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International Trade and Labor Markets: Theory, Evidence, and Policy

Implications

by Carl DAvIDSON and Steven J. MaTusz, Kalamazoo, Michigan: W.E.
Upjohn Institute for Employment Research, 2004, 145 pp., ISBN 0-88099-

274-3.

Why is the debate about globaliza-
tion so rancorous and unproductive?
To anti-globalists, it seems obvious
that import competition from low-
wage countries such as China and
India is forcing down wages and living
standards in the developed countries of
Europe and North America. Economists
can’t see what’s in front of their faces
due to their fixation on outmoded
mathematical models. To economists
and other promoters of free-trade, the
anti-globalists are simply ignorant; they
fail to understand the most basic of
economic principles, i.e., wages reflect
productivity, so that having low wages
in no way confers an “unfair” competi-
tive advantage to developing countries.
Moreover, even when trade does create
losers, it is possible to mathematically
prove that the gainers gain more than
the losers lose. Hence, it makes no
more sense to protect textile workers
from low cost imports than it does to
protect typewriter manufacturers from
low cost PCs.

Why can’t the two sides of this debate
agree? In International Trade and Labor
Markets, two leading trade theorists, Carl
Davidson and Steven Matusz, propose
a simple and persuasive answer. They
argue that the two sides are speaking dif-
ferent languages. Their basic premise is
that anti-globalists are right to point out
that economists often defend free trade
with outmoded models that are incapable
of addressing their concerns. At the same
time, however, the authors argue that it
is possible to incorporate the concerns
of the anti-globalists in fully articulated
general equilibrium models that respect
basic economic principles. The authors
contend that the key to bridging the gap
is to enrich the labour market specifica-
tion in traditional models of international

trade. Traditional models abstract from
search and other frictions, and assume
all prices are fully flexible. As a result,
resources (in particular labour) are
always fully employed. Trade does influ-
ence labour market outcomes and the
distribution of income, but only by influ-
encing market clearing prices. It does not
influence employment prospects. This is
unfortunate, since the public debate is
more about jobs than about wages.

Summarizing their recent research
on labour markets and international
trade, Davidson and Matusz show how
realistic frictions can be incorporated
into standard trade models in a way that
preserves analytical tractability yet at
the same time generates an equilibrium
unemployment rate that is responsive
in predictable and empirically testable
ways to the forces of globalization.
They do this by wedding the well known
Mortensen-Pissarides search model to
a standard international trade model. In
this model, it takes time and effort for
workers to find new jobs and for firms to
hire and train new workers. Most of the
analysis centres on a simple two-sector
example in which one sector (Sector
1) features low wage jobs that are easy
to find, and another sector (Sector 2)
features high wage jobs that are more
difficult to find. Both jobs are assumed
to disappear at their own exogenously
specified “job destruction rates”. Once
a worker loses his job, he must decide
where to start looking for a new job. He
knows that Sector 2 has higher wages,
but he also knows that it is harder to
find a job there. In equilibrium, Sector 2
wages are just high enough to offset the
higher search costs.

One of the major conclusions from
the analysis is that labour market insti-
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tutions, to the extent that they influ-
ence relative search costs, can become
a source of comparative advantage,
and thereby influence the pattern of
international trade. For example, if an
industry’s job destruction rate is rela-
tively high in a particular country, then
that country is likely to be an importer of
that good. The reason is clear. High job
destruction rates (and/or low job finding
rates) translate into high autarky wages
and prices. More surprisingly, they show
that it is quite possible for countries
with relatively flexible labour markets
to experience a permanent increase in
unemployment following an expansion
of trade.

Most of the book involves fleshing
out the implications of the connection
between search frictions and interna-
tional competitiveness. The first two
chapters offer background material.
Chapter 1 highlights the discrepancies
between the questions being raised in
public debates about globalization and
the questions capable of being addressed
in traditional international trade models.
Chapter 2 provides a nice summary of
the recent debate between international
economists and labour economists
about the relative importance of trade
to the decline in wages of low skilled
workers. Labour economists have
tended to assign a significant role to
trade, whereas international economists
have found much smaller effects, and
instead point the finger at skill-biased
technological progress. Davidson and
Matusz don’t really take sides in this
debate. Instead, they show how dif-
ferent conclusions arise from different
methodological assumptions. More to
the point, they argue that much of this
debate misses the mark, since it is based
on highly unrealistic models of the
labour market.

