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INTRODUCTION  

The world economic system has never been more interdependent and globalised. 

Recent events in financial markets worldwide have triggered a deep recession that makes 

it difficult to foresee how the world economic system might change. Against the 

backdrop of economic recession, effective policy responses are crucial, and regional 

policy could play a major role (Box 0.1). Over the past few years, OECD countries have 

underlined the importance of regions in economic growth and have promoted a new 

approach to regional policy. This report reviews the main dimensions of this policy shift, 

drawing on recent work by OECD including analysis of regional data, policy reviews and 

case studies. 

The point of departure for the report is the issue of regional growth. In particular, why 

some regions grow faster than others, and in ways that do not always conform to 

economic theory. OECD work suggests that regions grow in very varied ways and that 

simple concentration of resources in a place is not a sufficient condition for sustained 

growth. This means that some cities under-perform, while some non-core regions 

generate growth and jobs with only minimal population densities and crucial masses of 

public services. The conventional linear relation between concentration and growth, via 

agglomeration economies clearly needs qualification. The key appears to be how assets 

are used ï how different actors interact and how synergies are exploited. Evidence of this 

is provided by analysis of the factors that seem to drive growth: for example, 

infrastructure investment is effective when combined with other forms of investment, 

notably in education and skills. To encourage innovation, it is not simply the number of 

researchers or the level of R&D investment that count, but how the innovation system as 

a whole functions. This leads to very different policy considerations from those that 

derive from the assumption that simple concentration alone produces economies of 

agglomeration. It also suggests a role for public policy in ensuring that growth is 

maximised from the assets present in a region. The market does not achieve this alone. 

This new approach to regional policy is undoubtedly more complex and nuanced than 

earlier versions, and as such it is also potentially more fruitful. Instead of a zero (or even 

negative) sum game of taxing high-wealth areas to aid low-wealth ones, the accent is 

rather on the positive sum game of mobilising resources in regions where they are under 

utilised, removing bottlenecks to further expansion where productivity is already high 

and, above all, encouraging innovative business (and public sector) practices to stimulate 

demand and reduce costs. This implies that there is no one-size-fits-all regional policy: 

similar regions in different countries will often benefit from different policy approaches. 

It also implies that because different regions have different concentrations of particular 

economic sectors ï manufacturing, agriculture, a variety of services ï sectoral policies 

will have regional implications that need to be taken into account. 

Developing strategies that will have an impact on the competitiveness of a given 

region involves identifying the sources or potential sources of the region's competitive 
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advantage. An extremely wide range of factors could be targets for policy. Moreover, 

these advantages are not static but evolve, sometimes rapidly, over time. A region that is 

at a competitive disadvantage because it is distant from domestic markets can find itself 

instantly more competitive when trade barriers are reduced with neighbouring countries. 

In many rural areas, for example, changing lifestyle preferences mean that amenities 

(natural and cultural public goods such as clean environment, landscape and cultural 

heritage) represent an increasingly valuable endowment that can contribute to increasing 

competitiveness. Similarly, potential for economic growth can also be released through 

administrative reform. Administrative boundaries often inhibit the exploitation of 

economies of scale, impose additional transaction costs on enterprises and restrict 

mobility and resource allocation in the labour market. 

The capacity of a region to attract and retain mobile resources such as domestic and 

foreign investment, innovative firms and skilled labour, depends in large part on the 

quality of services produced or supported by public action (transport and communications 

infrastructure, research institutions, etc.). In certain cases, subsidies and state aids may 

effectively compensate for market failures by helping new firms to access research and 

technological innovations. However, in general, such direct supports tend to distort 

competition between regions and may contribute to the emergence of a culture of 

dependency. There are alternatives to a subsidy-based approach around which a proactive 

regional strategy can be built. These alternatives involve better use of traditional 

investment instruments such as physical infrastructure development as well as less-

tangible or ñsoftò investments such as human and social capital. In each area, the 

objective is that governments at different levels provide collective, locally targeted public 

goods, appropriate to the specific needs of rural and urban areas, to encourage and 

facilitate private initiative and enterprise. 

The report argues that regional policies now go beyond a traditional distinction 

between top-down and bottom-up approaches. Policies to target public investments, both 

hard and soft, now depend on clear multi-level governance principles in which each level 

of government and each actor contributes to the vision, the policy design and equally 

important, the implementation of those policies. A multi-level governance approach is 

required in order to address the range of potential areas of public investment: 

infrastructure and public-goods provision, human capital formation and mobility, as well 

as business environment and innovation. Without this, public investment could lead to 

further concentration and greater inequality, with consequences for both regional and 

national growth. 

The report is structured as follows: Chapter 1 reviews the evidence behind some key 

issues that underlie the discussion of regional policy (such as the role and limits of 

concentration in generating growth, the role of lagging regions in national economic 

performance and so on). The report uses a pioneering econometric growth model 

designed to fit the regional level to explore the sources of economic growth and hence the 

potential targets for policy intervention. Chapter 2 then looks in turn at recent policy 

experience in the policy fields that appear to be the most significant for regional 

development, namely, infrastructure, human capital development and innovation, as well 

as looking at the evolution of urban and rural policy formulation and implementation. 

Finally, in Chapter 3 the report turns to the issue of governance and looks at how 

governance of regional policy helps to determine the effectiveness of policy by 

overcoming problems of asymmetry of information, helping to better mobilise local 

knowledge and skills and improve the coherence of policy action across levels of 

government. 
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Box 0.1. Strategic response to economic crisis: What contribution can regional 

policies make? 

Public infrastructure investment is a key pillar of policy responses in time of economic recession. One 

of the key criterion for prioritizing public investment is its longer-term impact on productivity growth. 

Analysis by the OECD1 shows that infrastructure investment does not have an automatic impact on 

productivity growth unless it is combined with improvements in human capital and innovation activity in a 

more integrated approach. This suggests an important role for regional policies in shaping growth and 

economic recovery policies.  

Although responses will vary from country to country, regional policies can play a role in a number of 

specific ways: 

Regional policy frameworks can offer a practical means to accelerate and to 

maximise the impact of investments. Territorial development polices often have 

defined and agreed development strategies capable of integrating investment 

projects into these plans. Even if governments want to stimulate economic activity 

through infrastructure development; pushing investment projects forward can be 

difficult without clear roadmaps based on agreed priorities, needs assessment and 

stakeholder buy-in. Regional development strategies often represent such an agreed 

and validated road map. Furthermore integrating investment projects into a coherent 

strategy can augment their multiplicative effects. 

Combining different types of investment to ensure that they have an impact on 

growth. Analytical work in OECD confirms that infrastructure alone does not 

produce growth. Many countries are now reviewing their approach to regional 

investment to give a higher priority to ñsoftò infrastructure ï human capital 

development and innovation support in particular. In a situation of economic crisis, 

the temptation to invest heavily in hard infrastructure is strong, but evidence from 

OECD countries suggests that a more integrated approach will have a better impact 

on growth. 

Effectively targeting regions in need. Regional policies are the natural mechanism 

for focusing investment on specific regions or communities. In the past, regional 

policies have been used repeatedly to support restructuring of regions in crisis 

(modernization of industries, promoting entrepreneurship, re-skilling workforces, 

etc.). As such, there is an accumulated experience with policy instruments and 

approaches that are relevant for addressing the asymmetric economic and social 

impacts of the crisis. 

Involving existing bodies to ensure co-ordination at the central level. Regional 

policies involve institutions that co-ordinate actions among government ministries. 

In the context of recovery programmes, such co-ordinating bodies could help to 

ensure that investment strategies are coherent across sectors. 

Harnessing the experience of regional development agencies. Regional agencies 

and similar bodies responsible for implementing regional investment strategies can 

be a credible conduit for recovery-related investment programmes. In general, these 

are more private-sector oriented, flexible and respond more rapidly than line 

ministries can.  

Ensuring that local and regional knowledge, funds and capacity are mobilized. 

Regional policies also often use well-developed mechanisms for co-ordination 

between the centre and the subðnational level. These mechanisms help to ensure 

transparency and coherence. In most OECD countries, the sub-national level is 

responsible for the majority of capital investment. As such, close co-ordination will 

be required to ensure that local investment and national investment priorities are 

aligned. 
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CHAPTER 1 

 

EXPLORING PATTERNS AND SOURCES OF REGIONAL 

GROWTH  

Introduction  and main points 

As noted in the introduction, an understanding of how regional development policy 

can best support regional growth stems from an understanding of regional economic 

performance. OECD regions are very heterogeneous; each possesses very different levels 

of income, rates of employment, mixes of high and low productivity activities, 

endogenous and exogenous assets, comparative advantages, stages of development and 

public policies. This chapter attempts both to quantify disparities in regional economic 

performance, and to analyse why and how regions grow differently. 

KEY POLICY MESSAGES 

¶ Across all OECD countries, regions display very 
wide variations in both per capita income levels and 
growth rates, with few signs of sustained 
convergence. 

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

¶ Faster growth in all types of regions depends on a 
combination of a more efficient utilisation of factors 
and increased innovation. Investment in 
infrastructure and human capital and efforts to 
boost innovation are essential to boost growth.  

