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ABSTRACT

Using a novel application of unequal exchange thebirs study seeks to analyze how global trade
patterns affect national incomes and employmenéepet in affluent countries. The study begins by
demonstrating that North-South trade typically etibs an unequal exchange of labor inputs, resulting
from workers in less developed countries beingiBagntly underpaid relative to their labor
productivity. Based on this empirical observatibms hypothesized that North-South trade should
increase average living standards in affluent aeesitbut also accelerate the deindustrialization o
their economies and heighten their unemploymepsratsing panel data from 18 OECD countries
over a 34-year period, several variations of tlyjsathesis are tested with simultaneous equations
models. The results suggest that, for affluenttwes, North-South trade does increase averaggliv
standards and reduce manufacturing employmenthhttt likely mitigates unemployment problems

rather than increase them. The theoretical andywhplications of these findings are discussed.
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DOMESTIC CONSEQUENCES OF UNEQUAL EXCHANGE:
HoOW GLOBAL TRADE INCREASES OUR LIVING
STANDARDS BUT DEINDUSTRIALIZES OUR ECONOMY

INTRODUCTION

Most of the world’s affluent countries have expeced considerable increases in their living
standards over the last few decades. For examplmeasured in 2000 US dollars, the average per
capita income of 18 countries in the OrganizatmnEconomic Cooperation and Development
(OECD) rose from just under $15,000 in 1970 to uatr $30,000 in 2006 (OECD 2007 his
amounts to more than a doubling of the averagredigtandard in less than two generations. The
positive aspects of this growing affluence, howetare been undermined by dwindling job
opportunities in the manufacturing sector and gsevels of unemployment across the economy as a
whole. Since 1970, these 18 affluent countriesheperienced, on average, nearly a 50 percent drop
in manufacturing employment and almost a threefatdease in general unemployment rates. These
latter two developments have been particularlylihog, in large part because the full-employment
economy, based on ample high-wage jobs in the raaturing sector, helped underpin the emergence

of egalitarian societies during the mid“2€entury.

How has globalization contributed to these socioeauc changes? It is well known that, over
the period in question, trade links between afftiuntries (the North) and less developed countrie
(the South) have grown considerably. In the UnBéates, for example, the inflation-adjusted valtie
imports from less developed countries has increadedld over the last 30 years (OECD 2002,
2005b). Undoubtedly, this structural change inwloeld economy has contributed to the domestic
effects mentioned above. But the exact naturbisfdausal relationship remains unclear. While we
know with great certainty that globalization hastribbuted to the deindustrialization of Northern

economies (Alderson 1999; Brady and Denniston 2B@8meyer 2007; Rowthorn and Ramaswamy



1999; Saeger 1997; Wood 1995), we do not knoweiéhchanges are interrelated with rising living

standards and unemployment rates as well.

To fill this gap in the literature, the presentdstuiassesses the possibility that economic
globalization has increased the average livingdsteas of affluent countries, but also contributhie
deindustrialization of their economies and the hging of their unemployment rates. To gain
theoretical insight into this research questiairaw on the concept ainequal exchangeThis concept
was originally developed by scholars (notably Emo&i972 and Amin 1976), seeking to explain
why the South continually lags far behind the Nantkerms of its economic development. In
answering this question, their research advancecttavms: (1) that trade between countries at
different levels of economic development embodeestly different quantities of labor inputs, and (2)
that consequently this type of trade facilitate®agoing transfer of wealth from less developed
countries to affluent countries, even though thddrflows may have equivalent market values. This
influential argument has been controversial for yn@asons, one being that it implies international
worker solidarity is unlikely because Northern aamers benefit from the exploitation of Southern

workers.

The present study seeks to contribute to theatiee on international political economy by
reversing the typical subject matter of unequahexge scholarship. Instead of analyzing how North-
South trade affects less developed countries, ay s@holars have already done, the present study
analyzes how North-South trade affects affluenntoes. To facilitate this analysis, | begin by
detailing the theoretical reasons why North-Sotdde should boost average living standards in
affluent countries, but also displace many of theanmufacturing workers, thereby increasing levéls o
deindustrialization and unemployment. With simodétaus equations models, | compare this theoretical
expectation to the actual experiences of 18 OEQDres between 1970 and 2003. The results show

that, for affluent countries, North-South tradéndeed associated with rising living standards and



declining manufacturing employment, but that tlyiset of trade may actually reduce overall

unemployment rates rather than increase them.

GLOBALIZATION AND SOCIOECONOMIC CHANGE IN AFFLUENT COUNTRIES

The world economy has undergone significant strattthange over the last few decades. In
an early analysis of this transformation, Frobel his colleagues (1980) introduced a prominent
framework for understanding how the emergent glelsahomy altered trading and employment
patterns around the world. Their analysis centerethe claim that, for much of the modern era, the
world economy exhibited an international divisidriabor in which less developed countries
specialized in agricultural production and natweslource extraction, and affluent countries speedl
in manufacturing finished goods. Hence, during thhe, North-South trade revolved around the
South exporting raw materials to the North, andNlbeth manufacturing these materials into finished
products, some of which were then exported batkddGouth. Organized in this way, the world
economy created vibrant and growing manufacturewass in affluent countries.

