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Abstract

In this paper, we set up a two-country general equilibrium model
where trade unions have wage bargaining power. We show that a
decrease in trade distortions inducing further product market integra-
tion gives rise to specialization gains as well as a labour market reform
effect. The implications of the specialization gains are similar to an
increase in labour productivity, whereas the labour market reform ef-
fect is similar to an increase in the degree of competition in the labour
market. Wages, employment and welfare increase as a result of further
product market integration. It is interesting to note that the labour
market reform effect of product market integration is achieved despite
an increase in the wage level.
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1 Introduction

The globalization process has been most visible in financial market interac-
tions and the growth in trade flows (see e.g. IMF (2002)). In contrast, labour
mobility has not been significantly affected so far, and therefore labour mar-
ket implications have to arise as a response to changes in capital and goods
markets. From a European perspective, the indirect labour market conse-
quences are potentially very important given that European product market
integration is proceeding fast, and labour markets are often asserted to suffer
from structural problems. A view often raised in the debate is that the im-
plications of international integration are similar to a labour market reform
eroding the bargaining power of trade unions (see e.g. Rodrik (1997) and
Andersen, Haldrup and Sgrensen (2001)). Although this may benefit soci-
ety as a whole, the income distribution may change to the disadvantage of
trade union members. The labour market reform effect of product market
integration will be accompanied by specialization gains as a result of further
exploitation of comparative advantages (see e.g. Dornbusch, Fischer and
Samuelson, 1977). These specialization gains are going to increase labour
demand and counteract any downward pressure on wages of the labour mar-
ket reform effect.

In this paper, we set up a two-country general equilibrium model where
product market integration gives rise to a labour market reform effect as
well as an effect on international specialization of production. Despite the
presence of the labour market reform effect, it turns out that product market
integration gives rise to an unambiguous increase in real wages and employ-
ment. The reason is that lower product market frictions make it possible to
allocate production better according to comparative advantages, and this is
like a general productivity increase making it possible to improve both real
wages and employment. This shows that there are gains from product market
integration, also in economies with imperfectly competitive labour markets.
This result may explain why trade unions in most European countries have
been in favour of further European integration even though it is uncertain
how the market power of trade unions may be affected in the process.

Most of the theoretical literature on the labour market consequences of
product market integration has focused on the implications of international
integration for the degree of competition in product markets and how this
affects the market power that can be exerted in labour markets. Specifically,
it has been analysed how lower trade frictions affect the market power in



models of reciprocal dumping (see e.g. Huizinga (1993), Sgrensen (1993),
Naylor (1998), Andersen and Sgrensen (2000)).! As is well known, the recip-
rocal dumping model can explain two-way trade in identical commodities,
and the basic reason for trade is product market power causing prices to ex-
ceed marginal costs, which induces cross-country market entry. While these
models yield a number of interesting insights they rely on one particular rea-
son for trade (i.e. reciprocal dumping), which has been contested, and also
strategic assumptions (i.e. Cournot competition), which can be called into
question (see e.g. Krugman (1995)).2 Moreover, these models tend to be
partial equilibrium models in the sense that they focus on a specific sector,
ignoring interdependencies among sectors, and ignoring changes in the range
of goods produced.

In this paper we present a general equilibrium analysis of the labour mar-
ket implications of product market integration leading to more specialization
in production and an increase in international (intra-industrial) trade. Re-
cent empirical evidence indicates not only a strong increase in intra-industrial
trade (see e.g. Coppel and Durand (1999)), but also in specialization (see
e.g. Midelfart-Knarvik et al. (2000)). To explain observed trade flows,
it is necessary to take into account comparative advantages, trade frictions
and the presence of non-traded commodities (see e.g. Davis and Weinstein
(2001) and Yi (2003)). It has also been documented that exporting firms
tend to have higher productivity than comparable non-exporting firms, and
the causality runs from productivity to export, i.e. productive firms become
exporters. Export is also associated with exit of less productive firms and
reallocation of resources to more efficient firms (see e.g. Bernhard and Jensen
(1999a, 1999b)). The model presented here is in accordance with these styl-
ized facts.

The empirical findings reported above point out that intra-firm differences
are important for accounting for the empirical evidence. This has inspired a
large amount of work about intra-industry trade in the presence of firm het-
erogeneity (see e.g. Helpman, Melitz and Yeaple (2004), Eaton and Kortum
(2002), Bernard, Eaton, Jensen and Kortum (2003) and Bernard, Jensen and

! Driffill and van der Ploeg (1993) present a model with an exogenously given specialized
production structure, and show that wage formation is affected when tariffs are lowered
because the responsiveness of prices to wages changes.

2Giirtzen (2002) presents a version of the model with Bertrand competition in commodi-
ties that are imperfect subsidies, i.e. specialization is implied by the preference structure
and unaffected by further product market integration.



Schott (2003)). This paper is related in considering the role of firm hetero-
geneity for wage formation in economies with imperfectly competitive labour
markets. Endogenous trade and specialization have important implications
for the link between product and labour markets, and we consider how this
affects wage formation, employment and welfare.

