TARIFF PREFERENCES FOR LESS
DEVELOPED COUNTRIES, 1
WORLD WAGE 1NCOME AND WELFARE ~°

1. Introduction

This paper examines the economic effects in the developed
countries of their granting tariff preferences on imports from
less developed countries (thereafter referred to as DPC's and LDC's,
respe-~tively). We shall conaider the effects of prefercnces on both
aggregate weifare and on the distributlon of income in che developed

countriece,

tany arguments have been advanced for granting tariff preferences
to LDC's. One is an equity argument based on the continulng debate
over the declining terms of trade of the less developed countries,
It is well known that a deterioration in the terms of trade may not
imply a welfare loss to the less developed countries if the deterioration
js caused by supply factors in the 1DC's, namely, productivity lncreases
in the tradeable goods sectors. However, adverse terma of trade move-
rents which are caused by demand developments in foreign markets alone
can be cited as reducing welfare in less developed countrifes, If LDC's
speclalize in exporting goods whose demand grows more slowly than the

average good which they iwport, then there will be downward pressure on

1., I am indebted to Stephen Thompson for research assistance and to
Gayle Baldwin for typing this paper,

—_ Yo —



their terms of trade.

Because of the differences just noted in the implications for
LDC welfare of terms of trade changes (caused by supply versus demand
factors), we should not look at the terms of trade alone, An alter-
native approach would be to examine the import elasticities of demand
of less developed countries products relative to the income elasticities

for products exported by the developed countries.

Table 1 describes the response of imports to domestic economic
activity in thirteen developed country markets in a study done by
Taplin (1973). The activity variables used are not groass national
products but rather the exogenous components of real income, namely
government expenditures, domestic investments, and exports (they
were used rather than income or expenditure in order to reduce simul-
taneous equation bias). Consider the firast row for each country.
Columns 2 through 5 show the elasticities, ema, of imports for four broad
product categories with respect to this activity variable, The second
row for each country gives the shares for developed country euppliers
to each market in the four product categories, S4c? and the third row
gives the same ghare for less developed country suppliers to the market,
aldc' The average import activity elasticities for develo;ed country
suppliers and less developed suppliers are shown in colums 6 and 7.
They are calculated by weighting the component ema elaasticitiea by the

appropriate shares.
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Table 1

Ioport Elssticities of Demand With Respect to Activity (Teplin)

Importing /————————— lmports By Commodity ~————————— Import Activity Elastfcities
Country {veighted)
Food ,Bev, snd Crude Minersl Funda Manu{sctures Imports Iwports
Tobacee Materials (S\IC 3) (SITC 5-9) Frow DC'a From LDC's
(SITC 0+1) {SITC 2+4)
U.S, L «65 .31 1.36 2,50 2,10 1.49
®4c .08 07 04 .81
* de .31 .10 .21 «39
Canade L .72 .23 «63 1,42 1.30 .79
Sac «06 +05 .02 .87
®1dc +20 <09 .50 .22
Jepan €pa 1.82 W71 1.84 .77 1.43 1.47
84c .16 32 .10 ohl
®1de .14 2 <42 .12
Belgium o 1.19 .73 .98 1.65 1.47 1.17
*dc .11 .10 .06 .73
*1de .17 .17 .36 30
Fraace € 61 .46 .98 1,89 1.61 92
®4c .10 09 .05 .77
*14c .21 .18 49 12
Gerwany ®na .82 64 1.68 1.50 1.32 1.26
fde .15 .10 .05 .70
®1dc W21 .18 .37 .23
Itely LI 1.82 .97 1.04 1.66 1.56 1.29
S4c .19 .16 .04 81
.ldc .19 .15 .56 .13
Retherlsnda
L 1.11 «50 .90 1.25 1.17 .04
e .10 .09 .03 .78
®1de W21 .10 .59 .10
Denmark e ,11 .64 -86 1.34 1.17 .70
LN .07 .07 .07 .79
®1de .26 .10 .53 .11
Rorvey g 62 1.67 67 1.24 1.22 1.09
L .06 .10 .05 .19
.ldc .17 .08 31 .AS
Sweden . .80 .54 .93 54 1.24 .78
®ac .08 .05 .09 .79
®1de .26 .09 A3 o??
Switzerland
Cha .72 o 4h .93 1.6} 1.44 .96
®ie .10 .04 U5 .80
Plae | -36 .15 .24 «25
U.K. L. .32 .15 1.79 2,81 .75 1,43
LF .22 .13 .04 .61
€1dc .22 .13 <43 .22
+ WEIGHTED
TOTAL ELASTICITY 1.53 1.3
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Notes to Table 1

Cols (2)-(5) For activity elasticities see [19, p.188). The
'dc's are the proportion of total import: from all
developed countries accounted for by each of the four
SITC catagory groups, The sldc" are the proportion
of total imports from all less developed countries
accounted for by each of the four groups, See [17,
ppe 21-125].