With the onset of globalization, however, this lestgnding trade pattern began to change. By
the 1970s, many multinational firms began outsagrt¢heir routine manufacturing jobs to subsidiaries
and subcontractors in less developed countriesremiages are low), and then exporting the finished
products back to affluent countries (where consypniees are much higher). The popularity of this
business strategy, Frobel and his colleagues cthimeentually reorganized the international divisio
of labor, leaving the South to specialize in labtensive and low-skilled manufacturing jobs, and
leaving the North to specialize in high-skilled romic activities, such as strategic management,
product development, and finance (see also Cagielle:163-215; Gereffi 1994; Reich 1991:81-170).

This structural change in the world economy noyamdiustrialized many less developed
countries, but according to Frobel and his colleagit also brought chronic unemployment problems

to the world’s most affluent countries (see alsoeBtone and Harrison 1982; Harrison and Bluestone



1988; Ross and Trachte 1990). Such a claim maltesive sense, because seemingly the very
manufacturing jobs disappearing in the North weappearing in the South. Yet despite its
plausibility, this argument never gained serioweldyility among most social scientists. Instead, t
dominant view holds that “rigidities” in the domiedtabor market, not trade with less developed
countries, have been the root cause of the Noutiesnployment problems (Krugman 1994; Layard et
al 2005)"

What has been definitively established, howevehas globalization has contributed to the
deindustrialization of Northern economies. Numerstudies demonstrate that deindustrialization is
caused in part by trade with less developed casjtand in part by changes occurring wholly within
the domestic economy (Alderson 1999; Brady and i3¢om 2006; Kollmeyer 2007; Rowthorn and
Ramaswamy 1999; Saeger 1997; Wood 1995). Tworatount for the domestic economic
changes: (1) the propensity of consumers, as teegrbe more affluent, to spend an increasing portion
of their incomes on services rather than manufadtgoods, and (2) the ability of manufacturing irm
to achieve rapid productivity growth, which enallesm to maintain production levels with fewer and
fewer workers. While the statistical associatietween North-South trade and deindustrialization is
robust, the theoretical explanation for this relaship has been less convincing. In general, fiieeeul
explanation maintains that imports from the Sosthce they are labor-intensive, displace more
domestic jobs than exports to the South createile\this claim is indeed true, a more detailed

explanation can be developed.

GLOBALIZATION AS UNEQUAL EXCHANGE
The following section develops insights into whpwmg trade relationships with less developed
countries likely alter certain aspects of the secamomic structure of affluent countries. | firstiew

the common argument that trade has little effedih@nsocioeconomic structure of affluent countries,



and then | draw on unequal exchange theory to shloythis outcome likely only occurring for trade

among affluent countries.

Argument 1: Global TradeislInconsequential

Some scholars believe that globalization has playdga minor role in the socioeconomic
changes occurring in affluent countries. The ulytey premise of this claim is that internationade
generates counterbalancing effects on the domssticomy, since exports create new wealth and new
manufacturing jobs, while imports do basically dpposite (Freeman 2004; Krugman 1996; Krugman
and Lawrence 1993, 1994; Lawrence and Slaughte3)19th describing this logic, Krugman and
Lawrence (1994) write the following about declinimgnufacturing employment in the United States:

To assess the overall impact of growing internaidrade on the size of the [domestic]
manufacturing sector, we need to estimate theffexitef this simultaneous growth of exports
and imports. A dollar of exports adds a dollathte sales of domestic manufacturers; a dollar of
imports, to a first approximation, displaces aaodf domestic sales. The net impact of trade on
domestic manufacturing sales can therefore be msdisumply by the manufacturing trade
balance. (p. 45)

Based on this rationale, they claim that US traxlealances are much too small to account for recent
changes in the US labor market. Instead, theytatbed deindustrialization has primarily been @ls
by rapid productivity gains in the manufacturingtee, which over time enable domestic firms to
produce a constant output of goods with fewer amef workers.

Importantly, this argument tacitly assumes thatetgpand imports have equal but opposite
effects on the domestic economy. That is to sayetample, $1 million of exports creates new jabs
the same rate that $1 million of imports displagesting jobs. Granted, if this assumption is dali
then small to moderate trade imbalances would haiffiéct employment patterns as Krugman and

Lawrence claim. But for reasons described belbis,dssumption may not hold under some common



situations. Before elaborating on this idea, letfirst describe a situation in which Krugman and
Lawrence’s claim should remain valid.

The argument that trade globalization has onlyigdadé effects on the domestic economy
likely holds for goods produced and traded amongtriges functioning at similar levels of economic
development and operating within integrated tramlees. This should occur because market forces,
occurring within similar and integrated econom&wuld eventually equate the wages of workers with
their productivity. When this happens, the valb&gade balances, as Krugman and Lawrence state,
should approximate the amount of domestic wealthjalns created and displaced by trade.