¶ But no single factor explains improved 
performance. The impact of infrastructure 
investment depends on investments to improve 
education and innovation performance. Policy 
needs to address diverse sectors in a coherent 
manner. 

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

Nations have different social, economic and trade policies, different educational and 

legal systems and institutions, and different economic histories that result in different 

endowments of physical and human capital. It is therefore unsurprising that they have 

different average levels of per capita income (whether measured in terms of household 

income or GDP). Within an individual country, policies, institutions and histories are 

essentially the same for all agents. Hence per capita incomes should be similar across 

different regions in the same country. However, this is not the case. Furthermore, 

disparities typically persist for decades, even generations. It is clear that countries cannot 

rely on market forces to eliminate income differentials via firms moving to areas where 

labour is cheaper or more plentiful, or via labour moving to areas where wages are higher. 

Income convergence is slow or non-existent. New theories of place-based economic 

growth implied that the growing populations and wealth of major urban areas was an 

unavoidable result of the economies of scale that they enjoy, and not something that 

necessarily requires corrective action. Thus, the issue of patterns of growth lies at the 

heart of the debate over what public policy, and more specifically regional policy, should 

be aiming to do, how to do it and where. 

OECD countries are characterised by substantial regional disparities (measured in 

terms of per capita regional GDP). Per capita GDP in the top-ranked region of a country 

is at least double that of the lowest-ranked region, and sometimes far more than that 

(Table 1.1). In many countries, the region in which the capital city is located has by far 

the highest GDP per capita. The main exceptions in the EU are Germany, where the 

Hamburg region has a higher per capita GDP than the Berlin region, and Italy, where the 

Mi lan region has a higher GDP per capita than Rome. Table 1.1 also shows that when the 

highest per capita GDP region is excluded, differentials are narrower, although they still 

remain large. In general, the lowest GDP regions in European countries lag the region 

with the second highest GDP by 20-60%, leaving considerable scope for catching up. 

Income differentials within most non-European countries (where regions generally cover 

larger geographical areas than the TL2 region considered here) tend to be wider. Other 

measures, namely the Gini coefficient (see Figure 1.1.), the Atkinson measure, and a 

General Entropy measure, give similar results (Appendix 1 and 2 gives details of the 

construction of the three measures and the results for the other two). 
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Table 1.1. Ratios of per capita GDP by region, 2005 

Ratio of highest Ratio of second

to lowest highest to lowest

Australia 1.57 1.52

Austria 2 1.52

Belgium 2.75 1.37

Canada 2.39 2.21

Czech Republic 2.69 1.18

Denmark 1.63 1.23

Finland 1.56 1.19

France 1.95 1.2

Germany 2.58 2.01

Greece 1.76 1.11

Hungary 2.57 1.56

Italy 2.04 2.04

Japan 1.71 1.71

Korea 1.28 1.24

Mexico* 6.24 4.49

Netherlands 1.31 1.15

Norway 1.87 1.26

Poland 2.32 1.57

Portugal 1.7 1.33

Slovak Republic 3.43 1.32

Spain 1.91 1.85

Sweden 1.66 1.13

UK 2.01 1.41

USA 5.17 2.46

National GDP, EU15 2.92 1.8

National GDP, EU27 4.27 2.63

National GDP, OECD 7.46 4.6

Country

 

*2004 for Mexico 

Source: OECD (2008) Regional Database 
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Figure 1.1. Regional disparities in per capita GDP within OECD countries  
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* The initial year is 1963 for the United States, 1980 for Austria, Belgium, Finland, France, Greece, Ireland, 

Italy, the Netherlands, Norway, Portugal, Spain, the United Kingdom; 1981 for Australia; 1985 for Korea; 

1990 for the Czech Republic, Hungary, Poland, the Slovak Republic, and Turkey; and 1991 for Germany. 

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

Source: Own calculations using the Cambridge Econometrics Database for European countries. For the 

remaining countries data are taken from: Australian Bureau of Statistics for Australia, Statistics Canada for 

Canada, Ministry for Internal Affairs and Communications for Japan, Korea National Statistical Office for 

Korea, National Statistical Office (INEGI) for Mexico, and US Bureau of Economic Analysis for the United 

States  

Regions with higher employment rates tend to enjoy higher per capita GDP, while 

those with low employment rates lag in terms of per capita GDP. (Figure A.3.1 in 

Appendix 3).  The relationships between GDP per capita and employment rates by region, 

when the capital region is excluded, are not always statistically significant, and even 

when this is the case, (Australia, Canada, Czech Republic, France, Germany, Mexico, 

Portugal, Sweden, Switzerland and the United States USA), the sign is ñas-expectedò. 

Korea and Poland seem to be the only countries where the relationship is the opposite to 

what would normally be expected. An estimated coefficient
2
 suggests that regions with an 

employment rate one percentage point higher than the national average enjoy 

approximately one-third of a percentage point higher per capita incomes than the national 

level. This implies that per capita regional GDP in most countries is in direct proportion 

to the numbers of those in employment in those regions. Analysis of participation rates 

also indicates a general positive relationship between income measured in terms of GDP 

and participation rates. (Figure A.3.2 in Appendix 3). 

Similarly, higher unemployment rates are associated with lower per capita regional 

GDP. OECD data shows that there is usually a negative relationship between regional 

GDP per capita and unemployment rates (Figure A.3.3 in Appendix 3). Korea, Poland 

and Mexico are the only countries for which the relationship is the opposite to what 

would normally be expected, and it is insignificant for Australia, Austria, the Czech 
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Republic, France, Sweden, Switzerland, Turkey and the United States. In general, 

however, the higher the unemployment rate, the lower the GDP per capita. The policy 

implication of the analysis is that, outside the capital city regions, and in the majority of 

countries, labour is underutilised to a greater or lesser extent; those regions are therefore 

operating at below their potential, and underutilisation has a direct impact on productivity 

and income. 

If participation rates in low GDP per capita regions could be brought up to levels 

similar to those found in the best-placed region, and if unemployment rates could be 

reduced down towards national averages, per capita GDP in lagging regions would 

potentially rise, thereby reducing regional imbalances in GDP per capita (though rural-

urban differentials might persist where those stem from factors other than labour market 

conditions, such as geographical remoteness). In most places, lagging regions lag mainly 

because they have relatively fewer people in the active age group in their labour forces, 

and because more of them are unemployed. Furthermore, spatial patterns of 

unemployment tend to persist over prolonged periods of time, especially in Europe, 

suggesting that employment problems in particular regions are not reflections of 

temporary or cyclical factors, but rather, are structural in nature. During the period 1993-

2003, the relative position of 80% of European regions facing very high unemployment in 

1993, remained, on average, in the same position in 2003. The equivalent figure is about 

65% in North America and less than 50% in the Asia/Pacific region (OECD 2005 

Employment Outlook). In that respect, and excluding most of the highest income regions, 

it seems that at first sight, regional disparities are reflections of different labour market 

outcomes. 

Two important supply factors influencing regional labour market outcomes are 

education attainments and production specialisation patterns (OECD 2005 Employment 

Outlook, Chapter 2). For example regional production specialisation patterns are 

estimated to account for 30% of the average employment differentials between regions in 

Italy, almost 50% in Germany and 40% in Spain. Regarding human capital, there are a 

number of empirical studies (Overman and Puga, 2002; Newell, 2003 and Elhorst, 2003 

for a survey) which find links between educational attainment and regional 

unemployment rates. Regions where unskilled labour is relatively abundant are likely to 

be disproportionately negatively impacted by skill-biased technological change and 

competition from newly emerging countries.   

Educational attainment levels and the capacity of regions to innovate are also 

associated with GDP per capita levels. Regions with higher GDP per capita enjoy higher 

levels of tertiary education (Figure A.3.4 in Appendix 3). Except in Canada, Germany 

and Korea, the relationship between GDP per capita and tertiary education is positive in 

15 OECD countries, and in six of them (i.e. France, Italy, Norway, Spain and the United 

States), it is statistically significant. The capacity of regions to create innovation, insofar 

it is measured through patent application, is also positively associated with GDP per 

capita (Figure A.3.5 in Appendix 3). Nevertheless this positive relationship is not present 

in Australia, Austria, Canada, Hungary, Portugal and Sweden, when excluding the capital 

city. The direction of causality in this analysis is not clear. Additional analysis in this 

chapter estimates the impact of human capital and patent application on GDP per capita 

growth. 

 

In principle labour mobility could act as a buffer to reduce regional employment and 

unemployment imbalances, but in practice there are transaction costs to labour mobility 
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(as discussed in Chapter 2). This is confirmed by the fact that regional unemployment and 

employment rates differentials persist over prolonged periods of time 

(GOV/TDPC/TI(2006)3). Although consideration should be given to obstacles hindering 

geographic labour mobility arising from such issues as housing polices, amongst others, 

migration will not be the ultimate cure for regional imbalances. Even where there are no 

legal barriers to internal migration, income differentials have persisted for many 

generations in some countries, suggesting that response to wage differentials and job 

opportunities can be very sluggish. For lagging regions, migration comes at a cost, as the 

propensity to migrate is much higher among the highly skilled, brain-draining the region 

and leaving the low-skilled more dependent on local employment opportunities. 

