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in a factor and its exports of goods that use that factor intensively: Countries tend to
export goods whose production is intensive in Jactors with which the countries are abun-
dantly endowed.”

Trade and the Distribution of Income

We have just discussed how trade induces a convergence of relative prices. Previously,
we saw that changes in relative prices, in turn, have strong effects on the relative earn-
ings of labor and capital. A rise in the price of cloth raises the purchasing power of
labor in terms of both goods while lowering the purchasing power of capital in terms
of both goods. A rise in the price of food has the reverse effect. Thus, international
trade can have a powerful effect on the distribution of income, even in the long run. In
Home, where the relative price of cloth rises, people who get their incomes from labor
gain from trade, but those who derive their incomes from capital are made worse off.
In Foreign, where the relative price of cloth falls, the opposite happens: Laborers are
made worse off and capital owners are made better off,

The resource of which a country has a relatively large supply (labor in Home, capi-
tal in Foreign) is the abundant factor in that country, and the resource of which it has
a relatively small supply (capital in Home, labor in Foreign) is the scarce factor. The
general conclusion about the income distribution effects of international trade in the
long run is: Owners of a country’s abundant Jactors gain from trade, but owners of a
country’s scarce factors lose.

In our analysis of the specific factors case, we found that factors of production that are
“stuck” in an import-competing industry lose from the opening of trade. Here, we find

the specific factors case: Opening to trade expands an economy’s consumption possi-
bilities (see Figure 4-1 1), so there is a way to make everybody better off, However, one
crucial difference exists regarding the income distribution effects in these two models.

production are immobile represent a temporary, transitional problem (which is not to say
that such effects are not painful to those who lose). In contrast, effects of trade on the
distribution of income among land, labor, and capital are more or less permanent,
Compared with the rest of the world, the United States is abundantly endowed with
highly skilled labor while low-skilled labor is correspondingly scarce. This means that
international trade has the potential to make low-skilled workers in the United States
worse off—not just temporarily, but on a sustained basis. The negative effect of trade on
low-skilled workers poses a persistent political problem, one that cannot be remedied by
policies that provide temporary relief (such as unemployment insurance). Consequently,
the potential effect of increased trade on income inequality in advanced economies such

See Alan Deardorff, “The General Validity of the Heckscher-Ohlin Theorem,” American Economic Review 72
(September 1982), pp. 683-694, for a formal derivation of this extension to multiple goods, factors, and
countries,
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gvolution of U.S. Non-Production-Production Employment Ratios in Four Groups of Sectors

Sectors are grouped based on their skill intensity. The non-production-production employment ratio has increased
over time in all four sector groups.

Source: NBER-CES Manufacturing Productivity Database

technologies. Trade liberalization can then generate widespread technological change
by inducing a large proportion of firms to make such technology-upgrade choices.
Another example is related to foreign outsourcing and the liberalization of trade
and foreign investment. In particular, the NAFTA treaty (see Chapter 2) between the
United States, Canada, and Mexico has made it substantially easier for firms to move
different parts of their production processes (research and development, compo-
nent production, assembly, marketing) across different locations in North America.
Because production worker wages are substantially lower in Mexico, U.S. firms have
an incentive to move the processes that use production workers more intensively to
Mexico (such as component production and assembly). The processes that rely more
intensively on higher-skilled, non-production workers (such as research and develop-
ment and marketing) tend to stay in the United States (or Canada). From the U.S.
perspective, this break-up of the production process increases the relative demand
for skilled workers and is very similar to skill-biased technological change. One study
finds that this outsourcing process from the United States to Mexico can explain




102

 (August 1999), pp, 907-940,

PART ONE = International Trade Theory

21 't’o 27 percent of thg incrgasé in the'wage'premium between ‘non-productioh and
pi‘odu‘c,tionf,wakers’.“, .. ..
_ Thus, some of the observed skill-biased technological change, and its effect on

~ increased wage inequality, can be traced back to increased openness to trade and
_ foreign investment. And, as we have mentioned, increases in wage inequality in
~ advanced economies are a genuine concern, However, the use of trade restrictions
_targeted at limiting technological innovations—because those innovations favor rel-
atively higher-skilled workers—is particularly problematic: Those innovations also
bring substantial aggregate gains (along with the standard gains from trade) that
_ would then be foregone. Consequently, economists favor longer-term policies that
_ case the skill-acquisition process for all workers so that the gains from the techno-

 logical innovations can be spread as widely as possible.

 !Se Robert Feenstra and Gordon Hanson, “The Impact of Outsourcing and High-Technology

Capital on Wages: Estimates for the United States, 1979-1 990,” Qt,lart'erly,J(:)'urhal of Economics 144

Factor-Price Equalization

In the absence of trade, labor would earn less in Home than in Foreign, and capital
would earn more. Without trade, labor-abundant Home would have a lower relative
price of cloth than capital-abundant Foreign, and the difference in relative prices of
goods implies an even larger difference in the relative prices of Jactors.

When Home and Foreign trade, the relative prices of goods converge. This conver-
gence, in turn, causes convergence of the relative prices of capital and labor. Thus, there
is clearly a tendency toward equalization of factor prices. How far does this tendency go?

The surprising answer is that in the model, the tendency goes all the way.
International trade leads to complete equalization of factor prices. Although Home
has a higher ratio of labor to capital than Foreign, once they trade with each other,
the wage rate and the capital rent rate are the same in both countries. To see this, refer
back to Figure 5-6, which shows that given the prices of cloth and food, we can deter-
mine the wage rate and the rental rate without reference to the supplies of capital and
labor. If Home and Foreign face the same relative prices of cloth and food, they will
also have the same factor prices.

To understand how this equalization occurs, we have to realize that when Home and
Foreign trade with each other, more is happening than a simple exchange of goods. In
an indirect way, the two countries are in effect trading factors of production. Home
lets Foreign use some of its abundant labor, not by selling the labor directly but by
trading goods produced with a high ratio of labor to capital for goods produced with a
low labor-capital ratio. The goods that Home sells require more labor to produce than
the goods it receives in return; that is, more labor is embodied in Home’s exports than
in its imports. Thus Home exports its labor, embodied in its labor-intensive exports,
Conversely, since Foreign’s exports embody more capital than its imports, Foreign is
indirectly exporting its capital. When viewed this way, it is not surprising that trade
leads to equalization of the two countries’ factor prices.

Although this view of trade is simple and appealing, there is a major problem with
it: In the real world, factor prices are not equalized. For example, there is an extremely
wide range of wage rates across countries (Table 5-1). While some of these differences