Equation 1 formally expresses the rationale bethislargument:

Real labor costs=s Wi/ P = Wo/ P, (1)
where W equals the prevailing wage rate, P egbalptevailing productivity rate, and the subscripts
and, represent different countries. Here, since cquh@nd country 2 operate within an integrated
economic system, real labor costs should be the satmoth countries. Again, this occurs because
market competition and factor mobility should eguatcountry’s prevailing wage with its prevailing
productivity rates. This does not imply, howewvbgt wages and productivity rates will be the same
both countries. Indeed, for a variety of reastimsy may be significantly different. But it doegam
that, for example, if manufacturing workers in coyrl are more productive than manufacturing
workers in country 2, then market forces shoulchéwaly ensure that the former receives
proportionately higher wages than the latter. Tinisurn, should equalize real labor costs between
these two countries, creating a situation in wiiichs cannot reduce their real labor costs by dpega
in country 1 instead of country 2, or vice vergairthermore, since both countries have the sante rea
labor costs, the monetary value of trade flows betwthese countries should accurately reflect the
actual amount of labor inputs embodied within thdtris under these conditions that imports and
exports should generate counterbalancing effectioamestic employment patterns and living

standards.



Argument 2: Global Trade Facilitates Unequal Exchange

A central premise of neo-classical economicsas ithternational trade, if occurring within
competitive markets, should improve the economgitfmms of all participants. This idea, however,
has been assailed by several scholars. Most yotalimanuel (1972) sought to explain why the
South continually lags far behind the North in terofiits economic development, even though both
sets of countries participate in international ¢radDrawing on economic theories generated byiclass
political economists—such as Smith, Ricardo, anadxMehe argued that trade occurring between
countries at different levels of economic developtigpically results in a transfer of wealth frohet
less developed country to the affluent countrynet®ugh the trade flows have equivalent monetary
values. He called this phenomenon “unequal exchange

For Emmanuel, unequal exchange is an inherenactaistic of North-South trade. It arises,
he argued, because capital is highly mobile aaroastries (which equalizes profit rates around the
world), but workers are not (which sustains largeyevdifferences between countries). When such
conditions prevail, the low wages paid to Southeonkers should manifest not as higher profits for
Southern producers, but instead as lower marke¢pfor Southern goods. This outcome, Emmanuel
contends, essentially allows Northern consumemsiyoSouthern imports at a steep discount (since
these goods embody low wages), but compels Soutieersumers to pay full price for Northern
imports (since these goods embody high wages) st@ed in different terms, North-South trade
purportedly enables affluent countries to imporhething of greater value than they export to less
developed countries, even though the traded goaws équivalent monetary values.

The dynamics of this process were further cladify Amin (1976:138-54). Among other
things, he examined the possibility that North-Bowuage differentials merely reflect underlying
productivity differences between Northern and Seuttworkers. This is an important consideration,
because if true, it means that Northern workersragaly earn their higher wages by being more

productive. But, according Amin’s research, tkisiot the case. He found that Northern workers are



indeed more productive than their Southern couatéspbut that the modest differences could not
explain the substantial gap between Northern anh®@on wages. Consequently, his study confirmed
the argument that North-South trade facilitatesigjustifiably large net outflow of labor power from
less developed countries to affluent countries &s® Gibson 1980; Nakajima and Izumi 1995).

In light of surging North-South trade, the rati@nahderlying this argument makes intuitive
sense. One could easily argue that multinatiarmalst through their worldwide search for cost
advantages, have been the primary agents of ecorglotialization. To reduce production costs and
bolster profits, multinational firms often choosddcate their routine manufacturing operationthim
South. They choose the South, however, not méeegtguse it offers low wages, but more precisely,
because it offers lower wages than its productidtels would otherwise suggest. This argument
infers that

RCLs= (Ws/Ps) < RCly= (Wn/Py), (2
where the subscriptgsands represent the North and the South, respectivaly tlae abbreviation RCL

stands foreal cost of labor.

Unlike the situation expressed by equation 1, thten of unequal exchange implies that the
wage-productivity ratios across regions of the glaronomy remain imbalanced, with the South
having a much lower real costs of labor than theliNolf this is indeed the case, then market jgricke
Southern goods should underestimate the actual @noblabor inputs embodied within them, and
hence North-South trade should facilitate an uifjabty large net transfer of labor power (and henc

wealth) from less developed countries to affluentrdries.
[Insert Table 1 about here.]

Table 1 illustrates this theoretical argument vaitiual data. It compares real labor costs in
various parts of the world by adjusting nominal esgvith productivity rates for 13 select countries.
With equation 1 and internationally comparable datapiled by the International Labour

Organization and the United Nations (ILO 2006, UD0@), the real cost of labor is estimated for each



country. The resulting figure equals a countryosnmal wage expressed in US dollars (column 1)
divided by its productivity rate benchmarked agithe US rate (column 2). As column 4 indicates,
real labor costs vary considerably across thesmWitries. On average, the less developed coantrie
of Asia and Latin America have real labor costsadtui 28 percent and 61 percent, respectivelyhef t
real labor costs in the United States. Yet thiztBhces between the United States and Canada are

negligible. Importantly, these findings suggesit thnequal exchange still occurs today.

Based on these results, it seems plausible thataqual flow of labor inputs embodied within
North-South trade could increase living standandafiluent countries, but also deindustrialize thei
economies and heighten their unemployment rategiré-1 offers a more detailed depiction of this

hypothesis.

[Insert Figure 1 about here.]