Col (6) Columm (6) is a weighted average of the e 's using
the ’dc" as weights, ma

Col (7) Column (7) is a weiphted average of the ‘ma" using
the ’ldc" as weiphts,

The weighted total elasticities are a weiphted average
of columns (6) and (7) using each country's share of
total world imports from developed countries and less
developed countries as weights, respectively.
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Notice that for every country in the table except for Japan,
imports from the developed countries are more responsive to domestic
activity in the importing country than are imports from less developed
countries, For example, a 1 percent increase in domestic activity in
the United States resulte in a 2,10 percent increase in imports from
developed countries but only a 1,49 percent increase in imports from the
less developed countries. The reason for this asymmetry 1s the high in-
come elssticity of demand for manufactured imports and the large share
of importa from developed countries which are in this product category.
For Japan, the elasticities are about the same since 41 percent of
developed country exports to Japan are in manufacturers, with an
activity elasticity of 1,77 while 42 percent of lass developed country
exports to Japan are mineral fuels which have an elasticity of 1,84,
When we take a weighted average of the total elasticities in columns
6 and 7 we find that for all countries considered, a 1 percent increase
in activity in the thirteen markets results in an 1,53 percent increase
in imports from other developed countries hut only a 1.30 percent

increase in imports from less developed countries.

The upshot of this discussion is that less developed countries
posses comparative advantages in products which are less responsive
to economic activity in developed countries than products exported by
the developed countries. This does not provide enough evidence to
sustain a definitive hypothesis about trends in the terms of trade of the less

developed countries, however, since we have not presented evidence on
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the income elasticities of demand for developed country products into the
LDC's., However, it does provide some indication that at least in
developed country markets, the LDC's are at disadvantage, The

reader is warned, however, that the link between differential import
income elasticities and improvements or deteriorations in the terms of
trade may be complex. For example, if a country specializes in ex-
porting high income elasticity items and importing low income elasticity
items, this does not necessarily imply that it will experience an
improvement in its terms of trade. Assume no change in the price of
imports., If suppliers inaccurately over estimate the income elasticity
of demand for exportable goods, then entry may be too rapid into the
export industries and the terms of trade can actually fall if the growth
on the supply side exceeds the growth in the demand for the industry's
producta, However, in the cases in which suppliers correctly predict
market demand, we should see relative increases in the prices of high
income elasticity products (some increase will be necesaary since a

price change is necessary to lure resources out of other industries).

Given this background on the potential welfare problems of pro-
ducers in the less developed countrica (and one normative argument for
preferences), we turn to an examination of the effects of preferential

tariff treatment of LDC exports to the developed countries.

Section 2 of the paper discusses the frequently cited optimum tariff

argument for trade restrictions and the potential problems of this
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argument for analyzing the LDC preference question, Section J {l-
lustrates, using U.S. data, the advantages of eimultaneous tariff
reductions both in developed countries and in less developed countries.
Section 4 considers the welfare effects on the developed and less
developed countries of granting of preferences. Section 5 provides es-
timates of the effects on the levels of trade of implementing full
preferences on LDC exports in the developed countries: the trade creation
and trade diversion effecsl of preferences are estimated, Section 6

of the paper discusses the dilemma which faces international blue~
collar labor: expansion of trade between two regions between which
factory prices are not equalized implies that the high wage countries
(the DC's) must experience a decrease in real wage income while the low
wage countries (the LDC'a) will experience an increase in real wage in-
come, A solution to the problem of declining wages in the developed
countries is proposed in section 6. Appendix A provides detailed
calculations of the trade creation and trade diversion effects of pre-
ferences discussed in section 5, while Appendix B develops the theo-
retical arguments behind the strategy discussed in section 6 for increas-
ing real wage income in both the less developed countries and in the
developed countries (a combination of trade expansion and selective

unionization).
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2, The Optimum Tariff Argument for Trade Restrictions

Before we can decide whether the granting of trade preferences

on LDC imports into the developed countries will benefit either the
developed countries or the less developed countries, we must assess

the reasons for existing trade restrictions, A number of motivations
for trade restrictions have been enumerated in the literature: they

are ugsed to affect the distribution of domestic income, they have

short run effects on aggregate employment, they affect the trade
balance and the balance of payments, they provide protection for infant
industries, they provide attainment of social goals (such as pro-
tecting the health and/or safety of domestic consumers and the environ-
ment), and they are used to redistribute world income toward the
‘country levying the tariff. Since the last reason deals explicitly with
the question of each country's welfare, we ghall examine it at some

length.

The levying of a tariff by one country to benefit itself at the
expense of other countries is called the "optimum tariff" strategy. By
levying a tax on imports, the country depresses the world prices of
the products it imports and causes foreipn suppliers, in effect, to pay
part of the tax, The economic effect of this move is to redistribute
income which formerly went to foreign suppliers to the government of the
taxing country. The sucess of the optimum tariff approach depends on
several factors: the most important is the absence of retaliation by

foreign suppliers (in levying tariffs on the goodas of the first country).
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The amount of the welfare gain from an optimum tariff is emaller

(1) the smaller the share of importe in an economy and (2) the more
elastic the eypply of the foreign offer curve which faces the country.
On the first point, if trade is a very small part of GNP, then the gains
will be small (obviously, in the limiting case in which nothing is
imported, then there is no gain from a tax on imports). On the second
point, if the willingness of the rest of the world to trade with the
economy in question is euch that the world price of the country's exports
is not affected by the amounts it exports and if the supply of imports
to the country in question is unaffected by the amounts demanded in

the country, then the offer curve is said to be perfectly elastic.

In this case, levying a tax on imports has no affect on the world price
of either the imported goods or the exported goods. The only effect is
that the price of importe into the country in question rises by the
full amount of the tariff, In this case, there is no welfare gain to
levying a tariff, since foreigners cannot be induced to pay part of the
tax., In fact, there 1is a loss in income in the tariff levying country
since the tax distorts production and consumption decisions by en-
couraging increased production of import competing goods (in which the
country does not have a comparative advantage) and reducing production
of exportables (in which the country has a comparative advantage). The
reason for this shift is the increase in the domestic price of import-

ables which lures capital and labor out of the export sector.

