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1. 
 Research Progress

The network The Economic Geography of Europe: Measurement, Testing and Policy Simulations (EGEMTPS) aims to explore the impact of integration and technological change on the location of activity in Europe. The research of the network is organised around three themes: Extension and deepening of the theoretical frameworks; Testing and measurement; and Computable economy-wide models focusing on location issues. The report on research progress is organised according to these three themes.  It should however be noted that we do not provide an exhaustive list of all the work that has taken place within the framework of the network, but instead try to focus on a set of studies that are representative of the work taking place in the network.

Among the main analytical tasks undertaken by the teams participating in the Network, the following stand out:

1.1 Scientific highlights

1.1.1 Extension and deepening of the theoretical frameworks

Progress has been made in a wide range of areas. Members of the NHH team have - partly together with members of the team at GIIS - worked on policy design in the presence of clusters. 

Victor D. Norman (NHH) and Anthony J. Venables (LSE) have worked on policy towards industrial clusters, aiming at answering key questions like: How does the equilibrium number of clusters, and size of each, compare to world social optimum? And, second, what is the effect of national government policy on the equilibrium? From the international point of view should national policy be encouraged or constrained? In their paper “Industrial clusters: equilibrium, welfare and policy” they study the size and number of industrial clusters that will arise in a multi-country world in which, because of increasing returns to scale, one sector has a propensity to cluster. The emerging equilibrium is compared with the world welfare maximum, and it is shown that the equilibrium will generally have clusters that are too small, while there are possibly too many countries with a cluster. Allowing national governments to subsidize will move the equilibrium to the world welfare maximum, so there is no ‘race to the bottom’. If subsidy rates were capped then there would be a proliferation of too many and too small clusters. 

Forslid (GIIS) and Midelfart (NHH) have analysed industrial policy in a high wage open economy hosting an agglomeration consisting of vertically linked upstream and downstream firms. They find that optimal policy towards upstream industries typically differs from the optimal policy towards downstream industries. Internationalisation impacts on the costs as well as on the benefits related to sustaining an industrial agglomeration. Whether maintaining the agglomeration is compatible with a welfare maximising policy is shown to depend on level of economic integration.

Orvedal (NHH) has worked on the design of industrial policy in the presence of industrial clusters and asymmetric information. Point of departure is the policy debate concerned with the issue of industrial clusters and industrial policy and the arguments in favour of subsidising special industries in order to stimulate industrial agglomeration. An important objection against such a selective industrial policy is that the government needs full information about the industries to be able to pick the winners. But often the government does not know whether the industry is a cluster or not. If the policy towards a cluster is more favourable than the policy towards other industries, all industries will have incentives to allege to be clusters. The problem for the government is to identify the true clusters from the ordinary industries. Orvedal attempts to shed some light on the problem of industrial policy and industrial clusters when there is asymmetric information between the government and the industry. She shows that a subsidy contingent of a certain activity level will create a separating equilibrium.

One of the young researchers at NHH, Coniglio (Young researcher, NHH) has analysed the effect of a deepening of a regional integration process on the incentive for factors of production, and in particular labour, to spatially relocate. He adopts a general equilibrium, economic-geography model and allows for skill heterogeneity in the manufacturing sector. At a given level of trade costs, due to the productivity premia associated with the high-skilled workers matching in one region, this type of workers will be more willing to migrate than low-skilled ones. The results of the paper show the existence of a range of trade costs for which only high-skilled workers have an incentive to migrate. Therefore, introducing labour heterogeneity in the basic core-periphery model enables us to explain one of the most striking features of interregional migration patterns, that is a positive self-selection of the migrants.

The GIIS team has been the hub of research on two aspects of the extension and deepening of the theoretical frameworks. The first aspect concerns economic geography models that are more amenable to analytic reason than are the original models proposed by Paul Krugman (Princeton/CEPR) and Tony Venables (LSE). The goal here is to first establish a definitive list of the key features of the old model – the so-called core-periphery model, or CP model for short – as a means of benchmarking the newer, more analytically amenable models. Having accomplished this, one then went on to presenting, motivating and studying the basic properties of the newer, more amenable models. The first of the newer models is what we call the footloose capital model (FC model for short). This is the most tractable, but it pays for its tractability by abandoning many of the CP model’s most remarkable features including, for example, catastrophic agglomeration. The second model presents the framework that most closely mirrors the CP model in the sense that it matches all of the main features. This model, which we call the footloose entrepreneur model (FE model for short), turns out to be identical to the CP model at a very deep level, but despite this, it involves little of the CP model’s obduracy. The third model – what we call the constructed capital or CC model – is almost as easy to work with as the FC model, but it displays more of the CP model’s remarkable features including catastrophic agglomeration. Finally, one has also worked out the properties of models that put endogenous growth into the modelling framework.

The second aspect concerns the application of these models to public policy analysis. In particular were studied the implications of economic geography models for trade policy, tax policy and regional policy. One focus of the trade policy analysis has been the question of why small countries have trouble attracting industries where agglomeration forces are important – a question to which economic geography models are perfectly suited. The GIIS team has studied the interplay between domestic and foreign protection, domestic and foreign market size, and nations’ comparative advantage. 

The GIIS team is together with Philippe Martin (CERAS) working on a book on economic geography and public policies. Draft for all chapters were completed in 2002, and the book will focus on a broad range of policy issues  such as analysis of efficiency, equity and optimal agglomeration, trade Policy, regional policy, tax Policy and infrastructure policy. 

When it comes to tax policy, the research undertaken by the GIIS and the NHH team has given many important new insights. Almost without exception, the public finance literature on tax competition and the effects of international taxation has relied on ‘smooth’ models. That is to say, models in which small changes lead to small effects. Economic geography models are ‘lumpy’ by their very nature and this, as it turns out, casts new light on a number of old issues. For instance, in these models trade costs – as well as capital mobility – can have important effects on tax competition when agglomeration forces are present. The main insight here is that agglomeration forces tend to relax the constraints of tax competition when industry is already agglomerated, but they tend to exacerbate harmful tax competition when industry is dispersed. One has moreover gone on to enrich the standard geography model by introducing public goods. As it turns out, the provision of tax-financed public goods creates a new agglomeration force, what we call the ‘amenities linkage’ (production shifting leads to tax-base shifting which in turn allows the ‘winning’ government to provide a more attractive package of public amenities, which, in turn, tends to attract more production). Following this line of thinking, it is found that in some situations the first-best level of taxation may occur despite tax competition. 

Gerlach, Roende and Stahl from the Mannheim team have analyzed the interaction between firms' R&D decisions and locational choices. Stochastic R&D efforts translate into firm-specific shocks to the labour demand. Innovative firms locating together thus enjoy the benefits of ‘labour pooling’. Agglomeration leads to tougher competition in the labour market, but firms can reduce this effect by choosing different R&D strategies. In their recently completed paper “Firms come and go, labour stays: Regional Clusters in High-Tech Industries” (2002) they have explored in depth the consequences of the idea of labour pooling for firms’ location choices. In his “Principles”, Marshall (1920) argued that firms have incentives to locate in the same region when they face imperfectly correlated stochastic labour demands. Marshall's argument was renewed and popularised by Krugman (1991). The authors extend and complete this argument by demonstrating how the stochastics of R&D results affect firms' output, and therefore input demands. In a baseline model, two firms supplying to competitive world markets at quality-adjusted prices are faced with stochastically independent innovation shocks that improve on their product quality. The shocks translate into stochastic product, and therefore labour demands. Confronted with location decisions before the outcome of these shocks is known, the firms can decide to either locate separately in a low density labour market each in which they are monopsonists, or to locate (jointly) in a competitive high-density labour market. It is shown that firms choose to agglomerate only if the innovation steps are high and chances are high of ending up in an asymmetric situation in which one of the firms is successful whilst the other is not. The reason is that in expectation terms, the firms gain only under asymmetry, because if confronted with a symmetric outcome of the innovation shock, their profits are diluted by competition in the labour market.

Stahl and Walz concentrate on an extension and generalization of the Marshallian Labor Pooling argument. Taking off from Krugman’s (1991) formalization, they consider an economy involving four firms, two of each in one industry, that locate pairwise in two regions. The firms are confronted with additive firm specific and industry specific demand shocks translating into stochastic labor demand. They determine conditions under which firms from the same vs. different industries will pair in one region in equilibrium and under welfare maximization, given that interindustry (and interregional) labor mobility is constrained by adjustment costs. 

Roende (Mannheim) and Motta (EUI) have worked on the relation between intellectual property rights, technological spillovers, and firms’ incentive to agglomerate. The focus has been on non-compete clauses in labour contracts with knowledge workers. Non-compete clauses facilitate the protection of intellectual property (IP). Firms may nevertheless choose to locate next door to their competitors and refrain from using such clauses, as this provides high powered incentives to the employees. The analysis also points out subtle, but important, differences between protecting IP through geographic means, i.e. by locating away from competitors, and through legal means. 

Spagnolo and Lippert, also from the Mannheim team, developed a general model of inter-firm and firms-employees networks, and are using it to analyze how the governance of relational contracts between firms (supply relations) and between firms and employees (pooled labor markets) in dedicated industrial districts is affected by different institutional environments. The focus is on districts with a prevalence of non-pecuniary knowledge-related spillovers (e.g. Silicon Valley), and the aim is to identify the institutional advantages that may lead to the emergence of districts in some locations rather than others.

Following up on Spagnolo (2000), Spagnolo and Blonski (Mannheim) have worked on the relation between Globalization (seen as increased market integration and variety of supply), the IT revolution, and the governance of industrial districts. Interfirm relations within districts and knowledge exchanges between different firms’ employees are governed by long term, and often multilateral relational (implicit, unwritten) agreements.  Markets integration affects agents’ outside options, hence the sustainability of such arrangements. Information tecnology affects agents’ search costs, and may also affect, in different ways, intra-districts arrangements. Whether these forces will strengthen or loosen agglomeration forces, i.e. districts’ ability to internalize local spillovers, is the subject of the study. 

Paolo Manasse and Alessandro Turrini (both IGIER) have studied the effects of ‘globalization’ on income inequality in an economy where sellers with higher skills enjoy larger market shares and higher earnings (“Trade, wages, and ‘superstars”). In their global economy: (a) innovations in production and communication technologies enable suppliers to reach a larger mass of consumers and to improve the (perceived) quality of their products, and (b) trade barriers fall. When transport costs fall, income is redistributed away from the non-exporting to the exporting sector of the economy. As the latter turns out to employ workers of higher skill and pay, the effect is to raise wage inequality. Whether the least skilled stand to lose or gain from improved production or communication technologies, in contrast, depends on how technological change relates with skills. Their model provides an intuitive explanation for why changes in wage premia are significantly associated with the export status of firms in recent firm-level empirical investigations.

Philippe Martin (CERAS) has during his one-year visit at the New York Federal Reserve Bank research department, also worked with James Harrigan on the impact of terrorism on cities with the events of September 11 as a motivation. Their objective has been to use new economic geography models to understand how city specific shocks on firms’ costs or inhabitants’ utility, due to terrorist attacks, can affect the mechanics of economic agglomeration. It is argued that under plausible scenarios, the gains of agglomeration are so large that urban concentration would remain a feature of our societies. However, a scenario is possible in which firms leave the targeted cities followed by workers, which leads more firms to leave. In this scenario, the "disappearance" of the city is not a slow gradual process but rather a very sudden one. Philippe Martin has also started work with Giancarlo Corsetti (University of Roma) and Paolo Pesenti (New York Federal Reserve Bank) on the effect of monetary policy in models where economic activity is “footloose”. Some mechanisms of the economic geography literature such as the Home Market Effect are analyzed.

Duranton and Puga at LSE team have developed a model explaining and relating stylised facts about firms' organisation and urban structures. Sharing of business services by headquarters and of sector-specific intermediates by production plants within a city reduces costs, while congestion increases with city size. A fall in the costs of remote management leads to a shift in urban structure, from a configuration where cities specialise by sector and host integrated headquarters and production plants, to a configuration where cities specialise by function, with headquarters from all sectors and business services clustered in a few large cities and production plants from each sector clustered in smaller separate cities. (see Duranton and Puga, “From sectoral to functional urban specialisation”.)

Pierre-Philippe Combes (CERAS) and Gilles Duranton (LSE) are working on several projects investigating the links between local labour markets and agglomeration. When firms cluster in the same local labor market, they face a trade-off between the benefits of labor pooling (i.e., access to workers whose knowledge help to reduce costs) and the costs of labor poaching (i.e., loss of key workers to competition and the indirect effect of a higher wage bill to retain workers). Depending on market size and on the degree of horizontal differentiation between products, Combes and Duranton characterize the strategic choices of firms regarding locations, wages, poaching and prices. Their results show that co-location, although it is always efficient, is not in general the equilibrium outcome.

