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Abstract

The objective is to forecast the impact of potential Brexit scenarios on the export
volume of passenger cars from Germany to the UK. Based on Germany’s total export
volume of passenger cars, a double-logarithmic gravity model is specified and estimated
using Ordinary Least Squares (OLS) regression. The final estimated model has strong
explanatory power, with all variables significant at the 5% level. This is used for
forecasting future export volumes under different Brexit scenarios. Diagnostic tests
suggest that the model is robust and efficient. All tested Brexit scenarios are found
to negatively impact passenger cars export volumes from Germany to the UK. The level
of tariffs is found to have the most significant effect, but lower GDP due to Brexit is
forecast to offset the benefits of trading with lower tariffs. The most pessimistic scenario
for 2030 forecasts is a reduction of 15.4% compared to the ‘no Brexit' base-case scenario.

Keywords: Automotive industry, Cars, Brexit, Gravity model, Trade, Forecasts

Introduction
The UK held a referendum on continued membership of the EU on June 23rd 2016. The
‘Leave Campaign’ won a surprising victory, meaning that what is commonly referred to
as Brexit (Hunt and Wheeler 2017) has emerged as an imminent reality. Subsequently,
the UK Government has formally invoked Article 50 of the Lisbon treaty of the EU on
March 30th 2017, thus starting a two-year process of leaving the EU (Castle 2017).

Despite the fact that Brexit is a relatively new phenomenon, the literature already
contains works on the overall Brexit and referendum (Butler et al. 2016; Glencross
2015; Menon and Salter 2016a; Hobolt 2016; Vasilopoulou 2016), the reasons behind
Brexit (Menon and Salter 2016b; Thielemann and Schade 2016), the referendum out-
come (Goodwin and Heath 2016), the negotiations or legal implications following it
(Jensen and Snaith 2016; Lazowski 2016; Kroll and Leuffen 2016; Gordon 2016;
Chalmers 2016), the future challenges for the EU (Biscop 2016; Simén 2015) and, even,
estimates of the financial implications (Boulanger and Philippidis 2015).

Authoritative sources suggest that there are three long-term scenarios that could
potentially emerge as outcomes from the UK’s Brexit negotiations with the EU (HM
Treasury 2016; PwC 2016; European Union Committee 2016):
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e UK becomes a member of the EEA; with EU non-member states treated as
members of the Single Market as though they were part of the EU (European Union
Committee 2016). As such, this would mean that the free movement of goods,
capital, services and people would continue and would be legally enforced by
designated institutions under the ultimate jurisdiction of the EU Court of Justice.
The UK, however, would not be a part of the customs union. This would enable the
UK to independently and separately sign FTAs with trading partners other than the
EU (Emerson 2016). A non-member country must, however, pay into the EU
budget. Despite the fact that the UK would not be allowed to take part in future
decision making processes within the EU (Emerson 2016), members of the EEA are
required to contribute funds to decrease social and economic disparities; a form of
grant to poorer EU members based on the contributor’s economic situation
(HM Treasury 2016). To put this financial obligation into context, in 2011, the UK’s
net contribution to the EU amounted to GBP 128 per capita while, as a member of
the EEA, that of Norway amounted to GBP 108 per capita (House of Commons
2013). Traditionally, this type of agreement has suited smaller countries such as
Norway, Iceland and Liechtenstein (OECD 2016).

e UK negotiates a bilateral trade agreement with the EU; This could reduce most
tariff and non-tariff barriers on goods traded, but agreements that yield the
greatest access to the Single Market usually come with the greatest obligations,
particularly with respect to the EU’s four freedoms that are deemed indispensable
(HM Treasury 2016; Economist 2016).

e UK trades with the EU under WTO terms; This is the most likely scenario if no
other agreement is reached between the parties (Economist 2017), particularly since
the British Government has already committed to not accepting any deal that is not
in the UK’s best interests (Parker and Barker 2017). The WTO standards are based
on the concept of the Most Favoured Nation (hereinafter MFN), whereby all
countries have to be treated equally and countries cannot discriminate between
trading partners. Hence, if one country would like to change the tariff for one
of its trading partners, it has to change it for all other trading partners as well
(World Trade Organization 2017a). The main advantage of this option is that it
would free the UK from all obligations associated with access to the Single Market
(HM Treasury 2016). However, the tariffs on some goods could be high.

All three of these scenarios would result in different tariffs on goods and services and
all are predicted to have a significant impact on the UK’s GDP (OECD 2016). Through
the fundamental changes in the nature of its trading relationships with EU partners that
any of these three scenarios will bring about, the GDPs of the UK’ current trading
partners within the EU are also potentially under threat. In relation to this potential,
some attempts have been made to quantify the potential impact of Brexit within par-
ticular sectors or industries. Examples include the marine environment (Boyes and
Elliott 2016), the agriculture or food sector (Swinbank 2016; Grant 2016; Matthews
2016) and the pharmaceutical industry (Song 2016; Baker et al. 2016). Similarly, the
focus of the work presented herein is the automotive sector and, more specifically, the
fundamental objective is to assess the potential impact of Brexit on the volume of pas-
senger cars exported from Germany to the U.K.
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Germany is one of the UK’s most important trade partners,' with its main export to
the UK being passenger cars. The German automotive industry is the biggest car indus-
try in the EU, producing 34.9% of the total number of cars produced in the EU (OICA
2017). Approximately 2% of Germany’s total population works in direct automotive
manufacturing, compared to the EU average of 1% and the equivalent value of 0.5% in
the UK (ACEA 2016). The figure for Germany equates to about 500,000 permanent
employees (VDA 2017).

In 2015, 77% of all passenger cars manufactured in Germany were sold abroad (VDA
2017), representing a total export volume of 7.8 million passenger cars. Out of this
total, 1.4 million passenger cars were exported to the UK> (United Nations 2017a). This
equates to the fact that 39% of the total number of imported units into the UK were of
German origin3 (United Nations 2017a). The four most important German car manu-
facturers in terms of volume are Volkswagen, BMW Group, Mercedes-Benz and Audi,
with BMW and Volkswagen having the largest market shares* (Stastista, 2017), with
the most popular models being the Volkswagen Golf, Volkswagen Polo, Audi A3 and
Mini. In 2016, the combined sales of these models were 223,038 units, representing
32,3% of the sales of the top ten most popular models sold in the UK (SMMT 2017).