Harry G. Johnson (1968 has provided estimates of the gains in

welfare which are obtainable by a country which attempts to levy an
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optimum tariff. In the case of the United States, we can assume that
the elasticity of the foreign offer curve is approximately 2.0 and that
the import share, 1f free trade existed, would be around 10 percemnt, In
this situation, the tariff which would yield the greatest increase

in real income in the United States would be a staggering 100 percentl
But even this high a tariff would yleld only a 1.4 percent increase

in real income in the United States.

Thus, as a practical matter the optimum tariff carries very lit-
tle weight, The amount of the tariff needed by the United States or
any country in order to increase its income significantly 1s absurdly
high, Furthermore such tariffs would not be acceptable to the rest
of the world and they would surely retaliate. In fact, retaliation
to tariff protection 1s such a pervasive phenomenon that average
tariffs in the major industrial countries have moved together closely
over the past half century. No country is willing to reduce its tariff
rates without bilateral or multilateral agreements with its major
trading partners. As a result, we do not see some countries with very
high rates of protection and others with almost none., Each country
realizes that it loses if tariffs rise on its exports and stay constant

on its imports.

If the optimum tariff redistributes income from the rest of the

world to the country levying the tariff, what happens when all the coun-

tries in the world levy, say, a 10 percent tariff on their importse?

The result is that all countries are worse off, compared to the situation
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in which trade is free, as a result of the trade restrictions.

Hence, the motivation for multilateral reductions in trade barriers.

Tariffs are analogous to armaments: 1f all countries agree to dis-
arm by an appropriate amount, there is little change in relative
power of any country and yet all countries gain by having to commit
fewer economic resources to national defense. The same argument apniies
to tariffs in that 1if all countries eliminate trade restrictions,
incone could expand in all countries as both production and consump~
tion decisions became less distorted. Each country would be allowed
to specialize in the products in which it has a comparative advantage
and all sides woﬁld gain, Tariffs can be reduced in such a way

that the terms of trade of the countries involved do not change,
Thus, each country's incowe increases by the elimination of the"dead~-
weight loss"” imposed on production and consumption decisions, The
present author (see Magee (1972)) estimated the social gaina to the
United States of simultaneous elimination of trade restrictions on
U.S. imports and foreign trade restriction on United States exports.
I assumed in that paper that the removal of trade restriction would
have no effect on the U,S, terms of trade so that the increment to
U.S. income could be essily quantified through the use of standard

welfare analysis. We turn mow to & summary of the results of that

exercise.
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3. An Illustration of the Welfare Effects of
Eliminating Restrictions on United States Trade

The wost important matter to keep in mind in evaluating the
social cost of trade restriction is that the social costs (the
dead-weight losses) increase with the square of the tariff rate, This

means that increasing the tariff rate from 5 to 10 percent on both

exports and imports quadruples the social cost (i.e. the decline in

real income of the taxing countries). The second point is that when
trade restrictions have ad valorem equivalent tariff rates which are
fairly low, i.e., between 0 and 15 percent, the social costs are small.
For example, on the $12.2 billion dollars in United States imports in

1971 which were directly competive with United States production, the

social cost of the tariff on United States imports was less than $300
million, The reason is that the ad valorem tariff rate on these im-
ports averages only about 8 percent, The tariff rates on other imports
in the United States which did not compete as directly with U.S. pro-
duction (the value of these imports was roughly $24 billion) was only
6.2 percent. Again, these restrictions result in a small annual social
cont of around $202 million dollars. The major welfare loss to the U,S.
wag on U.,5. imports subject to quotas. Quotas and other quantitative
restrictions on trade are frequently equivalent to high tariff rates.
For example, in 1971, the tariff rate equivalent of the oil quotas

was estimated at sround 60 percent, and the voluntary export restraints

by steel shippers to the United States resulted in restrictions
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equivalent to tariff rates of between 17 and 35 percent. Because of
thege large ad valorem equivalent tariff rates, the social costs are

high,

In the preseant case, we are dealing here with a question of
preferential treatment of LDC imports into the DC's. If existing
tariff rates on these items are already small, then the social costs
of unilaterally reducing these tariff rates , even without reciprocity on
the part of the LDC's probably has insignificant welfare losses in
income in the DC's (although there will be redistribution effects among the

factors of production in the DC's),

There is another calculation which must be done in any measure-
ment of the social costs of eliminating a tariff, Thus far, we have
noted that a unilateral reduction in tariffs by a country results
in a gain to it since production and consumption decisions are no
longer distorted, but it results in crade 10838 since the
country is no longer taxing foreigners for a portion of what it purchases.
Since the latter effect always dominates the two efficiency effects
for price makers on world markets, then there has to be a social cost to
the United States and other developed countries of unilaterally
eliminating tariffs on imports of products from the less developed

