries is in direct proportion to the numbers of people in employment in those regions.


Figure 1.5. Spearman correlation between regional GDP per capita and regional employment rates 2005 (TL2)


[image: e9789264076518_i0010.jpg]

Source: Own calculations using the OECD Regional Database (2008).




Similarly, higher unemployment rates are associated with lower per capita regional GDP (Figure 1.7). Korea, Poland and Mexico are the only countries for which the relationship is the opposite to what would normally be expected, and it is insignificant for Australia, Austria, the Czech Republic, France, Sweden, Switzerland, Turkey and the United States. In general, however, the higher the unemployment rate, the lower the GDP per capita. The policy implication is that outside the capital city regions and in the majority of countries, labour is generally underused. These regions are therefore operating below their potential, with a direct impact on productivity and income.


Figure 1.6. Spearman correlation between regional GDP per capita and regional participation rates 2005 (TL2)
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Source: Own calculations using the OECD Regional Database (2008).




If participation rates in low GDP per capita regions could be brought up to those of the best-placed region, and if unemployment rates could be reduced towards national averages, per capita GDP in lagging regions would potentially rise, thereby reducing regional imbalances in GDP per capita (though rural-urban differentials might persist where they stem from factors other than labour market conditions, such as geographical remoteness). In most places, lagging regions have relatively fewer people in the active age group in their labour forces, and because more of them are unemployed. Furthermore, spatial patterns of unemployment tend to persist over prolonged periods of time, especially in Europe, suggesting that employment problems in particular regions do not reflect temporary or cyclical factors, but are structural in nature. Between 1993 and 2003, the relative position of 80% of high unemployment regions in Europe remained unchanged. The equivalent figure is about 65% in North America and less than 50% in the Asia/Pacific region (OECD, 2005). In that respect, and excluding most of the highest income regions, it seems that regional disparities reflect different labour market outcomes.


Figure 1.7. Spearman correlation between regional GDP per capita and regional unemployment rates 2005 (TL2)
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Source: Own calculations using the OECD Regional Database (2008).




Two important supply factors influencing regional labour markets are educational attainment and production specialisation patterns. For example regional production specialisation patterns are estimated to account for 30% of the average employment differentials between regions in Italy, almost 50% in Germany and 40% in Spain. A number of empirical studies find links between educational attainment and regional unemployment rates (Overman and Puga (2002) and Elhorst (2003) for a survey). Regions where unskilled labour is relatively abundant are likely to be negatively affected by skill-biased technological change and competition from newly emerging countries.

Educational attainment levels and the capacity of regions to innovate are also associated with GDP per capita levels. Regions with higher GDP per capita enjoy higher levels of tertiary education (Figure 1.8). Except in Canada, Germany and Korea, the relationship between GDP per capita and tertiary education is positive in 15 OECD countries. In several of them (France, Italy, Norway, Spain and the United States), the relationship is statistically significant. The capacity of regions to create innovation, measured through patent application, is also positively associated with GDP per capita (Figure 1.9). Nevertheless this positive relationship is not present in Australia, Austria, Canada, Hungary, Portugal and Sweden when the capital city is excluded. The direction of causality in this analysis is not clear. Additional analysis in this chapter estimates the impact of human capital and patent application on GDP per capita growth.


Figure 1.8. Spearman correlation between regional GDP per capita and percent of regional population with tertiary education, 2005 (TL2)
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Source: Own calculations using the OECD Regional Database (2008).





Figure 1.9. Spearman correlation between regional GDP per capita and regional patent applications 2005 (TL2)
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Source: Own calculations using the OECD Regional Database (2008).




In principle, labour mobility could help reduce regional employment and unemployment imbalances, but in practice there are transaction costs to labour mobility (as discussed in Chapter 2). This is confirmed by the fact that differences in regional unemployment and employment rates persist over prolonged periods of time. Although consideration should be given to policies, such as housing, which hinder geographic labour mobility, migration will not be the ultimate cure for regional imbalances. Even where there are no legal barriers to internal migration, income differentials have persisted for many generations in some countries, suggesting that the response to wage differentials and job opportunities can be very sluggish. Migration can be detrimental to lagging regions, as the propensity to migrate is much higher among the highly skilled, depriving the region of their skills and leaving the low-skilled more dependent on local employment opportunities. Alternative strategies to make lagging regions more competitive can include attracting private capital, improving their accessibility and connectivity to other regions, and promoting endogenous growth by identifying untapped potential sources of growth.




Concentration drives growth, but private benefits can bring societal costs

The inequalities described above are an outcome of several processes, of which the most significant is concentration of economic activity. In approximately half of OECD countries more than 40% of the national GDP is produced in less than 10% of all regions (Figure 1.10). These account for a small share of the country’s surface and a high share of its population. The geographic concentration of economic activity occurs mainly because of the benefits associated with “economies of agglomeration”. People want to live where firms, and therefore job opportunities, are concentrated. For their part, firms want to locate where demand, and therefore population, is large, where they know will have a deep labour market to draw from, and where suppliers and buyers in their industry are located. New economic geography theories explain why and how agglomerations become increasingly attractive (Box 1.1). These factors have resulted in strong concentrations of certain activities in specific locations – sectoral specialisations and clustering. They have also led to the concentration of innovation, with patenting activity being, in general, even more strongly concentrated than output (OECD, 2009a).

Concentration in output is closely related to urbanisation processes. For the first time in history, the population of cities is exceeding that of the countryside, and the largest cities in the world are no longer located in the richest countries. Even in developing countries, where agriculture remains the dominant economic activity, people flock to the biggest cities despite their low standards of housing and sanitation, and often high levels of poverty and crime. Since they do this of their own free will, it must be assumed that they believe that they will be better off in the city than in the rural areas. In rich countries, moving to the largest cities involves higher prices for accommodation, possibly longer and more tedious commutes, and possible difficulties in finding and keeping the highpaid jobs that attract migrants in the first place. Nevertheless, these are costs that are willingly paid by the increasing numbers of people who can afford to do so. In 2005, one-third of the OECD population lived in large urban regions, i.e. TL3 regions with populations exceeding 1.5 million inhabitants (Figure 1.11).


Figure 1.10. Share of national GDP contributed by the wealthiest 10% of TL3 regions, 2005
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Source: OECD (2009) Regions at a Glance, OECD Publishing, Paris.





Box 1.1. New economic geography theories


New economic geography (NEG) theories analyse the circular or cumulative causation that drives increasing concentration. They explain why consumers and firms tend to agglomerate together in specific geographic areas, a phenomenon already noted and analysed by Alfred Marshall in 1890. Studies of this kind include Perroux’s notion of “growth poles” (1955), Myrdal’s analysis of “circular and cumulative causation” (1957), and Hirschman’s concept of “forward and backward linkage”’ (1958). The NEG formalises these cumulative causation mechanisms into a mathematical analytical framework (Krugman, 1991). Agglomeration economies occur when a firm enjoys increasing returns to scale in a particular place, either because of the presence of natural advantages (i.e. natural resources, location etc.), monopolistic protection, political reasons (e.g. the decision to create a capital city) or any other...
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* The initial year is 1963 for the United States, 1980 for Austria, Belgium, Finland, France, Greece, Ireland,
Italy, the Netherlands, Norway, Portugal, Spain, the United Kingdom; 1981 for Australia; 1985 for Korea;
1990 for the Czech Republic, Hungary, Poland, the Slovak Republic, and Turkey; and 1991 for Germany.

**The final year is 2007 for all countries except for Korea and Norway (2005) and for Turkey (2001).
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