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FOREIGN TRADE CONCENTRATION AND PROFITABILITY
IN OPEN ECONOMIES *

' Introduction

During theFTast two. decades, empirical research has. prouided ’

: usefuI “insights into the reTat1onsh1p between 1ndustr1a1 structure I
‘«and performance, but the maJor1ty of these stud1es 1nv01ved ‘the eco-

;'njnom1es of the Un1ted States, Canada and Br1ta1n T Louis Ph11ps []5]

‘ :»recentTy comp]eted a study of the 1ndustr1a1 structure of- Common ,

Market countr1es, a part of which ana]yzed the emp1r1ca1 re]at1on

- ‘between rates of return and 1ndustry concentrat1on 1n BeTg1um, France
'and Ita]y Wh11e this study f111ed a gap in the Common Market 11tera-

ture, Ph11ps resuTts concern1ng the concentrat1on prof1tab1]1ty re]a-

t1onsh1p did not conform weII ‘to resu]ts obta1ned in.-similar’ studles

- - for other countr1es : Us1ng a_model where rates of return are exp1a1ned»f o
';'by 1ndustry concentrat1on and a dummy for techno]og1ca1 barr1ers to
",Nentry, PhT1ps detected a negat1ve reIat1onsh1p between average rates
R of return -and 1ndustry concentrat1on rat1os in BeTg1um and the same
: re]at1onsh1p was found in ItaIy for severaT of the years stud1ed 2
I:These unconvent1ona1 resu]ts, as’ Ph11ps po1nts out, ‘may. 1nd1cate e1ther
. data prob]ems 1nherent 1n the comp11at1on of Common Market country |
.stat1st1cs [15 pp 58 59] or ana]yt1ca1 probTems, s1nce 1ndustr1a1
concentrat1on and' other eTements of. domest1c market structure w111 not |
:accurately measure market powerv1n these small reIat1veTy open ' éco-

'-nom1es,‘as it 1s hypothes1zed to do in Targer re]at1ve1y "cTosed"» eco-

nomies such as the u. S 3 Whatever the reasons for the unorthodox _
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results obtained by Ph]ipé,-further analysis of the impact of market

structure on industry performance in Common Market countries is

necessary.

The purpose of thislpaper is to provide further empirical evi-
dence on the.ke1ati6n between industry structure and profitabi]ity

in the industrial sector of the European Economic Communi ty (E;EEC,) :

and assess the importance of foreign versus domestic factors on industry

profitabi]ity in countries Which have a ]ohgvtraditiOn of openness. 4
A mode] is deve]oped wh1ch integrates the 1mpact of 1nternat1ona1

factors such as. the degree of foreign compet1t1on,vexport1ng oppor-

’ tun1t1es, and mu1t1 nat1ona1 act1v1ty with the more trad1t1ona1 e1e-»
ments of market structure in exp1a1n1ng cross 1ndustry d1fferent1als

in price-cost margins. Section I descr1bes_the ana]ytnca] framework

and variab]es‘inc]uded in the modeT. Sect1on II presents the emp1—

rical resu]ts, and the conc]us1ons of the paper are summar1zed in

'sect1oanII;

1. Analytical Framework and Variables

A fundamenta] propos1t1on of 1ndustr1a1 organ1zat1on theory is’

‘that a re]at1onsh1p exists between industry structure and prof1tab1-
-11ty.5 Emp1r1ca1 ana]yses of this re]at1onsh1p have generally charac-