Alternative strategies to become more competitive can lie in the ability of lagging regions 

to attract private capital, improve their accessibility and connectivity to other regions, and 

promote endogenous growth by identifying untapped resources with potential sources of 

growth. 

Concentration drives growth, but private benefits can bring societal costs 

The inequalities described above are an outcome of several processes, of which the 

most significant is concentration. In approximately half of OECD countries more than 

40% of the national GDP is produced in less than 10% of all regions that account for a 

small share of the countryôs total surface and a high share of the countryôs population 

(Figure 1.2). The concentration of economic activity in specific geographic locations 

occurs mainly because of benefits associated with economies of agglomeration. People 

want to live where firms, and therefore job opportunities, are concentrated. For their part, 

firms want to locate where demand, and therefore population, is large, and where they 

know will have a deep labour market pool to draw from, and where they know suppliers 

and buyers in their industry are located. New economic geography theories explain why 

and how agglomerations become increasingly attractive. This has resulted in strong 

concentrations of particular kinds of activity in specific locations ï sectoral 

specialisations and clustering, for example. It has also led to concentration of innovation, 

with patenting activity being, in general, even more strongly concentrated than output. 

(Regions at a Glance 2009).  
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Figure 1.2. Percent of national GDP in the top 10% of TL3 regions when ranked by GDP, 

2005 
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Box 1.1. New economic geography theories 

The New Economic Geography (NEG) theories analyse mechanisms of circular or cumulative 

causation that drive increasing concentration. The NEG explains why consumers and firms tend to 

agglomerate together in specific geographic areas, a phenomenon already noted and analysed by Alfred 

Marshall in 1890 (ñPrinciples of Economicsò, Book IV, Chapters IX-XIII). Studies of this kind include 

Perrouxôs notion of ñgrowth polesò (1955), Myrdalôs analysis of ñcircular and cumulative causationò 

(1957), and Hirshmanôs concept of ñforward and backward linkageòô (1958). The NEG formalises these 

kinds of cumulative causation mechanisms into a mathematical analytical framework in Krugmanôs (1991) 

seminal paper. Agglomeration economies occur when a firm enjoys increasing returns to scale in a 

particular place, either because of the presence of natural advantages (i.e. natural resources, location etc), 

monopolistic protection, political reasons (e.g. the decision to create a capital city) or any other reason. 

The presence of increasing returns to scale induces other firms to locate there, as well as people in search 

of higher wages, job opportunities and cultural values. 

There are a number of inter-connected mechanisms that work to produce agglomeration economies:  

¶ Sharing of indivisible facilities such as local public goods or facilities, particular to a 

place, that serve several individuals or firms. Some examples are facilities such as 

laboratories, universities and other large goods that cannot belong to one particular 

agent but where some exclusion is implicit in the provision of it.  

¶ Gains from the wider variety of input suppliers that can be sustained by a larger final-

goods industry, that is, the presence of IRS along with forward and backward linkages 

allows firms to purchase intermediate inputs at lower costs.  

¶ Gains from the narrower specialisation that can be sustained with higher production 

levels. Several firms specialise in producing complementary products, reducing 

overall production costs.  

¶ Risk reduction: if there are market shocks, firms can adjust to changes in demand 

accordingly as they have access to a deep and broad labour market that allows them to 

expand or contract their demand for labour. 

¶ Matching mechanisms by which agglomeration improves the expected quality of 

matches between firms and workers, so both are better able to find a better match for 

their needs. Similarly, an increase in the number of agents trying to match in the 

labour market also improves the probability of matching. 

¶ Learning mechanisms based on the generation, the diffusion, and the accumulation of 

knowledge refers not only to the learning of technologies, but also the acquisition of 

skills (knowing not only how, but also who). 

 

Concentration in output is closely related to processes of urbanisation. For the first 

time in history, the population of cities exceeds that of the countryside, and the largest 

cities in the world are no longer located in the richest countries. Even in developing 

countries, where agriculture remains the dominant economic activity, people flock to the 

biggest cities despite their low standards of housing and sanitation, and often high levels 

of poverty and crime. Since they do this of their own free will, it must be assumed that 

they believe that they are, or will be, better off in the city than in the rural areas from 

which they came. In rich countries, moving to the largest cities involves facing higher 
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prices for accommodation, possibly longer and more tedious commutes, and possible 

difficulties in finding and keeping the high-paid jobs that attract migrants in the first 

place. Nevertheless, these are costs that are willingly paid by the increasing numbers of 

people who can afford to do so.  In 2005, one third of the OECD population lived in large 

urban regions, i.e. TL3 regions with populations exceeding 1.5 million inhabitants. 

(Figure 1.3). 

Figure 1.3. Percentage yearly change in total population living in large urban TL3 regions 

and in the whole country; 1995 to 2005 
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Source: OECD (2009) Regions at a Glance  

Yet the benefits associated with economies of agglomeration are not unlimited; cities 

can reach a point where they no longer provide increasing returns and become less 

competitive. New economic geography theory predicts that further concentration is not 

always the most desirable outcome; the external economies of scale are overtaken by the 

external diseconomies of congestion. Encouraging even more concentration under these 

conditions will not yield higher growth rates of per capita GDP. Comparing levels of 

GDP and growth rates of metro-regions with respect to national and OECD averages over 
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five year and ten year periods reveals that although metro regions usually have higher-

than-average per capita GDP, in most cases they have not experienced higher-than-

average national growth rates. Figure 1.4 displays the growth rates and initial levels of 

GDP per capita in 78 metro regions, benchmarked to the OECDôs average annual growth 

rate over the last decade and its initial level of GDP per capita. Out of the sample of 78 

metro-regions only 49% grew annually on average faster than the average national 

growth rate in the OECD, and only 45% grew faster than their respective national 

averages. 

Figure 1.4. Initial GDP per capita and annual average growth rates in GDP per capita 

among 78 metro-regions, 1995 and 2005 
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Coverage: due to data limitations, the time period is shorter in several metro-regions: Canada (one year of 

data: 2003-2004), New Zealand (three years: 2000-2003), the United States (three years: 2001-2004), Turkey 

(six years 1995-2001), Mexico (nine years: 1995-2004) and in the rest it is 1995-2005. 

Source: Own calculations based on a sample of urban areas where labour markets are self-contained and 

population was above 1.5 million people. 

Negative externalities associated with large concentrations in urban areas raise the 

question of whether the costs borne by society as a whole are becoming unsustainable. As 

externalities, they are not internalised by firms and households, and may only show up as 

a direct cost in the long term. They include for instance high transportation costs (i.e. 

congested streets) and loss of productivity because of long commuting times, higher 

health costs and an impact on global warming resulting from a poor environment. The 

manifestation of these different types of costs is diverse among cities but ñOECD 

Competitive Cities in the Global Economyò highlighted a negative correlation between 

city size and GDP per capita above a threshold of 6-7 million inhabitants. A hypothesis 

behind this finding is that the relationships between dynamism and city size is probably 

following an inverted U-curve, due to increasing negative externalities (OECD 2006, 

OECD Competitive Cities in the Global Economy). This has led to debate as to whether 

increasing concentration leads to what has been termed the ñprivatisation of benefits and 

socialisation of costsò (see Annex 1 for a discussion of the costs of congestion). 

Public intervention could assist to augment economies of agglomeration and prevent 

or delay their decline.  As labour markets display asymmetry of information between 

those searching for a job and those hiring, public employment offices and other types of 

institutional support may help improve the functioning of local labour markets. Linkages 
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among firms require, as well as a freer flow of information, good transportation systems 

that allow for the exchange of products at a low cost. Knowledge will only ñspill overò 

across a region if appropriate urban spaces exist for people to exchange ideas on a daily 

basis - spaces that are unlikely to be provided solely by the private sector. As 

concentration is only a necessary, but not in itself sufficient, condition for agglomeration 

economies, it is not surprising that very large urban areas such as Mexico City, Istanbul 

or Seoul, but also more advanced cities like Milan face problems to fully exploit the 

benefits of concentration. 

Patterns of growth are unpredictable (and growth in unexpected places 

makes a big contribution to national prosperity) 

There is a tendency to assume that growth is led by the core, high GDP regions and 

that these regions generate the lionôs share of new wealth. Yet, in more than half of 

OECD countries, the region with the highest GDP per capita contributed less than 25% to 

national growth during 1995-2005 (Table A.4.1 in Appendix 4). The contribution of 

lagging regions (defined by those regions with a GDP per capita below the national 

average) was significantly higher than the contribution of the regions with the highest 

GDP in 85% of OECD countries, and it was higher than the contribution of regions above 

the national average in almost half the countries (Table A.4.1 in Appendix 4). In the 

Slovak Republic, the Czech Republic and Australia lagging regions contributed more 

than 60% of the overall national growth during the past decade (Figure 1.5). 

Figure 1.5. Contribution of national growth by TL2 regions with a GDP per capita below the 

national average, 1995-2005  
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The contribution to national growth of each region depends on the growth rate of each region and their overall 
size (i.e. share of GDP) 

Source: own calculations using data from OECD (2008) Regional Database. 