countries,

In addition to the net loss in real income and hence welfare,

we must add the cost of ecomomic relocation caused by the change in
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the relative prices of importables. As the price of imports falls
vhen a tariff is removed resources nust move out of import competing
industries and into other gectors of the econowmy. There is a social
cost involved in this transition; these social costs can be measured
as follows., First estimates must be made of the change in the out-
put of import competing industries as a result of the elimination of
thé tariff, Second the number of jobs which are eliminated by this
decline in output in import competing industries must be calculated.
Some estimate of the value of wages must be obtained for the period
of time that the people released from import competing industries
are without work. The average wages lost per person times the num~
ber of people umemployed times the amoumt of time each is unemployed
while geeking a new job ylelds the social costs of the tramsition
process (at least for labor; the computations for capital are more
complex). For example, in an earlier paper (Magee (1972)), I cal-
culated that elimination of all tariffs on goods which competed’dir-
ectly with U.S. production would result in an annual decline in out-
put in import competing industries of $8.,2 billion. Over the five
year adjustment period im which labor was assumed to move out of

the import competing industries, I estimated that 475,600 individusls
would change jobs because of the relative decline in the delivered
price of imports. At an annual wage of $6140 and an expected .31
years of unemployment, this yields $181 million dollars a year in

lost wages as a result of the change in relative prices. Over the five
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year period, at a 7 percent discount rate (net of growth), this
relocation results in a total present social cost to the U.S, of

$793 millien.

The point of this discussion is that any relative price
change, whether it 1s an increase in a tariff or a decrease in a
tariff, will result in a cost to society of output foregone while
the individuals involved adjust to the new situation. The figures
presented are illustrative of these social costs. Whether these
costs should be bornme by individuals or by society as a whole is
a normative question. There is a presumption that some of it should
be paid out of general tax revenues since all of society benefits
from a more rational reallocation of resources when tariffs are
eliminated (ignoring terms of trade gains from tariffs). However,
if the tariff was initiataed by pork barrel politicking by import
competing industries in an attempt to redistribute income in their
favor through the tariff, then the case for the social payment of

adjustment assistance is weakened (see Brock and Magee, 1975).

On the other hand, the cost of rearranging the factors of
production cannot be used as an argument against trade liberalization
in cases in which it appears that the annual adjustment costs in the early
years outweighs the annual social gain by the elimination of inefficient bro-
duction, The transition costs of labor and capital and other factors

into other industries are borne only in the first few years after
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trade restrictions are removed while the social gains may continue
indefinitely. Thus, the appropriate economic measure of the gains to
freer trade is the present discounted value of the permanent increase

in real output less the short-run transition costs of factor movements.
For example, in the case of imports which compete directly with domestic
production, elimination of the average 7.9 percent tariff rate results
in an increase in the_present value of GNP of $2.4 billion in the first
five years after the tariff elimination, $2.6 billion in years six to
ten, $1.8 billion eleven to fifteen yaars out, and $4.7 billion fifteen.
years and after., Thus, the total present value of the tariff elimi-
nation is $11.,5 billion less the present vaiue of the job changes in

the first five years; but the latter is only $.8 billion. The result

is a net social gain of $10.7 billion. Note that this number assumes
no change in the terms of trade of the United States; it was calculated
with a simultaneous foreign tariff reduction oan U,S. exports which

was assumed to neutralize any terms of trade effects.
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4, Can the Developed Countries Gain by
Granting Preferences to the
Less Developed Countries?

We noted in the previous section that elimination of trade
barriars are benefical to a country if it has no effect on the
country's terms of trade. This can occur either if the country is
small enough so that it cannot effect world prices or if there are
simultaneous reductions in restrictions on the country's exports so
that the terms of trade do not change. We turn now to the question
of the potential gain to welfare in the developed countries if they
grant preferences to less developed countries (while maintaining
tariffs on imports from other developed countries and not receiving

any reduction in the restrictions on DC exports into the LDC's).

This problem is analogous to the case of a monopsonist (a
single buyer) who faces several auppliers. The most favored nation
clause in the GATT constrains countries to levy the same tariff on a
given product on all suppliers of that product (with the exception of
customs unions). Clearly, if we permitted the developed countries
to act as discriminating monopsonists, then they would tend to charge
higher tariffs on countries supplying a given product inelastically
and lower tariffs on sources whose supply curves were more elastic.
This deviation from a uniform tariff by product could increase the
welfare of the developed country involved in certain situations. If

the DC's could levy optimum sariffs as monopsonists, then their welfare
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would clearly increase over a system in which they had to levy
uniform tariffs., Whether they would end up levying higher tariffs on
imports {rom thedeveloped countries than from the less developed
countries depends on the elasticities of the supply curves involved,
In the absence of GATT and with unrestrained price discrimination
through tarlffs we would see a natural set of preferences for imports
{nto the developed countries from less developed countries 1if the
elasticity of supply of exports from the less developed countries

was more elastic than the supply from other developed countrics,

When we consider the problem at hand, however, it is not likely
that any of the large developed countries could gain in welfare by
granting tariff preferences. If the supply of exports to the DC's from
both the other developed countries and from less developed countries
has a non-infinite elasticity and {f the existing uniform tariff
rates on imports from both sources are below the optimum tariff
level for either supplier, then the reduction of the tariff on imports
from less developed countries implies an income loss in the couﬁtty
granting the preference. The only situation in which the developed
country could gain by granting a preference would be 1f the exiating
tariff on imports into the country from LUC's were already above the
optimum tariff on trade from that region. However, since the average
tariff rates on imports from les- developed countries into the developed
countries are so low, it is unlikely that the latter situation would

apply, except possibly to the very smallest DC's., Thus, we conclude
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that there would be some transfer of world income from the

developed countries to the less developed countries by a grant-

ing of preferences. Because of thae low tariff rates, however, the

transfer 1s likely to be small, Also, the percentage gap between buyer

and seller prices will not be narrowed by the full amount of the

tariff change because of preference~induced depreciation of DC cur-

rencies. However, the welfare effects on the LDC's of this deprecia-

tion can be ignored since they will be small compared to the direct effects

of the preferences (they involve a small positive transfer of resources

to the LDC's through the real balance effect and a terms of trade effect which

can go either way).

