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Abstract

This paper devel ops a Schumpeterian model of international specialization and catching-up.
In a previous verson of the model we looked a the impact on internationa trade
specidization when different patterns of technological catching-up are followed. One of
these is a Gerschenkron pattern at the industrial level, where the largest initid gaps in
productivity give rise to the fastest relative productivity growth rates. Depending on the
productivity, wage and profits dynamic there can be ‘ comparative advantage switchovers
in which a catching-up economy turns its competitive advantage towards medium- to high-
tech areas. In this paper we follow up the impact of the unit profit or ‘rent’ patterns on
foreign direct investment and through that on the speed of technology transfer and hence on
differential productivity growth. We show that labour market dynamics, productivity
catching-up and investment patterns al combine to determine the evolution of the
international division of labour. We point also to the impact on labour demand and wage
structures (between skilled and unskilled workers) both in the lead and the catching-up
economies. The model thus contributes to the literature on globalization and labour markets.

Keywords. international integration, foreign direct investment, endogenous productivity
growth, trade and employment, migration
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Modelling international economic integration: patterns of
catching-up, foreign direct investment and migration flows

1 Introduction

In the recent literature on the economic effects of increasing global integration (for recent
contributions see Choi and Greenaway, 2000; Feenstra and Hanson, 2001; Ghose, 2003)
there now seems to be a consensus that international trade affects labour market outcomes
but that the effects are not very strong and other factors are at least as important as trade.
These other factors include technological change (for an overview see e.g. Acemoglu, 2002),
the availability of labour supply (especially of skilled labour) and the importance of labour
market institutions. Further the limitations of the Heckscher-Ohlin (HO) model which has
been mainly used in the analysis of trade effects on labour markets have become apparent.
For example Slaughter (1998) discusses some of the shortcomings of the HO model and
especially the question 'How fast does the Heckscher-Ohlin clock tick?’ and argues that
the issue of timing and adjustment processes must be addressed. Other limitations of the
standard Heckscher-Ohlin framework are the restriction to the 2 country, 2 sectors and
2 factors case which e.g. does not allow that an advanced country may face competition
from different types of less developed countries. Recent research also emphasizes the role
of social and business networks in shaping trade patterns across countries and industries
and may explain important hysteresis effects in bilateral trade flows (see e.g. Rauch, 2001;
Eichengreen and Irwin, 1998). Furthermore, in the standard HO-model technology is
assumed to be equally available for all countries which is generally seen to be an unrealistic
assumption as contributions based on the product cycle and North-South technology
transfer show. Technology diffusion lags exist and cannot be neglected. Another criticism
which can be raised is that too little attention has been paid - in the context of applying
the standard model two countries, two sectors and two factors version of the model -
to different patterns of development being followed by different catching-up economies
and hence advanced economies may face different pressures of international competition.
Furthermore, important hysteresis effects (path dependency) have shaped trade patterns
across countries. Finally, foreign direct investment flows are hardly encountered in the
standard model. However, as Feenstra and Hanson (1997) have shown, the introduction
of FDI flows may reverse the results expected from the Stolper-Samuelson theorem for
the less advanced economy (for a recent contribution see Hanson, 2003). Freeman (2003)
shows that the impact of changes in trade policy had only modest effects on labour markets
and other aspects of economic integration (like migration, capital flows and technology
transfer) have greater impacts.

In this paper we introduce a model which - at least in principle - avoids the criticisms
summarized above. The model is a dynamic multicountry and multisector model which
also allows for different skill types of workers. The dynamic adjustment processes provide
room for the analysis of transitory dynamics and path dependencies which affect the
structure of specialization of the world economy. Different labour market institutions are



captured by wage setting and labour supply adjustment dynamics; these then in turn
determine cost competitiveness and attractiveness to foreign investors.

The flows of foreign direct investment play an important role in this paper which
builds on an earlier version of the model introduced by Landesmann and Stehrer (2000)
and Stehrer (2002). These previous versions of the model focussed on the endogenization
of the dynamics of specialization in a global economy which depended on the detailed
modelling of sectoral patterns of productivity growth as well as wage dynamics in both
the (technologically) advanced and the catching-up economies. It could be shown that,
adopting a Gerschenkron pattern of catching-up at the sectoral level (i.e. industries with
a higher initial productivity gap have a greater scope for productivity growth), can turn
the comparative advantage of catching-up economies towards technologically advanced
industries, even if the absolute level of productivity of the catching-up economy remains
much below that of the advanced economy. We spoke in this context of a 'comparative
advantage switchover’.

In the present paper we endogenize FDI flows whereby the Schumpeterian feature of
our model, particularly the emergence of transitory per-unit rents, leads to an interesting
integration of FDI flows into our model. Global investment flows are sensitive to the
emergence of per-unit rents and hence, implicitly, to the productivity- and wage-dynamics
of catching up. Using furthermore a simple formulation for ’endogenizing’ productivity
growth as a function of FDI flows (representing the impact of FDI on technology transfer)
we show that FDI flows in turn impact upon the sectoral patterns of catching-up and hence
on the dynamics of comparative advantage.

On the technical side, the integration of FDI into our model reveals a feature of dis-
equilibrium dynamics: the building-up of capacities becomes both demand- and supply-
determined. The latter refers to the impact which high unit-rents (Schumpeterian prof-
its) have upon the attractiveness to expand capacities in particular sectors and loca-
tions/countries. The utilization of such capacities is, on the other hand, demand-determined
and hence a function of whether such sectors and locations are able to attract the addi-
tional demand required for such utilization. We shall see that this opens up an additional
dynamic where utilization patterns depend in turn on productivity-wage-price dynamics
and a set of price elasticities of demand.

We start in the following with a short verbal account of the main features of the model
within which we explore the impact of FDI on the dynamics on international specialization
and catching-up. This is followed by a discussion of the way we specify the determinants
and effects of FDI in the model. In section 3 we give a formal account of the structure
of the model and in section 4 we explore some qualitative features of the impact of FDI
with a number of model simulations. Section 5 concludes.

2 Endogenizing FDI flows: determinants and effects
The model is designed to present the structural features of international economic inte-

gration: it is multi-sectoral, distinguishing a range of industries and their development,
so that structural change can be represented. It formulates dynamics with respect to pro-



ductivity growth (differentiated across sectors) and wage and price movements, it allows
for skill and wage differentiation across workers and it introduces Schumpeterian features
in the form of the emergence of transitory unit rents which get eroded over time (through
price-to-cost adjustments). The outcome is a trade cum growth model in which transitory
dynamics drives changes in international comparative advantage.

The mechanisms inducing structural change are manifold: on the supply side, it is
the uneven evolution of productivity (across sectors) which initiates changes in cost and
price structures and hence causes substitution effects in the structures of demand (in fi-
nal demand and in the sourcing of intermediate inputs). The opening up of price-cost
gaps during the transitory dynamic which gives rise to Schumpeterian unit-rents also
causes an additional investment dynamic which is financed by transitory retained earn-
ings. Furthermore, there are two forms of endogenous productivity effects: one linked to
output growth (Kaldor-Verdoorn effect), the other resulting from the investment dynamic
(Schumpeter-Arrow). The endogenous productivity effects have further repercussions on
the supply-side determinants of structural change. On the demand side, demand func-
tions are specified in a traditional manner with sensitivity to relative prices (substitution
effects) and the levels of real incomes (Engel effects).!

In an international context, it is the relative dynamic of productivity, wages, prices,
and unit rents which matters in determining two types of competitiveness: competitive-
ness in product markets (resulting from the dynamics of relative unit costs and prices)
and competitiveness on capital markets, particularly in the area of attractiveness to FDI
(resulting from differential unit rents). In an integrated global economy, the two forms
of competitiveness determine the evolution of relative specialization, trade structures and
the global allocation of FDI. The resulting relative output and investment dynamic has
further endogenous productivity growth and catching-up effects.

Now let us turn to a more explicit discussion of the determinants and effects of FDI in
our model. We shall assume that the allocation of FDI flows is determined by differential
per-unit rents which arise in different industrial branches and different international loca-
tions.2 What are then the effects of FDI flows? We shall discuss three direct effects: One
is a capacity effect, i.e. FDI generates additional capacity, the other is an impact on pro-
ductivity, i.e. a speeding up of technology transfer, and the third could be an impact on
market structure which might affect price-cost margins and/or the speed of price-to-cost
adjustments.

Let us deal with the capacity effect first: FDI flows will generate additional production
capacity corresponding to the real value of inputs (capital equipment and labour) which
can be purchased from these flows. Furthermore we address the issue of the sourcing

'For a background of how these aspects of our model relate to earlier research within the broader
framework of evolutionary modelling see Fagerberg (2003). Fagerberg states that ’a more general evolu-
tionary theory of the dynamics of technology, growth and trade - whatever this might imply - is arguably
still missing.’

