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FOCUS  

How is European Industry Coping with the New Patterns of the International
Division of Labour? 
 
   Given the combination of substantial cuts in transport and communications costs, the
opening-up of large economies with abundant cheap labour, as well as the scope for overseas
subsidiaries of multinational corporations to employ this labour by using advanced
technologies developed in the North, what is the future for European industry?  
 
   It is questionable whether the idea of comparative advantage and international
specialisation as a “win-win” game remains valid under such new circumstances. The
emergence of competitors with a very broad spectrum of comparative advantages in
industrial activities, as exemplified by China, and sometimes in services too, as is the case of
India, has therefore revived the issue of the future of manufacturing industry in industrialised
countries, in the face of competition from low-wage economies.  
 
   Has Europe the means to hold on to its manufacturing sector? Or will it have to abandon its
industrial base and instead become a major market for imported products and a producer of
services?  
 
   For all the decline of manufacturing in total employment (“deindustrialisation”), industry
continues to play a key role in Europe’s economy, when the statistics are adjusted to take
into account the development of temporary work, the outsourcing of certain activities by
manufacturers and the increasingly-blurred boundaries between services and manufacturing
in many sectors. Moreover, the bulk of the relative decline of industry in terms of value added
and jobs is attributable to price movements, reflecting industry's faster productivity gains and
greater exposure to competition.(1) 
 
   Accelerating globalisation may, however, contribute to the decline of industry in a number
of ways: specialisation according to comparative advantage, downward pressure on prices
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exerted by new competitors, the global reorganisation of firms, shifts in markets and
therefore in the factories supplying them, etc. The scale of the emergence of international
production processes, both as they now stand and as they are forecast to develop over the
next fifteen years changes the situation completely. Until the mid-1990s, European
integration saw intra-Community trade accounting for a growing share of world trade,
peaking at 30%. That share has since fallen considerably, and will soon be down to only 20%.
This trend contrasts with that observed for NAFTA. Meanwhile, new big players are appearing
on the world scene, such as Brazil, India and China. These trends contribute to profound
changes in trade patterns: while the European dynamics of integration was of an intra-
industry type(2), a return to inter-industry trade and associated adjustment costs has been
recently recorded.(3) The world economy is therefore facing a new phenomenon: big open
economies, whose average standards of living will remain lower than in the old industrialised
countries, for a long period of time, are playing an increasingly important role in the world
economy.  
 
   Overall, the Southern countries are now major participants in the recent development of
international trade. Whereas the North continued to drive world trade from 1995 to 1998,
accounting for two thirds of the growth in world exports and over four fifths of the growth in
world imports, the situation has since been reversed. The South now accounts for more than
half of the growth in world exports and already more than 40% of the growth in world
imports.(4) Owing to significant internal inequalities and the fluid movement of capital and
technology at international level, these countries also enjoy comparative advantages in a
wide range of goods.  
 
   There is a tradition at the CEPII of compiling trade data at the world level, using
harmonised and stable trade classifications going back to the 1970s. As a result, the CEPII's
CHELEM trade database is informative regarding the big shifts of countries' specialisation and
the emergence of new competitors.(5) The period covered (1967-2003) allows the current
changes to be placed in a medium term perspective, helpful for the analysis. Complementing
this effort, the new database developed by the CEPII on the basis of COMTRADE data, BACI
(6), makes it possible to break down world trade flows at the HS6 level (about 5,000
products) by quality level, transformation stage and by the technological content of the
traded products. Last but not least, the development of a Computable General Equilibrium
Model, named MIRAGE(7), which uses a detailed database of tariffs (MAcMap)(8) constructed
in collaboration with the ITC (UNCTAD-WTO, Geneva), makes it possible to investigate further
the effects of new competition in certain sensitive sectors.  
 
