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Abstract 

 

The aim of this paper is to theoretically establish a framework for the basics of international 

trade between countries creating competitiveness. Since the environment in which trade takes 

place is changeable so is the concept of competitiveness. It is therefore argued in the paper 

that in order to understand the underlying factors of competitiveness one have to understand 

the environment in which trade takes place in. Today the concept of competitiveness will 

therefore be better understood by employing an industrial perspective. This approach can 

answer questions, which national aggregate estimates cannot. The question asked in the paper 

is; which industries in Europe, based on the assumptions of international trade theories is 

competitive?  The European industries that came out as competitive were the one using high-

skilled labor and produced or used ICT intensively in their production. The question also 

provided some answers to the always up-do-day wonder namely, in which direction European 

competitiveness is heading. 

          

Key-words: Competitiveness, Traditional trade theories, New trade theories, Comparative 

advantages.     
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1. Introduction 

To many observers, the European Union (EU) appears to have been losing competitiveness in 

the global economy over the past decade. The perception of declining EU competitiveness has 

in turn led to more urgent calls for deep structural reforms, for example see O‟Mahony and 

Van Ark (2004). 

In 2006 the European commission launches Global Europe, a policy document 

stating that the internal agenda for European competitiveness should be complemented with 

an external agenda. Global Europe advocates further liberalization of the Union towards 

external markets. It sets out; in a rapidly changing global economy, Europe can build a more 

comprehensive, integrated and forward-looking external trade policy that makes a stronger 

contribution to Europe's industries competitiveness, by further liberalization towards external 

markets (European Commission, 2006). As a first result of this proposal, questions are now 

being raised on how different industries in the EU will react to the proposal of further 

liberalization?  

In spite of nearly universal concerns over competitiveness, how to gain it and 

how to maintain it there is, however, surprisingly little coherent discussion of what 

“competitiveness” really is, and why it is so important. The predominant view of the 

expression is to think of it as competition among countries just as competition between 

corporations, but in a larger scale (Krugman, 1996). This way of thinking in terms of”win-

lose” competition between leading economies is wrong, since countries are in fact 

fundamentally different from corporations. Indeed, trade between countries is so much unlike 

competition between corporations that many economists regard the word ”competitiveness” 

misleading as to the point to be meaningless when applied to countries (Krugman, 1996). This 

kind of problems will be more comprehensive discussed later on in the paper.  

People worrying about European competitiveness are not raising their concern 

out of thin air. They are responding to a perception that the EU actually has been, or are about 

to lose something important in the process of international competition. Over the past decade 

competitive markets have helped European manufacturing industry broadly maintain its share 

of GDP in the face of globalization (European Commission, 2006).
 
But recently, as it seems, 

the EU are losing ground against the US (Hamilton & Quinlan, 2008). A measure frequently 

used when comparing competitiveness between countries is annual growth rates in real GDP, 
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for example see the discussion in OECD (2003). In table 1.1 annual growth rates in real GDP 

is shown. The annual growth rate in real GDP is the same in Europe between the two periods 

while it has increased in the U.S. Bowen and Sleuwaegen (2007) have estimated that the 

European GDP per capita in real prices in 2000 only was 71% of the US GDP per capita in 

real prices. They have established the primary cause of this cap in GDP to depend on lower 

rates in labor productivity and in total hours worked in Europe. 

 

Aggregate annual growth rates in % of real GDP, total hours and labor productivity, 1987-2007 

 
                             real GDP                             total hours                           GDP/hour 

                                    
                           EU(15)  US                             EU(15)  US                        EU(15)  US 

 
1987-1995                                2,3   2,7                             0,1     1,6                           2,2     1,2  

1995-2007                                     2,3   3,1                             0,9     1,0                            1,4     2,1 

EU(15) referring to membership of the European Union until 30 April 2004. Source: The Conference Board and 

Groning Growth and Development Center, Total Economy Database, January 2008  

 Table 1.1 

But what do these findings really imply? Some observers believe that the US has experienced 

a structural break leading to somewhat faster productivity growth, continuing into the first 

decade of the 21
st
 century. For example see O‟Mahony & Van Ark (2003). While others 

suggest that it might be the EU that has entered a productivity slowdown of  structural nature. 

Either way without knowing what it is that creates European competitiveness, incentives in 

order to increase competitiveness can be quite ineffective. But since the view of seeing a 

country just like being a corporation can be quite wrong and misleading, lack of 

understanding for the evolving changes in the competitive environment facing EU industries 

can, indeed, be just as damaging to a country‟s economy is one the other hand right 

(Krugman, 1996). In this paper it is therefore argued that in order to understand the 

underlying factors of competitiveness one have to understand the environment, the context in 

which trade takes place in. The concept of competitiveness will therefore be better understood 

by employing an industrial perspective. This approach can answer questions that aggregate 

economy estimates cannot.            

1.1 Aim and scope 

The aim of this paper is to investigate which industries in Europe that can be seen as 

competitive, by answering the question; which industries in Europe, based on the assumptions 

of international trade theories is competitive? 
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 In order to answer this question the concept of competitiveness has to be defined from the 

context in which it is used in, since the concept is subject to a wide range of different 

definitions in different contexts. In this paper, however, competitiveness will be seen as a 

product of trade between countries resulting in increased potentials to wealth, and is therefore 

desirable. In a simplified way competitiveness can be seen as a tool creating potentials to 

increased wealth via trade.  

But since the environment in which international trade take place in is 

changeable, so are the presumptions for competitiveness. In order to understand why an 

industrial perspective is more appropriate to adopt when analyzing countries or geographic 

areas presumptions for competitiveness, a theoretical framework based on international trade 

theories reaching over time will be presented. The theoretical framework treats implications 

of both traditional and new trade theory, showing that trade of today is a mixture of both, 

which should be considered when establishing measurements of competitiveness. But the 

theoretical framework presented is also used in order to show another important matter, 

namely how the casualty relation between trade and competitiveness changes as a 

consequence of development in the environment in which trade take place in.  

When the theoretical framework has been established, European industries 

competitiveness will be calculated and evaluated. The indicator of competitiveness in 

European industries used in this paper will be labor productivity growth, which according to 

economic theory is strongly correlated with increased wealth.  

When having evaluate which industries in Europe that can be seen as 

competitive the result of the study will be discussed in order to reach some conclusion of the 

question asked in the beginning of the paper, how different industries in Europe will react 

towards further liberalizations? The paper does not, however, focus on the policy preceded the 

proposal of further liberalization of the European union towards external markets, or its 

potential effects in real figures. The aim is to theoretically study the development of the 

concept of competitiveness by study the evolution of international trade theories. The findings 

will then be discussed in a European context.  

I am though, well aware off that international trade theories might not be able to 

explain all of international trade taking place today. Countries might trade with each other for 

other reasons then the ones given by international trade. But since international trade theories 

developed from economics is seen as one of the most common explanations to why countries 

trade with each other, and how it will affect the participants (Sawyer & Sprinkle, 2007). I 
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think it will serve as a good base for analyzing the development of trade and competitiveness. 

But before starting with the theoretical approach, a discussion over the concept of 

competitiveness to show how wide and complex the notion is, and what difficulties and 

misinterpretations of the concept might lead to.  

1.2 Competitiveness, a question of definition 

The question of how to define the concept of competitiveness has fuelled a significant debate 

over the last decade. In (Krugman, 1994), Krugman argued forcefully against the abusive use 

of the „competitiveness‟ term. The controversy ran high in the US at the time, fed by concerns 

of economic decline and “loss of competitiveness” – a context similar to the current debate in 

Europe. In his book and the statements he made at the time, Krugman criticized journalists 

and politicians who invoke the concept of competitiveness in the context of macroeconomic 

comparison between countries, as opposed to the microeconomic framework of competition 

among corporations. In order to understand what Krugman objected to, we will start by 

explaining the differences in structure between corporations and countries, which further 

along will be developed into general critique against some measurements of competitiveness 

among countries.    