2In a model with circulating capital only this amounts to the same thing as differential rates of return
on invested capital. In general, FDI should be forward looking and not be just dependent upon current
per-unit profits, but we shall have to assume this as long as we do not implement a forward looking
integral about expected (discounted) flows of returns.



structure (of inputs) associated with FDI generated production capacity. Another issue
concerns the utilization of these capacities. The model will make a distinction between
the build-up of capacity and its utilization. Actual production levels will be determined
by demand, while capacity expansion derives from profitability of investments which is
determined by per-unit earnings on capital. In phases of adjustments in which additional
capacity is generated by FDI inflows there is a potential supply-demand mismatch. The
model converges to a long-run equilibrium where prices equal (average) costs plus a (long-
run) mark up and supply equals demand. We think that the approach taken here allows us
to address real problems of adjustment which are not dealt with in neoclassical (equlibrium
spot market) models. This, however, comes at the cost of temporary (supply-demand)
imbalances which characterize the model’s behaviour during transitory phases.

Let us now address the ’endogenous productivity’ effect from the point of view of a
catching-up economy: We shall assume that FDI can speed up the technology transfer in
such an economy but not allow the country to shift the technology frontier itself (the latter
is defined by the productivity level of the more advanced economy). If only technology
transfer is speeded up, there is a limitation of the degree to which a catching-up economy
can benefit (technologically) from increased FDI inflows (i.e. it can maximally reach the
productivity level of the more advanced economy).

During the transitory Schumpeterian dynamics, foreign direct investment can support
cumulative processes: we can have a scenario in which fast learning in technologically
advanced industries combined with moderate wage increases leads to high per-unit rents in
these industries (in which initial productivity gaps to the technologically leader are high).
This makes them attractive for FDI inflows and this speeds up productivity growth further
which can turn the comparative advantage of a catching-up economy in the direction of
technologically advanced industries. There will be a limitation in this productivity growth
push in that the Gerschenkron mechanism (advantage of backwardness) can be exhausted
and hence at some point productivity growth in spite of FDI inflows will slow down as
productivity levels of the more advanced economy are approached. In the long-run we
approach a steady-state with equal unit costs in all countries (and with an undefined
specialization structure).

There are also induced labour market effects: Productivity catching-up is only one side
of the story, the other is wage catching-up. Any move in the direction of specialization
towards high tech branches requires an increased relative demand for skilled workers and
hence increases the pressure (given the composition of the labour force) on the wage rates
of the skilled workers. Given the derived demand for labour which the specialization
dynamic entails, the model also allows to track the major migration "push’ and 'pull’
factors for different skill groups.



3 Modelling the dynamics of integrated economies

In this section we present the detailed structure of the model, which is then used in the
simulation studies.

3.1 Technology

We start with a matrix of technical input coefficients for each country ¢, denoted by A€ =
(ag, ... a5 ... a% ) wherea’ = (aj;, ... ag; as,; )T. A typical element
aj; denotes a technical input coefficient of sector ¢ in country c. These technical coefficients
are assumed to be stable over time (i.e. determined by technological considerations). The
technical coefficients must be distinguished from the demand matrix for intermediate
inputs as goods may be purchased from different suppliers; we shall refer to this demand
matrix as the 'sourcing matrix’; the elements of that matrix will be price sensitive as we
shall allow for substitution (as well as for potential home’ and 'regional bias’) effects. We
denote the demand coefficients for intermediate inputs supplied by country ¢ to country

T as
cr cr
alll DR a/lN
AT =
cr cr
ANy --- ONN

These demand (or ’sourcing’) coefficients have to satisfy the technologically given con-

straint aj; = » . aj;. The overall world sourcing matrix is then given by
A A
A — : y :
ACt . ACC

The global sourcing matrix A is assumed to satisfy the conditions to guarantee economi-
cally meaningful solutions (see e.g. Gale, 1960).

The goods produced require different types of workers denoted by z =1,..., 7. We
denote the vector of labour input coefficients by aj;, = (alc@1 coeoag Z) where aj; , denotes
the labour input coefficient of skill tpye z in industry ¢ in country c¢. We do not allow
for substitution effects between different types of labour, although we allow for changes
in the composition of labour due to technological change (e.g. skill-biased technological
change).

Technological progress is introduced through changes in labour input-coefficients as a
steady decrease to an exogenous (stationary) level, i.e.

C.Llci,z - 72“72 (a’fi,z - ali‘,z) . (1)

This formulation allows for differences in the rates of productivity growth, firstly, due to
inital 'distance’ from the stationary state productivity level and, secondly, due to differ-
ences in the speed of adjustment (parameter 75, ) to that level. The same distinction will

5



be used later on to differentiate between a 'weak’ and a ’strong’ Gerschenkron effect when
productivity catching-up processes are considered from the point of view of a catching-up
economy (see section 3.6).

3.2 Prices and rents
Price dynamics is modeled as adjustment to unit costs using a differential equation
pi = =0, [pi — (1 +7))cf].

Cc C ~C Cc 3 c __ C c 1
c; = >, pjag; + vf are the costs of production and vf = > wf af, denote the unit

labour costs in a particular sector ¢ and country c¢. We assume that wage rates (by skill-
types) w; , need not be equal across sectors, although we shall assume that wage rates
for each particular skill-group tend to equalize in the long run as we shall see below.
The parameter 0 < 45 < 1 gives the speed of adjustment of prices to (equilibrium) unit
labour costs. There exists a long run mark-up on prices with 7 being the mark-up ratio.
This assumption leads to equal per unit profitability across sectors in the long run simply
through the price-to-cost adjustment mechanism.?

Another effect of international (market) integration we wish to introduce into our
model is the long run tendency of the prices of the same type of goods to converge to
the same (weighted) average price ('law of one price’).? In the following we assume an
exogenous trend for price equalization. This alters the system of differential equations for
prices to

e -
By = 05, I — (L4 )] 4+ 0, 2 2)
D;
where p; = Y ¢I'pi/ >, ¢! is a weighted average (by outputs ¢]) of the prices in the world
market and 05, denotes the convergence parameter.

As there is a constant long-run mark-up ratio on prices 7§ there are long-run per unit
profits r{ defined as r{ = 7wfc{. As prices do not adjust immediately to unit costs plus a
(long-run) mark-up, there arise transitory rents s; depending on the speed of technological
progress, the price-to-cost adjustment parameter d; and the dynamics of wages as we shall

see below. These transitory rents are calculated as

s; =P — (L+77)cf. (3)

3.3 Labour market

Nominal wages are growing or falling for three reasons: First, transitory rents are partly
distributed to workers; second, excess supply (demand) of workers in the labour market

3Tn addition, there will be other mechanisms at work in the model which lead to long-run equilibration:
one is the pressure on wage rates when a sector has above-average unit-rents; the others are additional
investment flows into a sector with high per-unit rents which increases labour demand and thus provides
another mechanism for wage (and hence unit cost) pressure in that sector (see below).

4At this stage we do not introduce exchange rate dynamics and assume the exchange rates to be
constant. This means that all nominal values are expressed in one particular currency.



drives wages up or down; and third, we assume skill-specific wage equalization across
sectors in the long-run. These three factors are formalized as follows:

c c —cC
S w;, —w
¢ .C 7 c c,,c c 1,2 z
wi,z - ’is,i,zz ac + ’iu,zuzwi,z + ’%w,z c (4)
z i,z 1,2

c J— K;C wC

with x§; . = kS wi, /> wi,. 0 < kS, < 1is the proportion of per unit (transitory) rents
s¢ paid to workers (bargaining coefficient). The specification of the first term on the rhs
of the wage equation implies that wage rates of different types of workers are absorbing a
certain proportion of sector-specific rents (the latter are defined per unit of output). This
means that wage rates can (temporarily) be different across sectors and skill-groups as
rents are, in the first instance, distributed only to workers in the respective sector where
the rents arise.

The second term on the rhs of the wage dynamics equation reflects the impact of
unemployment on the dynamics of the wage rates (x5, , < 0). The skill-specific unemploy-
ment rate is defined as ug = (hg — >, [f.)/h¢ where h¢ and [§, denote labour supply and
demand, respectively.

