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Preface

The primary goal of the ILO is to contribute, witember States, to achieve full
and productive employment and decent work foriadluding women and young people,
a goal embedded in the ILO Declaration 2008 $acial Justice for a Fair
Globalizatiort, and which has now been widely adopted by theriaté&onal community.

In order to support member States and the socitigra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises fotarrelated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiarfisthis integrated approach and
related challenges are contained in a number ofdkeyments: in those explaining and
elaborating the concept of decent work the Employment Policy Convention, 1964
(No. 122), and in the Global Employment Agenda.

The Global Employment Agenda was developed by th@ through tripartite
consensus of its Governing Body’s Employment ancigdolicy Committee. Since its
adoption in 2003 it has been further articulated axade more operational and today it
constitutes the basic framework through which tt@ pursues the objective of placing
employment at the centre of economic and sociatipst.

The Employment Sector is fully engaged in the imatation of the Global
Employment Agenda, and is doing so through a laegge of technical support and
capacity building activities, advisory services guudicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforminghe tore elements of the Global
Employment Agenda and the Decent Work Agenda. TdwoBs publications consist of
books, monographs, working papers, employment tejamd policy briefs

The Employment Working Papers series is designedligeeminate the main
findings of research initiatives undertaken by #lagious departments and programmes
of the Sector. The working papers are intendedntm@rage exchange of ideas and to
stimulate debate. The views expressed are the nsjldy of the author(s) and do not
necessarily represent those of the ILO.

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmichload/dg_announce_en.pdf
2 See the successive Reports of the Director-Getwthé International Labour Conferen&ecent
work (1999);Reducing the decent work deficit: A global chalke(®p01); Working out of poverty

(2003).

% sSee http://www.ilo.org/gea. And in particulémplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.
* See http://www.ilo.org/employment.
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Introduction

The labour market, and in particular employmentopleyment effects, is
probably the main concern of most people when thegr about trade liberalization.
Surely this is in part due to the actual labourkatconsequences of trade liberalization.
But it also reflects hopes and concerns fomenteddbigymakers. Whenever they want
to promote trade liberalization, it is argued thamore liberal trade regime will create
jobs, and good jobs in particular. In turn, if dipgmaker wishes to criticize a plan to
liberalize trade, he/she will surely point towalhe tresulting loss of jobs, especially the
good ones. While seemingly contradictory, both lnése views are to some extent
correct—and this is what allows the policymakersitalicate themselves ex post. After
all, subsequent to any process of trade liberatimatre should expect some new jobs to
be created, of which a share will be in high-payaegupations, and some old ones to be
lost, of which a fraction will be high-paying too.

It is much trickier, on the other hand, to makeaclpredictions about the overall,
economy-wide net impact of trade liberalization employment and unemployment
levels. For starters, to explain involuntary unemgpient one needs to invoke some type
of market friction or failure. There is no doub@athmarket frictions and failures are
pervasive in many economies, but to pin down thedative importance in an economy,
and therefore the precise labour market implicatiohtrade liberalization there, is far
more difficult. Moreover, trade policy is but oné the many factors and policies that
affect the labour market of an economy. A goodsthlation of this point is provided in
Figure 1, which shows the recent unemployment rateshe 27 members of the
European Union. All of those countries follow aemdical set of trade policies, which is
defined at the level of the European Union and tatbfpy all members, and yet we
observe a dramatic level of variation of unemplogtmates among them.

Still, some conditional predictions can be madds Thindeed what the theoretical
literature on trade and the labour market has attesnto do in the last ten to fifteen
years, and in particular in the last five yearsewlhe topic at last started to gain a long
due special attention by theoretical trade econsmia this article | review the most
salient points that this literature has raisedated

Now, when we talk about trade liberalization, itingvitable that we also discuss
preferential trade agreements (PTAs). Liberalizatirough PTAs has become, by far,
the preferred mode virtually everywhere in the @woNlowadays there are over 300 (or
400, depending on how one counts) PTAs in forcewdf look at the current 154
members of the World Trade Organization (WTO),cdlthem but one (Mongolia) are
currently members of at least one PTA. And seveoahtries participate in many such
arrangements—Chile, the PTA “world champion,” isrreatly a member of 26
agreements. Or looking from another angle, on @a&emach WTO member is a PTA
partner with around fifteen other countries (Frewrdl Ornelas 2010; World Trade
Organization 2011).



Figure 1. Harmonized unemployment rate (%) of all European Union members, June 2011,
(seasonally adjusted)
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Source: Eurostat

By contrast, large initiatives of trade liberalipat at the multilateral level have all
but stalled after the last big push, from 1986 894, when the Uruguay Round of
multilateral negotiations was completed. Surely,eg@bnomies have joined the WTO
since the conclusion of the Uruguay Round, and tifggn lower trade barriers when
doing so. Still, the Doha Round has been under tradgm for over ten years now, and
after many failed attempts the prospect of a swfeksonclusion seems grim. In fact,
there are already suggestions for a “Doha-redux®.--a change in the current proposals
to a watered-down, much less ambitious Doha agregrbet one that at least can be
concluded (see Baldwin and Evenett 2011 for a rafiggews on the future of the Doha
Round).

Trade liberalization through PTAs and trade libieedlon through the WTO are
also fundamentally different, especially for deyéhy countries. The reason is that
WTO negotiations are about bound tariffs, not aguplitariffs—that is, about the
maximum duty a country can impose on the importa oértain good. Of course, when
applied and bound rates coincide, a decision t@itdiwe latter implies a reduction in the
former too. This is usually the case in developedntries. In emerging and less
developed economies, on the other hand, thereualyssignificant “water in the tariff”
(using WTO parlance), implying that an agreemeribweer bound rates typically has no
direct implication for the applied tariffs. For ewple, the WTO most-favoured-nation
(MFN) average bound tariffs of Mercosur countriee aurrently slightly above
30 per cent for non-agricultural products, whetéasMFN applied average rate is below
15 per cent, according to the 2011 WTO Tariff Resfi For the Central American
Common Market, the bound average rate is aroungetOcent, whereas the average
MFN applied rate is below 5 per cent. Naturallyjftdoounds matter too, as they bring
more predictability to the policy arena, with etledor example for the investment
decision of firms (see for example Maggi and RagkizClare 2007). Still, the nature of
WTO-driven trade liberalization is quite differenbm the nature of liberalization in the
context of PTAs, which is always about applied f@rential) tariffs.

Some countries also liberalize trade (i.e. thepliad rates) unilaterally, but this has
become less common than it used to be in the 1F0thermore, many instances of
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unilateral liberalization have been associated wittvious involvement in PTAs. That
is, some countries may have chosen to liberalizi&atenally, vis-a-vis all countries,
becausehey were involved in PTAs. We discuss later tieptetical arguments behind
this link, as well as empirical evidence for it (Bgtevadeordal, Freund and Ornelas 2008
for Latin American countries during the 1990s; bgh®@-Pardo, Freund and Ornelas
2011 for ASEAN members over 15 years).

It seems clear, therefore, that trade liberaliratioese days happens, to a large
extent, through PTAs. Does it matter? In many wiydoes, because a PTA necessarily
implies trade preferences—for the PTA partners—aade discrimination—against the
PTA non-members. There is a large literature, whoaé insights we review in this
article, which examines in detail the differencestween preferential and non-
discriminatory trade liberalization. The key indighas put forward long ago by Viner
(1950), who pointed out that preferential liberafian does not need to be efficiency-
enhancing, as non-discriminatory liberalizationfien expected to be. The reason is that
the preferences can lead to trade diversion, wite@ is an increase in intra-bloc trade
but from the shifting of resources from efficientternal producers to inefficient
producers within the bloc. Trade diversion is nainaatory, though. It may be that
preferential liberalization will lead mostly to tta creation instead, where higher intra-
bloc trade arises because resources are shifted ifrefficient domestic suppliers to
more efficient producers within the PTA. Much haeib done after Viner (1950) to
understand when trade creation or trade diversien ligely to prevail, as well as
numerous other issues that are specific to pretiatdiberalization.

Intriguingly, there is virtuallynothingwritten on the labour market consequences of
trade liberalization under a PTA. Well, to be suhere are numerous empirical studies
that address the labour market implications of ifjgdeTAs (most prominently NAFTA
and the European Union), but virtually no attentttas been paid in those empirical
analyses to the discriminatory nature of the lowade barriers. That is actually
understandable, as there is not a single theoraticdy (to my knowledge at least) that
tries to address the implication of PTAs for thieolar markets of the countries involved,
taking into account explicitly the preferential ma, and all that it entails, of the
liberalization that takes place in the context ®AB. This gap needs to be filled. Here |
propose a very first attempt in this direction. yRe&j on the insights from the literature
on international trade and the labour market, oa band, and on the literature on
preferential liberalization, on the other hand, ibcdss possible ways in which
liberalization through PTAs can have consequencesttie labour market that are
gualitatively different from the consequences olvdoing trade barriers in a non-
discriminatory fashion.

The structure of this article is as follows. In tk&e Il | discuss the state of
knowledge of the relationship between internatidredie and the labour market, with a
focus on the recent contributions. In section IBummarize what we know about the
effects of liberalization in the context of prefetial trade agreements. In section IV |
look for the insights one can reach on the impiicet of liberalization through PTAs for
the labour market by taking into account the figgdirirom the two distinct literatures.
These insights naturally lead to policy implicaBpeven if at a tentative level. Finally, |
conclude in section V with a summary of my findireysd with suggestions for future
research.



[l. Trade and the labour market

[1.1. Traditional trade theories: frictionless labo ur markets

The workhorse trade models traditionally disregénd consequences of trade
policies on employment. The running assumptiorh& the economy is always in full
employment and workers are paid their marginal petal This is often justified by the
view that the analysis takes a long-run perspectiad that in the long run employment
is determined by macroeconomic policies and laboarket institutions, not by trade
policy. Moreover, in the long run all adjustmentstieen equilibria have already
occurred. In those models, therefore, internatidreede affects workers only through
wage effects, as well as consumers.

In Ricardian-type models (e.g. Dornbusch, Fisclmer @amuelson 1977, Eaton and
Kortum 2002), there is a single factor of productitabour. As international trade is
efficiency-enhancing, all workers benefit througgher real wages.

In the Heckscher-Ohlin model with two factors ofoguction, say labour and
capital, workers benefit from international tradecbuntries that are relatively abundant
in labour, but otherwise are hurt from trade. Téason is that, under free(er) trade, an
economy tends to specialize in the industries #natintensive in the factors that are
abundant there, as the relative prices in thosestnigs rise. This implies an increase in
the demand for the abundant factor, and a deciredse demand for the scarce factor. If
developing countries are relatively abundant imlabworkers there are likely to benefit
from expanded trade, while the opposite is truddamneloped economies. If we think of
the two factors as skilled and unskilled labouentitrade tends to benefit unskilled
workers in developing countries while hurting skdllworkers there, with the opposite
happening in developed countries.

The neoclassical way of considering short-run ¢ffet trade is the Ricardo-Viner,
“specific factors” model. That model takes the ogif extreme view of the factor
proportions model: while one factor of production perfectly mobile and adjusts
instantaneously, the other factor of productiooampletely immobile and never adjusts.
Furthermore, equilibrium unemployment remains ahseith all adjustments channelled
through changes in factor prices.

Krugman (1979, 1980) introduced monopolistic cortipet and love of variety to
international trade modelling. This innovation mauessible to make sense of intra-
industry trade and uncovered a by then ignoredcgoof gains from trade, that of better
access to different varieties of a same produce assumption of frictionless labour
markets and full employment were nevertheless ramietl.