   The emergence of a global factory, exploiting cost differences throughout the value-added
chain, across various locations, is beginning to have a very appreciable impact. It is based on
the modularity of the products, on the fragmentation of the production process, and the
specialisation of sites. Countries such as China are building their competitive advantage on
such division of labour (9), which is reflected in the growing share of parts and components in
world trade, as recorded by BACI. Besides, we are seeing a radical redistribution of
comparative advantages between countries: whole sectors of industry are destined to leave
the North. The traditional view of the North as specialising in recent industries and the South
in traditional industries is in fact totally misconceived. With the global factory, the Southern
countries are increasingly specialising their industrial apparatus in both areas of activity. Only
a few industries - those involving processes which are intensive in capital or skilled-labour,
cumulative technology or which face transport difficulties - are able to buck these underlying
trends, e.g. aeronautics, electronic components and the automobile sector.(10) 
 
   The problem of Europe's performance is essentially a problem of sectoral adaptation: EU
products are out of step with trends in world demand. A detailed analysis shows that Europe
has missed the technological boat of the 21st century: Europe’s second fastest growing
export is pork and poultry fat; another fast growing export is ships... for scrap. We are
therefore a very long way from exporting products that would make Europe a player in world
technological competition and the information society. That said, Europe retains an advantage
for high-end products for which the competition is the lowest, thanks to the vertical
differentiation of products, as shown by BACI.(11) The low dollar is nevertheless a challenge
for European industries. Europe’s exposure to dollar competition occurs vis-à-vis the whole
dollar zone on the export side as well as on import side, and in third country markets. An
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estimate for the manufacturing sector suggests an average exposure of 12.4 %, varying from
2 % for printing products, to 33 % for TIC.  
 
   Apart from exposure, industries' sensitivity to exchange rate movements fluctuates.
Combined effects show that the mechanical industries are the most affected by any fall in the
dollar.(12)  
 
   Depending on both the sectoral and geographical distribution of their external trade,
European countries have reacted differently to the fall in the dollar. Generally, speaking
Northern countries (including Ireland) are more affected than Southern countries (including
Austria and France), Germany and Italy being in a median position.  
 
   How the current multilateral trade negotiations are expected to impact on European
industry depends crucially on the reduction of tariff peaks at the world level, but all in all, the
overall impact on European industry will remain limited when compared to agriculture.(13)

Certain industries are however potentially sensitive: the textile and clothing sector given the
remaining tariff peaks; and the automobile sector, where firms have spread production
capacities over the world, very often to circumvent significant border protection.  
 
   For these two industries, specific studies have been conducted. Regarding textiles and
clothing, a study published in 2002 pointed to the concentration of the gains by China and
India, while the small developing countries were losing out.(14) More originally, it may be
asked what conditions the regional division of labour among the EU and its Mediterranean and
small Eastern neighbours would be able to survive such new competition. Wage costs are only
one component of the value added chain, since design, distribution and transport costs
(including time for delivery) also play an important role.  
 
   The differentiation of products and the pace of innovation are key elements in explaining
world competition in the automotive industry. European countries are divided into three
groups: net importers (such as the UK and Belgium), net exporters of high value cars (such
as Germany and to a lesser extent France) and net exporters of lower value cars (Italy and
Spain). Competition from emerging countries will come from the low value segment of the
market and from accessibility to these markets. As shown by recent simulations with MIRAGE,
full liberalisation will bring major impetus to Japanese and South Korean industries, while a
scenario of regionalisation benefits the Latin American countries most, given their preferential
access to the US market. In all cases, the European car industry misses out on the bulk of the
gains of liberalisation as regards its European locations, and profits will have to be made in
the fast-growing emerging markets in Asia, by the means of a local presence.  
 
   All in all, what is the future for European industry? The answer of course very much
depends on the policies adopted in Europe. Protectionism to isolate the European market from
new competitors would, in the long run, be detrimental to efficiency and welfare, while
entering into head-to-head price competition would be hopeless. Innovation – both in terms of
creativity and high technology - and positioning of the top end products would, on the
contrary, reinforce the traditional advantages of Europe, in addition to allowing it to benefit
fully from the potential of a regional division of labour. Last but not least, the situation of the
losers out to globalisation must be addressed internally, by providing simultaneously a
macroeconomic and institutional environment favourable to job creation and a satisfactory
safety net.  
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ON THE RESEARCH AGENDA  

Tax Competition 
 
   The CEPII’s research on tax competition has intensified since the launch of the TAXBEN
consortium, in December 2004. The starting point is past research carried out at the CEPII,
which aimed at estimating the impact of corporate taxation on Foreign Direct Investment
(FDI) within a gravity framework for a set of OECD countries, over the period 1984-2000.
Based on bilateral FDI data, this research shows that tax differentials between source and
host countries do impact on FDI, albeit in a non-linear way. 
 