‘terized the dimensibns of market:structuke to inc]udé'the;degrée of

domestic se11ék ¢bncéntration, the growth and elasticity of'ﬁndustny
demand, and the conditions of entry. But, these'vdfiab]és will represent
an accutate_deétription of market structure only to the extent that

industries are isolated from international influences. In cases where
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_industries face significant import cpmpetition, export a“1arge portton
. of their output to- markets which differ substant1a11y from the domestic
‘one or exper1ence entry by mu1t1 national firms, pure]y domestic e]e- |
ments-of-market structure will give an incomplete account ofpcompe—.
titive conditions in the industry. Because in E.E.C. countries the
~’aboue condttions‘typica11y arise, in this study,.the'empiritai ana1y§is
~of 1ndu$try prpfitab11ity inedrporatesrnot oniy»traditidna1‘eTementS-
of" domest1c market structure, but a]so var1ab1es that capture 1nter—
nat1ona1 factors | | |

The‘1ndustry samp1e‘consistsrof 38 manufacturing industries uni-
tdrm]y defined'for Be]giun, France, Italy,’the.Netherlands; and Germany
obtained fromQInput-Output tables for E.E.C. cduntrieéh “The size |
and. compos1t1on of the samp]e was determined by the ava11ab111ty and
-comparab111ty of data for all f1ve E.E. C countr1es and the corres-
pondence,of‘1ndustry categor1es»between the 1963,Common;Market 1ndus—
:',triai;Census [leuand the Input-Output information. Theftheoretical
ratidna1é fdr'the“inc1usion of the variables in the mode! and'the
‘def1n1t1ons adopted 1n the1r construct1on are as fo]]ows
‘Prof1tab111ty S |

The dependent ‘variable utilized to represent prof1tab111ty was -
the price-cost margin, def1ned‘as the net return (before taxes) ex- i
- pressed as a percentage of industry sales.. - Uti]izing data'frdm:the
1965 Input- Output Table for Common Market countr1es, the marg1n was

:est1mated as:

#

(1) Price-cost margin (PCM) = Value added'r'PaerTT‘-hDepreciation
o S Value of Shipments
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In the Input-Qutput data, va]ue_added is obtainedeby.adding”together

Jfactor payments, taxes and depreciation By subtract1ng payro11 and

deprec1at1on from va1ue added a figure approx1mat1ng prof1t before

taxes p]us 1nterest 15 obta1ned " The d1v1s1on of th1s;f1gure by

: va]ue of sh1pments resu]tsﬁin an estimate of a profit margin or rate

of return on sa1es-' Wh11e conceptua11y it might be preferab1e't0'use :

"'_a rate of return on equ1ty est1mate, it was 1mposs1b1e to f1nd re11ab1e o

-1

data of th1s nature for uniform 1ndustry def1n1t1ons across the countries -

stud1ed 6

v.Se11er Concentrat1on

The measure of seller concentrat1on used 1n the ana]ys1s was a

weighted.four-f1rm emp]oyment concentrat1on ratio (CR) w1th.the we1ghtsﬂ

. being number of emp]oyees Values for this. concentrat1on rat1o were
estimated a1ong the lines suggested by Bain [2] from the frequency
'd1str1but1ons of employment,by-s1ze pf firm provided in the 1963

_ Common Market Industr1a1 CensuS'[21] Since»o]igopojyftheory'suggests*

that the ability of f1rms to co11ude (tac1t1y orxovert1y) in order'to ,

' ,;ma1nta1n pr1ces above 1ong run average cost of product1on is greater
in 1ndustr1es in wh1ch there are few sellers wh1ch dom1nate the market,» B

V'i1ndustry pr1ce-cost marg1ns are expected to be pos1t1ve1y related to

the degree of se11er concentrat10n
Growth. Rate in Demand | v ‘ A

Econom1c theory and emp1r1ca1 ev1dence suggests that growth in
demand may exert a pos1t1ve 1nf1uence upon 1ndustry prof1ts - When an
1ndustry exper1ences h1gh growth an- demand f1rms are 1ess compe]]ed ,

to behave as r1va1s and th1s lack of compet1t1veness may resu1t in
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temporary'Or{W1ndfa11 profits. Slow or dec]dning demand growth, on
-‘the otherehand,\mayeTead to breakdowns in collusive agreements, Th1s
- would be especially true:in:high fired cost industries where firms may
find it necessary:tovsqueeZe profit margins in order to maintain ade-
quate 1eve1svof'sa1es. A‘growth variable (GVA) was included in the

model and defined'as the_percentoge-change in va]ue added between
d1959 and 1965. ‘Theldata'for'the construction of this yeriab]e-were~
:’obtained.from‘inputeoutputvtab1es for Common Market»countrfes.* -
Consumer Goods Dummy