Models with oligopolistic competition improved fher our understanding of intra-
industry trade and focused on implications of trpdécy that seem very relevant in
actual policymaking but that are disregarded in tteoclassical models, such as
profit-shifting, and linked trade policy to industrpolicy. Still, despite the emphasis on
policy, the labour market does not play any roléhiwmse models either (Brander 1995).

More recently, models with heterogeneous firms urmdenopolistic competition
and love of variety, following Melitz (2003), carm® dominate the field of international
trade. The focus then shifted from industry differes to firm differences in productivity
within an industry. Still, by and large, the labonarket features in those models just as
it does in neoclassical models, always clearinthabunemployment is never an issue.



[1.2. International trade with labour market search frictions

Now, despite the long-held tradition in the thesrief international trade of
relegating many key elements of the labour marktedre are of course exceptions.
Fortunately, those exceptions are becoming morentmm and we may be currently
witnessing the inception of a long due body of aesle focusing on the labour market
effects of international trade.

In labour economics, a common way to study invaoantunemployment is by
modelling search frictions. Firms may want to rarel unemployed workers may want to
work, but firms and workers do not “find” each athestantaneously. In other words,
incomplete information about job opportunities, one hand, and about worker
availability, on the other hand, imply that unenygld factors need to incur in costly,
time-consuming search activities to find each otBearch costs have a long tradition in
labour economics, of course, but only relativelgergly they started to feature more
prominently in trade models.

The main exception is a series of studies by Caslion, Steven Matusz and co-
authors. They first introduced search friction®iatgeneral equilibrium trade model in
Davidson, Martin and Matusz (1988). There are tect@s and two factors, and they
consider that one of the sectors displays seaictiofts. Their main goal is to study how
search frictions affect the equilibrium of an othiee standard, frictionless general
equilibrium model, a la Jones (1965). They show shih frictions can indeed lead to a
significant revision of the distributional effecté trade. Specifically, when the sector
with search frictions is relatively small and isthmporting sector, the relative supply
curve can be downward sloping, in which case tldgp&t-Samuelson relationship (i.e.
the view that trade liberalization benefits thetéamf production used intensively in the
export sector) is reversed. Thus, a decrease afrint@riffs in a relatively small sector
that displays search frictions leads to inoreasein the real wages in the protected
sector. Unemployment can also increase, dependinghe relative strength of two
opposing forces—the two sectors become more asymemeimplying more
unemployment, but the search frictions-prone inmpgrtsector decreases in size,
bringing less aggregate unemployment.

Davidson, Martin and Matusz (1999) build on theaieyious work to further study
the extent to which search costs that generatdilegumn unemployment affect classic
results from trade theory. Their key insight istth@ determinants of Ricardian-type
comparative advantage forces need to be expandedndode labour market
characteristics, such as turnover rates. Intuiiviéljob duration is higher or expected
duration of unemployment is lower in a sector/cognivages in that sector/country will
be lower because factors of production do not riedzk induced so much to move into
that sector.

Davidson et al. (1999) also show that there isxaneled version of the Stolper-
Samuelson theorem that applies to an environmehtseiarch frictions, describing how
trade affects factors of production currently sharg (considering their expected
lifetime income). However, in such an environmdm Stolper-Samuelson theorem does
not apply directly for the employed factors. Instefmt,employed factors there are both
Stolper-Samuelson and Ricardo-Viner effects thatrage simultaneously. In industries
where turnover is low, returns to employed factersl to have a high industry-specific
component. But in industries where turnover is higbrkers will be weakly attached to
the industry and the Stolper-Samuelson effects datmiin explaining factor returns.

The effect of international trade on unemploymesptehds on the characteristics of
the economy. For example, when a relatively capitaindant large country starts to
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trade with a small labour-abundant country, and ldrge country has comparative

advantage in the sector with search costs—whicharmd® with trade—unemployed

workers in the large country suffer welfare lossasd aggregate unemployment
increases. Yet the opposite is true if the largenty has comparative advantage in the
sector that does not display search costs. In atloeds, in general unemployment can
go either way after trade liberalization, and #fiect tends to linger in the long run.

Hence, since labour market frictions vary both asroountries and across sectors
within countries, it is almost inevitable that imational trade, by relocating resources
across sectors within countries, will affect aggtegunemployment, both in the short
and in the long run. For example, unemployment @anctrease if trade liberalization
induced resources to shift from sectors with lobolar market frictions to sectors with
high labour market frictions. Unemployment wouldstead decrease after trade
liberalization under the alternative scenario. Nowhjle their theoretical models cannot
give a definitive answer to the question of hovgéathe impact of international trade on
unemployment is, Davidson and Matusz (2009) indidatat “it is likely to be quite
small” (p. 5). This is in line, for example, withe results of Hasan, Mitra and Ranjan
(2009), who study the relationship between unempkay rates and trade protection
using data from the large trade liberalization eg@ésin India during the 1990s. They find
little effect on overall unemployment, although ythiend that unemployment declines
with trade liberalization in states with more fleba labour markets, in urban areas, and
in states where exporting industries are in theoritgj

More recently, there have been several additioiairgts to incorporate the labour
market more fully into trade models. Most of thevnanalyses use a framework that
follows the approach initiated by Melitz (2003), ofodelling how firms that are
heterogeneous in terms of their productivity deocideether to enter foreign markets.
Under the assumption that exporting entails a sk, this implies that exporters in an
industry will generally be more productive than rexporting firms. This self-selection
of the best firms into exporting implies, in turthat exporters pay higher wages for
similar workers, provided that there is profit-gshgr within the firm, or if there is
selection on unobservables through distinct scneeprocesses. The result that exporters
pay higher wages is also in line with humerous eicgdi studies (see for example the
surveys by Mayer and Ottaviano 2007 and by Berndetisen, Redding and Schott
2007).

Most prominent among the recent analyses are titkest of Helpman and Itskhoki
(2010) and of Helpman, Itskhoki and Redding (201®@)both papers the authors adopt
and extend the insights from incorporating searigtidns into trade models, like those
by Davidson et al. (1988, 1999), to settings whiamas are heterogeneous in their
productivity levels.

Helpman and Itskhoki (2010) consider two sectorse awith homogeneous
products, the other with differentiated products iA Davidson et al. (1999), labour
market frictions are a source of comparative acdgatthe country with relatively low
labour market frictions in the differentiated seaaports differentiated products on net
and imports homogeneous goods. Consumers’ preiseme represented by a
qguasilinear utility function that is linear in tHeomogeneous good; thus all income
effects are absorbed into that sector. Labourasotily factor of production, used in both
sectors. The market for the homogeneous produymtriectly competitive, whereas the
market for the differentiated product is monopatsty competitive. In that sector, as in
all the literature spurred by Melitz (2003), firimeur fixed costs to exist, to produce for
the domestic market, and to export.



There are search and matching frictions in bothiosecFirms post vacancies to
attract workers. When a firm and a worker matchythargain over the surplus from the
relationship. In the homogeneous-product sectaryefirm employs one worker. In the
differentiated-product industry, firms have diffetgroductivity levels but face the same
cost of hiring in the labour market. A firm that mta to stay in the industry chooses an
employment level and whether to serve the foreigirket. Since search costs make
replacing a worker costly, the firm increases itgployment level up to the point where
the bargaining outcome yields a wage rate equtileéaost of replacing a worker. Since
this hiring cost is common across all firms, in iéQdum all firms in a country pay
identical wages. Workers, on the other hand, chaosehich sector to look for jobs
based on their expected wages and the likelihoodinofing jobs. However, once
committed to a sector, a worker cannot switch seetdhat is, there is perfect inter-
sectoral mobility ex ante but no mobility ex pdstan equilibrium with employment in
both sectors, the expected incomes in the two sebtve to be equal, so that workers
are indifferent between the sectors. Moreover nilmaber of workers looking for jobs in
the differentiated sector will be proportional teettotal revenue in the country from
domestic sales and exporting.

Assuming that labour market frictions are highetha differentiated sector in both
countries, lower trade barriers raise aggregatempteyment if the countries are
symmetric. The reason is as follows. First, the ©f trade costs does not affect the
tightness of the labour market. But lower tradetsosake exporting more profitable in
the differentiated-product sector. This increasemahd for labour in the differentiated
sector and leads to reallocation of workers towdatds sector, with more workers
looking for jobs there. As a result, although tkeeteral unemployment rates remain the
same, the aggregate unemployment rate increasemidseche differentiated sector
expands, and that sector displays higher laboetidris. This happens in both countries.

A related result arises when countries are asynndtower trade impediments
increase the global size of the differentiated @eathich features increasing returns to
scale and love of variety. As a result, the coumtith a more flexible labour market,
which has a competitive edge in this sector, besomere specialized in differentiated
products. That is, the number of entering firms, ldvel of employment, and the number
of job-seekers in the differentiated sector alléase in that country. This compositional
shift leads to a higher rate of unemployment thdyecause the sectoral rate of
unemployment is higher in the differentiated sedtothe country that has a comparative
advantage in homogeneous goods, on the other ti@ndgallocation of labour may shift
in either direction, depending on how strong itsparative advantage is.

Helpman, Itskhoki and Redding (2010) adopt a fraor&vsimilar to Helpman and
Itskhoki (2010), but extend it in important direxts. First, not only firms but also
workers are heterogeneous. Second, worker abditypatch-specific. Third, it is costly
for a firm to observe worker ability when firms amdrkers are matched. Thus, firms
need to undertake costly screening to obtain ar@oipe) signal of worker ability.
Specifically, firms pay a screening cost to idgntithether workers have an ability level
below a certain threshold level. The screening sicreasing in the ability threshold
level, because more complex and costlier testsrexqaired to identify higher ability
cutoffs. By screening and not employing workershwveibilities below the chosen cutoff,
a firm affects its own output (and hence revenus @nofits) in two different ways. On
one hand, the firm reduces its output becauseciedses the number of workers it hires;
on the other hand, the firm raises its output bseaitiincreases the average worker
ability in the firm.

In equilibrium, more productive firms choose toesar more workers and choose a
higher ability threshold. The reason is that thare production complementarities
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between a firm's productivity and the average #biliof its workers. This
complementarity implies a higher return to scregrior more productive firms, whereas
the costs of screening are the same for all fiffile choice of how many workers to
screen is such that, despite the higher abilitgshold, more productive firms hire more
workers than less productive firms. Since firms age employment levels to equalize
wages and the replacement cost of a worker, marduptive firms pay higher wages
because their workers are of a higher averagetyghélhd therefore are more costly to
replace. Thus, there are differences in wages adioss, and these are driven by
differences in workforce composition.

In this setting, there is ex post wage inequalitgrethough workers are ex ante
identical and have the same expected income. Téwomneis that firms with different
productivities choose to hire workers with differeabilities. Thus, workers receive
different wages depending on the employer with wiibey are matched. There is, first,
a “wage-size” premium—more productive firms, whiate larger, pay higher wages.
Second, there is also a “wage-export” premium—fithegt export pay higher wages for
a given productivity. This helps to rationalize thepirical fact that more productive
(and exporting) firms tend to pay higher wagesseemingly identical workers, provided
that firms select workers in their screening preeses based on unobservable
characteristics of workers.

Workers can be unemployed for two reasons: they moaye matched with a firm,
or their match-specific ability draw may be beldve tscreening threshold of the firm
with which they are matched. When a closed econapgns to trade, sectoral
unemployment is affected through two distinct clesinFirst, trade affects firms’ hiring
rates. International trade yields an expansiorh@a revenue of the firms that become
exporters, and a contraction in the revenue ofexorters. As exporting firms are more
productive—because only the most productive firnam @fford the sunk costs to
export—this changes industry composition towardsenpzoductive firms, which screen
more intensively. As a result, the opening of tradduces the hiring rate, which
increases sectoral unemployment. Second, tradetatfee tightness of the labour market
(i.e., the fraction of workers sampled to workezarshing for jobs), which is a function
of workers’ expected income. In the version of thedel with a single sector, workers’
expected income rises with trade, increasing thetriess of the labour market. In this
case, trade has an ambiguous effect on aggregaimyamnent. In the version of the
model with two sectors, where the second sectodymes a homogeneous good and
displays no frictions, workers’ income is tied teir wages in the homogeneous sector,
and does not change with trade. Thus, the tightoiegse labour market does not change
and trade only affects the hiring rate. Accordingtgde induces a higher unemployment
rate.