Thierry Mayer (CERAS) together with Keith Head and John Ries from the University of British Columbia investigated the pervasiveness of the home market effect, a core relationship of economic geography models. This relationship predicts that a large country hosts a disproportionate share of firms in the increasing returns sector. This paper analyzes three additional models featuring increasing returns, firm mobility, and trade costs to assess the robustness of home market effects to alternative modelling assumptions. Results are strikingly robust to changes in assumptions about the nature of demand, competition, and trade costs. However, a model that links varieties to nations rather than firms can generate opposite results.

Philippe Martin (CERAS) is co-authoring a chapter of Volume 4 of the Handbook of Regional and Urban Economics edited by V. Henderson and J.F. Thisse and to be published by Elsevier in 2003. The chapter written with Richard Baldwin (GIIS) focuses on Agglomeration and regional growth. 

Roende (Mannheim) and Motta (EUI/CEPR) completed their work on the relation between the protection of intellectual property rights and incentives to innovate. In their paper “Trade secret laws, labor mobility, and innovations” (2002) they showed that when the researcher's (observable but not contractible) contribution to innovation is crucial, a covenant not to compete (CNC) unambiguously reduces both his effort and his firm's profits, under both spot and relational contracts. Having no CNC endows the researcher with the threat of leaving for a rival. This alleviates a commitment problem for the firm by forcing it to reward a successful researcher. However, if it is mainly the firm's R&D investment that matters, including a CNC in the contract is optimal: by preventing the researcher from leaving, a covenant allows the firm to appropriate the returns on its investment and favours innovation.

Jacques Thisse (CEPR) together with Pierre Picard (University of Manchester) and Eric Toulemonde (University of Namur) investigated the importance of the way profits are distributed among agents for the space-economy. They show that the existence of mobile rentiers is sufficient to make the symmetric configuration unstable for all transport cost values and to make partial agglomeration of firms stable. This work suggests that it is imperfect competition more than increasing returns that matters for the formation of agglomeration in economic geography. 

Thisse (CEPR) and Takatoshi Tabuchi (University of Tokyo) studied the impact of the heterogeneity of the labour force on the spatial distribution of activities. They show that taste heterogeneity acts as a strong dispersion force and that the relationship between the spatial distribution of the industry (the wage differential) and trade costs is smooth and bell-shaped. Finally, while Rawlsian equity leads to the dispersion of industry, their analysis reveals that efficiency leads to a solution close to the market outcome, although the latter is likely to involve too much agglomeration compared to the former. 

Work at UCD under this heading has concentrated on developing more satisfactory models of strategic competition between firms and on exploring their implications for industrial location and for the responses of economies to external shocks. Dermot Leahy and Peter Neary, with their co-authors, have considered how heterogeneous costs and investment under uncertainty affect the desirability of subsidising large export-oriented firms.  They have also explored the best form that such subsidies should take, confirming that subsidies to investment are more robust than subsidies to exports. This part of the research programme has implications for whether and to what extent R&D should be subsidised.  On-going research is exploring the implications for assistance to firms of constraints on governments' actions due to restrictions on the kinds of subsidies which can be offered or to budgetary constraints.  

Peter Neary has considered the implications of different approaches to modelling inter-firm competition. In a review of the literature on economic geography to date (Journal of Economic Literature, 2001), he noted some unsatisfactory aspects of the assumption of monopolistic competition, widely used in the literature. Similar points were made in a review of the contribution of work on monopolistic competition to international trade theory as a whole.  This approach has made possible for the first time the systematic study of increasing returns and product differentiation in general equilibrium models. It has thus opened up exciting new research fields with applications to intra-industry trade, multinational corporations, and patterns of geographical location. However, the underlying assumptions of monopolistic competition - a perfectly elastic supply of atomistic firms, facing no barriers to entry or exit, and unable to engage in strategic behaviour - represent little advance in descriptive realism over perfectly competitive models. They therefore cannot explain how firms may engage in non-price competition; nor can they throw much light on the ways in which changes in trade or other policies (such as the completion of the EU Single Market) can influence market structure.

Recent work has attempted to overcome these problems by developing a new model of general equilibrium which explicitly allows for large firms that compete against each other in oligopolistic markets. This work shows that abandoning the assumption of free entry has important implications for the behaviour of open economies. Trade liberalisation may not lead to specialisation in production, since barriers to entry allow firms to make profits in sectors in which their country of origin does not have a comparative advantage. The resulting patterns of trade and location may reflect "competitive" as well as "comparative" advantage, ideas which have been much discussed in business schools but have not yet been systematically incorporated into mainstream economic theory. Foreign competition may affect home firms even if no imports actually take place. The threat of foreign competition may be sufficient to encourage home firms to engage in "defensive innovation", increasing their demand for skilled labour and worsening the relative position of unskilled workers. This suggests that the focus of much popular and professional debates on imports from less developed countries as a threat to unskilled workers in OECD countries may be misplaced: "North-North" trade may be more important than "North-South" trade in affecting income distribution. Finally, trade liberalisation may generate incentives for industrial restructuring, which manifests itself in the form of cross-border merger waves.

Joe Tharakan (Young Researcher, UCD) has worked on the determinants of regional disparities in real income, showing how they are affected by the location of national boundaries and the mis-match between jobs and workers' skills. 

1.1.2 Testing and measurement

The LSE team has together with the NHH team worked on two major empirical studies of industry location in Europe. The objective of the study “The location of European industry” are to describe the changes in industrial location that have occurred in Europe in recent decades; to establish whether these are associated with countries’ economic structures becoming more or less similar, and industries becoming more or less spatially concentrated; to compare industrial location patterns in Europe and the US; and to identify the underlying forces that determine industrial location and assess the extent to which these have changed in recent years. The report finally offers some preliminary predictions and a discussion of policy implications. In the second paper, entitled “Comparative advantage and economic geography: estimating the determinants of industrial location in the EU, the authors develop and econometrically estimate a model of the location of industries across countries. The model combines factor endowments and geographical considerations, and shows how industry and country characteristics interact to determine the location of production. They estimate the model on sectoral data for EU countries over the period 1980-97, and find that endowments of skilled and scientific labour are important determinants of industrial structure, as also are forward and backward linkages to industry.  

Members of the LSE team (Overman, Redding and Venables) have also undertaken a survey of the empirical literature on economic geography of trade flows, factor prices, and the location of production. In “The economic geography of trade, production, and income: a survey of empirics”, the discussion is structured around the empirical predictions of a canonical theoretical model. The authors review empirical evidence on the determinants of trade costs and the effects of these costs on trade flows. Geography is a major determinant of factor prices, and access to foreign markets alone is shown to explain some 35% of the cross-country variation in per capita income. The paper documents empirical findings of home market (or magnification) effects, suggesting that imperfectly competitive industries are drawn more than proportionately to locations with good market access. Sub-national evidence establishes the presence of industrial clustering, and we examine the roles played by product market linkages to customer and supplier firms, knowledge spillovers, and labour market externalities.

The LSE team has also worked on the geographical aspect of intra-industry trade is analysed in Rice, Stewart and Venables. Spatial variation in factor prices within Europe and more widely are studied by Redding and co-authors in a series of papers.  The geography of production structures across Europe is analysed by Redding and Vera-Martin.

Important innovations of empirical method have been made by Duranton (LSE) and Overman (Young Researcher, NHH), (Testing for localisation using micro-geographic data), who used plant-level data for the UK to carefully analyse whether location of finely disaggregated industrial sectors is more spatially concentrated than would be expected by chance alone.  They find that around one half of industries exhibit statistically significant concentration, typically at a very small geographical scale.

Employing the approach to analyze industrial location in the EU developed in previous work with Tony Venables (LSE), Midelfart (NHH) and Overman (Young Researcher, NHH) have analysed the impact of national and EU aid programmes on industrial location in the EU. They hereby aim at assessing whether structural funding is promoting or hampering the integration process. Their study “Delocation and European integration: is structural funding justified?” was published in Economic Policy autumn 2002.

The NHH team (more specifically, Hagen, Heum, Haaland, Midelfart and Norman) published a book on Globalisation, Location of Industry and Economic Policy in February 2002. The prime objective of the book is to provide a comprehensive and accessible account of research based knowledge about some of the major issues in the current economic-political debate, such as: How are the localisation choices of firms affected by the integration processes in Europe? What does the strong growth in multinational companies and foreign direct investments across countries mean for a small, open economy like the Norwegian one? How is the possibility of conducting economic policy at a national level affected by the fact that companies, capital and labour are becoming more mobile across countries? These are central issues in the current economic-political debate. These are also issues that have been subject to much attention in recent research on industrial development and international economics. What do we know about the implications of globalisation and integration for the economic development? How has economic integration affected Norwegian and European trade and industrial structure so far?  What can we expect in the future?  And – not least – how can and should economic policy be outlined to best meet these new challenges?  Throughout the book, the authors draw on theoretical and empirical research to show implications for European and Norwegian industrial development and economic policy.  What are the new possibilities and challenges facing trade, industry and authorities in an increasingly integrated world economy?

The IGIER team has worked on innovation and agglomeration. Among the studies that have been undertaken are “Globalization and Local Proximity in Innovation: a Dynamic Process” , where an industry life cycle model is developed that reconciles the observed and documented different pattern of (geo)concentration-dispersion of industries through time. Our theoretical framework supports the finding of a different dynamic of localization between different sectors through time and the evidence of higher spatial concentration of more mature and low-tech industries as well as of highly innovative ones. Work has also been done aiming at tackling the extremely important task of identifying and estimating a “production function”  of innovation for European regions using Patent and R&D data, 1977-1995; and has resulted in the paper “Innovation and Spillovers: Evidence from European Regions”.

Cherdron and Stahl, in Mannheim, in cooperation with Andre Sapir (Team Leader, CEPR), have started taking up the original challenge, namely to describe, within a detailed case study framework, the locational strategies of multinational firms within specific industries. The case industries selected are the automotive industry; the banking and insurance sector; and the computer hard and software industry. 

They started by looking in detail at the upstream supply relationships in the automotive industry. A principle tension arising here is between globalization in procurement on one hand, and production to order on the other hand. The former leads to the spatial dispersion in supply patterns, the latter to their spatial concentration. The general tendency emerging is that while the former has led to a sharp increase in the competitiveness in all upstream supply tiers, supplier patterns continue largely as before the globalization fad, and remain spatially close to the OEM (original equipment manufacturer) outlet. This also implies that whenever OEM’s establish new plants (such as the Smart polant in Hambach/Lorraine), the established suppliers will “move with the OEM” either by establishing a JIT (just in time) manufacturing, or an inventory plant.

Enrico Pennings (Young Researcher, IGIER) together with Leo Sleuwaegen (Catholic University of Leuven) has completed the study on the reorganization decisions of  troubled firms that was started in May. In “The Reorganization Decisions of Troubled Firms: Exit, Downscale or Relocate “ they study how poorly performing firms need to improve their profitability through restructuring their operations. In many cases this means downsizing by means of collective layoff of employees. Based on a unique sample of Belgian firms reporting collective layoffs this paper analyzes whether a firm dismisses all employees (exit), a significant proportion of its employees (downscaling), or closes down part of its activities and moves production abroad (international relocation). It is argued and demonstrated that the choice of downsizing approach differs depending on the strategic options and characteristics of the firm. The authors find that firms that downscale are more sensitive to profit changes. Relocating firms are labor intensive and move production to lower wage countries to operate more capital-intensive in Belgium in line with the comparative advantage of the country. Exiting firms are typically small and young underscoring the theory on evolutionary learning.

In “New Empirical Evidence on the International Relocation of Production “ Enrico Pennings and Leo Sleuwaegen  deal with the decision to relocate productive capacity from Belgium to other countries. Belgium is a typical example of a country with an open economy in which foreign firms account for more than half of the total production. Consistent with basic theoretical models, and in contrast with global relocation, it is found that relocation to adjacent countries takes place when firms are relatively capital-intensive and relatively small. For the latter type of relocations there are also more cases where public aid plays a decisive role in the investment decision, suggesting its strategic nature and potential harmful role in distorting competition.

Joint with Carlo Altomonte (|GIER), Pennings started to work on ‘The Hazard Rate of Foreign Direct Investment in Transition Countries: A Direct Test of a Real Option Model’. First results will be presented at the next network meeting in Villars (January 2003). 

Real option models predict that uncertainty raises the critical value at which it is optimal to invest. Many empirical tests have confirmed this negative relationship, but up to now only through indirect tests. In addition, recent studies argue that the relation between uncertainty and the probability of investment may be non linear. By deriving the hazard rate of investment in a real option model we directly study this non-linear relation between uncertainty and investment. Maximum likelihood estimates for various specifications of the hazard are derived using a dataset of MNEs that have invested in Central and Eastern Europe over the period 1990-1998. Whereas uncertainty has a negative effect on investment in an approximate hazard, the indirect estimations fails the specification test. In the real option-based hazard uncertainty is not significant showing that the effect of uncertainty works on the mean through risk aversion and not because of a value in waiting.