To start with the bottom line for a corporation is literally its bottom line. If a 

corporation cannot afford to pay its workers, suppliers, and bondholders it will go out of 

business. So when we say that a corporation is uncompetitive we mean that its market 

position is unsustainable, unless it improves its performance it might no longer exist. 

Countries on the other hand, do not go out of business. They may be happy or unhappy with 

their economic performance, but they have no well-defined bottom line (Krugman & 

Obstfeld, 2006). Competitiveness for corporations can in this context be defined as the 

“capacity to sell durable goods with profit”. In order to do so there are several ways, but very 

simplified, what it eventually will be about is the corporation‟s ability to produce goods at a 

marginal cost lower than market price, assuming that all corporations only produce one 

homogenous good. This restrictive definition corresponds to what most economists call “cost 

competitiveness”. The notion of cost competitiveness relates to a corporation‟s costs, i.e. it´s 

costs for the factors of production and the efficiency of production methods. Cost 

competitiveness rises when costs decrease, assuming constant quality levels and regardless of 

price or quantity sold. A relative definition of cost competitiveness relies on the comparison 

of a corporation‟s costs of production relative to costs of similar corporations. As economists 
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later sought to aggregate the concept competitiveness of corporations within a territory, it did 

not take long until it was inferred at the macroeconomic level. Countries rather than 

corporations were soon seen as more or less competitive. The common believe that 

corporations and countries compete in the same way, and that measurements of 

competitiveness developed from business strategies also can be applied to countries can 

sometimes be very misleading. When countries are trying to improve their competitiveness, 

they will do so from the perspective of what is seen as improving for the industrial life. Good 

for corporations but maybe not so good for the people. For example, in the economic debate 

the Swedish Central bank uses the concept of competitiveness in order to determine if 

Swedish production are correctly priced. An export price-competitiveness indicator can be 

estimated from the balance of current payments. If the sum of the nation‟s transactions with 

other countries is negative, this will indicate that Swedish goods are priced to high abroad, 

and that Swedish competitiveness is low. In order to maintain equilibrium in the balance of 

current payment and increase competitiveness Swedish goods have to be lowered in price. But 

the capacity of countries to offer goods at lower prices likely depends on their average 

productivity or lower average production costs, which means that (without technical progress) 

Swedish workers either have to work harder or letting inflation lower their wages. From this 

point of view, increased competitiveness cannot be seen as positive for the people living in 

the country, since they will be worse off than before. Yet increased competitiveness is 

described as something positive in official policy documents in Sweden, see for example 

Scocco (2008).  

In order to avoid this complication and the fact that competitiveness should be 

positive for everybody, many country rankings of competitiveness levels are developed from 

the definition of that; a country‟s competitiveness also should reflect its capacity to durably 

improve the living standard of the population, and to provide a high level of employment and 

social cohesion. For example World Economic Forum (WEF) and the Institute for 

Management Development (IMD) competitiveness index are computed according to this 

definition. These indexes summarize a set of institutions, policies, and structures driving the 

growth process of many countries from every corner of the world (World Economic Forum, 

2006). In order to avoid the complication that lowering workers wages will increase growth 

and competitiveness in a country, inflation one factor that lowers wages are included in the 

GCI in a negative manner. Inflation enters the index in a “linear” fashion where an increase in 

inflation erodes a country‟s overall score. However, although this constitutes a good first 
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approach, taking the potential destabilizing effects of inflation into account, it also raises two 

other questions. The first is how to deal with the critical problem of hyperinflation? Which 

would suggest a progressive rather than a linear relationship? The second is how to deal with 

deflation? Because of the way inflation is handled, deflation will increase the overall index in 

the same manner inflation lowers it. Deflation is, though, not seen as a factor creating growth 

in economic theory. 

When considering all qualitative and quantitative indicators which can affect 

growth in a country, one realizes that there are a lot of factors to choose from. And since the 

selection of indicators and underlying weighted averages often is arbitrary, it is subject to 

criticism. When trying to cover an immense field, effectively tying all of political economy 

containing education policies, research, relationships between inequalities and growth, 

determinants of productivity, the efficiency of public spending, policies designed to improve 

the territory‟s attractiveness, exchange rate policies, labor market institutions, judicial 

systems, competition on the market of goods and services, trade openness, etc into one 

measure, one can wonder, what do these indexes really classify? What are the economic 

logics that underlie them, and what is their degree of reliability?  

It is difficult to answer these questions precisely. Indeed, despite specialists in 

economics and in business strategy, these indexes suffer from several defects according to the 

Direction générale du commerce (2005). First, their theoretical bases are approximate, 

meaning that they are based on assumptions regarding the determinants of growth and 

competitiveness, which can turn out to be very wrong. Second, these determinants are 

measured quantitatively using uncertain indicators. Both weaknesses can lead to wrong 

indexes and fragile classifications. These classifications should therefore be used with 

caution. For example the GCI index developed by the World Economic Forum is computed 

by aggregating a numerous elementary indicators, presumed to be determinants of growth, 

and seen as the best summary of competitiveness (World Economic Forum, 2007)
1
. However, 

when using similar elementary variables, but with just slightly different weightings that still 

give several indexes closely related to the GDP per capita variations of selected countries it 

yields a massive impact on the classification of a country. This would mean that just by 

changing the weights or the ranking of the factors determinants for growth a little bit, it will 

determine whether Estonia‟s ranking of competitiveness will end up as 26th or 1st, China the 

3rd or the 35th, and Finland the 21st or the 1
st
 and so on. One could argue that because of this 

                                                
1
 See chapter 1.1 in world competitiveness report 2007 for closer description of how GCI index is computed. 
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arbitrariness, any classification based on this type of index is not very informative. One can 

obtain widely different classifications of competitiveness from indicators having very similar 

explanatory powers (Direction générale du commerce, 2005).  

Ranking countries competitiveness against each other can also raise another 

common misinterpretation that countries are competing against each other in the same way as 

corporations do (Scocco, 2008). For example if two corporations are competing in the same 

market and over the same order, at a short sight, the corporation that “wins” the order will end 

up with increased income and increased competitiveness, while the other company will 

experience a decline in income and competitiveness. This means that a corporation´s success 

is at the other competitor‟s expense. Countries on the other hand, acting on the same market, 

selling products that compete with each other, are also each other‟s main exports market and 

each other‟s main suppliers of useful imports. If the European economy does well, it needs 

not to be at U.S. expense. Indeed if anything, a successful European economy is likely to help 

the U.S. economy by providing it with larger markets and selling goods with lower price and 

superior quality (Krugman, 1996). So when we are talking about losses in competitiveness, it 

is in subject to, not against other countries.    

1.3 Competitiveness, a dangerous obsession 

Obviously, the concept of competitiveness can sometimes be subject to some great confusion. 

Where one of the most common misinterpretations is that countries compete at the same 

conditions that corporations do: that one‟s success is at the others expense. This belief will in 

turn lead to another dangerous obsession, that free trade is beneficial only if your country is 

strong enough to stand up to foreign competition (Krugman, 2006).  

This argument seems extremely plausible to many people. For example, a well 

known historian has criticized the case of free trade by asserting that it may not be beneficial 

to all “What if there is nothing you can produce more cheaply or efficiently than anywhere 

else, except by constantly cutting labor costs?” (Kennedy, 1995, pp. 31-33), he worries. 