   The research underway builds on this first set of results along three lines. First, a similar
econometric analysis is being carried out on a completely different dataset that covers the
EU25 for a more recent period. The new set of estimations aims at addressing the specific
question of tax interactions within the European Union and provides an assessment of possible
plans for cooperation. The preliminary results tend to confirm previous results, but they also
provide evidence of some heterogeneity between new member states and old ones, as far as
FDI attraction is concerned. 
 
   The second line of research consists in studying the possibility of competition both on tax
rates and on the provision of public factors of production. A unified theoretical framework is
proposed to analyse tax competition when a corporate tax is levied in order to finance a public
good which can raise household utility and/or firms' productivity. It is shown that tax
competition may lead to an expenditure-shifting effect and/or to a rise in public sector
efficiency. Then, the determinants of US FDI to EU25 countries are estimated econometrically.
The preliminary results show that both taxation and the provision of public factors matter for
attracting US investments, which means that one outcome of tax competition could be a
vertical differentiation of countries, some of them being able to tax more, provided they offer
a higher level of public factors in an efficient way. 
 
   The last field of research investigates the issue of equilibrium tax differentials within an
integrating Europe. Building on a new economic geography framework, this work in progress
shows that centripetal forces could justify persistent tax differentials in Europe, even though
real integration increases the potential for firms to locate to where taxation is lower. As a
consequence, “central” countries seem to be able to sustain higher levels of taxation, while
peripheral ones should normally display lower levels of corporate taxation.  
 

Agnès Bénassy-Quéré

The Oil Price and the Dollar  
 
   The real oil price has been increasing since early 2002, notably due to tensions in supply
and the increase in demand which have led to the almost complete utilisation of the
production capacities. 
 
   At the same time, the dollar has been depreciating since mid-2001. Since the American
currency plays a key role in the oil sector, it is useful to study the links between these two
variables. Various authors (Krugman, 1980 and 1983 ; Golub, 1983 ; Rogoff, 1991 ; Amano
and van Norden, 1995, among others) have studied the impact of oil prices on exchange rate
movements. Generally, their studies exhibit a positive relationship between the two series,
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meaning that an increase in oil prices is linked to a dollar appreciation. Accordingly, the
current period, which is characterised by a dollar depreciation and simultaneous oil price
increases, is atypical, compared to the relationships found in previous papers.  
 
   In this study, we propose an empirical analysis of the links between oil prices and the real
effective exchange rate of the dollar, between 1974 and 2004. In particular, we try to find a
stable long-term relationship between these two variables and to identify the direction of the
causality. To this end, after a description of the main relationships and interactions that may
exist between oil prices and the dollar exchange rate, we proceed with a cointegration and
causality study between the two variables.  
 
   Our results indicate that a long-term equilibrium relationship (i.e. a cointegration
relationship) exists between real oil prices and the real effective exchange rate of the dollar.
Moreover, the causality runs from oil prices to the exchange rate. The estimation of a vector
error correction model reports a very slow adjustment speed of the dollar exchange rate to
the long-term target, with a half-life of about six and a half years. Moreover, relying on the
Behavioral Equilibrium Exchange Rate (BEER) approach à la Clark and MacDonald, our results
show that the relationship between the two series seems to be transmitted by the United
States’ net foreign asset position and not by the terms of trade. 
 

Valérie Mignon & Alexis Penot

The Stock Market and the Business Cycle 
 
   This project aims at exploring how the business cycle affects the stock market, the focus
being placed on the euro area. We are interested in analysing this issue along three different
lines: by testing if cyclical fluctuations (European or possibly US ones) have had any effects
on rate of return levels (percentage changes in stock prices), on return volatility (time series
variance) or on return dispersion (cross-sectional variance), within the euro area stock
market. 
 
   Some relevant macro-finance theories, in fact, predict that such relationships are relevant:
on the one hand, the Consumption Capital Asset Pricing theory (CCAPM) suggests that levels
of stock returns should evolve in relation to the growth path of consumption, returns being
higher the stronger the growth rate of consumption. On the other hand, returns should be
more volatile during economic expansions, along the lines set out by the “Operating Leverage
Theory” (Schwert, 1989, Gourio, 2005). Finally, the “Sectoral Shift Hypothesis” (Lilien, 1982,
Davis, 1987) suggests that returns should be more dispersed during phases of economic
slowdown. 
 
