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European Regional 
Disparity: Borders Strike 
Back

3.1 Introduction 

The original premise of the Single Market was that the 

promotion of economic integration would bring pros-

perity to the European Union, lower income dispari-

ties across member states, and by reducing differences 

between member states and within regions, it would 

enhance social and political cohesion within Europe. 

However, five years after the eruption of the European 

government debt crisis, the economic disparities feel 

larger than ever, the forces of economic integration 

seem to be weaker than before and social cohesion 

also appears to be crumbling. Do national borders 

matter more to economic outcomes since the crisis?

This chapter explores this issue by analysing the pat-

tern of the evolution in regional GDP per employee on 

the one hand, and unemployment on the other. The ev-

idence suggests that regional disparities decreased sig-

nificantly before the financial crisis both in terms of 

GDP per employee and unemployment. In addition, 

these regional disparities became less and less national, 

thus, over time country level differences contributed 

less and less to regional differences. However, this trend 

appears to have reversed since the beginning of the cri-

sis: country-specific effects now matter more than be-

fore. In other words, borders are back.

3.2 The age of convergence: disappearing national 
borders

The first crucial question concerning regional dispari-

ties is whether they have declined in the European 

Union. Prior to the crisis there was a strong sense that 

disparities are declining. This section presents some 

basic facts about regional disparities in the European 

Union, focusing on labour productivity and unem-

ployment. The findings do indeed suggest a decline in 

disparities, but they also indicate that there were signs 

of potential problems a few years before the crisis 

started. 

3.2.1 GDP per employee

There are several ways to present GDP data to illus-

trate disparities in GDP across space over time. 

Figure  3.1 below illustrates what happened to GDP 

per employee in the European Union. We think that 

using GDP per employee is more appropriate at the 

regional level than the more frequently used measure 

of GDP per capita. This is because population and 

employee levels are much less correlated at a regional 

level than at a country level due to commuting. For ex-

ample, the population of the region of inner London 

is much lower than its number of employees. Hence 

the focus of our analysis is GDP per employee, that is, 

labour productivity. We use these two terms 

interchangeably. 

Firstly, we present the classic graph on the relation-

ship between initial productivity levels and subse-

quent growth to see whether there was a stronger ten-

dency towards low-productivity regions growing fast-

er than high-productivity ones during the period 

1991–2011 (ß-convergence). Secondly, we plot the 

standard deviation of log real GDP per employee to 

see whether the dispersion of GDP per employee dis-

tribution decreased over time (σ-convergence).1

Figure 3.1 shows the EU27 regions where the horizon-

tal axis shows the productivity level in 1991 and the 

vertical axis represents subsequent average growth 

over a 20 year period. The figure also indicates wheth-

er a region belongs to an old member state (EU15) or 

to a new member state (EU27 excluding EU15). The 

figure suggests the presence of ß-convergence as less 

productive regions tend to exhibit higher labour pro-

ductivity growth than the more productive regions. 

Moreover, regions of the new member states grew 

faster than old member states’ regions as their initial 

labour productivity was lower. It is also important to 

1	 See Barro (2012) for a recent overview of the empirics of conver-
gence, and Gennaioli et al. (2015) for an application to regional 
convergence. 
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point out that the slopes of the fitted regression lines 

indicate that the slopes, and thus the speed of conver-

gence, for both groups of countries are roughly the 

same.2 The strong convergence of the new member 

states suggests that old and new members belong to 

the same convergence club.

Next we use the standard deviation of the log real 

GDP per employee to characterise the overall change 

in disparities among European regions (σ-conver-

gence). The left side of Figure 3.2 shows the indicator 

2	 This simple figure shows unconditional ß-convergence. Including 
additional specific country factors may not change the speed of con-
vergence, but may well change the intersection of the fitted line with 
the horizontal axis that indicates the long term relative productivity 
levels at which both the old and new member states grow at the same 
rate.

for the old member states, where-

as the right side of the figure 

shows the data for regions of the 

old and new members together. 