Kennedy is concerned that one country may turn out not to have anything it produces more 

efficiently than anyone else. Which would mean, in the terminology of international trade, 

that you might not have an absolute advantage in anything? The ability to export a good does 

not, however, depend on the country having an absolute advantage in productivity or not. 

What it really depends on is the countries comparative advantages. Comparative advantages, 

as opposed to absolute advantages are something that all countries have by definition. This 
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concept will be shown in the theoretical framework established later on in the paper. Other 

misinterpretations that might occur when comparing countries to big corporations is that 

strategies developed from business-theories rather than from economics might be used. 

Business-theories contain a much more aggressive terminology, since it is more a battle of 

surviving for a corporation than a county. But when these theories are applied to countries it 

might result in countries trying to protect themselves from competition. In worst-case, from 

the point of view of free trade, protectionism might be fed (Krugman, 2006). For example 

under a long period the industrial policies of Europe‟s national governments aimed at 

reinforcing the position of leading firms within their country in an effort to respond to 

growing global competition. The privileged position enjoyed by some large European 

corporations “national champions” offered them substantial monopoly power within their 

markets, and often resulted in many inefficient practices. In this manner National champions 

were sheltered from increases in both internal and external sources of foreign competition. 

Some say that these inward looking unsustainable policies came during the integration of the 

European inner market. However, as the EU moves into the globally integrated market, this 

industrial policy is seen as anachronism that restrains the ability of EU firms to compete 

successfully in the global economy (Bowen & Sleuwaegen, 1997) 

In the classical assumptions of economics, competitiveness is an expression for 

potential of increased productivity, exports and thereby increased wealth. This is, however, 

not an expression developed from competitions between countries. It is developed from trade 

policy, creating better condition for everyone dissipating, according to the case of free trade 

(Krugman & Obstfeld, 2006).  

1.4 Disposition 

In the next two sections, number two and there the theoretical framework will be presented. 

The framework rests on the assumptions of international trade theories; constituting of both 

traditional and new theories. The intention with the theoretical framework is to show how 

trade has developed, and as a consequence of this how the casual relationship between trade 

and competitiveness has changed. Once the theoretical framework has been established, an 

evaluation of competitiveness among European industries will take place in section four. The 

paper will thereafter conclude with a discussion around these results. 
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2. Traditional trade theory 

As earlier argued a natural way to gain knowledge of how the concept of competitiveness has 

developed, is to study the development of international trade theories. Countries are said to 

engage in international trade for two basic reasons, each of which contributes to their general 

gains from trade. First countries trade because they are different from each other. Nations, like 

individuals, can benefit from their differences by reaching an arrangement in which everyone 

does the things they do relatively well. Second, trade are said to arise due to imperfect 

markets and economies of scales. The theories and models presented in this chapter are 

developed from framework of Sawyer and Sprinkle (2007), Krugman and Obstfeld, (2006) 

and Markusen, Maskus, Melvin and Kaempfer (1995). 

2.1 Gains from trade 

In the traditional theories of trade countries engage in trade because they are different from 

each other. In order to explain the bases for traditional trade theories suppose that there are 

two countries, Home (H) and Foreign (F), both producing two goods each, wine (w) and 

cheese (c). Each country has one factor of production, Labor (L), which is required in the 

production of both wine and cheese. The two countries have access to the same amount of 

labor. The technology in each country can be summarized by labor productivity expressed in 

terms of unit labor requirement, which will be the number of hours required by labor to 

produce one pound of cheese or one gallon of wine. The unit labor requirements will be 

denoted by  and  respectively for Home, while it will be denoted with the same symbols 

but with an asterisk for Foreign. Thus, for Foreign unite labor requirement will be denoted by 

 and  respectively. Since we assume perfect markets, all labor is fully employed and the 

price of the goods produced equals their marginal costs, and wages will therefore equal the 

marginal production of labor. A perfect market also implies that there are no costs for 

transportation or other kinds of fractions. Both countries are also assumed to have identical 

preferences for the consumption of goods, U= f(W,C). The indifference curves are assumed to 

satisfy normal requirements
2
. Because of the fact that all countries have limited production 

resources, in this particular case Labor (L) respectively (L*), there are limits on how much 

                                                
2 Normal indifference curves have the following characteristics. 1. Only defined  in the positive (+, +) terms of 

commodity-bundle quantities. 2. Negatively sloped. 3.Complete, indifference curve never intersect. 4. Transitive 

with respect to points on distinct indifference curves. 5. Convex, indifference curves are convex to the origin. 

See Sawyer and Sprinkle (2007). 
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Home respectively Foreign can produce. Under the assumption of perfect markets and only 

one factor of production there will always be trade-offs between different goods. If wanting to 

produce more of one good a country must sacrifice some production of another good, 

resulting in the production possibilities frontier (PPF). In this particular example Home is 

more productive than Foreign in both the production of cheese and wine, since the unit labor 

requirements are less in Home in order to produce on pound of cheese or on gallon of wine 

than what it is in Foreign. Illustrated in equation 2.1 

 

Production of cheese  

 
 

Production of wine; 

 
Equation 2.1 

Home is said to have an absolute advantages in the production of both cheese and wine. With 

this knowledge one might think, just like Kennedy the historian (1995) did, that Home is 

better off without trade or that it is only Home who will benefit from trade with foreign. But 

as earlier noted it is not the absolute advantages that determine whether or not trade will take 

place between two countries, it is the comparative advantages. And since the opportunity cost 

for producing cheese (cheese in terms of wine) is lower in Home than in Foreign, Home has a 

comparative advantage in the cheese production. Illustrated in equation 2.2  

 

 
Equation 2.2 

But at the same time this also imply that Home has a comparative disadvantage in the 

production of wine, since the opportunity cost for producing wine in terms of cheese is lower 

in Foreign than in Home. Home has to give up more pounds of cheese in order to produce on 

more gallon of wine than what Foreign have to give up. Illustrated in equation 2.3. 

 

 
Equation 2.3 

Foreign is therefore said to have a comparative advantage in the production of wine. The 

opportunity costs are equal to the absolute value of the slope of the production possibilities 

frontier (PPF) of each country, graphed in figure 2.1. Each point on a country‟s production 
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possibilities frontier represents one combination of cheese and wine that Home or Foreign can 

produce.   

Home wine 

production, Qw
in gallons

Home cheese 

production, Qc
in pounds

PPF

Foreign  wine 

production, Qw
in gallons

Foreign cheese 
production, Qc
in pounds

PPF

*

*

*

*

*
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L

L

L

L

/

/

/
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a

a

a

w w

c c

  

Figure 2.1 

When allowing for free trade, according to the concept of comparative advantages, countries 

should specialize in producing the good that it produces at a lower cost relative to other 

countries. Home should thereby specialize in the production of cheese and Foreign in the 

production of wine. As Home specializes in the production of cheese, by transferring 

resources from the wine industry to the cheese industry it moves downward along its 

production possibilities frontier from the non-trading point E, toward point H, see figure 2.2.  

Home wine 

production, 

in gallons

Home cheese 

production, 

in pounds

Foreign  wine 

production, 

in gallons

Foreign cheese 
production, 

in pounds

PPF

E*

0 0*

U

U

U*0
H 

TPL

TPL

J

K

H*

K*J*

*

PPF

E 

0

U0 

Qc
*

* *L /a c

* *L /aw

Qw
*

Qc

L /ac

L /aw

Qw

 

 

Figure 2.2 

Foreign who specialize in the production of wine is transferring resources from the cheese 

industry to its wine industry. Foreign, moves up along its production possibilities frontier 
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from point E* toward H*. In this example both countries will continue to specialize until both 

countries are totally specialized. But in other cases this might not be the truth, since the 

production of one good in just one country might not be enough to cover demands in both 

countries, if it is a small and a big country trading. However in general one can say that the 

specializing will continue until at least on country is totally specialized. And in this example 

we assume that total demand of both goods will be covered when both countries are totally 

specialized. When each country specializes in the production of the good in which it has a 

comparative advantage, world output increases.    