Industr1a1 organ1zat1on theory and emp1r1ca1 ev1dence suggests
‘that prof1ts w11] be greater in. 1ndustr1es character1zed by product
‘d1fferent1at1on since d1fferent1at1on creates barr1ers to entry
Product differentiation is, however, difficult to measure. since it
may arise fromugenuine differences in physical characteristics,_d1s4 ‘
tribution or customer services:associated'wtth competing products,

or. from spurious differences created in the minds‘of'buyers through

e sa1es promot1on techn1ques such as advertising. Bain [1] has suggested,fj.v

:dﬁthat the most 1mportant source of product d1fferent1at1on is adver-

: tjs1ng,jand that;the scopeofor,advert1s1ng.act1v1t1es»js greater‘
viforxconsumér’as;oooosed_to?producer goods.».Since'product_differen-
gitjattonfdsg1ikety¥to}be,more-important in consumer goodsvdndustriesf
gtésdummy‘yériab1e:wes:introdUced into the mode])taking,the value one

" for consumer goods and O tor producer goods 1ndUstries;fiTovthe extent
that product differentiation is an‘important barrier~tn_consumer goods
industries;‘it is ekoected that onice—cost‘margins wiiitbe higher in

these industrtes._‘.‘
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Import Compet1t1on
Domestic f1rms in re]at1ve1y "open"'econom1es exper1ence actua]
and potent1a1 import compet1t1on While it 1is trad1t1ona1 to charac-

terize f1rms in highly concentrated 1ndustr1es as those possessing .

market power, th1s 1nference can be misleading in the”context of indus-

tr1es faced with s1gn1f1cant degrees of actua] 1mport compet1t1on

'In effect, h1gh levels of 1mports ‘dilute domestic se]]er concentrat1onb
and reduce the ab111ty of domest1c firms to ma1nta1n prices above '
long-run average cQst of product1on., Moreover, modern o]1gopo]y tneory .
suggeste tnat hotentia1 competiticn through the threat‘of entry, and

by  extension, foreign entry, may also constrain domestic producers

- to-adopt priceS‘more closely approximating»competitiveJTeVels. Esposito

and Espcsito’[7} have.pointed out that foreign producers often may
more easily overcome barriers to entry faced by potential;domesticiand

foreign entrants and;'thus,.may-exert the strpngestvinf]uence upon the

K pricing desiSicns Of'domestic firms. It is expected, therefore, that
~-other‘things_equal,‘profit margins will be Tower in ﬁndustries facing

'the'greatest”degree'of actua] or potential import competition

" As a quantat1ve measure of import compet1t1on the current share -

of 1mports (M/VS) defined as 1mports as a percentage of domestic’

‘-shipments was 1nc1uded in the'mode].7 Conjecturing that the higher

the impdrt share, the greater the degree of actua]tand’potential
1mport compet1t1on, it is expected that this var1ab1e shou]d exert a
negative 1nf1uence on prof1t marg1ns 8
Export 0pportun1t1es

While it has been genera]]y recogn1zed that import. compet1t1on

cou]d have a s1gn1f1cant 1mpact on domestic 1ndustry prof1tab111ty .
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recent workCSUggesﬁSthat export‘opportunities'may also play a signi-