The heart of the book is Chapter 3,
which incorporates search frictions into
a one-factor Ricardian trade model. In
addition to showing how the structure

of labour markets influences the pattern
of trade, this chapter also shows how
search frictions provide a natural bridge
between the predictions of Heckscher-
Ohlin and Ricardo-Viner models of trade
and income distribution. The Heckscher-
Ohlin model predicts that trade benefits
a country’s abundant factors and hurts
its scarce factors. Ricardo-Viner models
predict that trade benefits all factors
specific to exporting industries, while
hurting all factors specific to import-
competing industries, with the effects
on mobile factors being ambiguous.
With search frictions, factors are neither
industry-specific nor perfectly mobile.
Currently searching workers are in a
sense mobile, since it is assumed they
can redirect their search efforts without
cost. Currently employed workers are
in a sense specific, since they must
incur search costs to change jobs.
Assuming wage bargaining is efficient,
the authors show that Heckscher-Ohlin
predictions apply to searching factors,
while Ricardo-Viner predictions apply
to currently employed workers.

The final two chapters provide
empirical evidence and discuss policy
implications. Chapter 4 provides sur-
prisingly strong and robust evidence
that net exports across U.S. industries
are negatively related to job destruction
rates. Chapter 5 speaks most directly to
recent policy debates. It attempts to go
beyond the “compensation principle” by
showing that trade not only represents
a potential Pareto improvement, but
can actually become a Pareto improve-
ment with appropriate policies. These
policies call for targeted wage subsi-
dies to movers and targeted employ-
ment subsidies to those who choose to
remain in the import-competing sector.
Interestingly, it turns out not to be very
costly in efficiency terms to completely
compensate the losers from trade.

This is an excellent book, which will
be of interest to both academics and
policymakers. It is a Krugmanesque



RECENSIONS / BOOK REVIEWS

427

blending of clear and concise prose,
simple yet rigorous modeling, and
suggestive empirical evidence. My main
complaint concerns its assumption that
turnover rates are exogenous. I buy
the argument that turnover rates influ-
ence trade. However, it seems equally
clear that trade feeds back and influ-
ences turnover rates. The recent work
of Sargent and Ljungqvist provides a
vivid example. Another drawback is
that the compensation analysis is group-

focused rather than based on individual
labour market experiences. Matching
models are nice because they produce
deterministic aggregate dynamics.
However, this masks a lot of individual
randomness and heterogeneity, and it
seems unlikely (and undesirable) that
policy would not respond to the vagaries
of the search process.

KENNETH KASA
Simon Fraser University

Collective Bargaining and the Social Construction of Employment
sous la direction de Mateo ALALUF et Carlos PRIETO, Bruxelles : European
Trade Union Institute (ETUI), 2001, 213 p., ISBN 2-930143-86-X.

Ce livre est issu d’un séminaire
international intitulé « La négociation
collective et la construction sociale
de I’emploi » organisé le 29 octobre
1999 a Bruxelles par I'Institut euro-
péen des syndicats (ETUI) et le réseau
« Travail, emploi, relations profes-
sionnelles et société ». Ce réseau s’est
mis en place en 1997 pour encourager
la coopération entre huit équipes de
recherches provenant de six pays
d’Europe (Allemagne, France, Grande-
Bretagne, Italie, Espagne et Belgique)
spécialisées dans I’étude du marché du
travail et des relations professionnelles.
Ces chercheurs partagent I’hypothese
que la configuration de ’emploi et sa
transformation sont une construction
sociale qui est le résultat tout a la fois
de la confrontation entre des rationa-
lités différentes dans une méme société
et I’expression de luttes sociales et
de conflits. Dans le contexte d’une
société salariale tournée vers 1’objectif
du plein emploi, la classe ouvriere et
ses institutions représentatives — les
syndicats — sont devenus les principaux
protagonistes de la société et ont contri-
bué a une certaine standardisation des
conditions d’emploi a travers I’Europe.
Avec le développement de la crise éco-
nomique et des politiques européennes
de ’emploi, il est apparu nécessaire aux
équipes réunies dans ce réseau d’étudier

les changements des systemes de rela-
tions professionnelles et les conditions
dans lesquelles était questionnée la
1égitimité des syndicats.

Précédés d’une introduction pré-
sentant les enjeux des évolutions en
cours dans les processus de négociation
collective et de construction sociale de
I’emploi, les huit textes constitutifs de
cet ouvrage décrivent des situations
nationales contrastées dans six pays
de 1’Union européenne : France, Italie,
Allemagne, Grande-Bretagne, Espagne,
Belgique notamment sur le plan du par-
tage des roles entre les pouvoirs publics
et le systtme de relations profession-
nelles, sur celui de la décentralisation
des négociations vers les entreprises ou
encore des pactes sociaux.

L’intérét de cet ouvrage est de montrer
que malgré des convergences certaines
dans les transformations, de 1’environ-
nement économique, de la place du
travail dans nos sociétés, des formes de
régulation de la relation salariale et de la
représentativité syndicale, les modes ins-
titutionnels spécifiques a chaque configu-
ration nationale marquent les lignes que
suivent ces mutations et que celles-ci sont
également interrogées par I’émergence de
I’espace social européen.

Comme le rappelle le texte intro-
ductif ou les auteurs dressent les grandes



