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Abstract

There is considerable literature which indicates as one of the advantages of economic
blocks the trend towards convergence among their members. The expectation is that
within economic unions, there is not only a general increase in welfare, but also
economic convergence, greater income similarity among its members: since it is far
easier to copy than to innovate, the dissemination of innovations would create similar
standards among all within an economic block. This article presents empirical evidence
for the opposite: within economic blocks, be they EU countries or federal states of the
USA, they tend to diverge, not converge.
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1. Introduction

In spite of recent reversals (e.g. the transpacific trade agreement) and some trade wars
(between the USA and China), the world is today, in general, a freer economic space
than a few decades ago.

The trend is towards the liberalization of global trade, under the auspices of the World
Trade Organization and due to several economic unions such as the ASEAN
(Association of Southeast Asian Nations), the Mercosur, NAFTA and the European
Union (Sharma et al, 2020).

The advantages of free trade bringing lower prices of goods and services are due to the
disappearance of 1) trade barriers, 2) higher specialization where countries have
competitive advantages, the benefits of a larger market enabling the creation of 3)
economies of scale and 4) experience effects embodied in learning curve (Drozdz and
Miskinis, 2011; Froning, 2000).

To the above benefits, economic blocks add others: 5) free movement of labour and
capital, 6) central policies common to all member countries and 7) financing from
wealthier to poorer countries (or states) (Coskun, 2016).

Still, the expectation is that within economic unions, there is not only a general increase
in welfare, but also economic convergence, greater income similarity among its
members: since it is far easier to copy than to innovate, regardless of the type of
innovations, the dissemination of innovations would create similar standards among all
within an economic block; in top of the effect of the central funding for poorer member
states (Garcia et al, 2020; Monge-Naranjo, 2019; Moreno and Torres, 2000).
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However, although the above arguments are theoretically appealing, empirical evidence
suggests the opposite: within economic unions the trend is towards an increase in the
difference among standards of living: as the richer become richer, and the poorer, poorer,

in relative terms.

2. The example of the European Union

Figure 1 compares the GDP per capita for the last quarter of century both for EU-15 and
for the USA. The analysis is done for the former EU-15 and not the Eurozone or EU-28
as the former is older and thus allows for a longer term analysis. The years 2019 and
2020 were excluded from the analysis to avoid the impact of the Covid crisis.

Figure 1
Comparison of the GDP per capita of top and bottom four EU-15 countries and
USA states
EU-15 USA
Countries/
States
1995 2018 1997 2018
District of District of
Luxembourg Luxembourg . .
Top four Columbia Columbia
countries/states CGermany D Ireland D Delaware (New York )
(descending GDP per . ; C )
capita PPS) Austria Netherlands | ¢ Connec@ Massachusetts
Netherlands Austria C Alaska ) Delaware
C Ireland ) QtalD Arkansas ( Idaho ;
Bottom four
countries/states Spain Spain (_Montana ) | West Virginia
(descending GDP per Greece Portugal West Virginia Arkansas
capita PPS)
Portugal Greece Mississippi Mississippi
Top .
————— ratio 1,7 2,08 2,59 2,66
Bottom
Differences in
membership +22% ¥2,7%
within
and % of difference
Note: For the USA the data is for 1997 instead of 1995.
Sources: USA: US Bureau of Economic Analysis, 2019; EU-15: AMECO, August 2019

The EU started with only six countries and has expanded from western Europe to central
and eastern Europe. What began as a union focused on economic stability has since

evolved to other areas.
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Along the way, the initial homogeneity between countries, that could be a facilitator of
convergence, was broken. And convergence between member states was somehow
compromised. Convergence is a broad concept.

Real convergence is a term that refers both to income convergence, the catching-up in
per capita GDP, and to institutional convergence, the convergence of institutions and
social economic structures (Glawe and Wagner, 2021).

Only income convergence will be analysed, between EU countries and between several
USA states.

In 1995 the richest four European countries (Netherlands, Austria, Germany and
Luxembourg), had in average more 70% of income than the poorer four: Portugal, Greece,
Spain and Ireland (ratio of 1,7).

In 2018, however, the top four had more than double the income of the poorer countries
(+108%)": ratio of 2,08. Thus the difference in income between richer and poorer countries
increased relatively by almost a quarter (22%: 2,08/1,7).

And the same holds if we compare the seven (top) and seven (bottom), as illustrated in the left
side of figure 2.

In 1995 the EU-15 difference in average wealth was 42% (ratio of 1,42) but in 2018 had
augmented to 65% (ratio of 1,65)*. So, divergence occurred again.

The major changes in a quarter of century were: Ireland changed from the bottom to the
top group, while Belgium, now the 8" wealthier country, left the top seven group.
Everything else remained the same. And at the bottom Portugal and Greece changed
places as the poorest country and Ireland was replaced by Italy.

At present the five poorer countries are Greece, Portugal, Spain, Italy and France, then
the UK and finally Finland.

1 Between 1995 and 2018 in the group of the richer countries, there was a single change: Germany
was replaced by Ireland. And within the group of the poorer countries there was also only one
modification: Ireland was replaced by Italy.

2 In 1995 the top seven were (by decreasing order of income per capita) Luxembourg, Germany,
Austria, Netherlands, Sweden, Denmark and Belgium; and the bottom seven were France, United
Kingdom, Finland, Ireland, Spain, Greece and the poorest of all, Portugal. In 2018 the top seven
were Luxembourg, Ireland, Netherlands, Austria, Denmark, Germany and Sweden; and at the
bottom there were Finland, UK, France, Italy, Spain, Portugal and Greece.
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And if one wishes to compare all (fifteen) countries within the former EU-15 the Gini
index can be used. As is known, it is a statistic which varies from zero (all countries
having equal income) to one (meaning that theoretically one country would have all the
income and all others zero income). So the higher the index, the greater the diversity in

countries income.