The graph in the middle shows 

the indicator for the old member 

states without the crisis countries 

(without Greece, Ireland, Italy, 

Spain and Portugal). We ex-

pressed GDP both in the pur-

chasing parity standards of 2005 

(PPS) and in euros of 2005 when 

we calculated real GDP per em-

ployee. The time evolution of 

both indicators is very similar: 

they show a secular decline in dis-

parity until about 2005. There is 

one important difference between 

the left and the right hand side 

graph that is worth mentioning. The disparity in la-

bour productivity among the regions of old member 

states (EU15) increased after the mid-2000s. By con-

trast, the disparity among the regions of old and new 

member states (EU27) declined as of the mid-2000s. 

The perceived effect of the crisis is that it has increased 

disparities among the regions of Europe along several 

dimensions. Figure 3.2 suggests that the increase in 

disparities in labour productivity started several years 

earlier. However, although disparity grew due to an in-

crease in disparity both in crisis and non-crisis EU15 

countries, a comparison of the left hand side graph 

and the middle graph strongly suggests that the bulk 

of the increase in disparity was due to the crisis coun-

tries. Some regions of Italy started falling behind, 
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while some regions of Ireland and Spain became more 

productive than the EU15 average. 

It is worth noting that GDP per employee in terms of 

2005 euros shows a larger disparity than GDP per em-

ployee in terms of PPS. This is not surprising. The for-

mer only corrects for price level differences within 

countries over time, while the latter also corrects for 

price level differences across countries.3 Since richer 

countries tend to have higher price levels than poorer 

ones, GDP per capita expressed in PPS data shows less 

disparity than the data expressed in euros. 

Finally, to attach explicitly geographic locations to the 

data, we plot GDP per employee relative to the EU15 

average in 1991 and in 2011 for the European Union on 

a map (see Figure 3.3). Illustrating the level data relative 

to the EU15 average allows us not 

only to gauge the changes over 

time, but also to pin point them to 

successful and unsuccessful geo-

graphic locations. As far as the suc-

cesses are concerned, most new 

member states from Eastern 

Europe had a GDP per capita of 

less than 40 percent of the 

European average in 1991, while 

several regions in Eastern Europe 

enjoyed a level of above 40 percent 

3	 It is important to note that price indices 
are only available at the country level. Thus, 
adjustment for price level changes both 
over time and across space can be carried 
out with country level prices and PPS 
indices.

in 2011. The Budapest region of Hungary and the 
Bucharest region of Romania are both close to the 
EU15 average. There was also a significant labour pro-
ductivity improvement in the regions of Eastern 
Germany, France, Spain and Ireland. As for the failures: 
several regions in Italy had lower labour productivity 
levels in 2011 than in 1991. There are regions in several 
countries from Germany to United Kingdom that fell 
behind in relative terms. Thus, while several European 
regions caught up in relative terms, others fell behind.

3.2.2 Unemployment

Differences in unemployment rates are another key in-
dicator of regional disparity. Figure 3.4 shows the 
standard deviation of regional unemployment rates 
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since 1999. The data suggests a substantial decline in 

unemployment disparity up until 2008. Since then dis-

parities in unemployment rates have been on the rise. 

In particular, the disparities in unemployment rates 

are now higher than at any time since 1999. It is also 

worth mentioning that the decline in the disparity in 

regional unemployment rates stopped in 2007, while 

the decline in disparity of GDP per employee ground 

to a halt 2–3 years earlier.

Figure 3.5 shows the spatial distribution of unemploy-

ment across European regions in 2007 and 2013. Most 

European regions had an unemployment rate of be-

low 10 percent in 2007. Few regions, and interestingly 

few German regions, had an unemployment rate of 

higher than 10 percent at that time. The situation has 

changed dramatically since then. The majority of re-

gions still have unemployment rates of just under 

10 percent, but all German regions now have rates of 

less than 10 percent. By contrast, the unemployment 

rates in all of Ireland’s regions were over 10 percent in 

2013, but below 6 percent in 2007. 

More importantly, the spatial distribution of unem-

ployment in 2013 shows stronger border effects than 

that in 2007. The French regions experience an unem-

ployment rate around 10 percent lower than the 

Spanish regions on the other side of the border. 