Laura Bottazzi  together with Giovanni Peri (both IGIER) have continued their study on the determinants of new ideas and on the importance of existing knowledge, brains and laboratories in the innovation production function of fifteen OECD countries as well as on countries’ productivity. In the first paper, “ The Creation of New Ideas: a Cointegration approach” the authors adopt a cointregration approach to estimate the long run relation between the creation of innovation, workers in R&D and worldwide knowledge spillovers. They adopt a vector cointegration approach to look at the effects of the increase in R&D spending on the creation of new ideas. 

Giovanni Peri has completed a  paper entitled "Young Workers, Learning and Agglomerations" in which he studies how, since 90’s, densely populated locations, such as urban areas, have attracted a disproportionate share of young college-educated workers. He explain this stylized fact as a result of co-location due to learning externalities among educated workers. Workers learn from each other when young, increasing their skills and their productivity. Once they grow mature and their learning decreases, some of them choose to move out of densely populated areas. As skills grew more transferable thanks to computerization and flexibility in the 80’s and 90’s, urban areas became learning grounds for educated young workers.

In “ Knowledge Flows and Innovation” Giovanni Peri estimates knowledge flows across regions in Europe and North America as revealed by patent citations. Only if these knowledge flows affect the productivity of researchers in generating new ideas do they generate externalities in innovation. We find that knowledge diffusion is strongly affected by immediate proximity, distance, national borders, linguistic and technological barriers. While some sectors such as Computer Technology are more “globalized” than others, all knowledge flows are much more far-reaching than trade or migration flows. However, once we control for R&D inputs, we do not find evidence that these flows of knowledge have an impact on innovation.

Thierry Mayer (CERAS) and Keith Head (UBC) have finalised their investigation on the role of market potential in the location decisions of Japanese firms in Europe. In their theoretical framework, the location decision is a function of demand in all locations weighted by accessibility to consumers. The spatial distribution of competitors should also be factored into the location choice. The empirical implementation of the model makes use of a sample consisting of firm-level location choices by Japanese firms between 1984 and 1995 and uses both the information on the choice of country and the choice of region inside each country. Results show that market potential does matter for location choice but that traditional agglomeration variables retain an important role in the location decision.

Pierre-Philippe Combes (CERAS), Gilles Duranton (LSE), and Laurent Gobillon (CREST) use a very large panel of French workers over 1976-1998 to estimate a model of wage determination across different local labour markets. They control for individual characteristics, individual fixed effects, characteristics of the local labour market and local fixed effects. When not controlling for unobserved individual heterogeneity, differences across local fixed effects seem rather small and explain only a small part of the observed variance across local labour markets. In contrast, local skills and the overall scale of the local labour market act as important determinants of local wages. 

Pierre-Philippe Combes and Miren Lafourcade (both CERAS) have finalised their long-term project on the structural estimation of a tractable economic geography model incorporating strategic firms. The empirical implementation is a study of regional inequalities in France. They find that intermediate inputs and geographical features play a critical role in the concentration pattern of French economic activities. Estimations being consistent with plausible values for the structural parameters of the model, they also provide simulations of French local sectoral employment and production conditions. A major feature of their results is the very strong core-periphery structure of short-run profits, which means that large concentration incentives exist in France. By contrast, a short-run analysis of the impact of a transport costs decline reveals that whereas dispersive forces become prevalent at the country level, agglomeration incentives strengthen specialization within a large number of the French regions. As regards profits, the emergence of a duo-centric structure confirms such a feature. 

Pierre-Philippe Combes and Miren Lafourcade (both CERAS) are currently working on the methodology of transport costs calculation, and how this drives results in the analysis of regional policy and in particular of the impact transport infrastructure investment. They aim to provide answers to the following questions: How do transport costs differ across regions ? How much of these differences are  related to transport infrastructure policy, market structure, or physical geography? How are transport costs likely to change as a result of new information technologies, improved inter-modal transport, and other trends? This paper aims at enlightening those questions by analysing first the transport costs measures that have been used in the economic empirical literature and pointing out their limits. Second, it presents an original methodology for calculating inter-regional transport costs and provides descriptive statistics on their foundations, levels and evolution in France, during the 1978-1998 period. Finally, it illustrates the potential use of this new data set to derive and analyze French “Market potentials”.

Thierry Mayer (CERAS) and Keith Head (UBC) currently wok on the impact of different distance measurements and how different methodologies can participate in inflating the so-called border effect in trade puzzle. This puzzle was first presented by McCallum (1995) and has gone on to spawn a large and growing literature on so-called border effects. They argue in this paper that, because distances are always mismeasured in the existing literature, the border effects may have been mismeasured in a way that leads to a systematic overstatement. The goal here is to develop a correct measure of distance that would be consistent for international as well as intra-national trade flows. It is shown how the use of the existing methods for calculating distance leads to “illusory” border and adjacency effects. The methods are applied to data on interstate trade in the United States and inter-member trade in the European Union. The new distance measure reduces the estimated border and adjacency effects but does not eliminate them. Thus, while they do not solve the border effect puzzle, they do show a way to shrink it.
Pierre-Philippe Combes, Miren Lafourcade and Thierry Mayer (all CERAS), use newly available data on bilateral trade flows between 94 French regions, for 10 industries and 2 years (1978 and 1993) to study the magnitude and variations over time of trade impediments, both distance-related and (administrative) border-related. They focus on assessing the role that business and social networks can play in shaping trade patterns and explaining the border effect puzzle. Intra-national administrative borders are shown to significantly affect trade patterns inside France. The impact is of the same order of magnitude as in Wolf (2000) for trade inside the United States. The main results of this paper lie in the explanation of those intra-national border effects through the existence of networks similar to the ones emphasized in Rauch (2001). More than 60% of these (puzzling) intra-national border effects can be explained by the composition of local labour force in terms of birth place (social networks) and by inter-plants connections (business networks). In addition, controlling for these network effects reduces the impact of transport cost on trade flows by a comparable factor. Thus, business and social networks that help reduce informational trade barriers are shown to be strong determinants of trade patterns and to explain a large part of the border puzzle. 

As already mentioned above, the CERAS team is very much involved in the preparation of the Volume 4 of the Handbook of Regional and Urban Economics edited by V. Henderson and J.F. Thisse and to be published by Elsevier in 2003, and in particular concerning the empirical implementations of Economic Geography models with applications to the EU:

Pierre-Philippe Combes (CERAS) is working with Henry Overman (LSE) on a chapter on spatial distribution of economic activities in the European Union 

Thierry Mayer (CERAS) and Keith Head (UBC) are preparing the chapter on the empirics of agglomeration and trade. They investigate the existing evidence on the importance of forward and backward trade linkages in causing the spatial concentration of economic activity.  Two possible empirical strategies are considered: First, one can assess the assumptions of new economic geography.  Do the data support the theory's fundamental building blocks? Second, one can assess the predictions of the models. Does agglomeration actually arise under the predicted circumstances? Each of those aspects are treated and the authors conclude with an overall assessment and suggest some directions for future research.

The UCD team led by Peter Neary and his co-authors has considered various aspects of the experience of the Republic of Ireland, easily the fastest-growing economy in the EU in recent years, in the light of theories of economic geography and industrial location. This has involved scrutinising the contribution of foreign direct investment on the one hand and EU structural funds on the other to Ireland's economic transformation.  It has also involved considering the likely effects of EU enlargement on inflows of foreign direct investment to Ireland.

1.1.3 Computable economy-wide models focusing on location issues

One basic objective of the research program is to expand the set of available econometric tools for the analysis of general equilibrium-theory based theoretical predictions.  This will allow us to explore, in the context of large general equilibrium models, how the existence of linkages between industries affects agglomeration and the geographic location of industry in Europe. This involves development of GAMS-based estimation methods for use within the confines of large general equilibrium models.  This poses a number of problems.  One is the fact that we immediately find ourselves working within a large system of non-linear simultaneous equations.  Another is that the same parameters generally occur in more than one structural equation within the general equilibrium system, posing cross-restrictions.  Most important, the endogenous variables necessary to build a full time series are often unavailable, or worse still impossible to observe directly. This requires sparse-data techniques that are not well developed for simultaneous non-linear systems estimation. The Tinbergen Institute has made good progress in the extension of this class of techniques. In particular, they have been exploring methods for CGE system-based parameter estimation and specification testing, given limited data availability (and without calibration). The plan in the next phase of this research is to apply these techniques to examine empirical issues related to the economic geography of Europe.

The NHH team has completed a simulation study of industrial location and agglomeration in Europe, entitled “A U-shaped Europe? A simulation study of industrial location”. They use a large-scale CGE-model to simulate the effects of gradual economic integration on the location of industrial production. The results reveal large differences among industries. Industries with high scale elasticities typically display a non-monotonous relationship between trade liberalisation and concentration, with maximum concentration for intermediate trade costs. Other industries, more driven by comparative advantage, become monotonously more concentrated as trade costs fall. On the aggregate level we find an (inverted) U-shaped relation between trade costs and concentration. The results also show a close correlation between real income gains and growth in manufacturing production, stemming from pecuniary externalities in the manufacturing sectors. 

The NHH and GIIS teams have also completed various CGE (computable general equilibrium) based analyses of the impact of European integration on industrial location and welfare inside and outside the EU. All analyses apply a newly developed CGE-model, which divides the world into ten regions, five of which are European, and 14 industries, of which 12 are imperfectly competitive. With a complete input-output structure, the model captures comparative advantage mechanisms as well as intra-industry trade and “new economic geography” agglomeration forces. One set of simulations focuses on the consequences of successful transformation in Eastern Europe. The results indicate that transformation and European integration are of great importance for Eastern Europe, while the overall effects for other European regions are small.  Individual sectors in the EU, such as Textiles and Transport Equipment, are, however, in some cases strongly affected. 

Another set of simulations focuses on the impact of tighter European integration on outsider regions. It is argued that because theoretical models analysing PTAs have very few contact points with reality, further research is needed to evaluate whether the effects highlighted by these models – catastrophic agglomeration and non-monotonic relocation, for example – are theoretical aberrations of highly specific models, or important effects that help us explain real world events.  In their 14-sector, 10-region model, they find broad confirmation for the theoretical PTA models, and in particular for the Puga-Venables effects. They find that tighter European integration has a significant impact on Central and Eastern European countries, but the impact on other regions of the world is rather small.  Their findings do however suggest that the simple models of economic geography analysing PTAs miss important elements.  The most important of these are comparative advantage and real trade costs.

One basic objective of the research program for the Tinbergen team is to expand the set of available econometric tools for the analysis of general equilibrium-theory based theoretical predictions. This has involved development of both GAMS-based and GEMPACK-based estimation methods for use within the confines of large general equilibrium models.  The team has made good progress in the extension of this class of techniques.  In particular, they have been exploring methods for CGE system-based parameter estimation and specification testing, given limited data availability (and without calibration).  Results were presented at the annual Conference on Global Trade Analysis (Purdue University) last summer.  A related paper on method will be presented at the European Trade Study Group conference this fall.  The team’s plan in the next phase of this research is now to apply these techniques to examine empirical issues related to the economic geography of Europe.   They are also working on a dataset  (with emphasis on Europe) covering financial market indicators and economic performance indicators.  This dataset is now largely complete, and will be used to explore theoretical and empirical linkages between financial market integration and the geographic location of industry.
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2. Comparison with the Research Programme

2.1 The Research Objectives

The network EGEMTPS aims to pursue an innovative and exciting programme of research, exploring the impact of integration and technological change on the location of activity. In particular we seek

· To develop the microfoundations of agglomeration theory to provide more precise guidance for testing, measurement, and computer simulation of the location effects of European integration;

· To enhance our understanding of empirical observations via industry case studies and computer simulations;

· To econometrically test theoretical predictions on European data;

· To assess the impact of existing policies and to evaluate proposals for new policy initiatives.

These are the research objectives set down in the Annex I of the contract, and they are still regarded as relevant and achievable.

2.2 Research Method

The project’s research method stands on three pillars: theory, empirical testing and measurement, and computable economy-wide models focusing on location issues. 

The research method has not changed from that described in the contract. It may be noted that: 

- The work on theory aims at integrating insights from two strands of the economic literature: public finance and the new economic geography. In this area the network will not only produce working papers and reports, but the GIIS and CERAS teams will also be responsible for the publishing of a textbook. Another line of theoretical modelling followed within the network aims at integrating strategic interaction into the location models developed in the new economic geography.

- As for empirical analysis, important advances have been made based on the access to new data. This includes micro (firm level) data as well as data on policy variables – both types of data allowing for new insights into the determinants of industrial location. 

- The work based on computable economic model pursues an econometric and computable general equilibrium modelling which involves:

· Stochastic simulations with synthetic general equilibrium datasets, for development of estimation methods

· Extension of simulation-based methods to GAMS- and MPSGE-based multi-region general equilibrium models (for identification of agglomeration effects)

· Regression-based analysis of linkages between financial market integration and industry location

· CGE-based modelling of financial market linkages to industry location

· Empirical linkages between agglomeration, integration measures, and labour market performance

2.3 Work Plan

Thirty months into the contract, work has advanced according to plan. The research results to date are reviewed above in section 1. The Network has its own website (http://www.cepr.org/research/networks/ITRTN/), hosted as part of the CEPR site. The website contains information on the people involved in the Network; research underway and papers produced; job vacancies within the Network; and dissemination of the Network’s output. It also contains links to the teams’ own sites.