  The trading possibilities lines (TPL), shows various combinations of goods that 

a country can consume when it specializes in the production of one good and then trade. 

Trade and specialization enables both countries to become better off, since it allows them to 

consume beyond their respective production possibilities frontier and thereby reach higher 

states of utility. 

 

2.1.1 The Factor-Proportions Theory 
If labor were the only factor of production, as the basic model of trade assumes, comparative 

advantage could only rise because of international differences in labor productivity, which in 

that case would reflect a country‟s competitiveness. In the real world however, trade is partly 

explained by differences in labor productivity, but it also reflects differences in countries 

resources. A production facility that is profitable in a country means in short that the 

managers, who had to decide where to locate it, had an understanding of the determinants of 

comparative advantage for the good that it produces. As well as a successful exporter, has 

figured out which good can be produced domestically and successfully sold to other countries 

having comparative disadvantages in the production of that good. It is, though, necessary to 

understand what causes comparative advantages in order to take advantage of them.  

 For nearly hundred years ago economists could explain trade based on comparative 

advantage, but they had not yet introduced endogenous comparative advantages in a simple 

coherent framework of international trade. In the early parts of the 20th century two Swedish 

economists, Eli Heckscher and Bertil Ohlin, came up with an explanation. Paul Samuelson 

later refined their basic idea, which is referred to as the factor-proportions theory. 

  In contrast to the basic model earlier presented, having just on factor of 

production, there are now two. Both countries have two homogenous factors of production, 

namely capital (K) and Labor (L). Both factors are needed in the production of both goods. 

The production of cheese tends to use a lot of capital relative to labor, resulting in a high 
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capital-to-labor ratio (K/L). The production of wine on the other hand requires a substantial 

amount of labor relative to capital, the K/L ratio for wine is low relative to the capital-labor 

ratio in the production of cheese. Since Home is said to be relatively capital-abundant and 

Foreign is a relatively labor- abundant means that the capital-to-labor ratio is greater in Home 

then what it is in Foreign.  

  Before Home and Foreign starts to trade with one another capital would be 

relatively cheap in the capital-abundant country, while labor will be relatively cheap in the 

labor-abundant country. These ratios will be reflected in the compensations to the factors of 

productions, wage (w) to labor, and rent (r) to capital. In this case the wage-rent ratio is higher 

in Home than in Foreign. This is captured formally in the following relationship: 

 
      Equation 2.4  

Because the wage-rent ratios are different in different countries, a country will have a lower 

opportunity cost in the production of a good where the production technique requires greater 

quantities of the abundant factor and smaller quantities of the scarce factor. In this example 

Home will have a lower opportunity cost in goods that uses more capital and less labor in the 

production, while Foreign will have a lower opportunity cost in goods that requires more 

labor and less capital in the production. This statement leads to following important 

conclusion. Home has a comparative advantage in the production of cheese and Foreign has a 

comparative advantage in the production of wine.  

  The theorem can be expressed in the following way; “a country will have a 

comparative advantage in the goods whose production intensively uses its relatively abundant 

factor in the production. A country will have a comparative disadvantage in goods whose 

production intensively uses its relatively scare factor of production” (Markusen, et al, 1995, 

pp.106). 

  This theory provides an explanation of what determines a country‟s comparative 

advantages, its abundant factor, which in turn determines what to trade. This is one of the 

most powerful statements in international economics (Krugman, 1996).  

2.2 Effects of trade   

In the simple model of trade with two goods, two countries and one factor of production, trade 

obviously leads to better conditions for people in both countries. Trade between two countries 

will occur as long as the non-trade relative prices are different in autarky. Each country‟s non-

trade relative price will determine the pattern of comparative advantage and the direction of 
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trade. It is only under the unusual case where the non-trade relative prices are identical in both 

countries, which there are no gains from trade, and therefore trade will not occur. And clearly 

the result would be another in the absence of perfect markets, resembled by transportation 

costs and falling average costs.  

  But even if the country as whole is said to be better off, there are groups within 

a country that might be worse off. In Home this will be the ones who used to produce wine, 

while it in Foreign will be the one who used to produce cheese before trade. When trade arises 

and respective country specializes in the good they produces relatively cheep, these groups of 

people might become unemployed experiencing decreased utility. The decline in utility that 

these groups are experiencing are though seen as being offset by the increase in utility that the 

expanding cheese respective wine industry in Home and Foreign adds to other groups within 

each country. As whole, the countries are said to be better off with free trade, since the total 

utility has increased (Krugman & Obstfeld, 2006).  

  Since competitiveness in this paper is defined as the potential of increased 

wealth via trade. A country‟s competitiveness according to traditional trade theories based on 

factor proportions theory is created by external abundant factors placed in the economy, 

commonly viewed as land (K) or labor (L). Initially in traditional trade theories, it is trade in 

it self that creates competitiveness.   
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3 New trade theory 

Up to this point, all international trade has been assumed to be inter-industry, meaning that 

countries only trade different goods with one another. This means that the factor-proportions 

theory leaves a large part of international trade unexplained, since trade today also consists of 

one country exporting and importing the same type of good, intra-industry trade. Since theory 

did not quite correspond to an increasing part of trade, a small group of theorists began to 

develop a new approach to international trade in the late 1970s. Reopening the most basic 

questions in the field; why is there international trade? What determines the international 

pattern of specializations? One of the most fundamental reasons to why these questions once 

again were considered as important was the new environment in which trade takes place in 

(Krugman, 1990).  

Table 3.1, shows the average share of intra-industry trade of total trade for 

various countries and groups of countries from 1970 to 2000. In order to explain intra-

industry, models based on imperfect competition and increasing returns are used, features that 

traditional trade theory leaves out.     

Average shares of intra-industry trade in manufactured goods by country group 1970 and 2000. 

               
            Average intra-industry        Change in average intra- 
                         trade in %                  industry trade in % 

                                
Country, number of country                  1970             2000                     1970-2000 

 
Developed economies (22)

1 
               35.1          62.0                     26.9 

France                 51.9          76.7                          24.8 

U.S                 36.0          59.6                          23.6 

Newly industrialized economies
2
               13.9          51.2                          37.3 

1)Developed economies include France, Germany, Italy, Japan, The U.K, The U.S, Australia, Austria, Belgium, 

Canada, Denmark, Finland, Greece, Ireland, Israel, The Netherlands, New Zeeland, Norway, Portugal, Spain, 

Sweden and Switzerland. 2) The newly industrialized economies include Argentina, Brazil, Hong Kong, Mexico, 

Korea and Singapore. Source: Adopted from Sawyer, W.C., & Sprinkle, R.L. (Red.). 2007. International Trade / 

Compiled by: Uppsala University, department of economics. Harlow: Pearson Education Limited.    
    

Table 3.1 

3.1 Explaining Intra-industry trade with Differentiated Products 

Most intra-industry trade is trade in differentiated goods between countries. Differentiated 

goods have properties that make them differ from competing goods in the same market or 

industry (Markusen et al, 2006). Earlier only homogeneous goods (i.e. one product is identical 
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to every other product produced within an industry) have been considered. However, the 

assumption that goods differ seems much more realistic, not all cars look the same nor have 

the same price. The most common assumption to make is that goods can be differentiated in 

two ways, horizontally and vertically. Horizontally differentiated goods are just a little bit 

different from each other, although their prices are similar. For example candy bars may have 

the same price but contain very different flavors. Vertically differentiated goods one the other 

hand have very different physical characteristics and different price, for examples cars. 