If it is accepted that the objective of regional development policy is to help each 

region maximise its specific comparative advantage then it is possible to have growth in 

diverse regions that need not lead to convergence. The specific mix of industries and 

labour skills differs between rural and urban regions, so the returns to labour and the level 

of GDP per capita can vary considerably across regions. Analysis shows that within 

OECD countries there are rural regions that have higher rates of growth than urban 

regions. These regions have found ways to exploit their resource endowment and 

economic opportunities in an efficient manner. High rates of growth may be associated 

with specific fixed resources such as a scenic environment or highly productive arable 

land that cannot be replicated in other regions. Rural regions adjacent to urban regions are 

also often able to take advantage of proximity effects. A number of industries, such as 

warehousing and large scale manufacturing, often favour centrally located rural regions 

since they offer low cost land, proximity to a large pool of labour and relatively high 

accessibility. The foreign-owned automobile manufacturers in the United States generally 

choose locations outside medium-sized urban centres for assembly plant locations since 

they offer the best combination of access to transport infrastructure, large parcels of land 

and an adequate size pool of labour.  

The implication of this is that convergence is less important than being able to 

improve the performance of all regions. Indeed, looking at patterns of growth, it is 

sometimes difficult to find evidence that convergence is uniformly associated with 

improved national economic performance. Although convergence and divergence are 

rarely smooth processes, it is possible to class countries (Appendix 2) into those where, 

on average, regional disparities have narrowed over time: Austria, Belgium, France, 

Germany, Italy, Korea, Netherlands, Norway, Portugal, Spain, Turkey; those where 

differentials have widened: Australia, Czech Republic, Finland, Greece, Hungary, 

Ireland, Poland, Slovak Republic, the United Kingdom, the United States; and those 

where little overall change is evident: Canada, Denmark, Japan, Mexico and Sweden. It is 

interesting, too, that with some exceptions, countries which experienced diverging 

regional income disparities tended to have faster real GDP growth rates at the national 

level (Table 1.2). This finding is taken up below in the discussion of regional GDP 

growth differentials and policy responses. 
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Table 1.2. National growth rates in converging and diverging countries 

Converging time period av yr growth Diverging time period av yr growth

Spain 1980-2007 5.1 Slovak Republic 1990-2007 8.6

Portgual 1980-2007 4.9 Hungary 1990-2007 5.1

Norway 1980-2005 3.9 Czech Republic 1990-2007 4.4

Italy 1980-2007 3.1 Greece 1980-2007 4.2

Korea 1985-2005 9.6 Ireland 1980-2007 11.3

Austria 1980-2007 4.4 Finland 1980-2007 5.8

France 1980-2007 3.9 US 1963-2007 6.2

Germany 1991-2007 1.9 UK 1980-2007 4.8

Netherlands 1980-2007 4.2 Poland 1990-2007 8.5

Belgium 1980-2007 3.5 Australia 1981-2007 4.2

Turkey 1990-2001 2.5

min 1.9 min 4.2

max 9.6 max 11.3

median 3.9 median 5.45

average 4.27 average 6.31  

Source: OECD.Stat and own calculations using data from Cambridge Econometrics (see Appendix 2) 

Even though economic activity tends to concentrate in specific areas, especially in 

large urban cities, labour productivity and GDP per capita growth rates are not 

necessarily higher in areas of concentration. In fact they tend to be more evenly spread-

out across the territory, especially growth rates. For instance in Spain, although the 

regions with the highest density of output - Madrid, Barcelona and Vizcaya - are also, 

generally speaking, the most productive regions, they are not amongst the most dynamic 

Spanish regions in terms of GDP per capita growth with the exception of Vizcaya. Higher 

pockets of growth are present in the Southern regions of Badajoz, Almeria, Cadiz, Huelva 

and Malaga (Figure 1.6). 
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Figure 1.6. GDP per square kilometre, GDP per worker and the GDP per capita growth in 

TL3 Spanish regions 

 

GDP per square kilometre GDP per worker GDP per capita annual growth 

 
 

 
GDP and GDP per worker data are expressed for year 2005, and the growth of GDP per capita is the annual 

average over 1995-2005  

Source: Own calculations using data from OECD (2008) Regional Database, 

Similarly, in Poland the territories with the highest density of output ï Warszawa, 

Poznan, Krakow, Lodz and Wroclaw ï also display the highest levels of productivity in 

the country, but not necessary the highest growth rates (Figure 1.7). 

Figure 1.7. GDP per square kilometre, GDP per worker and the GDP per capita growth in 

TL3 Polish regions 

GDP per square kilometre GDP per worker GDP per capita annual growth 

   
GDP and GDP per worker data are expressed for year 2005, and the growth of GDP per capita is the annual 

average over 1995-2005  

Source: Own calculations using data from OECD (2008) Regional Database, 

In Germany, Mexico and Korea, the territories with highest economic density do not 

necessarily display the highest level of productivity. For example, in Germany output is 

mostly concentrated in the city-regions of Hamburg, Berlin, Bremen Dusseldorf, 

Dortmund, Cologne and Stuttgart but while Hamburg, Bremen and Stuttgart still remain 

amongst the highest productivity regions in Germany, Cologne, Dortmund and Berlin are 

not in this group. Furthermore, in terms of GDP per capita growth none of the city-

regions are amongst the top 20 German performing regions (Figure 1.8). 
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Figure 1.8. GDP per square kilometre, GDP per worker and the GDP per capita growth in 

TL3 German regions 

GDP per square kilometre GDP per worker GDP per capita annual growth 

 
  

GDP and GDP per worker data are expressed for year 2005, and the growth of GDP per capita is the annual 

average over 1995-2005  

Source: Own calculations using data from OECD (2008) Regional Database, 

In Mexico, Distrito Federal and its outskirts concentrate the highest density of output, 

while the most productive regions are also present in the northern regions of Nuevo Leon, 

Campeche, and Chihuahua and the southern regions of Quintana Roo and Coahuila. 

Furthermore, in terms of GDP per capita growth, Distrito Federal and its outskirts are 

amongst the lowest performing Mexican regions, while pockets of growth seem to occur 

across the entire Mexican territory, and especially in regions of the South and North of 

Mexico (Figure 1.9). 

Figure 1.9. GDP per square kilometre, GDP per worker and the GDP per capita growth in 

TL2 Mexican regions 

GDP per square kilometre GDP per worker GDP per capita annual growth 

   
GDP and GDP per worker data are expressed for year 2005, and the growth of GDP per capita is the annual 

average over 1993-2004  

Source: own calculations using data from OECD (2008) Regional Database, 

In Korea, the economy concentrates mostly in Seoul and its surrounding region 

Ichenon, while the region with the highest productivity is the southern region Ulsan, 

along with the predominantly rural regions Chungcheongnam-do, Jeollanam-do and 

Gyeonsangbuk-do. These latter three regions are amongst the highest performing Korean 

regions in terms of GDP per capita growth (Figure 1.10). 
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Figure 1.10. GDP per square kilometre, GDP per worker and the GDP per capita growth in 

TL3 Korean regions 

GDP per square kilometres GDP per worker GDP per capita annual growth 

 
 

 

GDP and GDP per worker data are expressed for year 2005, and the growth of GDP per capita is the annual 

average over 1995-2005  

Source: Own calculations using data from OECD (2008) Regional Database, 

In sum, there is no unique pattern of sustainable growth. Concentration of economic 

activity does not necessarily yield higher levels of productivity or higher growth rates. 

Opportunities and possibilities for growth exist in all types of regions across the entire 

territory and will depend on how well the region is capable of mobilising its assets to 

make full use of its growth potential. 

Why do some regions grow faster than others? Evidence from a regional 

growth model 

Econometric analysis can shed some light on the factors that influence regional 

economic growth. The model used here explores the sources of regional growth using a 

variety of techniques (Box 1.2 and Appendix 5). The analytic approach used to 

investigate the factors determining regional economic growth borrows from similar 

analyses used in recent years to research economic growth across countries. As many of 

the variables of interest ï institutions and systems ï change very slowly over time, and 

often do not have easily quantifiable values, the particular analytic technique usually 

employed is a panel data approach. This approach requires a large number of 

observations for the econometric model to produce useful results, but has the advantage 

that the results can throw light on whether different growth factors are significant only in 

combination, or whether they are independently significant. 
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Box 1.2. Explanation of the regional growth model using a cross-section approach 

The model that is tested is: 
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where t = 1995 and T=9, and annual average per capita GDP growth rates are regressed on: 

¶ tY Initial =initial GDP per capita 

¶ tInfrast =motorway density defined by kilometres of motorway to population 

¶ tEdu Prim =primary educational attainments 

¶ tEdu Tert =tertiary educational attainments 

¶ tRate Empl =initial year employment rates 

¶ tPatents=patent applications 

¶ tTotal D&R =total research and development expenditures  

¶ tBUS D&R =research and development expenditures carried out by firms  

¶ tGOV D&R =research and development expenditures carried out by the 

government  

¶ tHE D&R =research and development expenditures carried out by higher 

education institutions 

¶ tAg Agg =agglomeration economies in agriculture defined by the size of the sector 

