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1. Ricardian Model 

(1) Do Wages Reflect Productivity? (KOM 70) 

➢ National wages do reflect differences in productivity 

➢ Graph below shows a pretty good fit between productivity and wages relative to 

the US 

➢ NB: Countries export goods in which they have relatively high productivity  

even though China has lower average productivity than US, that is not the point 

➢ In the past, rising relative productivity has led to rising wages  S. Korea at 50% 

of US productivity and wages, but it was at 5% only in 1975! 

 

(2) Empirical Evidence on the Ricardian Model (KOM 77) 

➢ Is the model a good fit to the real world? Answer is a heavily qualified yes. 

➢ Prediction of extreme specialization unrealistic 

➢ No account for income distribution effects also unrealistic 

➢ Does not allow for differences in resources across countries 

➢ Neglects possible role of economies of scale as a cause of trade 

➢ However, the prediction that countries should export those goods in which their 

productivity is relatively high is strongly confirmed! 

➢ Several key studies comparing productivity an exports in the US vs. UK 

 



➢ Even though US had an absolute advantage in every sector, British export were 

about the same size! 

➢ Figure above from a study by Bela Balassa in 1963 

➢ More recent evidence has been less clear cut: 

➢ We do not get a chance to see what countries do badly! 

➢ Still very powerful in explaining the emergence of countries with very low 

overall productivity as export powerhouses in some industries! 

➢ E.g. clothing exports from Bangladesh  comparative advantage! 

➢ As a result, even with a lower absolute advantage relative to China, 

Bangladesh is competing with China in terms of exports! 

 

 

2. Specific Factors and Income Distribution 

(1) Case Study: Trade and Unemployment (KOM 100) 

➢ Some workers will lose jobs in import-competing sectors and have difficulty 

finding new jobs in export sectors 

➢ Best policy response is to provide an adequate safety net to unemployed workers  

➢ Of course, it is siddifult to quantity the extent of unemployment tht can be traced 

back to trade 

➢ US BLS estimated that 2001-2010, unemployment spells caused by either import 

competition of overseas relocations accounted for less than 2% of total 

involuntary displacements associated with mass layoffs! 

➢ No positive correlation between unemployment and imports relative to GDP in US 

over past 50 years! 

➢ The US Trade Adjustment Assistance Program provides extended 

unemployment coverage to worker who are displaced by a plant closure due to 

import competition or overseas relocation 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

(2) Wage Convergence in the Age of Mass Migration 

➢ The truly heroic age of labor mobility was in the late 19th and early 20th c. 

➢ The greatest migration involved people from the periphery of Europe – 

Scandinavia, Ireland, Italy, E Europe – who moved to places where land was 

abundant  US, Canada, Argentina, Australia 

➢ Migration did actually move the world toward wage equalization! 

 

3. Heckscher-Ohlin Model 

Case Study: North-South Trade and Income Inequality (KOM 129) 

➢ The distribution of wages in the US has become considerably more unequal since 

the 1970s  big factor here is the rise in premium to education 

➢ Many observers attribute the change to the growth of world trade and in particular 

to growing exports of manufactured goods for Newly industrializing economies, 

such as S Korea and China 



➢ Until 1970s, N-S Trade, between advanced and developing nations – consisted 

of exchange of manufactures for raw materials 

➢ Since 1970s, former raw material exporters developing countries began to sell 

labor-intensive manufactured (but low-tech) goods to high-wage countries 

➢ To many, this was simply a move toward factor price equalization  Rising 

wages of skilled workers and lower wages of unskilled workers in MDCs 

➢ Some have even used this as evidence that advanced nations will have to 

restrict their trade with low-wage countries 

➢ The good news is that most researchers believe the trade has been at most a 

contributing factor to rising inequality. Three key observations 

➢ If true, the movements should have also led to changing relative prices 

➢ Model predicts relative factor prices should converge  but wages of unskilled 

laborers have not been rising in labor-abundant countries 

➢ Finally, trade between advanced countries and NIEs is still only a small % of 

total spending in the advanced nations 

➢ Majority view is that the villain is new production technologies that put a greater 

emphasis on worker kills  

➢ A.k.a. technology-skill complementarity or skill-biased technological change 

Case Study: Skill-Biased Technological (KOM 131) 