The rest of the paper is organized as follows: Section 2 develops a two-
country general equilibrium model with trade frictions and differences in
comparative advantages. Section 3 considers wage determination and the
basic effects of product market integration, while section 4 analyses the gen-
eral equilibrium effects of reductions in trade frictions. Section 5 decomposes
the net effect of product market integration into a labour market reform ef-
fect and an effect arising as a result of further specialisation of production.
Section 6 offers a few concluding remarks.

2 Product market integration

Consider the following stylized case: We have two representative (European)
countries® trading with each other in various products subject to trade fric-
tions. An ongoing integration process reduces frictions in goods trade. Nei-
ther real capital (suppressed) nor labour is mobile across countries. Product
markets are competitive,* but labour is organized in trade unions setting a
wage under a right to manage structure. The countries are assumed to be
symmetric with respect to technology and the distribution of relative factor
supplies (see below).

Households

Households demand a variety of differentiated goods, and they can acquire
goods from either domestic or foreign producers. Each household supplies a
specific type of labour matching the labour requirements of one particular
production activity (see below). Moreover, households own firms and are

3The model considers trade between two countries with fairly similar factor endowment.
It can be seen as a model of the substantial amount of trade between e.g. European
countries.

4Note that the same mechanism determining the boundary between exports, imports
and non-tradeables is present if firms are in a monopolistically competitive (Bertrand)
position, see Andersen (2002).



entitled to profits. The utility of the representative household type h € [0, 1]
is assumed to be
Uh:Ch—dlg, v > 1. (1)

This formulation captures the utility from consumption of the private con-
sumption bundle ¢, (see below), and the disutility of work [;,. Note that d
normalizes the disutility of work to the utility of consumption. The budget
constraint of the household reads

Qcp, = I + 11, (2)

where (@ is the consumer price index (see below), IIj, denotes nominal profits,
and [ nominal labour income.

The consumption bundle, ¢, is defined over commodities of different
types, produced in different sectors, indexed by j,

Lo
o= / o7 )i, 3)
0

where 6 (> 1) measures the elasticity of substitution between the different
types of goods. The associated price index is given by

1
Q=] Qrtur (4)
0
The demand by household A of commodities of type j is given as
Qj,
Chj = [5"] “cp. (5)

The consumption bundle of goods of type j is similarly defined over subtypes
of products indexed by 1, i.e.

Lo
en = | / e il (6)

For simplicity the elasticity of substitution between these subtypes of goods
is also assumed to be given by #. The associated price index is

Q=] / QL vdi) ™ (7)
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and the demand by household h of commodity ¢, produced in sector j, is
given as
jS -0
chji = [=-]""cnj- (8)
J Qj J

Aggregate demands are found by aggregation of demand by individual house-
holds to read

o= (&1 0
o= e (10)

where c is aggregate consumption.

Consumers can acquire commodities from either domestic or foreign pro-
ducers of consumption goods. A given variety ¢ in the goods category j
is offered by domestic producers at a price Pj; in the domestic market and
by foreign producers at a price P}; in the foreign market. However, there
are frictions involved in international trade (see e.g. Dornbusch, Fischer
and Samuelson (1977)) that can be seen as non-tariff impediments to trade.
These costs can also be interpreted as information or search costs concerning
foreign markets, and they can include both fixed and proportional compo-
nents. However, since the qualitative results of the paper hold in either case,
we choose to work with the more simple case of proportional costs.

Let zj; denote the gross costs of acquiring one unit from a foreign supplier.
Hence, z;; > 1 since acquisition of one unit of the commodity may absorb
resources to overcome trade frictions (z;; = 1 corresponds to frictionless in-
ternational trade). It is assumed that the trade friction is a function of an
indicator variable 7, i.e. zj; = z;;(7), where z;; is increasing in 7. The para-
meter 7 will in the following be varied to capture product market integration
arising from a reduction in trade frictions.

Domestic consumers choose a domestic supplier if

Pji < Plizji, (11)

while a foreign supplier is chosen if

J
It follows that the consumer price ();; = Pj; if the final good is acquired

from a domestic producer, and Q;; = P7;z;; if it is acquired from a foreign
producer.



Producers

Firms in sector j produce goods of type j by use of labour type j, subject to
a linear production technology

Yii = Ajilji, (13)

where A;; is an exogenous productivity parameter for a firm producing good 4
in sector j. The productivity parameter allows for trade based on differences
in comparative advantages (see below).

The relative productivity of domestic labour to foreign labour in produc-
ing commodity 7 in sector j is defined as
Aji 14
T (14)
The comparative advantage variable a;; is symmetrically distributed with a
density function® g(aj;), where aj; € [A\™", A\, A > 1.5 This implies that a;; = 1
for ¢ = 1/2, that is, for half the goods produced in sector j, the domestic
economy has a comparative advantage relative to the foreign country and
vice versa. Note that it is an implication that the average skill levels are the
same in the two countries. The distribution of comparative advantages can
reflect historic specialization in various product varieties (see e.g. Grossman
and Helpman (1995)).