Similarly, unemployment in Greek regions is dramati-

cally higher than that in neighbouring regions in 

Bulgaria. The French region next to the German bor-

der also tends to exhibit a higher unemployment rate 

than the neighbouring German regions. This pattern 

was less pronounced before the crisis.

3.3 Polarisation and the crisis: neighbour versus 
country effects 

One crucial question concerning regional differences 

is whether the economic performance of a region is 

shaped by its neighbouring regions, or by the national 

economy. Did economic integration in the European 

Union reduce the effect of national borders represent-

ing differences in institutions and national economic 

policies, or do national borders still have significant 

economic effects? Did the crisis alter the economic ef-

fect of national borders? In this section we restricted 

ourselves to the old member states, the EU15 coun-

tries, as the forces of economic integration have had a 

longer time to unfold their effect in these states than in 

the EU27 countries.

3.3.1 GDP per employee

In an attempt to shed light on the effect of national 

borders on the economy, we begin by decomposing 

the standard deviation of the log regional real GDP 

per employee into within-country and between-coun-

try components. The former represents the regional ef-

fects, and the latter represents the country-specific ef-

fects. Figure 3.6 shows that between-country standard 

deviation in labour productivity, or country specific 

factors, declined between 1994 and 2008. At the same 

time, the within-country standard deviation, or the re-

gional factors within countries, remained flat through-

out the period. This could be interpreted as a sign that 

the effect of borders on disparity changed over time: 

countries converged to each other, and disparities 

Figure 3.5
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across regions were increasingly 

explained by factors unrelated to 

the county’s average GDP per 

employee. However, since the be-

ginning of the crisis, country spe-

cific factors have been on the rise 

again.

To learn more about whether 

neighbour or country-specific ef-

fects matter more to regional real 

GDP per employee, we calculated 

its within-period elasticity with 

respect to neighbours and nation-

al labour productivity for every 

year.4 Figure 3.7 shows that elas-

ticity with respect to national la-

bour productivity was far greater 

than elasticity with respect to 

neighbour labour productivity as 

of 1990. If  anything, national 

elasticity has slightly increased 

since the mid-1990s. This increase 

was far more pronounced as of 

the beginning of the crisis, which 

suggests that regional labour pro-

ductivity is strongly related to the 

national average, and much less 

to neighbour productivity.

To get a better idea of how coun-

try specific factors are relevant 

relative to local regional factors, 

we regressed the four-year aver-

age growth in regional real GDP 

per employee on the change in 

neighbour and national real GDP 

per employee (all variables were 

normalised with the log real GDP 

per employee of the EU15). The 

results are presented in Table 3.1. 

The evidence suggests that na-

tional effects became stronger 

and more important relative to 

neighbour effects as of the begin-

4      We regressed the log of regional real 
GDP per employee on the log of neighbour 
real GDP per employee and on the log of 
national real GDP per employee. The point 
estimates of the cross-sectional OLS for 
each year correspond to elasticities. All real 
GDP per employee data is normalised with 
EU15 average real GDP per employee. 
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Table 3.1  
 
 
 
 

Neighbour and national effects on the growth of regional real GDP  
per employee over the previous four years in EU15 regionsa) 

 
2007 2011 

Growth in neighbours real GDP per 
employee over previous 4 years 

0.230** 
(0.095) 

0.116 
(0.088) 

Growth in national real GDP per 
employee over previous 4 years 

0.615*** 
(0.105) 

0.978*** 
(0.102) 

Constant – 0.001 
(0.001) 

– 0.001 
(0.001) 

Number of observations 187 187 

R2 0.339 0.645 
a) *** p<0.01, ** p<0.05, * p<0.10; standard errors are in parenthesis; 
OLS regressions; EU15 excludes Eastern German regions; regional real 
GDP per employee in 2005 PPS are normalised with EU15 average. 

Source: European Regional Database 2013 (Cambridge Econometrics) 
and EEAG calculations.  