(i.e. employment in agriculture) times the index of specialisation (see endnote 3) in 
agriculture 

¶ t ManAgg =agglomeration economies in agriculture defined by the size of the sector 

(i.e. employment in manufacturing) times the index of specialisation (see endnote 3) in 
manufacturing 

Source: OECD (2009) How Regions Grow: Trends and Analysis 

 

The first explanatory variable is included to test for convergence or divergence of 

regional income. A negative sign in this variable signals that relatively poorer regions are 

growing faster and therefore a process of convergence is under way. Conversely, a 
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positive sign indicates that richer regions are growing faster and thus that regional GDP is 

diverging. This convergence or divergence trend is conditional on a series of variables 

that determine growth. A number of variables have been introduced to model physical 

capital, human capital and innovation. Firstly, as capital stock data at the regional level 

are not available, a measure of infrastructure (motorways) was included. Secondly, 

human capital is included in the form of educational attainment for primary schooling and 

for tertiary education. Thirdly, innovation enters into the model using patents and 

research and development (R&D) expenditures. Several variables that reflect expenditure 

in R&D were included, such as those carried out by the government, the private sector, 

higher education institutions, and non-profit organisations. In addition to economic 

growth theory variables, a proxy for the proper functioning of labour markets was 

included in the form of employment rates. Since data on all variables of interest are not 

available for all regions, several versions were estimated. The values and significance of 

the estimated coefficients are reported below, in Table 1.3. 

Table 1.3. OLS cross section results for regional economic growth in OECD TL2 regions, 

1995-2005 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 Model 9 Model 10 Model 11

0.0268 0.0013 0.1695 0.1553 0.1582 0.1934 0.193 0.3014 0.2972 0.104 -0.0126

(2.65)** (0.11) (11.54)** (9.06)** (9.33)** (6.44)** (5.08)** (6.27)** (9.62)** (1.46) (-0.32)

-0.0006 0.0012 -0.0122 -0.0097 -0.0094 -0.015 -0.0152 -0.0261 -0.026 -0.0214 -0.0047

(-0.59) (0.95) (-9.45)** (-6.21)** (-5.95)** (-5.39)** (-4.14)** (-6.18)** (-8.6)** (-5.04)** (-1.2)

0.0075 0.0093 0.0132 0.0156 0.02 0.0155 0.0172 0.0148 0.0284

(0.86) (1.36) (1.92) (1.99)* (2.31)* (1.89) (2.21)* (1.89) (3.23)**

-0.0096 -0.0126 -0.0129 -0.0035 -0.004 -0.0075 -0.0079 -0.0091

(-9.72)** (-11.03)** (-11.46)** (-3.55)** (-2.93)** (-5.06)** (-5.42)** (-6.36)**

0.0076 0.0091 0.0097 0.0089 0.0087 0.0096 0.0067

(8.79)** (9.31)** (9.81)** (6.42)** (6.83)** (7.13)** (4.58)**

-0.0205

(-2.37)**

0.0015

(2.5)**

0.0019 -0.0007 -0.0009

(1.71) (-0.47) (-0.6)

-0.0026

(-2.3)*

0.0028

(2.98)**

-0.0078

(-5.81)**

-0.0014 -0.0009 -0.001

(-2.04)* (-1.41) (-1.65)

-0.0047 -0.0052 -0.0028

(-2.89)** (-3.62)** (-1.77)

0.0029 0.0031 0.0014 0.0015

(2.02)* (2.32)* (0.96) (1.03)

0.0002 0.0009 0.0013

(0.39) (1.75) (2.19)*

0.0333

(3.67)**

R
2

0.0011 0.0082 0.2916 0.3235 0.3451 0.1652 0.1515 0.4712 0.4728 0.5111 0.4014

Adj R
2

-0.002 0.0019 0.2989 0.3134 0.3329 0.1505 0.1338 0.442 0.4493 0.4841 0.3717

F 0.35 1.29 40.93** 32.16** 28.24** 11.23** 8.57** 16.14** 20.17** 18.94** 13.5**

N 333 315 292 274 274 232 197 173 189 173 170

--- --- --- ---

--- --- ---

---Dist Mkts --- --- --- --- ---

Mkt Access --- --- --- --- ---

--- ---

Agg Fin --- --- --- --- --- --- ---

--- --- ---

Agg Man --- --- --- --- --- ---

Agg Ag --- --- --- --- ---

--- --- --- --- --- ---

--- --- --- --- ---

R&D HE --- --- --- ---

--- --- --- ---

R&D GOV --- --- --- --- ---

--- --- ---

R&D BUS --- --- --- --- --- ---

R&D Total --- --- --- --- ---

--- --- --- --- --- ---

--- --- --- --- ---

Patents --- --- --- ---

Empl Rate --- --- --- --- ---

---

Tert Edu --- --- --- ---

Constant

Initial Y

Infrast --- ---

Prim Edu --- ---

 

*/ Significant at the 95% confidence level; **/ Significant at the 99% confidence level 

Countries missing as the model grows in variables due to lack of complete data mainly in R&D expenditure data: 

model 1- Iceland; model 2- Australia, New Zealand and Norway; model 3- Denmark, Iceland, Japan and Turkey; 
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models 4 & 5- Australia, Denmark, Iceland, Japan, New Zealand, Norway, and Turkey; model 6- Australia, Denmark, 

Iceland, Japan, New Zealand, Norway, Switzerland and Turkey; model 7- Australia, Belgium, Denmark, Iceland, 

Ireland, Japan, Mexico, New Zealand, Norway, Sweden, Switzerland and Turkey; model 8, 9 & 10- Australia, Belgium 

Denmark, Germany, Iceland, Ireland, Japan, New Zealand, Mexico, Norway, Sweden, Switzerland and Turkey. 

Source: OECD (2009) How Regions Growth: Trends and Analysis 

Convergence is visible across OECD regions, but only when key assets and 

investments are in place. Using the full sample for the period 1995-2005, the model 

results imply that convergence took place across OECD regions, but that this was 

conditional on a series of factors. Infrastructure does not affect regional growth by itself, 

except when education and innovation are considered (Models 6-7). One possible 

explanation for this is that investment in public infrastructure does not stimulate growth 

in the absence of workers with higher levels of education and innovation activity, which 

suggests policy co-ordination opportunities between human capital formation enhancing 

innovation and infrastructure provision. The insignificant coefficients in Models 8 and 9 

may result from the high correlation that exists between tertiary education and the 

innovation indicators. 

Infrastructure is the foundation of regional development and has been the target of 

significant investment through regional policies over the past decades. However, at least 

in OECD economies, improvements in infrastructure endowments do not lead 

automatically to higher growth. Yet when combined with improvements in education and 

better performance on innovation indicators, the influence of infrastructure investment on 

growth becomes significant (Models 6-7). One possible explanation is that investment in 

public infrastructure does not stimulate growth in the absence of workers with higher 

levels of education and firms that can exploit new infrastructure with innovative products 

and processes. This implies the need for policy co-ordination between human capital 

formation enhancing innovation and infrastructure provision. 

Human capital investment supports growth in all types of region, with particularly 

high returns for some levels of education and in some types of region. In terms of human 

capital, while primary schooling is negatively associated with growth, tertiary education 

positively impacts regional performance. Once again, it is not only infrastructure 

provision or education in general, but more precisely tertiary education that promotes 

growth. One possible explanation for the estimated negative relationship between growth 

and employment rates is that which is also evoked by the convergence hypothesis. 

Regions with lower employment rates are not fully exploiting their labour resources and 

therefore are located far away from their production possibilities frontier. With 

appropriate policies, regional economies could tap on those dormant resources and 

achieve higher growth rates. In the longer term, the spur to growth brought about by more 

intensive use of potential labour resources will eventually come to a halt, once such 

resources are fully utilised. Thereafter, growth would have to come from other sources. 
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Box 1.3. Summarising the results from the growth model and related analysis 

Additional econometric models using the OECD Regional Database (see Appendix 5) have looked at 

the evolution of regional economies from different angles and using different breakdowns of the available 

data. The results of this research can be summarised as follows: 

1. Human capital and innovation positively influence regional growth as endogenous 

growth theories suggest.  

2. Elements from new economic geography theories, such as agglomeration economies, are 

also relevant and reveal that there is a strong spatial content to growth.  

3. Infrastructure becomes a necessary but not sufficient condition for growth and only 

relevant if human capital and innovation are present.  

These results suggest that in order to promote regional growth, policy makers should have a 

comprehensive regional policy in mind which not only links regions through infrastructure investments, but 

also fosters human capital formation, thereby facilitating the process of innovation. The risk, which results 

from a  partial vision of regional policy, lies, as our models seem to suggest, in a leaking, instead of 

linking, process because it provides only infrastructure or causes a brain-drain, if only human capital is 

promoted.  

The second type of analysis is based on dynamic econometric modelling through panel data analysis 

which allows for our spatial analysis to interact with time. The results of all these sets of models confirm 

the vast majority of results obtained in our cross-section models (Appendix 5). 

