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Abstract 

In this paper, an extensive examination is conducted to explore the connection between New 

Trade Theory (NTT) and Economic Integration. NTT, originally proposed by Paul Krugman during 

the 1970s and 1980s, and places emphasis on factors such as economies of scale, network effects, 

and imperfect competition as key determinants of trade patterns. The insights provided by NTT have 

had a significant impact on the process of economic integration, which involves the reduction or 

elimination of trade barriers and the coordination of economic policies among different nations. 

The paper delves into how NTT has transformed the conversation surrounding economic 

integration, with a particular focus on its implications for policy development and considerations 

related to welfare. NTT presents a challenge to conventional theories of international trade, such 

as the Ricardian model, by illustrating that countries can engage in trade even if they possess similar 

resources and technologies. This is achieved by placing emphasis on economies of scale, network 

effects, and imperfect competition. NTT offers valuable insights into the process of economic 

integration between nations. Therefore, policymakers should consider these insights when 

formulating and implementing economic integration agreements. Economic integration has the 

potential to foster competition, innovation, and productivity growth, which can ultimately result in 

overall welfare improvements. However, it is crucial for policymakers to also develop policies that 

ensure the equitable distribution of the benefits of economic integration across all segments of 

society. 

Keywords: new trade; theory economic integration; economies of scale; network effects; 

imperfect competition. 

JEL Codes: F02, F15, B50 

Introduction  

The understanding of international trade has undergone a significant transformation 

thanks to the emergence of New Trade Theory (NTT). Developed by Paul Krugman during 

the 1970s and 1980s, NTT emphasizes the impact of economies of scale, network effects, 

and imperfect competition on trade patterns. In contrast, economic integration refers to the 

concerted efforts of countries to diminish trade barriers and coordinate economic policies. 
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This study delves into the interplay between NTT and Economic Integration, investigating 

the influence of the former on the latter and the potential implications for global trade 

dynamics. 

New Trade Theory: An Overview 

The concept of New Trade Theory posits that the manner in which countries engage 

in international trade can be understood by considering the benefits derived from 

economies of scale and network effects. According to Krugman's model, when a country 

is able to produce a wide range of goods, the average cost of those goods decreases, thereby 

granting a competitive edge to nations with substantial economies of scale. NTT also 

underscores the importance of imperfect competition, suggesting that companies may 

maintain monopolistic or oligopolistic positions in global markets, leading to trade between 

countries even in the absence of comparative advantage (Deraniyagala & Fine, 2001). 

Economies of Scale: The reduction in average production costs that occurs when 

production is scaled up is known as economies of scale. These economies of scale are of 

great importance in the New Trade Theory (NTT) as they influence the patterns of trade 

between nations. By increasing the scale of production, firms are able to lower the average 

cost per unit, which enhances their competitiveness in global markets (Todorova, 2015). 

This phenomenon contributes to intra-industry trade, where countries specialize in 

producing different variations of similar products. As a result, NTT challenges traditional 

theories of international trade, such as the Ricardian model, by demonstrating that countries 

can engage in trade even if they possess similar resources and technologies. The role of 

economies of scale is crucial in determining how economic integration impacts trade 

patterns. Enhancing competitiveness and achieving greater overall welfare is possible for 

countries through the utilization of economies of scale. However, policymakers must 

exercise caution when formulating and executing strategic trade policies in order to achieve 

favorable results and prevent the negative consequences associated with protectionism. 

Further research should focus on investigating the interplay between New Trade Theory, 

economic integration, and economies of scale to offer policymakers valuable insights into 

the strategic considerations they should take into account. (Krugman, 1979; 

Krugman,1980). 

Network Effects: When a product or service gains more users, its value increases due 

to network effects. NTT examines how network effects contribute to the concentration of 

industries and economic activities in particular regions. This concentration leads to the 

formation of clusters, which further attract economic activity. Silicon Valley serves as a 

prime example, with its abundance of technology firms fostering an environment that 

promotes innovation and growth. NTT proposes that network effects also impact trade 
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patterns by promoting the clustering of economic activity in specific locations (Hübler, 

2016). 

NTT highlights the significance of imperfect competition in the realm of global 

trade. Within a market characterized by monopolistic competition, businesses have the 

ability to distinguish their products, enabling them to set prices that exceed marginal costs. 

This dynamic serves as motivation for companies to venture into international markets, 

irrespective of whether they possess a comparative advantage. Consequently, trade can 

transpire between nations, even in the absence of substantial disparities in factor 

endowments or technological advancements (Krugman,1985). 

