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Focus

E Foreign Trade, Productivity and Employment in Industrialised Couniries

The debate about the impact of trade on the labour market has generally focused on the ‘between-
industry’ ¢ffect of trade. Yet, trade may also have a significant ‘within-industry’ impact on productive
structures. The intensification of trade raises labour productivity, especially when it is with poor
couniries. Trade also affects skills somewhat. The consequences of globalisation are thergfore widely
spread, modifying companies' production modes and pushing them to increase skill levels, as well as

making labour more productive.

The traditional theory of international trade
stipulates that trade with low-labour cost countries
induces a fall in the relative price of goods intensive
in unskilled labour. This should lead to a fall in
the real wages of relatively unskilled workers, in
developed countries. Testing suck a prediction
appears a priori to be simple, at least for countries
where the minimum wage is very low. In practice,
it has led to heated debate.

This possibly explains the success of pragmatic
caleulations, like that of the factor content of trade:
the impact of trade on employment is evaluated as
the balance of jobs (direct or indirect) correspon-
ding to export sales, and the jobs which would have
been created had imported goods been produced
domestically. Depending on the suppositions made,
the employment content of trade varies, sometimes
significantly. Yet, the net balance of trade in terms
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of jobs is limited. Can it therefore be concluded
that there is no link between the rise In unemploy-
ment in Europe and the cmergence of new competi-
tors? This method is insufficient as it can only be
applied rigorously if very strong assumptions are
made. The principle problem lies with calculating
the equivalence of imports in domestic jobs.

Indeed, labour productivity varies considerably
from one firm to another, even within a given
industrial sector. Hence, a rise in imports does not

affect all firms similarly. Firms with the lowest

productivity are those most likely to be pushed out
by extra imports, while a rise in exports should pri-
marily benefit the most productive firms. Taking
this into account can modify considerably the esti-
mates of the employment trade balance. -

By profoundly modifying the productive
structure of industries, trade may have a
greater impact on jobs than suggested by
standard factor content evaluations.

Furthermore, foreign goods are different from
domestic products. Given very marked differences
in the rates of return on factors, North-South trade
should lead to a complete specialisation within sec-
tors: Northern countries abandon 2ll production
requiring mainly unskilled labour. According to
Adrian Wood, this hypothesis of non-competing
imports implies a radically different evaluation of
the factor content of trade, which translates into a
major rise in inequality.

It is difficult to judge the scale of such effects.
The common factor of both these phenomena is
that they may alter productive structures, and
hence affect employment significantly. One way of



verifying this is to ask whether the intensity of trade
has an influence on productivity and on labour
skills, Does greater competition, brought about by
trade, modify production conditions, or not?

To answer this question, econometric esti-
mates were carried out on cross-sectional, sectoral
data relating to medium term variations in the
United States, Germany and France, using the most
disaggregated, sectoral data possible. The results
were similar for the three countries and can be
summarised as follows.

According to our estimates, trade indeed has a
slight impact on the average skill level of labour.
A 1 percentage point rise in the penetration rate of
imports is accompanied by a 0.4% rise in the ratio
of skilled to unskilled employees.

But the main result of our estimations
concerns the impact of trade on apparent labour
productivity. A 1 percentage point rise in a sector’s
import penetration rate induces 2 0.7% rise in appa-
rent labour productivity if imports come from a
rich country, and 1.3% if they come from a poor
country. This positive impact of imports on pro-
ductivity can be explained for several reasons.

First, trade leads to a tougher selection of firms
within a sector, favouring the most efficient and pena-
lising the least productive. It raises average producti-
vity by definition. Furthermore, the weakening of a
certain number of firms often induces restructuring,
which means that economies of scale can be better
exploited, and productivity improved.

Trade is likely to boost overall
competitiveness in an industry by penalising
weak firms and rewarding strong ones.

In addition, by destabilising set positions,
foreign competition reinforces firms' incentives to
innovate, be it in processes and hence costs, or in
new products and hence new markets, the latter pro-
viding firms temporary shelter from competition.

Lastly, the specific impact of imports from
‘poor’ countries could be linked to low labour
costs. As noted above, this makes them very com-
petitive in unskilled-labour-intensive goods, in
which labour productivity is relatively weak. The
result is a total specialisation in trade, as rich coun-
tries completely withdraw from these areas. This
in turn leads to 2 rise of average productivity in
these countries.