The degree of interaction and integration already achieved by this Network should not be underestimated: it has created a coherent group of researchers working in this particular area of economics. The extent of the collaboration already in place is clear from the ‘Sketches of Young Researchers’ given in section 1 of this report; most of these Young Researchers have presented papers at the Network’s workshops, and have further benefited from the opportunity to interact with Team Leaders and other senior participants who have pioneered academic work in this area, as well as gaining from being involved in the wider CEPR Network and being able to attend CEPR workshops and conferences other than those directly related to this Network. It is hoped that this interaction will result in further collaborative publications in the later stages of the Network’s life, and should also widen the openings open to young researchers once they complete their period of employment under the Network’s auspices. 

Overall, the Network has progressed well in the first 30 months of its life. 47.88% of the total number of contracted man-months have been achieved, compared to the projected 62.5% at this stage of the Network’s life. This will be discussed in more detail at the Mid-term Review meeting. 

The work plan – and breakdown of tasks – in the Network is organised around the three themes:  

A. Extension and Deepening of Theoretical Frameworks 

This task is divided as follows – in terms of research topics and contributing teams:

· Industrial organisation, foundations of, and interaction among, agglomeration forces: NHH, LSE, Mannheim, UCD

· Cities: size and structure of urban agglomeration: LSE

· Adjustment, agglomeration and growth: GIIS, IGIER

· The influence of policy on agglomeration: NHH, GIIS, CEPR 

As a review of section 1 shows, the teams have all worked in the assigned areas, and progress have clearly been made according to plan.

B: Testing and Measurement
This task is divided as follows – in terms of research topics and contributing teams:

· The European urban system: LSE

· The empirics of European agglomeration, patterns, strength of forces and testing competing theories: IGIER, CEPR, ENPC, LSE, NHH

· Industry case studies in Europe: CEPR and Mannheim

· Innovation and agglomeration: IGIER 

· Agglomeration and the equity versus efficiency trade-off: ENPC
As a review of section 1 shows, the teams have all worked in the assigned areas, and progress have been made according to plan.

C. Computable Economy-Wide Models Focusing on Location Issues

This task is divided as follows – in terms of research topics and contributing teams:

· Agglomeration and input-output linkages among industries: GIIS, NHH, TI

· Adjustment (labour market dimension) and other agglomeration forces: TI, GIIS

As a review of section 1 shows, the teams have all worked in the assigned areas, and progress have been made according to plan.
2.4 Research effort of the participants

Table 1: Research Effort of the Participants (person-months)


Professional Research Effort on the Network Project



Participant
Young researchers to be financed by the contract
(person-months)
(a)
Researchers to be financed from other sources
(person-months)
(b)
Researchers likely to 
contribute to the project
(number of individuals)
(c)


NHH
34.5
20
5

ENPC
42
20
5

GIIS
36
20
5

IGIER
42
60
10

LSE
42
28
6

MANNHEIM
42
68
11

TI
30
20
5

CEPR
0
0
0

UCD
24
12
4

The projected figures represent that proportion of the Network’s contracted person-months accounted for by the first 30 months of the contract (i.e. 62.5% of the contract’s initial duration).
2.5 Schedules and milestones

The schedule for the network in terms of milestones and outputs as per Table 2 in Annex I in the contract anticipated that the contract of the network would start on 1 January, 2000. As the contract did not start until 1 June, 2000, this has a slight impact on the schedule. With respect to milestones one should note that in addition to those given in Table 1 (identical to Table 2 in Annex I in the contract) two extra will be added: First, there will be three (not two as originally planned) research workshops organised within the framework of the network. Second, a summer school open to the young researchers, team members as well as other European students working on economic geography was organised jointly with the Study Centre at Gerzensee in August 2002.  A second summer school is planned for the summer 2003. But this event has still to be confirmed.

Project Schedule – Activities and Milestones

Months elapsed since start date
Milestone
Output 


Project begins


1-2
Recruitment of visiting postdoctoral researchers begins
Advertisements and recruitment letters 

5
Creation of Network Web-page
Web page

6
Network members meet at the European Research Workshop in International Trade
Workshop

9
First set of visiting researchers join participating institutions
Discussion Papers issued
Contracts for visiting researchers
Discussion Papers

10
Second wave of recruitment of visiting postdoctoral researchers
Advertisements and recruitment letters

11
First research workshop for network participants
Workshop

13
Submission of first periodic progress report and cost statement
Report and cost statement

18
Network members meet at the European Research Workshop in International Trade
Research Workshop

21
Visiting researchers join participating institutions
Discussion Papers issued
Contracts for visiting researchers
Discussion Papers

25
Submission of second periodic progress report and cost statement
Report and cost statement

30
Network members meet at the European Research Workshop in International Trade
Discussion Papers issued
Research Workshop
Discussion Papers

31
Submission of Mid-Term report
Report 

32
Visiting researchers join participating institutions
Contracts for visiting researchers

33
Mid-Term Review Meeting and second research workshop for network participants
Review and workshop

36
Discussion Papers issued 
Discussion Papers

37
Submission of third periodic progress report and cost statement
Report and cost statement

42
Network members meet at the European Research Workshop in International Trade
Research Workshop

43
Closing network conference
Conference

43-48
Continued dissemination of research output through publication in journals and public meetings
Possible publication of conference volume
Journal publications; discussion meetings

Conference volume

49
Submission of final report and cost statement
Report and cost statement

2.6 Network organization, management and dissemination

2.6.1 Network organization and management

The Network is coordinated by Dr. Karen-Helene Midelfart. Together with CEPR staff, Dr. Midelfart ensures that communication among the participating institutions is effective and monitors the network’s progress in achieving its objectives. She has also been responsible for preparing for the Network’s Mid-Term Review.

The network coordinator has extensive experience in managing research projects and networks. A number of the participating institutions in the network have previous experience of collaboration, and this also facilitates the management of the network. It moreover allows for close interaction between researchers in the network, and strengthens the common research interests in the group. 
http://www.cepr.org/research/networks/ITRTN/ The Network also has its own website, which appears as part of the CEPR page, at the address . The webpage contains details of the Network’s research, publications and meetings, in addition to a full list of the people involved at each node.
The web page provides links to all web pages of the participating institutions in the network and to key members of the different respective teams. Home pages of members are:

Norwegian School of Economics and Business (NHH) 

PRIVATE HREF="http://www.nhh.no/"   MACROBUTTON HtmlResAnchor http://www.nhh.no/

Ecole Nationale des Ponts et Chaussées (ENPC)

http://www.enpc.fr/

Graduate Institute for International Studies (GIIS)

PRIVATE HREF="http://heiwww.unige.ch/"   MACROBUTTON HtmlResAnchor http://heiwww.unige.ch/

Innocenzo Gasparini Institute for Economic Research, Università Bocconi (IGIER) 

http://www.igier.uni-bocconi.it/

The Centre for Economic Performance at the London School of Economics (LSE)

http://cep.lse.ac.uk

University of Mannheim (Mannheim)

http://www.uni-mannheim.de/

Tinbergen Institute (TI)

http://PRIVATE HREF="http://www.intereconomics.com/francois"   MACROBUTTON HtmlResAnchor www.intereconomics.com/francois

Centre for Economic Policy Research (CEPR): 

http://www.cepr.org

National University of Ireland, Dublin (UCD)

http://www.ucd.ie/
The network is also advertised on the newsletter page of European Trade study Group (ETSG): http://PRIVATE HREF="http://www.etsg.org"   MACROBUTTON HtmlResAnchor www.etsg.org

A number of the senior researchers active in the network post their datasets on their web pages, which can be accessed directly through the home page of the network. TI’s datasets, as developed, will be posted on Prof. Francois’ web page: www.intereconomics.com/francois
The dissemination of the research of the network takes place through CEPR Discussion paper series, which are circulated widely in the research and policy community. On average 500 copies of each Discussion Paper are circulated throughout Europe and the rest of the world. CEPR Discussion Papers are also abstracted widely, and summaries of the papers are also distributed on a monthly basis by electronic mail to over 3,000 individuals. Each Discussion Paper appears on CEPR’s webpage. Highlights from these series are moreover featured in the CEPR newsletter European Economic Perspectives (EEP), which is distributed to over 11 000 members of the policy community and private sector worldwide. One example of research output of the network that has featured in EEP is Baldwin and Krugman, 2000, see the list of publications. In addition to the CEPR discussion paper series, the research of the different teams is also disseminated through their respective institutional discussion paper series.

During the first thirty months of the Network’s activities 39 Discussion Papers were published.

Additional dissemination of some of the Network’s research was achieved through the discussion paper series of the respective network institutions.

2.6.2 Planning meetings

A first network planning meeting was held in Copenhagen in June 2000, at which a representative of each partner was present. The purpose of this meeting was both to discuss the administrative details of the project (financial arrangements, reporting, etc.) and to plan the further execution of the work plan. 

A second planning meeting was held after the first network workshop (details below), where the team-leaders discussed the progress of the network and made plans for summer schools for young researchers and future workshops were made.

A third planning meeting was held after the second network workshop (details below), where the team-leaders discussed the progress of the network, discussed the summer school for young researchers (Gerzensee, August 2002), the third workshop as well as the final conference.

2.6.3 Workshops and conferences

The Network structure has been very instrumental in fostering collaboration in research and scientific interaction. Network members have met at various workshops and conferences during the course of this project.

All participants of this Network meet at major conferences throughout the year, in addition to a number of smaller meetings. Many members of the Network also meet at the annual European Research Workshop in International Trade. Most of the time iss set aside for seminars in which participants presented their work, but a substantial amount is reserved for independent work and collaborative research with other participants. A number of team members presented their work, including some of the young researchers. The participating team members also get time for collaborative research and to discuss the network. 

Young Researchers who become affiliated to the Network also gain from their inclusion in other CEPR activities, including workshops, conferences and the possibility to submit Discussion Papers to the CEPR series. Furthermore, through this inclusion they gain exposure to the high-level international academic economists who participate in CEPR events.

Details of the major conferences and workshops are given below:

Date
Location
Details

17/6/00
Copenhagen
ERWIT 2000

16/6/01
London
ERWIT 2001

14/6/02
Munich
ERWIT 2002

11/1/01
Villars
First Network workshop

18/1/02
Villars
Second Network workshop

As is evident from the above table, the network has organised two workshops in January 2001 and January 2002. Both workshops took place in Villars with Karen Helene Midelfart, Richard Baldwin and Anthony Venables as organisers. The workshops have explored the impact of integration and technological change on the location of economic activity, and allowed young and established researchers to profit from cross-fertilization of different technologies, competencies and perspectives. The workshops have been extremely successful, attracting a high number of applications from network and non-network members. Presentations by young researchers in the network have been a particular feature of the workshops.

Report on the first network workshop:
The following report on the conference summarises the papers presented;
Trade barriers are at the very heart of the economic geography literature and one would expect trade policy to play a leading role in the literature. However, the literature is almost perfectly devoid of trade policy analysis. The reason for this gap is that the policy implications that one would arrive at with standard models do not seem to provide useful insights. Furthermore, as Peter Neary (2000) remarks ‘the implications of the basic core-periphery model are too stark to be true’ with agglomeration appearing to be unambiguously good and protection being always welfare improving. This first paper of the Workshop studied the sources of these stark results in a simple economic geography model without agglomeration forces. It then considers a series of enrichments that makes the model ambiguous enough to be true. Entitled ‘Trade Policy and Economic Geography’, the paper was presented by Richard Baldwin and coauthored by Rikard Forslid (GIIS and CEPR), Philippe Martin (CERAS and CEPR), Gianmarco Ottaviano (GIIS and CEPR) and Frédéric Robert-Nicoud (GIIS and LSE). 
The second paper, ‘How to Tax and Sustain an Industrial Agglomeration with Upstream and Downstream Industries’, was presented by both Rikard Forslid (GIIS and CEPR) and Karen-Helene Midelfart Knarvik (NHH and CEPR). The paper analyses the optimal taxation of an industrial agglomeration consisting of vertically linked upstream and downstream firms. The point of departure is an asymmetric equilibrium with complete agglomeration of manufacturing in the home country. The paper originates from the observation of real world fiscal aids to e.g. the car industry in Sweden, where a policy debate is in process following the migration of upstream suppliers to Eastern Europe. It questions the validity of the government’s traditional practice of subsidising the downstream producers, Volvo and Saab. 