 

 

Table 3.1
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ning of the crisis.5 In particular, neighbour and na-

tional labour productivity growth had a significant 

positive effect on regional productivity growth be-

tween 2004 and 2007, while only the national effect re-

mained significant between 2008 and 2011. In addi-

tion, the coefficient of national labour productivity 

growth also increased. This data, together with 

Figures 3.6 and 3.7, seems to suggest that national 

borders never went away: national policies and institu-

tions always mattered a great deal, but during the cri-

sis they became even more important. 

Our next question is: to what extent do neighbour ef-

fects matter? In particular, does it make any difference 

whether the neighbouring region is in another coun-

try? Here we only considered regions in EU15 coun-

tries, which have both foreign and domestic regions as 

neighbours. We regressed growth in regional GDP per 

employee on growth in GDP per employee of foreign 

and domestic regional neighbours and the national 

economy. The results are presented in Table 3.2. It 

shows that national effects were important both be-

fore and during the crisis, as in the case where we con-

sidered all regions. However, the productivity growth 

of the domestic and foreign neighbours had no signifi-

cant effect on regional productivity growth in either of 

the two time periods. Thus, there was no significant 

cross-border effect between regions on two sides of a 

5	 This and other simple regressions are used in this chapter to char-
acterise the properties of the data, and we do not intend to imply that 
they necessarily represent a causal relationship even if  we use the term 
“effect”. 

national border. National effects 

therefore dominated regional growth 

in the border areas.

When do cross-border productivity 

growth effects emerge? They may 

emerge in the presence of  cross-bor-

der specialisation. Cross-regional 

complementarity in industrial 

structure can lead to positive corre-

lations between labour productivity 

growth across neighbouring regions 

due to complementarity in produc-

tion.6 If  those regions are located in 

different countries, cross-border 

correlation may emerge. To check 

this idea, we computed the 

Krugman Specialisation Index 

(KSI) using six-industry disaggre-

gation of  total employment in each 

region.7 KSI measures the difference between the in-

dustrial structures of  a geographic unit of  interest 

and a reference group.8 The geographic units of  in-

terest in our case are the European regions with for-

eign neighbours. The index takes the value between 

zero and two. It is zero if  the industrial structure of 

the region is identical to that of  its foreign regions. A 

higher value implies a more different, and hence a 

more specialised industrial structure, and greater 

complementarity between the region and the refer-

ence. The index for each region is computed with for-

eign neighbours once the domestic neighbours aver-

age as reference group, and once the foreign neigh-

bours average as reference group. The KSI based on 

foreign neighbours is plotted against the KSI based 

on the domestic neighbours to see relative to which 

group the degree of  specialisation is larger. We also 

wanted to see whether the pattern changed during 

the crisis, which is why we prepared the graph for 

2006 and 2011. The results are presented in 

Figure 3.8. On the horizontal axis KSI is based on 

domestic neighbours as the reference group, and on 

the vertical axis KSI is based on foreign neighbours 

as the reference group. 

6	 For a theoretical analysis of the spatial evolution of industrial 
structure, see among others Puga (1999). 
7	 The six industries are Agriculture (A); Manufacturing & Energy 
(B-E); Construction (F); Distribution, Communications and 
Transport (G-J); Financial & Business Services (K-N); Non-market 
Services (O-U).
8	 Formally, the Krugman Specialisation Index is defined as 
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Table 3.2  
 
 
 
 

Comparing the domestic and foreign neighbour effect on growth 
in regional real GDP per employee over the previous four years  

in EU15 regionsa) 

  2007 2011 
Growth in foreign real GDP per 
employee rate over previous 4 years 

– 0.024 
(0.060) 

0.080 
(0.075) 

Growth in domestic real GDP per 
employee rate over previous 4 years 

0.213 
(0.176) 

0.321 
(0.207) 

Growth in national real GDP per 
employee over previous 4 years 

0.758*** 
(0.182) 

0.691*** 
(0.244) 

Constant 0.001* 
(0.001) 

– 0.001 
(0.001) 

Number of observations 72 72 

R2 0.554 0.660 
a) *** p<0.01, ** p<0.05, * p<0.10; standard errors are in parenthesis; 
OLS regressions on 4 years differences; EU15 excludes Eastern 
German regions; regional real GDP per employee in 2005 PPS are 
normalised with EU15 average. 