➢ Extend two-factor production model to incorporate technological change that is 

skill-biased 



➢ Assume: skilled and unskilled labor is used to produce high-tech and low-tech 

goods; HH goods is skilled-labor intensive 

➢ In panel a we show the case where increased trade with developing countries 

generate an increase in wage inequality (S/U wage ration), via an increase in 

relative prices 

➢ In panel b, we show the case where technological change in both sectors generates 

an increase in wage inequality 

➢ Shifts relative demand for skilled workers in both sectors 

➢ Larger gains in HH sector due to its complementarity with skilled workers 

➢ In the background the SS curve also shifts 

➢ In contrast to panel a, the response is an increase in employment of skilled 

workers in both sectors! 

➢ The data show a widespread increase in skilled-unskilled employment ratio 

within sectors of the US  points to skill-biased technological explanation!!! 

 

➢ Nevertheless, it could be argued that trade has been an indirect contributor to the 

associated increases in wage inequality, by accelerating this process of 

technological change! 

➢ For example, as a result of NAFTA, US has fund it much easier to shift 

production processes across different locations  



➢ From US POV, this break-up increases relative demand for skilled workers and 

is very similar to skill-biased technological change 

➢ One study of the outsourcing process from US to Mexico can explain 21% to 

27% of the increase in the wage premium between skilled & unskilled workers 

4. The Standard Trade Model 

(1) Case Study: Has the Growth of NIEs Hurt Advanced Nations? 

➢ Some people believe the overall real income of advanced nations, not just its 

distribution, has been reduced by new competitors! Is this true? 

➢ 2004 paper by Samuelson  Using a simple Ricardian model argues that if China 

becomes sufficiently good at producing goods it currently imports, comparative 

advantage for US disappears, ad US loses gains from trade.. 

➢ NB: The idea that growth abroad can hurt your economy is nothing new, and it 

says nothing about whether free trade is better than protection 

➢ The channel of this theory is the terms of trade 

➢ Also empirical evidence does not support the claim that China is hurting US 

➢ Looking at the evolution of the TOT for the US an China over the last 30 years, we 

find no deterioration of US TOT, while China TOT has seemingly deteriorated 

 

 

 

 

 

 

 

5. Economies of Scale – Firms in the Global Economy 

(1) Antidumping as Protectionism (KOM 221) 

➢ If US firms feel that they have been injured by foreign dumping, they can appeal 

through the Commerce Department 

➢ If confirmed, an” antidumping duty” is imposed, equal to calculated difference 

between actual and ‘fair’ price of imports 

➢ In about ½ the cases, the claim that injury has been caused is rejected 

➢ Economists have never been happy with prohibiting dumping 

➢ Setting different prices for different consumers is a legitimate business strategy 

➢ Legal definition of dumping differs substantially from economic definition 

➢ Difficult to prove foreign firms charge higher prices to domestic than to 

export customers 

➢ Since 1995, the majority of anti-dumping complaints have been aimed at 

developing countries! (e.g. China) 

➢ China’s massive export growth  try to shield oneself from competition 

➢ Proving unfair pricing by a Chinese firm is relatively easier than for exporters 

from other countries (‘non-market’ economy story) 

 

 

 



(2) Case Study: Patterns of FDI Flows Around the World (KOM 222) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

➢ Most FDI flows reflect cross-border M&A, whereas greenfield FDI remained 

relatively stable 

➢ Historically, the richest OECD countries have been the biggest recipients of 

inward FDI 

➢ Still, there has been a steady expansion in the share of FDI going to non-OECD 

countries (e.g. BRICS) 