Trade liberalization also affects sector inequality net effect has an inverted-U
shape: an increase in the fraction of exportingdiraises sectoral wage inequality when
the fraction of exporting firms is sufficiently sthut reduces sectoral wage inequality
when the fraction of exporting firms is sufficigntarge. The intuition is simple. When
no firm exports, a small reduction in trade cogiattinduces some firms to start
exporting raises sectoral wage inequality becatisleeohigher wages paid by exporters.
When all firms export, a small increase in tradstgdhat induces some firms to stop
exporting raises sectoral wage inequality becadstnhe lower wages paid by purely
domestic firms. The crucial force behind these atffeis that firms with different
productivities choose different screening threskoldith the most productive ones
choosing higher thresholds, and thus paying higlages.



1.3.

Efficiency wages and job rents

An implication of the mechanism discussed abowvas similar workers can earn
different wages if they work for different firmsuéh wage “rents” arise not only because
of search frictions and screening technologiesinaslelpman et al. (2010). Another
important source of such rents is that firms angallg unable to perfectly observe the
level of effort that their workers put in, at leagthout incurring significant monitoring
costs. This gives rise to “efficient wages”: firlnave an incentive to pay wages above
the level that clear the market. This generatetsriam employed workers at the same
time it generates involuntary unemployment in teer®my, and this (i.e. the fear of
becoming unemployed) is what induces employed werteexert effort in their jobs.

Davis and Harrigan (2011) develop a model wherandirdiffer in their
productivities, a la Melitz (2003), but where thalgo differ in their monitoring costs:
some firms can detect shirking of their workers eneasily than others. This implies that
wages vary across firms even if workers were idahtias in their model. Consequently,
in equilibrium there are “good jobs” (which are ex#d by firms that have higher
monitoring costs, and therefore need to incentivimae their workers) and “bad jobs”
(offered by firms that have lower monitoring costghich can induce effort by
monitoring workers closely). Clearly, for workefdsetloss from being fired is higher
when they hold a “good job.”

Trade liberalization, in the context of Davis andriyan’s (2011) model, affects
the average level of wage distortion and, consdtyyeaiso the level of unemployment.
The effect is, however, ambiguous, and relies enjaint distribution of the parameters
driving firms’ productivities and monitoring abikis. Furthermore, in the authors’
calibration exercise, trade has minimal effectdf@economy’s overall unemployment
level.

On the other hand, trade liberalization has unaotig and important implications
for job turnover, including the distribution of “gd” versus “bad” jobs. Keeping fixed
the average wage distortion—and therefore aggregaptoyment—the opening of trade
will induce exit of some firms, contraction of otegand expansion of the remaining (the
ones heavily engaged in exporting). The groupra fielongs to depends on its marginal
cost (the higher it is, the more likely it is thiae firm will exit or contract). If a worker
keeps his/her job, his nominal wage does not chahigevorkers in expanding firms are
in that category. On the other hand, all workerthaexiting firms (obviously) lose their
jobs, whereas those in contracting firms faceiatbtipositive probability of being fired.

The most instructive way of looking at those residtby fixing (i.e. controlling for)
the productivity of the firm. For a given level pfoductivity, the firms that have higher
marginal costs are those with higher monitoringsoBhese are the firms that are likely
to exit (or to contract) after trade liberalizatid@ut these are precisely the firms offering
the “good jobs,” since they need to pay high efintiwages to induce effort, given that
they are relatively inefficient in monitoring. Caemgely, for given productivity, the low-
marginal cost firms that expand after trade lideagion are those with low monitoring
costs, which offer relatively “bad” jobs. Hence,afie controls for productivity, trade
liberalization yields only bad, relatively low-pag jobs, while eliminating the best jobs.

Now, while it is true that trade liberalization theys the best jobsonditionalon
productivity, one must remember that the most pctide firms are the ones that expand
with trade, and it is possible that the economysrage wage increases with trade.
Moreover, trade brings more variety and a lowerregate price level, increasing
workers’ average real income. Furthermore, accgrdinDavis and Harrigan’s model,
the existence of “good jobs” stems from an ine#fidy in the economy, which lowers
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aggregate income. The underlying market failurethis framework is that workers
cannot credibly commit to exert effort at a loweage schedule than the equilibrium
one; the inefficiency associated with this marlkelure is greater, the more firms with
high monitoring costs there are.

In their benchmark simulations, Davis and Harriga@l1) find that 15 per cent of
“good jobs” and 19 per cent of “bad jobs” are legten the economy moves from
autarky to free trade. Together with a decreagberprice index, those changes imply a
significant improvement in workersaveragewelfare. However, there is also a very
sizeabledistributional effect, with substantial reallocation of job reatsoss workers.

The idea of job rents arises also in the analySi€astinot (2009), although his
focus is on optimal trade policy. Job rents exetduse wages are defined through Nash
bargaining between workers and firm owners. How Imuorkers earn in a sector
depends on the sector characteristics that defieaariagnitude of the search costs, as
well as on those that define firms’ gross profitghie sector. In Costinot’s (2009) model,
each worker has skills that are specific to an $tigu By contrast, firms choose in which
industry they want to operate. This equalizes firregpected net profits across
industries. In a sense, the model reverses théathrconvention in the Ricardo-Viner
specific-factors model of referring to the specfictor as “capital” and the non-specific
factor as “labour.” But the model also adds theuaggion of free entry for the non-
specific factor (firms) and introduces search ioiecs. Adopting a specific functional
form for the matching function and the assumptibat tworkers are always in the
minority (relative to vacancies), Costinot obtafhat the level of rents in a sector is not
affected by trade taxes. On the other hand, tragest affect theaumberof workers
receiving rents in the sector—in other words, thisrean extensive margirof trade
protection.

Costinot (2009) shows that the extensive margifobfrents is more affected in
sectors that tend to have higher “structural” unlegmpent. These are the sectors that
attract relatively few firms, which in Costinot'stap implies that unemployed workers
have a lower probability of finding a match thefFaose sectors tend to display relatively
low productivity, face relatively low world pricedyave relatively high workers’
bargaining power, and experience relatively high fornover. All those characteristics
tend to lower firm entry. From a welfare perspeet{and assuming other, more direct
policy instruments are unavailable), import tariffa import-competing sectors) and
export subsidies (in export-oriented sectors) &pptin high-unemployment sectors can
be beneficial. Such policies induce entry in thesetors, which in turn increases the
probability that workers find jobs there. This che socially beneficial because an
increase in the probability of finding jobs hasigger effect on the level of employment
in sectors where the total number of unemployedkermsr is large. In other words, a
policy that increases the number of beneficiariegob rents by attracting firms to
sectors with high structural unemployment can bianeimproving.
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11.4.

Adjustment costs

Now, an important but rather neglected feature @abolur markets is that
interindustry gross flows of workers are signifidgrarger than the interindustmyet
flows of workers. In the available data for the tddi States, the former are about an
order of magnitude larger than the latter. In otherds, during any period of time, one
is likely to observe a large numbers of workers mgun opposite directions between
any two industries. This matters if one wants todgtthe cost associated with the
adjustment period toward the new equilibrium attetrade shock. When adjustment
costs are ever taken into account, they arise fmeenging search models of labour
reallocation to a trade model, as in some of theemadiscussed above. In all those
models, reallocation after trade liberalizatiogiadual because it takes time for workers
to find jobs in the expanding sectors. In thosadehased models, however, net and
gross flows of workers are identical, in contraghvwobserved data. Surprisingly, there
are very few analyses of the labour adjustmentscafier a trade shock that recognize
this difference. The most prominent exceptionstheepapers by John McLaren and co-
authors, where the central element in the analgsibe recognition that net and gross
labour flows differ significantly. As Artug¢, Chaudh and McLaren (2010) point out (see
also Artu¢, Chaudhuri and McLaren 2008 and, for erendetailed description and
analysis of their theoretical setup, Cameron, Chatidand McLaren 2007), the main
implication of the discrepancy between net and grabour flows is that workers’
idiosyncratic motives for changing industries mbst large relative to their market-
oriented motives. As a result, it is possible tatkers’ welfare and wages in a given
industry will move in opposite directions afterade shock.

The model used by Artug et al. (2010) has full eypient, so it is not aimed at
explaining unemployment. Its main innovation is timeroduction of time-varying
moving costs for workers: in each period each woden choose to move from his/her
current industry to another one, but must pay a twslo so. The cost has a common
component and a time-varying idiosyncratic compon€ne former does not vary across
time or workers, whereas the latter (which can bgative) does, reflecting workers’
possible nonpecuniary motives for changing jobstuéret al. (2010) simulate their
model using US data and find that both the avermge the standard deviation of
workers’ moving costs from one broadly aggregatsda of the economy to another are
very large, consisting of a multiple of averagewairwages. This implies that, although
American workers change industry a great deal,eglmgvements do not respond much
to movements in intersectoral wage differentisdgher, they reflect mostly idiosyncratic
shocks. This has two main implications for the ictpaf a trade shock on labour
markets. First, the labour market adjusts slowtgrad trade shock. In the simulations of
Artuc et al. (2010), the economy may need almaigcade to reach its new steady state.
Second, trade liberalization yields a large, peenadrop in wages in import-competing
sectors, which persist even in the long run. Stills doesot imply that workers in the
import-competing sectors lose with trade liberdima Because of their high mobility
(associated to the high idiosyncratic componentth@fir moving costs), and since
liberalization is accompanied with rising real wage export-oriented sectors, the option
value of workers originally in the import-competisgctors necessarily increases after
trade liberalization, and this effect may prevaiéothe negative effect due to the lower
wages in their original sectors. More generally thain message from Artug et al.’s
(2010) analysis is that, for workers who face reddy low idiosyncratic moving costs,
trade liberalization is likely to be a blessing.n@ersely, for workers with relatively high
idiosyncratic moving costs, trade liberalizatiorllwe beneficial only if they are in the
“right” (that is, in export-oriented) sectors.

The analysis of Artuc et al. (2010) also highlights important feature of how
different types of trade liberalization can havBedent effects on the labour market. In
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particular, they show that announcing trade libeasibn in advance tends to reduce both
the potential costs for workers in the import-cothpe industry and the gains for
workers in the export industry. The reason is thatpolicy announcement will induce an
anticipatory movement of workers out of the impartnpeting industry and into the
export-oriented sector, pulling wages up in thenir and down in the latter before the
liberalization actually occurs.

Davidson and Matusz (2002) also model explicitlyrkess’ adjustment costs.
Theirs is a general equilibrium model of trade tfedtures labour market turnover.
Workers differ in ability and jobs require diffetetiypes of skills. Workers sort
themselves by choosing occupations in order to miaei their expected lifetime
income. They cycle between periods of employmenémployment and training, with
the length of each state determined by the turnmates in each sector. The key distinct
feature of their framework is that they explicittyodel the training and job acquisition
processes, so that they can account for the cssteiated with such an adjustment. The
authors’ goal is to obtain estimates of the sizd anope of the adjustment costs
associated with a trade reform. Somewhat contrémilthe conclusions of Artug et al.
(2010), they find that, even under conservativeiagsions about the time and resources
costs associated with retraining, short-run adjestncosts can be very significant,
amounting to between 30 to 90 per cent of the lmumgbenefits from trade liberalization.
Davidson and Matusz (2000) carry out a similar wsial They show that economies
with sluggish labour markets have the least to fr@im trade liberalization, because the
benefits from removing trade barriers in those ecaties are almost completely offset by
the short-run adjustment costs. The economiesehily significant gains from trade
liberalization are the ones that display very fdilabour market. In summary, how
much an economy can gain from international tra€pedds to a large extent on the
structure of its labour market.