Al

~ ficant role. The théorétical rélationship between exports and profit-

ability yields confTiCting hypotheses. Caves [6] suggests that an

~ export market may constrain domestic producers to a more competitive

pricing behavfor.j He has demonstrated, for eXamp]e, that'in'response

to export demand a profit maximizing monopolist, who is unabie to price

discriminate between the foreign and domestic market and who facesAhonf

decreaéihg marginéi cost, wiT1‘expand total output and réducé.the’domestic
price.' He has fUrther‘argued that thié rgsu]f‘iﬁ equally plausible

uhder cdndftiqné‘of o]igopo1y; in that the presenCetof:exporf mafkets

may render $e11ers léss cdhscious of their mutual ihtefdépendence in -

the domestic mafket. In effect, a reliance on"more.competitive world VL
markets'for sales is seen ‘to dilute the market power of domestic'firms':

and lead to pﬁ{ces and profits being closer to'éompetitive levels.

For these reasons one could hypothesize that exportjﬁg WQu]d.exert.ai,

negative influence on industry profitability; _

A number of.arguments, howevgr, run counter to thié?conf]usioﬁ. 
In the Caves ana1ysis, for instance, if*thé monbpo]ist were cap§b1erf
internatidna1\price discrimination and the world dehand;curve were |
more elastic fhén.the‘domeStic-one, then an exbathon!of»equrts will
cause the domest{c price to riée. A similar conc]usibnfis éuggested L
by the thebries 6f two-Way intérnationa] trade whicﬁ’étfémpt to expiain
the pecu11arffy:that advanced countries are inqreasing1y simultaneously
éxporiing and imborting'the same manufactured gdod. While this phenoménon'

can, in part, be;attributéd to the agQregatiVe.nature of international trade_

 statistices,-the explanation proyided by the theories is the existence of
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- within a dcmestic indastry.

8
"international product diffehentiatjon". This suggests'that exporting 1ndu$tries

may’bevse111ng broducts which have a specia1‘abpea1~bn wor]dimarkets

~and hence may earn rents. abroad. EXportihg may then7be1associatede

with 1ncreased prof1tab111ty

‘4 In order to test for the poss1b1e 1mpacts of export1ng on 1ndustry

- ,prof1tab111ty.a.varjable defined as exports as a percentage of domestic

. shipments (X/7vs). was inCTuded'in the model. 'The‘data'uti1ized'in'the

construct1on of th1s var1ab1e were obta1ned from- the 1nput-output ‘
table of Common Market countr1es ‘
Mu1t1jnat1ona1-act1v1ty

A fina]eintefnatﬁenaf factOf is dfrect forefgh fhvestment:

9. As in the case of exports, the effects.

~ of foreign investment on the pekformance of host -country's industries

are too complex te'put;forth in aisfngle“hypothesis, \One.ahgumeht

suggests that direct fofeign.investment increases theﬁdegreekof;com—;r

'petitidh ihvthe host country“s industries‘since-the estabTishment of

forefgh'subs{daries constitutes de novo entry. ‘In add1t1on, since

multi- nat1onals tend. to enter 1ndustr1es in which barr1ers to entry

- are h1gh the 1ndustr1es affected by the1r entry are those in wh1ch

monopoly distortions are probab1y the greatest. If fore1gn 1nvestment

does 1ndeed provide these competitive’ effects, the prof1t rates of do-

!

mest1c firms shou]d be inversely related to the degree of pressure supp]ied-

'by the foreign*firms On the‘other hand,-itrhaS'been ahQUed that the
: behav1or of foreign subs1dar1es and host country firms may be such to

offset the al]eged compet1t1ve 1mprovements For examp]e, mu1t1—

nat1ona1 f1rms have a pred1spos1t1on for product r1va1ry and advert1s1ng




9

:These‘actiuities may simp]y increase barriers to further'entry, and

raise theh"]imjt'price" which estab]tshed'firms'may charge;- Moreover,
fn some cases entry:bY‘nu1td-nationa] firms has resu1ted=in defensive
.mergers among firms-in thethSt country Reactions. such as th1s could

rsimp]y tighten o]igopo]istﬁc collusion.. In order to test for these

possib]e effects, a Jummy var1ab1e was constructed from ava11ab1e
United- Nat1ons 1nformat1on [24]. The var1ab1e has the va1ue of one

for 1ndustr1es in which fore1gn contro]]ed f1rms account for 10% or- .

rmore of 1ndustry output, assets, or emp]oyment, and zero for the

’rema1n1ng industries.

