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1.
Introduction

The first part of this essay will present the determinants of trade within the EC, namely the factors which influence inter-industry trade. In the second part reference is made to intra-industry trade and its impact on European integration.

2. The main determinants of trade in the EC

First let us have a look at the development of the internal trade of the European Community (EC). The shift from external to internal trade as a whole (inter- plus intra-industry trade) amounted to 60% of internal imports related to total imports in 1992 compared with 35% in 1958. For internal exports as percentage of total exports the figures are 61% and 37%, respectively. Though, some of this growth was due to geographical enlargement of the EC. Another change worth mentioning is the product structure of imports: in the period of 1958 to 1992 imports of raw materials were more and more superseded by imports of (semi-) manufactured products. In 1992 they made up for only 7% of imports. 1958 it had been 30%. These figures should clarify that the environment of trade must have changed beside the physical development of the EC. 

Heidensohn gives several reasons for the changes of trade flows, i.e. factor endowments, technological changes and economic integration
. Of course, factor intensities which are determined by factor productivities are to be added. These factors determine inter-industry trade, i.e. trade flows of heterogenous products. As an indicator we may use cross-price elasticity (how does an increase/decrease in price of product A affect the quantity bought of product B). The lower the value, the less suitable are products A and B.

The technological evolvement may be seen as the trigger of changes of factor intensities, roughly indicated as the relation of capital and labour within an industry. When factor productivity increases because of technological development then industries most likely shift to this factor. But here, factor endowments have to be considered as well. Shifting from one factor to another is only possible if a country is relatively abundant in this factor in relation to the other one.

The extent of which economic integration contributes to growth of internal trade depends on the extent of decrease in tariffs and on the kind of tariff exposed on goods from third countries, i.e. either independent tariffs of the individual countries or a common external tariff. The latter alternative applies to a customs union (e.g. EC), the former one being characteristic of a free trade area (e.g. EFTA).
. At this point, we may already recognize that trade and economic integration form some kind of virtious circle. They stimulate each other.

For the measurement of inter-industry trade a twofold calculation initially sets up a relation between exports of a country j to a country k, considering product i, and the factor intensities of the industry i. At the second step the coefficients of the intensities are expressed as values of the factor endowments
. A study of Balassa / Bauwens proved a positive correlation of relative factor intensities of trade with relative factor endowments 
. In other words, a country specializes in those products for which the industries can make most use of the relative abundant factor.

So far, we have explained the determinants of inter-industry trade. Now we are going to switch to intra-industry trade (IIT).

3.
The importance of intra-industry trade in reference to the future development of European integration

What we are considering here is not only the intra-industry trade of European countries but especially the IIT in relation to the internal trade flows in Europe. Only if we see it from that point of view we will be able to answer the question of European integration as a function of IIT. We start off by presenting a definition of IIT and continue by trying to sketch the scope of IIT as a part of internal trade.

A very rough way to define intra-industry trade would be to say that an industry means the same as a product group or a market and, therefore, IIT is the exchange of commodities within these markets. This implies that we are talking about substitutes which are traded between different countries.

Grubel and Lloyd developed a more detailed definition of what IIT should be. They provide a two-dimensional approach for comparison of traded goods, where the dimensions are „suitability in use“ and „similarity of input requirements“. If neither the first nor the second characteristic applies to a commodity in comparison with another one, it does not count for IIT but for inter-industry trade. If both characteristics are met IIT can be presumed.

In order to show the importance of IIT for the further evolvement of the European Union (EU) one should look at the factors which may influence IIT. Here, a difference is made between country and industry characteristics.

Country characteristics include, for example, the size of the country. The more similar countries are in size and the larger they are, the more the demand patterns within these countries will equal. That implies the development of similar industries in these countries. Per capita income is another important quantity because it reflects purchase power and demand for quality products, i.e. demand for differentiated products. Cultural factors are also likely to influence IIT. Above all, language and traditional trade relationships may contribute to IIT. Furthermore, distance affects IIT. In case of increasing distance transportation and information costs increase, too, as outlined by Balassa/Bauwens
. Income difference is negatively correlated with the value of IIT. As an example we may employ the trade between north and south countries which is mainly inter-industry trade. Additionally, common borders between two countries and trade orientation have positive effects on IIT.

As stated above, IIT is influenced by industrial factors. Initially, we refer to product differentiation which occurs in two dimensions, namely horizontal (difference in characteristics) and vertical (difference in quality) product differentiation. The more product differentiation takes place the higher will be the value of IIT even on very disaggregated levels. Concentration directly relates to differentiation in a way that product differentiation impedes concentration. Therefore, concentration has a negative effect on IIT. Scale economies also indicate low levels of IIT because they are likely to appear when there is only little product differentiation. On the other hand, a lack of scale economies could result in the domestic production of all varieties of products, which would lead to decreasing IIT, since there was no need to trade any more.

So far, we have just mentioned the possible influences on intra-industry trade. Now we must present a method how to measure the extent of IIT. Again, Grubel and Lloyd present a formula to estimate its scope
. The outcome is of value between 1 and 0, in which 1 stands for a high degree of IIT and 0 for no IIT, respectively.

Surveys of the years 1975, 1980 and 1985
 show that IIT indices of several European countries are higher than those of the USA and much higher than those of Japan. That indicates European countries depending more on IIT than its global competitors. But in which extent may IIT contribute to European integration in future?