Most international trade in differentiated goods occurs under conditions of 

imperfect competition. Under perfect competition, a corporation cannot affect the market 

price because it is only one of many corporations that produce virtually identical goods. 

Under the assumption of imperfect competition, however, a corporation is able to influence 

the price of the product. This means that the corporation has some degree of market power. 

3.1.1Monopolistic competition 

When market powers are derived from product differentiation, imperfect competition in an 

industry is characterized by monopolistic competition. When competing under the assumption 

of monopolistic competition, a corporation has some market power derived from product 

differentiation. For example, there may be over 30 different brands of automobiles in the 

world, each brand differentiate itself by offering a different style, quality of material or 

quality of service which will lead to intra-industry trade, since people prefer different types of 

cars. In order to satisfy their preferences people are willing to pay a price above perfect 

competitive prices. By differentiate its products a corporation can compete under 

monopolistic competition, and intra-industry trade will occur because of different demands. 

Banks, automobile industries, and convenience stores are all examples of monopolistic 

competition. But if there are big revenues in one monopolistic industry other corporations will 

try to enter the market, leading to decline in revenue. Just like competition under perfect 

markets. There are though, in some markets factors making it hard to enter for example 

industries that require high fixed costs. It is hard to borrow money in order to set up a paper 

mill, which is a god example of a corporation with potentials to economics of scales.  

3.1.2 Economies of scales 

A common explanation of intra-industry trade in differentiated products is economics of 

scales (Sawyer & sprinkle, 2007). But as opposite from monopolistic competition, it will 

result in goods being offered to a lower price. When a corporation is subject to economies of 
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scales the cost per unite produced falls, as the production of a good increases. This 

phenomenon is also known as decreasing coasts or increasing returns to scale.   

In order to explain intra-industry trade using internal economies of scale, 

consider a situation where both a Swedish automobile firm and a German automobile firm 

produce two types of cars; full-size cars and subcompact cars Both firms have identical cost 

condition in the production of both types of cars, so they will have the same long-run average 

cost curves (AC). This means that both firms will face decreasing unite coasts for both full-

size and subcompact cars. Shown in figure 3.1. In the figure both firms have decreasing unit 

costs over the first 225,000 units produced per year. When the production goes beyond this 

amount the unit cost will be constant. Point C is called the minimum efficient scale of plant 

size, meaning that 225,000 units are required in order to minimize per-unit costs.

 

Average CostAverage Cost

Number of 
Subcompact Cars

Number of 
Full-Size Cars

ACAC

ACAC 11

ACAC 00 A`A

B`B

C`C

0 0 75,000 75,000 150,000 150,000 225,000225,000

 

Figure 3.2 

Assume that the Swedish and the German firm both produce and sells 75,000 full-size and 

75,000 subcompact cars in their respective country indicated in the figure by point A and A`. 

Because cost and price structures are the same and since there are barriers to free trade, 

initially there is no trade. But when removing the barriers for free trade in the automobile 

market between Sweden and Germany the total demand for full-size and subcompact cars in 

the combined German-Swedish market is 150,00 full-size and 150,00 subcompact cars. This 

combined larger demand for cars will allow one of the firm to produce more full-size, and one 

to produce more subcompact cars in order to take advantage of the economies of scales. As 

the Swedish firm increase output from 75,000 to 150,000 full-size cars unite costs for the firm 

change from point A to B, while its unite costs decline from AC0 to AC1. Compared to the 

German firm the Swedish firm can now produce full-size cars at a lower cost. In addition the 
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lager demand for subcompact cars would allow the German firm to produce more subcompact 

cars and likewise take advantage of economies of scales. As the German firm increases output 

from 75,000 to 150,000 subcompact cars, unite costs for the firm fall from AC0 to AC1 from 

point A´ to B´. With free trade Sweden would export full-size cars to Germany, while 

Germany would export subcompact cars to Sweden. As a result, economies of scales also can 

be used to explain intra-industry with differentiated goods. 

3.2 Traditional versus New trade theories 

Traditional trade theories view world trade as taking place entirely in simple basic goods like 

wheat, where new trade theory sees it as being largely in modern complex goods like 

aircrafts. But since a part of world trade still is in goods like wheat, and since even trade in 

aircrafts is subject to some of the same influences as trade in wheat, traditional theory has by 

no means been offset completely. Yet new trade theory introduces a whole set of new 

possibilities and concerns. The differences are though obvious when comparing the two 

approaches with each other.  

Beginning with the most basic question: why is there international trade? 

According to classical assumptions it is because countries are different. The differences 

between countries that drive trade might be found in the initial resources, technologies, or 

even tastes. But in any case, traditional theory takes it for granted that countries trade in order 

to take advantage of their differences, and that trade only takes place in homogeneous goods. 

New trade theory on the other hand acknowledges that differences between countries 

sometimes are the based for trade, but also adds that countries may trade because of inherent 

advantages of specializations or because of imperfect markets. For example the economies of 

scale in aircraft manufacture are so large that the world market can only, at best, 

accommodate only a few. Even if Sweden and Norway were identical, which they in many 

aspects are, it is most likely that only one country produces jet aircrafts, and as a result there 

must be trade in order to allow the centers of production to serve the world market. In other 

words new trade theories are more up to date (Krugman, 1990).  

What then determines the international pattern of specialization in new trade 

theories? In traditional theory the answer emerges from the explanations of trade itself. 

Countries produce goods that would have been relatively cheap in the absence of trade. A 

country will produce the goods in which they have a comparative advantage of producing. 

New models of trade suggest that the actual location of the production can to some degree be 

external, explaining why firms within an industry tend to cluster geographically. But it could 
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also to some degree be determined internally, as a crucial role of history, since where an 

industry initially got established, increasing returns keeps the industry there (Sawyer & 

Sprinkle, 2007). These differences between traditional and New trade theories shows how the 

focus of competitiveness has moved from being external given, depending on the factor 

endowments in the country, to become internal created.  

More comprehensively explained; as trade today is not just consistent with 

perfect markets and one way trade in homogeneous goods, industries and corporations have 

potential to gain market power and thereby the ability to create competitiveness. From this 

point of view it is the corporations and industries that creates competitiveness that derives 

trade, being the opposite direction compared to the traditional view. At the same time new 

trade does not offset traditional trade theories completely since it is still a fundamental part in 

our understanding of gains from trade, and the fact that some trade still take place in wheat 

and corn.  
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4. Competitiveness –an evaluation 

In the theoretical framework presented, analyzing international trade, it has been assumed that 

countries have a comparative advantage in producing different types of goods. In our example 

Home has a comparative advantage in producing capital-intensive goods, while Foreign has a 

comparative advantage in producing labor-intensive goods. Comparative advantages based on 

the factor-proportions theory are the foundation for our understanding for gains from 

specialization and trade. Within this framework we were also able to determine the effects of 

trade. However, this way of analyzing trade was developed when trade itself in major parts 

were about wheat and corn. Today countries are trading cars, hi-tech products and other 

manufactured goods.  

In the seventies economists started to experiment with models based on 

imperfect markets and economies of scale, phenomena more realistic to the environment in 

which trade take place. These models resulted in new trade theory that can explain trade 

between similar countries in similar goods, intra-industry trade. In new trade theories it is 

rather the industries or the corporations itself that inherit or creates competitiveness through 

product differentiation and economies of scales. But even though trade today mostly consists 

of intra-industry trade between industries, explained by new trade theories most 

competitiveness measurements consist of aggregated national measurements based on inter-

industry trade between countries, explained by traditional trade theories.        