Source: European Regional Database 2013 (Cambridge Econometrics) 
and EEAG calculations.  

 

 

Table 3.2
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The figure suggests that the ma-

jority of regions were more simi-

lar to their domestic neighbours 

in terms of industrial structure 

than to their foreign neighbours. 

This is because the KSI index 

pairs represented by a dot on the 

figure lay above the 45-degree line 

for the majority of the regions, 

thus, the KSI index for these re-

gions is higher when the reference 

group consists of foreign, rather 

than domestic neighbours. This 

suggests that there tend to be 

more complementarities between 

neighbouring regions, which are 

on different sides of the border, than between neigh-

bouring regions on the same side of the border. 

Previously, however, we found no systematic relation-

ships between the growth of a region and its foreign 

neighbours. These two findings seem to imply that 

there are unexploited opportunities in cross-border 

specialisation.

3.3.2 Unemployment

Turning to unemployment, Figure 3.9 shows the de-

composition of the standard deviation of unemploy-

ment across regions into within-country and between-

country components. Again, the former represents re-

gional factors, and the latter represents country spe-

cific factors. The figure shows that the within-country 

standard deviation was flat throughout the period be-

tween 1997 and 2013. By contrast, the between-coun-

try standard deviation followed a declining path until 

2007–2008, but sharply increased afterwards. This 

means that the observed increase in the disparities be-

tween regional unemployment rates characterised by 

the evolution of standard deviation in Figure 3.4 oc-

curred primarily due to the increase in the disparities 

between unemployment rates across countries. By 

contrast, disparities in unemployment rates within 

countries remained largely the same. Thus, country 

specific factors are the primary reason for the decline 

in regional disparities before 2008, and their increase 

afterwards.

To give an alternative characterisation of neighbour 

versus national effects on regional unemployment 

rates, we calculated its within-period elasticity with re-
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spect to neighbour and national unemployment rates.9 

The elasticities are shown in Figure 3.10. Firstly, elas-

ticity with respect to neighbour unemployment rate 

was higher than elasticity with respect to the national 

unemployment rate until 2008. Thus, changes in local 

labour market conditions mattered more than changes 

in their national counterparts for regional unemploy-

ment rates. After 2008 the former elasticity rates de-

clined steeply, while the latter rose sharply. By 2013, 

the national unemployment rate mattered more than 

its neighbour counterpart. Hence Figure 3.10 yet 

again suggests that the crisis made national borders 

matter more than previously.10

To better gauge the extent to which regional and coun-

try factors respectively explain unemployment, we re-

gressed the 4-year change in regional unemployment 

rate on the 4-year change in neighbour and national 

unemployment rates for EU15 

countries in the years 2008 and 

2013. The results are presented in 

Table 3.3. The coefficients suggest 

that both neighbour and national 

unemployment rates have a signif-

icant association with the region-

al unemployment in both periods. 

This, in turn, points to an interde-

pendence of regional labour mar-

9	 We regressed the log of regional unem-
ployment rate on the log of neighbour un-
employment rate and on the log of national 
unemployment rate. The point estimates of 
the cross-sectional OLS for each year cor-
respond to elasticities. All unemployment 
rates are normalised with EU15.
10	 One reason why borders mattered dur-
ing the crisis is the welfare policies that 
were still conducted primarily at the nation-
al level, see Bertola (2007).

kets through commuting flows 

(see Patacchini and Zenou, 2007). 

However, the neighbour effect is 

smaller during the crisis than be-

fore it, while the national effect is 

larger. The evidence again sug-

gests that the crisis made the local 

effects weaker and the national ef-

fects stronger.

We now turn to the EU15 regions, 

which have both domestic and 

foreign neighbours, to assess the 

difference between the two neigh-

bours’ effects. We run the same re-

gressions as for Table 3.3 and the 

results are presented in Table 3.4. 