‘Location, Re-location and De-location: a Tug-of-War across National Borders?’ was presented by Gianmarco Ottaviano. He began by explaining that European Integration had been accompanied by an active policy of regional transfers to subsidize investments in periphery countries. Even though the subsidies are motivated on equity grounds, the European Commission claims that it also stands on efficiency grounds. This clashes with conventional wisdom in economics that accepts the existence of an inherent trade-off between spatial equity and spatial efficiency. The paper aims at closing the gap between positive and normative motivations to regional transfers, by studying the conditions under which the equity-efficiency trade-off doesn’t exist – i.e. when regional imbalances are socially undesirable. Gilles Duranton (LSE and CEPR) suggested that it is possible to measure policy intervention by quantifying the identified inefficiencies and examining the resulting effect in efficiency. Anthony Venables (LSE and CEPR) identified the source of all constrained welfare properties in the constant surplus/consumer ratio, which in turn is a consequence of the choice of linear demand curves. 

‘From Sectoral to Functional Urban Specialisation’ was presented by Diego Puga (University of Toronto, LSE and CEPR) and coauthored by Gilles Duranton. They develop a model explaining and relating stylised facts about firms' organisation and urban structures. Sharing of business services by headquarters and of sector-specific intermediates by production plants within a city reduces costs, while congestion increases with city size. A fall in the costs of remote management leads to a shift in urban structure, from a configuration where cities specialise by sector and host integrated headquarters and production plants, to a configuration where cities specialise by function, with headquarters from all sectors and business services clustered in a few large cities and production plants from each sector clustered in smaller separate cities.

‘Market Potential and the Location of Japanese Investment in the European Union’ was presented by Thierry Mayer (CERAS) and coauthored by Keith Head. The paper investigates the hypothesis that firms prefer to locate ‘where the market is’. Rikard Forslid and Diego Puga highlighted the importance of exchange rate regimes in location choices and proposed to investigate to what extent this could be a motivation for Japanese firms to relocate away from UK into the continent. And Stephen Redding feared endogeneity problems may arise in the equation for trade costs estimation.

‘Policy Towards Industrial Clusters: The Elementary Theory’ was presented by Anthony (LSE and CEPR) Venables and coauthored by Victor Norman (NHH and CEPR). The paper explored the following issues. How does the equilibrium number of clusters compare to world’s social optimum? What is the effect of national government policy on the equilibrium? And, from the international point of view, should national policies be encouraged or constrained? They show that governments can use subsidies to attract a cluster of an internationally-mobile industry, this having a non-marginal effect on labour demand and raising wages in the country. If they are able to commit, then the Nash policy equilibrium between governments coincides with the world social optimum. 

‘Transportation Costs Decline and Regional Inequalities: Evidence from France’ was presented by Pierre Philippe Combes (CERAS and CEPR) and coauthored by Miren Lafourcade. The paper investigates the decline of transaction costs as a cause of regional inequality, and develops a tractable inter-regional trade model that combines the economic geography approach with firms’ strategic behaviour and real competition effects, through the use of Cournot competition. It uses a new road generalized transportation costs dataset based on the French real road network, where transportation costs are measured using two parameters: the cost per km (fuel, tolls, etc) and a time opportunity cost per hour (drivers wage, truck purchase, etc). 

 ‘Localisation in UK Manufacturing Industries: Assessing Non-Randomness Using Micro-Geographic Data’ was presented by Gilles Duranton (LSE and CEPR) and Henry Overman (LSE and CEPR). The aim of the paper is to assess whether UK manufacturing industries are localized. Anthony Venables suggested that information about the plant size would improve the analysis. Gianmarco Ottaviano noted that a useful extension of this empirical work would be to account for relative concentration of sectors through comparison of parameterised densities.

‘Agglomeration in R&D Intensive Industries’ was presented by Heiko Gerlach (Universitat Mannheim) and coauthored by Thomas Roende and Konrad Stahl (Universitat Mannheim). The paper analyses, in a duopoly game theory setting, the interaction between firms' R&D decisions with stochastic outcomes and their location choices in the product or geographical space. Gianmarco Ottaviano expressed the view that the paper is lacking an economically supportive justification for the initial choice of location on the part of the firms. He sees the sequence of firms' decisions more as one where firms first produce a given product and then locate, while in this model, firms’ first locate somewhere, then undertake R&D and finally produce. Stephen Redding proposed that in order to stress the geographical interpretation of the paper, factors others than R&D should be taken into account.

‘Flexible Methods for Estimation and Inference with General Equilibrium Systems’ was presented by Joseph Francois  (TI and CEPR). The paper explores possibilities for full estimation of the parameters of large general equilibrium models, even given limited data availability and without calibration. It represents a step forward in the integration of econometric testing of general equilibrium trade theory and the calibration based estimation of policy issues. 
Report on the second network workshop :
The following report on the conference summarises the papers presented;

1. Paper: Market Access, Trade Integration and Tax Competition

Gianmarco I.P. Ottaviano, Tanguy van Ypersele

The paper is concerned with the question of whether governments should conduct economic policies independently in a world of increasing mobility of labour and capital.  More specifically the paper addresses the issue in the context of tax competition for mobile capital. The authors raise the questions whether tax competition distorts the optimal international allocation of capital and the optimal pattern of international trade. They eventually ask whether these potential distortions are related to the extent of international trade integration.

The ‘Tiebout Hypothesis’ (Tiebout 1956) says that international competition for mobile capital in terms of taxes and public goods provision is always welfare enhancing if firms cannot influence prices (price-taking behavior) and single governments cannot affect the utilities of capital owners. Departing from this perfect environment the authors identify four potential sources of imperfection: First of all, international externalities can make tax competition wasteful, for instance if changes in a tax rate of one country have an impact on capital supply in another country.  Secondly, if countries are not utility-takers and differ in size, small countries can do better with than without tax competition by shifting inefficiency costs to large countries with higher tax rates. Imperfect competition together with trade barriers may reverse this relationship and benefit the large country. The paper sketches a model that provides a global welfare analysis taking account of the four above-mentioned conditions (international externalities, different country sizes, imperfect competition, trade costs). 
The authors come to the following conclusions: In the above-sketched setting tax competition is efficiency enhancing compared with a free market for capital. In both cases the inefficiencies disappear with low enough trade costs. Otherwise only tax coordination generates an efficient spatial distribution of firms. 

2. Paper: Outsourcing in a Global Economy

Gene Grossman, Elhanan Helpman

The authors provide a framework for studying outsourcing decisions in a global economy. In the model they present there are producers of differentiated final goods who require a service or component from an outside company. Search for an appropriate partner is associated with costs and firms have to opt for a specific national market. The authors illustrate the scenario with an example from American car production. The production value of this US car is composed of Korean assembly (thirty percent), Japanese components and advanced technology (17.5 percent), German design (7.5 percent), some minor parts from Taiwan and Singapore (4 percent), British advertising and marketing services (2.5 percent), and data processing by Ireland and Barbados (1.5 percent). Only 37 percent of the production value is generated in the US.

Having provided this background information, the authors present a model in which the supplier must make a relationship-specific investment in terms of a product customization for the final goods producer. The investment contract is incomplete, implying that the contractability of investment depends on several factors such as the contracting environment or potential profits from an order of the input product. Search for an input supplier seems more likely if suppliers are concentrated in a region. For the input suppliers in turn, a large number of final producers is advantageous. This leads to a certain likelihood of concentration of outsourcing activity in one region.

In the North-South context of the model the following predictions are made:  worldwide improvements in search and investment technologies have no impact on volume and composition of international outsourcing. Only a disproportionate improvement in the South increases its share in outsourcing activity. A global improvement in the contracting environment (i.e. an increase in the fraction of contractible relationship-specific investment) tends to favor outsourcing in the North, whereas an improved legal environment in the South has an indeterminate effect.

The discussion showed the participants’ interest in the question of specific investment and its contractual specification. The presenter gave an example of customization: different car producers require different thicknesses or curvatures of glass. Not all the tasks of the input supplier can be specified by the contract. So the contracting environment turns out to be a crucial factor in determining outsourcing decisions. The supplier’s specific investment is not fully verifiable, whereas the order contract which determines quantity and price of the inputs is verifiable.

3. Paper: It is hard to have Good Ideas: Analyzing Innovation in the World

Laura Bottazzi, Giovanni Peri

This paper analyzes the process of technological development as the engine of economic growth in advanced economies. The production of ‘new ideas’ is the central issue of the analysis. The analytical framework is modelled as a ‘production function of innovation’, treating aggregate innovation as the product of brains (i.e. workers employed in research and development), research spending and existing ideas in terms of locally generated knowledge. Using data for fifteen OECD countries the authors estimate the model and find that the returns to brains and R&D spending are rather low. Locally generated knowledge doesn’t seem to matter much, because it spreads fast enough to become commonly available. As the pool of world knowledge becomes larger, however, new ideas become even harder to generate in countries as a result of a ‘pushing the bar’ effect.  Because of this the authors identify a negative externality of the stock of knowledge on innovation (in terms of the increase in knowledge). The central idea is that the more ideas have been generated, the more difficult it becomes to produce new ones. 

These findings ensure that the stock of locally developed knowledge will not explode over time. Instead it will converge to a steady-state as there is a negative externality at work.

The ensuing discussion showed a lot of problems associated with the measurement of innovation. It was pointed out that aggregate patents as the only measure of locally produced new ideas can pose problems, for example because patent date are not very localized. The usefulness of the share of R&D engineers in the population for the empirical work was also questioned. Participants argued that engineers may not be equally qualified and that the returns to engineers may decrease as the demand for labor increases. Discussants pointed out that even more problems seemed to be associated with the empirics.

4. Paper: Regional Integration and Migration: An Economic Geography Model with Heterogeneous Labour Force

Nicola D. Coniglio

The central issue of the paper is the analysis of spatial relocation of labour as a result of deepening regional integration. The author’s analysis is based on an economic geography model developed by Krugman (1991).  In this standard model the existence of external economies of scale economies makes industrial clustering more profitable. In other words, firms in an industrial branch benefit from being geographically close to each other. If the source of demand is spatially immobile but transport costs are below a critical level, industrial agglomeration becomes more likely. This gives rise to an industrialized core region and a deindustrialized periphery. In this context scale economies are the agglomeration force and transport costs, i.e. trade costs, are the dispersion force. Trade costs decrease as economic integration increases. 

In Europe forces leading to increased agglomeration seem to be limited by a low degree of labour mobility. Skilled labour, however, seems to be more mobile in Europe than unskilled labor, benefiting the destination economy. Crucial for the analysis is the assumption that regions with a higher level of human capital generate a productivity premium, which attracts more high-skilled workers. This premium stems from positive skill interaction among high-skilled workers. In other words: a positive external effect is at work, raising the productivity of each worker. As a result there will be a productivity and wage differential between the core and the periphery region.  The result depends on the given level of trade costs. If trade costs are high, manufacturing is equally divided among the regions and both low- and high-skilled workers have no incentive to migrate. If economic integration increases, it becomes more attractive for a high-skilled worker to migrate because the impact of the productivity premium outweighs the effect of increased competition on the real wage. If integration is sufficiently advanced, the core-periphery structure might arise, leaving one region deindustrialized. For a specific range of economic integration, however, only high-skilled workers are willing to migrate. The author attributes importance to this result in the context of national and European cohesion policies.

Two topics aroused interest in the discussion: A crucial assumption of the model is the perfect substitutability of skilled and unskilled labor in the production function. Discussants suggested to resolve this by creating some kind of complementarity between skilled and unskilled labor. In the further course of the discussion a participant gave an empirical example of the dynamics of the above mentioned wage differential: As high-skilled workers moved in, the wage differential increased in Sillicon Valley, while it decreased, as the same happened, in London.

5. Paper: European Integration and the Functioning of Product Markets: selected issues

Adriann Dierx, Fabienne Ilzkovitz, Khalid Sekkat

The paper highlights the question of how the exposure of EU countries to asymmetric shocks  is affected by the ongoing process of economic integration. Economic integration in the EU is divided into monetary integration and the Single Market Programme. The authors first analyze how integration affects competition and specialization in product markets. Eventually they assess whether this has an impact on member countries’ exposure to exchange rate related asymmetric shocks.

Competition is found to have been positively affected by the integration process. The resulting efficiency gains may have been partly, but not totally, offset by firms’ attempts at restoring market power in terms of pursuing appropriate business strategies. Specialization seems to have been affected by the Single Market Programme in terms of an increase in regional industrial specialization. The pattern of this increased specialization is determined by the respective factor endowments of the countries.

As the second step of the analysis a Euro-US Dollar exchange rate shock is considered. The authors’ first assessment is that this type of shock is an asymmetric shock: The sensitivity of sectoral trade flows to exchange rate movements depends on the degree of competition in the respective sector. More intensive sectoral competition leads to a higher sensitivity of trade flows to the shock.  Because of specialization the share of exchange rate sensitive sectors can vary by a factor of two across countries. 

Secondly the increase in competition and specialization is analyzed. The authors find that competition increased particularly strongly in the least competitive sectors, leading to less variation in competition across sectors. As sectors become more equally sensitive to exchange rate fluctuations, national sensitivity differences should also become smaller. The effect of an increase in production specialization on the exchange rate sensitivity of trade flows is opposite to that of an associated growth in intra-industry trade. The net effect of both is expected to be neutral.