The production structure captures the fact that various producers in a
certain sector convert similar kinds of input into different final consumption
goods. There is perfect competition and, hence, the price is

aji =

P = A;ile. (15)

where WW; is the wage rate in the domestic country in sector j.
Using this price formula, it is possible to determine which final goods are
produced domestically, and which are imported. To this end consider first

°Tt is assumed that g(aji) < g%, i.e. the distribution of comparative advantage does
not have too much mass at a single point.
6 Assume that Aj; is uniformly distributed over the interval [1 — z,1 + z] and similarly

for A7;. Hence ﬁi is distributed over the interval “_Ti’ if—ﬂ, with a density function
Ji

with the property that g(%) =g(y).



the condition ensuring that domestic consumers choose a domestic supplier
(i.e. (11)), which can be written as

AW < 2 AW (16)

or
wj S ZjiQji, (17)

where w; = % is the relative wage.

Similarly, fj'oreign consumers choose domestic suppliers if
Wy S zﬁlaji. (18)

We thus have that a specific commodity ¢ in product group j is exported
provided ¢ € F;, where

Ej={ilw; <zi'a;} (19)

is a non-traded good provided i € NTj}, where
NT; = {z | zjia; > w; > Zj_ilaji}, (20)

and, finally, that it is imported if 7 € I;,where
L ={i|wj > zjaj}. (21)

Whether given commodities are exported, imported or non-traded is deter-
mined endogenously depending on relative wages, comparative advantages
and trade frictions. Trade can be interpreted as intra-industrial trade since
there is trade within industry j with some product types being exported
and other types being imported. It is an implication that trade is related to
specialization as export goods are only produced in the home country and
vice versa for import goods. The non-traded sector represents varieties be-
ing produced in both countries. If lower trade frictions lead to more trade
(see below) and a shrinking non-tradeable sector, it follows that this is ac-
companied by more specialization. Observe that two-way trade of identical
commodities never occurs (ji), but export and import of commodities of a
given category do (7).
For later reference, observe that consumer prices are given as

Pi=A\W; if i€ E; U NT;

ji = X w—TTrre g s , 22
QJ { ZJZPﬂ = ZjiAji IVVJ- Zf 1€ Ij ( )
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and therefore

Q; = [W}@ / AS i+ Wt [ /
iEEjUNTj 1€l

1
[

zjl-z-eA;‘fldz’] ] . (23)

J

Since all sectors are symmetric this also defines the aggregate price level

(Q;=Q).
Labour demand

The demand for labour of variety j can now be determined. Although not
directly in competition over jobs with foreign workers, domestic workers are
affected by international trade since the wage rate affects the competitiveness
of domestic firms and hence which goods are traded.

From the perspective of the workers, the home market is thus

H; =FE; U NT; ={i | w; < zjia;;}, (24)
and the export market is

Ej = {’L | w; < ijlaji} . (25)

We make the monotonicity assumption that both a;; and z;; are monoto-
nously increasing in ¢, where g, ; > ezji7i.7 It then follows that there exists
a critical value of i- in the following denoted - with the property that all
i > i" belong to H;. Similarly, there is a critical value of i - in the fol-
lowing denoted ¥~ with the property that all i > ¥ belong to E;. Note®
that i¥ > . It also follows that ¥ = i¥(w;, 7), and i = ¥ (w;, 7), where
g%i > 0, and f%j’ > 0, i.e. an increase in the relative wage of domestic labour
increases the range of goods being imported and reduces the range of goods
being exported. A reduction of trade frictions leads to an increase in i
and a decrease in ¥, i.e. more imports and exports, and the non-tradeables
sector shrinks. Figure 1 illustrates the endogenous determination of which
goods are traded and the direction of trade as well as how this is affected by
a reduction of trade frictions.

"In the following e, , denotes the elasticity of x wrt y.
8Since Zji >1, it follows that ¢ € Ej =1 € Hj, while i € Hj + 1€ Ej.

9



Figure 1:
(@) Direction of trade (b) Lower trade friction

- jizj
Wage Ll V'S

-1
;Zj

—»
T

Imports Non-tradeables Exports jH — jH jE' «— E 1

Using the demand and production functions (i.e. (9), (10) and (13)), the
total labour demand in sector j can be written

Y1 Qi 0 Qive . Y2 Q0@ g s
Lj:/iH Aﬂ[%jj] 6[%] OCdZ—i_/iE Ajz. [g_;] 9[%] 0 di, (26)

The first part on the RHS gives the labour demand generated by supplying
goods to the domestic market, and the second part is the labour demand gen-
erated by supplying to the foreign market. Inserting the relevant consumer
prices, we find that

W, W, W, W,
L= ¢" (=L 1) [=L] P+ o¥ (=L, 7)[=2L] ¢ 27
where
W, !
o (=L, 1) = / Al i, (28)
VVj iH J
W' 1
B = 120 A6=1 ;. 29
) = [ A (29)

Note that ¢ is positively related to the share of production going to the
home market, and ¢ to the share of production going to the foreign market.