What about industry as a whole? Productivity
gains are made up of: 1) gains achieved within diffe-
rent sectors (the ‘within-industry’ effect), and 2)
those resulting from variations in the relative
weight of séctors, whose average productivity is not
the same {the ‘between-industry” effect).

Apparent labour productivity rose by 51% in
French industry, from 1977 to 1993. A breakdown
of this figure indicates that only 6.1% of these gains
were ‘between-industry’ in nature. Econometric
analysis has been used to evaluate the contribution
of other factors. While ‘exogenous’ technical pro-

gress accounts for half of these total labour produc-
tivity gains, 15% of the gains stem from rising
value added, and fully 25% are due to a variation of
the import penetration rate, of which approxima-
tely 10% follows from trade with rich countries and
about 15% from trade with poor countries.

Similar calculations indicate that the effect of
trade on the average skill level has been minor:
whereas the share of skilled labour in total employ-
ment increased by 8.6 percentage points in French
industry, foreign trade accounts for only 0.7 points.
The rise in imports has thus slightly contributed to
the rise in the average skill level, and part of the
acceleration in productivity gains linked to trade no
doubt stems from this.

The -links between employment and labour
productivity are complex and go beyond the scope
of this study. However, it seems highly likely that
such modifications in production conditions have
had a significant impact on employment.

Jobs may be affected by both technical
change and trade, progressing together,
rather than by just the former or the latter.

L]

Until recently, the debate over the origins of
inequalities between skill levels has opposed the view
that technical progress has been unfavourable to Jess-
skilled workers against the view which holds that
certain developing countries have integrated the
world market in an excessively rapid and uncontrol-
lable way. The results of our research could recon-
cile the two positions, as they suggest that trade
constitutes an indicator and a prime factor in the
modification of firms' environments. In France,
Germany, and the United States, there has clearly
been a link between the import penetration rate and
the rise in productivity. In this sense, the globalisa-
tion of the world economy, which is not just limited
to the emerging countries, certainly plays an active
role in the evolution of labour markets.

Olivier Cortes and Sébastien Jean
E-mail: S.JEAN@CEPILFR
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RESEARCH SUMMARY

[ Structural Asymmetries between European Countries

A year before the start of EMU, there is still no agreement on the staie of convergence of European
economies, nor on the scale of the costs and benefits of monetary union. Yei, there is a consensus on the
crucial role that the degree of asymmetries between countries will play. An assessment of the evolution of
asymmelries since the mid-seventies is provided here. The aim is to give evidence qof increasing infegration

in Europe, that should lower these asymmetries, and hence the costs of monetary union.

_ Optimal Currency Area Theory! suggests
that countries gathering in 2 monetary union will
face adjustment costs due to differences in their eco-
nomic structure. The more similar economic struc-
tures are, the less these costs will be. The usual
practice for measuring (potential) structural simila-
rities is as follows: first, the macroeconomic shocks
{(such as demand and supply shocks) which the
countries in question face over a certain period of
time are measured, and second the correlation coef-
ficient between two countries’ series of shocks is
computed, a high correlation coefficient indicating
a high degree of symmetry in economic structures.

This approach assumes stable correlation coef-
ficients over the given sample period, which in turn
is based on two strong assumptions. First, there
has been no evolution in the structure of European
economies over the last thirty years. Second, no
extraordinary event has taken place over the period
(e.g.: German reunification is assumed to have only
had a temporary impact).

All this is very unlikely. German reunification
must have significantly disturbed the relationships bet-
ween Germany and its European partners. At the
same time, the ERM, the Single Market Act and other
reforms must have (at least) speeded up and deepened
the process of European integration. A quick look at
the volatility of GDP growth rates between European
economies confirms this (see Table).

Standard deviarions of GDP growth rates in Europe

1954.72 1973-83 1984-94 1984-94

' excl.1991
Core 0.99 1.37 0.71 0.68
Fyrended Core 1.29 1.52 1.02 0.99
EU 14 1.90 1.98 1.56 - 1.46

Source: Calculatioris bassd on OECD dara

In short, there is no reason why the above-
mentioned correlation coefficient should be
constant over the last 25 years.