The authors presented the overall finding that economic integration in the EU does not give rise to the fear of a significant increase in its member states’ exposure to exchange rate related asymmetric shocks.

One of the topics raised in the ensuing discussion was the importance of competition for the exposure to asymmetric shocks. The presenter pointed out that competitive industries have smaller profit margins and are therefore more vulnerable with respect to exchange rate movements. Firms try to rebuild market power as a reaction to reinforced competition, as documented by case studies. But this only partly outweighs the effect of the Single Market Programme. The presenter insisted on concluding his presentation with the remark that fears of asymmetric shocks in the EU are likely to have rather psychological than other reasons. This fact can be attributed to exchange rate fluctuations among European countries in the past.

6. Paper: The Home Market Effect and Bilateral Trade Patterns

Gordon H. Hanson, Chong Xiang, Wei Fan

Hanson, Xiang and Fan develop a test for identifying home market effects in international trade and subsequently apply the procedure to pairs of exporting countries belonging to a common preferential trade area. 

Home market effects imply that large countries tend to be net exporters of goods with high transport costs and positive fixed costs. This leads firms to concentrate production in a single, large market, so as to minimize transport costs and fixed investment cost. The home market effects provides a link between market size and exports, which helps distinguish empirically between increasing returns to scale and comparative advantage trade models. 

The test developed by the authors is based on the gravity approach: exports of goods with high transport costs and significant markups tend to be more income elastic than exports of other goods. They extend the approach by identifying pairs of countries facing similar trade barriers in markets to which they export. Attention is focused on two types of industries: those with high transport costs and strong scale economies and those with low transport costs and weak scale economies. Finally the authors test if large countries tend to export relatively more of the high-transport cost, strong scale economy goods and relatively less of the low-transport cost, weak scale economy goods, as predicted by the home market effect. In other words, does Germany export more steel relative to Belgium?

The results indicate weak evidence of home market effects. Only for goods in the top fifteen percent of transport costs there is strong evidence of home market effects. On the whole the authors point out that home market effects may be smaller than what earlier findings suggested.

7. Paper: Trade and Industrial Location with Heterogeneous Labor

Mary Amiti, Christopher A. Pissarides

Amiti and Pissarides present a new economic geography model with heterogeneous labor and imperfect job matching. They analyze the impact of introducing trade into the framework on the spatial pattern of production. 

Workers seem to be identical but turn out to be different in accomplishing specific tasks. This means that labor productivity does not only depend on factors like training, technology etc., but also on the quality of match between the job and the worker. Companies with specific skill requirements tend to recruit in larger markets to resolve the problem most efficiently. Combining this assumption with standard features of new trade theory like increasing returns, differentiated products and transport costs, the authors suggest, can give rise to agglomeration of specialized skill intensive industries.

As anecdotal evidence in favor of their hypothesis the authors name the case of a US based high-tech company planning to open a subsidiary in Glasgow because of Scotland’s large high-quality skill base. As another example of the opposite market side they mention the plan to set up a large-scale technical training center in Oklahoma in order to attract business.

Crucial to the model presented in the paper is the fact that a bigger pool of workers increases the likelihood of a successful match of job and worker. This agglomeration force may be (partly) outweighed be the existence of trade costs which operate in the opposite direction. Consequently, more heterogeneity in skills leads to more agglomeration at possibly even higher trade costs.

8. Paper: On the Impact of Labour Market Matching on Regional Disparities

Joe Tharakan, Jean-Philipe Tropeano

Like Amiti and Pissarides the authors present a paper about imperfect job matching and spatial agglomeration. Workers are characterized by specific and general human capital. The first enables them to match a specific task perfectly, while the latter allows them to switch between tasks. The imperfect job matching caused by this leads to imperfect labor market competition, providing firms with market power in choosing workers. In order to avoid the firms’ market power, workers relocate in bigger markets with more firms.  Firms want to be close to a large number of workers in order to have a bigger pool of labor. Two forces work against agglomeration: Workers don’t want to live in too densely populated areas (congestion costs) and firms fear a loss of market power if they face too much competition on the labor market. There will be complete agglomeration if the number of firms and workers reaches a minimal threshold. This leads to too much agglomeration in terms of global welfare. 

The following results partly confirm and partly contradict the existing literature; three types of public policies are examined for their effect on regional disparities.  First of all an improvement in interregional mobility of workers may work like an agglomeration force, which is in line with other economic geography models. Second, general human capital formation may lead to dispersion, and not to agglomeration as proposed by other models. If training enables workers to switch between tasks, firms’ market power decreases and workers have less incentive to relocate. The agglomeration force is weakened. Third and last, competition policy also weakens agglomeration forces if it favors market entry of new firms. Thus it works like the general education policy.

A notable feature of this paper is the specific type the human capital: it consists of task-specific and general human capital, with the latter allowing the model to achieve an outcome opposite to the standard literature.

9. Paper: Financial Market Structure and Industry Location

Felix Eschenbach, Joseph Francois

Eschenbach and Francois analytically and empirically highlight the impact of various degrees of inter-country capital mobility on industrial agglomeration. They introduce the reader to the topic by providing some anecdotal evidence of the limited degree of capital mobility in the EU. Banking markets for instance are still segmented and the introduction of the Euro as an accounting unit caused suspicions about banks fixing prices for moving money between eurozone countries.  Similar remarks can be made about cartel pricing in European securities clearing systems. Governments also still intervene when business activities are moved from country to country.

Starting from these introductory remarks the authors develop a simple economic geography model and examine the interaction between capital mobility and industrial location in the context of integrated goods markets. In contrast to other geography models migration of labor is replaced by mobility of capital.  If returns to capital differ between two countries and the degree of capital mobility increases, capital starts moving to the high-return country. As long as capital mobility is intermediate the authors find potential for multiple equilibria with different degrees of dispersion of industrial activity. Moving towards full capital mobility, the likelihood of complete agglomeration increases. 

The authors provide some initial empirical evidence for their hypothesis by using data on Spain, Portugal and Ireland. These countries moved from a limited to a high degree of capital mobility within the EU and also became integrated in the common market. The latter fact is important in terms of the assumption of zero trade costs (full integration).  The results show that industrial clustering coincided with increasing the degree of capital mobility, even though evidence is significant only for Ireland. 

The ensuing discussion of the paper was centered around the empirical testing of the hypotheses, more specifically, the question of how to measure the degree of capital mobility was raised. A suggestion was made to use indicators of sophistication of the financial system as a proxy for capital mobility.

10. Paper: Zipf and Schumpeter Unified: City Size Distribution as a Consequence of the Growth Process

Gilles Duranton

The paper by Gilles Duranton is centered around an economic geography application of Zipf's law. Formally Zipf’s law, named after the Harvard linguistic professor George Kingsley Zipf (1902-1950), is the observation that frequency of occurrence of some event (P), as a function of the rank (I), when the rank is determined by the above frequency of occurrence, is a power-law function Pi ~ 1/ia with the exponent a close to unity. 

In the example analysed there are lists for the cities in different states or countries.                 In each list every city can be assigned a rank, equal to 1 for the most populous city, 2 for the next most populous, and so on.  There is a general rule for all these lists that describes how the population decreases as the rank increases. With fair accuracy, the population is inversely proportional to the rank; in other words, the successive populations are roughly proportional to 1, 1/2, 1/3, 1/4, 1/5, 1/6, 1/7, 1/8, 1 /9, 1 /10, 1/11, and so on.

The author links this regularity of changes in city size distribution with technological shocks in industries. These shocks drive growth and decline of cities. In the model presented, the Grossman/Helpman (1991) quality ladder model of growth is embedded in an urban framework. In the simplest setup of the model, research and production are tied together in one place because of local spill-overs. Cross-industry innovations are possible and there is no relocation after a successful innovation in most cases. 

The model replicates Zipf’s law to some extent: The exponent a (see above) varies between 1.2 and 0.75.  Large cities are not large enough and too many small cities exist. These shortcomings may be removed by allowing for industrial relocations, industry proliferation and creation of new cities as well by introducing crowding costs and dynamic urbanisation externalities. A concern in the discussion was the issue of correctly estimating parameters of the model like probabilities of improving product qualities by means of research and development. The objection was made that little is known about returns to R&D.












 
Bilateral visits

In addition to the above major conferences, numerous bilateral visits have taken place during the first thirty months of this project. These include the following:

Anthony J. Venables has visited the Norwegian School of Economics and Business Administration (NHH) three times for collaboration under the project.

Karen Helene Midelfart has visited the London School of Economics four times for collaboration and discussion of the project.

Richard Baldwin visited the NHH in May 2001 to give a seminar and discuss the project.

Gianmarco I. P. Ottaviano (Young Researcher, GIIS) visited the NHH to give a seminar in March 2001.

Karen Helene Midelfart (NHH), Peter Neary (UCD) and Gianmarco Ottaviano (Young Researcher, GIIS) participated at a mini trade conference organised by key members of the LSE team at CEP/LSE in December 2000.

Professor Ian Wooton (University of Glasgow and CEPR) has visited the Tinbergen Institute twice, for collaboration under the project, and also visited NHH a number of times during the reporting period.

Philippe Martin (CERAS) has visited GIIS several times over the period for collaboration within the framework of the network.

Giancarlo Spagnolo (Young Researcher, Mannheim) has not travelled extensively within the network mainly because it has been unclear how to get the travel costs of his assistant funded.

Heiko Gerlach (Young Researcher, CERAS) was invited to Mannheim within the Network framework from 24.-28.09.2001, 22.-29.03.2002 and from 22.-26.06.2002, to complete work on a joint paper with Konrad Stahl and Thomas Roende on the location of industrial districts and labour pooling. In addition, this was preceded by a visit by Thomas Roende to CERAS from 18.-22.06.2002. 

2.7 Connections to Industry

In the context of the work of this Network, ‘Industry’ can be taken to mean the public and private sector policy community, including central banks, government departments, international institutions etc. Examples of industry representatives who have participated in several meetings where the work of the Network has been represented are as follows:

· The LSE team has over the last year worked as advisors to the UK Treasury regarding regional policy issues

· Forslid (GIIS) gave a talk on “Taxes and Geography” for the Swedish Federation of Trade Unions, Stockholm, April 2002

· Haaland (NHH) presented the book Globalization, Location of Industry and Economic Policy for the Norwegian Parliament’s Financial Committee, April 2002

· Jan Haaland, Karen Helene Midelfart and Victor D. Norman (all NHH) presented the book Globalization, Location of Industry and Economic Policy for the Norwegian press, policy makers and members of Norwegian industry, March 2002.

·  Karen-Helene Midelfart (NHH) has given seminars at, as well as acted as advisor to, the Norwegian Ministry of Trade and Industry. She has also been appointed member of a public commission appointed by the Norwegian government to consider a Norwegian tax reform.
· During the autumn of 2002, the NHH team has given a series of seminars to the Norwegian Ministry of Trade and Industry: 
· Haaland, Jan I., ”Theory for international trade”, October 2002

· Midelfart, Karen Helene, ”Industrial clusters and location of economic activity”, October 2002

· Overman, Henry, “Regional policies and location of industry”, October 2002

· Orvedal, Linda, ”Industrial structure and competitiveness – and policy implications”, October 2002
· Diego Puga (Young Researcher, NHH) gave at talk on Globalization and urban interdependence: implications for Barcelona to Comisión del Plan Estratégico del Area Metropolitana de Barcelona, in July 2002.

· Nicola Coniglio (Young Researcher, NHH) has undertaken a study financed by the region of Basilicata in Southern Italy concerning a regional policy aimed at investing in human capital.  He is organising a workshop in collaboration with policy makers of the region that is scheduled for March 2003.