IIT is characterized by decreasing growth rates since the 1970s. An explanation may be that up to the 1960s inter-industry trade dominated because people demanded different products rather than different varieties of one or another product. Once market growth was exhausted, companies differentiated products to meet the varying demands of people which arose from wealth evoked by the growth of the previous decades. But now even that growth slows down.

Nevertheless, when we consider the above mentioned determinants of IIT, in this case the country factors, we can see that there is much potential left comparing the countries within the EU. For example, countries like Portugal, Spain and Italy differ more or less from the other countries in respect of income per capita and income difference. If they can achieve to close up new IIT potential may be set free. This increase in trade will then inevitably lead to stronger integration. Another example may be concentration – one of the industry factors. Concentration is consequently combatted by the European Commission and, thus, one prerequisite for IIT is kept up and improved. Furthermore, distance as an information problem may decrease because of a Europe-wide standardization framework which makes product differentiation more transparent. So, there is still scope for increase in IIT and, subsequently, for a closer integration within Europe.

Another interesting aspect is covered by an examination of Aturupane et al. dealing with „Determinants of IIT between East and West Europe“. They discovered IIT flows between particular CEEC and EU to be much higher than those of Portugal and Greece. Though, IIT for these countries largely consists of vertical IIT, i.e. products that are different in quality. The relation of vertical IIT to total IIT is about 80-90%. Similar values hold for Portugal, Greece and Finland
. These observations prove an eastern enlargement of EU may be fruitful for further integration. Countries like the Czech Republic and Hungary which are at stake to enter EU, already belong to the ten most important trade partners of the EU considering IIT. And, since their IIT is still dominated by vertical IIT, there is much potential for further development regarding horizontally differentiated products.

4.
Summary of results and conclusion

Since future development of the EU and of the individual member states depends on its trade with other countries determinants of trade might be recognised as the primary starting point for politics in order to create a positive environment for the desired evolvement. This implies a distinction between determinants of trade in the way that we distinguish between different trade flows to be very reasonable. Furthermore, a clear distinction between the different factors which influence trade in combination with the actual trade flows may give us a basis for evaluating the state of development of different countries. This again, reveals the future potential of their evolvement.

The second outcome is intra-industry trade to be more important than inter-industry trade when thinking about the integrational effects of trade within the EU. Although IIT might be considererd as having already reached its zenith, to my mind, there is still much potential left. The other way round, if there was no more potential for IIT the widening and deepening processes of the EU, i.e. the enlargement and convergence processes, would already have come to an end. And that, most obviously, is not the case.

5.
Appendix

Estimating the impact of factor intensities and endowments on exports of product i of a country j to a country k:
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The Grubel-Lloyd Index to measure intra-industry trade:
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where j, k are indicate the countries, i indicates the industry, X and M stand for exports and imports, respectively. Thus, the index gives a figure of value 0 ( IITjki ( 1. In case of trade flows in only one direction the second term would be 1 and the index would be 0. If, at the other extreme, trade flows within the particular industry are equal, the term would be of value 0 and the index of value 1, respectively.
[image: image4.wmf]k

j

h

h

h

jk

H

H

b

a

ln

+

=

b

[image: image5.jpg]



6.
Literature

Artis, Mike J. and Norman Lee: The Economics of the European Union, Oxford University Press, Oxford/New York, 1997

Aturupane, Chonira; Djankov, Simeon and Bernard Hoekman: Determinants of Intra-Industry Trade between East and West Europe, 1997

Balassa, Bela and Luc Bauwens: The Determinants of Intra-European Trade in Manufactured Goods, European Economic Review, 32 (1988)

Greenaway, David and Chris R. Milner: Intra-Industry Trade: Definitions, Sources and Measures, University College at Buckingham, 1980

Greenaway, David and Chris R. Milner: The Economics of Intra-industry Trade, Basil Blackwell, Oxford/New York, 1986

Heidensohn, Klaus: Europe and world trade, Pinter, London/New York, 1995

� EMBED Equation.3  ���





� EMBED Equation.3  ���





� EMBED Equation.3  ���





� EMBED Equation.3  ���








� Heidensohn, Klaus: Europe and world trade


� Artis, Mike J. and Norman Lee: The Economics of the European Union


� see appendix


� Balassa, Bela and Luc Bauwens: The Determinants of Intra-European Trade in Manufactured Goods


� Balassa, Bela and Luc Bauwens: The Determinants of Intra-European Trade in Manufactured Goods


� see appendix; similar indices are offered by Balassa and Michaely (s. Greenaway, D. and Chris Milner: The Economics of Intra-industry Trade)


� Heidensohn, Klaus: Europe and world trade


� Aturupane, Chonira; Djankov, Simeon and Bernard Hoekman: Determinants of Intra-Industry Trade between East and West Europe





[image: image6.wmf]jk

jki

jk

jki

jk

jki

jk

jki

jki

M

M

X

X

M

M

X

X

IIT

+

-

-

=

1

[image: image7.wmf]i

h

jk

i

p

jk

jk

jki

h

p

X

ln

ln

b

b

a

+

+

=

[image: image8.wmf]k

j

p

p

p

jk

G

G

b

a

ln

+

=

b

[image: image9.wmf]k

j

h

h

h

jk

H

H

b

a

ln

+

=

b

_972755336.unknown

_972756161.unknown

_972756050.unknown

_972754775.unknown