Firstly, the effect of the change in the national unem-

ployment rate on regional unemployment was signifi-

cant both before and during the crisis. Moreover, the 

effect, represented by the coefficient, became stronger 

during the crisis, conforming with our results so far 

that the crisis reinforced national effects. Secondly, the 

domestic neighbour effect was significant but small in 

both periods. Curiously, it was positive before the cri-

sis and negative during it, suggesting that an increase 

in the unemployment rate in a region was associated 

with a decline in the unemployment rate of its domes-

tic neighbours. This could imply a lack of labour mo-

bility within the country. Thirdly, the effect of foreign 

neighbours was insignificant before the crisis, but pos-

itive during the crisis. The co-movement of the region-

al unemployment rate with the unemployment rate in 

the foreign region suggests that there was labour mo-

bility across the border, leading to the equalisation of 

0.30
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0.60

0.70

2000 2005 2010
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National

a) Unemployment rates are normalised with EU15 average.

Source: Eurostat, last accessed 30 December 2014, and EEAG calculations.

Elasticity of regional unemployment rates with respect
to neighbour and national unemployment ratesa)

Figure 3.10

Table 3.3  
 
 
 
 

Neighbour and national effects on changes in regional  
unemployment rates in EU15 regionsa) 

  2008 2013 
Change in neighbours unemployment 
rate over 4 years 

0.277*** 
(0.097) 

0.160** 
(0.070) 

Change in national unemployment 
over 4 years 

0.571*** 
(0.107) 

0.827*** 
(0.065) 

Constant 0.008 
(0.012) 

0.015* 
(0.009) 

Number of observations 174 189 

R2 0.488 0.916 
a) *** p<0.01, ** p<0.05, * p<0.10; standard errors are in parenthesis; 
OLS regressions on 4 years differences; all unemployment rates are 
normalised with EU15 average. 

Source: Eurostat, last accessed 30 December 2014, and EEAG calcu-
lations. 
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unemployment rates. This cross-border labour mobil-
ity implies that although national labour market con-
ditions mattered more during the crisis than prior to 
it, borders became more blurred as workers sought 
jobs on the other side of the border to a greater extent 
than before the crisis.  

Our final piece of evidence on regional unemployment 
rates can be found in Figure 3.11, which shows the es-
timated distribution of regional unemployment rates 
normalised with the EU15 average for 2001, 2007 and 
2013. We paired together 2001 with 2007 and 2007 
with 2013 to contrast the changes in unemployment 
distribution before and during the crisis. The left side 
of the figure shows a decline in regional inequality in 
unemployment from 2001 to 2007. In particular, the 

left tail of the distribution below 

0.5 was reduced primarily due to 

the fall in average unemployment, 

taking the regions with low un-

employment closer to the mean. 

More importantly, the mass on 

the high unemployment part of 

the distribution above 1.65 on the 

right declined significantly. Thus, 

the number of regions with un-

employment levels of more than 

twice the EU15 average was re-

duced. Hence unemployment be-

came less polarised across 

European regions before the 

crisis.

However, the crisis changed eve-

rything, as shown by the right 

side of Figure 3.11. The number of regions with over 

1.65 of the EU15 unemployment average increased 

(the density for 2013 is higher than the density for 

2007 above 1.65), and the number of regions with un-

employment below 0.5 declined. European regions 

therefore became more polarised in terms of unem-

ployment rates.

The change between 2001 and 2007 is particularly in-

teresting. After analysing the distribution of regional 

unemployment for the EU15 countries, Overman and 

Puga (2002) argue that there was a polarisation in re-

gional unemployment between 1986 and 1996. This 

was because both the number of regions with less than 

the EU15 average unemployment rate and the number 

of regions with more than twice the average EU15 un-

Table 3.4  
 
 
 
 

Comparing the domestic and foreign neighbour effect on changes  
in regional unemployment rates in EU15 countriesa) 

  2008 2013 
Change in foreign neighbours 
unemployment rate over 4 years 

– 0.048 
(0.110) 

0.162*** 
(0.058) 

Change in domestic neighbours 
unemployment rate over 4 years 

0.084** 
(0.042) 