As the result of global trends in production and consumption, the automotive indus-
try has come to be characterised by a globalised supply base, where there has been an
increased amount of outsourcing to suppliers. Another trend has been to adopt
Just-in-time concepts (Thomas and Oliver 1991). Both these phenomena have com-
bined to leave automotive manufacturers more and more dependent on their suppliers.
Indeed, several companies have gone so far as to pursue even more interactive relation-
ships with their suppliers, with collaboration in product development, supplier develop-
ment, information sharing and more (Mclvor et al. 1998). As a consequence,
automotive supply chains are both highly interconnected and international and consist
of many suppliers. This makes the industry particularly vulnerable to the imposition of
tariffs and, within the context of the EU, highly reliant on the Single Market (Campbell
2016). If tariffs were to be applied within this context, the additional time required for
customs checks would be significant and the increase in cost substantial (Campbell
2016; Monaghan 2016). In addition, as O'Grady (2016) suggests, the imposition of tar-
iffs in the automotive industry would be administratively difficult.

The sheer volume of German passenger car exports to the UK and the complexity of
the sector’s supply chain network, as well as the significance of the trade for both the
German and UK economies, more than justifies a focus on the sector when considering
the three scenarios likely to emerge from Brexit negotiations. This work applies the
gravity model as a reduced form of general equilibrium model of international trade in
final goods. The estimated version of the model provides the foundation for a quantita-
tive forecasting model that will facilitate achieving the objective of forecasting the im-
pact of the three likely Brexit scenarios on Germany’s passenger car exports to the UK.

The remainder of the work is structured as follows. The chosen methodology is justified
and described in the following section. Details of the analysis which leads to an estimated
version of the model are provided in section “Model estimation”. This includes the sys-
tematic elimination of variables and the application of diagnostic tests. Section “Results”
outlines the results achieved from applying the forecasting model. Finally, in section
“Conclusions”, conclusions are drawn and suggestions made for future research.
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Methodology

The gravity model

The gravity model is commonly applied in economics and has been deemed to be a
successful tool for estimating international trade (Anderson 1979), a general framework
to examine trade patterns (Eichengreen and Irwin 1995) and one of the most “empiric-
ally successful” trade analytical tools in economics (Anderson and van Wincoop 2003,
p.170). The theoretical foundation of the model has been established through the work
of several scholars, such as Linnemann (1966); Bergstrand (1985); Evenett and Keller
(2002) and Anderson and van Wincoop (2003).

The gravity model estimates bilateral trade flows where trade is positively related to
the level of GDP of the trading partners and negatively related to the distance between
them. In the model, bilateral trade flows are based on the mutual gravitational force be-
tween the nations, with the gravity variable GDP reflecting mass. In addition to the
conventional standard version of the model, several modifications can be made and
dummy variables added (Chi and Kilduff 2010).

The gravity model has been widely used to estimate product and factor movements
within the context of bilateral trade flows across international borders (Anderson 1979;
Bergstrand 1985; McCallum 1995; Baier and Bergstrand 2001; Hummels 2001; Feenstra
2002; Anderson and van Wincoop 2003; Anderson and van Wincoop 2004; Anderson
2011) and trade agreements (McCallum 1995; Lavergne 2004; Rose 2004; Carrere 2006;
Baier and Bergstrand 2007; Caporale et al. 2009; Cipollina and Salvatici 2010; Kepaptso-
glou et al. 2010). Nobel laureate, Jan Tinbergen, was the first to apply the gravity model
to the effect of Free Trade Agreements (FTAs) on bilateral trade flows, by including
them in the model as a dummy variable (Tinbergen 1962). Since then, the gravity
model has become the foundation for estimating the effects of FTAs and customs
unions on bilateral trade flows (Bayoumi and Eichengreen 1995), particularly in relation
to bilateral trade flows between fellow members of the EU (Balassa 1967; Aitken 1973;
Abrams 1980; Brada and Mendez 1985; Frankel et al. 1995).

There is minimal agreement as to which variables should be included in the gravity equa-
tion, and which ones that should be omitted (Yamarik and Ghosh 2005). Anderson and van
Wincoop (2003) point out that bias can appear in both the estimation and the analysis
through the omission of the wrong variables. However, trade data appears to perform em-
pirically well in the gravity model (Feenstra 2002) and, as a result, the gravity model has
gained in popularity in the empirical trade literature (Yamarik and Ghosh 2005).

The gravity equation is derived as a reduced form from a general equilibrium model
of international trade in final goods. According to Chi and Kilduff (2010) the original
gravity model in international trade is defined as:

Tj=Ax (Yix Y’) (1)

i
...where the variables are defined as follows:
T} trade flow from country i to country j;
Y; GDP of country i
Y; GDP of country j;
D;; physical distance between country i and country j and;
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A is a constant.
Nevertheless, according to Bergstrand (1985), the gravity model in international trade

commonly takes the form:
Ty = Bo(Ys)" (¥))™ (Dy) (45) (2)

...where the parameters to be estimated are denoted by 5 and the variables are de-
fined as follows:

T}; trade flow from country i to country j;

Y; GDP of country i

Y; GDP of country j;

D;; physical distance between country i and country j;

Aj; other factor(s) either aiding or resisting trade between country i and country j and;

wij a logarithmic-normally distributed error term with E(In 4;) = 0.

The gravity equation is normally specified in a double-logarithmic form and esti-
mated using Ordinary Least Squares (OLS) regression analysis (Eichengreen and Irwin
1995), although there are some exceptions to this general practice. Variations which
have been applied to resolve a number of different issues include the use of non-linear
OLS (Anderson and van Wincoop 2003), maximum likelihood estimation (Baier and
Bergstrand 2007), a tobit model form (Chen 2004; Martin and Pham 2015), poisson
pseudo maximum-likelihood estimation (Santos Silva and Tenreyro 2006) and a
semi-logarithmic form (Eichengreen and Irwin 1995).