DATA AND RESEARCH METHODS
As demonstrated above, one can use the concepeqgtial exchange to logically argue that North-
South trade, unlike North-North trade, should gateesocioeconomic changes in affluent countries.
The following three equations, wharecountry and = year, specify the particular determinants of
these hypothesized socioeconomic changes:
(1) Manufacturing Employmept= f(Imports from the Soutf) Exports to the Southimports from
the North, Exports to the NorthNational IncomgUnbalanced Productivity Growth

Unemployment i)

(2) National Income = f(Imports from the Soutt) Exports to the Southimports from the North
Exports to the North;; Manufacturing EmploymeptUnemploymente;)

(3) Unemployment = f(Manufacturing EmploymentNational Incomg, Regime Typg¢€i)

For each variable in this system of equationsither repeat observations of 18 OECD

countries between 1970 and 2003. This procesdsygéepanel dataset containing a maximum of 612



separate observations (n=18, t=34). The 18 OEGMDtdes used in the study are Australia, Austria,
Belgium, Canada, Denmark, Finland, France, Germlaeland, Italy, Japan, Netherlands, New
Zealand, Norway, Sweden, Switzerland, the Uniteagidom, and the United States.

The proposed model has three endogenous (or depgrdeables. The first endogenous
variable,manufacturing employmergquals the number of employees working in a agismt
manufacturing sector as a percentage of that cganttal workforce. Data come from the OECD’s
(2005c)STAN Structural Analysis Databasehich assembles internationally compatible ecanom
data on OECD countries. The manufacturing sestdefined as categories 15-37 from the third
revision of the International Standard IndustritdsSification (ISIC) scheme. The second endogenous
variable,national incomemeasures a country’s per capita income. It ecuatsuntry’s real gross
domestic product (GDP) divided by its total popigiat with GDP expressed in US dollars at prices
and purchasing parities from the year 2000. Dataecfrom the OECD’s (2006&nnual National
Accounts - Volume | - Comparative Tabldhe final endogenous variabléyemploymenimeasures
the percentage of a country’s workforce unablertd €mployment. Data come from thabour Force

Statistics — Summary Tabl@SECD 2006Db).

The proposed model also contains four exogenouaexjory variables. The theory of unequal
exchange suggests that, for North-South tradejdhgestic effects of imports are not entirely offset
the domestic effects of exports. To test this liypsis, | disaggregate North-South trade into its
constitutive components, creating the variabi@sorts from the Southndexports to the SouthBoth
of these variables are measured through a twopstegess. The first step delineates the North-South
divide in the global economy. To accomplish thistart with the OECD’s regional classification
scheme, which places the world’s countries into @ifeve geographic regions: Africa, Asia (which
includes the Middle East), Central and South Angerieurope, North America, and Oceania. From
here, | define the South as Africa, Asia, Central §outh America, and Oceania, and | define the

North as Europe and North America. |then makesshadjustments to these categories, moving



Mexico and Turkey (from North America and Europspectively) to the South, and moving Australia
and New Zealand (from Oceania) and Israel, JapahSauth Korea (from Asia) to the North. This

division constitutes the North-South divide in tilebal economy.

The second step calculates the monetary valuadédr manufactured goods flowing across the
North-South divide. To make this calculation, irsthe values of North-South trade falling within
categories five through eight of the Standard hmd@onal Trade Classification (SITC) scheme. This
step eliminates the value of agricultural produs; materials, services, and other non-manufadture
goods from the value of North-South trade. To fet# international comparison, the resulting value
are expressed as a percentage of GDP. Data comdHelnternational Trade by Commodities
Databasg(OECD 2002, 2005b), which reports the annual mamyetalue of imports and exports at the
national, regional, and global levels. This catioin is made for each country-year observaticinén

data set.

Another set of exogenous explanatory variablesuraptthe effects of North-North trade. To
allow for the possibility that imports and expaafsect domestic socioeconomic structures in diffiere
ways, | disaggregate North-North trade into thealdesimports from the Nortlandexports to the
North. These variables are calculated with a two-stepga®c First, | obtain the value of worldwide
imports and exports in manufactured goods fromrternational Trade by Commodities Database
(OECD 2002, 2005b). Then, from this value, | satitthe corresponding values for imports and
exports from the South as calculated above. Tédtreg figures, expressed as a percentage of GDP,
represent the value of North-North trade in manwi&c goods. This calculation is made for each

country-year observation in the data set.

The model also contains several exogenous cordrahes. The first isnbalanced
productivity growth As discussed above, it is well known that fasées of productivity growth in the
manufacturing sector, relative to the general esona@an contribute to deindustrialization. To cohtr

for this factor, | measure the magnitude by whiobdpctivity gains in the manufacturing sector



outpace those made by the overall economy. Fogeeyn observation, this variable equals that
country-year’s real increase in value added pekeran the manufacturing sector divided by that
country-year’s real increase in value added pekearan the overall economy. Data on the size ef th
workforce across sectors are taken from the OECIW85c)STAN Structural Analysis Databasend
data on real value added across various sectotalae from the United Nations’ (200@dational
Accounts Main Aggregates Databask second control variable accounts for annuahgea in the
prime interest ratewhich is known to affect rates of economic growatid job creation. Data for this
variable come from the United Nations’ (200@)mmon Database. A third control variable
accounts for changes fixed capital investmergcross the economy, something that should help spu
economic growth, but that may also causes manufagtemployment to decline as firms substitute
capital for labor. This variable, which was casted with data from the United Nations’ (2006b)
Common Databaseneasures national expenditures on capital investmach year, as measured in
thousands of 1990 US dollars per person. The dmatrol variablecentralized wage bargaining
accounts for cross-national differences in thdtutsbnalized means by which employees and workers
set wages. This variable runs along a 5-poinesa@alwhich five equals a highly centralized wage
bargaining system and one equals a highly decergdalvage bargaining system. These systems of
wage coordination may affect the economy and laferket in various ways. This data come from

Kenworthy (2003).