➢ FDI outflows ae also dominated by developed economies  



(3) Case Study: Shipping Jobs Overseas? Offshoring and Unemployment in the US 

➢ When a company offshores part of its production chain abroad, it is then importing 

an intermediate good or service 

➢ When it comes to offshoring on employment, there is an additional dimension  

lower price of imported intermediates benefit firm owners, consumer, and also the 

firm’s remaining workers  lower prices induce firms to increase purchases of 

intermediates  improves productivity of remaining workers 

➢ In many cases, overall effect of offshoring is positive  when US multinationals 

expand their overseas employment, they also expand US employment 

➢ NB: Offshoring in one country is inshoring in another country 

➢ It turns out that for the US, the inshoring of service jobs (export of 

intermediate services) is growing even faster than the offshoring of service jobs 

out of the US (imports of intermediate services)  surplus, and one that has 

been growing over time 

➢ Overall, the view that offshoring simply amounts to “shipping jobs overseas” is 

misleading  

➢ Sure, some jobs will be lost in the process 

➢ However, evidence shows that w.r.t. overall employment, those jobs are 

replaced by other ones in US 

➢ Some related to expansion effect at the offshoring firms  

➢ Other by firms providing intermediate goods and services to firms located 

abroad (inshoring) 

➢ Of course, there will be effects on the distribution of income within countries, 

which we have not discussed 

 

6. The Instruments of Trade Policy 

(1) Case Study: Europe’s Common Agricultural Policy 

➢ CAP has developed into a massive export subsidy program in the EU! 

➢ Initially, it was an effort to guarantee high prices to EU farmers whenever 

agricultural prices fell below specified support level  

➢ Backed by tariffs in the beginning 

➢ By the 1970s, the support prices were so high, EU was producing more than 

consumers were willing to buy!  

➢ Had to turn to a policy of subsidizing exports to dispose of surplus production! 

➢ Recently estimated that welfare cost to EU consumers exceeded the benefits to 

farmers by nearly $30bn in 2007 

➢ In 2009, CAP cost European taxpayers $76 billion 

➢ Farmers are politically very strong in the EU! 

➢ Of course, remember that by pushing export good prices up at home, they are also 

being driven down abroad! 

➢ One proposed amendment is to give farmers direct payments that aren’t tied to 

how much they produce  should lower prices and reduce production 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

(2) An Import Quota in Practice: US Sugar 

➢ Domestic price guarantee by US gov’t has led to US prices above world market 

levels  however, US is still an importer despite the quota 

➢ Right to sell sugar in US are allocated to foreign governments, which then allocate 

these rights to their own residents  rents generated by quota go to foreigners! 

➢ Tendency to provide protection to a small group of producers, each receiving a 

large benefit at the expense of a large number of consumers, with a small cost 

➢ Consumer cost here’s about $3 per capita per year 

➢ Producer gains represent an implicit subsidy of about $42K per employee 

➢ If the quota were removed, many farmers would lose jobs  in fact, the cost to the 

US consumer is equal to about $432K per job saved! 

➢ Also, raw sugar is an input in refined sugar  costs escalate in sugar-using 

industries  employment in those industries is lost! 

➢ US estimates that for every farming job saved by high sugar prices, three jobs are 

lost in the confectionary manufacturing industries! 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



(3) Case Study: A Voluntary Export Restraint in Practice: Japanese Autos 

➢ In 1979, sharp oil prices increases caused US market to shift abruptly toward 

smaller cars 

➢ Japanese market share in automobiles soared and US output fell 

➢ US demanded protection for the US industry  asked Japanese gov’t to limit 

exports (coercion story here as well!) 

➢ Results of this were predictable 

➢ Price of Japanese cars in US rose, with rent captured by Japanese firms 

➢ US gov’t estimates total costs to US to be $3.2bn in 1984, primarily in 

transfers to Japan rather than efficiency losses 

 

7. The Political Economy of Trade Policy 

(1) The Gains from 1992 

➢ European Community was already a customs union by this point, so most tariffs 

and import quotas were nonexistent 

➢ Main task was one of harmonizing regulations in hundreds of areas  

differences in national cultures was a big obstacle 

➢ It may be about more than trade policy  different people have different 

preferences, and it doesn’t just come down to price differences! 