   Some (non-consensual) empirical evidence about these theories exists for the US stock
market, but there is none for the (aggregate) euro area market. This work tries to fill the gap,
by relying on a dynamic factor-model, econometric technique. 
 
   First, we will explore whether it makes sense modelling euro area stock markets as an
aggregate entity, before and after the introduction of the single currency. To this end, we will
provide some estimates on the co-movement of stock prices (and returns) across member
countries’ stock markets. Secondly, after suggesting some definitions for a common euro area
business cycle, we will test whether this cycle might be important in explaining the dynamics
of stock prices, in terms of the three lines of research proposed above. 
 

Jacopo Cimadomo

Preferential Access: A Gateway to Growth for Africa? 
 
   For historical reasons, the African countries benefit from important preferential access to
the EU market. In recent years, granting preferences to least developed and/or Sub-Saharan
countries has spread, thanks to generic programmes such as the “Everything But
Arms” (EBA), or specific ones like the US AGOA signed in 2000. Nevertheless, preferential
regimes are passing through a phase of turbulence. For example, the trade part of the “Lomé
Agreement” between ACP countries and EU does not comply with WTO’s rules and will be
replaced by the Economic Partnership Agreements. At the same time, the Doha Round aims
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to improve economic development across the world, but will have negative side-effects: the
reduction of multilateral tariffs will bring down preferential margins. In this context, the
impact and the future of preferences appear to be a burning issue for policy makers and trade
negotiators. 
 
   If trade preferences have often been criticized, either for their lack of effectiveness or their
negative effects, several recent studies suggest that these preferences have had significant
positive effects on growth or at least on exports and have often been underestimated due to
the lack of data. The CEPII has recently conducted research on trade preferences that
stresses three important elements. First, preferential schemes such as the EU-ACP Cotonou
Agreement are of particular importance for beneficiary countries. Second, notwithstanding
their limitations, EU preferences have actually a high average rate of take up, especially in
agricultural products. Third, the erosion of existing preferential access and the negative
impact of higher food prices caused by the multilateral liberalisation would likely hurt the
poorest countries.  
 
   Using computable general equilibrium assessments and highly detailed information on tariff
structures, this project defines how preferences could be part of a development-oriented
policy targeted to African Countries. What kind of preferential schemes will compensate them
from their losses due to the multilateral negotiations? How can preferences be defined that
will lead to a true diversification of production, and limit artificial specialisation? 
 

David Laborde

 

DATABASES  

Measuring World Intra-industry with BACI 
 
   By using BACI, a dataset that is being developed at the CEPII, we are able to provide a
systematic decomposition of world trade at the most detailed level (bilateral flows for some
5,000 products), into three trade types: inter-industry, and intra-industry in both horizontally
and vertically differentiated products, over the period 1989-2003. Fontagné, Freudenberg &
Gaulier(1) extend previous work limited to European countries(2) to a systematic appraisal of
intra-industry trade at the world level, therefore contemplating globalisation rather than
regional integration. 
 
   The decomposition method, first described in detail in Fontagné & Freudenberg(3), is based
on a simple algorithm:  
      - first, reciprocal trade flows are tested for their intra-industry nature (imports represent
at least 10 % of exports or reciprocally);  
     -  second, if the answer is positive, it is necessary to test whether unit values of
elementary trade flows are similar or not (a difference in unit values of up to a 25 % is
allowed, this threshold is preferred to the 15% threshold as in Fontagné & Freudenberg (3) in
order to take into account the larger differences in “prices” in a panel of developed and
developing economies). This second test disentangles the horizontal and vertical components
of intra-industry trade. 
 
   One important item of information obtained is that inter-industry trade still dominates world
trade, even if its share has been reduced over time (Figure). This has been associated
exclusively with an increase of IIT in vertically differentiated products. Accordingly, the
phenomenon observed within the EU has been transposed to the world level. Interestingly
however, a recent levelling-off of intra-industry or a come-back of inter-industry trade is to
be noted in the 2000s, in line with the increasing role of emerging countries in international
trade flows.  
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