Sample

The sample used to estimate the model consisted of all countries to which Germany
exported more than 1000 passenger cars in the designated year and for which data were
available. Country i in the model denotes Germany and country j the import country.
The total sample consists of more than 80 observations per year, representing approxi-
mately 98% of the total quantity of passenger cars exported by Germany over the
4-year period 2012 to 2015 inclusive.”

In specifying the sample, the work was delimited by focussing solely on the export of
complete cars. Thus, interactions between countries or industries which take place either
before or after a complete car is exported are not accounted for. This means that the fol-
lowing are not addressed in the sample specification, data collection, model estimation or
forecasts: the movement of components; whether Brexit scenarios bring about a change
in the export quantities of passenger cars from Germany to other countries or; from
where the UK would import cars in the future in the case that export quantities from
Germany are predicted to decline. Model forecasts assume ceteris paribus applies to ex-
ternal factors. Thus, for example, they do not take into account the expected growth in
demand for electric cars which, inevitably, will disrupt the current market structure.
Finally, the work does not distinguish between new and used passenger cars.

Selection of variables and data collection

The dependent variable in the model is the volume of passenger cars exported from
Germany (country i) to a range of importing nations (country j). Data on the export
and import quantities of passenger cars from country i to country j were collected from
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the Comtrade database® (United Nations 2017a). The collection of the required trade
data was undertaken on the basis of the following approach:

e Data were extracted using the 4th version of the Harmonized Commodity Description
and Coding System (hereinafter HS) which is an international nomenclature.
The six-digit system consists of goods classified at different levels of specificity.

e Some countries do not report data at lower commodity code levels (United Nations
Statistics 2017a). Hence, this analysis uses the highest commodity code level for
which quantity is reported. Thus, the commodity code “HS 8703 Passenger Cars” is
used to collect data on imported and exported quantities of passenger cars.

e Although the Comtrade database provides information on quantity, weight and
value of trade, this analysis utilises quantities so that issues such as valuation and
currency conversion are avoided.

e In line with the advice of United Nations Statistics (2017a), the total quantities
were based on the consolidated amount for all countries and not what the database
refers to as “world” totals.

e An average was taken for those situations where there were differences between
reported export and reported import quantities (United Nations Statistics 2017b).

e Where relevant, export quantities include re-exports.

The core of the gravity model is based on GDP and distance, but a variety of variables
were considered for initial inclusion (Yamarik and Ghosh 2005). Selecting the appropri-
ate variables for inclusion is important since including irrelevant variables can lower
the precision of the model, while omitting variables that are important could introduce
bias into the model estimates (Greene 2003).

The independent variables included within the initial specification of the gravity model to
be tested are as follows: the GDP of countries i and j; the GDP per capita of countries i and
J; the population of countries i and j; the geographical distance between the trade partners;
the quality of logistics in country j and; the import tariff on passenger cars moving from
country i to country j. In addition to these, the gravity model is initially specified to include
a number of dummy variables controlling for: membership of the EEA; if country j has dir-
ect access to the sea; country adjacency and; if countries i and j share a common language.
The choice of these variables was made by reviewing work by, for example, Aitken (1973),
Rose (2004) and Chi and Kilduff (2010), who have all performed similar studies.

GDP and population
GDP is included in the model on the basis that the GDP of an exporting nation mea-
sures its productive capacity (Aitken 1973: Abrams 1980), while the GDP of an import-
ing nation provides a measure of absorptive capacity or potential market size
(Tinbergen 1962). Together with population, the value of GDP will impact the demand
for imports (Aitken 1973; Abrams 1980). In terms of the exporting nation, the potential
for economies of scale suggests that the larger the population, the more efficient is
market production (Aitken 1973).

GDP per capita for countries i and j are also included in the model because, as estab-
lished by Linder (1961), countries that have similar demand structures trade more with
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each other than dissimilar countries and that greater inequality has a negative effect on
trade. Bergstrand (1990) argues that this relationship is present in both the supply
structure, based on the Heckscher-Ohlin theorem, as well as in the demand structure,
such as in the work by Linder (1961).

Data on GDP, population and GDP per capita for all countries were collected from
the World Bank (2017a). GDP data referred to the GDP at purchaser’s prices in USD’;
population data was the total population based on mid-year figures for all residents, re-
gardless of legal status or citizenship and; GDP per capita is the ratio of the former over
the latter (World Bank 2017a). In utilising this source, it should be recognised that the
World Bank relies on international and regional sources such as the United Nations
(2017b), Eurostat by the European Commission (2017) and Prism (2017). The World
Bank also uses national statistics gathered from census reports and other national
sources which mean that they are reliant on those individual countries to provide up-
dated statistics (see World Bank (2017a) for more details). Countries which did not re-
port their national statistics were excluded from the sample.

Distance, Total logistics cost and the quality of logistics

Geographical distance has long been treated as a proxy for transportation cost (for ex-
ample, see Linnemann 1966). Disdier and Head (2008) found that bilateral trade is almost
directly inversely proportionate to physical distance, with an average increase of distance
by 10% reducing the trade between the parties by approximately 9%. Chi and Kilduff
(2010) suggest that this is because transportation costs and convenience favour closer re-
lationships and sourcing. Due to the advancement of logistics-related technology, distance
as a proxy for transportation costs has been questioned and total logistics costs argued as
being a more appropriate input variable. Disdier and Head (2008) have shown, however,
that the effect of geographical distance has not declined in more recent years, indicating
that technological change has not led to a reduction in the impact of distance.