The aggregated measurement of a country‟s competitiveness is not just 

inconsistent with trade today. It is also inconsistent with the way competitiveness is created. 

To get a deeper knowledge of what really creates competitiveness, measures should be 

developed from industries, which in turn can be compared to likewise industries in other 

countries. With the knowledge, whether an industry is competitive or not, one would actually 

be in the position to draw some conclusions of what in this time, in this place, in this context 

actually creates competitiveness. Since the environment in which trade evolves changes, so 

should the way measuring competitiveness do.  

Today most competitiveness measurements are based on aggregated national 

measurements while the presumptions for trade are created at an industrial level. This paper 

will from now on argue for an industrial perspective in order to establish competitiveness for 

a country or a geographic area.  
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4.1 Empirical findings for competitiveness in European industries  

The analysis of competitiveness in European industries begins with an examination of labor 

productivity growth in 56 industries contrasting with experiences in the U.S in the same 

industries. The choice of labor productivity growth as an indication of competitiveness since 

it has turned out to be one of the most stable measurements correlating with increased wealth 

Van Ark (2004). The aim of this evaluation is to identify which factors creating 

competitiveness in European industries over the years 1995-2003.  

In order to do so the industries in which competitiveness has declined or 

emerged compared to the US will be closer analyzed to identify which structural features that 

reenter when competitiveness is emerging, respectively declining. To distinguish the features 

creating competitiveness from the one that do not, an industry scheme carried out by 

O‟Mahony and Van Ark (2004) will be used. The scheme, grouping the 56 industries into 

different groups based on structural features like use of high or low skilled labor, whether 

they uses or produces ICT- Information, Communications and Technology (high technology) 

or not
3
. Labor productivity is defined as the value added at constant prices divided with hours 

worked in each industry.   

Annual growth in labor productivity, US and EU-15, 1995-2001, 2001-2003 

   US  EU-15      

    
 1995-01  2001-03 1995-01  2001-03  

 

Agriculture    9.0                   - 2.9              3.5        0.4aaaaaaaaaaa                  

Forestry    3.7                   7.7             2.4       3.1 

Fishing                             13.5                 - 2.1  0.3        0.3aaaaaaaaaaa 

Mining and quarrying                          - 0.2                   - 3.3           3.5        2.8 

Food, drink & tobacco                         - 6.0            1.3              0.8         1.1aaaaaaaaaaa 

Textiles     2.1            4.9 2.1         0.6 

Clothing    5.4            4.4        3.3         1.9aaaaaaaaaaa 

Leather and footwear   0.1                  - 0.8 1.2                    -1.4 

Wood & wood products                         - 0.8          5.0     2.2                     1.7aaaaaaaaaaa 

Pulp, paper & paper products      1.2            1.9 2.9         1.2 

Printing & publishing                         - 0.5           0.8             1.9         1.6aaaaaaaaaaa 

Mineral oil refining, coke & nuclear fuel   0.6                  - 1.0                   - 1.0                   - 2.3 

Chemicals   1.9                     5.2 3.8         5.3aaaaaaaaaaa 

Rubber & plastics  4.1                4.0             1.3         2.5 

Non-metallic mineral products                 0.5            4.0 1.5         1.1aaaaaaaaaaa 

Basic metals                                         2.7            4.7             1.3         1.2 

Fabricated metal products       0.2            2.8 1.1         1.3aaaaaaaaaaa 

Mechanical engineering                         - 2.0            4.5             1.2         1.6 

Office machinery                           48.1                    44.9                   44.6                  51.0aaaaaaaaaa 

                                                
3 For a simplified version of the taxonomy scheme see appendix A. 
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Insulated wire          3.8          4.9               0.2                  - 0.9 

Other electrical machinery                         - 3.2          8.3  1.9                  - 0.9aaaaaaaaaa 

Electronic valves and tubes                           51.8                   19.8                  56.8                   14.2 

Telecommunication equipment                       - 1.2                  - 0.4               0.3                  - 4.9aaaaaaaaaa 

Radio and television receivers                         - 8.0         8.9                   - 7.0         3.4  

Scientific instruments                         - 6.2         1.5                   - 7.8        0.8aaaaaaaaaa 

Other instruments                       4.5          1.8               3.5          3.3 

Motor vehicles   1.3                   11.8             0.5         2.1aaaaaaaaaa 

Building and repairing of ships and boats 3.3             2.4              0.8          1.3 

Aircraft and spacecraft  2.3           2.0               0.5          0.3aaaaaaaaaa 

Railroad and other transport equipment 4.3             1.2               1.0          5.4 

Furniture & miscellaneous manufacturing 2.6             2.5               1.6          0.0aaaaaaaaaa 

Electricity, gas and water supply 0.1             4.2              5.7          4.3 

Construction                                                   - 0.3                   - 0.4             0.7          1.4aaaaaaaaaa 

Sales and repair of motor vehicles1                 -6.9           2.7             0.8           2.1 

Wholesale trade and commission trade2   7.5            3.3             1.7           1.8aaaaaaaaaa 

Retail trade2 and repairs3,                         6.6             2.6            1.2           1.2 

Hotels & catering                           - 0.2            0.7                   - 0.9                    - 1.4aaaaaaaaaa 

Inland transport  0.6             0.5  2.4          0.2 

Water transport   2.2                   - 6.3          2.6            2.8aaaaaaaaaa 

Air transport       3.5                  12.6         3.6                    -0.4 

Supporting transport activities 3.6             4.8        1.5              0.6aaaaaaaaaa 

Communications  6.9              6.0  8.9             6.3 

Financial intermediation,  4.4               4.5            4.2            0.7aaaaaaaaaa 

Insurance and pension funding  0.6                    - 0.3           0.1            1.9 

Auxiliary financial services                    10.0               8.2            0.4           0.2aaaaaaaaaa 

Real estate activities                          0.9                    - 0.2                  - 0.6                    - 0.1 

Renting of machinery and equipment               5.8                0.3          1.6                    -1.5aaaaaaaaaa 

Computer and related activities                      - 4.4              8.5  1.6           1.5 

Research and development     1.9                    - 0.9                   - 1.1         0.0aaaaaaaaaa 

Legal, technical and advertising                       -0.1              1.9           0.7                   - 0.8 

Other business activities  0.8               2.4                   - 1.1        2.7aaaaaaaaaa 

Public administration4   0.8                 2.2           1.0           1.1 

Education                           - 2.1                0.1            0.3                   - 0.8aaaaaaaaaa 

Health and social work                         - 0.3                0.5           1.0           1.9 

Other services5                         - 0.7                0.8           0.4          0.4aaaaaaaaaa 

Private households with employed persons    - 1.0                   - 4.0          0.1                   - 1.0 

Overall labor productivity growth  3.2  3.7  3.0  2.2aaaaaaaaaa 

 

Notes: 1. Includes motorcycles and retail sale of automotive fuel; 2. except of motor vehicles and motorcycles; 3. 

Repair of personal and household goods; 4. including compulsory social security; 5. other community, social and 

personal services. Source; Adapted from Mary O‟Mahony and Bart van Ark, Eu productivity and 

competitiveness: An industrial perspective. European Communities, 2003. And authors´ calculations. Data from 

Groning Growth and Development Center, The Industry Labor Productivity 60 industry Database, 2005. 