10
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Equilibrium conditions

Assuming that there are no profits in equilibrium, it follows from the budget
constraint of the households that

1
= / W, L;dj. (30)
0

It is an implication that trade is balanced. Moreover, employment is demand
determined (see (27)) given the right to manage structure underlying wage
formation (see below). Finally, and total demand for a given product variety
equals supply, i.e.

Cy; + C;i = Yj; fO?“ 1€ Ej, (31)
Cii = Yy fO?” 1€ NTFJ, (32)
cji+ ¢y =y foriel;. (33)

Similar relations hold for the foreign country.

3 Wage formation

We assume that workers supplying labour for production in sector j are orga-
nized in a trade union that sets the wage under a right to manage structure,
and take all aggregate variables as given. The trade union is assumed to
be utilitarian, and, since the disutility of work is increasing in employment,
trade union members share the employment. That is the wage is chosen so
as to solve

M L I/VJ . Y

ax U; = 5LJ —dL], (34)

where the number of trade union members has been normalized to one. The
wage rate turns out to be

Wo_ e gpoet (35)

Q  l+4eyw !

Equation (35) gives the wage curve as depending on the mark-up parameter,
determined in the usual way via the elasticity of labour demand ey, w,, the
parameter d determining the level of disutility of work, and the amount

11



of employment. Note that the wage is increasing in employment with an
elasticity of v —1 > 0.

Labour demand elasticity

The wage curve (35) links product and labour markets via the mark-up de-
termined by the labour demand elasticity €1, w, and, therefore, the trade-off
between wages and employment faced by workers. The latter affects the ef-
fective market power of trade unions, and since it depends on product market
structures it is affected by product market integration.

The labour demand elasticity is found to be:

er,wy; = =0 +vegny + (1 —v)ege (36)
where v denotes the share of production going to the home market

o™ (3, T
o (ks TG + 0" (. D

One important fact concerning the demand elasticity for labour is that its
numerical value exceeds the underlying elasticity of consumer demand, i.e.
(see Appendix I)

Er;w; < —0, (38)

for v < 1, i.e. when there is trade. The intuition is that there are two dimen-
sions of substitution, i.e. between different commodities and between domes-
tic and foreign suppliers. The former is determined by consumer preferences
and is given by the parameter 6, which is assumed constant. The latter ef-
fect arises via reallocation of production between domestic and foreign firms.
This can also be termed a relocation of production and thus employment
effect due to tighter product market integration. In other words, it implies
that production (employment) becomes more "mobile" across national bor-
ders even though there is no factor mobility. Labour demand elasticity is
thus higher in an open than in a closed economy where it is only determined
by the degree of substitution in consumption. How further integration affects
the labour demand elasticity is, however, ambiguous, i.e.

or or

Z 0. (39)

12



Therefore, in general it is not possible to conclude whether the unions’ effec-
tive bargaining power decreases or increases as a result of an increase in 7.
As shown below, it is still possible to make inferences on how real wages and
employment are affected in general equilibrium.

4 (General equilibrium

The global or two-country general equilibrium can fairly easily be worked out
exploiting the symmetry conditions in the model.

Trade

First consider trade. In the symmetric equilibrium, the home markets in the
two countries are of equal size, i.e.

in=1—ip. (40)

Lower trade frictions imply that i increases and i¥ decreases. From (40),
it follows that there is an increase in the range of exported commodities,
which is similar to the increase in the range of imported commodities. That
is, the non-tradeable sector decreases both because more goods are exported
and because more goods are imported. Consequently, production becomes
more specialized reflecting that the allocation of production across countries
to a larger extent reflects comparative advantages. Trade is thus driven
by productivity (comparative advantages), and production becomes more
efficiently allocated, the lower the trade frictions are.

Productivity

Aggregate labour productivity for the types of activities in operation domes-
tically can be written
1 .
A= le—J (41)
S di
from which it follows that
1

%’2 = [A— Ajn] /H di > 0. (42)

)

13



A lower trade friction () implies that i/ increases and, therefore, that av-
erage productivity goes up.” The intuition is that further product market
integration implies that less efficient domestic production is squeezed out by
more productive foreign production, i.e. production becomes more efficiently
allocated across countries according to comparative advantage (see also e.g.
Melitz (2003)). As a result, aggregate labour productivity goes up, which
means an outward shift in the possibility set of real wages and employment
available to the economy:.