Finally, it must be emphasized that each of theglendogenous (dependent) variables, at some
point in the model, also serves as endogenousmedoliey variables. This arrangement, of coursa, is

hallmark of simultaneous equation models.
Statistical Estimation

The use of simultaneous equations models, sutiieasne being employed in this study,
present researchers with certain methodologicalptications that must be addressed. Their primary

advantage, however, is their ability to capturedbmplex feedback loops that typically characterize



socioeconomic processes. For example, in the modkdr consideration, the varialvlational income
appears as an explanatory variable in one equatidra dependent variable in another. This implies
circular pattern of causation. Importantly, vakbembedded in such patterns of causation ardlyisua
correlated with one or more of the model’s distadzterms. When this occurs, standard versions of
ordinary least squares (OLS) regression will ylalsed and inconsistent parameter estimates, even f
large samples, and therefore an alternative estinsabuld be used.

Another complication must also be considered.qieatly, simultaneous equation models
exhibit correlation among the disturbance termthefindividual equations. If left unaddresseds thi
situation will lead standard versions of OLS regi@s to generate inefficient parameter estimates,
leading to unnecessarily large standard errorger@ihe nature of the model being analyzed here, it
seems likely that disturbances affecting one equoatiill affect the other equations as well. At
minimum, we know that the measurement for eaclalbéej across all three equations, comes from the
same observational unit (country-year). If the elamntains unobserved effects, a near certainty
given the complexity of the processes being andlytte resulting errors will manifest as correlatio
among the disturbance terms and cause OLS to deneedficient parameter estimates.

To overcome these complications, | use a matlifersion of two-stage least squares (2SLS)
regression. This technique uses the single-equapproach to estimating simultaneous equations,
whereby each equation in the model is estimatedraggly, using instrument variables to overcome
problems associated with circular causation. nfitst stage, the explanatory variable embedded
within the circular causation, the so-called “peahhtic” variable, is replaced with an instrument
variable, which by definition must be uncorrelatdgth the disturbance terms yet highly correlatethwi
the problematic variable. A primary benefit of Zsis that, instead of finding an actual instrument
variable that meets these criteria, one is caledlal regressing the problematic variable on thigeen
set of exogenous variables. The predicted valugatefrom this regression then serves as the

instrument variable. In the second stage, theunsnt variable replaces the problematic varizdohel,



the equation is estimated with OLS. This procesken repeated for each equation in the model.
Importantly, by riding the model of correlations\ween the regressors and disturbance terms, 2SLS
yields unbiased and consistent parameter estimates.

However, since the issue of correlation among/tr®us disturbance terms remains
unaddressed, 2SLS should be modified to accountriobserved effects in the data. If this is not
done, the unobserved effects will cause correlaimong the disturbance terms, and the resulting
parameter estimates will be inefficient. For pateth, this problem can be mitigated by introducing
controls for fixed or random effects. Thus, to e the efficiency of my parameter estimates, |
adopt Baltagi's (1981) error components, two-stagst squares (EC2SLS) estimator with random

effects, which has been shown to perform well ustiailar conditions.

RESULTS

The primary argument being advanced in this stadiat (1) trade with less developed countries sets
in motion dynamics that eventually alter the socay@®mic structure of affluent countries, but ti3t (
trade with other affluent countries does not indsieeh changes. Results from several simultaneous
equations models provide empirical support for #ssertion. The analysis begins with Table 2, iwhic
shows four models that isolate the effects of N&thuth trade from the effects of North-North trade.
Then the analysis focuses on Table 3, which shesdtrfrom three models that comprehensively test
of the relationships depicted in figure 1. Cornelias and descriptive statistics for the variablesdiin

these analyses are reported in the appendix.

North-North Trade
Model 1 and 2 assesses how trade among affluentrees affects levels of manufacturing
employment and national income therein (see tapl&He expectation is that North-North trade will

negligibly affect the socioeconomic structuresffiliant countries, because the imports and exports



comprising these trade flows should embody verylammuantities of labor inputs. In both of these
models, the variables associated with North-NaodHe are statistically significant, exhibit the
expected signs, and importantly haggialbut offsettingmagnitudes.

Specifically, model 1 considers how North-Northdgaaffects manufacturing employment in
affluent countries. After controlling for other estant factors, the results of this model indicht t
exports to the Nortkb = .064) create domestic manufacturing jobs eihiports from the Nortifb = -
.090) reduce them at almost the same level. Titisomme was expected for two reasons. First, for
trade in general, we expect exports to stimulateufecturing job growth, since they increase the
demand for domestic workers; and we expect imgor&diminate manufacturing jobs, since they
essentially replace domestic workers with foreigikers. Second, for North-North trade in particula
we expect the effects from imports and exportotmterbalance one another, because the labor inputs
embodied within these trade flows should be vamjlar. Overall, the dynamics of trade among
affluent countries should create a situation inaihmports and exports displace and create domestic
manufacturing jobs at almost the same rates.