This research project uses a sophisticated eco-
nometric technique to measure the evolving symme-
tries between European economies, while taking
into account structural changes. First, supply and
demand shocks are estimated using VAR analysis
(see Bayoumi and Eichengreen, 1996). Then a time-
varying correlation coefficient between two coun-

tries’ series of shocks is estimated with the Kalman
filter. The graph shows clearly convergence in the
1970s and 1980s, but also a noticeable end to this as
of the late 1980s.

Estimarted convergence coefficient between France’s and
Germany’s supply shocks over the period 1974-19%4
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Note: the lower the coefficient, the higher the convergence process

More generally, the results are in line with pre-
vious findings which point to increasing integration
among the ‘core’ countries (France, Belgium, Austria
and the Netherlands) with Germany. But this analysis
goes beyond such simple evidence in several ways.
For supply shocks, the whole of Europe {excluding
the UK and Greece), displays a pattern of distur-
bances increasingly similar to Germany's, up to a
point where it reaches the same degree of similarity as
the so-called core countries do with Germany. From
this point of view, the notion of a group of ‘core’
countries does not make sense any more.

Yet, the project also shows that the direction of
the integration process has always focused on
Germany. This work provides no evidence for the
convergence of each European country’s shocks
towards the so-called “core’. The ‘core’ is not an attrac-
tive force for the rest of the European Union, inclu-
ding Germany. Hence, there is 2 strong asymmetry in
the way European economies have been converging.

Laurence Boone
E-mail : BOONE@CEPILFR
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Debt Deflation in France, Japan and the UK

The theory of debt deflation was first formulated by Fisher in 1933 to explain the vicious circle between
the fall in prices, the rise in the perceived cost of debt and the decrease of demand which further depresses
prices. The debt deflation hypothesis is often used to account for the length and depth of the early-90s

recession in many OECD couniries.

The goal of our research is to test whether debt
deflation has taken place in France, the UK and
Japan, all of which experienced a dramatic increase
in debt ratios during the 1980s, followed by an
important adjustment in the first part of the 1990s.
In particular, the collapse of assets prices (stocks
and real estate), after the 1980s boom, and the high
level of real interest rates might have forced agents
to reduce their debt, by reducing expenditure. This
debt adjustment process could result either from a
fall of the debt ratio targeted by non-financial
agents or from a constraint imposed by lenders.

" The study proceeds into two steps. First, using
cointegration analysis, we estimated long term rela-
tionships between the debt ratios of households and
firms and the key variables of the debt deflation
process (real interest rates, real estate prices and
stock prices). The cointegration relationships obtai-
ned are assumed to characterise target levels for
non-financial agents’ debt ratios. It is then conside-
red that these is ‘debt overhang” when observed
debt ratios are above these targets. Second, we test
the impact of this indicator of debt overhang on
household and firm expenditure.

Household debt ratios and hence ‘debt
overhang’ are driven by asset prices and real

interest rates.

It was found that in the long run the debt
ratios of households are driven by asset prices (hou-
sing prices in France and the UK, real estate and
stock prices in Japan). This means that periods of
rapid falls in asset prices would probably lead to
debt overhang, because the amount of outstanding
debt is stow to adjust. This phenomenon is very
likely to have occurred during the last slowdown in
'the UK and in Japan. In both countries, the drama-
tic fall of asset prices around 1990 led to a fall in
the targeted debt ratio with respect to which the
actual household indebtedness suddenly became
excessive. For France, there is mo overwhelming
evidence that household over-indebtedness took
place in the early 19905, which leaves unexplained
the rise of the household savings rate which contri-
buted to the 1993 slowdown.