– 0.090*** 
(0.023) 

Change in national unemployment 
over 4 years 

0.631*** 
(0.122) 

0.917*** 
(0.036) 

Constant – 0.026 
(0.021) 

0.001 
(0.012) 

Number of observations 67 72 

R2 0.414 0.924 
a) *** p<0.01, ** p<0.05, * p<0.10; Standard errors are in parenthesis; 
OLS regressions on 4 years differences; all unemployment rates are 
normalised with EU15 average. 
Source: Eurostat, last accessed 30 December 2014, and EEAG calcu-
lations. 
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employment rate increased. The authors claim that 

this polarisation was partly caused by the fact that un-

employment is more regional than national. In other 

words, unemployment levels in neighbouring regions 

started to align independent of national boundaries. 

These geographic clusters caused the polarisation in 

unemployment. 

Overman and Puga (2002) construct a similar graph 

to Figure 3.11, whereby the distribution of relative 

European regional unemployment in 1996 is very sim-

ilar to the distribution on our graph for 2001; and 

their estimated distribution for 1986 is very similar to 

our estimated distribution for 2007. Thus, the evolu-

tion in the distribution of unemployment suggests po-

larisation for the EU15, while the evolution in the dis-

tribution of regional unemployment between 2001 

and 2007 indicates that unemployment became more 

uniform. Overman and Puga (2002) suggest that 

neighbour effects are stronger than national labour 

market policies, hence transnational and regional la-

bour market policies are required to reduce polarisa-

tion in regional unemployment. Our figure implies 

that this may not be the case, as there was a significant 

reduction in polarisation between 2001 and 2007 when 

labour market policies became less, rather than more 

coordinated (see Bertola, 2013, 2014). Our regressions 

suggest that during the crisis, polarisation did not oc-

cur because unemployment became more localised. 

By contrast, polarisation in European unemployment 

occurred because unemployment became more 

national.11

3.4 Regional disparities and policy coordination

Article 2 of the Treaty on European Union states that 

one of the objectives of the EU is “[…] to promote 

economic and social progress and a high level of em-

ployment […] in particular […] through the strength-

ening of economic and social cohesion […]”. The rel-

evant instruments adopted to promote “economic and 

social cohesion” are primarily left to the member 

states and lower levels of government. Only a small set 

of supranational policy instruments exists in the form 

of EU cohesion policy directly motivated by the ef-

fects on regional and national income inequality of 

the European economic integration process. We argue 

that the evidence on the evolution of disparities before 

and after the crisis indicates that uncoordinated na-

11	 For a recent and more comprehensive analysis of the European re-
gional labour markets, see Beyer and Smets (2015).

tional economic policies led to a fall in regional dis-

parities at first, and to their subsequent rise. This hap-

pened despite the presence of supranational redistrib-

utive policy instruments.12

These supranational policies, called cohesion policies, 

are the second largest item in the EU Budget.13 Low 

GDP levels are an important criterion for making EU 

funds accessible to specific countries and regions both 

in theory and in practice. There is a negative correla-

tion between GDP levels and funds received under the 

EU cohesion policy. In addition, to ensure that cohe-

sion policy supports investments that otherwise would 

not have been made, the disbursement of funds is also 

conditional to a set of economically debatable addi-

tional indicators. There is a large body of literature as-

sessing the effects of EU cohesion policies on conver-

gence. Studies based on poor early data sets did not 

find evidence for EU cohesion policies having any ef-

fect (Boldrin and Canova, 2001). More recent studies, 

however, did find that the policies have helped to re-

duce disparities between core and peripheral regions 

(Leonardi, 2006; Becker et al., 2010). The problem, 

however, is that although convergence across the re-

gions of Europe occurred (see Figure 3.1 for exam-

ple), it is hard to establish what would have happened 

in the absence of structural policies.