The last welfare question to be considered concerns world welfare.
Elimination of one distortion(such as tariffs) in a world in which no
other distortions exist always increases world welfare., Elimination of
tariffs in DC's on imports from LDC's will increase world welfare except
when "second-best“considerations override. The theoretical model and
parameter estimates required to resolve this question are far beyond
the scope of this paper. My own judgment 1s that even 1f there i3 a | v

world welfare loss, it will be small.
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5. Estimates of the Trade Effects of Preferences

We consider in this section the likely effects on imports into
the developed countries of blanket elimination on all tariffs on
goods imported from the less developed countries. The form of the
preferential scheme would be a violation of the traditional GATT
most-favored-nation principle whereby for a given product, the tariff
rate on alternative world sources is identical. Under the scheme
considered here, I shall asaume that the tariff rate on a product
conming from the LDC's is cut to zero while the tariff rate on the

same product from a developed country retains the existing tariff rate.

The analysis of the effects on trade of moving to such a system
has been developed by llarry Johnson and others in the theory of cus~
toms unions (see Clague, 1971), Granting of preferences to one of
several sources of supply hasseveral effects. The lowering of tariffs
on imports from LDC's will expand total imports into the developed
countries. The lees developed countries benefit by an expansion of
their exports for two reasons: first, there is "trade creation"
through the total expansion of imports into the developed countries,
and there is "trade diversion" of purchases by each DC importer away

from traditional NC suppliers to LDC suppliers.

Table 2 provides the data used to calculate these two effects,
Column 5 presente an average of empirically estimated price elasticities

for total imports into thirteen developed country marketa., The
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Existing Percent-

Bffect of Preferencas

i price Hastieteios (o) s Tarie Bases | op gy from/ zhmmww”, o Real Iaports hmm
Ccuntry Prices (Percent) (B1)1ons §)
Link E_.n.--r.ﬂ-rﬂ. Taplia _’mqﬁu....o. s s s s - (Tx ) Qmwumwn. Qﬂu.wn J.n.v_.

(1) (2) 3 (4} (5) (6) (1) 8) 9 (10) (n) (12) (13} (as)
United Etates - .52 -1.03 -1.05 | - .87 641 5.15 TS 255 =131 =9.17 | Wbk Lk 108.0
Japan -7 . T2 - .8 |- .57 6.62 (%14 572 k28 «1.95 -8.00 | 0.2k .1 62.0
West Germany -1.21 - .2k - .61 - .69 197 1.65 831 .169 - .28 -3.11 3.50 19 68.9
United Kingdam 0.00 -2 -2 |-k 7.03 191 .70 230 - -3.7% 3.87 .06 56,1
Italy - .95 -3 -1.03 | - .70 1.42 K] 768 285 - .23 -1.68 2.01 a7 0.9
Canads -1.98 -1.46 -1.59 | -1.68 6.61 3.19 914 086 -7 5.9 6.83 6 3.5
Setterlands - e +.23 - - .07 1.60 K: ] 817 183 -6 -1.69 1.1 .01 3.2
Belsium - .20 -1.02 - .65 |- .62 1.7 1.69 818 W22 -2 -3.23 3.51 .13 2.7
Sweden 0.00 -.79 - .76 - .52 5.12 3.20 895 +105 - .3k -6.23 6.59 .18 16.2
France A, .07 -39 |- 1.67 .90 793 207 - .19 -1.77 1.81 .2 52.9
Sorvay R.A. -1.64 -1.20 | -1.h2 4,01 1.60 .893 107 - a7 -2.96 kR 2 8.4
Dermark KA. -1.66 - .0 -1.26 &.56 1.4% 891 109 - 16 -2.TL 3. .20 9.9
ovitzerling RoAs - .8 10 |-.9r | 3.6 | 186 | 6 | .o - 2.8 | 3.02 BT ..
Weishted Average -A,80 6.4
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Cola (2)-(4)

Col (5)

Col (6)

Col (7)

Cols (8),(9)

Col (10)

Col (11)

Col (12)

Notes to Table 2

See (4, p.113), {12, p.8], (19, p. 189}

Column (5) is a simple average of colums (2), (3),
and (4). Where columm (2) is not avaiflable, colum
(5) 18 a simple average of colums (3) and (4).

Column (6) is a weighted average of tarlff rates on
raw materials, semi-manufactures and finished manufactures.
The weights used are the shares of raw materials, semi-
manufactures and finished manufactures in the total im-
ports of a given country. In the case of W, Cermany,
Italy, Netherlands, Belgium and France, each of the tariff
rates was first multiplied by the fraction of imports
from non-EEC member countries. For calculations with
OECD data, raw materials include catagories 00-43, semi-
manufactures catagories 51-69, and finished manufactures
catagories 71-96. For tariff rates see [23,pp.2-4); for
welghts see (23, pp.2-4] and [17, pp.21-125]

Colum (7) is a weighted average of tariff rates on
raw materials, semi-manufactures and finished manufactures.
The weights used are the shares of raw materials, semi-
manufactures and finished manufactures in the total imports
of a given country, For OECD data, raw materials include
catagories 00-43, semi-manufactures catagories 51-69, and
finished manufactures catagories 71-96, For tariff rates
see (23, pp.2-4]); for weights see [23, pp., 2-4] and (17,
pp. 21-125}.