➢ Estimates suggests that the direct gains have been fairly modest, despite the very 

difficult negotiations 

➢ The key idea was that the unification of the EU market  greater competition 

among firms and more efficient scale of production (dynamic benefits) 

➢ By 2003, the European Commission estimated the gains from the Single European 

Act were about 1.8% of GDP (not terrible, but still not huge) 

(2) Settling a Dispute – and Creating One 

➢ The WTO’s new dispute settlement procedure has been controversial 

➢ Case arose from US new air pollution standards  included loopholes such that 

domestic refineries faced less strict standards than importers  

➢ Venezuela, usually an exporter to US, brought a complaint in 1995  complained 

that new rules violated the principle of “national treatment”  

➢ WTO panel ruled in favor of Venezuela  negotiated a revised set of rules 

with US 

➢ On the one hand, this is exactly what the WTO was supposed to do  settle a 

dispute, quickly 

➢ Many environmentalists were upset however  claimed WTO ruling had blocked 

a measure that would have made the air cleaner! 

➢ However, the whole dispute is not the WTO’s fault  if the US had imposed a 

“clean” clean air rule that had not discriminated, WTO would have had no 

complaints 

 

 

 

 



(3) Case Study: Testing the WTO’s Mettle 

➢ March 2002, US government imposed 30% tariff on imported steel products  

➢ Official reason is that it faced surge in imports and needed to restructure 

➢ Actual reason  key states were steel industry is concentrated were “swing 

states” in 2004 election 

➢ EU, Japan, China, S Korea filed suit against US action  in 2003, WTO panel 

agreed  would the US comply??? 

➢ Indeed, it did. 

➢ Why though? EU had been granted clearance to take retaliatory action and was 

getting ready to impose tariffs on US exports (and they targeted their tariffs 

on goods produced in political swing states!!!) 

➢ So, it works when US faces resistance from big superpowers? But, Brail has 

been struggling for ½ a decade to have US subsidies in cotton removed! So, 

it’s not always as quick 

(4) Do Agricultural Subsidies Hurt The Third World? 

➢ The interesting idea is that export subsidies may in fact be beneficial for importing 

countries, where consumers receive lower prices! 

➢ That is why one analysis claims the Doha Round would actually hurt China  it 

benefits from agricultural subsidies abroad! 

(5) Free Trade Area vs. Customs Union 

➢ Key idea  FTA is an administrative nightmare; customs union is a political 

nightmare 

➢ Countries are ceding a part of their sovereignty (ability to set tariffs) to a 

supranational entity, the EU 

➢ The problem with an FTA is that it requires not only that countries continue to 

check goods at the border, but they must specify elaborate rules of origin that 

determine whether a good is eligible to cross the border without paying a tariff 

(6) Case Study: Trade Diversion in South America 

➢ 1991  Argentina, Brazil, Paraguay, Uruguay formed an FTA, Mercosur 

➢ Within 4 years, the value of trade among the nations tripled  

➢ WB study in 1996 concluded that despite Mercosur’s success in increasing 

regional trade, the net effects on the economies were probably negative 

➢ Trade Diversion 

➢ Countries were induced to buy expensively produced manufactured goods from 

neighbors instead of cheaper but heavily tariffed goods from abroad 

 

8. Trade Policy in Developing Countries 

(1) Mexico Abandons Import-Substituting Industrialization 

➢ Mexico’s turn from ISI to relatively free trade actually began almost a decade 

before the country joined NAFTA in 1994 

➢ Like many developing countries, Mexico turned protectionist during GD in 1930s 

 ISI after WWII (prohibitively high tariffs) 

➢ Only significant manufacturing exports coming from maquiladoras, special 

factories located near US border  



➢ Problems started in late 1970s and after an economic crisis in 1982 (default on 

foreign debt)  radical change in policy 

➢ 1985-1988  drastically reduced tariffs and quotas  Exports boomed from 

10.7% of GDP in 1980 to 28.3% in 2008 

➢ Results on whole economy slightly disappointing  slower rate of growth than 

during ISI.. 

➢ Key takeaway is that trade policy is not everything. Need to invest in institutions, 

infrastructure, human capital as well to gain! 

(2) India’s Boom 

➢ Very minor player in world trade until 1980  rate of growth only about one 

percentage point higher than population growth 

➢ Stifling effect of bureaucratic restrictions; ISI after independence in 1948  

autarky environment 

➢ After opening up to trade, t has growth at close to 4% annually since 1980  

tariffs brought down and import quotas removed 

➢ Key question is: why has India’s growth rate increased so dramatically??? Was it 

trade liberalization on growth which initiated the process? 
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