Third, there is an impact on the wage dynamics if wage rates (for the same skill-type
of worker) differ across sectors. This reflects the common assumption that wage rates get
equalized across sectors because of labour mobility. The (weighted) average wage rate

(across sectors) is defined as wg =, If wi,/> ;17 ,. If the average wage w¢ is higher

L 1,2 1,2
than the sectorial wage wf, the wage iIZl sector ¢ will rise, in the other case fall. This term
works across all sectors. Thus in the formulation used in the simulations, there are two
sector specific terms and one economy wide term having an influence on wage rates in
each sector. Skill-specific wage differentiation can occur across sectors in the short run,
but wage rates are equalized for the same skill group across sectors in the long run.
Labour demand is determined by labour productivity and the level of output. We

assume that skill-specific labour supply h{ adjusts to labour demand according to

he = e (I — hS) (5)
where
c (5}127]]\[ >0 for hg > lg
he ™ 6h§,OUT > 0 for hg < lg

This formulation implies that labour supply adjusts to labour demand if there is excess
demand or excess supply of labour; adjustment occurs at different rates, however. In the
first case workers are entering the labour market, in the second case workers leave the
labour market in case of unemployment, so that high unemployment leads to a falling
participation rate.’?

5We do not, at this stage, make the labour supply a function of the real wage - contrary to a typical
neo-classical formulation - but a function of the excess-demand for labour, as we think that this mechanism
has been shown to be empirically more relevant than the neoclassical mechanism; see e.g. Elmeskov and
Pichelmann (1993).



In the case of an exogenous inflow (or an exogenous constant growth rate) of workers
the labour supply equation is h¢ = 8¢, (I¢ — h¢) + v¢h¢ which may reflect human capital
or migration policies of different countries. (For modelling migration flows see section 3.7
below.) In equilibrium with no technical progress in which the economy is growing at a
constant rate -, the growth rate of each type of labour must be v¢ = 7,. (Of course, the
maximum of the work force cannot exceed the stock of this skill type in the population

times a long-term participation rate.)

3.4 Quantities: Demand Components

Following on from the discussion of the price system, the quantity system must be speci-
fied. Demand for goods consists of three different components which can be summarized
in the following demand equation:

= aiq; + i+ ff. (6)

Thj

The first term is demand for intermediate goods used in production, the second term is
(net) investment demand (financed - by assumption - out of profit and rent income) and
the third term reflects consumption demand (at this stage assumed to come from workers’
incomes). j¢ and ff therefore denote investment and consumption demand respectively
for good . We discuss each of these items in turn.

3.4.1 Demand for intermediate inputs and the ’global sourcing’ matrix

The quantity of intermediate inputs to be purchased in one period of production is a}%q’;
its nominal value is pTa’;;q}”. These intermediate inputs can be purchased from coun-
tries ¢ and hence the nominal share (of total outlays on intermediate goods) spent by
a sector j located in country r on an intermediate good ¢ from country ¢ is given by
T = piagi/ pTa’;gT where the (sourcing) coefficients af] are momentarily given, but are
themselves dependent on prices and may thus vary over time as we shall see below. The
constraint is given by ) af] = aj;, i.e. the sourcing coefficients of intermediate inputs
must sum up to aj;, the technical input coefficient for input 4 in sector j of country r (see
also section 3.1 above).
We apply the following modelling strategy: First, we calculate the expenditure shares
for intermediate inputs which sector i of country r spends on goods j from country c

where we use the following CES specification:

1
5 =) () o (Z(Ii)lUZ'“(QEZ‘]‘)Uaij)

s

where o/, denotes the elasticity of substitution and ¢;; is a parameter reflecting a
’suppliers bias’ (it can be used e.g. to include a ’home bias’ or a 'regionalist bias’ effect).
Whereas o, is the same across (supplier) countries, the weighting parameter 0¢; gives
weights to different countries ¢ which may differ for sectors ¢ and j. This formulation



satisfies the condition that ) (7 = 1. Setting af] = (7a;; gives the coefficients of the
A matrix which have to satisfy ) (7aj; = > aff = aj;. These coefficients give the
structure of purchases of intermediate input goods across countries and sectors. In fact,
this defines the 'global sourcing matrix’” A introduced in subsection 3.1 above.

The second step is to calculate the quantity of goods 7 in country ¢ purchased by
sector j of country r. Given the expenditure structures (as we have already determined
the sourcing coefficients ag}) this is determined by (1/p§)3%,;p ' akiq; = afjqj which refers
to demand for good ¢ in country ¢ bought by sector j in country r which produces ¢;.

This formulation allows for substitution across countries when buying intermediate
inputs. Please note that this implies that a higher physical amount of intermediate in-
puts can be purchased as expenditures are allocated more efficiently over countries. Or,
alternatively, the same bundle of technologically determined inputs can be purchased at
lower costs as expenditures are allocated more efficiently over countries. Positive values
for the ’suppliers bias’ terms ¢f’;; thus imply - from the cost side - efficiency losses.

Summing up over countries r and sectors j gives the total demand for intermediate

inputs in sector i of country ¢. Thus the first component in the demand equation (6) is
Zr,j afJTQ;

3.4.2 Investment demand

Next we specify how income out of retained earnings is spent. We assume that per unit
profits and rents which are not distributed to workers, i.e. mj = ((1 — &3,)s; + 1) are
entirely used for investment. Total rents plus profits in nominal terms in the economy s
and sector ¢ are then given by mig; = ((1 — K5 p)SE + r$)g;- In an integrated economy
investors have to make two decisions: First, in which country and sector to invest, and
second in which country to buy the goods for investment. These questions are guided by
different considerations: The first one is motivated by relative per unit rents (and profits),
the second by relative prices for purchases of investment goods.

Let us adress the first question. It is reasonable to assume that investments are made
in sectors and countries with relatively higher (expected) per unit rents. Second, there are
also sector specific investment patterns, i.e. profits made in a sector ¢ are more likely to be
invested in a sector which is 'closer’ in terms of sector-specific knowledge (of its technology,
its markets, types of industrial relations, etc.). To account for these considerations we
assume the following specification. A specific sector k in country s invests in sector j of
country 7 the share 17 of total retained earnings:

s _ o8 o5 — o8 -1
Vi = () 7w I(Q?ij) vk (Zt,z(mf) vk I(Qifkl) ”"“) for mj >0
’ 0 for mi <0
which again results from a CES specification.® Summing up over all sectors k in country

s gives the investment of country s in sector j of country r. Further summing up over
countries s gives total (nominal) investment in country r in sector j, i.e. >, VpiME Q-

r

6Specifically we set m} = 0 if m! < 0 when calculating the shares Vi
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Second, one has to specify the country where the goods for investment of country c
in country s are purchased. This is in general driven by cost considerations and thus
by relative prices. We denote the shares by &7. Again, there are various possibilities:
the pattern for purchasing goods may, first, be the same as in the country in which the
investment takes place (country r above) or, second, be the same as that of the investing
country (country s above). The first possibility is more plausible as the investments
are made in plants operating in country r. There can be arguments in favour for the
second alternative, e.g. if a multinational keeps its structure of suppliers. But even in
this case, one would consider this a transitory phenomenon, as increasingly the sourcing
structure might move towards the new location. In the simulations reported below, we
shall restrict ourselves to the first possibility.” These two possibilities result in different
demand patterns.

In the first case the nominal sum invested from sector k£ in country s in sector j of
country r is allocated over goods 7 in the same way as does sector j in the receiving
country r, i.e. (7 = 7. The sourcing coefficients are then ¢fjai; = afj, i.e. the same
sourcing coefficients apply as for the intermediate inputs.® However, the invested sum in a
specific sector has to be allocated across components for intermediate inputs and demand
for workers. Analogously to the above the invested sum has to be allocated according to

calr ror
ﬁ pz ’Lj and 6r w] Zal7jz
Jij — *T Lj — *r
p’ ag; +U pra? + v

The first term refers to the allocation of nominal investment across intermediate inputs
and the second term to demand for different skill types of workers. Investment demand
in sector ¢ of country c is thus given by

E § sr, S 8
p ﬁJz_] Vk]mqu
¢ 7j S’k

which is the second component in the demand equation (6).

3.4.3 Consumption demand

For demand on consumption goods we assume in this paper that consumers maximize
a Cobb-Douglas utility function U™ = 3, (¢f)*" with >°_;af" = 1 from which the
corresponding demand functions can be derived. Specifically this implies that the utility
function is the same for different skill types of workers and that preferences are homothetic.