However, a deeper analysis reveals that: 

4. Infrastructure and human capital require 3 years to positively influence growth. 

5. Innovation is a longer-term process which has a positive effect on regional growth only 

after a five year period.  

A third type of analysis is based on a knowledge production function that relates innovation input 

variables such as human capital and research and development (R&D) to innovation outcomes such as 

patenting activity (Appendix 5). The results show that: 

6. Human capital has a strong impact on regional growth both directly (from previous 

analysis) and indirectly through patenting. 

7. R&D is an indirect determinant of growth through its impact on patenting activity.  

8. Geographic space plays a role in determining innovation in these models as agglomeration 

economies emerge as a determinant. 

The final analysis is dedicated to spatial econometrics through which we find that the performance of 

neighbouring regions strongly determines the performance of any given region in the OECD (Appendix 4). 

This spatial correlation on growth also confirms that infrastructure and human capital are drivers of 

economic expansion, but it does not confirm previous results for innovation. These results suggest that as 

capital and talent agglomerate they tend to positively influence growth in neighbouring regions - and vice 

versa - but innovation remains a highly local element that does not necessarily influence growth in 

neighbouring regions. It is also possible that our models should attempt to incorporate lagged values, as in 

our panel data analysis, at the time that spatial econometrics is carried out. 

Source : OECD (2009) How Regions Grow: Trends and Analysis 

 

Innovation is clearly important and its influence would increase if more sensitive 

indicators (e.g., on non R&D driven innovation) were available. Innovation activity 

insofar as measured by patents has a positive impact on regional growth over a five and a 
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ten year period (Model 6 in Table 1.3 and Table A.5.2 in Appendix 5). Some factors are 

clearly more important than others in determining the innovation performance of a region. 

The policy issue is to know which ñinputò factors have the clearest impact on innovation 

outputs and, in turn, where public investment will have the greatest impact. The most 

common analytical approach is to construct a knowledge production function that 

combines some of the key indicators assumed to contribute to the generation of patentable 

knowledge. The pattern that emerges from estimation of the knowledge production 

function for OECD regions (Table A.5.3 in Appendix 5) suggests very large disparities in 

innovation outcomes and a spatially concentrated innovation map. In general the results 

confirm that: 

¶ Human capital is the strongest determinant of innovation output. The relation 

between educational attainments at tertiary level, measured in terms of patenting 

activity is strongly positive. 

¶ Investments in R&D have a positive effect on patent activity in all categories 

considered; these are R&D expenditures by businesses, the public sector, higher 

education institutions and by the private non-profit sector. 

¶ The number of R&D personnel has a smaller impact than expenditures on 

patenting. 

¶ The presence of knowledge intensive services and high technological 

manufacturing enhances regional innovation activity in terms of patent 

applications.  

¶ The presence of economies of agglomeration only has a positive influence on 

innovation in the case of financial intermediation, while a lack of agglomeration 

economies reduces patenting activity. 

In general, the results highlight the influence of the main theoretical factors that 

promote innovation ï the usual list of ñhardò inputs such as education, research 

investment, and so on. The relationship is sufficiently strong as to confirm the utility of 

investment in these policy areas if the desired objective is innovative, commercialisable 

products and processes. Although there are clear limitations to an approach that focuses 

on patents as a proxy for innovation output, the concentration of patenting and its links 

with other variables do suggest some spatial ñlogicò that governs the distribution of 

innovation outcomes. Technology and innovation are fostered in favourable 

environments. These favourable environments certainly offer material advantages for 

innovators, whether they are on the scientific research or enterprise side. For example, as 

the research confirms, there is a close link between R&D expenditure and patenting 

activity. There is also a close link between R&D personnel per thousand workers and 

patenting. These correlations are robust even after controlling for such things as industry 

sector. There is also a link between patenting and educational attainment, which suggests 

that levels of public investment in education and, more specifically, in science and 

engineering disciplines give some return in terms of innovation activity. The principal 

weakness of the approach, however, is that a sizeable minority of OECD regions have 

very low or approaching zero values for key indicators and as such the analysis does not 

provide clear orientations for them. More work is needed to improve the sensitivity of 

sub-national indicators in order to capture the breadth of innovation activities in firms that 

public policy seeks to target. 
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Conclusion 

Regional development depends on the interplay between physical capital, human 

capital and the business environment. The results of the analysis show the benefits strong 

interaction between different types of regional assets. Discerning which factors will result 

in regions becoming more productive and competitive is crucial for ensuring their future 

prosperity, attracting investment and retaining their best workers. Educational attainment 

is an important enabling factor.  Indeed, public investment in infrastructure seems to have 

a positive effect on regional growth, but the effect is much stronger when educational 

attainment is high. The determining factors in regional performance appear to be mutually 

reinforcing, which underlines the importance of a cross-sectoral approach to policy 

formulation and delivery. The analytic results also suggest that the effects of investment 

in human capital and on infrastructure typically take about three years to emerge. 

A key rationale for a renewed regional policy is that simple concentration of 

resources in a place does not necessarily translate into economies of agglomeration. 

These are conditioned on the existence of a pooled labour market, backward and forward 

linkages among firms, and knowledge spillovers. The key appears to be how assets are 

used, how different stakeholders interact and how synergies are exploited in different 

types of regions. This underlines the importance of integrated regional development 

policy strategies that cut across sectors and that are based on inclusive governance 

arrangements. 
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Notes 

 

1   OECD (2009) How Regions Grow: Trends and Analysis 

2  This figure is obtained by regressing the log of GDP per capita relative to its national 

value to the log of employment rates relative to the national value for 92 TL2 regions 

for the year 2005. The estimated coefficient value is 0.283 with a t-value of 2.30 (i.e. 
statistically significant at a 90% confidence interval). 
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CHAPTER 2 

 

A NEW POLICY APPROACH TO BUILD INNOVATIVE 

REGIONS 

Introduction and main points 

This chapter explores the current state of regional policies and highlights the key 

policy issues with the aid of illustrative examples and evidence of good practices from 

across the OECD. The chapter discusses the evolution of regional policy in OECD 

countries and the ñnew paradigmò. It then looks at the key components of regional 

policies in turn, namely infrastructure, human capital development and measures to 

promote innovation. Finally, the chapter discusses how the principles of the new 

approach to regional policy have influenced policy shifts in urban and rural development. 
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MAIN POINTS  

¶ Regional policy has been evolving from short-term 
subsidies into a much broader family of longer-term 
development policies designed to enhance regional 
competitiveness. 

¶ Equity and efficiency are not mutually exclusive 
objectives, and regional policy should aim to 
address both concerns. 

¶ In the context of strategies to promote growth, 
governments are increasingly realising that 
investing in the regional dimension of innovation is 
crucial. 

¶ There is no single policy formula to promote 
innovation in all regions, but more systematic policy 
analysis is required to understand which region-
level instruments generate innovation and where. 

¶ Despite economic and demographic challenges, 
rural regions are not synonymous with decline. New 
rural policy aims at valorising under utilised 
resources and opportunities while preserving the 
environment and adjusting to an ageing 
demographic structure. Innovative public service 
delivery plays a key role. 

¶ City competitiveness is high on the policy agenda. 
Ensuring a clean and attractive urban environment 
is increasingly recognised as an integral aspect of 
the creation of dynamic cities rather than a mere 
offsetting of their undesired consequences.  

¶ Sustainable growth in cities and climate change are 
the key urban development challenges. 

The current state of regional policies ï a paradigm shift, but pressure for 

more reform 

There is a widely held view that balanced growth can be achieved by promoting faster 

economic growth at national level, with automatic adjustment mechanisms generating 

pressure for convergence across regions in terms of level of development (Williamsonôs 

formulation of the Kuznets inverted U curve). However, there does not seem to be a 

natural correlation between national growth and regional convergence. Empirical 

evidence suggests that convergence occurs slowly, if at all. New economic geography 

models, by contrast, even predict that in some cases the flows of investment and workers 

between regions reinforce rather than reduce concentration and, therefore, disparities. All 

of this has provided a challenging environment for regional policy over the past few 

decades. 
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Regional policy began in most OECD countries in the 1950s and 1960s, a period of 

relatively strong economic growth, fiscal expansion and low unemployment. The 

principal objective of the measures that were introduced was greater equity and balanced 

growth in a period of rapid industrialisation. The main instruments used were wealth 

redistribution through financial transfers by the national government accompanied by 

large-scale public investments. During the 1970s and early 1980s, successive economic 

shocks and changes in the global economy led to the emergence of geographical 

concentrations of unemployment in many countries, and regional policy evolved rapidly 

to address this new challenge. In the earlier period, the focus was on reducing disparities 

(in income, in infrastructure stock, etc.), and subsequently widened to include 

employment creation..The guiding theoretical assumption in this case was that public 

policy could alter supply conditions (essentially by changing production cost factors 

through production subsidies and incentives) and thereby influence   industrial 

(re)location decisions, both with respect to existing firms and new investments. 