Economic Integration: A Conceptual Framework 

The process of economic integration involves countries working together to remove 

trade barriers and coordinate economic policies. This can occur at various levels, from 

creating free trade areas to achieving complete economic and political union 

(Shishmanova, 2013). The primary goals of economic integration are to encourage 

economic cooperation, improve efficiency, and stimulate economic growth. The valuable 

insights provided by NTT play a significant role in shaping economic integration (Baldwin 

& Venables, 1995). 

There are various levels of economic integration that countries can pursue. The first 

level is a Free Trade Area (FTA), where member countries eliminate tariffs and quotas on 

goods traded between them. However, each country still maintains its own tariffs on goods 

from countries outside the agreement. Moving up the ladder, a Customs Union takes it a 

step further by not only eliminating tariffs and quotas among member countries but also 

implementing a common external tariff on imports from non-member countries. A 

Common Market combines the features of a customs union with the free movement of 

factors of production, such as labor and capital, among member countries. An Economic 

Union goes even further by harmonizing economic policies, including monetary, fiscal, and 

social policies, among member countries. Finally, a Political Union represents the highest 

level of integration, creating a single political entity with a common government and 

institutions (Bhagwati & Panagariya, 1996). 

Implications of NTT for Economic Integration 

The concept of NTT has far-reaching implications for the integration of economies, 

particularly in terms of policy formulation and considerations for welfare. When it comes 

to trade policy, NTT highlights the need to go beyond traditional measures like tariffs and 

quotas. Instead, there should be a focus on fostering economies of scale and network 

effects. This can be achieved through investments in education, infrastructure, and research 
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and development, which in turn drive innovation and productivity growth. Additionally, 

NTT suggests that industrial policy plays a vital role in promoting economic integration. 

Governments can strategically target specific industries or sectors to encourage the 

concentration of economic activity, leading to the emergence of regional or global hubs for 

innovation and production. Lastly, NTT underscores the significance of competition policy 

in regulating markets and preventing the abuse of market power (Tosheva, 2011). By 

promoting competition, countries can ensure that the benefits of economic integration are 

distributed fairly among all stakeholders (Mayes, 1978; Estevadeordal, Giordano & Ramos, 

2014: 249-264). 

Welfare Considerations 

The concept of consumer welfare is highlighted by NTT, which argues that economic 

integration has the potential to benefit consumers by offering a greater selection of products 

and reducing prices. Through the promotion of intra-industry trade, economic integration 

enables consumers to enjoy a broader array of goods and services at more affordable rates 

(Koniari, 2017). Producers can also reap the rewards of economic integration through 

enhanced access to expansive markets and the advantages of economies of scale. When 

trade barriers are eliminated, firms can increase their production capabilities and extend 

their reach to a wider range of customers. The concept of overall welfare is multifaceted, 

as economic integration has the potential to generate both positive and negative outcomes. 

It is essential for policymakers to implement strategies that guarantee a fair distribution of 

the advantages of economic integration across all sectors of society, as recommended by 

NTT (Corden, 1997).  

Case Studies 

European Union (EU): The European Union (EU) stands as a prime example of 

economic integration, having achieved remarkable success. Through the removal of trade 

barriers and the synchronization of economic policies, the EU has effectively established a 

unified market boasting a staggering 450 million consumers. NTT offers valuable 

perspectives on the journey of European integration, placing emphasis on the significant 

role played by economies of scale, network effects, and imperfect competition in molding 

trade dynamics within the EU. 

North American Free Trade Agreement (NAFTA): The establishment of NAFTA in 

1994 marked the creation of a free trade zone encompassing the United States, Canada, and 

Mexico. NTT played a significant role in shaping and executing NAFTA, with a particular 

focus on fostering economies of scale and network effects. Through the removal of tariffs 
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and quotas, NAFTA has facilitated the concentration of production and the development of 

localized centers of economic vitality. 

Conclusion 

The implications of New Trade Theory (NTT) for economic integration are 

substantial, particularly when it comes to policy development and considerations of 

welfare. NTT sheds light on the dynamics of economic integration among nations by 

highlighting the importance of economies of scale, network effects, and imperfect 

competition. Policymakers need to incorporate the insights offered by NTT into their 

formulation and implementation of economic integration agreements. Economic 

integration, by fostering competition, innovation, and productivity growth, has the potential 

to generate overall welfare improvements. However, policymakers must also devise 

policies that ensure the equitable distribution of the benefits of economic integration across 

all segments of society. 
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