"The sourcing structure of a country may change however due to the inflow of foreign direct investment.
8Tn the second case the nominal sum invested from sector k in country s in sector j of country r is
allocated over goods ¢ in the same way as does sector j in country s, i.e. (F = £57. This results in

ij ij
sourcing coefficients i7a;; = aj;, which results in a demand pattern with nominal shares given by 377, =

piass/(pazs +vf) and Br; =wj.a;,./(p Tazs 4+ v7). Summing up gives demand for investment goods
in sector ¢ of country ¢ j¢ = (1/p5) ZS ko B85’ zjukjmqu In this case the technology (input coefficients)
of the investing country s would apply in country r, however. Thus a mixture of techniques would be
operated in country r. Although this is an interesting case to be analysed in future research, we stick
here to the first case.
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The corresponding demand function is then given by of"w} I7_ /p¢. Summing up over
workers of skill types z employed in sectors j in countries r gives consumption demand

for good 7 in country c¢, i.e.

1

c __ cr..r T cr. T r r
fi= e Z (o5 w) a;, + o wi;ai;.) 4}
7

T7J7Z

The second term where wy ;. = K87/ >, aj;, results from the bargaining of workers

over rents (see equation (4)). This is the third term in the demand equation (6).

3.4.4 Existence of solution

The system of equations (6) is homogenous as all components on the rhs depend on ¢ .
Thus one has to show that a nontrivial solution for ¢ exists. In this way the model
differs from a classical input-output model where the final demand vector is given (in
quantity terms) and under certain conditions on the input-output matrix an economically
meaningful solution exists. Under the assumption of fixed prices (which implies constant
wages) the nominal shares discussed above are constant. In this case one can show that a
nontrivial solution exists (see the appendix and Stehrer (2002)). The necessary condition
is basically that all income (either rent or wage income) is actually spent. Further note
that this result does not assume that prices are at their equilibrium values.

3.5 Output dynamics

Let us now discuss the dynamics of the output system. We first show how the growth
rates of the system are calculated; second, we characterize the balanced growth path as a
special case and, third, discuss potential demand-supply mismatches.

3.5.1 Growth rates

The nominal sum which is invested (out of global retained earnings) in sector j of country r
is given by 257 k ViyMigr- The physical increase in capacities is made up of the set of capital
goods k = 1,..., N. Under the assumptions of case one above (i.e. the investor faces
the same global sourcing coefficients as the domestic producers and thus the coefficients
B7;; are equal for both types of investors) the increase in capacity of the component i in
country c of a sector k in country r derived from additional investment can be calculated as
(1/P5) B35 >k Vimi gy Inserting for 87, summing up over all countries ¢ and dividing
by the existing ’stock’ of intermediate inputs gives the growth rate of all components 7 in
sector j

ST S S ST S S
= DD ik o D s ks Vig Ml (7)
J T v o v T o*T ro iy T o *7 ™ "
a;;q; P ag +v; (p A +Uj)q]'

Analogously one can show that demand for labour is growing also at these rates. Thus
the derivation of the growth rate guarantees that the increase in capacities (intermediates
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and labour) would be proportional in all equipment goods i and for all skill types of
workers. Hence, the capacity effect in equipment good ¢ is equivalent to the overall
capacity increase in sector j. But still capacity in the particular sectors may grow at
different rates. Further the two results above show that switching from one supplier
country to another would not change the growth rate if both suppliers have the same
price. However, switching to a cheaper supplier results in a higher growth rate as a higher
quantity can be purchased. Demand out of workers income spreads across sectors and
countries via the demand formula ff given above. Further demand out of rents is growing
also at rate g7 which spreads over to other sectors via the allocation of rents for investment
and demand arising from these investments. The dynamics of the economy is then given
by

q=(I-A)"(D; +D;)I+G)a—q (8)

where D; denotes a matrix with typical element (1/pf)>_, . B87,v37m; and Dy denotes
a matrix with typical element (1/p§) Y, (5w} af; , + o™ wh af; .gF + o aj; ). G
denotes a diagonal matrix with the sector specific growth rates g; on the diagonal.

3.5.2 Balanced growth

For a balanced growth path prices must be constant (although not necessarily at their
equilibrium values). This implies that wage rates are constant as well. Thus in this
section we assume that labour productivity is given and wage rates are fixed. The latter
implies that in the case of rents the parameter £{ = 0 and no unemployment exits. This
determines not only the level of the labour supply but also the composition with regard
to skill types. One can distinguish two cases. The first case is that mark-up rates are
constant over time but not necessarily equal across sectors and countries. For balanced
growth investment resources have to be allocated in a specific way. Thus, this case allows
for different mark-up ratios (across countries and sectors) and the uneven emergence of
rents. The second case - which is a more classical one - uses the assumption that profits
per unit are equalized, i.e. there is a common mark-up ratio = and transitory rents
are zero. Under the assumption that investment takes place only in the own sector and
country, the world economy also grows at a balanced growth rate (thus this rules out
foreign direct investment flows). Of course, the solution given in the first case also holds
for the assumption of equalized profits.

We start with the first case and then we only shortly discuss the second one. As
was shown in Stehrer (2002) the allocation of the nominal sum of retained earnings to
guarantee a balanced growth path must satisfy the condition v} = (pTaI;T—I—v}')q; /(p"Aq+
v ")q which specifies how much each sector must attract from the resources available, but
does not specify the specific flows across countries and sectors. Replacing ;7 in equations
(7) with v; and dividing by the existing stock of intermediate inputs a;;g; gives the growth
rate of capacities

m'q

ST pTA Vg
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Note that this growth rate is equal for all sectors and countries as it is the ratio of the
sum of retained earnings and the nominal value of the intermediate inputs, i.e. ¢ = g
for all i, s. Analogously one can show that demand for workers (and thus, capacities) are
growing at the same rate. Equation (8) then collapses to

q=(I—-A)"'(D;+Df)(1+g)q—q.

One can show easily that at the balanced growth path the term D,;q collapses to gAq
and the matrix (D; +Dy) to (I— A) and thus we have q = gq. Further it is satisfied that
(1+9)qa = q+q = A~'(Aq+gAq) which means that the output can be produced with the
available intermediate inputs Aq and the goods demanded for investment. The stock of
intermediate inputs available at the beginning of the production period is thus augmented
by the investments. This allows the economy to grow at the rate g without constraint
on the supply side of goods as at each point in time gAq is added to capacities. The
demand side is satisfied by consumption demand from either a growing work force and /or
- if labour productivity increases - from consumption spending from growing earnings and
the growing volume of retained profits spent on investment goods.

Under the special case of an equal profit rate m in all sectors and countries and no
transitory rents the expression for the growth rate collapses to gf = mc'q/c'q = 7. In
this case one may also assume that profits in each sector are only invested for building
up capacities of the own sector. The growth rate can then be calculated from equation

*

ro_ ror T r r T o T T
(7) as g; = mjq;/(p' alf + vj)qj = mcj/cj = m.

3.5.3 Transitory capacity-demand mismatches

In the previous section we discussed the demand side of the system and the balanced
growth path. Let us now analyse the supply side of the system in order to interpret the
dynamics of quantities in disequilibrium.

Imbalances arise as uneven technological progress implies uneven distribution of profits
and rents. >From the CES specification this can imply that a specific country and
sector attracts a high investment share although demand may not shift towards this
particular sector such as to guarantee full capacity utilization. We shall look at this from
the viewpoint of country r as the receiving country and sector j as the sector in which
investments are being made. The capacity effect takes place in country r and sector j,
i.e. the receiving country, although the demand effect will also be felt in other economies
where intermediate goods are also purchased. What matters is that the capacities of
sector 7 are expanding as a result of the allocation of FDI in the sector which in turn
depends on the relative attractiveness of that sector as a destination of rents and profits
made globally. The relative attractiveness of different destinations have been specified
before through the ’share’ coefficients v7. The rates at which capacities are expanding
in these sectors can be determined by calculating the physical purchases (of equipment
goods) which can be bought with a particular (nominal) FDI allocation of investments.
This in turn depends on the sourcing structure discussed earlier.

In situations off the balanced growth path the equilibrium relations are violated. Es-
pecially there may arise a capacity-demand mismatch, as the two sides are determined
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by rather different variables. Thus there may arise excess capacities due to shifts in con-
sumption demand, investment demand or changes in the sourcing matrix. In the case of
supply (as determined by capacities) being higher than demand for a particular good one
could either assume that the short-term productivity of the sector decreases or that there
is some underutilization of capacities. In the case of excess demand on the other hand one
could either assume that the productivity of this sector increases or that capacities get
stretched which allows us to focus on the long-term behaviour of our model rather than
to focus on the detailed adjustment to short-term imbalances. Further, as we formulate
our analysis in continuous time and, given the (numerical) assumptions in our simulations
regarding the adjustment processes, the arising imbalances are numerically negligible.