Wages and employment

Turning to equilibrium real wages and employment, we find by imposing
the conditions for a symmetric equilibrium on (27) that the real wage is
determined from the relation

w
1=[6"(L7) + 6", 7)] 5] (43)
The definitions of ¢ and ¢¥ (see (28) and (29)) and (40) imply that
99" (L,7)  09"(1,7)
g + g > 0. (44)
It follows that the real wage is decreasing in the level of trade frictions, by
use of (44) and (43), i.e.
(%)
—= < 0. (45)
or

Lower trade frictions lead to higher real wages for two reasons, namely the
direct effect arising from lower prices of all imported commodities, and the
indirect effect arising from better match of production according to compara-
tive advantages. The latter is like a general productivity increase, cf. above.
It is noteworthy that demand elasticity €7, v, does not enter this expression.

It follows straightforwardly (by using (27), (44) and (45)) that employ-
ment is also decreasing in the level of trade frictions, i.e.

3_L
or

9Note that since production is distributed according to comparative advantage, and the
relative productivity of domestic firms is increasing in index ¢, it follows that A > Aj;u.

< 0. (46)

14



Accordingly, a reduction of trade frictions leads to an increase in both real
consumption wages and employment in equilibrium.

Welfare

Finally, consider the welfare effects. The utility of households can in sym-
metric equilibrium be written

W
= —L—dL". 4
U=3 (47)

By using (35), (45) and (46), it follows that

oU B a% [ 5Lj,Wj

oL
— === —1|dyL 1= >0. 48
87’ 87’ 1+5Lj,Wj ] i ( )

or

A decrease in the trade friction (7) gives rise to an unambiguous improvement
in welfare, the reason being that a gain arises from higher real wages as well
as from higher employment. There are several reasons for the increase in
welfare. The reduction in trade costs saves resources, which in turn leads to a
decrease in consumer prices. Furthermore, since more goods are traded, there
is increasing specialization in goods production, which also tends to give rise
to lower consumer prices. Finally, observe that the higher the market power
of unions (the less sensitive employment is to wages), the lower employment
is and, therefore, the larger the gains from improvements in employment.

5 Labour market reform versus specialization
gains

In the present framework wage formation is distorted due to the market power
of unions (imperfectly competitive labour markets), and this obviously causes
an efficiency loss. However, although product market integration does not
affect the formal position of the union (it remains a monopoly union operat-
ing under a right to manage structure), its possibilities for exerting market
power changes. The reason is that the scope for relocation of product and
specialization induced by lower trade frictions changes the trade-off between
wages and employment, cf. above. The change in the "effective" market
power of unions is the reason the effect of product market integration has
been termed an indirect labour market reform, cf. introduction.

15



However, based on the results presented above, it is not possible to as-
sert the importance of this labour market reform effect. The reason being
that there is also a specialization effect (and subsequent standard gains) due
to lower trade friction, and this effect would be present also in a competi-
tive labour market. To disentangle the labour market reform effect from the
specialization effects so as to ascertain the relative strength of the two, we
are going to compare the outcome in the case of a competitive labour mar-
ket (index C below) with the imperfectly competitive case considered so far
(index IC below). By definition, the former case has no market distortions
and it, therefore, isolates the specialization effect implying that the differ-
ence between the competitive and imperfectly competitive case reflects the
importance of market power in the labour market.

The demand side of the economy is the same in the competitive case as
in our main case with imperfect competition. However, in the competitive
case, the wage curve (the inverse supply function of labour) reads

% =dyL]™, (49)
which should be compared to (35) in the case of imperfect competition on
the labour market, i.e. the difference is captured by the wage mark-up de-
termined by the elasticity of labour demand.

It is easily seen that the real wage in general equilibrium becomes the
same in the competitive version as in the imperfect competition version of
the model (determined by (43)). Hence, the only difference is the level of
employment which, in the competitive version, becomes:

L¢ = (Qﬂdy)v_ll. (50)

In the imperfect competition version it becomes

L'¢ =qL®, (51)

where

€

n:<1+€>#<1. (52)

7 can be termed the employment efficiency factor since it measures the re-
duction in employment caused by market power in the labour market and

16



thus the efficiency consequences of imperfect competition measured in terms
of employment. An increase in 7 is equivalent to a decrease in the labour
market distortion. We see that the labour market distortion is closely re-
lated to the labour demand elasticity. Hence, if the labour demand elasticity
increases, the labour market distortion decreases and vice versa.

Welfare can be written

U' = ay —d (L)', i=CIC, (53)
and by use of (50) and (51) welfare in the two cases can be written

U'c = ¢ue, (54)

where

P
Vire—nqie
§= 1 = < 1 (55)
Y =y
is a measure of the utility consequences of imperfect competition. The utility
factor £ measures by how much utility is lowered due to market power in the
labour market. Obviously, this utility loss is related to the efficiency loss
measured in terms of employment since

=L 1T - > (56)

Hence, the less inefficiency in the labour market (i.e. the higher n), the
smaller the welfare loss in the imperfectly competitive case compared to the
competitive case.

To simplify, we will in the following assume that the cost of international
trade is the same for all goods (i.e. zj; = z V¥ 4,j). Moreover, we assume a
uniform density for absolute productivity, i.e.