A similar conclusion is obtained by Dix-Carneir®{2). He develops a model that
features several sectors and workers who are lgeteeous, who accumulate sector-
specific experience, and for whom it is costly wotsh sectors. In Dix-Carneiro’s (2011)
structural estimation using Brazilian data, he dildat the average costs of mobility are
considerably high and are very dispersed acrospdpalation. Barriers to mobility are
further enhanced by the fact that sector-speciigegence is imperfectly transferable
across sectors. The implications of his estimatos that labour market adjustments
following trade liberalization tend to be large tte transition to the new equilibrium
may last several years, as in the analysis of Aetigg. (2010). This low adjustment tends
to mitigate significantly the aggregate welfarengairom the liberalization, as Davidson
and Matusz (2002) indicate, but retraining workemsially employed in the import-
competing sectors can increase aggregate welféie. résembles also the analysis of
Cosar (2010), who documents similarly large reaflmn costs for displaced workers
and suggests a targeted employment subsidy thatdswhe acquisition of new skills to,
in turn, facilitate sectoral mobility.
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l1.5.

Assortative matching

One additional effect of international trade ondabmarkets, which has not been
sufficiently researched but which is potentiallyryvémportant, in on thejuality of the
matching between firms and workers. One of the feweptions is the study by
Davidson, Matusz and Shevchenko (2008). They censad economy with high- and
low-ability workers and with high-tech (more protiue) and low-tech (less productive)
firms. The production process in high-tech firmguiees high-ability workers, while
low-tech firms can produce using either type of keor Naturally, high-ability workers
are more productive than their low-ability workelsjt in the economy analysed by
Davidson et al. (2008) positive assortative maighia also optimal—that is, the
economy’s output is maximized when high-ability wens match with high-tech firms.
A worker needs to engage in random search to fijudbaand Nash bargaining between
the worker and the employing firm determines hisihage.

There are two types of equilibria in the model afvidlson et al. (2008). If high-
ability workers are willing to accept low-tech jobhen some high-ability workers
become underemployed/mismatched in equilibriunthis inefficient equilibrium, high-
ability workers accept low-tech jobs when they rmatgth low-tech firms first because
low-tech firms can afford to pay a wage that ishhémnough to induce those workers to
stop searching. This happens when the revenuesdedmnthe two types of firms are
sufficiently close to each other. In the other tgbequilibrium, which is efficient, high-
ability workers search until they find high-tectb§ This equilibrium arises when the
revenues earned by the two types of firms are ceffily different, so that low-tech
firms cannot afford to pay high-ability workers egh to induce them to stop searching.

If this economy opens to international trade, madteares are reallocated toward
high-tech firms, with the most productive firms expling at the expense of the least
productive firms, as in any model with heterogersefiums. In comparative advantage
sectors, increasing openness makes it easier Ifdirrak to sell their goods in world
markets. Since high-tech firms have greater ingertth export than low-tech firms, and
since they employ the most productive workers m itidustry, openness increases the
difference between the revenues earned by theypastof firms. As a result, as markets
become more open, low-tech firms will find it madiéficult to attract and retain high-
skilled workers. If the economy were initially im anefficient equilibrium, it can then
shift to an efficient equilibrium (and if the econg remained in an inefficient
equilibrium, the frequency of worker-firm mismatsheould decline as the economy
opens). Thus, in comparative-advantage industmgsrnational trade induces a more
efficient allocation of talent. By contrast, in cpamative-disadvantage industries the
impact of more openness is reversed. In those iridss more foreign competition
implies lower revenues for all domestic firms, reidg the gap between the revenues of
low-tech and high-tech firms. As a result, as merkeecome more open, low-tech firms
will find it easier to retain highly-skilled worker If the economy were initially in an
efficient equilibrium, it can then shift to an ifiefent equilibrium (and if the economy
were already in an inefficient equilibrium, the duency of worker-firm mismatches
would rise as the economy opens). Thus, in compardisadvantage industries,
international trade induces a less efficient affioreof talent.

Interestingly, using matched worker-firm data fr&weden, Davidson, Heyman,
Matusz, Sjoholm and Zhu (2011) find robust evidefurethe prediction from Davidson
et al. (2008) on export-oriented industries buterience for the prediction on import-
competing sectors. This suggests that globalizatiay improve the efficiency of
matching in comparative-advantage industries withawrsening the efficiency in
comparative-disadvantage industries, thus yieldwoge efficiency in the economy-wide
labour market.
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.6.

A brief note on empirics

As the discussion above indicates, trade openselkely to have an impact on
labour markets through various channels. Howeves much less clear what the net
effects are likely to be, because the mechanisnderlined in the theoretical literature
often reveal antagonistic effects. This suggesisempirical assessments are critical for
guiding policy, as well as our understanding of #¢fiects of trade openness on labour
markets.

The empirical evidence is reviewed in detail elsesehn this book (see chapter 5),
yet a safe general assessment of the empiricaleestd on the effects of trade
liberalization on employment is that it is overaltonclusive, even for short-run or
transitional effects (see Goldberg and Pavcnik 288# Hoekman and Winters 2005). In
particular, there is no evidence of large-scaldlaeation of workers across sectors.
Similarly, the magnitude of the observed effectgmafater trade on wages and inequality
are also rather small. In a way, this is unsumpgsiFirst, as pointed out above, the
available theoretical frameworks generally do noggest large net labour market
consequences from greater trade openness. Secamtel policy is endogenous, making it
hard to infer causal relationships. Third, tradéicgochanges are often quite small. To
some extent this is unavoidable these days, aff lewels are already very low, and
much lower when we compare for example with théyedays of the General Agreement
on Tariffs and Trade (GATT), especially in develdpsountries. Small tariff changes
make reliable statistical inference difficult. Moimportantly, small tariff changes
should, naturally, be indeed associated with nredhti small effects for economic
aggregates. Trade liberalization should, therefoeeconsidered neither a panacea nor be
associated with catastrophic consequences, foretomomy as a whole and for the
labour market in particular. In that sense—and miatso the regularly high labour
market turnover rates observed in many countriess—difficult to fully explain why
labour market adjustments due to trade liberabrasiill tend to generate so much public
concern.

Now, when the changes are large enough, as inatmafion of sizeable trade
agreements or in large unilateral trade liberalirateforms, they usually come bundled
with several other significant changes in policiehjch sometimes even include labour
market reforms. As a result, disentangling theatéf@f more trade from the other policy
changes becomes empirically demanding. This, ofrssgumakes the role of
policymaking especially challenging.
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ll.  Preferential Trade Agreements °

As preferential trade agreements proliferate, iteeature studying their causes and
consequences has grown in tandem. Part of thaandseattempts to understand why
governments seem so keen to engage in such arrangenand “political economy”
factors loom large among the likely reasons. Thatthere is a broad consensus that
several motives beyond just maximization of coestriwelfare are key to explain the
creation and the design of PTAs. Surprisingly, deghe emphasis on political economy
forces, the theoretical literature has been versroma in modelling such motives.
Typically, it is assumed that policymakers weighdtional welfare and campaign
contributions (or bribes, or more general “politisapport”) from domestic industries,
but attempts to go beyond that are rare. Theretismparticular, any explicit modelling
of the labour market, even though it seems intaitthat employment targets, for
example, can potentially be high on governmentsirddo engage in PTAs. On the other
hand, one may want to reinterpret the quid pro between governments and some
domestic industries through the formation of PTAsresulting from industry-specific
employment motives. Although by itself this doest mermit a close look at the
intricacies of the relationship between participatiin PTAs and labour market
outcomes, it is at least a valid interpretation same of the contributions in the
regionalism literature.

[11.1. Trade creation and trade diversion

Now, the most important question raised by theiferaition of preferential trade
agreements is probably whether they are making raensbuntries better off. As
indicated in the Introduction, Viner (1950) origied this debate by showing that the
answer is not necessarily in the positive. Theaeas that the preferential removal of
tariffs may lead to trade diversion, where the sewf some imports changes from the
most efficient supplier to the country receivingeferential treatment. This generates
inefficiency in world production, which is harmftd bloc non-members. But it can also
hurt members, if the change in consumer prices tlaréfore in consumer surplus, were
too small to outweigh the costs from the inefficgnin contrast, if the preferential trade
agreement leads to greater imports from the efficseppliers within the bloc, consumer
gains will outweigh the costs from production img#ncy and the agreement will
improve members’ welfare. This simple distinctioightights the broader point that
removing a distortion is not necessarily welfar@éarcing when other distortions are
present.

In general, one could design the tariff structufeagreferential bloc so that the
agreement will necessarily be welfare-enhancingstMwominently, Kemp and Wan
(1976) show that if external tariffs are adjustedtisat external trade remains constant,
then the formation of a customs union will necelsamprove welfare. This result
extends to free trade areas (Panagariya and Krig®d2), to partial liberalization
contexts (Neary 1998), and to imperfect competitidirazova 2009). In reality,
however, one needs to be too optimistic to expesemments involved in PTAs to
design the bloc’s tariff structure with such a gimaimind. External tariffs are subject to
political constraints, and not set to hold tradehwosutsiders fixed. Those constraints
define the degree of the changes in external $afieffowing the formation of a PTA.

As mentioned above, the literature to date haslarignored the labour market
conseqguences of regional integration. In particutee presumption of full employment
is always maintained. Hence, there is no clearbietveen trade creation/trade diversion
and labour market outcomes. One can, however, raakennection between trade

® Part of this section is based on Freund and Osr{@la10).
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creation/trade diversion and sectoral employmemid (possibly also with sectoral
wages), as well as with national income and with ¢ésonomy’s wage bill (i.e. wages
times employment). The analysis of Grossman andoriiah (1995), in particular,
provides helpful guidance. Import-competing sectthiat experience mostly trade
creation after a PTA will contract, and the sameusdh happen with employment there.
By contrast, import-competing sectors facing mostigle diversion will not be affected
much, as trade diversion is associated with smealh¢) changes in the domestic price.
Export-oriented sectors, on the other hand, willteo expand after a PTA. If the supply
of the sector is small relative to the import dethanthe same sector in the PTA partner
country, trade diversion will prevail and the seatdl expand relatively little in size but
enjoy protectionist rents due to the preferentigeas. If instead the supply of the export
sector is large relative to the import demand & BTA partner country, prices will fall
there, trade creation will dominate, the sectot @#pand more significantly but will not
enjoy as high protectionist rents as a result efpteferences.

Hence, upon the formation of a PTA where tradetimealominates, there will be
significant reallocation of resources from impootygpeting to export-oriented sectors.
This will raise the overall efficiency of the ecang and its national income, pushing up
the economy-wide real wage. As a result, the PTIlwdost the economy’s wage bill.
Conversely, when forming a PTA where trade divers®orampant, the reallocation of
resources from import-competing to export-orientzgttors will be limited, sector-
specific protectionist rents will abound and theremy’s efficiency will fall. Those
rents, which are associated with the diversionradfi¢ from outside the bloc, translate
into higher profits in the sectors where this haggpeSince the economy’s efficiency
falls, so will national income. Thus, even if workén some of the sectors favoured by
trade diversion are able to share the rents wibllyorers, the economy-wide real wage,
and the overall wage bill, would fall as well.