The evidence gathered in this chapter suggests that 

convergence did indeed take place in the European 

Union, and particularly in the EU15 countries, which 

are the main focus of our analysis. Disparities in terms 

of labour productivities and unemployment rates de-

clined. This decline primarily occurred due to a reduc-

tion in disparities between countries, and, to a much 

lesser extent, to a reduction in disparities across re-

gions within countries. However, the disparities in 

terms of labour productivity started rising again some 

time in the mid-2000s (see Figure 3.2). This was pri-

marily due to divergence between the crisis and non-

crisis countries, but we also found some divergence 

within the non-crisis countries. In terms of unemploy-

ment, the disparities increased again after 2008 due to 

the crisis. The increase in disparities both in terms of 

labour productivity and unemployment was primarily 

due to an increase in disparities between countries 

and, to a much lesser extent, due to an increase in dis-

parities across regions within countries (see Figures 3.6 

and 3.9). 

12	 A theoretical analysis of such supranational policies can be found 
among others in Martin (1999, 2005).
13	 For a more detailed discussion see Aghion et al. (2003) among 
others.



76EEAG Report 2015

Chapter 3

The evidence suggests that country specific factors 
played a more important role in shaping the conver-
gence process than sub- or super-national ones. This 
conclusion leads us to the same factors that were at the 
heart of the crisis in Europe, which our previous reports 
EEAG (2013, 2014) have already discussed. Here we 
take the theoretical perspective from Bertola (2014), 
who demonstrates how uneven macroeconomic condi-
tions across countries are linked to uneven policy choic-
es and to a new set of macroeconomic outcomes. 

Expectations of fast convergence with the core were al-
ready high in the periphery in the 1990s, and were rein-
forced when the euro was firmly announced at the 
Madrid Summit in 1995. Due to the elimination of ex-
change rate uncertainty, capital flew from the capital-
rich core to the capital-poor periphery. Capital outflow 
depressed wages in the core while capital inflow raised 
wages and employment in the periphery. This led to fall-
ing disparities both in terms of labour productivity and 
unemployment across regions, primarily due to falling 
disparities across countries, while disparities across re-
gions within countries did not change much. The lack of 
investment and the subsequent stagnation in the core – 
and in Germany in particular – made it necessary to im-
plement labour market reforms aimed at enhancing the 
downward flexibility of wages and inducing a period of 
wage restraint that improved the competitiveness of 
workplaces.14 At the same time, a credit-driven boom 
with increased internal demand and rising wages, which 
eventually turned into a bubble, made similar reforms in 
the periphery superfluous.15 The lack of coordination in 
policy choices reversed the convergence of the European 
regions – initially in terms of labour productivity before 
the crisis even broke out – while the bursting bubble sub-
sequently reversed it in terms of unemployment rates.16 
Primarily, national policies shaped both the initial con-
vergence and the subsequent divergence process. The 
seed of the divergence and decline in cohesion currently 
being observed was already planted by uncoordinated 
policies during the convergence period. 

3.5 Conclusion

Convergence across European regions was not driven 
by cohesion policies, but by expectations, and its re-

14	 See Sinn (2003, English version: 2007).
15	 Bertola (2014) shows under what conditions this holds. See also 
Sinn (2014), Chapter 2. 
16	 The periphery does not include Italy, as the latter did not benefit 
from substantial capital inflows before the crisis although it is one of 
the crisis countries. The root of the Italian problem is different from 
the problem of the periphery, but is still related to a lack of policy 
coordination.

versal was caused by the uncoordinated policy choices 

of the core and periphery countries, as well as the 

bursting credit bubble in the periphery; and not by a 

lack of structural funds. National borders are now 

back with a vengeance. They never really went away, 

but merely blurred slightly. Country specific factors 

such as optimistic expectations about convergence, na-

tional economic reforms, and country specific crisis 

management, by contrast, were crucial in shaping re-

gional disparities over time. Whatever the effect of su-

pranational cohesion policies, they seem to be domi-

nated by national policies and by the lack of coordina-

tion between them.

Thanks to the creation of the euro, monetary policy is 

coordinated. The Fiscal Compact attempts to coordi-

nate some aspects of fiscal policy. However, the last 

twenty years of the European Union suggest that 

there are other economic areas in which a lack of pol-

icy coordination can give rise to a severe crisis.
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