1 1

Aji = X + ()\ - X)Z, Vi € [0, 1] s
. L. ,
A = A== Ve[,

17



which implies that relative productivity is given as

I
A—(\—

Ji 1+ (N —1)i
Yi  A2—(A2—1)i

>[I

Hence, relative productivity or comparative advantage varies between % for
i =0 and \* for i = 1. It can be shown (see Appendix II) that a uniform
distribution is sufficient to ensure that labour demand becomes more elastic
to the wage rate when product markets become more integrated, i.e.

Oer,; w,
or
when evaluating the elasticity in a symmetric equilibrium. It follows that
a decrease in 7 gives rise to an increase in the efficiency of the imperfectly
competitive labour market, i.e. there is an increase in 7 and £. In other
words, under these circumstances, there is a labour market reform effect of
product market integration. It is important to note that the labour market
reform effect is achieved despite an increase in the equilibrium wage rate.
This is in contrast to most "real" labour market reforms, which usually seek
to diminish wages or other labour costs that are "too high" due to labour
market distortions
If there is an increase in the labour demand elasticity, there is a labour
market reform effect, but the importance of the labour market reform effect
relative to the specialization gains is an open question. To gain further
insights into the relative importance of the labour market reform effect, we
turn to some numerical results.!” However, we want to emphasize that, since
our model is highly stylized, these simulations are only suggestive.

<0, (57)

10The numerical illustrations are based on the following parameter values: d = 1,7 =
3,0 =2 and A = 2. Note that the results are fairly robust to variations in the parameter
values. However, the discrete jump arising in the employment efficiency and utility factor,
when moving from autarky to trade, is very sensitive to the elasticity ~.

18



Figure 2:

Numerical illustrations
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Figure 2.7 shows how the labour demand elasticity depends on trade costs.
We see that there is a jump in the labour demand elasticity when trade costs
are reduced from a high level with no international trade (i.e. z > 4) to
a level where international trade begins (i.e. z < 4). When the process of
international integration proceeds and lower trade costs, it is seen that labour
demand becomes more and more sensitive to the wage rate (the labour market
reform effect of product market integration).

This change in the labour demand elasticity has a number of effects.
Figure 2.i: illustrates how trade costs affect employment in the imperfect
competition case relative to employment in the competitive case (i.e. e in
(52)). A decrease in trade costs gives rise to a discrete increase in relative em-
ployment when trade is induced, and further reductions in trade costs makes
employment approach the competitive level more, but without reaching this
level in the case of free trade, i.e. free trade does not eliminate market power.
Interestingly figure 2.7i7 shows that the wage rate is increasing in the trade
cost, i.e. the specialization effect, always dominates the labour market reform
effect.

Finally, in figure 2.7v, we illustrate how the utility of a representative
household develops relative to the utility of a representative household in
the competitive economy (i.e. £ in (55)). Similar to the employment results,
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we see a discrete change when trade is induced, and then an increase in the
utlity factor as trade costs are lowered.

6 Concluding remarks

We have analysed the effects of product market integration (i.e. a reduction
in international trade frictions) in a setting with trade driven by comparative
advantages and with imperfectly competitive (unionized) labour markets. In
the following, we summarize our main results.

Product market integration gives rise to further specialization in goods
production. Hence, more goods are traded, which in turn means more effi-
cient exploitation of comparative advantages. We have also shown that this
is very similar to a general increase in labour productivity.

Product market integration gives rise to an increase in the wage level as
well as an increase in employment. This implies that there is an increase in
the welfare of a representative consumer.

In our model, a decrease in trade costs gives rise to specialization gains
as well as a labour market reform effect. The labour market reform effect is
a result of an increase in the labour demand elasticity, which is similar to a
labour market reform increasing the degree of competition in the labour mar-
ket. The labour market reform effect of further product market integration
seems to be most important when trade costs decrease from a high level.

The intention of most "real" labour market reforms is to decrease wages
or other labour cost that are too high due to labour market distortions. It
is interesting to note that product market integration gives rise to a labour
market reform effect despite an increase in the wage level.

References

[1] Andersen, T.M., 2002, Product Market Integration, Wage Dispersion
and Unemployment. Unpublished Working Paper.

[2] Andersen, T.M., N. Haldrup and J.R. Sgrensen, 2000, Labour Market
Implications of EU Product Market Integration, Economic Policy, 30,
107-133.

20



3]

[4]

[10]

[11]

[12]

[13]

[14]

Andersen, T.M. and J.R. Sgrensen, 2000, Product Market Integration
and Wage Formation, Journal of Economic Integration, 15, 281-293.

Bernhard, A.B. and J. Bradford Jensen, 1999a, Exceptional exporter

performance: cause, effect or both? Journal of International Economics,
A7, 1-25.

Bernhard, A.B. and J. Bradford Jensen, 1999b, Exporting and produc-
tivity, NBER Working Paper 7135.