The debt ratio of firms is driven by the real
interest rates in the three countries. In Japan, we
find that real estate prices are the major
determinant of firms' indebtedness, which is

consistent with the collateral role played by real
estate in bank lending. In the UK, the rise of real
interest rates at the beginning of the 1990s led to
debt overhang for firms, which probably worsened
the slowdown and moderated the dynamism of
investment during the recovery. In France, the
historically high level of real interest rates has also
translated into debt overhang for companies, over
the last 5 years. This situation results from the high
levels of indebtedness reached at*the end of the
1980s, when real interest rates were increasing. We
have found that the persistent high level of real
interest rates, due to falling inflation, is still a
constraint on the borrowing behaviour of firms
both in the UK and in France.*In Japan,
quantitative restrictions imposed on bank lending in

the early 1990s probably hastened the downward

adjustment of debt ratios, delaying firms debt
overhang. However, as real estate prices kept
falling, Japanese firms eventually experienced
excessive debt ratios from 1993 onwards. This
might contribute to the weakness of investment in

the current cycle. -

Debt overhang appears to put downward
pressure on investment and expenditure.

Finally, whether debt overhang has put down-
ward pressure on household and firm expenditure is
formally tested. Granger-causality tests do not reject
this hypothesis in several cases. Debt overhang has
reduced business investment in France, in the UK,
and, to a lesser extent, in Japan. Likewise, Japanese
households seem to have reduced housing invest-
ment because of perceived over-indebredness.

Stéphanie Guichard and Benoft Mojon
E-mail: GUICHARD@CEPILFR
BENQIT.MOJON@CEPILFR
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The CEPII Research Programme for 1998

The following is a short summary of the CEPITs research programme as it was presenied to the Centre's
Board of Directors, the 29 January 1998. Certain amendments may subsequently be incorporated.

The work programme addresses six major themes, as follows:

The greater international openness of
economies and labour markeis

Greater international openness,
be it in terms of globalisation or regional integration,
is a key issue for labour markets. The CEPIl's work in
this area will look primarily at the effects of European
Econemic and Monetary Union, and the implications
labour market asymmetries have for the Union's
macroeconomic and employment policies. Further
research will also be conducted on the linkages bet-
ween trade and employment. This will include
constructing simulations using a general equilibrium
model for the United States, the United Kingdom and
France. Lastly, a two-country model is to be developed
to examine North-South interdependence.

International capital and financial
markets

Three principal areas are to be
examined. First, exchange rate developments will be
tackled mainly frem the perspective of the Euro's
future international role, and the fixing of parities bel-
ween the major international currencies, given the
heterogeneity of exchange-rate expectations and the
impact of exchange rates on macroeconomic equilibria.
Second, the functioning of national financial markets

will be anaiysed in the light of growing financial and '

monetary interdependence, and en the basis of EMU's
impact, given asymmetries in Enropean financial mar-
kets. The crisis of the Asian banks is also to be exami-
ned. Lastly, research will be conducted into the
international, financial consequences of the OECD's
aging population and how savings may be transfered
from ‘older’ to ‘younger' countries via pension funds,
in order to ensure the viability of pension schemes and
to maintain global macroeconomic equilibria.

International trade and competitiveness

This over-arching theme groups
together a number of areas in which the CEPII plans
to pursue its research. Foremost among these is the
CEPIl's international competitiveness report, which
will Iook at the competitiveness implications of the
devaluation of Asian currencies, as well as more
general trends in national competitiveness that are to
be highlighted using varions indicators developed by
the Cenire. France's technological specialisation is
also analysed in comparison with other major indus-
trialised countries. The work will be based largely on
assessments of trade flows, at a detailed level. A third
subject for study is the international competitiveness
in services, whose trade has been opened-up by mul-
tilateral negotiations under the auspices- of the WTO.
Particularly attention will be paid to transportation
and telecommunications. Lastly, the Centre yill com-
plete its current research into the linkages between
trade and foreign direct investment, notably in the
case of Japan.

Emerging and transition economies

These economies have long been
studied by the Centre, though an effort is to be made
to pay more attention to emerging countries in Latin
America. More specifically, the topics for study
include: the restructuring and finance of Russian
companies and induostrial policy; the dangers of
bhyperinflation in the Balkans and the Newliy
Independent States; Russian foreign trade; the secu-
rity and consolidation of the State in the Community
of Independent States; the restructuring of state enter-
prises in China; China and the Asian crisis; the forms
of regional integration in the Americas, and emerging
African economies.