We interpret the dynamics of the output system in the following manner. As we
have seen above, the general growth path differs from the balanced growth situation as
the common growth rate is replaced with sector and country specific growth rates g5.
In fact, this gives the 'capacity’ output path which would be equal to actual output if
consumption and investment demand would also grow at these rates. However, as the
latter are driven mainly by expenditure structures which are sensitive to relative prices
and relative unit rents in a global economy this is not satisfied in general. Specifically we
assume that if this is not satisfied productivity of the system adjusts in a way that actual
output is equal to demand; i.e. demand is satisfied at each point in time via (small and
short-term) productivity fluctuations. This does not rule out that there can be a path of
overinvestment or underinvestment in particular sectors until the system reaches a steady
state. For the moment, we take recourse to the 'productivity assumption’ (or stretching
of intermediate inputs) which requires a certain flexibility of the productive system to
deal with a mismatch between capacity-determined output and demand.

3.6 Weak and strong Gerschenkron effects and the impact of FDI
on technology transfer

A much discussed aspect of the linkages which emerge from international economic in-
tegration is that countries can learn from each other, i.e. that there are ’knowledge
spillovers’. This greatly facilitates the catching-up of technologically backward countries
with more advanced countries.

3.6.1 Exogenous catching-up

The modelling strategy which will be used in this paper is that countries are catching-
up with the leading country (or the technology frontier). Different paths of catching-up
processes were investigated in Landesmann and Stehrer (2001) and this discussion will
not be repeated here. In the simulations below we assume that a (technologically) lag-
ging country will experience higher rates of productivity growth in those industries which
start off with a higher initial productivity gap relative to the leader (this amounts to an
application of Gerschenkron’s (1952, 1962) famous thesis of the "advantage of backward-
ness’ at the industrial level; see also Landesmann and Stehrer (2001) for a theoretical
discussion and empirical analysis of this use of the Gerschenkron hypothesis). We use
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the same specification as in equation (1) above, i.e. af;, = g, | (alcw - dﬁz), where af
is replaced by @’ which denotes the labour input coefficient of the productivity leader
(where technology is at the global technology frontier).

We distinguish two cases: The 'weak’ Gerschenkron effect means that catching-up
for the industries takes place at the same rate of convergence, i.e. the convergence pa-
rameters 7, = are assumed to be equal across industries. This does not imply however
that product1v1ty growth is equal as the 'gap’ from the frontier matters at each point
of time. A ’strong’ Gerschenkron effect takes place when the convergence parameter is
higher in industries with the higher initial gap. We shall show that if there is a ’strong’
Gerschenkron pattern there may be a ’comparative advantage switchover’ that can take
place in the course of catching up.

3.6.2 Endogenous catching-up

In a more sophisticated setting, the speed of catching-up could also depend on various
proxies of ’social or technological capabilities’ in the catching-up economy (this approach
is associated with the arguments put forward in Abramovitz (1986); a formalization and
a partial test of this hypothesis is provided in Verspagen (1992)). Proxies for such ca-
pabilities (i.e. reflecting the ability of a catching-up economy to absorb and utilize more
advanced technology) could be the country-wide or industry-specific skill-structure, ex-
ogenously specified learning parameters, the structure and volume of imports and exports
(reflecting the embodied part of technology transfer, particularly with respect to imports
of capital goods and the incentive effects on technology up-grading which a high export
orientation provides, particularly towards high-income markets) and, finally but very im-
portantly, the intensity of flows of foreign direct investments. This last point will be
introduced in this version of the model by assuming that the speed of technology transfer
Ve, 18 a function of FDI inflows.

7Thus, we endogenize productivity growth as a function of inward FDI flows. We
normalize the effect of FDI by using the physical inflow of foreign direct investment in
country c and sector ¢ relative to the capacities

FDI; real,i — ( szz m q]) 7];2(];:

*C C

Inserting for 875, gives FDIL, ;= > viim;q; ¢ /plaziqs for s # c. The specific formula-
tion used in the simulations below is

alci,z = (,-)/EMZ + PVICJ'DI,i,zFD[’/?eal,i) (alci,z - &ll;,z> . (9)

3.7 Migration (and commuting)

A third path of international integration is via migration of workers. Given the set up of
the model this can be introduced via the labour supply equations given above.
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Generally, there are two important variables for migration: The first is the differential
in real wage rates (for a given skill group or even skill /industry specific) and the differ-
ential in unemployment rates (again for a particular skill group) between two countries.
Additonally, one should take into account the fact that the willingness to migrate to a
particular location might depend on other aspects (not explicitely considered here, such
as geographic or cultural distance) and might differ across skill groups. For migrants we
have to determine to which country the people want to move to (or stay); we assume the
relative attractiveness of different (destination) locations s from a host location ¢ to be
expressed by shares 0;°. Then the resulting flows determine the changes in the labour
supplies (by skill type) in the different locations according to

h =0 (IS = hS) + Y 0:°h = > 0°he.

S

The shares 6¢° are assumed to be determined by a CES function:

—1
0 = X(@L)' 0 (gfs).) - (Z(wz%l"f5‘>z<@€5>z>“<“9>z> +

s

s

-1
(1= X)(@°) ~ = (gf5).) @ (Z(@")l‘”fg)z(@fs)z)”fe>z>

where wl¢ and u$ are appropriate measures of real wage and unemployment differentials
and \¢ denotes a weighting parameter for the relative importance of these two variables in
the migration decision. The parameters Ty, are the elasticities by which migration flows
respond to differences in the characteristics across locations (they can be skill specific) and
the parameters 26) reflect further preferences across locations (which may also include
policy measures, geographic and cultural distance, etc.).

We assume that the immigrants are immediately adjusting to the consumption be-
haviour of the host country. The number and structure of immigrants into a country then
have an effect on labour markets via the unemployment term in the wage equations and
via the demand effects on output.

4 Simulation studies

In the previous sections we presented the model in very general terms. In the simulations
however we shall make some specific assumptions which allow a better understanding of
the ongoing dynamics. First, we assume fixed coefficients a;; in the sourcing matrix. This
also fixes the nominal shares for investment demand components £¥. For consumption
demand we assume that of" = 0.125 and o = 0.375. All simulations are undertaken in
a two-sector version of our model including two countries and two skill-types of workers.
Country A is the technological leader and country B is the catching-up country. Sector
1 is the skill-intensive sector which also experiences faster productivity growth. In all
the simulations we allow for trade in intermediate inputs, trade in investment goods and
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trade in consumption goods. However, we do not allow for migration across countries. In
all the simulations we assume that country A succeeds in moderate labour productivity
gains over time as labour input coefficients are falling to a level of 90 per cent of the
starting values. We further assume that the parameter '721- . is the same for all industries
and skill-types which implies that technical progress in country A is neither sector nor
factor biased.

The starting values (given in table 4.1) reflect a stationary state of an integrated
international economy with differences in labour productivity. The simulations start in
this particular equilibrium and are then subject to, at first, exogenous productivity growth
which differ between countries and across sectors. The simulations reported focus mainly
on differences in parameters of the catching up economy which we shall discuss in the
next section.

4.1 Weak and strong Gerschenkron effects

For the catching-up country we distinguish between a weak and a strong Gerschenkron
effect at the sectoral level: In the first case productivity growth would be higher in sector
1 simply because the initial gap is higher than in sector 2 but the convergence parameters
Yay.. themselves are the same across the two sectors. The strong Gerschenkron effect
implies that the convergence parameter is higher in the sector where the initial gap is
higher (sector 1). In the simulations reported below we only show the runs with the
strong Gerschenkron effect for the catching up economy but different responses of foreign
direct investment flows with regard to differences in per unit rents:

1. In the first scenario no transfer of rents (or international investments) across the
countries is taking place (i.e. v{j = 0.000).

2. In the second scenario we allow for foreign direct investment with a high sensitivity
to relative unit rents and we also introduce the endogenous productivity effect.

The other parameter values can be found in table 4.2 (the second value refers to scenario
2). For country B we have both the strong Gerschenkron pattern of productivity catching-
up implying that the rate of catching-up is considerably higher in the sector in which the
initial productivity gap is higher (sector 1); this sector is also more intensive in the use
of skilled labour.

Given the structure of the starting values and the assumptions about catching-up this
implies a sector-biased technical progress (but not factor-biased) in country B as can be
seen in figure 4.1. This results in a much faster decrease of the relative price of industry
1 in country B than in country A which means that country B becomes more competitive
in the skill intensive sector. Due to the much faster technical progress in sector 1 per unit
rents are also higher in this sector in country B. In country A (where technical progress is
not biased) rents are almost equal in both sectors. They are a little bit higher in industry
1 which shows the effect of the price-equalization process and the effect of lower input
prices from country B (see figures 4.2 and 4.3).  Furthermore there is excess demand
for labour for both skill groups in country A. The reason for this is that, first, technical
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progress (hence the labour saving effect) is quite modest and, second, the growth process
in country B creates more demand in country A (mainly for investment) because of the
high rent income. As mentioned above, country B undergoes a rapid rate of labour-
saving technical progress and thus undergoes a phase of transitory unemployment at the
beginning. The unemployment rate is a little higher for the skilled workers as the rate of
productivity growth is particularly high in the skill-intensive sector and the weight of this
sector increases in the economy (due to substitution and trade specialization effects).