II. Stat1st1ca1 Resu]ts

The est1mat1on procedure ut111zed to ana]yze the re]at1onsh1p

' between pr1ce cost margins and- var1ous 1ndustry structura] characteris~
“tics wasto1nt generaljzed_1east squares (JT/GLS). ~ The resu1ts
‘obtained'fromfaniordinary least squares estimation of the equations

by country suggested that contemporaneous correTatiohﬁof,disturbances

. ; S e s TR L P
across equations posed estimating problems. - Under such circumstances

' these OLS estimates will not be efficient. The use of the JT/GLS

procedure will yield at least asymptotically more5effic1ent;e5timatorsd

than the single equation lTeast squares'estimators; For comparison

"~ purpose the results obtained from both estjmating,procedures are_pre-

~ sented in Table 1. While, the pattern of’resu1ts obtained frOh‘the

OLS and the JT/GLS est1mat1ng procedures is s1m1]ar, the standard

errors of the est1mated coeff1c1ents are Iower as expected,: when the

-]ater techn1que is used. This is notvalways reflected by an-1ncrease ,

in t-va]uessbecausefaidifferent quadratic“fOrm is minimfzed under the

~ JT/GLS, and the coefficient estimates differ.
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TABLE 1: Ord1nary and Joint Genera11zed Least Squares ‘Regression Equat1ons Explaining
- Price-Cost Margins in Common Market Countr1es, 1965.

(t-values in parentheées)

_Country ‘Method 6f‘EStfmation ~Intercept CR GVA CGD - MND X/VS M/VS . R2 | ‘F(7,30)
Belgium - ' jOle/“‘ 14.543 0400 .023 3.3] - -2.43 -.143  -.2548 .27 1.95¢
T o (2.80)  (.633) (1.15) (.882) ‘(,729) (1.13)  (2.47) R
‘Belgium | gT/ase/ 12,077 027 .017b. 3.94C  _.251  -.063  -.242°
| S o (3.88)  (.865) (2.08) (1.38) (.174) (1.11) = (4.96)
France - oS 16,132 2382 .066P 2.48 -5.43  -.558b . 547D Y 3.73%
| (2.84) (2.67) (2.13)  (.604) (1.38) (2.19) (2.25) |
" France . JT/6LS 15.932 . .118b .0572 3.20  -5.12b  -.305¢ - 4472 ’
o ~ ' (3.76) (2.22) (3.26) (.882) (2.36) (1.93) - (3.02)
Italy =~ - s . 6.69 128  .031 4.64  5.96 . -.274 -.168 . .25 1.71
‘ o . (.991) (1.48) (.707) (1.08) (1.33) (1.50)  (.774)
Italy JT/GLS 8.98> .03  .025 5.08¢ 3.05 = -.249® -.023
S | (1.97)  (.689) (1.06) (1.39) (1.17) " (2.23)  (.183)
Netherlands oLS 51198 -127 . -.009 -22.82D -22.06C " .412  -.459¢ .27 1.94¢
o R (2.52) . (.562) (.712) (1.90) (2.02) (1.12) (1.34) o
Netherlands C O UT/GLS ¢ 48.228  -.090 -.008 -21.59D -18.38C . .413 - -.492C
S B (2.57) - (.441) (.715) (1.87) (1.85) - (1.26) (1.56) "
_ Germany - oLs 8.48¢  .176% ..094€ 2,50  5.62 -.191  -.477b - .32 2.40b
| . © (149 (1.36) (1.65) (.713) (1.55) (1.10) (2.42)
Germany . JT/GLS . ' 11.692 .099¢ 036C 3.52 2.38 -.018 -.4062