A distance variable is thus included within the model as one proxy for total logistics
cost, with distance measured either from the capital city of country i to the capital city
of country j, as suggested by Yamarik and Gosh (2005) or as the “great circle distance”
from the location where the largest port is situated in country i to the location of the
largest port of country j, in line with Smarzynska (2001). The choice between these two
measures is made on a country-by-country basis where countries north of Turkey or
located within Europe were assumed to transport cars by land and the others by sea. If
country j lacked a port and was assumed to transport cars by sea, the distance was
measured from the capital city of country j to the closest port, and from that port to
the largest port of country i. Road transport distances were obtained from Google Maps
(2017) and sea transport distances from Marinetraffic (2017).2

In order to test other potential influences on total logistics cost, the model initially
included a proxy for infrastructure, namely the total span of the motorway network, in
line with Bougheas et al. (1999). However, due to the characteristics of the international
car trade (i.e. it is mostly moved as seaborne freight in car carriers), the model was later
modified to instead include a dummy variable for country j’s direct access to the sea.
Google Maps (2017) provided the source for data on whether country j had direct ac-
cess to the sea and for countries that share a border with country i.
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The overall quality of a nation’s logistics system is sourced from the World Bank
(2017b), where the Logistics Performance Index (LPI) is derived from a survey where
respondents rate countries based on several logistics performance criteria: “the effi-

”, «

ciency of customs and border clearance”; “the quality of trade and transport infrastruc-

”, «

ture’;

», «

the ease of arranging competitively priced shipments”; “the competence and
quality of logistics services”; “the ability to track and trace consignments” and; “the fre-
quency of which shipments reach consignees within scheduled or expected delivery
times” (World Bank 2014, pp.51-52). The index is only made available every second
year. Hence, the index for 2012 was applied to the models for 2012 and 2013 and the
index for 2014 was applied in 2014 and 2015. The input variable was based on the
country with the highest index value being the benchmark and determined as follows
for the importing nation, country j:

Xi

LOGIS, = ( ) ) x 100 (4)

...where:

LOGIS; represents the overall quality of logistics performance of country j in year £ x;
is the observed quality of logistics in country j in year ¢ and; x; is the observed quality
of logistics in the country with the highest LPI value in year t.

Tariffs

All countries profit from less barriers to trade (Eaton and Kortum 2002) and reductions
of tariffs have been argued to explain about 26% of the growth of trade in OECD coun-
tries between the late 1950s and the late 1980s (Baier and Bergstrand 2001). Therefore,
a variable reflecting the tariff rate was included in the model. For the purpose of col-
lecting the data, the MFN tariff rates for ‘HS 8703 Passenger Cars’ were sourced from
the World Trade Organization (2017b). The rates were presented as applied MEN tariff
rates in weighted averages based on the sub-categories of ‘HS 12 8703 Passenger Cars’.
The data were compared to all of the EU’s PTAs and. if there was a deviation, the
bound rate in the PTA was applied. In cases where HS 8703 was not specifically re-
ferred to in a PTA, the applied MEN tariff rate presented by the World Trade
Organization (2017b) was utilised.

In addition, the most recent updated tariff rates were assumed to be valid in the years
following. Thus, if country j reported a tariff rate x for HS 8703 in year ¢, then this rate
was applied in years ¢+ 1 and ¢ - 1 in cases where there was no other tariff rate present.
If there was a change of tariff rate x to tariff rate z in year ¢ + 1, the tariff rate z was ap-
plied in £ + I and all years following it. If the tariff rate x was introduced and came into
effect in year ¢ - 1, but tariff rate y was applied in all years before year ¢ - I, then the
tariff rate x applies in year £ — I and all years following it. A value of 1 was added to all
tariff rates so that logarithms could be applied.

Language commonality and country adjacency

Language commonality was included to show whether countries i and j shared a
language or cultural similarity (Frankel et al. 1995) since this makes trade easier
(Bougheas et al. 1999). When two countries share a language, it increases trade “sub-
stantially” (Havrylyshyn and Pritchett 1991, p.6). In addition to the language
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commonality variable, the model also included a border effect dummy variable. Aitken
(1973, p.882) argues that neighbouring countries can be expected to trade more with
each other due to “similarity of tastes and an awareness of common interests”. The data
on language commonality was based on CIA (2017).

EEA membership

Most economists argue that international trade should be free (Rose 2004). However,
the regional integration provided by the EU has the “potential to harm participants
through trade diversion or nonparticipants nearby through worsened terms of trade”
(Eaton and Kortum 2002, p.1743). A dummy variable is included, therefore, for mem-
bership of the European Community. Baier and Bergstrand (2001) explain that it might
seem unnecessary to include dummy variables to reflect a preferential trade agreement
(hereinafter PTA), but the PTA itself might lead to greater trade beyond the effect of
no tariff barriers. Input data on membership of the EEA was collected from the Euro-
pean Union (2017) and included all member countries of the EU or EFTA.

Model specification
In summary, the fully specified as follows:

In(EX;) = a+ B, In(GDP;) + B, In(GDP;) + B; In(Dj;) + B, In(POP;)
+B5 In(POP;) + B¢ In(GDPCAP;) + B, In (GDPCAP;) 3)
+Bs In (TARIFFj) 4 By In (LOGIS;) + B,,CA;
TP1LCij + B1,EEA; + B13SEA) + ¢

.where the parameters to be estimated are denoted by 5 and the variables defined as
follows:

EX;; export of passenger cars from country i to country j, in units;

GDP; GDP of country i, in current USD;

GDP; GDP of country j, in current USD;

D;; physical distance between the trade centre in country i and country j, in
kilometres;

POP; total population of country i;

POP; total population of country j;

GDPCAP; GDP per capita of country i, in current USD;

GDPCAP; GDP per capita of country j, in current USD;

TARIFF;; tariff rate that country j imposes on passenger cars from country i;

LOGIS; quality of logistics of country j;

CAj; country adjacency, a dummy variable with a value of 1 if country j shares a com-
mon border with country i, 0 otherwise;

LC;; common language, a dummy variable with a value of 1 if country j shares an offi-
cial language with country i, 0 otherwise;

EEA; European Community, a dummy variable with a value of 1 if country j is a
member of the European Community, O otherwise;

SEA; direct access to the sea, a dummy variable with a value of 1 if country j has dir-
ect access to the sea, 0 otherwise; and.

e; the error term.
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This model is estimated using OLS regression analysis. A higher GDP and population
in country j were expected to lead to greater demand and, consequently. to higher passen-
ger car exports from country i to country j. A higher GDP and population in country i
were expected to increase the production capacity. Similarly, a higher quality of logistics
in the importing country can also be expected to be positively related to trade volumes.
With respect to the dummy variables, the adjacency of trading nations, a common lan-
guage, membership of the EEA and direct access to the sea would all also be expected to
facilitate trade. Hence, the variables GDP; POP; GDPCAP; LOGIS; CA;; LC;; EEA; and
SEA; were all expected to be positively correlated to export quantities. On the other hand,
increasing physical distance between trade partners, as well as higher tariffs, were both ex-
pected to have a depressing effect on trade quantities. Hence, the variables D;; and Tariff;;
were expected to be negatively correlated to trade volumes.