Columns (8) and (9) are the proportion of a given country's
total imports coming from developed countries and less
developed countries, respectively. See [17, p.21].

Colum (10) 1s the negative of the product of columns
(7) and (9).

Colum (11) 1is calculated using equation (6.2) from
Appendix A. The value of e; is assumed to be 2, The
value of (P /PZ) is given by the negative of column (7).
The second term of equation (6.2) is the product of colums
(5) and (10).

Colum (12) is calculated using equation (6.l) from
Appendix A. The value of e; 13 assumed to be ~2. The
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Notes to Table 2

Col (12) value of (P /Pz) is given by the negative of column
(continued) (7). The sa@cond term of equation (6.1) is the pro—
duct of columns (5) and (6).

Col (13) Column (13) is the sum of colums (11) and (12).
Col (14) Column (14) is total imports in 1974, C.I.F.. See
(5, p. 39]).
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number for the United States, -.87, indicates that for every 1

percent increase in the dollar price for U.S. imports, there is a
decline in the quantity imported of ,87 percent, Columns 6 and

7 give the (1970) tariff rates om imports from both developed and less
developed countries into the thirteen markets while columns 8 and

9 give the share of imports into each market from the two sources.
Note that the average tariff rates on LDC exports into the developed
countries are already lower than tariff rates on trade from developed
countries, (With the exception of Belgium, which was probably
dominated by the importance of intra-EEC trade). Notice also that the
share of LDC trade in total imports into these countries is relatively
small. The major exception is Japan while the United States, the
U.K., Italy and France are minor exceptions. Colum 10 indicates

the effect on total import prices in the developed countries of eliminat-
ing tariffs on imports from less developed countries. Colums ll,

12 and 13 present the calculations for the effect of the preference
scheme on the quantities of imports into each market, assuming that
the elasticities of supply from both developed countries and less
developed countriea into each market ake high. ilotice that trade
aveation, indicated in colum 13, is relatively small for each mar-
ket. The reason t#at~:otal imports expand very little is that
agrregate impqrt prices do not fall very much with elimination of
tnrlft; on LDC goods and the prbduct of this price effect times the
import price elasticities in column 5 yield rclatively small numbers.

However, qur assumption that every 1 percent change in the relative
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price of LDC goods relative to DC goods yields a 2 percent decline

in the ratio of developed country to less developed country imports
into each market yields sizeable trade diversion effects, This is

the number used most frequently in this type of calculation (see
Appendix A). The percentage decrease in imports from the developed
countries is shown in column 11 (a ncgative number indicates a decrease
in imports from the DC's) and the percentage increase in LDC imports is
shown in column 12, Note that only for the United States and Japan is

there an expansion in LDC exports by more than 10 percent.

While a many of the numbers in the table are based on 1971
and earlier trade and tariff data, 1 have shown the total value of
imports in 1974 in colum 14 as a refereunce point. The breakdown
of this trade tetween developed country and less developed country
suppliers was not immediately available. However, the 1971 ahare
of imports from each source are shown in columns 8 and 9. These
can be used as proxies, although the shake-up in world oil prices

in the last two years will cause the LDC component to be underestimated.

We conclude this section by noting that the granting of preferences
by the thirteen countries In Table 2 will yield an increase in
LDC exporta to these markets of approximately 6,46 percent., This
number is the average of the percentage changes in colum 12 weighted

by the shares of these markets in LDC exports to the thirteea countries.
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6. A Program for Increasing World Wage Income

What will be the effect on wage income in the United States of
granting preferences to the less developed countries? The quick answer
is that the wages of production workers, unskillad, semi-skilled and
blue~collar workers in the United States will decline, Wages of labor
in the less developed countries will increase since there has been
an expauaion in the world demand for their products. The factory
workers in Detroit, shoe manufacturers and craftsmen in the north east,
and textile workers in the south must all lose in real income since their
industries now face stiffer competition from abroad. The obvious
reason why trade expansion cannot benefit labor world wide is that
trade induces a levelinp effect in wages which pushes down wages in
high wage countries and raises them in low wage countries, There is a
certain amount of this factor price equalirzation taking place already
(s la 'undell, 1957) as multinational corporations move capital from
high wage countries to low wage countriea. What evidence do we have on

wages factor intensitiea?

The wages in U.S. industries in 1967-69 which competed with U.S,
imports from Asia were $2,67 per hour, they were $2,93 for imports from
Latin America, (see Tables 3 and 4) while they were $3,04 for all of U,S.
manufacturing. Also, production worker payrolls as a percent of value added
were relatively higher for goods competinp with imports from these rcgions:
34 percent for Asia, 33 percent from Latin America and only 30.5 percent for
all V.S, manufacturing. Thus, LDC imports compete with lower wage labor

and more labor intensive industries.
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TABLE )
U.8. DMORTS FROM ASIA

MAJOR
(ABIA, EXCLUDING COMMUNIST AREAS AND JAPAN)