Next, model 2 investigates how North-North tratfeas national incomes in affluent
countries. As expected, the results here inditeteexports to the Nortlb=.207) increase national
income whileimports to the Nortlfb = -.201) reduce it by nearly the same amoihis outcome was
expected for two reasons. First, for trade in gangve expect exports to increase national income,
because they increase the amount of economic tgotand hence wealth creation) occurring within the
domestic economy. But we expect imports to haeeofiposite effect, because they embody the
opportunity costs of economic activity (and hen@alth creation) that could have occurred within the
domestic economy but did not. Second, for NortithNtrade in particular, we expect the effects of
imports and exports to offset one another, becthesgquantity of labor inputs embedded within these
trade flows should be very similar. In sum, theutes from both model 1 and model 2 are consistent

with theoretical expectation discussed above.



[Insert table 2 about here.]

North-South Trade

Using the results from models 1 and 2 as benchsnarkdels 3 and 4 test whether trade with
less developed countries generates similar consegadsee table 2). In particular, these models
assess how trade with less developed countriestatfevels of manufacturing employment (model 3)
and national income (model 4) in affluent countrigkile holding other factors known to affect these
outcomes constant. In both models, the varialdssaated with North-South trade are statistically
significant, exhibit the expected signs, and imgatly haveunequalandimbalancedmagnitudes.

Specifically, model 3 assesses whether North-Swatle diminishes manufacturing
employment in affluent countries. Here the resuiticate thatmports from the Soutfp = -1.212)
displace many more domestic manufacturing jobs éxgorts to the Soufllb = .465) create. More
specifically, in its net effect, North-South traskeems to displace about three manufacturing jabs fo
even one job it creates. This outcome, of coussepnsistent with expectations.

Next, model 4 assesses the relationship betweeth{South trade and the national incomes of
affluent countries. Here the results reveal anailatice between the magnitude of the coefficient for
imports from the Soutfb=.032) and the magnitude of the coefficientdrports to the Soutfb=
.245). This suggests that the North-South trad#ead creating offsetting effects on nationabme,
actually generates imbalances in the flow of weth#t flavor the affluent countries. Again, this
finding is consistent with expectation. Unequatlenge theory suggests that affluent countriespnwhe
trading with less developed countries, essentfalighase products at deflated prices because, under
competitive market conditions, low Southern wagegrdss the prevailing market prices of Southern
goods. If this argument is correct, then it folkothat the North would accrue wealth by tradinghwit

the South, even when the trade flows are balancetbnetary terms.



Combined M odel

Table 3 shows results from a comprehensive testypothesized relationships depicted in
figure 1. For each of the three models in thisetalthe variables of theoretical interest are stiatlly
significant, exhibit the expected signs, and aleehthe expected relative magnitudes. Consistight w
the earlier models, the results from model 5 andti&ate that trade among affluent countries h#s li
overall effect on the prevailing levels of manutastg employment and national income within these
countries. For both models, the coefficientsifigports from the Nortlandexports to the Northearly
offset one another. This substantively implieg tarth-North trade is causing neither rising ligin
standards nor deindustrialization in affluent cost Conversely, for models 5 and 6, the coeffitse
for imports from the Soutandexports to the Souttho not offset one another. In fact, the resulting
imbalances suggest that North-South trade doesiloot® to causing rising living standards and
deindustrialization in affluent countries.

[Insert table 3 about here.]

Model 7 investigates the hypothesized determinaihtsmemployment. While the model is
statistically robust, its substantive implicatiare less clear. The results suggest that NorthhSou
trade does indeed generate indirect effects on plogyment rates, but they also suggest that these
indirect effects may offset one another in ambiguaays. On one hand, North-South trade decreases
the availability of domestic manufacturing jobs,igthaccording to model 7 should contribute to gsin
unemployment rates. On the other hand, North-Soatle increases national incomes, which
according to model 7 should reduce unemploymessratlhe net effect, thus, depends on how fast
national incomes grow compared to how fast manufag employment falls.

To help determine this net effect, as well as Iselmmarize the study’s overall results, table 4
provides counterfactual estimates of how North-Barztde affects each of the three dependent
variables used in this study. These counterfa@stiates are based on two separate calculations,

each using the parameter estimates generated bgisrothrough 7. The first calculation is based on



the actual data from 2003 for each independenalikriin the model; the second calculation does the
same, except it hypothetically assumes that trati@den the North and the South does not exist glurin
this period. The results of these counterfactath@ates suggest trade with less developed coantrie
generally reduces unemployment in affluent coustiecause it apparently stimulates job growth
across the entire economy (through rising natior@mes) faster than it displaces jobs with
manufacturing firms competing against Southern peceds. More specifically, if these 18 affluent
countries ceased trading with less developed casnthe calculations indicate that their average
unemployment rate would rise by 1.84 percentagatppihat their average level of manufacturing
employment would rise by 2.86 percentage-pointd,that their average national income would
decline by $1,919, (measured in prices and purobgsrities for the year 2000).

[Insert table 4 about here.]