Model estimation

Systematic elimination of variables

An econometric problem can occur when the dependent variable is a component of
one of the regressors or, more generally, when the regressors in the model are corre-
lated with the disturbance term (McCallum 1995). The dependent variable, i.e. the ex-
port volume of passenger cars from country i to country j, is a component of the GDP
of country i and, consequently, the latter variable was removed. Similarly, GDP per
capita and population for country i were also removed, since they were also strongly
correlated with GDP. The results of the regressions with the remaining variables are
displayed in Table 1. In line with the approach presented by Yamarik and Ghosh
(2005), variables were added or removed from the regression equation on a one-by-one
basis to determine how they might affect the final regression equation.

As shown in Table 1, the dummy variables representing direct access to the sea and
EEA membership were excluded from the model, due to their low impact on the over-
all explanatory power of the regression; almost all countries in the dataset had access
to the sea. Moreover, the dummy variable EEA was also removed, since it was strongly
correlated with distance and tariffs, suggesting that the trade-creating benefits of EEA
membership are captured by other regressors. The two remaining dummy variables -
common language and country adjacency - were also excluded, since they were statisti-
cally insignificant. Lastly, the population of country j was removed due its low overall
impact on the model.

After conducting the systematic elimination, the remaining independent variables
were: GDP of country j; geographical distance between country i and country j; import
tariffs and; the quality of logistics of country j. A value of 1 was added to the variable
TARIFF;; so that logarithms could be applied. The variable LOGIS; was based on the
country with the highest index value as defined in Eq. (4).

The final gravity model, as shown at step (6) in Table 1, is defined as:

In (EX;;) = a+ 0,760 In(GDP;)-0,369 In(D;) (5)
-3,958 In (TARIFF;) + 1,988 In(LOGIS;) + e;

Or, more specifically:
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Table 1 Systematic elimination of variables
M o) 3) ) (5) ©)

GDP; 0676 0,681 0,667 0675 0,677 0,760
(3.58) (3.68) (3.69) (3.75) (3.78) (12.46)
Distance;; -0,376 0,371 -03M -0329 —-0,361 -0,369
(-3.19 (—3.25) (—=3.11) (—3.36) (—547) (—5.86)
Tariff; —-4182 -4189 —4321 —4263 —4230 —3958
(—4.24) (—4.27) (—4.45) (—4.46) (—447) (=459
Logistics; 2261 2247 2154 2194 2266 1988
(2.72) (2.74) (2.69) (2.76) (291) (4.42)
Population; 0,085 0,083 0,095 0,086 0,081
(0.53) (0.53) (0.61) (0.55) (0.53)
EEA; 0,079 0,087 0,119 0,111
(0.33) (0.37) (0.51) (0.48)
Common language;; 0,636 0614 0,362
4.71) (4.65) (2.50)
Country adjacency; —-0,392 —-0,401
(1.77) (1.83)
Direct access to the sea; 0,058
(043)
Observations 84 84 84 84 84 84
- of total export quantity 0,981 0,981 0,981 0,981 0,981 0,981
Significance F 0,000 0,000 0,000 0,000 0,000 0,000
R Square 0,866 0,866 0,864 0,863 0,862 0,862
Adjusted R Square 0,849 0,851 0,851 0,852 0,854 0,855

Note: t-statistics are displayed in parentheses

In (EX;) = a+ 0,760 In(GDP;)-0,369 In(D;)-3,958 In(TARIFF;; + 1)

, 6
41,988 ln(( ’;’) X 100) +ey (6)

...where the variables are defined as follows:

EX;; Export of passenger cars from country i to country j, in units;

GDP; GDP of country j, in current USD;

D;; Physical distance between the trade centres in country i and country j, in kilometres;

TARIFF;; Tariff rate that country j imposes on passenger cars from country #; and.

LOGIS; Quality of logistics of country ;.

A confidence interval of 95% was used to test the model. All variables were statisti-
cally significant, the results were consistent over several years and contributed to the
overall explanatory power of the model. Hence, the variables were considered robust
and efficient in measuring the impact of Brexit on German car exports to the UK.

Diagnostic testing

The final estimated gravity model, as arrived at through systematic elimination and
expressed in Eq. (6), was further analysed with respect to the assumptions which under-
pin the OLS regression technique utilised (Montgomery et al. 2012).
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The relationship between the dependent variable and the regressors was tested using
scatter diagrams and a correlation matrix (Wegman 1990) All covariates in the final
equation were found to have an approximately linear relationship with the dependent
variable, although a few outliers were present. Table 2 presents the Pearson’s correl-
ation for 2015 for all variables included in the final analysis.

The presence of multi-collinearity is tested for using the Variance Inflation Factor
(hereinafter VIF) as suggested by O'Brien (2007) and Montgomery et al. (2012). The
VIF is defined as:

VIF =+ @)
(1-R¢)

...where VIFy is the Variance Inflation Factor for the estimated coefficient k and Ry is
the coefficient of multiple determination of the estimated coefficient k. According to
O’Brien (2007), the estimated value of a coefficient is seriously affected by
multi-collinearity if the value of the VIF is greater than 10. As shown in Table 3, the
calculated VIF for all coefficients, for all years tested, have values lower than 3. This
provides quite strong evidence that multi-collinearity is not present within the dataset.

A Q-Q plot (Liang et al. 2004) suggests that the normality assumption is complied
with. Figure 1 presents, however, a scatterplot of the squared residuals relative to the
unstandardized predicted values, which suggests that the assumption of homoscedastic-
ity is being violated. Both the Breusch and Pagan (1979) and the White (1980) tests
yielded probability values of less than 0,05, indicating heteroscedasticity in the sample.
In line with the approach recommended by Huber (1967) and White (1980), robust
error terms were introduced to deal with this.