(3.21) (1 35) (1 31) (1. 19) (1‘33) (.185) (3'76)

The s1gn1f1cance of the coefficients was tested us1ng a one- ta11 test except for the coeff1c1ents for multinational -
~activity (MND) and export. share (X/VS) where a two-tail test was used.. @ indicates that the coefficient is significant at
~the 1% Tevel while b and ¢ indicate s1gn1f1cance at the 5% and 10% ]eve] respect1ve]y

'1/ OLS indicates the méthod of ordinary. least squares .estimation.
*“2/ JT/GLS indicates the joint genera]1zed 1east squares or "seem1ng]y unre]ated est1mat1on techn1que




1 -
The following interpretations'and inferences will be Timited, for the -
sake ofibrevity, to the;resu]té obtained by the JT/GLS procedure.
| An examination of Tab]ehT 1ndicates that in all countries, hith A
- the ekception of the Netherﬁands, the domestic market-etructure variab1es
display signs which conform to theoret1ca1 expectat1on One explanation -
- for the un1que performance of the Netherlands m1ght be ‘the cons1derab1e
openness" of that economy 1n the ear]y sixties, as exemp11f1ed by a -
trade ratio (1mports as a percent of GNP) in the ne1ghborhood of 48%
‘as compared to rat1os of approximately 34%, 19%, 15% and 13% for Belgium,
Germany, Italy and France respectively. _Se}]er concentration and price— '
cost margins!were_posittvely aSsociated.» Only'the'coetficients for
Germany and france, however, were significant at a 10%'Teve1 or better.
Since concentration was found to be a oignificant contributor to profit .
margins onjy in the Targer economies’ of France and Germany; this
findingfsupports the'hypothesis—that domestic industry concentratioh .
,does-not;accUrate1y reflect the degree of monopo]y power in'sma1]h |
relatively "opéh"i economies. -The coefficients for the‘growth:rate’in
demand variab}e have the expected positiye.eign,_but werevsigniticant
at a 10% 1evef'or better, only in the cases of Be]gium; France, and
Germany. Fina]iy; the*coefficients for the consumer goods dummy exhibit
the expected positive sign, but were-on]y significant at 10% level or
| greater in.the,cases of Belgjum and Italy.. _
- With regard to the international factors, the most Striking "
”resu1ts were obtained for the 1mport compet1t1on var1ab1e 'In a1T'
countries. the coeff1c1ents for the 1mport share var1ab]e have negat1ve

~signs, .and 1n all cases except Ita]y they are s1gn1f1cant at 10% Tevel

or better Th1s resu]t not on]y 1nd1cates that actua] and/or potent1a1 foreign‘




12-

_”competitionyplays a'major roie in affecting profitability 1n‘Common g
| Market countries;'but a]so provides an eXp]anation tor the observation .
that domestic concentration‘wasrfound to be an 1nsign1ftcant determinant
“of 1ndustry prof1tab111ty in many of the countries studled
A]though the ev1dence i$ not as conc1us1ve for export1ng and -
~d1rect fore1gn 1nvestment as is in the 1mport case, the resu]ts suggest
-also that these factors have 1mportant consequences for domest1c_ :
industry profitahi11ty; In the case of exports; in all countries

except theANetherlands, the coefficient for the eXport'share variable B
“had a negative sign.. The coefficient, hoWever!‘Was'onty}significant
(at‘av]O% Tevel or better'in the cases of'France and Ttaly. Thus;;"
while not‘conc1usive, tentatfve support can beigiven to the hypothesis
that in these countries, export1ng opportun1t1es and re11ance on . export
markets may have constra1ned producers to more compet1t1ve pr1c1ng and
output}dec1s1on. The resuTts for the direct fore1gn investment dummy
- were ]ess-consistEnt. In some cases the coeff1c1ent is negat1ve while
in others ttdisfbosit1ve. In the on]y cases, however, in wh1ch the
coefficient was significant at a 10% level or greater,(France»and the
Nether]ands),'1t<had a negatdve s1gn;- Taken as a whole, this result
does then provide some evidence that de‘novo entry by 1nternationa1
:f1rms 1eads to more compet1t1ve outcomes in host country markets