Overall, the results of these policies were disappointing. Regional disparities did not 

reduce significantly, appearing as entrenched as ever in many countries despite 

significant injection of public investment. At a regional level, the success of these policies 

in restructuring the economic base of the target areas was also limited. Attraction of 

inward investment illustrates the limitations that regional policies came up against. Many 

governments attempted to attract foreign direct investment (FDI) into target regions in 

order to create employment, but also assumed that spillovers would benefit local 

enterprises, increasing their technological and organisational capacity. However, 

experience suggests that in many cases the facilities brought into the region accrue little 

for the local economy in terms of productivity gains among local enterprises. Often, these 

branch plants are weakly embedded in local production systems generating very low 

levels of local supplier linkages. Most foreign-owned subsidiaries show weak innovation 

tendencies, and very few conduct R&D or have linkages with the local innovation system, 

preferring to retain their R&D in their main country of origin (Pavitt and Patel, 1991). 

In response to poor outcomes, regional policy has evolved and is evolving from a top-

down, subsidy based group of interventions designed to reduce regional disparities, into a 

much broader ñfamilyò of policies designed to improve regional competitiveness and 

characterised by: 1) a strategic concept or development strategy that covers a wide range 

of direct and indirect factors that affect the performance of local firms; 2) a focus on 

endogenous assets, and less on exogenous investments and transfers; 3) an emphasis on 

opportunity rather than on disadvantage; 4) a collective/negotiated governance approach 

involving national, regional and local government plus other stakeholders, with the 

central government taking a less dominant role. The rationale of the new regional 

approach is based on the principle that opportunities for growth exist in the entire 

territory, across all types of regions, as documented in Chapter 1. The aim is to maximise 

national output by assisting and encouraging each individual region to reach their growth 

potential endogenously, and thus it departs from the old view which regards regional 

polices as a zero sum game (see Table 2.1 below). Evidence of this so-called "paradigm 

shift" in regional policy can be seen in recent reforms of regional policy in a number of 

OECD countries. 

Regional policy has become a more central element of policy making in OECD 

countries in recent years, after having been marginal for a long period of time. Over the 

past decade, the future of regional policy has been subject to debate, formal review and/or 

new legislation and the introduction of regional development programmes in many 
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OECD countries. Some examples include Finlandôs Regional Development Acts (2002, 

2007), regional growth agreements and a new regional governance architecture in 

Sweden, a new regional development law in Switzerland (2008), strengthening of the 

regional development agencies in Canada, development of regional plans and devolution 

of powers to regions in Italy, RDA-led regional strategies in England and specific 

strategies in Scotland, Wales and Northern Ireland, Peaks in the Delta in the Netherlands, 

EDA-led regional competitiveness programmes in the US, area agreements and regional 

partnerships in Australia and EU-sponsored regional development strategies for its 

members supported through the 2007-13 Structural Funds. In Japan, the Urban 

Renaissance Programme (Box 2.1) is a good illustration of the evolution of policy from 

top-down, infrastructure driven and lagging-region focused projects to more integrated 

and market oriented approaches to solve national growth challenges. There is widespread 

evidence of new policy thinking and an identifiable shift in the "paradigm" of regional 

policy. The detailed nature of change is clearly country specific, but there are common 

features, as shown below (Table 2.1). 

Table 2.1. Old and new paradigms of regional policy 

 Old paradigm New paradigm 

Objectives 
Compensating temporarily for 
location disadvantages of lagging 
regions 

Tapping underutilised 
potential in all regions for 
enhancing regional competitiveness 

Unit of intervention Administrative units Functional economic areas 

Strategies 
Sectoral approach 
 

Integrated development projects 

Tools 
Subsidies and state aids 
 

Mix of soft and hard capital (capital 
stock, labour market, business 
environment, social capital and 
networks)  

Actors    Central government 
Different levels 
of government 

Source: OECD Territorial Reviews 
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Box 2.1. Private investment-led regional development: Japanôs Urban Renaissance 

Programme 

After the so-called bubble economy burst in the early 1990s, Japan fell into a deep recession. Although 

Japan introduced a massive economic stimulus package of public investment, the economic slump set in 

and tax revenues to fund public investment fell sharply. For example, Japanôs tax revenues (general 

account) were 60.1 trillion yen in FY1990 but fell to 43.3. trillion yen in FY2003. 

To help jump start the economy, the Urban Renaissance Special Measures Law was enforced in 2002 

to shift urban investment policy from conventional, large-scale and direct public investment, often in rural 

or peripheral regions, to a policy that focused on promoting private-sector real estate investment with 

incentives provided by the public sector, notably deregulation, relaxation of land use controls and faster 

approval procedures for projects. The objective of the plan was to move the focus of regional policy away 

from a top-down, lagging regions approach, to one that was more market oriented and that emphasized 

promoting growth where potential seemed highest. 

An important aspect of the policy was its emphasis on integrating policies from different sectors. The 

Urban Renaissance policy covers not only urban development, but also a range of sectors including 

employment and industry with several central government agencies involved. For this reason, the Urban 

Renaissance Headquarters was established directly under the supervision of the Prime Minister, thus 

creating a strong, comprehensive government framework for promotion. 

So far 65 districts have been designated as urban renaissance urgent development districts, and 

various projects are underway. In those districts, the value of private-sector investment is estimated at 

approximately 12 trillion yen, with an estimated 23 trillion yen in economic impact. For example, one of 

the biggest projects aims to bolster Tokyoôs international finance hub in the Otemachi-Marunouchi-

Yurakucho Region of Tokyo. In the project, construction and renovation of approximately 100 business, 

commercial and hotel buildings is underway.  

Environmental sustainability has recently become a core focus of the Programme. In another project 

covering the Tokyo Mid-Town area, a new environmentally-conscious business and commercial facility 

was completed in March 2007 to demonstrate how technology could be used to make urban develop 

compatible with ecological targets. It employs approximately 20,000 people and about 35 million people 

have visited during the first opening year (March 2007-February 2008). 

 

Source: OECD (2005), OECD Territorial Review of Japan; MLIT 

Toru Kurahashi, ñRegional Policy and Economic Downturn,ò Presentation to OECD Workshop ñInvesting 

for Growthò held in Washington, January 15, 2009 

 

Countries have moved in the direction of adopting the ñnew paradigmò for regional 

policy at different speeds. The paradigm represents one end of a continuum of approaches 

currently underway. To what extent have countries implemented policies and 

programmes in line with the new paradigm? Reforming regional policy, as with other 

economic structural reforms, has to achieve not only a short term goal of efficiency but 

above all has to increase the dynamic capacity of economic actors to adapt to the 

turbulent global environment. However, reforming policy encounters different forms of 

resistance and, in particular, collusive and rent-protecting behaviour. In a process of 

policy change, ñlosersò and their losses might be more quickly and easily identified than 

ñwinnersò and their gains, which can be slow to emerge. Policy prescriptions 
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encompassed in the paradigm shift present different requirements that could encounter 

resistance to implementation. 

Moreover, even though the objectives of regional policy have evolved, there are 

nonetheless criticisms that this evolution has not gone far enough and/or that the 

continuing existence of support for specific regions is inefficient, even where this is not 

the primary target of the policy. Some recent studies criticise the provision of economic 

assistance as a priority to less developed regions. They argue that government 

expenditure in favour of lagging regions diminishes performance in the growth poles of 

an economy ï which are assumed to be the wealthiest regions. However, insofar as there 

are underutilised resources in lagging regions, mobilising them will contribute to both 

equity and national development objectives (Box 2.2). Evidence in the previous chapter 

showed that lagging regions generate an important part of national economic growth; 

where they underperform, national output suffers. As such, there are clear arguments to 

support specific actions to support regional development, but these must be able to be 

evaluated against other uses of public funds (notably the use of resources to support 

individuals rather than places).  

Box 2.2. The equity-efficiency trade-off 

Å Redistributive approaches for equity purposes aim at reducing (financial) disparities among 

people, and places (when sub-national authorities are responsible for basic public services). 

Å Selective approaches for efficiency and competitiveness purposes aim at fostering growth in 

places that might already be relatively wealthy. They are increasingly based on the acknowledgment of 

agglomeration effects. 

Å In practice, equity and efficiency policies can be complementary : 

- ñIncreasing returns to adoptionò (positive externalities associated with growing number of 

users) characterise knowledge economics. This is obvious in the case of network technologies. It is also the 

case with education since the larger the number of diploma holders, wherever they study, the better the 

national innovation capacity. Similarly, the greater number of people receiving health treatment, the better 

it will be for the whole population. Thus equity in public spending can create efficiency 

- ñDecreasing returns to investmentò: an excessive concentration in the allocation of public 

spending will meet limits in its ability to produce additional results. For example, in France, Grandes 

Ecoles students are few in number, but and they receive far more public spending per student than for 

university students. The average results are lacklustre. Again, more equity in public spending can raise 

efficiency. 

ñDynamic perspectiveò investment in already wealthy regions with favourable growth potential can 

lead later to extra wealth which could then be redistributed. Similarly, efficiency in public spending (either 

by limiting the cost of public policy, for the same results, or by improving its outcomes) could increase 

resources available for the equity objective. 