The final diagnostic tests involve the calculation of Cook’s distance, as the basis for
identifying outliers and analysing their leverage (Cook 1977; Montgomery et al. 2012).
The calculations reveal that there are outliers present and that some of these observa-
tions have leverage. To determine the extent to which the leveraged observations im-
pact parameter estimates and whether the sample is robust, a set of diagnostic tests
suggested by Rose (2004) is implemented. While the final dataset includes approxi-
mately 98% of the total quantity of cars exported from Germany for all 4 years mea-
sured, this suggested approach involves estimating a model for a sub-sample of the full
dataset such that: sample (1) excludes 3o outliers; sample (2) excludes 20 outliers; sam-
ple (3) includes only those exports to countries reported as having a high income by
the World Bank (2017d); sample (4) includes only those exports to countries reported
as having upper middle income by the World Bank (2017¢) and; sample (5) includes
only those exports to countries reported as having lower middle income by the World
Bank (2017f) .

Table 2 Pearson’s correlation

Exported quantity; GDP; Distance;; Tariffy Logistics;
Exported quantity;; 1000 0,745 -0,334 —0,285 0,765
GDP; 0,745 1000 0,127 0,225 0,581
Distancey —-0334 0,127 1000 0,482 —0,241
Tariff; -0,285 0,225 0,482 1000 -0,206

Logistics; 0,765 0,581 —-0,241 -0,206 1000




Karlsson et al. Journal of Shipping and Trade

(2018) 3:12

Table 3 Variance inflation factors

2015 2014 2013 2012
GDP; 1918 1877 1615 2595
Distancey 1381 1375 0,992 1004
Tariffy 1482 1447 1844 1222
Logistics; 1953 1976 1740 2151

As might be expected, the results from these diagnostic tests indicate that excluding
outliers reduces the variability of the dataset and increases the explanatory power of
the estimated regression model. However, excluding outliers does not impact the coeffi-
cients to a very large extent. To split the model based on income level increases the ex-
planatory power of the regression analysis in the case of rich countries (denoted sample
(3) in Table 4) and influences some coefficients. Most notably, there is an increase in
the impact of GDP and a reduction in the impact of tariffs.

In summary, these diagnostic tests do not yield any categorical evidence of a lack of
robustness in the parameter estimates derived from a regression analysis using the full
dataset. In any case, since outliers contain important evidence of irregular activities
which the data describes, many would argue that they should remain in the dataset
analysed (Aggarwal and Yu 2001). Thus, the parameter estimates derived from a regres-
sion analysis of the original full dataset remain as the basis for the forecasting model

utilised in the ensuing section.

Results

The forecasting model

As commonly applied in the forecasting of demand or production (Head and Mayer
2014), a double-logarithmic technique was utilised to convert the final gravity model to
constant elasticity in order to facilitate econometric analysis. Applying a confidence
interval of 95%, the results from the final gravity model are statistically significant and
explain between 85.5% and 88.5% of the variability of the export quantities in each year
of the sample period. The sample dataset consists of all countries to which Germany
(country i) exported more than 1000 units in the designated year and for which data
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Fig. 1 Scatterplot test for homoscedasticity
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Table 4 Diagnostic tests based on sub-samples
m @ 3) ) (5)

GDP; 0,779 0,820 0,861 0,756 0,302
(13.67) (16.40) (15.65) (6.25) (0.95)
Distance;; —0,356 -0379 —0,356 -0,767 -0518
(5.84) (6.42) (5.01) (3.97) (1.69)
Tariff; —3938 — 3488 — 2560 - 1809 — 2648
(—4.60) (=5.18) (1.01) (=199 (1.21)
Logistics; 1867 1810 177 3440 2742
(4.29) (4.61) (1.66) (=3.08) (—=0.78)
Observations 83 80 45 25 13
- of total export quantity 0,980 0,980 0,822 0,149 0,010
Significance F 0,000 0,000 0,000 0,000 0,466
R Square 0877 0,908 0,937 0,793 0331
Adjusted R Square 0,871 0,903 0,931 0,752 -0,004

Note: t-statistics are displayed in parentheses

were available. Hence, this sample size represents approximately 98% of the total num-
ber of Germany’s exported passenger cars in each year. Table 5 presents the consoli-
dated results from the gravity model by year.

The estimated coefficients for the 2015 gravity model were utilised in the forecasting
model. Based on the gravity equation defined in Eq. (6), both short-term and long-term
forecasts were derived (for 2020 and 2030 respectively) to quantify the effect of Brexit
on German car exports to the U.K.

Forecast input values for GDP are based on a report by the Organisation for Economic
Cooperation and Development which presented a GDP forecast for a base-case ‘No Change’
(No Brexit) scenario and then forecasts of how GDP would change with Brexit under differ-
ent possible future scenarios, expressed as ‘optimistic, ‘central’ and ‘pessimistic’ (OECD
2016). Forecast input values for the tariff rate were assumed to be: the current ‘Most

Table 5 Results from the gravity model

2015 2014 2013 2012
GDP; 0,760 0,804 0,839 0812
(12.46) (14.01) (15.25) (12.69)
Distancey —0,369 —-0,296 —-0,287 -0,303
(—5.86) (—4.63) (—4.63) (=5.05)
Tariffy —3958 -3576 —3799 —4039
(—459) (=5.16) (=5.53) (=7.52)
Logistics; 1988 1955 1522 1587
(4.42) (4.24) (3.18) (3.34)
Observations 84 80 83 84
- of total export quantity 0,981 0,976 0,976 0,975
Significance F 0,000 0,000 0,000 0,000
R Square 0,862 0,879 0,879 0,890
Adjusted R Square 0,855 0873 0873 0,885

Note: t-statistics are displayed in parentheses. All variables are in logarithms and are statistically significant
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Favoured Nation (MFN) rate in the absence of a Preferential Trade Agreement (PTA) for
the ‘pessimistic’ scenario; the most popular tariff rate in the dataset that was greater than
zero for the ‘central’ scenario and; a tariff rate of zero for the ‘optimistic’ scenario.

In summary, the specific scenarios tested for 2020 are specified as follows:

No change: A GDP reduction of 0.00% and a tariff rate of 0.00% are assumed. This
scenario reflects a development whereby the U.K. did not exit the EU. It could also re-
flect the successful negotiation of a transitional agreement. OECD (2016) suggests that
either of these two outcomes will serve to strengthen external perceptions of the EU
and provide a stimulus to trade and foreign direct investment in every member state.
In fact, the assumptions for GDP growth and tariff rates under this scenario could actu-
ally be viewed as rather conservative if the UK’s decision to remain aligned to the EU
were to facilitate further free trade and investment agreements with non-EU nations.