Bernhard, A.B., J. Eaton, J. Bradford Jensen, and P. Schott, 2003,
Falling Trade Costs, Herterogeneous Firms and Industry Dynamics,
Working Paper.

Bernhard, A.B., J. Bradford Jensen, and S. Kortum, 2003, Plants and
productivity in international trade, American Economic Review, 93,
1268-1290.

Burda, M., 1999, European Labour Markets and the Euro: How Much
Flexibility Do We Really Need? CEPR Discussion paper 2217.

Coppel, J. and M. Durand, 1999, Trends in Market Openness, OECD
Working Paper 221.

Davis, D.R. and D.E. Weinstein, 2001, An Account of Global Factor
Trade, American Economic Review 92, 1423-1453.

Driffill, J. and R. van der Ploeg, 1993, Monopoly Unions and the Liber-
alization of International Trade, Economic Journal 103, 379-385.

Dornbusch, R., S. Fischer, and P.A. Samuelson, 1977, Comparative Ad-
vantage, Trade and Payments in a Ricardian Model with a Continuum
of Goods, American Economic Review, 67, 823-839.

Eaton, J. and S. Kortum, 2002, Technology, Geography and Trade,
Econometrica, 70, 1741-1780.

Grossman, G.M. and E. Helpman, 1995, Technology and Trade, in G.
Grossman and K. Rogoff (eds.) Handbook of International Economics,
vol. ITI, Elsevier Science B.V.

21



[15]

[16]

[17]

[18]
[19]

[20]

[21]

Giirtzen, N., 2002., Trade Liberalization and Union Wages in a Differ-
entiated Oligopoly, Open Economies Review, 13, 133-151.

Helpman, E., M. Melitz and S. Yeaple, 2004, Export versus FDI with
Heterogenous Firms, American Economic Review, 94, 300-317.

Huizinga, H., 1993, International market integration and union wage
bargaining, Scandinavian Journal of Economics 95, 249-255.

IMF, 2002, World Economic Outlook, September.

Krugman P.; 1995, in G. Grossman and K. Rogoff (eds.) Handbook of
International Economics, vol. 111, Elsevier Science B.V.

Melitz, M., 2003, The impact of trade on intraindustry reallocations and
aggregate industry productivity, Econometrica, 71, 1695-1725.

Midelfart-Knarvik, K.H., H. G. Overman, S.J. Redding and A.J. Ven-
ables, 2000, The Location of European Industry, Economic Papers 142,

European Commission, Directorate-General for Economic and Financial
Affairs.

Naylor, R.A., 1998, International Trade and Economic Integration when
Labour Markets are Generally Unionized, European Economic Review,
42, 1251-67.

Rodrik, D., 1997, Has Globalisation Gone Too Far? Washington D.C.:

Institute for International Economics.

Sgrensen, J.R., 1993, Integration of product markets when labour mar-
kets are unionized, Recerches Economique de Louvain 59, 485-502.

22



[25] Yi,K.-M., 2003, Can Vertical Specialization Explain the Growth of
World Trade, Journal of Political Economy, 111, 52-102.

APPENDIX I
From (28) and (29) we have
, 1
M) = [ A (53)
Vi 7
, 1
¢E<VV¥;,T> - / A AL i (59)
Vi 7

First, we notice that ¢ ( ,T) > ¢ (

Z5; 9 <1 andiff <&,
Next, we shall prove that veyu ,, + (1 —v)eye ,, <0 for v < 1. Note first
that

W 7). This follows by observing that

W; = QjnZpn (60)
w; = ajZEzﬂE (61)
defines i#and ¥ as implicit functions of w;, Where KEES 0, 84 > (), since
0 (a;mzs; i
jifl Zji
( a ) - 5a]~i,i + 5z]-i,i > 07
1 ajiHZjiH
-1
0 (a,jiEZjiE> i 0
. = ECayi €z > U,
o1 4jiE 2 -1 ! !

where the signs follow from the monotonicity assumptions made on aj; and
Zji-
It now follows straightforwardly that

- 182

Soflw; = 37 D ¢ <0, (62)
0if w;
Eobw;, = —AlE 2 " ¢] <0. (63)
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For 0 < v < 1, it follows that veyn ,, + (1 —v)eye,, < 0. Note that for
v =1, we have i" =0 and eyu , = 0.

APPENDIX II

In the following, we prove that, if the cost of international trade is the same
for all goods (i.e. zj; = 2z V4, j), and if there is a uniform density for absolute
productivity, it follows that in the symmetric global general equilibrium:

ang:Wj
0z
To see this we have from (36) that the labour demand elasticity is

< 0.

er,wy; = =0 +vegny + (1 —v)ege ., (64)
where v denotes the share of production going to the home market
W W
o™ (5wt TG
H W W;_ B W, W10+
O ST Py + o (0 )]
In the symmetric equilibrium where y = y*, it follows that

¢"(1,7)

V=

V= ,
o™ (1,7) +¢"(1,7)
and
W, !
H L = AL ;i
¢ (W]*7T> \/ZH _]Z Z?
W, !
E _ 1-0 401 7.
) (M/},T) = /iEZji Al di.