Figure 2
Comparison of the income of top and bottom seven EU-15 countries and USA
states
EU-15 USA
Countries/
States
1995 2018 1997 2018
L b L b District of District of
uxembourg txembours Columbia Columbia
Germany GelanD Delaware New York
Top seven Austria Netherlands Connecticut Massachusetts
countries/states
(descending GDP per Netherlands Austria G]askD Delaware
capita PPS) Sweden Denmark New York Connecticut
Denmark Germany Massachusetts California
@lgi@ Sweden New ]erse-i D Washington
France Finland Idaho Montana
United United -
Kingdom Kingdom Alabama Qouth Carolina)
Bottom seven Finland France C Oklahoma D) Alabama
countries/states
(descending GDP per @la@ GtalD Arkansas Idaho
capita PPS) Spain Spain Montana West Virginia
Greece Portugal West Virginia Arkansas
Portugal Greece Mississippi Mississippi
Top .
— ratio 1,42 1,65 2,15 2,21
Bottom
Differences in
membership o o
within > +16% +2,8%
and % of difference
Note: For the USA the data is for 1997 instead of 1995.
Sources: USA: US Bureau of Economic Analysis, 2019; EU-15: AMECO, August 2019

And again the data indicates that in 1995 the value of the EU-15 Gini index was 0,156
but in 2018 it had become 0,195 (an increase of 25%: 0,195/ 0,156).
In short, in roughly a quarter of a century income divergence among European countries

increased considerably.

But, is that something peculiar, unique, to the European Union?
3. The example of the United States of America
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The answer is no. Between 1995 and 2018 the Gini index of the federal states of USA (a
two centuries old economic union) also increased from 0,163 to 0,211, almost a 30%
increase, as per figure 3.

Figure 3
Comparing the Gini index
(for all EU-15 countries and states of the USA)

Year EU-15 USA
1995 0,156 0,163
2018 0,195 0,211
Absolute +0,039 +0,048
Increase % (2018/1995) +25% +29%

Source: AMECO, June 2019, European Commission; US Bureau of Economic Analysis, 2019.
Latest data available. Notes: 1) Gini Index: 0 — Minimum; 1 — Maximum. 2) For the USA the
data is for 1997 instead of 1995.

And, as indicated in the right side of figures 1 and 2 before, if we compare the top and
bottom four, the difference in income also augmented from +159% to +166%. And for
the top seven against the bottom seven, the values are 115% and 121%, for 1997 and
2018 respectively, a percentage increase of +6%.

Finally, when comparing the top ten and bottom ten the difference increased from +92%
to +99%.

In sum, both within the European Union and the USA, and regardless if one compares
groups of four, groups of seven, groups of ten, or all countries (federal states) together,
the outcome is the same: with time, inequality in income increased. The gap between the
richer and the poorer augmented. The trend was towards divergence, not convergence.

4. Comparing the EU with de USA

The above conclusion comes further reinforced if we compare the European Union
against the USA. Indeed in figure 3, the Gini indexes of the USA (both in 1995 and
2018) are greater than those of Europe (0,163 against 0,156 and 0,211 against 0,195,
respectively).

Since the USA is a two centuries old economic union and Europe only decades so, that
again suggests that with time the trend is towards divergence, not convergence. And in
spite that the central USA budget is far greater than that of the European Union.

3 In the case of EU-15 one could obviously compare only seven to seven.
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But, why is there such a trend, in spite of the arguments for convergence referred at the
beginning of this article? After all, it is easier to copy than to innovate and central
governments funding to improve the competitiveness of the poorer regions.

One hypothesis are the advantages that richer regions can offer. First to labour: better
wages attract the best; there is a brain drain of the poorer regions.

And then being richer, the more dynamic regions also offer greater opportunities to
remunerate well the capital.

Entrepreneurship means shifting resources from lower value to higher value
opportunities. A far easier task within economic blocks, in the absence of internal
barriers either to labour or capital movements.

5. Conclusion

Within economic blocks there is a trend towards divergence. And empirical evidence for
that comes from three sources.

First, when one analyses the EU-15 over time: be it the top four countries against bottom
four; or the top seven against bottom seven; or still the Gini index for all fifteen countries.

Second, when one analyses the evolution of the federal states of the USA: again in terms
of groups of four, seven, ten and all states (Gini index).

And thirdly when rather than a longitudinal, one makes a geographic comparison
between the “older” USA and the more recent European Union.

As a final note, two words of caution are due, here. First, divergence should not be
confused with impoverishment (Boudreaux and Ghei, 2017), since the fact that the
poorer regions (countries or states) become poorer relatively, does not mean that they
also become so in absolute terms. Only that the poorer improve less than the richer.

And second, there is still the different question if the poorer regions would have been
better off if they did not belong to an economic union.

That is a difficult question to answer in the absence of parallel worlds, with e.g. Greece
between 1995 and 2018 simultaneously belonging to and not belonging to the European
Union.

And if we were to compare the 25 years before (e.g.) Greece joined the European Union

with the 25 years thereafter, we could be comparing “oranges and apples” as the contexts
are not similar.
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The world from 1970 to 1995 was quite a distinct place from that from 1995 to 2018.
For instance, in the early seventies Greece (and also Portugal and Spain) were under a
dictatorship.

In any case, given the advantages of trade liberalization in general and economic unions
in particular, the answer is probably that is pays off to be a member of the EU, ASEAN,
NAFTA, etc.

In spite of the ever greater economic disparities of the increasing divergence.
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