In both countries the relative output of the skill-intensive industries (see figure 4.4) is
rising as this industry becomes relatively cheaper. In the particular simulation selected,
the relative comparative advantage moves in such a way that we observe a ’comparative
advantage switchover’ around period 10. In the second scenario in which foreign direct
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Figure 4.4: Relative output of skill intensive industry

investment flows are endogenized, these are set to be very sensitive to the differences
in per-unit rents. Given our catching-up assumptions (i.e. fast unit cost reductions in
the skill-intensive sector in country B) this implies very high relative unit rents in sector
1 and hence most foreign investment flows into sector 1 of country B. Next comes the
additional impact of FDI on endogenous productivity growth. The result is even stronger
productivity growth and cost reductions in sector 1. As a result we observe an even
more dramatic improvement of the relative cost and price dynamics in favour of sector 1
and the ’switchover in comparative advantage’ occurs even earlier (in period 4). There
is a ‘cumulative’ process going on: The Gerschenkron assumption on catching-up at the
sectoral level leads to an improvement in the comparative advantage position of the skill-
intensive sector (the one with the higher initial gap). This is accentuated by the beneficial
unit rent dynamic in favour of that sector which attracts disproportional amounts of FDI
and leads to a further (endogenous) disproportionate productivity dynamics and thus
pushes the comparative advantage pattern forward in time. Figure 4.5 shows the evolution
of the relative price of the skill intensive industry in country A relative to that of country

B, ie. (pf/pd)/ (0 /pE).

4.2 Factor biased technical change

The dynamics of comparative advantage has, of course, implications on the demand for
different skill groups. In this model the demand for different skill groups is a function
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of the skill composition of labour demand in the different sectors which, at any point in
time, are defined by the labour input coefficients and the levels of output of the different
sectors. Over time, changes in the overall skill composition of labour demand in the
economy result from different factors:

1. a potential ’skill (factor) bias’ in the process of technical change which might differ
across industries;

2. from a sector-bias of technical change, i.e. rates of non-skill specific rates of pro-
ductivity growth in different industries as industries have different skill intensities;

3. from the evolution of output levels (driven by domestic and foreign consumption via
income and price elasticities, investment and trade structures) of different sectors.

4. from substitution effects due to relative wage changes (across skill groups), again
the elasticities of substitution might differ across industries.

In this paper we focus on points 1.-3. above. Substitution effects due to relative wage
changes are not taken into account; however, we can safely assume that either these
changes or the elasticities of substitution would have to be very large to get different
results in this model. Further, in this model we do not focus on changes in consumption
via income elasticities which are set equal to one for all sectors as we assumed a simple
Cobb-Douglas demand specification. As mentioned above, the scenarios presented in the
previous section assumed that technical progress was neither factor nor sector biased in
the lead country and - due to the weak and strong Gerschenkron effects - sector biased
in the catching up country. This led to a fall in the skilled to unskilled ratio in the
catching up country as technical progress was faster in the skill intensive sector. Although
the structure of output shifted towards the skill intensive sector the effect of the sector
biased technical progress on relative employment levels of skilled and unskilled labour was
stronger.

Let us now present a scenario in which technical progress is also factor biased (i.e.
in favour of skilled workers) in the catching-up economy. The assumption made here
is straightforward and fits naturally into a catching-up scenario: the advanced economy
starts off with a technology which requires a higher skill composition of its labour force
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than the catching-up economy. As the catching-up process proceeds, the catching-up
economy will also adjust its technology such that it ends up using the same technology as
the advanced economy. This automatically induces a skill-biased technical progress in the
catching-up economy (we assume no further skill bias in the advanced economy). Given
this background in exogenously given paths of labour input coefficients, we shall look at
two simulations: scenario 3 allows for the skill-biased pattern of technological catching-
up but does not allow for FDI, while scenario 4 allows for the skill-biased pattern of
technological progress but, in addition, allows both for FDI and also for the endogenous
productivity (technology transfer) effect which FDI induces. In both simulations we
used the 'weak’ Gerschenkron hypothesis such that differences between the two scenarios
result only from endogenous factors (attraction of FDI and learning-by-doing effects).
The speeding up of technology transfer means that the catching-up economy moves more
speedily along the given trajectories of the labour input coefficients depicted in figure 4.6
which shows the labour input coefficients of unskilled workers in country B in sector 1
and 2. Figure 4.7 depicts the impact upon relative prices and relative output levels (of
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Figure 4.6: Labour input coefficients of unskilled workers in country B

the two types of industries), and on relative employment levels and relative wage rates (of
workers with the two types of skills) in the catching-up economy. We can see that in these
simulations, the relative price of the skill-intensive good falls in both scenarios. As was the
case in the previous scenarios, this results from sector-biased technical progress in favour
of the skill-intensive sector. However, this time, there is the additional factor-bias effect
which means that there is relatively less saving of skilled labour compared to unskilled
labour in both industries of the catching-up economy. This effect is stronger in the
skill-intensive industry. Consequently, price competitiveness of that industry improves
somewhat less than in the previous scenarios. Nonetheless, because of the sector bias
in overall productivity growth, the industry nonetheless gains in competitiveness and
the output structure moves in its favour. It is interesting to observe the differences
between the scenario without FDI (scenario 3) and the one with endogenous FDI effects
on productivity catching-up (scenario 4): we can see that the additional productivity
enhancing effect of FDI leads to even faster productivity growth in the industry in which
there is more potential for catching-up (industry 1) and hence it at first improves more
strongly its price competitiveness which also entails more pronounced effects on the output
structure in its favour. However, as these output effects go hand in hand with a stronger
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demand for skilled labour in the economy (as industry 1 is also the more skill-intensive
one) there is a follow-up effect on price competitiveness. Relative scarcity of skilled labour
drives up the relative wage rate of skilled labour and reverses from a certain point onwards
the tendency of the more skill-intensive industry to improve its price competitiveness. The
impact of this relative loss in price competitiveness then shows up in a slight shift back
to the original output structure. Of course, a policy of sustained increases in the supply
of skilled labour in the catching-up economy could counter-act this tendency.

5 Concluding remarks

In this paper we presented a dynamic framework for modelling the effects of international
integration via trade, foreign direct investment and migration flows on specialization
patterns and labour markets. Let us summarize the qualitative points revealed from
the conducted simulations.

Given particular catching-up patterns, combined with wage behaviour across sectors,
there is a whole spectrum of possible dynamics of comparative advantages. In particular,
we distinguish two patterns: one in which - despite of a weak Gerschenkron pattern of
catching-up which favours the industry with the higher initial productivity gap - there is
an improvement in the competitiveness of the catching-up economy in the high-skill in-
tensive sector, but there is no ’comparative advantage switchover’ (this scenario was not
reported above). In this case, the catching-up economy remains (relatively) specialized
in the low skill intensive branch. In the second case, we assume a ’strong’ Gerschenkron
pattern of catching-up in which the faster productivity growth in the skill-intensive sector
stems not only from the higher initial productivity gap but also from a higher convergence
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parameter g in this sector (see Landesmann and Stehrer, 2001, for an empirical inves-
tigation). In this case (Scenario 1), there may occur a ’comparative advantage switchover’
i.e. the catching-up economy gains a specialization advantage over the more advanced
economy (which still keeps its ’absolute’ productivity advantage) in the skill-intensive
(higher tech) industry. As any comparative advantage in our model is purely a feature of
transitory dynamic, there is a wage dynamic which over the longer time horizon erodes
this comparative advantage over time as differential wage growth between skilled and
unskilled workers in the catching-up economy nullifies again the transitory competitive
advantage of the skill intensive sector (the long-term integrated equilibrium is always
characterized by uniform prices by sectors across countries).

The introduction of foreign direct investment (scenario 2) opens another channel
through which international integration affects output structures and specialization in
integrated economies. Rather than being directly determined by comparative (relative
price) advantages, as in the case of pure trade integration, foreign direct investment flows
are determined by relative (retained) unit rents. In the simulations it is shown that
the dynamics of relative unit rents introduces a shift in specialization which is related
but not synonymous with the dynamic in comparative cost dynamics; hence this addi-
tional determinant of international production structures changes somewhat the extent
and timing of international specialization. This gets strengthened when we introduce an
’endogenous productivity’ effect which describes the impact which FDI has on speeding
up the technology transfer in the catching up economy. The ’strong Gerschenkron’ effect
then gets much more pronounced and the possibility of a much faster dynamic in the up-
grading process of a catching-up economy in the international division of labour arises.
This feature emerged clearly in the figure on the ’timing of the comparative advantage
switchover’.