A f1na1 test was undertaken in order to assess the contr1but1on »

of 1nternatjona1Afactors~(MND,X/VS, M/VS) 1n_exp]a1n1ng tnterf1ndustryf
.differentia1s'inlprice-cost margins. bThe_error sumbot squares was'com- ‘
puted for-an:ordinary Teast squares-estimate\of both a restricted Form'

. of the model (including only the~domestic‘variab]es)'and an unrestricted



form (fnc]uding both domestfc and internationa1 variab1es) of the
;modelo The significance of internationaf'factors was then determined
- by an F-test‘for the reduction in‘error‘sum of squares.between the

restricted and unrestricted regression mode]s 12

'The,FvvaTues obtained
were statmst1ca11y s1gn1f1cant at a 10%‘1eve1 or better fn all cases.
Internat1ona1 factors aré thus seen to. be stat1st1ca11y 1mportant 1n7"

“affecting prof1t margins in Common Market countr1es o

The emp1r1ca1 resu]ts of this study prov1de also. some 1nd1rect
eVidence on the pos§1b1e 1mpact of 1ntegrat1on in the Common Market

~ upon industriaTvnarket Strocture and performance. Wh11e>evidence pre?
sented by Jaquem1n and Cardon de L1chtbeur [9] and Schw1ndt [22] suggests
that 1ndustry as we]] as aggregate concentrat1on has 1ncreased fo11ow1ng

the‘format1on’of the E.E.C., this alone cannot be taken as a demonstrat1on!

of a gehera1vdec1ine in competitiveness wfthinvthe Eurobean Community.

13 in manufactures has been one

Rather, to the“extent that trade creation
',of the effects of the Common Market's estab1ishment, 1moort conbetitfon
fand export1ng opportun1t1es have enhanced compet1t1ve performance 7
In effect the e11m1nat1on of tariffs has w1dened markets and 1ncreased
the numbers of supp11ers in these 1arger markets wh1ch counters the

observed 1ncreases in domest1c concentrat1on

III. Conclusions

'This paper has,reViewed and tested a number of hypotheses corcerning
the relationship between industry'structure and industry profitabi]ity )
in the context of the European Economic Community. On the basiS»of

the empirical results obtained a number of conclusions can be drawn. -
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»First;'froﬁ the éontémporaneous correlation of disturbances it appears
that simi]af factors affected. common 1ndustrieslacross the countries |
-,! studied such that‘a.simu1taneous estimatiﬁg»protedure was required.
Second, foreign factdrs such as import competition,‘exporting oppor-
tuhitfes and ﬁu]ti-national activity, are an 1mportant'additioh to
domestic structural variables inrexplaining inter-industry differen-
_tia1stiﬁ pfiée—cost margins; Furthérmore, in Be]giuﬁ and thejNether;
lands thése appear to be of overriding importance.. Thifd, purely .,7
‘domestic factors such as the dégree.of,sé11er concentration appéar to
be only éignificant in the larger E.E.C. ecoﬁomieé whthréou1d pdeidé
an exp1ahation’forgthe,paradoxical resu]ts-bbt&ihed»by:PhTips; Finally,
the trade éreafing effects attributed to the fOﬁmafion‘of.the Common
Market appear to have ehhénced}efficiency and competition,Within the
member countries thrbugh the widening'of markets and the:increasing
of»thevnumbefs of competing.supp]iérs‘within the 1arger‘markets; and
that these effects appear to have domfnated and offset'bbserved in-

creases in industry concentration within specific E.E.C. countries.
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Excellent surveys of these studies have recently be published

by Weiss [25, 261 and Phlips [15, pp. 36-53].

