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ABSTRACT

Job Creation, Job Destruction,
and the International Division of Labour*

We incorporate equilibrium unemployment due to imperfect matching into a
model of trade in intermediate inputs (Ethier (1982)). Firms are assumed to be
price takers and their size is given by technology. Firms enter the market as
long as expected profits cover the search cost they incur initially. Trade
increases productivity in the final good and then demand for each intermediate
input. Steady-state unemployment is reduced after trade integration because
more vacancies are opened. When the rate of job destruction is made
endogenous, international trade reduces the equilibrium rate of job
destruction, and this induces an indirect positive effect on job creation. We
also show that the more volatile environment faced by firms that is often
associated with deeper trade integration is unlikely, per se, to increase
unemployment.
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NON-TECHNICAL SUMMARY

Worsening economic conditions for unskilled workers in developed countries
attract growing attention to the impact of trade on unemployment. In spite of
20 years of substantial innovation in trade theory, the workhorse model used
to analyse the impact of trade on the labour market is still the traditional
Heckscher-Ohlin-Samuelson (HOS) model. Traditional two-sector models
allow for a stylized, though convenient representation of the consequences of
increased North-South trade. However, when applied to explain employment
consequences of increased trade between developed countries, these models
have serious limitations. In HOS models it is assumed that countries import
and export goods that belong to different industries (inter-industry trade). It is
instead a well-established fact that an important and growing share of
international trade is taking place within, rather than between sectors,
especially among developed economies. HOS models would predict that the
only way increased trade may affect unemployment is through labour
reallocation between sectors. If labour displaced from the import-competing
sector cannot be fully reabsorbed in other sectors (e.g. because of institutional
rigidities), some workers will become unemployed as a result of increased
trade integration. Recent empirical evidence however shows that the bulk of
job reallocation in the US does not occur between sectors, but among firms
and plants belonging to the same industry (Davis and Haltiwanger (1992)).
Moreover, firm-level analysis shows that labour is displaced mostly within
industries, rather than between industries, even in countries undergoing a
period of trade liberalization (see Levinsohn (1996) for the case of Chile). This
evidence raises the suspicion that the neo-classical trade model focuses on a
trade–unemployment channel that may not be the most relevant from an
empirical viewpoint. Finally, the assumption of constant returns to scale in
production, which is at the centre of the traditional neo-classical HOS analysis,
rules out the unemployment effects of trade that come from productivity
changes and returns to scale exploitation. These effects are instead
empirically relevant and are also likely to affect considerably the incentives
that shape the equilibrium in the labour market.

The model we present in this Paper allows us to analyse the effect of trade on
unemployment in a framework that takes into account the above mentioned
stylized facts regarding intra-sectoral trade and intra-sectoral labour
reallocation. Unemployment in our model results from frictions in the labour
market that hamper the instantaneous meeting of supply and demand (we
adopt a so-called ‘matching’ model). Labour market frictions are a within-
industry phenomenon and this also accounts for trade-related unemployment
when international trade basically consists of the exchange of goods
belonging to same sectors. Matching models also have the advantage that
they allow the effects of job creation and of job destruction on unemployment



to be distinguished between. Greater openness to trade is likely to have an
impact both on the rate at which new jobs are created and on the rate at which
existing jobs are destroyed. Existing models, proposed to study the effects of
trade on unemployment, do not allow for the identification of the different
effects that international trade may have on job creation and job destruction.
However, depending on the direction and on the relative importance of these
two effects, the opening of trade may have different implications for labour
market policies. In general, this distinction is crucial for a thorough
assessment of the employment consequences and all the possible side
effects of trade integration. It has been argued, for instance, that the rise in
frictional unemployment which is observed in several developed countries can
in part be attributed to trade via greater volatility in international prices (see
e.g. Bhagwati and Dehejia (1994)). According to this view, as trade integration
deepens, comparative advantages become more and more volatile, because
even tiny price differences may start reversing trade patterns. As a result, as
trade integration proceeds, job turnover is expected to accelerate and long-run
unemployment to rise. This argument sounds plausible, but without a rigorous
model of matching unemployment, there is the risk that this is just half of a
possible story. Job creation and job destruction are interrelated phenomena:
in studying the implications of trade on long-run unemployment, one cannot
analyse them in isolation.

In our model, international trade takes place in intermediate goods that are
produced out of labour. A final good is produced by means of the intermediate
inputs; the higher the number of different varieties of intermediates, the higher
the productivity in the final sector. Thus, productivity increases with the extent
of the division of labour in the production of different intermediate goods
(Ethier (1982)). We focus first on the effects of trade on job creation by
assuming that job destruction is exogenous. Due to the existence of matching
frictions in the labour market, it is costly for firms to create a vacancy and to
look for a worker. The number of vacancies posted will therefore depend on
the expected return of finding a worker, as this return has to cover at least the
costs of searching for a worker. The return of filling a vacancy depends in turn
on the productivity of the firm. An increase in trade thus puts in motion an
entry process that produces a rise in open vacancies (more job creation) that
will eventually lead to a lower rate of frictional unemployment. When the rate
of job destruction is made endogenous through the assumption that firms are
randomly destroyed due to idiosyncratic shocks, trade integration directly
reduces job destruction. This is the case because the increase in productivity
due to trade induces an entry process that raises firms’ demand and then
prices. This, in turn, allows firms to resist shocks of a greater magnitude. In
this case, the effect of trade on job creation is only indirect. More vacancies
will be opened in the steady state because firms will attach a higher value to a
filled job due to its longer expected duration. Overall unemployment will be



reduced as a consequence of reduced job destruction and increased job
creation. Finally, we address the issue of trade-related volatility in price-cost
margins. Deeper trade integration is often associated with a more uncertain
environment for firms, volatile price-cost margins, and then higher job
destruction. Our model allows us to evaluate the impact on steady-state
unemployment of such an eventuality. It emerges that long-run unemployment
hardly increases after trade even under the hypothesis that trade entails a
mean-preserving upward jump in the variance of cost disturbances. Increased
volatility in price-cost margins will increase the rate of job destruction, but
would also unambiguously stimulate job-creation. The reason is that a larger
dispersion of cost shocks would have first-order effects only on the left tail of
the cost distribution concerning filled jobs, thus increasing their asset value.

Our analysis shows how the productivity effects associated with trade may be
at odds with a common perception that growing world trade (‘globalization’) is
responsible for greater labour turnover, job insecurity and then frictional
unemployment. The prediction of our analysis is that, in the long run, enlarged
trade possibilities are likely to lead to more job openings and also to longer job
tenure. As for the implications for empirical analysis, our model suggests that
important effects played by trade on the employment performance of the
economies may not be reflected in relative price changes. Rather, the right
direction for empirical research should be that of investigating those links that
relate international trade to between-firms, within-industries job-relocation, a
route that has been only recently explored (e.g. Levinsohn (1996)).
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Figure 1
Equilibrium in the labour market
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Figure 2
The labour market when prices are p and p’, p’>p
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Figure 3
General equilibrium
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Figure 4
The opening of trade