CONCLUSION

This study analyzed how one of the most pronoumcadifestations of globalization—the rapid
expansion of trade with less developed countriessdfif@cted national incomes and employment
patterns in affluent countries. To theoreticatlymie this inquiry, the study extended well-known
insights from the sociology of development. Intjaar, it used the concept nhequal exchang®
demonstrate that North-South trade often facilgate unjustifiably large transfer of labor powemir
less developed countries to affluent countriesis parportedly occurs because workers in less
developed countries, compared to workers in affigenntries, are significantly underpaid relatige t
their labor productivity. Based on the underlylagic of this argument, | hypothesized that North-
South trade should increase average living stasdardffluent countries, but also displace many of
their manufacturing jobs. This latter outcomeyrttier hypothesized, should contribute to risingle

of deindustrialization and unemployment.



This hypothesis was tested with panel data fro@E&D countries covering a recent 34-year
period. Derived from simultaneous equations mqdeésfindings indicated that trade with less
developed countries, unlike trade with other afflueountries, does indeed boost average living
standards and change employment patterns in affacemtries. As expected, it was found that North-
South trade generally increases national incomeseduces the manufacturing sector’s share of total
national employment. Yet, unexpectedly, it wasibthat North-South trade may actually reduce
unemployment rates rather than increase them. abyveounterfactual estimates indicate that, iflera
with less developed countries were eliminatedpafit countries would experience almost a two
percentage-point rise in their unemployment ratese than a two percentage-point increase in
manufacturing’s share of total national employmant] almost a $2,000 per person decline in national
income. Of course, since these are complex phemanvegh multiple causal factors, the counterfactual
estimates cannot be seen as precise.

Nonetheless, these findings provide empirical supmy contention that North-South trade,
unlike North-North trade, sets in motion dynamieatteventually alter the socioeconomic structure of
affluent countries. In particular, the findingslicate that trade with less developed countriegigea
benefits (rising living standards and declining mpéoyment rates) as well as drawbacks (accelerated
deindustrialization), which are not induced by &adth other affluent countries. These empirical
findings, along with the attendant theoretical exgition offered above, should help advance our
understanding of the domestic consequences of edorgtobalization. This is partially the case
because prior studies, while identifying a robtatistical correlation between North-South tradd an
deindustrialization, have not offered detailed tietioal explanations of the purported casual
mechanism driving this relationship. The tacitlergtion has been that, since the South speciahzes
labor-intensive production, and since the Nortlcgdees in knowledge- and capital-intensive

production, imports coming from the South displaa@e jobs than exports can create. While this is



indeed true, the present study more fully explisdte underlying dynamics of this phenomenon,
which hopefully help clarify our understanding bése socioeconomic processes.

Furthermore, the findings presented here diraotfyinge upon several vexing policy issues.
Proponents of free trade are often dismayed thatilpo support for globalization often lags far behi
their enthusiasm for it. From their perspectivegftrade should be wildly popular because it ecésn
society’s overall material well-being. The findsigresented here—especially those showing that trad
with less developed countries boosts national iresom affluent countries—provide some validation
for this argument. Yet the findings reveal prolbdamth this argument as well.

First, my results call into question the ofteretgd claim that Northern workers, if given the
chance, can successfully compete against workgwshere in the world. Based on the evidence
presented here (see especially table 1), it is tuardagine how Northern workers could successfully
compete against Southern workers in industries evtadror costs are decisive. This is not the case
because Northern workers lack the required skillsark ethics, but rather because they are
significantly disadvantaged by the wage structarhe South.

The results also remind us that North-South tradhéle generating clear benefits for society at
large, does produce negative consequences forrceeggments of society. Especially for less-s#lille
workers in the North, who once enjoyed high-wag@leyment opportunities in the manufacturing
sector, globalization has undermined their econameit-being. As their fates worsen, it creates
downward pressure on the wages and working comditod other Northern workers with similar skills
and qualifications. In this way, the dynamics thiate supported upward social mobility for the less
educated can be put into reverse, eliminating teesaomic structures that once helped produce
egalitarian class structures. To redress thislpnoppolicymakers should develop ways to share the
wealth and opportunities generated by globalizatih those people disadvantaged by trade-induced
socioeconomic changes. Such strategies have slest@esome Northern countries, although they

have been largely eschewed across the Anglo-Amredoantries (Rodrik 1998).



Finally, this study reinforces long-standing cerms about how much less developed countries
benefit from free trade. The results presented baggest the wealth generated by North-South trade
gets distributed in a zero-sum fashion, in whidluaht countries gain at the expense of their less
developed trading partners. This outcome, mangldement scholars would surely argue, arises from
the paltry wages paid Southern workers, whichfifsattially depends upon repressive political farce
hindering efforts to improve wages, working corah8, and environmental safeguards in the South.
Without intervening social and political pressuffese trade regimes will likely reinforce (and papis
exacerbate) the already highly polarized distrinutrf global income. This outcome could be
mitigated, however, by embracing trade policies seek to improve wages and working conditions in
less developed countries. If successful, sucltieslicould not only improve the living standards of
billions of needy people in the South, but theyldalso help alleviate social problems facing Nerth
countries, such as those stemming from large-sctdmational migration and growing environmental

degradation. Such an outcome seems like a wirsitation.
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Figure 1. The Hypothesized Domestic Consequences of Glotaaler
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Note: Solid lines indicate direct effects of primaéineoretical interest. Dashed lines indicateriti
effects.



Tablel. International Comparison of Average Labor Costslanufacturing Sector for 13 Select
Countries: Figure in 2003 US Dollars.