1971 Valus of |Average Production VYalus Added Production
(u.n. lw:l‘) Rate 196;-09 Worker 196769 tor m&
Millions o for BIC Payroll BIC Category | Payro
Scbedule A Coamodity 810 for Schedule A Category (mil11one of §) Velue
(s170C) for §IC Category Added
Q1) (@) () M) (6] ) [£2) 8)
én.2 Plywood F1% 7 183.8 2.8 0,3 837,0 -6
6%:.1 Cotton Fedbrice-- 211 (1% % 2.2% °3.9 17T91.3 o2
Voven, Unbleached -
6330 Woven Febric of Jute 229 183.8 2.07 6.2 15.8 39
6%6.9 Made-up Article of 239 21.1 1.9 203.7 %90.9 38
Textile Materiale
1.2 Dismonds, Excluding 913 80.9 2.9 8.0 3.6 26
Industrial
6780 Iron or Steal 1312 .8 L %1 33,3 9322.4 .39
Sheets--Uncoated
687.1 Tin end Tin Alloys 3339 152.6 3. 2.1 193.8 27
* TAN9 Office Machines 573 29.6 3.93 608.1 8.7 22
Teh,1 Television Receivers
k 37 191.3 2.6 82,3 1350.1 5
k.2 Redio Recelivers
cweuni cat
Toh.9 e cationa w621 .1 wA WA WA, | WAl
129.3 Electron Tubes BT 124,35 2.79 7.8 935.6 37
9.9 Llectrical Mechinery » 8.0 2.87 79150 26355.8 .30
831.0 Travel Goods nn s.9 2.06 9.7 1R, .8
841.1 Clothing--Textile
Fabric Not Knit
or d
8412 Acessories--Textile
rabric 23 900.8 2.1) %062.6 11768.9 -3
841.3 Clothing--Leather
8h1.0 Clothing, Aceasorie
««Knit or Crochetod
8s1.0 Footwear 31614 10%.3 2.18 731.7 1670.3 Y
893.1 Rubber snd Plastic 069 6711 2.02 21946 TIMS.L .30
Manufactures
89%.2 Children’s Toys, 3981 12.5 2.21 198.5 708.6 28
Christsas Decorations
899.9 Other Msnufsctures 39 1%0.9 2.8 166%.9 49531.8 ]
OVFERALL AVEWAGE 2.67 .34
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TABLE b

MAJOR U.S, IMPORTS FROM 20 LATIN AMERICAN REFUBLICH

Production
1971 value of Value Production
"?;"‘n',c’; A Commodity $1C Ko. 1| U.5. Imports ‘(';7;“'::;" :‘_’;::{1 Added |vorxer Payro1y/
(Mlions of §) (Mt1tons of §) (Millions of §)| Value Added
(1) () 3) » (3) (6} (3] (8)
12,0 |organic Chemicals 281818 11 3,98 €17.7 3,38.8 1Y
5511 011s and Resinoide 2689930 10.2 .78 66.8 3074 .13
6114  |Leather--Bovine am 19.0 2.8 145.6 0.7 8 1Y
618 |Vood, snaped or vorkes | 22nr®/ 139 2.13 1243 219.5 “~
€51.0 |Yerne snd thresds of 206118Y/ 12.6 L% 1.3 298.0 .%0
cotton snd marmads fibers
632.1 |Cotton fabrics--woven, 21 12,1 2. 3.9 1,793 .52
unbleached
895.6 Tvine, cordage, nets, 2298 1.9 2,28 B.2 96.7 .3
ete,
6Th.1 Iron or stcel plates--
[uncoated
N2 8.2 A2s 3,63%.3 9,322, % ]
€780 Tron or steel shests--
uncoa!
682,1 |Copper and copper kxk: 119 360 85.1 6,0 .18
alloys--urwrought
685.1 [Lead and lead alloys-- 3332 16.2 .3 2%.8 6.7 .3
utnTought
TILS  |Engines--intermal P9 136 .78 9.8 1,145, % -3
ecpbustion
71h.9  |orfice Machines k> 14] 16.9 3.5 808.1 3,748,7 .22
T22.1 Electric Power Machinery | 321 13.3 313 532.9 2,453.2 P4
and Parts
T2kl |Televisions BS1A 19.2 2.63 2.3 1,5%0.1 -3
T2h.9 Telecommmications WE21A 6.6 N.A, | A% | §'W WA,
equipment
T29.3 Electrun Tubes, ete, BT AL.6 2.79 347.6 9313.6 .3
729.9  |Flectrical Machinery ¥ 12,2 2.87 7,973.0 26, 395.8 .
732.8 [Motor Vehicle Parts I 19.6 s.02 5, 32,7 16, k34,7 3.1 )
8k Clothing--textile fabric
mot knit or crocheted
23 . 2.1 062.6 1,76 o,
BAL.&  [Clothing--kuit or » 3 > 17689 3
crocheted
8510 Footvear 3IMA 7.6 2.18 ™mM.7 1,670.) Yy
89h.2 |Children's Toys, 92 23.8 2.2 198. % 708.6 .28
Chrisimas Decorations
OVFRALL AVERAGE 2.93 -3
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Notes to Tables 3 and 4§

Cols (1)-(3) Forming an exact correspondence between Schedule A

Col (&)

Cols (5)-(7)

Col (8)

codes and SIC numbers is not possible, SIC numbers

were chosen as proxies for Schedule A codes based on

the similiarity of industry descriptions, magnitude of
imports for that particular SIC catagory and availability

of data, For cross-classifications see [22, pp. 1-4 to
1-92}.

Import data was obtained from [21, pp. 27-96].

U.S. employment and production data by SIC catagory
was obtained from [20}.

Colum (8) is a columm (6) divided by colum (7).