The introduction of foreign direct investment driven by relative rents also opened up
an interesting dimension in our model with regard to capacity-side versus demand-side
determination of production patterns. This mismatch arises if a country may attract a
high investment share but may not succeed in attracting enough world demand which
could lead to a capacity-demand mismatch in this particular country. This potential
mismatch opens an interesting future research task.

Lastly, the labour market implications of analysing the various channels of interna-
tional integration (trade, FDI, migration) are of particular interest. While the traditional
approaches to this question adopted mostly a Heckscher-Ohlin framework of analysis, the
set-up of our model comes to quite different insights and conclusions to this question.’
The employment implications for skilled and unskilled labour are explicitly derived within
a framework which takes account of the change in technology which a catching-up process
entails and the potentially changing nature of comparative advantage in the course of
catching-up. We have shown that a complex set of relationships determines the relative
skill composition of the labour forces in advanced and catching-up economies.

9See also the analysis by Feenstra and Hanson (1997), who adopt a different framework from an
Heckscher-Ohlin framework to analyse the impact of international integration on labour markets.
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A Mathematical appendix

The investment goods demand vector is given by j = D;q where D; is a matrix with

typlcal element > B5viimy/ps. Inserting for 35, = pfafj/c; simplifies this element

to >, .a ;a5 /c]’yk]mk A solution for the equilibrim balanced growth path in the global
economy is that the total sum of profits (and rents) m'q is allocated across countries and
industries with vf = ciq; ¢/c'q. Inserting for Vs yields mp ;057g;5- In a compact form

the expression D;q can be rewritten as

al.q
Diq = (cTq) |m"@| q
ay,q
- (ch)_l(mT@)Aq)
mTq
" g
= gAq.

The demand vector for consumption goods f can be represented by D ;q where D; has a
typical element of*v/pf with » -, af® =

We have to show that q = Aq + gAq + Dyq has a nontrivial solution. This is
a homogenous system of equations as 0 = (I — A + D; + Dy)q. Premultiplying this
equation with p' yields

p'a=(1+g)p'Aq+p' Dyg=(1+g)p' Ag+ (1 +g)v'a.

Inserting for g = m"q/c"q gives p' q = ¢"'q+m"q which is satisfied by definition. Thus
there exists an output vector (for the balanced growth path) for which (D, + Dy)q =
(I — A)q is satisfied and the system has a nontrivial solution.

Engel curve effects for consumption demand can easily be included into the model by
assuming that the nominal expenditure shares depend on wage rates and prices. As the
model allows for industry specific wage rates of a particular skill type of workers z this
can be written as af ]Z( w,,p'), i.e. the nominal expenditure share of a worker of skill
type z in industry j in country s demanding in country ¢ and industry i. We have to
assume that ) ; af%, =1, i.e. total income equals total expenditures. A typical element

in the Dy matrix then becomes > o wi a [ ps.

26



References

Abramovitz, M. (1986). Catching up, forging ahead and falling behind. Journal of Eco-
nomic History 46, 385-406.

Acemoglu, D. (2002). Technical change, inequality and the labour market. Journal of
Economic Literature XL(1), 7-72.

Choi, E. and D. Greenaway (2000). Globalisation and labour markets. London: Blackwell.

Eichengreen, B. and D. Irwin (1998). The regionalisation of the world economy. In
J. Frankel (Ed.), The Role of History in Bilateral Trade Flows. Chicago University
Press.

Elmeskov, J. and K. Pichelmann (1993). Unemployment and labour force participation -
trends and cycles. OECD Working Paper 130.

Fagerberg, J. (2003). Schumpeter and the revival of evolutionary economics. An appraisal
of the literature. Journal of Evolutionary Economics 13(2), 125-160.

Feenstra, R. and G. Hanson (1997). Foreign direct investment and relative wages: Evi-
dence from Mexico’s maquiladoras’. Journal of International Trade 42(3-4), 371-393.

Feenstra, R. and G. Hanson (2001). Global production sharing and rising inequality: A
survey of trade and wages. NBER Working Paper 8372.

Freeman, R. (2003). Trade wars: The exaggerated impact of trade in economic debate.
NBER Working Paper 10000.

Gale, D. (1960). The Theory of Linear Economic Models. New York: McGraw-Hill.

Gerschenkron, A. (1952). Economic backwardness in historical perspective. In B. Hoselitz
(Ed.), The Progress of Underdeveloped Areas. Chicago.

Gerschenkron, A. (1962). Economic Backwardness in Historical Perspective. Cambridge
(Mass.): Harvard University Press.

Ghose, A. (2003). Jobs and income in a globalizing world. Geneva: International Labour
Organisation.

Hanson, G. (2003). What has happened to wages in Mexico since NAFTA? Implications
for hemispheric free trade. NBER Working Paper 9563.

Landesmann, M. and R. Stehrer (2000). Industrial specialisation, catching-up and labour
market dynamics. Metroeconomica 51(1), 67-101.

Landesmann, M. and R. Stehrer (2001). Convergence patterns and switchovers in com-
parative advantage. Structural Change and Economic Dynamics 12, 399-423.

27



Rauch, J. (2001). Business and social networks in international trade. Journal of Economic
Literature XXXIX (4), 1177-1203.

Slaughter, M. (1998). International trade and labour-market outcomes: Results, questions
and policy options. The Economic Journal 108(450), 1452-1462.

Stehrer, R. (2002). Dynamics of trade integration and technological convergence. Eco-
nomic Systems Research 14(3), 219-244.

Verspagen, B. (1992). A new empirical approach to catching up or falling behind. Struc-
tural Change and Economic Dynamics 2(2), 359-380.

28



Short list of the most recent wiiw publications (as of March 2004)

For current updates and summaries see also wiiw's website at www.wiiw.ac.at

Modelling International Economic Integration: Patterns of Catching-up, Foreign Direct
Investment and Migration Flows

by Michael Landesmann and Robert Stehrer

wiiw Working Papers, No. 27, March 2004
28 pages including 2 Tables and 7 Figures, EUR 8.00 (PDF: free download from wiiw’s website)

The Vienna Institute Monthly Report 3/04
edited by Leon Podkaminer

New EU member countries joining the euro zone: the criteria of demonstrable maturity
Moldova: Europe’s poorhouse
Assessing the demand for food in Europe by the year 2010
Selected monthly data on the economic situation in ten transition countries, 2002 to 2003
Guide to wiiw statistical services on Central and Eastern Europe, Russia and Ukraine
wiiw, March 2004
31 pages including 21 Tables
(exclusively for subscribers to the wiiw Service Package)

Transition Countries on the Eve of EU Enlargement
by Leon Podkaminer et al.

wiiw Research Reports, No. 303 (Special issue on the transition economies), February 2004
92 pages including 30 Tables and 6 Figures, EUR 70.00 (PDF: EUR 65.00)

The Vienna Institute Monthly Report 2/04
edited by Leon Podkaminer
Inflation, exchange rates and the real catch-up
Specialization patterns in CEEC manufacturing
Agriculture in transition countries in 2003: hit by the drought
Selected monthly data on the economic situation in ten transition countries, 2002 to 2003
Guide to wiiw statistical services on Central and Eastern Europe, Russia and Ukraine
wiiw, February 2004
37 pages including 12 Tables and 4 Figures
(exclusively for subscribers to the wiiw Service Package)

Global Growth Processes: Technology Diffusion, Catching-up and Effective Demand

by Michael Landesmann and Robert Stehrer

wiiw Working Papers, No. 26, January 2004
30 pages including 2 Tables and 4 Figures, EUR 8.00 (PDF: free download from wiiw’'s website)

Lessons to be Learnt from the ERM and their Applicability to the Accession Economies
Seeking to Join the ERM2
by Pawel Kowalewski

wiiw Research Reports, No. 302, January 2004
36 pages including 6 Tables and 7 Figures, EUR 22.00 (PDF: 20.00)



The Vienna Institute Monthly Report 1/04
edited by Leon Podkaminer

Slovak flat tax: more pain than gain?
Hungary: targeting an inconsistency
The Common Economic Space agreement: origins and prospects
Selected monthly data on the economic situation in ten transition countries, 2002 to 2003
Guide to wiiw statistical services on Central and Eastern Europe, Russia and Ukraine
wiiw, January 2004
27 pages including 11 Tables
(exclusively for subscribers to the wiiw Service Package)