[ll.2.  The political economy of trade bloc formatio n

Of course, if governments were simply concerned widtional welfare in their
countries, there would be no reason for concerly. wade-creating, welfare-improving
PTAs would come into force. But governments obvipusave other motivations. In
particular, governments are influenced by speamérést groups. Taking this into
account, what kind of agreements should we expecbserve? Grossman and Helpman
(1995) and Krishna (1998) provide the same answethis question: governments
influenced by special interest groups will seekmaniily trade-divertingPTAs. Their
reasoning is as follows.

Grossman and Helpman (1995) consider a model wattflegt competition but
where some factors are specific to their sectosm 3mall economies evaluate a possible
free trade area (FTA) between them, with each gowent considering the impact of the
agreement on the average voter while being infledrxy the domestic industry through
campaign contributions. The more the governmentiesicampaign contributions, the
greater the influence of producers in the FTA denisand the greater the support for
agreements that provide “enhanced protection.” AA promotes enhanced protection
when producers from the low-(external) tariff memban export all their output to the
high-tariff member without affecting prices their.that case, producers in the high-
tariff country are not hurt while producers fromethow-tariff country enjoy higher
protection rents. If the FTA promotes enhancedgmtain in a “balanced” way, so that a
significant share of producers in both countriesdfi¢, then it will draw enough political
support to be implemented. But notice that enhangpeatection is tantamount to
(welfare-reducing) trade diversion. Thus, accordimgsrossman and Helpman (1995),
governments that are very susceptible to speci@raat groups will tend to seek
precisely the most trade-diverting agreements.
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Krishna (1998) develops his analysis in a differatmework, considering an
oligopolistic structure and segmented markets, eshgovernments decide to form
agreements based only on their impact on the prafitthe domestic firms. In that
setting, if the FTA does not generate trade dieersfirms from each member country
obtain higher market shares (and profits) in theeotnember’'s market but lose domestic
profits, implying litle—or no—net profits for thenBut if the FTA allows bloc firms to
displace firms from the excluded countries in eattter's markets, then the FTA surely
enhances profits for all members’ firms, at theesge of outsiders.

The message from the analyses of Grossman and Helgh®95) and Krishna
(1998) is therefore sombre. Despite different mitplassumptions for the structure of
the economy, both find that free trade areas &mdylito be politically viable exactly
when they are sociallyndesirable.

[11.3. Natural trading partners

A rejoinder to the concern that PTAs can promotgddrade diversion and welfare
losses is that most agreements are formed betwegnoyn countries that trade heavily
with each other, and these agreements are moig tikenhance welfare. As Wonnacott
and Lutz (1989) argue, countries may have muchaia gy forming a union with a
major trade partner that is subject to low nattreade costs, where trade creation is likely
to dominate. Krugman (1991) shows this in a modeéne countries are spread over
many continents, which form natural trading regiovariation in transport costs implies
that some regions trade relatively more with eablerdin the absence of PTAs. Krugman
shows that in such a setting, where blocs are fdrbyenatural partners, trade diversion
is limited and PTAs are likely to enhance welfasice the gains from freeing
intraregional trade are larger and the costs oficieg interregional trade are smaller.
Zissimos (2011) argues that forming a PTA with arbg country can also facilitate rent-
shifting because of lower (rent-destructing) tramsgtion costs.

This view has been challenged by Bhagwati and Raiyag(1996), who argue that
the volume of trade and transport cost criteria e sufficient to ensure that an
arrangement will raise welfare, because volumesatenecessarily good predictors of
diversion. Moreover, comparative advantage patteanschange over time.

Krishna (2003) addresses this point by using daddilS trade data to estimate the
welfare effects from 24 hypothetical bilateral #aggreements in a general equilibrium
framework, then correlating the estimated welfdranges with geographical variables
and trade volumes. He finds that neither geograptrytrade volume is significantly
correlated with welfare gains, implying that the aot good indicators of the gains
from trade, as the natural trade blocs approacHdasuggest. Still, Krishna (2003) finds
that 80 per cent of the potential agreements henevas are welfare-improving. Given
the predominance of trade creation, it is not cthat a correlation between distance or
trade volume and welfare is necessary to indidad blocs are formed naturally. To
determine which agreements are most natural, cdgteming an agreement should be
also included, and such costs are plausibly lowidr & neighbour or with a large trade
partner.

Proving that PTAs are natural or unnatural is dagnts it requires an assessment
of many potential agreements and their welfare egnences — and calculating trade
diversion and creation in even one agreement eadyr rather difficult. Nevertheless,
one can use standard trade theory to examine tn&traes’ characteristics that tend to
imply greater gains from preferential reciprocheElialization. This is the approach Baier
and Bergstrand (2004) follow. They develop a gdnegailibrium model to determine
which country pairs would gain the most from formiATAs, and then examine whether
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these dyads were actually linked by a PTA. Theideisuggests that the gains from
forming a PTA are larger, the closer the two cdestare to each other, the more remote
they are from the rest of the world, the largerirtli@DPs, the smaller the difference
between their GDPs, the larger their relative faettdowment difference, and the wider
the (absolute) difference between theirs and teeakthe world’s capital-labour ratios.
Interestingly, they find that these factors are atsong predictors of a PTA link between
two countries. A potential concern is that theimpke is limited (53 countries) and they
focus on a single year (1996). However, their sthdg been extended and updated by
Bergstrand, Egger and Larch (2010) for more coestand in a longitudinal setting,
where they show that the same variables that igpdater gains from a PTA link also
strongly predict arearlier PTA link between two countries. Thus, there iheatsolid
empirical support for the more general premisehef natural trade bloc view, i.e. that
trade blocs are formed by countries that have #lghin from freer trade among them.

lll.4. Endogenous external tariffs and the type of PTA

Another potential problem with the presumption tRatAs can generate vast trade
diversion is that this insight was developed urtierassumption that all other policies
were fixed. This was the case in the original asialyf Viner (1950) but also in the
political economy analyses of Grossman and Help(@885) and Krishna (1998). That
is a very strong assumption. At a minimum, one \wa@H®pect governments to adjust the
tariffs that remain unconstrained under the PTAteAfall, if a government had
previously set a tariff according to some objectiwvehatever it may be — a constraint on
the rate applied on the imports from a subset ahtees would likely affect the choice
of the rates applied on the impodisthe same productoming from other countries. And
there are indeed numerous reasons suggestingahatngnents are likely to change their
external tariffs upon the formation of a PTA.

Kennan and Riezman (1990) develop a general equitibeconomy where tariffs
are set to maximize national welfare. They use #fiiacture to study the effects of
forming an FTA, where governments set trade palicjaterally, and then of moving to
a customs union (CU). The key difference betweeAd-and CUs is that, under the
former, members maintain independent trade poligies-vis outsiders, whereas under
the latter members need to agree on a common ekttriff. Kennan and Riezman
(1990) show that the equilibrium external tariffie always higher under CUs. This
happens, first, because the CU creates a largdtemarhich increases the countries’
market power and therefore their incentives tanaports. Furthermore, the coordination
of policies among CU members allows them to intkzaathe externalities of their
individual trade policies on each other.

The coordination effect of CUs has been studiedresively (see for example Yi
1996; Bagwell and Staiger 1999; Cadot et al. 199&und 2000; Ornelas 2007).
Whatever the structure of the economy, the joirtemheination of external policies
provides an incentive to agree on higher exterr@kption. Higher external tariffs imply
higher preferential margins, which increase theéngas’ gains with the agreement. When
negotiating external tariffs, CU members can irdépe this effect, which leads to
external tariffs that are higher than they wouldentvise be.

Since governments set external trade policies iewiégntly under FTAs, neither the
market power nor the coordination effects arisahiat type of agreement, but other
motivations to re-optimize tariffs emerge. Richamlg1993) notes that external tariffs
tend to fall after the formation of an FTA. A predatial tariff induces a shift of imports
from non-members; as the diverted imports lowerfave] governments have an
incentive to lower external tariffs to shift sommaports back to their original source.
Thus, the mere potential for costly trade diversimuces governments to lower external
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tariffs. Bagwell and Staiger (1999) dub the tengetaward lower external tariffs in

FTAs the “tariff complementarity effect.” Severaher authors have obtained similar
results under a variety of settings (e.g. Cadai.et999 in a political-economy specific-
factors model; Freund 2000 and Yi 2000 in an olaigtic structure, to which Ornelas
2005a add political-economy forces; Bond et al.2@@dd Saggi and Yildiz 2010 in

endowment models; Ornelas 2008 in a political-econonodel but in a setting where
countries also cooperate at the multilateral level)

Ornelas (2005a) disentangles some of the additidoades leading to tariff
complementarity. If markets are oligopolistic, #eis a strategic effect that arises
because FTAs make profit shifting more difficulhelelimination of the intra-bloc duty
increases competition and lowers mark ups in thmedtic market. As a result, any
market share shifted from FTA outsiders to domefitins by a higher external tariff
generates less domestic profit under the agreerB@mte the tariff was set optimally
prior to the FTA, a reduction in the external faisf necessary to re-equate its marginal
benefit to the marginal distortion it imposes.

If governments have political-economy motivatioadjkely scenario, other forces
come into play. Consider that these motivations lmatranslated into a greater concern
for producer welfare relative to consumer welfaame, for example in Grossman and
Helpman’s (1994) “protection for sale” model. Thieates a motive for setting relatively
high tariffs. Yet participation in an FTA weakensist motivation for protection by
making it more difficult to use tariffs for surplusdistribution. The reason is that the
free access to the domestic market enjoyed by énmers’ exporters under the FTA
lowers the market share of the domestic industsyaAesult, the FTA makes any price
increase generated by a higher tariff less valudsléhe domestic industry. That is, the
FTA createsleakagein the trade policy redistributive channel: now embver the
government attempts to redistribute surplus todbmestic producers through higher
external tariffs, the partners’ producers absorb @iethat surplus.

Hence, external tariffs tend to fall after the fation of an FTA both because the
economic (marginal) cost of external protectioesisind because the political-economy
(marginal) gain from external protection falls. $last point implies also that the drop in
external tariffs will be larger when political-eamy motivations arestronger
indicating that the economic benefits from FTASs likkely to be greater precisely when
protectionist forces loom large.

Now, Limao (2007) shows that a PTA can also indbagher tariffs against
outsiders when the goal of the agreement is todadwoperation among PTA partners
in “non-trade” areas, such as fighting drugs prd¢idac or harmonizing labour or
environmental standards. Both the US and the E&r gifeferences on a unilateral basis
that fit this description well. Since lower externariffs erode preferences and could
induce the receiving countries to withdraw thein#icade concessions, the preference-
granting government has an incentive to keep eateaniffs high.

All this suggests that there is a variety of reasehy external tariffs are likely to

change after the formation of a PTA. Moreover, ¢hivgentives depend on the type of
the agreement, CUs or FTAs.
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l11.5. The empirics of PTAs and their external tari ~ ffs

A growing empirical literature suggests that PTAsvdy indeed, by and large
promoted external liberalization. But the changes different in FTAs and CUs. In
general, the incentives point to lower externdffsaim FTAs than in CUs.

Bohara, Gawande and Sanguinetti (2004) examinantheence of imports from
Brazil on Argentina’s external tariffs under Meraogwhich also includes Uruguay and
Paraguay as members). Using a cross-industry daias@rgentina in the early 1990s,
they find that increased preferential imports vigsithe value added of the domestic
industry led to lower external tariffs in Argentirfeurthermore, the reduction was steeper
precisely in the industries that experienced m@le diversion — just as Richardson’s
(1993) insight suggests. Bohara et al.'s (2004)Iteslo not capture, however, the effect
of Mercosur moving from being an FTA to becominGla in 1995.