Note that 8(;—f <0, %%f > 0 and therefore ag;f > 0, ‘%E < 0. It now follows
that v is increasing in the trade friction 7, i.e.

v _ Bro” - 5 (07 +67)

or [¢H + ¢E} 2

The critical values of the i-indexes i¥ and ¥ are defined from

> 0.

w; = ajnz,

_ -1
w; = ajez o,
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and therefore

. g7 —1
o w dajim ¥
ow 1 O w ’
. g 11
Di¥ w; daj;e i
ow ¥ 0F a;e ’
7t

Note that €1 ,, and €z, are independent of z.
From Appendix I we have

0—1-H
_ Ajin @
o w; = TEifw P
EEyy. — —EE ,— %
o} ,W] 2w ¢E )

which inserted in (65) yields:

w Al g 210 4018
_ jiH Qb GiE
VEGH wy,; T (1- U)€¢E7Wj = TTH E |CiHwT f ~ TH E |GiFw E
¢+ o ¢ o7+ ¢ ¢
—1 0—1:H 1-0 46-1.E
= —— e Al gt +em gz TAL }
¢H + ¢E |: ) Jt ) 7t
1-6 46—1
217V AY

where it has been used that in symmetric equlibrium A%} = 2179 A%.!. This
follows from observing that in symmetric equilibrium, the absolute level of
productivity at which domestic firms start to export (and foreign markets to
import) must equal the absolute level of productivity at which foreign firms

start to export (and domestic markets to import), i.e. Ajrz = Ajz+ and

= 2z, the above stated

. “) . AE
— J— Je
Ajn = Ay, Next using the definition aj;r = T

condition follows.
Hence

0 |:U€¢H’W]_ + (1 — /U>6¢E7Wj:| or
0z 0z

0 [57;H7w2.H + €iE‘,wZ.E:|

0z ’




where i bt
Z10A%) A
T ji ji

o + 6" 01 [ A% i [ A%

and where it has been used that

1 1
¢ +¢" = / A di 4 21 / Al
It follows that
or_ O -V oA A0 DS [ A

Oe a0t [L AN [ ARG 02 oo b g0t b At

which is negative if
1 1 OA.. 1
lz‘”/ Al +/ Aﬁildil AL z“/ A%V i < 0,
H B Je 82 H J

OA;m 0iF 2 271 [ AT 1
< c |2
o 0z Ayr 01 leH A?fdz’—kfé Agi’ldz’

or
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Note that the RHS of this expression has a value beween % and 1. Note also
that

8@'Ei B [aaﬁE L] -1

0z i i a,

i
and ‘ ‘ .
@aﬁE (. 8Aﬂ (4 aA]Z (4
. - . - . * .
i a]‘iE 0i AJZE 01 A]zE
Hence
aAﬂE ZE 8ZE z . i Ajz-E
alE AJZE 0z ZE 6AjiE g aA;iE £ .
o A g o A* g
Je Ju

From this expression it can be inferred that

1
2
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is a sufficient condition that % < 0. Note that the sufficient condition is
equivalent to

aAjiE iE

9iF Ap <1
8Ajl.E iE _BA;_E iF 2’
oiE AjiE i A;ZE

or

S e L
Below it is shown that this condition is fulfilled when productivity is distrib-
uted according to the uniform density function.

Next consider the term

3 (El‘HﬂUZ'H + EiE7wiE) 82H alE
ot
= (giH,w — 5iE,w) W

- SH ‘B
d(aiH,wZ +811E,w7' )
0z

Since % < 0, a sufficient condition for < 0 is that

(€,L'H,w — €iE’w) >0,

Or €4, is increasing in 4. This holds for the uniform density, cf. below. It
follows that a sufficient condition for

aELijVj
or
is a uniform density for absolute productivity.
A uniform density for absolute productivity implies that

<0,

1 1

Aji = X+()\-x)@, VZE[O,l],
. L. ‘
AL = )\—()\—X)z, Vi € [0,1].
Hence
0A; i (A—=3)
0i Aji 3+ (=3
045 i —(A— )i
i Az, T -(A—1)i



from which we have
0Aj; 1 _8A;fl- 7
0i Aj o1 A;fi’

since
=i (-
1+ (A=—3)y E-(A—13)i

Relative productivity can be written
1 —
A—(A—

Ji 14 (N —1)i
Yi A2 — (A —1)i

>l >

and therefore
(N =1) [N = (NP =1)i] + (N = 1) [T+ (N = 1)i] i [\ = (X = 1){]

8aﬂ-i _

W@ji [)\2 — (N — 1)@'}2 [1 + (A2 — 1)2}
(A =1) (N +1) i
[N = (W =1)i] 1+ (N - 1)@}

= (-0 + )] _21)2(2, — >0

aEszij < 0 is fulfilled when pro-

It follows that the sufficient condition for
ductivity is uniformly distributed.
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