Source: OECD Territorial Reviews 

 

This new thinking in regional policy concerns not only the most developed countries, 

but developing countries as well. The challenge for non-OECD countries is often to 

manage rapid industrialisation and urbanisation through active regional intervention, but 

without repeating the mistakes made by some OECD countries in the period when there 

was an attempt to artificially redefine economic geography through major public 
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investments. So, the new paradigm in regional policy ï an emphasis on market 

mechanisms, endogenous growth, on collaboration across levels of government ï has 

clear relevance for these countries. The challenge is in the implementation, both because 

of the scale of the challenges (e.g. in China, see Box 2.3) or the centralised nature of the 

administration (e.g. in Chile).  

Box 2.3. Regional development challenges and responses in China 

Between 2000 and 2007, China achieved a GDP growth rate of 10.3% annually which is significantly 

higher than the target of around 7.5% included in the 11th Five-Year Plan for the period 2006-2010. The 

lower objective reflects partly the expectation in 2005 of a moderate fall of global economic growth, but 

also a new policy orientation which emphasises a sustainable and co-ordinated "scientific development 

concept" as well as social welfare and a more equal income distribution within a "harmonious society". 

The aim of these theoretical concepts is a more balanced rural-urban and inter-regional development, 

responding to the fact that the development process has lead to increasing gaps between the coast and 

interior regions, and between rural and urban areas, which has triggered social tensions and conflicts.  

The response of the Chinese policy makers' to these regional development challenges includes the 

adoption of three broad regional strategies:  the "Western Region Development" plan (initiated in 2000) 

including 12 provincial-level territories in western China, the "Revitalising Northeast China and Other Old 

Industrial Bases" (2003) programme mainly targeting three north-eastern provinces, and the "Rise of the 

Central Region" plan (2006) concerning six central provinces behind the coastline areas. These broad 

regional programmes have led to adjustments in fiscal transfers from the central government and to special 

programmes or investments managed by the centre. In addition, in 2006, the government adopted a 

programme targeting rural areas and listed as a priority in the 11th Five-Year Plan, "Building a New 

Socialist Countryside". This strategy includes measures aiming at agricultural productivity, land use, rural 

residents' income, local governance reforms and the delivery of rural public services (health care, social 

security, education, financial servicesé) and infrastructure. Other initiatives have been introduced, such 

as the regional planning exercises developed for the Yangzi river delta, the Pearl River delta, the Jing-Jin-

Ji area (Beijing, Tianjin, Hebei) and the Chongqing-Chengdu corridor, and more generally China's 

urbanisation strategy.  

Indeed, urbanisation has remained a mighty force behind China's economic growth, with 132 million 

(2006) rural migrant workers leaving their homes (71% of them moved to urban areas), distorting the 

demographic composition of rural areas, but also having positive impacts on rural income, consumption 

and investments. Regional development programmes risk being affected by multi-level governance 

problems as the division of responsibilities across levels of government is not always clearly defined. 

Moreover, in spite of increased transfer payments, gaps between expenditure and financial resources of 

sub-national levels of government are rising. Governance dysfunctions particularly on sub-national levels 

of government negatively affect the regional development dynamics and risk making the implementation of 

effective policies more difficult. 

Source : OECD (2009) Rural Policy Reviews:China and GOV/TDPC(2007)14 

The challenge of diagnosing regional needs and designing relevant policies 

Enhancing the impact of regional development policies is, however, complicated 

because the factors that determine the competitiveness of each region are so diverse. 

Nonetheless, the work of OECD, through national territorial and region-level policy 

reviews, in line with the analysis in the previous chapter, suggests that despite the 

broad range of potential attributes that contribute to or detract from the 

competitiveness of a region, a small number of generic success factors appear 

repeatedly. These factors can be grouped under three broad policy families:  
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¶ The capital stock dimension: essentially the level of past and present investment 

in a regionôs infrastructure. From a regional development perspective in OECD 

countries this has tended to mean transport infrastructure, while in less developed 

countries it also implies infrastructure for basic needs. More recently, ICT 

infrastructure has become a key target.   

¶ The labour market dimension: this includes policies relating to both the labour 

market ï for example, (dis)incentives for labour mobility and participation in the 

labour market ï and human capital development.  

¶ The business environment dimension: this covers a range of policies designed 

to support firms, such as cluster policies, policies to promote links between 

research and industry, and, in particular, promotion of innovation in regions.  

The assumption of the new regional policy paradigm is that implementation of 

regional development policies involves integration of these core sectoral policies. The 

emphasis on the quality of the local environment for business leads directly to the 

question of the quality of locally provided services and public goods. Firms, especially 

SMEs, are dependent on the environment in which they are located to provide them with 

different types of ñlocal collective competition goodsò. This involves the participation of 

various categories of actors such as public authorities at local, regional and central levels, 

private firms or non profit organisations, etc. to ensure that the provision is appropriate, 

relevant, high quality, etc. For example, regional innovation systems are based on 

relations between industry and universities, between small and large enterprises, and 

between sectors (e.g. training and employment).  

In terms of policy implementation, OECD work has also highlighted the important 

place of both urban and rural policies within the regional policy ñfamilyò and the 

evolutions of policy thinking in both domains. At its broadest level, this means a 

distinction between rural and urban policy. Increasingly, however, within both rural and 

urban policy families there is a differentiation of policy according to the specific nature 

and needs of individual regions. For example: urban policies distinguish between large 

metro-regions and smaller urban centres or cities in industrial transition; rural policies 

differentiate among lagging and dynamic remote regions and urban fringe or well-

connected rural regions. Given that many administrative regions include both urban and 

rural areas, the issue of urban-rural linkages and complementarities is also crucial. 

Thus, the framework for regional policy can be seen from two complementary 

perspectives: firstly, a range of old and new policy tools (infrastructure, innovation, etc.) 

and secondly, policies adapted to specific region types (urban, intermediate or rural). The 

following sections explore the evolution of policy in these different fields and highlight 

some principal OECD findings.  

Infrastructure investment ï a necessary but not sufficient condition for 

regional growth 

Investment in physical capital has always played a prominent role in regional policy. 

Many national government policies have tried to reduce disparities by reducing travelling 

times from the target region to other regions and by eliminating gaps in 

telecommunications networks. Recent examples of this approach include Mexicoôs Plan-

Puebla-Panama or the EU-TEN transport corridor programme. The expectation that 

improvements in physical infrastructure will generate productivity gains for local 
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businesses and increase the attractiveness of an area for investment has been a recurring 

theme in OECD reviews. High quality infrastructure and services are accepted as being 

vital to a strong economy - locally, regionally and nationally (Figure 2.1). To take the 

example of transport, upgrading infrastructure changes access (travel times) which, in 

turn affects property prices and economic rents, influences decisions of households 

(residential location, patterns of consumption) and firms (production location, access to 

markets and investment decisions) and these, in turn, should have a net positive impact on 

the economy, increase tax revenues, create employment and generate resources for further 

investment. For business, the benefits could include:  

¶ Access to a wider labour market pool, with more diverse competencies; 

¶ Faster access to suppliers and customers, which reduces transaction costs; 

¶ Expanded market reach, including choice of suppliers, as well as expanded 

customer base; 

¶ Reduction of land use constraints. 

Figure 2.1. Transport infrastructure investment and economic growth effects 
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Source: Adapted from Larkshmanan, (2002) 

As an illustration of the above, the OECD review of regional policy in the Czech 

Republic (OECD, 2004) strongly emphasised the importance of adequate domestic and 

international road and rail connections as a means to improve the competitiveness of large 

parts of the country. For example, it highlights the accessibility issues for Ostrava, third 

city in the country, which is still not connected to the rest of the highway network, thus 

stifling the development efforts of an industrial area undergoing deep restructuring and 
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experiencing  high unemployment. Poor accessibility prevents Ostrava, and more 

generally the region of Moravia-Silesia from attracting a more sizeable share of FDI in 

spite of its assets (human capital, excellent university and research centres) and strong 

financial and other incentives for investors. 

Similarly, in Poland, a main focus of regional policy since 2004 has been road 

development (expressways, motorways, national roads). Major EU transport 

infrastructure investments have concentrated on Poland because it is crossed by four out 

of the ten pan-European transport corridors. One of Polandôs critical priorities is to create 

an effective network of motorways connecting the countryôs major urban centres and 

connecting these with the Trans-European Transport Networks and to improve road-

bearing capacity and quality. The focus on roads has continued in the 2007-13 regional 

development strategy: 51.7% of total funds for the infrastructure programme (including 

co-financing) are allocated to road development (EUR 11.2bn from EU funds and EUR 

1.98 bn from national funds), while 21% is for rail transport and 13% for urban transport. 

In the regional programmes, 26% of the funding goes to transport (EUR 4.4 bn out of a 

total of EUR 16.6 bn), (OECD 2008, OECD Territorial Review of Poland). However, the 

review also notes the efforts of the Polish national and regional authorities to adopt a 

balanced policy-mix for regional development, focusing on transport, but also human 

capital and innovation and to maximise the economic multiplier from the huge 

infrastructure investment, through integration with other policies (Box 2.4). 