The results for France were so disappointing that Phlips did not réport

them.

A few recent studies have incorporated foreign trade and investment
variables in the structﬁre-profitabi]ity re1ationsh1p and found
them to have significant impact on resulting industry performance.
These‘inc1ude a study by McFetridge [12] and Jones, et a]. [10]

on Canada,vKha]i]deeh-Shirazi [117 on theHUnitéd-Kingdom, White
[277 on Pakistén, House [8] on Kenya, Esposito and Esposito [7]

and Pagoulatos and Sorensen [13] on the United States.

. In effect, the Common Market nations had begun a process of trade
liberalization in industrial products during the fifties and this
process has continued after the formation of the European Economic
Community, especially in the former]y highly protécted economies

of France»and Italy.

More generally, the relationship is said to exist between structure

and performance, where performance is taken to include not only
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static allocation efficiency (profitability), but also such aspects

of behavior as cost minimization and innovative activity.

There exists a good deal of controversy surrounding the most
appropriate measure of profitability. More recently, the case

has been made by Weiss [26, p. 198-199] that rates‘of_return on

-sales may indeed by conceptually superior to returns on equity

or assets, since two firms with the same degree of monopoly power
would not have the same rates of return on equity if the capital

they needed per dollar of sales differed.

The data for imports and domestic shipments were obtained from

the 1nput;output tables for the European Economic Community.

The use of this variable may not adequately describe potential
competition, since potential competition is ré]ated to the elas-
tjcity of fofeign supp1yIWith respect to the domestic price,
rather than thé éurrént'share held by fokeign firms. Therefore,
it is poésib]é that a 5ma11 foreign share, ex post could simply
reflect a high elasticity of foreign supply and a "limit price"

which yielded relatively low profits.

The role of the multi-national enterprise in affecting the host
country market performance has been recently studied by Caves

(4, 5, 6] and Parry [14].

JT/GLS, sometimes reférred to as ZEF (Zellner's Efficient Estimator)
and "seemingly unrelated regression” is more fully described.in

[23, 28, 29]. The name JT/GLS is due to Theil.
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Evidence of high contemporaneous correlations acrb#s{éqUations
can be,ob§erved from the cor%e]ation matrix of residuals obtained.
from ordinary‘1éast squares estimation, providéd be]bw. A]i of »v

the‘corre1ations are significant at least at the 5% level.

Belgium France . Italy Netherlands . Germany

_'Be1giuml - ];000 .625. - 506 . .548 - .508
‘?rance< ' - ' ‘v ’ 1.000 .470 . 532 | .364
Italy | 1.0000 30 .470
Netherlands - 1000 .670
Germany' I - v R - 1.000

The apprbpfiafé F-statistic was calculated as foJJowsE~

F(3,31) = [GSRR - SSRUYr] / [SSRU/(n-k)], SSRR)/ SSRU where SSRR

and SSRU are the sums of squared resfdua]s in the restricted and

unrestricted forms of the model, r ( =3) is the number-of'additionaiv

pakametersuestimated in the unrestricted form, n (=38)iis the sample

size for each country and k (=7) is the number'bffesfimated“parametérs

in the later form. The F-statistics obtained were 3.61, 5.08, 2.58,
2.73 and 3.44 for Bé]gium, France, Italy, the Nether]ands and Germany

respectively and are statistically significant at the 10% level

- or better in all cases.

EStimates.of substantial trade creation and re]atj&e]y‘éma11 mag-> 

nitudes of trade diversion in manufacturing due to:tﬁe formation .

of the E;E.C.:have‘been recently feported'by Ba]aSsé [31. .
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