Estevadeordal, Freund and Ornelas (2008) offefitsteempirical assessment of the
effect of preferential tariffs on external tradeelialization in a large group of developing
countries. They study ten Latin American countrigsere regionalism forces have been
particularly strong, from 1990 to 2001. The PTAsManalyse display heterogeneity
both across and within blocs. For example, in acglpPTA there are sectors where no
preferences are granted, sectors where partiggnerefes are offered, and sectors where
there is free intra-bloc trade. Preferences alsp significantly over time. Estevadeordal
et al. ask whether industries with large preferericave been liberalized to the same
extent as other sectors. They find strong evidémaepreferences induce a faster decline
in external tariffs in free trade areas. The magtes imply that, when a country offers
free access to another in a sector where it appli#® per cent multilateral tariff, the
country would tend to subsequently reduce thatreateariff by over two percentage
points.

Estevadeordal et al. (2008) are the only authors sthdy empirically differential
effects in FTAs and CUs in terms of their extetnadle policies. This is possible in their
dataset because it includes both Mercosur and thdedn Pact (formed by Bolivia,
Colombia, Ecuador, Peru and Venezuela), which fanetl as FTAs in the first part of
the sample but switched to being CUs in 1995. Thehas find that tariff
complementarity is observed only in FTAs; in CUgeinal liberalization is not
associated with any statistically significant chamngexternal tariffs. Estevadeordal et al.
(2008) also assess whether there are differerifedts in sectors where the potential for
trade diversion is large. They find that the compatarity effect is indeed stronger in
sectors where trade bloc partners are more imgortuppliers, where trade
discrimination would be more disrupting. They fiad well that the complementarity
effect is restricted to sectors where the preféaabmargin is non-trivial. Intuitively, the
reason is that complying with rules of origin isstty, so preferences matter only if the
margins are sufficiently large.

Calvo-Pardo, Freund and Ornelas (2011) study idsttea behaviour of ASEAN’s
ten-member FTA (whose members are Brunei Darussdlambodia, Indonesia, Laos,
Malaysia, Myanmar, the Philippines, Singapore, TEma and Vietnam). The data are
much more detailed, at the product level, and ¢ontdormation on both applied and
planned preferential rates, from 1993 to 2007. atal reductions are correlated but
different from the planned ones, especially inltter years in the sample. This allows
the authors to use the planned internal liberatinahs an instrument for the actual one.
Their findings corroborate those of Estevadeortlal.e(2008) for FTAs: there is strong
evidence that preferences have induced a deepdinalda external tariffs. The
magnitudes are actually larger than those for LAtmerica: free intra-bloc trade in a
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product where an ASEAN member applies a 10 per mettlateral tariff would induce
a reduction of about 3.5 percentage points intdrét.

In contrast, studies by Limao (2006) and Karacdaarad Limao (2008) offer a very
different message. They address a distinct butecklguestion: whether preferential
liberalization by the US and the EU hindered maiélal trade liberalization at the
Uruguay Round. Specifically, they examine whethemmitments to liberalize were
different in goods that offered preferences frorodgthat did not. Both papers find that
liberalization was shallower in products where erefices were utilized, especially when
they were imported from all preferential partnemsl ahen they constituted larger shares
of the preferential partners’ exports, althoughyttle not explore whether the size of the
preferences mattered.

The findings of Limao (2006) and Karacaovali andhao (2008), that the US and
the EU liberalized less during the Uruguay Roundséctors where preferences were
granted, contrast sharply with those of Bohara.g2@04), Estevadeordal et al. (2008)
and Calvo-Pardo et al. (2011), which imply that isaglism fosters external
liberalization in developing countries. Part of tleason for the different results reflects
the differences in the countries analysed. Sineenthltilateral system has not enforced
much tariff reduction on developing countries,ffarare relatively high there, creating a
large potential for trade diversion. Lower extertaalffs moderate that loss. The results
of Bohara et al. (2004), Estevadeordal et al. (2@08 Calvo-Pardo et al. (2011) suggest
that this force is important in explaining changedhe external tariffs of developing
countries involved in FTAs. In contrast, Limao (BpGand Karacaovali and Limao
(2008) focus on the major industrial countries.iffawere already quite low in the US
and the EU at the onset of the Uruguay Round, whitluces the importance of this
channel. Furthermore, the theoretical underpinnidgseloped by Limao (2007) to
justify the importance of preferences in North-$oaggreements rely on RTAs being
formed for non-economic reasons—preferential treatngiven in exchange for, say,
help in advancing a global political agenda. Teisisually not the case in South-South
RTAs, where the main goal is often to exchange stasikccess and improve regional
economic cooperation.

[11.6. FTAs and rent destruction

Once one takes into account the endogeneity ofredteariffs, one can also re-
assess the message from Grossman and Helpman (&885Krishna (1998) that
governments tend to favour FTAs precisely when thmed trade diversion. In those
models a key assumption is that both pre-FTA tamifid post-FTA external tariffs are
exogenously given and equal to each other. Thas aglds with both the large theoretical
literature and the empirical evidence on that toploreover, the assumption is pivotal
for their results.

Ornelas (2005b) shows this by developing a speddriors model similar to
Grossman and Helpman’s (although with large coesg)yibut where tariffs are set
endogenously, with the influence of special inteig®ups both before and after the
FTA. Ornelas first considers that governments deda form an FTA without direct
influence of lobbies — although lobbies affect ttezision indirectly by shaping tariffs
under all trade regimes. Among other reasons, matéariffs fall because of the reduced
incentives to internal redistribution due to thakage of protection to partners under the
FTA. The difficulty in redistributing surplus thrgh trade policies under the FTA
implies that lobbying activities decrease with #ggeement. This in turn lowers the rents
created in the political process. But if FTAs degtprotectionist rents, this cannot be a
source of their political support. Thus, only thozgreements that are sufficiently
welfare-enhancing can become politically viableni&rly, Ornelas (2005c) proposes an
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oligopolistic model analogous to Krishna's (1998ut with endogenous tariffs. He
obtains results equivalent to those in Ornelas§BPnly welfareenhancing=TAs can
become politically viable once one accounts forogreshous changes in external tariffs.

When Ornelas (2005b) allows for lobbying also & ttade regime decision, this
stark result is qualified. He finds that one cannde out the political viability of
welfare-reducing FTAs. Still, such a possibility nestricted by the rent destruction
effects of FTAs. Specifically, welfare-reducing F3A&an gain political support only
when the role of “politics” in the governments’ ebjive function is “moderate” — i.e.,
large enough to sufficiently disconnect the decisio adopt the FTA from a socially
desirable criterion but low enough to avoid degtoumcof too much rents. The overall
message is therefore that the rent-destructiorcteffees not prevent but imposes sharp
limits on the political viability of welfare-redung FTAs.

The results of Ornelas (2005b, c) seem broadly etilble with the empirical
evidence. This evidence indicates that the fregeti@eas that have been implemented
are, by and large, trade creating. And while cafe¢sade diversion have been identified
in specific countries and sectors, they tend tehleeexception, rather than the rule. For
example, Baier and Bergstrand (2004) provide oveuing support for the hypothesis
that welfare-enhancing dyad characteristics araliel predictors of PTA links. It is
worth noting, however, that the results of Orndl2305b, c) apply to FTAs, and it is
unclear whether they generalize to CUs. Since lthetéd) empirical evidence suggests
that external tariffs do not change in a statifliicanportant way (Estevadeordal et al.
2008) and that export prices of outsiders fall (@hand Winters 2002) after the
formation of CUs, it may well be that trade-divedgi CUs are more likely to be
politically viable.

Another two issues that Ornelas (2005b, ¢) doesaketinto account are delays and
exceptions in the design of the agreement. Thah ikne with most of the regionalism
literature, he considers that all sectors are diloexd within the bloc once it is formed. In
reality, intra-bloc liberalization often takes sealeyears to complete, and even after
many years some sectors remain “outside” the agreendisplaying no intra-bloc
liberalization. Theoretically, the only analysis @fceptions in FTAs is carried out by
Grossman and Helpman (1995), who show that theilplitysof excluding sectors in
FTAs tends to make them more trade diverting. Axuised above, to pin down the
distribution of gains and losses in FTAs one needaccount for the endogeneity of
external tariffs, which Grossman and Helpman (1985not. Still, their argument that
the possibility of excluding sectors can enhanechibnefits of the agreement for special
interest groups (at the expense of the populatiotarge) remains valid also when
external tariffs change endogenously.
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1.7.

The timing of PTAs

A distinct feature of PTAs, which is present in thege majority of existing trading
blocs, is their gradual process of liberalizatidhe phase-out period of internal tariffs
varies, but it often takes at least 5 years, amdesimes it can last by as many as 15
years. It is therefore surprising that trade ecdstenhave not paid much attention to the
gradualism process embodied in PTAs. There areconfrse, a few analyses of
gradualism in trade agreements (e.g. Staiger 1B6&d and Park 2002; Chisik 2003;
Zissimos 2007; Maggi and Rodriguez-Clare 2007; BdbR009), but by and large the
role of labour markets is ignored in those analy$esny knowledge, the only exception
is the paper by Furusawa and Lai (1999). They sthbidgteral trade liberalization
between two large countries. As trade is liberdliaed the import-competing sector of
each country starts to contract, labour is reatextdetween sectors. As each moving
worker needs to pay a fixed adjustment cost, atepinas to bear a total adjustment cost
that is linear in the amount of moving workers. lBawa and Lai (1999) show that, in
such a context, the optimal bilateral trade lideegion path is gradual. Moreover, the
pace of the liberalization can accelerate if adradjustment assistance program that
compensates workers for relocation out of the ptetesector is adopted.

Another important study of the timing of regionaligs the analysis of McLaren
(2002), who focuses on the role of anticipatorget$ and of sector-specific sunk costs.
McLaren argues that just the announcement of a teggleement will already have real
consequences. Specifically, an anticipated tradiog will induce private agents in each
member country to invest and specialize toward egebr. The problem with this is that
it can lower the ex post gains from multilater&efrtrade, because of the sunk nature of
the investments. In this sense, expected regionaligates its own demand. As a result,
countries lose interest in (ex ante efficient) nhatkeral liberalization once they engage in
(ex ante inefficient, but ex post efficient) regamitiatives.
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IV. Preferential trade agreements and the labour ma  rket

How does regional trade liberalization affect thbdur market of the liberalizing
countries? As indicated in the outset, there idat® no proper analysis of this question.
This is especially surprising given the large htere on regional trade agreements and
the fast-growing research on the impact of intéomal trade on unemployment, job
rents and other aspects of the labour market. Hprevide some tentative thoughts on
the relationship between preferential liberalizatmd labour market outcomes.

IV.1. Exports and “good jobs”

A growing empirical literature has established teaporting firms tend to pay
higher wages than purely domestic firms for seelyirdentical workers. As discussed
above, the reason is often associated to wage ibargaor rent sharing within firms.
Since exporting firms are generally more productinel more profitable than domestic
ones, they pay higher wages. This raises a poteasa for promoting firms to export, if
that can be done at a sufficiently low cost, aral/jgled that some purely domestic firms
do not export because of a market failure thatbsamitigated through export promotion
policies.

A major consequence of trade reforms is naturaécsen among firms: less
efficient firms in a sector have to either downsimeprove efficiency or exit, whereas
more productive firms expand their market shares. @ consequence, total factor
productivity increases more in industries that fdbee more, and especially in
comparative advantage sectors (Bernard, ReddingSaidtt 2007). If there is rent
sharing within firms, this implies also higher sage wages in the economy, and in
particular for those employed in exporting firms.

In fact, some authors have suggested that expdgadsto be “better” than non-
exporters also because to-be exporters prepareséhess for the entry in foreign
markets (Hallward-Driemeier, larossi and Sokold¥D2; lacovone and Javorcik 2010).
That is, it is not just that more productive firmslf-select into exporting; firms that
explicitly target export markets also make différeiecisions regarding investment,
training, technology adoption and the selectioningduts, all of which raise their
productivity. Hence, the “exporter selection” prsgehat is well documented empirically
is driven not only by exogenous shocks, such agetr@forms, but reflects as well
investments made by firms in anticipation of acresforeign markets.