Central scenario: A GDP reduction of 3.30% and a tariff rate of 5.00% are assumed.
The tariff rate is meant to reflect a semi-beneficial scenario whereby, for example, the
U.K. successfully negotiated a bilateral agreement with the EU. The logic underpinning
these forecast values revolves around the greater economic uncertainty that the U.K.
would face after leaving the EU, especially during the early years (OECD 2016). Investor
and consumer confidence is likely to fall and spending decisions deferred therefore.
The potential also exists for a flight of capital out of the country. While the latter
means a reduced availability of capital, the former implies the presence of a risk pre-
mium which will raise the cost of capital. In addition, since it will take time to develop
new trade agreements, the OECD (2016) suggests that the UK will initially have to
trade under WTO rules with both EU and third-party nations. Planned changes to im-
migration policies within the UK and the deterrent effect of a stuttering economy will
also lead to reduced GDP, exacerbated by a depreciation in the value of sterling.

For the forecast year of 2030, two additional scenarios are also tested, specified as follows:

Pessimistic scenario: A GDP reduction of 7.70% and a tariff rate of 9.70% are as-
sumed. The tariff rate is based on the current MFN rate and the scenario could reflect
trade under WTO terms. OECD (2016) forecasts that longer-term structural changes
to the U.K. economy would result in lower business investment than would otherwise
occur and a continuous decline in capital stock. A predicted reduction in innovation,
the skills base and managerial quality also contributes to this longer-term pessimistic
scenario, all of which undermines future potential returns on what is expected to be-
come a declining asset base in the U.K.

Optimistic scenario: A GDP reduction of 2.72% and a tariff rate of 0.00% are assumed.
This reflects a scenario in which the UK. either remains within the Single Market or
where some of the losses outlined in the pessimistic scenario are offset by greater de-
regulation of the UK. labour and product markets, as well as by fiscal savings from
stopping the net transfer of funds to the EU. Since UK labour and product markets are
already highly deregulated and the OECD (2016) predicts UK fiscal savings of only
0.3-0.4% of GDP, the potential for this offset value is rather minimal.

For each of the forecast scenarios (f), the GDP of country j (the UK), was adjusted in
the following manner:

GDP; = s, x (1-xy) (8)

where the variables were defined as follows:
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GDPy forecast GDP for country j under scenario f;

s, forecast GDP for country j in the absence of Brexit; and.

x¢ forecast percentage GDP change for country j under scenario f.

In the forecasting model, country i denotes variables related to Germany and country
j variables relate to the UK. Moreover, the distance in kilometres between London and
Berlin is used; the value of 1 was added to the tariff rate; and the quality of logistics in
2016 was applied to all scenarios, no matter year and severity.

Based on Eq. (6) and adjusted to take into account Eq. (8), the forecasting model is
defined as:

In(EX;) = a+0,760 In (s, x (1-x7))-0,369 In(D;)-3,958 In(TARIFF; + 1)

, 9
41,988 ln<< %) x 100> +ey ©)

Model outputs

The results from the forecasts show that if there were to be no Brexit or, alternatively,
if a transition deal without changes to the current agreement could be negotiated,
Germany is predicted to export 1.3 million passenger cars to the UK in 2020. Neverthe-
less, if Brexit does occur and a 5% tariff is applied, this quantity would decrease by
7.73%, representing lost sales volume of approximately 102,000 passenger cars.

The forecast for 2030 was based on three different scenarios. The pessimistic scenario
projected that Germany would export 15.39% less cars to the UK than if no Brexit
would occur; the optimistic scenario would lead to 0.92% less exported cars compared
to a scenario in the absence of the Brexit; and the central scenario would lead to a re-
duction of 9.20% exported passenger cars from Germany to the UK.

Hence, all Brexit scenarios would lead to lower export quantities of passenger cars from
Germany to the UK in terms of number of units, compared to a situation where the UK
would have stayed in the EU. Table 6 presents a consolidated view of the forecast outcomes.

In summary, based on a model which includes GDP, distance, tariffs and the quality
of logistics — capturing demand factors and logistics-related costs — all Brexit scenarios
are estimated to reduce German export quantities compared to a situation where Brexit
did not occur.

Conclusions
The trading relationship between Germany and the UK will inevitably change when the
UK leaves the EU. The size of the effects will depend, to a large extent, on the terms

Table 6 Results from the forecasting model

2020 Impact (+/-) 2030 Impact (+/-)
No Brexit
Nothing changes 1,316,383 1,431,375
Brexit
Pessimistic scenario 1,211,136 —15,39%
Central scenario 1,214,595 —7,73% 1,299,636 —9,20%

Optimistic scenario 1,418,246 —-0,92%
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under which the two countries will trade in the future. The future financial and
trade-related uncertainties relating to Brexit will depend, to a large extent, on whether
the UK retains access to the Single Market. Assuming that the UK does lose access to
the Single Market, the OECD (2016) estimates that the UK’s exports will drop by 8%
due to this loss of preferential treatment, not just with the EU but also with other trade
partners. The OECD also asserts that supply chains in both the UK and the EU, which
have developed over a long time, would disentangle and production costs could in-
crease for both parties (OECD 2016). Similarly, HM Treasury (2016) has calculated that
the UK’s total trade quantities would decrease by between 17 and 24% as the result of
not having access to the Single Market. However, there have been arguments raised
against these relatively pessimistic predictions. For instance, in full expectation of po-
tential supply chain disruption, many organizations and political institutions are devel-
oping plans (in some cases jointly) to avoid or surmount whatever difficulties and
problems may arise with existing supply chains (Manners-Bell 2017). Given the role
played by the ‘Quality of Logistics’ variable in the final model, this should have a signifi-
cant impact on model outputs. Similarly, many observers are pointing to the potential
benefits to UK competitiveness and GDP that comes from the seemingly inevitable
weaker currency that will result from leaving the EU (Dhingra et al. 2016) and this too
should also be reflected in the findings derived from the model.