1) (2) 3) (4)
Nominal Wage Productivity Real Wage Real Wage

(US$/hour)  (US=1.00) (1+2) (US = 1.00)
Northern Countries
United States $16.14 1.00 $16.14 1.00
Canada $15.56 .89 $17.48 1.08
Southern Countries
from Asia
China $0.79 24 $3.26 .20
India $0.26 17 $1.56 .10
Indonesia $0.27 A2 $2.16 13
Philippines $0.89 A1 $8.35 .52
Sri Lanka $0.34 A1 $3.17 .20
Thailand $0.95 A1 $8.29 51
Average $0.58 A4 $4.46 .28
Southern Countries
from Latin America
Argentina $4.33 .38 $11.44 71
Brazil $1.84 22 $8.48 .53
Chile $2.21 22 $10.18 .63
Costa Rica $2.01 22 $8.98 .56
Mexico $2.14 21 $9.99 .62
Average $2.50 25 $9.81 .61

Note: Calculations made by author using internationadignpatible data on wages, employment, and value
added for the manufacturing sector (ILO 2006; UN&0 Productivity rates (column 2) and real wagesumn
4) are benchmarked against U.S. levels in 2003revdeS. equals 1.00.



Table 2. The Effect of Trade on Manufacturing Employmend &fational Income: EC2SLS Random-Effects Parameter
Estimates from Simultaneous Equations Model of BEO Countries, 1970-2003

Model 1 Model 2 Model 3 Model 4
Manufacturing National Manufacturing National
Employment Income Employment Income
Exogenous Explanatory Variables:
Imports from the North -.090** =201 %
(.030) (.025)
Exports to the North .064** 207 *xx
(.023) (.025)
Imports from the South -1.212%** .032
(.112) (.029)
Exports to the South AB5*** .245**
(.083) (.091)
Endogenous Control Variables:
Manufacturing Employment -.B27*** -.645%**
(.056) (.074)
National Income - 453*** -.156**
(.053) (.047)
Unemployment - 647 -.286*** -.647%* -.269%**
(.032) (.057) (.029) (.070)
Exogenous Control Variables:
Unbalanced Productivity Growth -3.082*** -4.00%**
(.639) (.575)
Capital Investment -.859%** 1.399*** =914 1.323***
(.173) (.181) (.152) (.192)
Prime Interest Rate -.089** - 133%+* - 175%* - 225%**
(.029) (.025) (.025) (.029)
Centralized Wage Bargaining .256** .043 .253** .091
(.089) (.076) (.079) (.083)
Constant 42.74%* 31.162** 38.754*** 31.159 *+*
R? within panels .84 .89 .87 .87
R?across panels .30 .56 29 .55
R* overall 61 71 .62 71
Number of Observations 541 541 541 541

Notes:Numbers in parentheses are standard errops< 05; ** p < .01; *** p < .001



Table 3. Domestic Consequences of Global Trade: EC2SLS étarieffects

Parameter Estimates from Simultaneous EquationseMwdl8 OECD Countries, 1970-2003

Exogenous Explanatory Variables:
Imports from the North

Exports to the North
Imports from the South
Exports to the South

Endogenous Control Variables:
Manufacturing Employment

National Income
Unemployment Rate

Exogenous Control Variables:
Unbalanced Productivity Growth

Capital Investment
Prime Interest Rate

Centralized Wage Bargaining

Constant
R? within panels
R? across panels
R? overall

Number of Observations

Model 5
Manufacturing National Unemployment
Employment Income Rate
- 129%** - 259%**
(.030) (.028)
.106*** 201 %**
(.020) (.018)
-1.30*** -.032
(.113) (.132)
558*** A85***
(.096) (.097)
-.605*** -.907***
(.064) (.050)
- 274%** -.626***
(.051) (.053)
- 637*** - 24 3%**
(.029) (.060)
-3.604***
(.563)
-.586*** 1.567***
(.159) (.162)
- 135%** - 118*** -.108**
(.025) (.026) (.037)
211** -.036
(.077) (.100)
39.47*** 29.824 40.124%***
.88 .90 .50
22 .55 21
.58 .69 .33
541 541 541

Notes:Numbers in parentheses are standard errops< 05; ** p < .01; *** p<.001

Table 4. Actual, Predicted, and Counterfactual Estimate®&pendent Variables in Model:

Calculations Based on OECD-18 Averages for Yeaf200

Manufacturing’s

National Share of Total Unemployment
Income Employment Rate
Actual $28,650 15.63% 6.41%
Predicted (full global trade) $29,287 16.04%
Predicted (no trade with South) $27,368 18.90%
A if no trade with South (absolutg - $1,919 2.86 %-pts 1.84 %-pts
A if no trade with South (%4) - 7% 18% 49%




ENDNOTES

' The 18 OECD countries are Australia, Austria, Bety Canada, Denmark, Finland, France,
Germany, Ireland, Italy, Japan, Netherlands, Nealated, Norway, Sweden, Switzerland, the United

Kingdom, and the United States.

" In their 600-plus-page survey of the contendingl@xations for unemployment, Layard and his
colleagues discuss neither trade nor globalizapossible factors in the rise of unemployment in
the North. Instead, they argue that domestictungins (especially the welfare state, business
regulatory laws, and trade unions) have set mavkges artificially high, thereby preventing the

labor market from reaching equilibrium.