Recent analyses showing that firms tend to “expamtthwhen going to foreign
markets can provide a rationale for forming PTA®miance the incentives of firms to
engage in those activities and attempt to expastAlhornoz, Calvo-Pardo, Corcos and
Ornelas (2011) argue, theoretically and empiricalgxport profit idiosyncratic
uncertainty and the role of self-discovery are keyredients to firms’ export dynamics.
A firm discovers its profitability as an exportenly after exporting takes place. The firm
then conditions the decision to serve other desbing on this information. Since
breaking into new markets entails unrecoverabléscmsd export profitability is likely to
have global scope, the firm has an incentive terefdreign destinations sequentially.
For example, neighbouring markets can serve asirftegrounds” for future expansions
to larger or more distant markets. A related p@nnhade by Morales, Sheu and Zahler
(2011), who estimate firms’ fixed and sunk costsaotessing a foreign country after
having sold in a different foreign country. Theimadysis shows that there is a path-
dependence in exporting at the level of the firnhioh they refer to as “extended
gravity” factors.
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Preferential/regional liberalization can be helgfuthis context because it tends to
raise the number of firms willing to experiment lwittra-regional exports. Essentially,
the preferential access enjoyed in a PTA impliesirmrease in expected export
profitability for the PTA firms, and this inducesrse purely domestic firms to venture
abroad. Eventually, some of those firms — i.e. ¢hbsit turn out to be more successful in
exporting within the preferential bloc — choosebteak into extra-regional markets as
well. This lagged trade-creation effect towardsnmembers corresponds to an
implication of regional trade agreements that hesnboverlooked by academics and
policymakers alike, but which can be particularlyeful in promoting exports, and
therefore in increasing the supply of “good jobs'an economy.

Two recent empirical papers find that PTAs are @sdeonducive of sequential
exporting. Borchert (2009) finds that the growthMéxican exports to Latin America
from 1993 — right before NAFTA came into force —1897 is higher, the greater the
reduction in the preferential U.S. tariff under NB& for that product. The effect comes
entirely from changes in the extensive margin. Biryi, using trade data for 36
countries at the 5-digit level and eleven PTAs cauerll-year window, Molina (2010)
identifies a strong positive effect of PTAs in pring exports of products first sold to
preferential partners, as a result of intra-blbetalization, to countries outside the bloc.
A related study by Molina, Bussolo and lacovonel(®0on the extensive margin effects
of the accession of the Dominican Republic to thent@l American Free Trade
Agreements is also in line with PTAs playing a da@ role in boosting firms’
incentives to experiment in foreign markets.

This sequentiality of export destinations, from Ppartners first to PTA outsiders
later, relies on a positive relationship between ribgional and the non-regional markets
in terms of expected profitability for potentialpotters, which may not be present in all
arrangements. In fact, von Uexkull (2011) finds$lditevidence of such a relationship
when studying the Economic Community of West Afnic&tates (ECOWAS). He
provides evidence that the sunk costs involvedragional” (i.e. intra-ECOWAS) and
“global” (outside ECOWAS) exports are both sigrafit but also quite different in
nature, leading to marked segmentation betweeromabiand global exporters. This
finding is consistent with the idea developed bhadkhoz et al. (2011) and the findings
of Morales et al. (2011): there is path-dependénaxportingif the foreign markets in
guestion are sufficiently similar, but not othersvitawless (2011) makes a related point
when studying exports to adjacent destinations dwhsihe finds to be related) and to
non-adjacent destinations (which she finds to beelated). In sum, PTAs can spur
export experimentation that make some firms becglalgal exports, but only if the PTA
markets are not too distinct from the targetedidasons outside the bloc.

An additional requirement is that the PTA tariftemust be permanent (or at least
perceived as permanent by domestic agents). Thiglimension in which better market
access through PTAs tends to be more effectiverimg of affecting firms’ decisions to
export than improved market access obtained throoifler means. For example,
unilaterally granted preferences (which many dgwedb countries offer to least
developed countries) can be withdrawn easily. lot,fahey tend to be withdrawn
precisely when the exports from the country enjgyiine preferences start to increase
(Ozden and Reinhardt 2005). Previous reductiodkiN applied rates can be reversed
as well, with no legal consequences and littletjpali costs, provided that bound rates
stay high. By contrast, tariff cuts in the contextPTAs tend to be somewhat better
protected, even if they do not match the stabdityylFN bound rate cuts. That requires,
however, that PTA internal liberalization is indga#ten seriously. In many PTAs it is,
but in several others the reality is far differeamtd official intentions regarding within-
bloc liberalization hardly reach the countries’touss. This may help to explain further
von Uexkull’s (2011) finding that ECOWAS — a custnmion where implementation
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rates have been historically rather low — has aptexl as an effective “bridge” for firms
aiming to become global exporters.

Preferential liberalization can be useful also xpasnd the number of recipients —
i.e. the extensive margin — of job rents. As Caxt{2009) argues, the extensive margin
of job rents tends to be more affected by tradedadr sectors characterized by high
structural unemployment, which results from tecbgaal or institutional factors that
lead to too little entry. An implication is thatriffs in import-competing sectors and
subsidies in export-oriented sectors that displig tstructural unemployment can be
beneficial to the economy when more efficient ddimepolicy instruments are not
available. Of course, import tariffs and exportsdies also bring about inefficiencies to
the economy, which needs to be weighted againsbehefits of more recipients of job
rents. Still, as Costinot (2009) shows, a welfa@imizing government that does not
have access to other instruments would want tdrade taxes in those sectors. Tariffs in
import-competing sectors sharing such featuresbeamilaterally applied, provided that
commitments in the WTO are not violated (and preslgnthe government would have
accounted for that when negotiating its WTO bouaiffs). On the other hand, export
subsidies are generally forbidden by the World &r@dganization, so they are not really
an option for governments. An alternative, whichuldobe WTO-consistent, is to form a
PTA, provided that the structure of productionioé PTA partner is compatible with the
expansion of the export sectors that feature higictmiral unemployment. This idea is
reminiscent of Levy (1999), who points out thabcs export subsidies are not an option
within the WTO, the best producers in export sectordarge countries can do is to push
their governments to push for multilateral libezation. This logic applies even more
broadly for PTAs, where the governments of eveatingdly small countries can have
influence on partners’ trade policies and more lgashcompass labour market
motivations as the one proposed by Costinot (2009).

IV.2. Labour market adjustments

A common conclusion among those studying the adiest process following
trade liberalization is that it often is very slowgking several years until a new
equilibrium is reached. And as Davidson and Mat{Z00, 2002) argue, adjustment
costs tend to be particularly large when the labuarket is inflexible. Such lethargic
adjustment is likely to be especially painful foorkers. Are such adjustment costs likely
to be different when liberalization happens in ¢batext of a PTA? Although to date no
one has compared the speed of adjustment afteatenail trade liberalization and trade
liberalization under a PTA, one could persuasiaigue that the latter is likely to be
faster than the former.

In countries that are relatively closed to inteioval trade, unilateral trade
liberalization will induce firms in import-competirsectors to contract relatively fast due
to increased foreign competition, as some firmsnfthe rest of the world, especially
those with export experience, quickly take advamtafythe profit opportunities in the
liberalizing market. As a result, import-competifigns contract and lay off workers,
yielding also lower wages in those sectors. Ondtier hand, firms in the export-
oriented sectors hire and expand. However, firmaéw exporting sectors tend to
expand slowly, because the new profit opportunitiey be difficult to identify. In fact,
firms (not sectors) have to find the new profit oppoities abroad; as it is by now well
known, in any sector, of any economy, oslymefirms’ export. But because of this
underlying uncertainty, initially it will be uncledor the firms themselves whether they
will succeed or not in foreign markets. As a restlie new exporters will start very
small, expanding only slowly overtime, in case teagceed initially.
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The asymmetry arises because the liberalizing cpimtlosed relatively to the rest
of the world. Hence, successful opportunities ftbim opening of the country have to be
identified by the potential exporters, and thisgass can take a long time because it
often requires experimentation, where “success” lmarinferred only after significant
time. On the other hand, foreign exporters, alreast@blished in world markets, are
quick to enter in the market of the liberalizinguotry, since they have already
recognized their strengths in other foreign marké&s a result, during the adjustment
period unemployment tends to increase and remghmfbr a significant period of time.

By contrast, liberalization under a PTA can hapjrea smaller scale and tends to
affect more specific sectors. Furthermore, the mbddbreign entrants who are gaining
preferential access is limited, so the impact anithport-competing sectors is likely to
be smaller and to manifest more slowly. On the rotiend, the export opportunities
abroad — i.e., in the markets of the other PTA meamb- tend to be more clear-cut.
Hence, under a PTA with partners of similar sizesl aimilar degrees of external
opening, firms in export-oriented and import-conpgtsectors tend to adjust at more
similar paces. Accordingly, the impact on the labonarket — both in terms of
unemployment and of wages — tends to be more med&mce PTAs permit exceptions
and relatively long phase-in periods, governmeatsdtalso consider letting sectors with
low job mobility open up at a different, slower pacTaking this into account, the
specific characteristics of the labour market ie tpening countries could thus help to
refine the conclusions of Furusawa and Lai (1999%ua the optimality of gradual
bilateral liberalization, and possibly serve asuag for the trade adjustment assistance
program that they suggest as a way to compensateergowho need to relocate as a
result of the liberalization.

Announcing participation in a PTA well before thgreement is put in force should
help further to smooth the costs workers bear énttansition to the new equilibrium. As
Artuc et al. (2010) point out, early announcemeittrade liberalization are helpful as
they induce anticipatory movements. This is likttybe even more effective in the
context of a PTA, where the sectoral implicatiohshe liberalization tend to be clearer,
both in terms of identifying what sectors are likeéb be more affected by increased
import competition and what sectors are likely tpand by serving the partners’
markets.

In sum, liberalization through a PTA allows for sor@ moderate and targeted
opening. Since identifying losing and winning sestwithin a PTA is generally easier
than under unilateral liberalization, entering ifP8A tends to be more informative for
workers in terms of how they are likely to be aféel; thereby allowing for a smoother
adjustment process, especially if the agreemesmtm®unced sufficiently in advance and
if sectors that display low job mobility are opengulat a slower pace. More generally,
PTAs may can mitigate the potential adjustmentsca$tfirms and workers because,
compared with unilateral or multilateral liberalime, they provide more flexibility for
partners in the choice of coverage, depth, andngnof liberalization, while also
including policies that affect potential exportétse group that is likely to gain with
more trade) directly and not just through genegaiildrium effects that can take a long
time to manifest.
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IV.3. Partners’ choice

Signing preferential trade agreements facilitatesn@other transition to the new
equilibrium because trade liberalization within @APcan be more limited and is
arguably less uncertain in terms of its economyewitmpact than unilateral
liberalization. While this may be true for PTAs general, it surely is “more true” for
some types of arrangements than for others. Odifferently, the choice of partners(s)
within a PTA surely matters for its implicationsnciuding its labour market
consequences.

McLaren (2002) argues that a PTA with a “wrong”tpar can be deleterious in the
long run, because such a PTA will induce certapesyof investment and specialization
toward the partner that would be inefficient foe #iconomy in case it engages in future,
broader liberalization at the multilateral levetated differently, some types of PTAs can
lead to a costly adjustment process that will eaidlto significant trade gains and can
hinder further liberalization that would bring tlogjains about. The regionalism
literature suggests that the best alternative fertm agreements with “natural partners.”
These tend to be countries that are geographicldse and, especially, countries with
which there is already significant bilateral trdmdore the PTA is implemented. In terms
of fundamentals of the economy, the studies of Baied Bergstrand (2004) and
Bergstrand, Egger and Larch (2010) suggest thaetlee countries that are relatively
remote from the rest of the world, similar in terofigheir GDPs, but different in terms
of their relative factor endowments vis-a-vis thelmss and also relative to the rest of
the world.