Table 3.1 

From the figures in table 3.1 one can read that the overall labor productivity growth is lager in 

the US than in the EU(15) for both periods compared. The industry that has the largest overall 

increase in productivity is though the Electronic valves & tubes industry in Europe. During 

the first period their growth in productivity increased with 56.8% in general. This extremely 

high rate has declined during the second period but is still very high 14.2%. The industry that 
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had the highest growth rate during the second period was also a European industry namely; 

Office machinery, which had a growth rate of labor productivity at 51%. The industry in the 

US that had the highest growth rate during the first and second period investigated was also 

Electronic valves & Tubes respective office machinery. These types of industries are both 

characterized by producing new technology and using high skilled labor in the production.
4
 

Other industries characterized by the same futures as the one mentioned are the 

Telecommunication equipment and Radio & television receivers industries. Both showing 

positive labor productivity growth during the second period, but not during the first. Other 

industries with similar structures to these industries are the one with high skilled or 

intermediate high skilled labor in the production but that intensively uses new technology 

instead of producing. These industries are Other instruments, Building & repairing of ships & 

boats, Aircraft & spacecraft, Railroad & other transport equipment. All showing positive 

productivity growth rates in both periods for European industries, where the highest rate was 

found in the Railroad & other transport equipment industry: 5.4% during the second period. 

Obviously high skills and high technology industries are showing positive productive growth 

rates in European industries, however, the growth rates are even higher in most of the 

commentated industries in the US. Other industries in Europe that have positive labor 

productivity growth rates are the Chemical, Electricity gas & water supply and the 

Communications industries all using high skilled labor in their production, but no new 

technology, either producing or using. 

The industry in Europe that has decreased the most in labor productivity growth 

compared to the same industry in the US is the Air transport industry. During the second 

period it increased in labor productivity with 12,6% in the EU while it decreased with 0.4% in 

Europe. The air transport industry is characterized by high intermediate labor skills, but no 

new technology, neither producing nor uses. Other industries that are declining in labor 

productivity growth in Europe but are rising in the US during the later period are Insulated 

wire and Other electrical machinery, both industries characterized by low skilled labor and no 

new technology, neither producing or intensively uses. 

The primary purpose with highlighting the large variation in labor productivity 

performance across industries is to show all the variations of productivity performance not 

observable in aggregate data, while at the same time not getting lost in too much detail. The 

overview of labor productivity across industry focus has yielded a number of useful 

                                                
4 See the taxonomy scheme in appendix  
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conclusions. Fist labor productivity growth from the mid 1990s is heavily concentrated in 

industries that either produce or intensively use the new technology and requires high skilled 

labor. However the EU has not experienced the same growth spurt in these sectors in the same 

magnitude as the US. The industries that showed poorer performance in Europe mostly 

appeared in sectors characterized by non use of new technology and low skilled labor.  

4.2 Combining Traditional and New trade theory  

According to the framework presented trade today does not, however, only consist of intra-

industry trade either. New trade theory advocate imperfect markets and economies of scales 

as explanatory for trade, but it still acknowledges that some trade of today take part as a result 

of countries or a geographic area´s different factor endowment. In order to really capture the 

way competitiveness is created, an evaluation of competitiveness should both consist of the 

presumptions for an industry given by the factor endowments and the one created within the 

industry itself. In this analyze, combining traditional and new trade theories the basic ideas 

are taken from Bowen & Sleuwaegen (2007).  According to traditional and new trade theories 

the features that create competitiveness can either be of external and/or internal nature. In this 

analyze internal advantages will be resembled with firm-specific features like technology, 

features that the firm can effect and thereby creating competitiveness through market power 

and intra-industry trade. While the external advantages will be resembled to comparative 

advantages like capital to labor ratios in the region where the firm is located, features that the 

individual firm can not affect but that either promotes competitiveness or not.  

In the analysis of internal and external advantages in European industries that 

Bowen & Sleuwaegen (2007) perform, an industry having both an external and internal 

advantage is suggested to be favorable located in the EU and that EU firms are having 

specific advantages relative to its rivals. Conversely, an external and internal disadvantage 

indicates that EU is an unfavorable location with lack of firm specific advantages. Industries 

experiencing external advantages but internal disadvantages indicate that EU is a favorable 

location but also lacks firm specific advantages. Finally, an industry that evidences an 

external disadvantage but an internal advantage suggests the EU is an unfavorable location 

and that EU firms, since they possess firm-specific advantages, are likely to relocate their 

activities outside of the EU. In order to measure the internal and external advantages two 

indexes are used, (RIA) revealed internal advantage and (REA) revealed external advantage.  

RIA measures the relative market share of production in an industry held by 

European firms. The index is calculated by dividing the market share of EU production held 



 
25 

 

by leading top five EU firms relative to the production share held by leading top five non-EU 

firms. Values of RIA above 1 indicate a relative dominance by EU firms. Such dominance is 

said to reflect internal firm-specific advantages of EU firms compared to foreign rivals.
5
 The 

second index is the ratio of EU exports to EU imports in a given industry. This index of 

revealed external advantage (REA) captures the extent of a sector‟s global or external 

advantage. Values of REA above one indicate an external advantage.  

In the analysis of European industries internal and external advantages for 1987 

and 2000 Bowen & Sleuwaegen find that industries like “Aerospace” evidences both an 

external advantage and an internal advantage in both 1987 and 2000. Conversely, industries 

like “Computers” and “other foods” evidence both an external and internal disadvantage in 

both years. Other industries that also experienced internal and external advantages both years 

are “beer”, “cars”, “chemicals”, “general machinery”, “machine tools”, “steel” and “textiles” 

just to mention a few. Industries that experienced an internal advantage and an external 

disadvantage both years are industries like “clothing”, “fish”, “fruit and vegetables”. From the 

industries that has experienced an internal disadvantage and external advantage in 1987, there 

is no industries left in 2000.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                
5
 Some might say that a high value of RIA may also indicate protection and other institutional barriers to entry, 

or it may reflect that an industry is “local” in that the costs of trade or investment are too high relative to the 

value of the product for foreign firms to produce within the EU. For such industries, one would expect an 

internal advantage to be associated with an external disadvantage. 
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5. Discussion  

Even though there is no universal definition of competitiveness among countries, it is difficult 

to measure and almost hopeless to interpret, there is still a universal interest in the concept. 

The aim of this paper has been to theoretically establish a framework for 

international trade based on the assumptions of international trade theories, in order to 

determine which industries in Europe that can be seen as competitive and to show how the 

concept of competitiveness has developed and therefore should be measured. Because of the 

evolution in trade it has been argued that competitiveness can best be determined by 

investigate the source of competitiveness, in this paper represented by an industrial 

perspective.  

Based on the findings of the empirical evaluations of Europeans industries 

competitiveness, industries that either uses or produces ICT combined with high skilled labor 

are industries that can be seen as most competitive. Industries which posses these kinds of 

features are also assumed to be the most positive towards further liberalization of the 

European Union. The result of the labor productivity analyze were also supported when 

combining traditional and new trade theories represented by internal and external advantages 

for different industries in Europe. Industries having both an internal and external advantage in 

Europe where industries like aircraft, chemicals, general machinery, machine tools and steel.  

Even though there are some competitive industries in Europe, the general 

concerns over the fact that the EU actually has been, or are about to lose something important 

in the process of international competition remains, and are in some way confirmed of the 

overall higher labor productivity growth rate in the US. According to Bowen & Sleuwaegen 

(2007) this is a result of the fact that industries in Europe have been protected from global 

competition. When the integration of the inner market of the European Union took place, high 

quotas and tariffs protected the European production of goods from international competition. 