Integration and regional convergence in International information
Europe

The matter of European regional
integration will be looked at from two points of view.
The first examines how deepening market integration
may lead to a polarisation of activity across regions,
and asks what policies may be implemented to encou-
rage convergence. The aim will be to draw on
research into convergence clubs between countries,
and to apply this to European regions, as well as to
study the role of infrestructural development as a
cause for convergence or divergence. The second
area of this project focuses on the consequences of
European integration for its neighbours, in particular
for the Mediterranean countries and those of Central
and Eastern Eurcpe (the CEECs). This work will be
especially oriented to clarifying the trade relation-
ships between the EU and these countries.

This heading essentially covers a
number of permanent activities undertaken by the
Cenire. These include primarily the development of
the CHELEM database. Apart from updaling its data
(figures up to 1997 should be available at the end of
1008} the foreign trade of the new East European eco-
nomies are to be included in the trade database; 1993
will hecome the new, base year for PPP GDP statistics,
and the balance of payments database will be rende-
red compatible with the new IMF classification.
Secondly, the CEPIl's annual publication on the world
economy (Economie mondiale 1999) is to be printed in
the auturmn. This is a short, educational book aimed
at a wider public than most of the Cenire's publications,
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FEvents

'8 SEMINARS AND MEETINGS

« Presentation of the 1997 Horld Bank
Development Repori

U. Dadush (World Bank),

A, Chevallier (discussant - CEPII)

& September

» Potential Growth

P. Artus (Caisse des Dépots et
Consignations), G. Cette (Bangue de
France), H. Delessy (The French
Post Office)

Presentation of the special issue of
Economie Internasionale, No 69, st
Quarter 1997, dedicaied to potential
growth

17 September

CONFERENCES

» The CEPII and Le Monde held a
Conference at the French National
Assembly on the 6th November
1997, entitled ‘Europe and the Euro:
Strategies for Growth and
Employment'. The main speakers
included: M. Aglietta (CEPII),

J.-L. Bianco (Deputy), C. de
Boissieu (Uni. of Paris I), F. Bruni
(Uni. Commerciale Luigi Bocconi),
D. Cohen (CEPREMAP), E. Cohen
(CNRS-FNSP}, G. Fuchs (Deputy).
M. Fouguin (CEPII), D. Gros

News in Brief

« Jean-Claude Berthélemy has been
appointed as director of the CEFII,
as of the 1st January 1998.
Professor of economics at the
University of Paris I, his previous
post was as Head of the OECD
Development Centre's ‘Developing
Countries' National Policies’
Division.

A specialist in economic growth and
international finance,

Prof. Berthélemy has alse acted as a
consultant for various international
organisations. He is a member of .
the Scientific Committee of the
Revue Economique and the Editoriel

Forthcoming

» The CEPII will be celebrating its
20th anniversary in the autumn of
1998, The Centre's correspondents
will be informed of the events plan-
ned to mark the occasion.

» The CEPI's first international
competitiveness report, providing
an analysis of national competitive
situations, is set to be released in
the second guarter of 1998.

« The Paths to the Single Currency as
Experienced by Companies

P. Bouten (PSA Peugeot Citroén),
F. Janny (Saint-Gobain)

3 October

« European Monetary Policy and
Monetary Union

P. Moutot (Head of the ‘Stage III’
Division, EMI), M. Aglietta (CEPI}
24 October

« Large Emerging Markets: The
Economic¢ Outlook and Company
Strategles '

C. de Boissieu (Universiié¢ de

Paris I), A. Chevallier (CEPIL), M.
Fouyuin (CEPII), D. Turcqg

(CEPS), A. Italianer (European
Commissicn), E. Izraelewicz (Le
Monrde), 1. von Hagen (Uni. of
Bonn), J. Martin (OECD), J. Pisani-
Ferry (Min. of Economics and
finance), A. Sapir (IEE, advisor
DGII), P. Sigogne (OFCE), L. Soete
{Maastricht Economic Research).
Addresses were also made by the
Minister of Economics and Finance
D. Strauss-Kahn, by L. Fabius
(Speaker of the National Assembly)
and by J. Lang (Chairman of the

Board of the Revue d'Economie du
Développement. He is also a mem-
ber of the siearing committee of the
French Association of Economic
Sciences.

» Michel Albert {(Member of the
Banque de France's Monetary Policy
Council), Daniel Cohen (Professor
at the Ecole Normale Supéricur, and
CEPREMAP), Jaeques Freyssinet
(Director of IRES), and Eric
Izraelewicz (Le Monde) have joined
the CEPII's Board of Directors.