As Bhagwati and Panagariya (1996) point out, fograrPTA with a natural partner
is no guarantee of welfare gains. Still, most @& thgionalism literature, especially the
empirical one, is generally optimistic about thensequences of such types of
agreements (see Freund and Ornelas 2010 for fudiseussion of this debate). The
literature has not, however, considered the lalnmanket impact of PTAs with “natural”
and “unnatural” partners. Intuitively, a PTA betwetwvo countries that are already
important trade partners for each other is likeldad to less disruption in the labour
market, avoiding large sectoral reallocations timatld be disruptive for workers. This is
even more important if after the PTA the counttyelializes vis-a-vis other markets
outside the bloc, as they usually do. If a couritnyns a PTA with a partner whose
economic structure is “farther away” from the eaoiostructure of the rest of the world
than the country’s own structure, it would induceastly transition to the “wrong”
sectors. This would either imply that further ligezation would become infeasible, with
the country forgoing gains from trade, or that Hert liberalization would entail greater
adjustment costs to workers than it would withdwt PTA. In turn, a PTA with a partner
whose economic structure is closer to the reshefworld’s would allow a smoother
transition to the comparative advantage sectothefconomy, lowering overall search
costs and the impact on employment. The case fé&«sRiImong natural partners seems
therefore only reinforced once one takes into agtthe impacts on the labour market. It
must be recognized, however, that the concept wmiralatrading partners has not been
studied in the context of labour market frictios®s, such conclusions are necessarily
preliminary.

Now, if one of the main goals with trade liberatina is to reduce unemployment, a
PTA may, again, under some circumstances be aisupéiernative to across-the-border
unilateral liberalization. As the analyses of Daad, Martin and Matusz (1999) and of
Helpman and Itskhoki (2010) stress, the impactradle liberalization depends on the
characteristics of the sectors that expand andracings a result of the lower trade
barriers. If the country has comparative advantagectors characterized by low search
costs, for example, then non-discriminatory, MFidde liberalization would tend to
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lower the economy’s overall unemployment rate, dotctly the opposite would happen
if the country’s comparative advantage were in@sdhat exhibit large search costs. In
that case, however, a PTA with a country that ledssironger comparative advantage in
the high-search frictions sectors would yield adownemployment rate in the former
country. The difficulty, of course, may be in findi such a country, where the
government is willing to negotiate a PTA that wotddd to cause higher unemployment.
It may be possible, however, if unemployment wetesa salient issue than the overall
efficiency of the economy in the other country, amebvided that the economy’s

aggregate efficiency could potentially be improwvéth that type of PTA.

Another concern is that the sectors characterizechigh search costs are, as
Helpman and Itskhoki (2010) point out, often thedgth more differentiated products,
which tend to be the most dynamic in an economP.TA that induces a contraction of
such sectors, while promoting sectors that dispbay sectoral unemployment but are
also less dynamic and characterized by low proditgticould be useful to boost
employment. However, it would come at a high costarms of productivity and of
aggregate income and welfare.

Now, if an important reason why exporters pay highwges is because they
require tighter screening of workers, as Helpméskhboki and Redding (2010) argue,
then international trade, as it shifts resourceth¢éomore “picky” exporters, will tend to
induce a higher unemployment rate. This is trudn lfot general liberalization and for
liberalization under a PTA. The impact on withirctee wage inequality, however, is
likely to be different. As Helpman, Itskhoki and d®ing (2010) show, within-sector
wage inequality exhibits an inverted-U shape. Faoantry that is relatively close to
international trade, therefore, a PTA that entailyy a moderate level of liberalization
will lead to an increase in unemployment that i$ a® large as, but to higher wage
inequality, than a process of deep unilateral triloeralization would. Whether the
former is preferable to the latter will depend ba policymaker’s priorities in the trade-
off between unemployment and wage inequality. Tégoally, the policymaker could
seek PTA partners that would yield the optimal wixunemployment and within-sector
wage inequality, but that would be possible alsough unilateral liberalization.

IV.4. Trade creation and trade diversion

The regionalism literature has shown, both thecadlyi and empirically, that
although in principle preferential trade agreemeras be of either the “good’—trade
creating—type or the “bad”—trade diverting—typee thiee trade areas that are indeed
formed tend to be, and have been, mostly of theddgpe. A key force is the rent-
destructing effects of free trade areas (Ornel&5R0c), which induce their members to
subsequently lower trade barriers also on impartsieg from non-member countries. A
direct implication of trade-creating, rent-destmigtFTAs is that the economy as a whole
tends to benefit with the agreement. This doesneoessarily imply an expansion (or a
reduction) of aggregate employment. However, asudised above, as protectionist rents
stemming from lobbying by producers are purged git@nomy-wide real wage goes up,
and so does the overall wage bill, resulting inghér labour share of GDP.

Those effects are less clear for customs uniomsigth, since the coordination of
external tariffs provides incentives for governnseta keep external tariffs relatively
high. This practice tends to be associated witheni@de diversion, which imposes costs
on the economy. Such trade-diverting coordinatibexternal tariffs may allow, on the
other hand, the preservation of job rents in sectbat offer relatively “good jobs.”
Trade diversion allows some relatively unproductiilens and sectors to expand.
According to the analysis of Davis and Harrigan1(PQ such sectors tend to have, for
given levels of productivity, a high number of fenwith relatively high monitoring
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costs, vis-a-vis the rest of the world, and thipligs that they pay relatively high wages.
If those sectors expand as a result of a tradetdigecustoms union, the economy will

then tend to experience the creation of more “dobidh-paying jobs. To be sure, this

could happen also under an FTA. In fact, in prilecibis may be easier to do in FTAs,
where each government keeps independence in treiufation of trade policies vis-a-

vis non-members. However, to do so the externdfdan those sectors would need to be
kept relatively high despite the regular econonmid political-economy forces that tend
to bring them down.

Two important observations need to be made, howé&west, such trade diversion-
induced good jobs stem from inefficiency in firnmbnitoring of workers, and therefore
represent a cost for the economy. This must behtaiigagainst the benefits of propping
up the high-paying jobs. Second, it is plausiblet thhis cost will be borne
disproportionately by capitalists, who are the owh® need to incur in the monitoring
costs to make sure workers exert effort. This mtesia different perspective on the
beneficiaries from trade diversion, usually asdedato producers who are able to
persuade governments to negotiate large preferewtass for them in foreign markets,
and not to workers in need to be incentivized tokwo
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V.

Concluding remarks

Labour market consequences are at the forefronangf discussion related to

liberalization of international trade. Preferenti@de agreements, in turn, have become
the primary form of trade liberalization in mostuctries. Yet to date there has not been,
surprisingly, any attempt to study the labour markelications of liberalization in the
context of preferential liberalization. In thisiakt | endeavour to start to fill this gap.

After examining the so far entirely independenérbtures on preferential trade

agreements and on the links between non-discrionparade liberalization and the
labour market, | reach the following main conclusio

PTAs can be useful to encourage new firms to expareé to the nature of the export
strategies of many firms, based on experimentadoRTA can lead to more firms
exporting also to non-member countries. This expaxst tends to bring better-
paying jobs to the economy.

PTAs can help to smooth the adjustment costs dettderalization. Since it takes
time (and some experimentation) for purely domefitins to uncover their export
potential (if any), this is especially true wher tmembers are initially at a similar
level of international trade opening. In that cdke,time the new exporters from all
countries within the bloc require to find export poptunities abroad will be
relatively similar, ensuring that export-oriente@ctors expand and import-
competing sectors contract at similar paces.

If export sectors are characterized by high stmattunemployment, due to either
technological or institutional reasons, and singpoet subsidies are generally
banned by the WTO, PTAs can be a helpful policyrument to promote those
sectors and as a result the extensive margin afgets recipients in the economy.

Announcing a PTA well before its implementationgseto mitigate adjustment costs,
as it allows workers to take anticipatory actioBgcluding sectors with low job
mobility will similarly allow for an overall less astly adjustment process for
workers.

PTAs with “natural partners"—e.g. those among coast that already trade
significantly with each other before the agreemeate—likely to benefit the
economy as a whole, and workers in particular.

Choosing PTA partners carefully can also help fgaex the number of workers who
enjoy job rents and to moderate the impact of lowade barriers on unemployment
and on within-sector wage inequality. Howeversiunlikely that all of these goals
can be achieved simultaneously, suggesting trafldegofsfernments need to face.

PTAs that are mostly trade diverting can preserved—ereate—"good jobs” that
yield rents to workers, but at a potentially higistcfor the economy as a whole. In
turn, PTAs that are eminently trade creating tenisnprove efficiency and raise the
economy-wide wage bill.

These conclusions, obviously, need further qualifam and scrutiny by future

research that looks at those issues at more dEipdy. provide, however, a starting point
for the analysis, something that has been misgitignow.

And surely there are other ways in which liberdlaa within preferential trade

agreements affects the labour market implicatidhe. numerous angles one can analyse
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this relationship makes it inevitable that some dngnt issues had to be left without a
proper discussion in this article. Probably the tmosgtical of those omissions is
offshoring. There is, of course, an increasing eom@bout the effects of offshoring for
the labour market—for a review of the theoretid@rature on trade and offshoring, see
Antras and Rossi-Hansberg (2009); Feenstra anddAa2903) survey the literature on
global production sharing and inequality. But offéhg, and in particular the activities
related to the growth of production networks, isoabecoming an important motivation
for the formation of preferential trade agreemeB&dwin (2011) and the World Trade
Organization (2011), for example, argue forceftitigt the current spread of regionalism
owes much to the intention of governments to fed#i the proliferation of such
production networks. That incipient but essentiaé lof research does not, however,
address the labour market consequences of thid. tPerelated point can be made about
export processing zones (EPZs). These are espeniglortant in China, which is a
country that has had little involvement in PTAsggessting that EPZs may function as an
alternative to PTAs in some dimensions. On the rothend, the “maquiladoras” in
Mexico seem to have been instrumental for Mexi@dfective use of preferences under
NAFTA. Clearly, for cases like Mexico under NAFTAs well as for Central America
under the CAFTA-US reciprocal trade agreement, faageto take into consideration the
role of EPZs when assessing the labour market itgfdeTAs. These and other related
important questions will hopefully be addressedutyre research.

Another area that deserves more research attastishether labour rights should,
and if so how, be an integral part of trade agredseSeveral recent PTAs have
introduced labour provisions in their official texand this has been the case in particular
with all PTAs formed by the United States since NAFin 1994. Implementation is
very lax, however, as Elliott (2011) notes. Sholddhour provisions in PTAs be
stimulated? And if they exist, how strict shoul@ithrenforcement be? Surprisingly, there
is very little theoretical support to guide suchportant decisions. There is some
research directed at studying the desirabilityntrfoiducing labour standards in the WTO.
Bagwell and Staiger (2001), in particular, arguat tthe rules of the GATT are in fact
capable of accommodating governments’ interestardegg labour standards even if
those standards are not explicitly incorporatetham agreements. There is virtually no
analysis, however, on whether, or under what cistarnces, labour standards should be
incorporated in preferential trade agreements. éSthe non-discrimination rule of the
GATT—which is obviously violated in PTAs—is centffak the insights of Bagwell and
Staiger (2001), it is not at all clear whether thetend to PTAs. Such lack of prior
guidance makes the insights from the analysis aptgr 3 particularly welcome.
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