The Vienna Institute Monthly Report 12/03
edited by Leon Podkaminer
Thirty years of The Vienna Institute for International Economic Studies
The reform agenda and the Washington Consensus
‘Last-minute’ warnings from Brussels to the acceding countries
Slovenia’s accession to the EU: fiscal implications
Selected monthly data on the economic situation in ten transition countries, 2002 to 2003
Guide to wiiw statistical services on Central and Eastern Europe, Russia and Ukraine
wiiw, December 2003
41 pages including 16 Tables
(exclusively for subscribers to the wiiw Service Package)

A Note on the Evolution of Inequality in Poland, 1992-99

(reprinted from Cambridge Journal of Economics, Vol. 27, No. 5, 2003, pp. 755-768, by permission of
Cambridge Political Economy Society)

Analytical Notes on the Balassa-Samuelson Effect

(reprinted from Banca Nazionale del Lavoro Quarterly Review, No. 226, 2003, pp. 207-221, by permission of
Banca Nazionale del Lavoro)

by Leon Podkaminer

wiiw Research Reports, No. 301, November 2003
29 pages including 13 Tables, EUR 8.00

Skill Intensity in Foreign Trade and Economic Growth
by Julia Worz

wiiw Working Papers, No. 25, November 2003; revised version January 2004
28 pages including 6 Tables, EUR 8.00 (PDF: free download from wiiw’s website)

EU Enlargement: Growth, Competitiveness and Some Challenges Facing the Future
Member States
by Peter Havlik

wiiw Current Analyses and Country Profiles, No. 20, November 2003
22 pages including 8 Tables and 6 Figures, EUR 30.00 (PDF: 28.00)

Countries in Transition 2003: wiiw Handbook of Statistics

covers twelve transition countries (Bulgaria, Croatia, Czech Republic, Hungary, Poland, Macedonia,
Romania, Russia, Serbia and Montenegro, Slovakia, Slovenia, Ukraine), 1990 to August 2003

wiiw, Vienna, November 2003

556 pages including 416 Tables and Figures, EUR 90.00 (ISBN 3-85209-008-3)



The Vienna Institute Monthly Report 11/03
edited by Leon Podkaminer
Bulgaria: growing economy, widening external deficit
Romania: becoming attractive for investors
Croatia: worsening external imbalances
Macedonia: growth returns
Serbia and Montenegro: investments and elections
Ukraine: fast-growing economy, end-game for Kuchma
Overview developments in 2001-2002 and forecast for 2003-2004
Selected monthly data on the economic situation in ten transition countries, 2002 to 2003
Guide to wiiw statistical services on Central and Eastern Europe, Russia and Ukraine
wiiw, November 2003
27 pages including 16 Tables
(exclusively for subscribers to the wiiw Service Package)

Structural Change, Convergence and Specialization in the EU Accession Countries
by Michael Landesmann

Industrial Development

by Peter Havlik and Waltraut Urban

Structural Patterns of East-West European Integration

by Michael Landesmann and Robert Stehrer

wiiw Structural Report 2003 on Central and Eastern Europe, Volume 1, October 2003

121 pages including 28 Tables and 39 Figures, EUR 90.00

Labour Market Trends

by Hermine Vidovic

Structural Development of Manufacturing FDI

by Gabor Hunya

Technological Activity

by Mark Knell

Regional GDP and Regional Unemployment

by Roman Rdémisch

wiiw Structural Report 2003 on Central and Eastern Europe, Volume 2, October 2003
113 pages including 48 Tables, 13 Figures and 4 Maps, EUR 90.00

Low-quality Trap or Quality Upgrading

by Uwe Dulleck, Neil Foster, Robert Stehrer and Julia Wérz

Structural Characteristics of Agriculture and the Food Industry

by Doris Hanzl-Weiss, Zdenek Lukas and Josef Péschl

Structural Change: a Comparison of Three Manufacturing Sectors

by Doris Hanzl-Weiss

wiiw Structural Report 2003 on Central and Eastern Europe, Volume 3, October 2003
113 pages including 52 Tables, 22 Figures and 1 Map, EUR 90.00

The Vienna Institute Monthly Report 10/03
edited by Leon Podkaminer

Czech Republic: slow growth, a sign of strength?
Hungary: getting out of the deficit trap?
Poland: strong exports, continuing fiscal disarray
Russian Federation: growth picking up strongly
Slovakia: exports fuel high GDP growth
Slovenia: GDP growth is slowing down
Selected monthly data on the economic situation in ten transition countries, 2002 to 2003
Guide to wiiw statistical services on Central and Eastern Europe, Russia and Ukraine
wiiw, October 2003
27 pages including 16 Tables
(exclusively for subscribers to the wiiw Service Package)



wiiw Service Package

The Vienna Institute offers to firms and institutions interested in unbiased and up-to-date
information on Central, East and Southeast European markets a package of exclusive services
and preferential access to its publications and research findings, on the basis of a subscription
at an annual fee of EUR 2,000.

This subscription fee entitles to the following package of Special Services:

A free invitation to the Vienna Institute's Spring Seminar, a whole-day event at the end of
March, devoted to compelling topics in the economic transformation of the Central and East
European region (for subscribers to the wiiw Service Package only).

Copies of, or online access to, The Vienna Institute Monthly Report, a periodical
consisting of timely articles summarizing and interpreting the latest economic developments
in Central and Eastern Europe and the former Soviet Union. The statistical annex to each
Monthly Report contains tables of the latest monthly country data. This periodical is not for
sale, it can only be obtained in the framework of the wiiw Service Package.

Free copies of the Institute's Research Reports (including Reprints), Analytical Forecasts
and Current Analyses and Country Profiles

A free copy of the wiiw Handbook of Statistics, Countries in Transition (published in
October/November each year and containing more than 400 tables and figures on the
economies of Bulgaria, Croatia, the Czech Republic, Hungary, Macedonia, Poland,
Romania, Russia, Serbia and Montenegro, Slovakia, Slovenia and Ukraine)

Free online access to the wiiw Monthly Database, containing more than 1200 leading
indicators monitoring the latest key economic developments in ten Central and East
European countries.

Consulting. The Vienna Institute is pleased to advise subscribers on questions concerning
the East European economies or East-West economic relations if the required background
research has already been undertaken by the Institute. We regret we have to charge extra
for ad hoc research.

Free access to the Institute's specialized economics library and documentation facilities.

Subscribers who wish to purchase wiiw data sets on CD-ROM or special publications not
included in the wiiw Service Package are granted considerable price reductions.

For detailed information about the wiiw Service Package
please visit wiiw's website at www.wiiw.ac.at



To
The Vienna Institute
for International Economic Studies

Oppolzergasse 6
A-1010 Vienna

O Please forward more detailed information about the Vienna Institute's Service Package
O Please forward a complete list of the Vienna Institute's publications to the following address

Please enter me for

O 1 yearly subscription of Research Reports (including Reprints)
at a price of EUR 225.00 (within Austria), EUR 250.00 (Europe) and EUR 265.00 (overseas) respectively

Please forward

the following issue of ReSearch REPOIS .......cc.coviiiiiiiiiici e
the following issue of ANalytiCal FOTECASES .........ccccueiiiiiriiiiie e e b
the following issue of Current Analyses and Country Profiles ..........ccccooiiiniiiiiniciincc
the following issue Of WOrKiNG PAPETS ........cccooiiiiiiiiiineee et
the following issue of Research Papers in German language ...........ccceeeririeiininienie e
the following issue Of ChiNa REPOMS ........ccciiiiiiiieie ittt
the following issue Of INAUSEIY StUIES .........ccoviiiiiiiiiiic e
the following issue Of StrUCTUral REPOMS .......cc.oiiiiiiiiiiiieie et
the following issue of wiiw-wifo Data on Foreign Direct Investment ............ccceoenivieiininicncneneenn,

the following issue of COUNTRIES IN TRANSITION: wiiw Handbook of Statistics ...........c..cceevueene.

0O OO O O O O O O O

Date Signature

Herausgeber, Verleger, Eigentimer und Hersteller:

Verein ,Wiener Institut fur Internationale Wirtschaftsvergleiche® (wiiw),
Wien 1, Oppolzergasse 6

Postanschrift: A-1010 Wien, Oppolzergasse 6, Tel: [+431] 533 66 10, Telefax: [+431] 533 66 10 50
Internet Homepage: www.wiiw.ac.at

Nachdruck nur auszugsweise und mit genauer Quellenangabe gestattet.

P.b.b. Verlagspostamt 1010 Wien