« The proceedings of the conference
in Seoul (15-16 November 1996) on
implications of exchange rate pelicies
in the emerging Asian economies will
be published at the beginning of 1998,
{in hook form) by Routledge, London.
The document is being edited by

8. Collignon (AUME), Y.C. Park (KIF)
and J. Pisani-Ferry, former CEFIl's
director.

(McKinsey, Paris), P. Bourrier
(Alcatel-Alsthom), G. Gastaut

(Renault), B. Salmon (L'Oréal)
18 November

« Presentation of the EBRD Report
‘The Transition: Company
Performance and Economic Growih'
P. Aghion (EBRD), H.-P. Lankes
(EBRD), J. 8gard (discussant -
CEPII)

25 Novemnber

» The World Economic Outlook in
the Light of the Asian Crisis

M. Hadjimichael (IMF), M. Fouguin
(CEPI)

22 December

Mational Assembly's Foreign Affairs
Committee). '

The proceedings of the conference
will be published by the Assemblée
Nationale in early 1998.

+ Michel Aglietta, Scientific Advisor
to the GEPII, was appointed as a
member of the French Prime
Minister's Council of Econemic
Advisors (Conseil d'analyse écono-
mique) in July 1987,

« Phillipe Martin has left the CEPII
as Associated Researcher, and
Véronique Ardouin's secondment
from the INSEE has ended. Olivier
Cortes has taken a year's sabbatical
leave from the CEPIL. We wish them
all-the best with their future plans.

» The new version of the CHELEM
database will be available as of the
2nd quarter 1998. Trade data will
un to 1996 and GDP figures for the
OECD countries to 1997. A nevw,
Windows-compatible CDROM is
being produced, for release in early
1999 (see The CEPH Research

Programime, page 5).




CHELEM DATABASE

W French and German Trade with Neighbouring Countries

Geographical and econo-
mic distance play an important
role in trade relations, as
shown by gravity models. So e Framce
do historical relationships, aid
and political strategies which
shape the trade environment,
as do corporate strategies.

Most export industries in
the Mediterranean countries
and in the CEECs have blosso-
med in response to the division
of labour devised by European
firms, especially German and
French companies, though
their impact has been varied.

German firms were
already present in the CEECs
before 1990, and quickly
expanded their activities in the
region, targeting it both as a
production base and as 2 mar- :
ket. Thus, German production of textiles and clothing,
and (to a certain extent) of electrical appliances has been
mainly transferred to the Czech Republic, Hungary and
Poland. However, the direction of German trade
towards eastern Europe has not entailed a retrenchment
of trade relations between Germany and its long-standing
Mediterrancan partners, namely Turkey and Tunisia.
The relative market share of some eastern countries in
German manufacturing imports is very high (see Graph):
Poland's share in German imports is thus four times its
average share in OECD imports. German trade with
countries such as Hungary and Polarid is also above the
‘natural’ level predicted by gravity models.

The share” of neighbouring countries in French and German manufacturing imports
compared to their share in OECD imposts, in 1995

Czech and Slovak Rep Germany

Hungary

— E

The same holds true for French trade with
Morocco and Tunisia, though trade between France and
the CEECs stands below its potential level. French firms
have been slow in seizing the trade and investment
opportunities in the CEECs: while Mediterranean coun-
tries have doubled their share in French imports of manu-
factured products in the last ten years, the CEECs have
not increased theirs. Generally speaking, French firms
use neighbouring countries more as an outlet for their
exports than as a production base,

Agnés Chevallier, Laurence Nayman
E-mail: A.CHEVALLIER@CEPILFR,
L. NAYMAN@CEPIL.FR

The CHELEM {Harmonised Accounts on Trade and the World Economy) database provides har-
monised, long term data on trade, economic growth and population, stretching back to 1967
and to 1960 for some series. The database breaks down the global ecohomy into 53 coun-

tries/geographic regions, and 71 product categories.

Also included are data on PPPs and

exchange rates. The database is bilingual (French-English}, ‘user friendly’, and is avaiiable on

CD-ROM.

For further information please contact Colette Herzog at the CEPII, tel: (33} 1 53 68 55 27.
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