Open Europe (2015) argues that the best case scenario would be for the UK to develop
an FTA with the EU. They estimate that the UK GDP would be 1.6% higher in 2030 under
such a scenario compared to if the UK stayed in the EU (Open Europe 2015). Gros (2016)
also argues that the negative effect of Brexit on the GDP of the UK would be long-term
and that this would lead to a weaker currency which could have a positive impact on ex-
port competitiveness, as well as mitigate the financial impact of leaving the Single Market.
More pessimistically, HM Treasury (2016) suggests that trade would be lower in many
product sectors if the UK were to trade under an FTA with the EU. This is due to an esti-
mated negative impact on production, brought about by an assumed decrease in foreign
direct investment into the UK. Open Europe (2015) has developed a ‘worst case’ scenario
where the UK fails to develop a trade deal and loses access to the Single Market. Under
such a scenario, they have estimated that the UK GDP would be 2.2% lower in 2030 com-
pared to if it had stayed in the EU (Open Europe 2015).

The outcome of the analysis herein is that under all likely Brexit scenarios that have
been identified in an extensive review of the literature, the export quantities of German
passenger cars to the UK are estimated to decrease. Analysing the estimated parameters
associated with the key variables in the model reveals the extent of the expected de-
crease. The estimated short term impact suggests that Germany could expect to export
7.73% less cars in 2020 compared to a situation of no Brexit. The long term impact
under a pessimistic scenario involves applying the MEN tariff rate and utilising a fore-
cast large reduction in the GDP of the UK. This yields a predicted decrease of 15.39%
in passenger car exports from Germany to the UK in 2030, compared to a scenario of
no Brexit. Under a central scenario, which involves applying a 5.00% tariff and only a
moderate forecast reduction in the GDP of the UK, export quantities are forecast to de-
crease by 9.20%. If the UK were to trade with the EU without tariffs and, in conse-
quence, with only a relatively small reduction in GDP, the export of German passenger
cars to the UK is estimated to decrease by 0.92%. Of course, this finding raises the
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question of how German car exporters are going to offset this loss of export value by
expanding export volumes in other markets. Similarly, it is interesting to determine
what knock-on effects the findings imply for the demand for cars in the UK, particu-
larly with respect to the identification of substitute sources to satisfy this demand. Both
issues constitute suitable topics for future research.

The analysis conducted herein finds that the effect of tariffs is substantial in deter-
mining model forecasts. This might suggest that representatives of the automotive in-
dustry should be lobbying politicians to develop an agreement between the UK and the
EU where passenger cars would face low tariffs. Nonetheless, even under a no tariff sce-
nario, German exports of passenger cars to the UK is still forecast to decrease. This is
because the expected negative impact on the GDP of the UK will effectively offset the
benefits of trading without tariffs. Thus, the forecast input values for the GDP of the
UK under each of the tested Brexit scenarios are critical to the forecast outcomes pro-
duced by the model. The GDP forecast values utilised in this analysis have been
sourced from the OECD (2016) and predict reductions in GDP under all Brexit scenar-
ios compared to the situation of no Brexit. Clearly, such forecasts are subject to error,
even to the extent that future GDP values may actually prove to be positive compared
to the no Brexit base-case. This points to the fact that it is not the absolute values of
the forecasts derived under each Brexit scenario which is critical, but rather the relative
outcomes achieved under each scenario, since it is this which should motivate the Ger-
man government and automotive industry to seek lower tariffs under Brexit in support
of its exports to the UK. At the same time, the differential impact of the different sce-
narios should also inform the actions and decisions of supporting industries such as
supply chain planners and the logistics sector, particularly in seeking to avoid any po-
tential disruption to existing supply chains.

Clearly, the analysis reported herein can be applied to other industrial sectors and to
other bilateral trades between the UK and other EU member states. There is also great
scope for the disaggregation of the results achieved within this work, to analyse the im-
pact under each of the tested Brexit scenarios on the individual segments or even
brands which comprise German car exports to the UK. In other words, to take into ac-
count the different price elasticities which exist within different passenger car segments
or across the four major German brands in the UK market; Volkswagen, BMW, Audi
and Mercedes-Benz.

Endnotes

'In 2015, the most important countries of origin for the UK’s total imports (in terms
of value of all products) were Germany (15.0%), China (10.0%), the U.S (9.2%), the
Netherlands (7.5%) and France (6.1%) (United Nations 2017a).

’In 2015, Germany’s biggest export partners for passenger cars were the UK (17.4%),
the U.S (15.9%), China (7.8%), France (6.5%) and Italy (5.5%) (United Nations 2017a).

*In 2015, Germany was the largest source of passenger car imports into the UK in
volume terms (39.0%), followed by Spain (12.3%). Germany was also the largest source
of UK passenger car imports in terms of value (48.1%), followed by Belgium (13.3%),
Spain (10.2%), France (4.7%) and Japan (4.1%) (United Nations 2017a).

*Audi is a subsidiary of Volkswagen.
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°A full list of importing nations (country j) which were included in, and excluded
from, the sample dataset and the quantities represented of the total export quantity is
available from the corresponding author.

See United Nations Statistics (2010, 2013) for a detailed descriptions of the data
sources, methodology and limitations of the Comtrade database.

’GDP at purchaser’s prices is the “sum of gross value added by all resident producers
in the economy plus any product taxes and minus any subsidies not included in the
value of the products. It is calculated without making deductions for depreciation of
fabricated assets or for depletion and degradation of natural resources. Data are in
current U.S. dollars. Dollar figures for GDP are converted from domestic currencies
using single year official exchange rates. For a few countries where the official exchange
rate does not reflect the rate effectively applied to actual foreign exchange transactions,
an alternative conversion factor is used” (World Bank 2017¢).

8Where sea transport is assumed and distance is measured on a port-to-port basis,
there is an implicit assumption that in estimating a model based on the global trade in
cars, road distances are relatively trivial compared to distances at sea and that sea dis-
tances are, therefore, quite highly correlated with total transport distance where ship-
ping is employed. While this supports the likely unbiasedness of the coefficient which
is estimated for this variable, it does not negate using a more appropriate input value
for distance when applying the model to an individual bilateral trade. Thus, in the later
application of this estimated gravity model to the specific trade in cars from Germany
to the UK, the distance between capital cities is utilized as a more realistic input value
for distance, even though shipping is the primary mode of carriage.
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