As a result European industries did not experience the same pressure of competitiveness from 

international competition that industries in other countries did, for example the U.S. This in 

turn might have lead to the fact that industries in Europe are not as competitive as they could 

have been. Too much rules and bureaucracy restrains the development of efficient industries 

in Europe today. Restraints that did not matter as long as European countries mostly traded 

with each other, all subject to the same restraining rules, but when exposed to increased 

international trade the inertias undermined the competitiveness of European industries. These 
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findings are also supported in the Austrian economist Joseph Schumpeter comprehensive 

work of the importance of competition for innovation and productivity growth. According to 

orthodox Schumpeterian hypothesis a corporation being exposed to increased competition 

will become more innovative or better at assimilate new knowledge in order to prevent being 

wiped out. However, there are also other arguments in the economic literature claiming that 

increased competitiveness and easy access to product markets will have a positive effect on 

economic growth. For example, if there are a large number of corporations in an economy the 

probability of technical brake through will increase, which in turn will increase the labor 

productivity. A large number of corporations will also probably increase the investment in 

research and education. Both old and new studies of differences in productivities point out the 

positives effects of global competition (Erixson, 2008).                  

The entrepreneur are also ascribed some importance in the Schumpeterian 

framework, since the entrepreneur creates dynamic irregularity in the economy through his or 

her activities. These irregularities will lead to temporary monopoly revenues. However, there 

are also economists that oppose to the thought of giving entrepreneurs a key position when 

analyzing macroeconomic theories of productivity, since entrepreneurs are not subject to a 

poor resource (Maddison, 1991, s. 21). This argument does not exclude the potential of 

society‟s institutions being more or less developed in order to suite the entrepreneurs.  

A reasonable explanation to the high U.S productivity growth in the end of the 

20
th

 century and in the beginning of 21
st
 century might be that the U.S has more favorable 

conditions for new corporations and the expansion of these during the fragile state of 

expansion. Both economics and business people have highlighted the importance of well-

developed finance market, especially for risk capital in the U.S (Erixson, 2008).                              

Because of the development in trade, it has been argued in this paper that the 

creation of competitiveness should be seen from the perspective of industries. However the 

problem with adopting an industrial perspective in order to determining competitiveness relies 

in the hardness of getting correctly collected data. In order to pinpoint every industry in every 

detail requires a lot of recourses. The Gronning development database and the OCED 

database STAN are however well designed databases, covering a lot of industry specific data. 

Unfortunate these databases are not updated very often, which explains why the data used in 

the paper only was covered until 2003. But simultaneously the databases in the U.S and 

Canada are updated at an industrial level until 2006. Are competitiveness data more 

prioritized in the U.S and Canada?  
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After all, in the end the only thing effecting competitiveness is action taken by people. In a 

utopia of free trade no boundaries or transportation costs or other frictions will exist. What 

eventually will create competitiveness are comparative advantages based on factor 

endowments in a particular region and the policy applied, represented by the society‟s ability 

to adapt new structures supporting different types of trade. This in turn will support an even 

closer and more individual evaluation of different industries when determining 

competitiveness.          
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Appendix  

A large number of variables can help determine and explain a country‟s or industry‟s growth 

performance. Developing taxonomies should give important insights into the importance of, 

for example, higher ICT capital intensity or more innovative activities. In this draft two such 

taxonomies are considered. These are: 

 

1. ICT taxonomy –Information and Communications Technology, this groups industries 

based on whether they produce ICT goods and services, whether they intensively use ICT or 

if they do not use ICT intensively.  
ICTPM=ICT Producing Manufacturing, ICTPS=ICT Producing Services, ICTUM=ICT Using 

Manufacturing, ICTUS=ICT Using Services, NICTM=Non-ICT Manufacturing, NICTS=Non-ICT 

Services; NICTO=Non-ICT Other. 

 

 

2. Skill taxonomy – this focuses on general labor force skills, defined by educational 

attainment. The taxonomy distinguishes four groups ranging from high to low-skill intensive. 
HS=High skilled, HIS=High-intermediate skilled, LIS=Low-intermediate skilled, LS=low-skilled. 

 

Taxonomy scheme       

    
Industry    ICT taxonomy  Skill taxonomy 
  

Agriculture    NICTO   LS aaaaaaaaaaaa  
Forestry    NICTO   LS  

Fishing    NICTO   LS  aaaaaaaaaaaa 

Mining and quarrying   NICTO   LS   
Food, drink & tobacco   NICTM   LS  aaaaaaaaaaaa 

Textiles    NICTM   LS  

Clothing    ICTUM   LS  aaaaaaaaaaaa 

Leather and footwear   NICTM   LS  
Wood & products of wood and cork  NICTM   LIS  aaaaaaaaaaaa 

Pulp, paper & paper products  NICTM   LIS  

Printing & publishing   ICTUM   LIS  aaaaaaaaaaaa 
Mineral oil refining, coke & nuclear fuel NICTM   HS  

Chemicals    NICTM   HS aaaaaaaaaaaa 

Rubber & plastics   NICTM  LS  
Non-metallic mineral products  NICTM   LS  aaaaaaaaaaaa 

Basic metals    NICTM  LS  

Fabricated metal products   NICTM   LIS  aaaaaaaaaaaa 

Mechanical engineering   ICTUM   LIS  
Office machinery   ICTPM   HS  aaaaaaaaaaaa 

Insulated wire   ICTPM   LIS  

Other electrical machinery and apparatus ICTUM   LIS  aaaaaaaaaaaa 
Electronic valves and tubes   ICTPM   HS  

Telecommunication equipment  ICTPM   HS  aaaaaaaaaaaa 

Radio and television receivers  ICTPM   HS  
Scientific instruments   ICTPM   HIS  aaaaaaaaaaaa 

Other instruments   ICTUM   HIS 

Motor vehicles   NICTM   LS  aaaaaaaaaaaa 

Building and repairing of ships and boats  ICTUM   HIS   



Aircraft and spacecraft   ICTUM   HIS  aaaaaaaaaaaa 

Railroad and transport equipment  ICTUM   HIS  

Furniture, miscellaneous manufacturing  ICTUM   LS  aaaaaaaaaaaa 

Electricity, gas and water supply  NICTO   HIS  
Construction    NICTO   LIS  aaaaaaaaaaaa 

Sale, and repair of motor vehicles1 NICTS  LIS 

Wholesale trade and commission trade2  ICTUS   LIS  aaaaaaaaaaaa 
Retail trade2 and repairs3  ICTUS   LIS 

Hotels & catering   NICTS   LS aaaaaaaaaaaa 

Inland transport   NICTS   LIS 
Water transport   NICTS   LIS  aaaaaaaaaaaa 

Air transport    NICTS   HIS  

Supporting transport activities  NICTS   HIS  aaaaaaaaaaaa 

Communications   ICTPS   HIS  
Financial intermediation,   ICTUS   HS  aaaaaaaaaaaa 

Insurance and pension funding,  ICTUS   HS  

Auxiliary, financial services  ICTUS   HS  aaaaaaaaaaaa 
Real estate activities   NICTS   HS  

Renting of machinery and equipment  ICTUS   HIS  aaaaaaaaaaaa 

Computer and related activities  ICTPS   HS  
Research and development   ICTUS   HS  aaaaaaaaaaaa 

Legal, technical and advertising  ICTUS   HS  

Other Business activities   NICTS   HS  aaaaaaaaaaaa 

Public administration4  NICTS   HS  
Education    NICTS   HS  aaaaaaaaaaaa 

Health and social work   NICTS   HIS  

Other services5    NICTS   LS  aaaaaaaaaaaa 

Private households with employed persons NICTS   LS 

 
Notes: 1. Includes motorcycles and retail sale of automotive fuel; 2. Except of motor vehicles and motorcycles; 

3. Repair of personal and household goods; 4. Including compulsory social security; 5. Other community, social 

and personal services. Source; Adapted from Mary O‟Mahony and Bart van Ark, Eu productivity and 

competitiveness : An industrial perspective. European Communities, 2003. 
 