· The NHH team has contributed to a newsletter of which Karen Helene Midelfart is the editor, and which has a distribution of 1500 issues to Norwegian policy makers, trade and industry. The newsletter is published by Centre for International Economics and Shipping (SIOS) at NHH. 
Ekholm, Karolina, “Does Western Europe lose jobs from a closer integration with 
Eastern Europe?”, SIOS Newsletter 4/2001, November 2001
Haaland, Jan I., “WTO and Foreign Direct Investments”, SIOS Newsletter 3/2002, 
October 2002
Haaland, Jan I., “Trade policy in a globalized world”, SIOS Newsletter 1/2002, April
2002

Haaland, Jan I., “Globalization – possibilities and challenges”, SIOS Newsletter
1/2001, February 2001Midelfart, Karen Helene, “Towards a new economic 
geography?”, SIOS Newsletter 2/2000, November 2000

Puga, Diego (Young Researcher, NHH), “Does transport infrastructure reduce 
regional inequalities?”, SIOS Newsletter 4/2002, December 2002

Puga, Diego (Young Researcher, NHH), “The role of diversified cities in fostering 
innovation”, SIOS Newsletter 2/2002, June 2002

Schjelderup, Guttorm, “To acquire or not to acquire: Undertaking foreign direct 
investment in the globalized economy”, SIOS Newsletter 3/2001, September 2001

Training

2.8 Employment of Young Researchers

Young researchers to be financed by the contract



Participant
Young pre-doctoral researchers to be financed by the contract
(person-months)
(a)
Young post-doctoral researchers to be financed by the contract
(person-months)
(b)
Total (a+b)




(c)
Scientific specialities in which training will be provided

(d)

NHH
17
17.5
34.5
S-12

ENPC
18
24
42
S-12,S-16

GIIS
12
24
36
S-12

IGIER
6
36
42
S-12, 

LSE
18
24
42
S-12,S-14,
S-16, S-22

MANNHEIM
18
24
42
S-12,S-14

TI
6
24
30
S-12, S-22

CEPR
0
0
0


UCD
0
18
24
S-12

Totals
92
192
292.5


2.9 Training Programme

The methods used to integrate the young researchers into the work of the Network have been discussed elsewhere in this report, but they include:

· cross-node supervision

· visits of researchers to other Network partners – LSE/NHH

· participation in Network workshops; young researchers are encouraged to chair sessions and act as discussants in addition to presenting their own research

· encouragement to participate in international conferences, including non-Network CEPR events which are related to the young researchers work, for example the European Research Workshop in International Trade (ERWIT)

· joint research initiatives 

· opportunities to gain teaching experience

· summer schools especially held for them under the auspices of the network. 

The biographies of young scholars listed in Section 1 below show how the Network has contributed to enhance their training and integration in nodes of frontier research.

2.10 Factual Information on the Young Researchers

Name
Nationality
Start and likely end date of appointment
Category of researcher
Place of work
Country of work
Had previously worked or studied at another Network partner

Nicola Coniglio
IT
1/1/02 – 31/12/02
1/3/03 – 1/1/04
Pre-doc
NHH
NO
No

Diego Puga
IT
1/8/02 – 31/5/04 P-T
Post-doc
NHH
NO
Yes

Henry Overman
UK
17/6/02 – 31/5/04 P-T
Post-doc
NHH
NO
Yes

Karolien De Bruyne
BE
1/9/02 – 31/12/02

Post-doc
NHH
NO
No

Marco Fugazza
IT
1/9/00 – 31/8/02
Pre-doc
CERAS
F
No

Heiko Gerlach
D
1/9/01 – 31/8/02
Post-doc
CERAS
F
Yes

Gianmarco Ottaviano
IT
1/2/01 – 31/1/03
Post-doc
GIIS
CH
Yes

Frederik Gallo
SE
1/9/02 – 30/11/02
Pre-doc
GIIS
CH
No

Enrico Pennings
NL
1/9/2001 – 31/5/02
Post-doc
IGIER
IT
Yes

Alejandro Cuñat
E
1/9/01 – 31/5/02
Post-doc
LSE
UK
No

Giancarlo Spagnolo
IT
1/10/00 – 30/9/02
Post-doc
MANNHEIM
DE
No

Felix Eschenbach
D
1/6/00 – 31/5/02
Pre-doc
TI
NL
No

Carmen Fillat
E
1/5/00 – 31/5/04
Post-doc
TI
NL
No

Joe Tharakan
BE
1/9/01 – 31/5/02
Pre-doc
UCD
IE
No

3. Sketches of the young researchers

3.1 Nicola Coniglio

He is currently PhD student in Economics at the University of Glasgow. He was appointed a Pre-Doc Research Fellow at the NHH (Norway) from January until August 2002.  He is also going back to NHH for a second period of 11 months, as pre-doc from 01.03.03 to 31.07.03 and as post-doc from 01.08.03 to 31.01.04.
Born in Bari (Italy) in 1975, he completed his undergraduate degree at the University of Bari. In 1999 he obtained his MSc in Economics at the University of Glasgow (Scottish Doctoral Programme) in 2000 having written a dissertation: “Regional Integration Agreements: Spatial Distribution of Benefits and Costs", supervisored by  Prof. Andrew Hughes Hallett and Prof. Ian Wooton.

He is writing a dissertation on Regional Economic Integration and Factor Mobility under the supervision of Prof. Ian Wooton.  His research focuses in particular on economic geography and labour migration, with a special emphasis on the migration of highly educated and skilled individuals. 

In a first paper, “Regional Integration and Migration: an Economic Geography model with Heterogeneous Labour Force”, the aim is to analyse the effect of a deepening of a regional integration process on the incentives for labour to spatially relocate. The emphasis of this work goes to the spatial relocation incentive faced by the most important resource of modern economy: talented, highly educated and skilled individuals A general equilibrium, economic-geography model built on Krugman (1991) is adopted where skill heterogeneity in the manufacturing sector is introduced. The results of the paper show the existence of a range of trade costs for which only high-skilled workers have an incentive to migrate. Therefore, introducing labour heterogeneity in the basic core-periphery model enables us to explain one of the most striking features of interregional migration patterns, that is a positive self-selection of the migrants.

This paper was presented at the CEPR Workshop “The Economic Geography of Europe: Measurement, Testing and Policy Simulations” Villars 18-19 January 2002, and at seminars at the University of Glasgow and University of Milan-Bicocca.

In current work the focus is on the importance of maintaining and attracting high-skilled individuals, and the challenge that migration flows pose to policymaking aimed at fostering human capital accumulation. Human capital does not always benefit the region where it was funded.

These considerations are addressed through theoretical and empirical analysis. The latter is based on the analysis of a case study, the migration decision of a sample of highly educated and skilled individuals residing in a small peripheral Mezzogiorno region who have benefited from a locally funded human capital investment policy. This case study represents a natural experiment to assess the effectiveness of such a policy in the context of a core-periphery spatial structure and enables us to investigate the individual location decision relying upon a very 

The appointment as Pre-Doc student participating in the EU Research Training Network at the NHH in Bergen enabled me to obtain very valuable feedback and suggestions from experienced and young researchers of the network and from other researchers at NHH.

3.2 Henry G. Overman

Henry Overman completed his PhD in April 2000.  He has worked at the Centre for Economic Performance and for both the economics and geography departments at the London School of Economics.  He has spent time working at NHH in both 2001 and 2002 and will visit again in 2003.  During this time with the network, he has attended a number of CEPR events and worked with a number of network researchers.

In work with Karen-Helene Midelfart (NHH) and Anthony Venables (LSE) we developed a location model which incorporates two main theoretical strands - classical and the new economic geography.  Classical models emphasise differences in endowments and industry characteristics as determinants of location.  New Economic Geography highlights market access in terms of both consumers and input-output linkages to other producers.  Our model combined both determinants to provide an estimating equation which we used to structure an empirical analysis in a way consistent with the underlying theory.  Results suggest that both endowments and economic geography help us to understand European production patterns, although endowments appear to play the more important role. A second project with Karen-Helene Midelfart (NHH) used our location model to analyse the role of EU structural fund policies in determining the location of economic activity across the EU.  We found that these policies have a particularly large role to play in attracting high tech activities to disadvantaged countries and regions.  Further results urge caution in the use of these policies however - attracting high tech activities doesn’t necessarily make these locations better off than if market forces had been allowed to take their course.  In fact these policies may even make regions worse off, because they prevent regions from specialising in the activities in which they have a natural or comparative advantage.  The first paper is available as a CEPR discussion paper and is currently being revised to reflect comments from a journal.  Results from the second extension have been published in Economic Policy (2002).  The papers have been presented at the CEPR ERWIT conference and the CEPR Economic Policy panel. My other work on related topics includes a review piece on empirical work on trade, production and economic geography with Steve Redding (LSE) and Anthony Venables (LSE).

A separate project with Gilles Duranton (LSE) aims to develop better measures of agglomeration and dispersion and to use these to help understand the determinants of firm location and relocation decisions.  The first stage of the project which develops the measures is well advanced and we are just beginning the second stage.  To develop the measures of agglomeration, we used information on 7 digit postcode for plants provided by the ARD combined with data from the Ordnance Survey's Code-point data set to locate plants with a very high degree of precision.  Based on this data, we develop distance-based tests of localisation to study the detailed location patterns of industries.  In contrast to previous studies, our approach allows us to assess the statistical significance of departures from randomness.  In addition we treat space as continuous instead of using an arbitrary collection of geographical units.  This avoids problems relating to scale and borders.  Our results suggest that only 51% of UK industries are localised at a 5% confidence level. This paper is available as a CEPR discussion paper and is currently under consideration by a journal.  It has been presented at the CEPR RTN meetings in Villars in 2000.

Time spent employed by the network at NHH has proved invaluable for the completion of the two projects with Karen-Helene Midelfart as it allowed us to work jointly on the data, empirical methodology and the write up.

3.3 Karolien De Bruyne

Karolien De Bruyne is a final year PhD student at the Catholic University of Leuven (Belgium). She obtained the degree of Master of Science in Economics at the Catholic University of Leuven in 1999. From that year onwards, she has been working as a Research Assistant of the Fund for Scientific Research – Flanders (FWO) at the same university. She has been writing a PhD dissertation on Economic Geography and the Labour Market under the supervision of Prof. Dr. Filip Abraham and Prof. Dr. Hylke Vandenbussche. From September 1st till December 31st 2002 she works at NHH under supervision of Dr. Karen Helene Midelfart Knarvik.

Areas of Research:

In a first paper, Karolien De Bruyne, Filip Abraham and Isabel Vanderauwera investigate the (in)efficiency of wages as an adjustment mechanism for asymmetric shocks in Europe. Increased integration may increase concentration in the EU and in that way also increase the occurrence of asymmetric shocks affecting unemployment. Entering the EMU implies letting go of autonomous exchange rate and monetary policy and the imposition of severe restrictions as far as fiscal policy is concerned. Therefore, it is important to investigate the (in)efficiency of the wage instrument as a means of adjusting to changing macro-economic conditions. The paper shows that social objectives are the main determinants of wage formation in most European countries. Wages do not appear to react meaningfully to changes in unemployment. The authors argue that wages have to become more flexible to changes in the macro-economic conditions in the future.

In a second paper, Karolien De Bruyne digs into the actual importance of one of the main aspects of the New Economic Geography (NEG) models for location (concentration) in Belgium. She investigates whether linkages between consumers and firms help to explain the location of economic activity in Belgium. Based on the estimation of a market potential function, she concludes that linkages between firms and consumers may be an important determinant of location in Belgium. However, the results in this paper show that, using this theory, location is not fully explained. The paper therefore stresses that we cannot forget about other location theories like the neo-classical theories and the NEG theories arguing that backward and forward linkages between firms determine the location of economic activity.

In current work, Karolien De Bruyne focuses on NEG models with imperfect labour markets. In the seminal NEG models perfect competition in the labour market is assumed. Especially for a country like Belgium, this appears to be an unrealistic assumption. Unions for one are very strong in Belgium and can therefore not be left out in the analysis of the location of economic activity.

3.4 Gianmarco Ottaviano
Gianmarco I.P. Ottaviano was born in Milan on Sept. 29th, 1967. He holds a Laurea cum laude in Economics and a Ph.D. in Economics at Bocconi University Milan (Italy). He also holds a M.Sc. in Economics at the London School of Economics (UK), a Certificate of International Studies at the Graduate Institute of International Studies in Geneva (Switzerland), and a Ph.D. in Economics at the Catholic University of Louvain in Louvain-la-Neuve (Belgium). He has been Assistant Professor of Economics at the University of Bologna (Italy) and Associate Professor of Economics at Bocconi University Milan (Italy). He has been recently offered a Chair in Economics at the University of Bologna.

3.5 Frederik Gallo

I am currently a PhD student at Lund University (Sweden) from where I graduated with a BSc. In Economics in 1995. I am being advised on my PhD thesis by Professor Rikard Forslid (NHH team member).

I spent six months at the GIIS (September 2001-February 2002), three of which (September 2001-November 2001) were financed by the CEPR Research Training Network The Economic Geography of Europe: Measurement, Testing and Policy Simulations. The final three months were covered out of my own pocket (the initial plan was to stay only three months, but since it turned out so great for me I prolonged my visit).

It was a very productive stay for me. I worked hard on two chapters (called "Increasing Returns, Input-Output Linkages, and Technological Leapfrogging" and "Cournot Competition, Market Size Effects, and Agglomeration") of my PhD thesis, which I presented on three occasions. I received very valuable input from professor Baldwin and his PhD students.

The stay made it possible for me to get to know young researchers at the GIIS, which whom I still keep in touch. In fact, right now I'm applying for Swedish research grants enabling me to go back to Geneva as a postdoc (with Professor Baldwin's consent, of course). I will defend my thesis February 22, 2003.
3.6 Enrico Pennings

I joined IGIER with a RTN-fellowship in September 2001. The fellowship gave me the opportunity to continue and expand my research in the area of international trade and FDI. My research can be split into an empirical part on the relocation of firms and a theoretical and empirical part on the impact of irreversibility and uncertainty on the firm’s decision to invest abroad. 

In my empirical research on relocation I cooperate with Leo Sleuwaegen from the Catholic University of Leuven with whom I built a unique sample of firms that relocate from Belgium. A very first basic model has been published in Economics Letters (2000). An extension towards the effect of public aid on the relocation decision was subsequently published in a book edited by Dunning and Mucchielli (Routledge Series in Global Competition, 2001). Two subsequent papers have been recently submitted, one looking at the regions to which the firms relocate and another one that views relocation as one option of restructuring next to exit and downsizing. The latter paper was presented at the University of Brescia in November 2002.

In the theoretical part on irreversibility and sunk cost I submitted a paper (joint with with Leo Sleuwaegen) on a model where different modes of foreign market entry are compared when investing abroad is irreversible and subject to market uncertainty. Recently I completed a paper on the optimal corporate taxation and subsidy to investment when a home country maximizes welfare from inward foreign investment (published as IGIER working paper 205). I presented this paper at the annual meeting of the European Association of Research in Industrial Economics at Universidad Carlos III in Madrid in September 2002 and at the micro seminar series at Università Bocconi in April 2002. Finally, I started a joint project with Carlo Altomonte (Università Bocconi) on the hazard rate of foreign direct investment in Eastern Europe. A first draft has been submitted for presentation at the Network’s meeting in Villars in January 2003.
Finally, Università Bocconi has given me the opportunity to teach international trade in the english undergraduate Degree in International Economics and Management. Furthermore I take advantage of attending the regular seminar series at Università Bocconi. 

3.7 Alejandro Cuñat

I have been working on the effects of international trade on the return to production factors. In particular, I have tested the extent to which international trade can reduce factor price differences across trading countries in the absence of international factor mobility. (Can International Trade Equalise Factor Prices?”) My results suggest that North-South trade is not a substitute for factor mobility in this respect, whereas trade between OECD or EU countries may actually reduce cross-country factor price differences substantially.

My research also focuses on the effects of international trade on the production structure of countries. I am interested in understanding the reason why there are systematic differences in the degree of specialization of countries (“Stages of Diversification: A Trade Based Explanation”). It turns out that international trade leads naturally to a higher degree of specialization in rich and poor countries, while middle-income countries tend to have a more diversified production structure. This is in accordance with recent empirical evidence.

Finally, part of my research agenda studies the effects of international trade on economic growth, both at the regional and international level. In a series of joint papers with Marco Maffezzoli, from Bocconi University, (“Neoclassical Growth and Commodity Trade,” “Trade Integration and Growth,” “The Growth of Trade”) we have shown that even a neoclassical framework can lead to path dependence and the inability of poor regions or countries to catch up with their rich trading partners.

The “Economic Geography of Europe RTN” has enabled me to interact substantially with a very competent group of researchers at LSE and other centres involved in the network. The input from Laura Bottazzi, Gilles Duranton, Henry Overman, Giovanni Peri, Diego Puga, Steve Redding and Tony Venables  has been quite helpful for developing my ideas.

3.8 Giancarlo Spagnolo

He obtained is M.Phil. from Cambridge University (UK, 1993) and his Ph.D. from the Stockholm School of Economics (1999), where he was “Marie Curie Fellow” until October 2000. After that, he was hired by the University of Mannheim through the EGEMTPS/RTN Network. His specialities are game and contract theory as applied to Industrial Organization, International Trade and Financial Economics. Before being hired by the Network his research spaced from pure game theoretic papers to work across Industrial Organization, Corporate Finance and International Trade. After having been hired by the Network, Spagnolo started a theoretical research line that builds on his earlier work, but is directed to understand the governance of interfirm supply relations, in particular of the non-contractual long-term relations typical of small firms in industrial districts. The aim is to understand how these governance structures might be affected by “Globalization” (reduced transport cost and the development of ICT), and how these changes may in turn affect firm location choices.

In this sense should be read Spagnolo’s joint work with Matthias Blonski (Mannheim). Two important papers were developed between October 2000 and October 2002, crucially instrumental for further work on the link Supply Chains Governance – Globalization – Location. In the first paper, “Prisoners’ Other Dilemma” (submitted to J.E.T.), the Harsanyi-Selten (1988) concept of risk dominance  is extended and applied to repeated games. This will allow to assess the effects of a potentially increased risk of “hold-up” in long term self-enforcing supply relations (relational/implicit supply contracts) determined by the improved market access linked to globalization. In the second paper, “Relational Contracts and Property Rights” (CEPR DP No. 3640), a full fledged, general model of a dynamic long-term supply relation is developed where the Grossman-Hart-Moore incomplete contract supply game is just one stage of the relation. The model was initially developed to perform comparative statics on the effects of globalization on the relational governance of supply chains and the outsourcing and location movements, but it ended up to have a rather general value of itself (it is under revision for the RAND J. of Ec.). A paper using the two model as building blocks to understand the effects of globalization and ICTs on governance, outsourcing and firm location choices is the next step of this research line. In the same period, another important paper was developed together with Steffen Lippert (Mannheim), “Networks of Relations”, a theoretical model of a Network where links are long term relations, rather than technological links. Districts have been often represented as Neworks of firms, and the relation between firms in the district as long term relations. However, the recent literature on Networks only focuses on short-term relations, so that the would hardly capture the essence of a district. Finally, in these two years Spagnolo also heavily extended two earlier papers of his which are rather relevant to the Network: “Issue Linkage, Credible Delegation and Poliocy Cooperation” (CEPR DP No. 2778, resubmitted to the J.I.E.) and “Globalization and Cooperative Relations (CEPR DP No.  3522). He is currently performing, together with Emanuele Giovannetti e Karsten Neuhof (both DEA Cambridge, UK) an empirical analysis of agglomeration forces in the Internet Service Provisders industry. The aim is to evaluate from an extreme case whether we should expect most centripetal force to disappear with the development of ICTs.  

3.9 Felix Eschenbach

I studied economics at the university of Goettingen in Lower Saxony (Germany) between 1991 and 1996/97. My main interests as an undergraduate student were international trade and finance and development economics. After my graduation I started an internship at the World Trade Organization in which I was assigned to set up a cross-country growth dataset. The intention of the project was to serve as a basis for future empirical research on the financial market integration – growth nexus. One of my supervisors was Prof. Joseph F. Francois with whom I later started a PH.D at the Tinbergen Institute, the second one was Ludger Schuknecht (then at the WTO). With both I struck long-term work relationships. I remained employed by the WTO and World Bank under the roof of the former’s research department in Geneva until 1999 and was assigned several additional tasks (on trade, FDI and technology transfer). Among the people I also worked with were Marc Bacchetta (WTO), Bernard Hoekman, Aart Kray, and J. Michael Finger (all World Bank). With Joseph Francois and Ludger Schuknecht I co-authored a chapter of a WTO/World Bank publication about the impact of financial services trade on economic growth. I pursued this research agenda at the Tinbergen Institute in Rotterdam where I also followed the entire Ph.D. course programme. I have also continued to expand and update the initial dataset I compiled for the WTO. My work with Prof. Francois is currently yielding several papers, among them a CEPR discussion paper. Specifically my research is concerned with causal links between financial services trade, financial market structure and economic activity. In this context I became associated with the CEPR network on economic geography . With Joseph Francois I study the impact of capital mobility on industrial agglomeration. My database is also being used for this project. In January 2002 we presented our paper “Financial Market Structure and Industry Location” at the CEPR workshop in Villars. Since Summer 2000 I have also been employed by the Fiscal Policies Division of the European Central Bank on several occasions and have co-authored two ECB working papers with Ludger Schuknecht. The research topic of the two papers covers the question of fiscal sustainability of asset price downturns. I will conclude my current agenda next year with the finalization of my thesis. Having been hired for the CEPR economic geography network gives me the opportunity to strike new work relationships and to incorporate new aspects into my research agenda. 

3.10 Carmen Fillat

My Ph.D. was supervised by Prof. J.M.Serrano Sanz (University of Zaragoza, Spain) and defended in 1996. It was a study and a test of Linder’s thesis for the Spanish economy in its period of faster growth and development , that is from 1960 till 1986, then starting a new stage with European Integration. The results indicate a positive and strong support to Linder’s hypothesis, because of the relevance of demand structure, internal and international income distribution in determining exports, imports and intra-industry trade. These determinants have been tested also together with factor endowments and proxies for product-cycle theory, showing again the relevance of demand determinants.

In this network I do research with Joseph F. Francois. We are estimating trade elasticities using least squared learning equations and GE models. Historical data are used, but estimation of trade elasticities is possible without full time series because GE models allow to estimate them by comparing individual points in time. Least squares learning equations allow to compare these points and to choose the most precise prediction. After getting trade elasticities, the GE model is used to simulate the strength of industrial agglomeration and its effects on economic growth.

My work in this network is helping me in several ways. By expanding my collaborations in an international context and also my way of working and discussing research. Also learning new techniques using GE models, learning equations or GAMS programming. And start research in Economic Geography and location causes and consequences, one of my main interests but with no research team at my working place. 

3.11 Joe Tharakan

I started my postdoc in Dublin in September 2001 and my contract ends in August 2003.

During my stay in Dublin I have continued my work on labour markets and economic agglomeration (written jointly with Jean-Philippe Tropeano). We are currently extending our framework to allow for difference in quality of labour.

With Peter Neary (University College Dublin), I have been working on a paper which integrates general equilibrium, imperfect competition, and investments in capacity. Peter has developed a new theoretical framework which allows to analyse imperfect competition in general equilibrium. We extend this framework to analyse the effect of international trade on the wages of skilled and unskilled workers, taking into account the difference in the degree of competition within each industry.

With Dimitri Paolini (Université of Liege), I've started to work on a paper which combines search on the labour market and temporary employment contracts. Our aim is to analyse the effect on unemployment of different hiring strategies of firms and the possibility of hiring workers on a temporary basis.

Together with Eric Strobl (who was previously at UCD and is now at CORE), I've started to look at local labour markets in developing countries. Our idea is to develop a theoretical framework to analyse the specific aspects of local labour markets in developing countries. We then intend to test empirically our model for one developing country. 

Within the RTN, I've attended the CEPR conference organised in Barcelona in November 2001. And in January 2002, I attended the workshop in Vilars where I presented my paper entitled "On the impact of labour market matching on regional disparities".

The size of the workshops allows to meet and discuss with other researchers in the same field. During the next semester, I hope to be able to visit for a period of one month another research centre of the network.

3.12 Thomas Chaney

I started studying economics in France at the École Normale Supérieure with Daniel COHEN, where I stayed from 1997 to 2000.

While at the École Normale Supérieure, I completed my BA in economics and econometrics at Université Panthéon-Sorbonne, and my master in economics at DELTA (Paris). In my BA thesis, I studied the determinants of the regional disparities in unemployment in France. The title of my master’s thesis was “Why are Third World Capitals Overcrowded?” under the supervision of Philippe MARTIN and Pierre-Philippe COMBES. The purpose of this theoretical paper was to understand the mechanism that could bring as a stable equilibrium a situation in which one city in the country (the capital city) is overcrowded, whereas the secondary cities are barely populated, and despite the fact that such a situation involves incredible waste of resources. There were two forces driving the model. On the one hand, increasing returns due to local positive externalities: firms benefit from the presence of other firms in the same city. On the other hand, decreasing returns due to congestion: the bigger the city, the lower the productivity of each firm, due to pollution, transportation costs… These two opposite forces can bring about multiple equilibria, including one with an unbalanced repartition of the population between a very large capital city, and a very small secondary city, and the other with a balanced repartition of the population. The speed of population growth, as well as public intervention and technological advance at the time of industrial take-off can drive to one or the other equilibrium. I am currently undertaking a PhD at MIT.

Economic Geography RTN fellowship at LSE/CEP (2002-2003)

I joined the Economic Geography RTN at LSE/CEP this year, in September 2002. While at the LSE/CEP, I have been working on an explanation for the gravity equations of trade, and on the importance of information networks in trade. I investigate the role of trade intermediaries in the evolution of international trade. More specifically, if trading with a country A that used to trade with a country B increases my chances of trading with this country B, controlling for other factors, then what are the implications for the structure of international trade over time? In a paper that I am co-writing with Xavier GABAIX from MIT, we prove that under weak conditions, equations of motion incorporating this intermediaries story drive the trade structure towards gravity. This explanation is totally novel, since it predicts that distance will matter immensely for trade even in the absence of any transportation or transaction costs, just because of a sort of history-dependence in trade. Parallel to this line of research, I am building micro-foundations for the importance of information and relational networks in international trade. In a model à la Grossman-Helpman 2002, if national markets are characterized by a certain degree of customization  (both for intermediary inputs and for output), then relational networks will naturally expand over time. Customization could be a metaphor for market specificities, tastes differences, local institutions... If Chile trades with the rest of Latin America, trading with Chile will increase your ability to trade with other Latin American countries, other things equal. I am currently examining the determinants of this informational network.
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