The 20 Latin American Republics include the 5 members of

the Central American Common ‘Market, the 11 members of the
Latin American Free Trade Association plus Panama, Cuba,
Haiti and the Dominican Republic. The Asian countries include
12 Middle Eastern countries, 5 in South Asia, 7 in Malay
Peninsula region, Indonesia, the Philippines, Korea,

Taiwan, Hong Kong, Japan, and 3 others., See [21, pp. vii

and viii] for detaiied listings,

- YLV -



Is there any solution to the problem posed by trade expansion
for labor in the developed countries? We shall not deal here with
the short-run impact of monetary and fiscal policy on employment
over the business cycle, This will be covered in the other studies,
The focus here, rather, is on long~term strategies which could
raise real wages in both the developed countries and the leas
developed countries, The basis of this analysis is the general
equilibrium approach to income distribution which has been used
extensively in the theory of international trade and factor market
distortions (see Magee (1973 and 1976) for a survey of this litera-

ture),

We start first with a discussion of the standard theorem which
applies to income distribution in the presence of expansion or con~
traction of international trade. The Stolper~Samuelson theorem states
that trade expansion will benefit the abundant factors in a country
and hurt the scarce factors. The reason is that expansion of trade
permits a country to better exploit its comparative advantage., The
presumption is that the developed countries have their greatest
relative abundance of skilled labor and perhaps capital while a com-
parative disadvantage in unskilled labor and in some raw materials,
The less developed countries, on the other hand, are the mirror image
of this ranking: they have the preatest comparative advantage in cer-
tain raw materials and in unskilled labor while they are relatively

capital and skilled labor scarce. Let us ignore raw materials and
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consider only labor and capital, An important distinction in dis-
cussions of comparative advantage over the past fifteen years is

betwveen white-collar and blue-~collar workers. There is probably a
greater distinction between thess two factors of production than

between either type of labor and capital itself. Thus, for the pur-
poses of this paper, I shall lump capital and skilled labor together

es a single factor of production and talk only sbout blus-collar

workers versus the other factors of production (some combination of
capital and skilled labor), This will facilitate the discussion since
the dsveloped countries have the greatest abundance of skilled labor while
the less developed countries have a relative abundance of unskilled
labor. Siac. developed countries export skilled labor .intensive pro-
ducts and less developed countriss export unskilled labor intensive
products, then from the Stolper-Samuelson theorem, we know that granting
of preferences by the developed counfrie- to the lesns developed coun=
tries will benefit unskilled labor in the less developsd countries but

reduce the real wages of unskilled labor ;; the developed countries.

We turn now to the problem of how the harm to blue-collar work—
ers in the developed countries caused by the grenting of preferences might
be offset. Thus far, we have considered the use of only one policy
tool, namely a reduction in the tariff rate on UC imports from the less
developed countries. We need, however, another policy tool to offset

the wage reduction in the developed countries., One such policy tool
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might be taxation of the factors used in certain industries within

an economy or simply outright subsidies of blue~collar workers

in the economy as a whole, Adjustment assistance will generally

be inadequate to handle this redistribution question since payments

are made only to workers who ere directly laid off as a result of

trade expansion, Workers who have reductions in their real wages
indirectly (as a result of the expansion of trade) are not eligible

for adjustment assistance benefits, In a reasonably efficient

labor market, all workers in the United States whose skills are similiar
to those in import cowpeting industries will be affected by the expsa-

sion of trade,

For the purposes of this analysis, let us assume, not unrealis-
tically, that the two policy variables over which organized labor

has some control in the developed countries are (reductions 32) tariff

rates and the industries which they choose to unionize. In the last five

years, organized labor in the U,S., has nearly succeeded in passing
quite restrictive trade bills over the opposition of the multinational
corpor‘tionl, academics, consumer groups, and others., If organized
labor wished to help labor in the less developed countries, they could
easily get Congress to pass a bill providing for teriff preferences
for less developed countries. (I assumes that labor could get tariffa
reduced but do not assume that they would succeed in raising teriffs

above existing levels.)
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Assuming that organized labor in the developed countries suc-
ceeds in benefitting unskilled labor in the less developed countries
through trade preferences, how could they unionize in such a way
as to prevent their real wages from falling or even increase their
real wages? In the absence of raising their real wages through
investments in political markets (for such techniques see Brock and
Magee (1975)) 1 shall assume that they choose a wage strategy in

unionized industries which is outlined below.

The first and nost.important analytical principle to be used
here is that with international trade or fairly elastic demand present,
expansion of output of any industry always benefits the intensive
factor in that industry (relative to the rest of the economy). The
following types of paradoxes are possible. Lat us assume that unions
decide to cut wages in the llbqr intensive sectors of the economy
and keep them say, 10 percent below the wage level in sectors which are
capital intensive, The result of this will be to expand the labor
intensive industries and contrect the non-labor intensive industries.
But the labor intensive industries can expand only bidding labor away
from the capital and skilled labor intensive industries. Every one
unit expansion of the output of the labor intensive sector generates
a demand for blue-collar workers which exceeds the number of workers
released by decreasing one unit of output of the other industries.
This pushes up the wage in the rest of the economy for blue-collar

workers and begins pushing up the wage 1n_;he unionized sector which

z
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just cut its wages. The rational policy for the union should be
to keep unionized wages at the uniform level of 10 percent (or
whatever) below wages in the rest of the economy. With free trade,

it is a mathematical inevitability that when the new equilibrium

is reached, the unionized sector will have expanded sufficiently

to push up non~union wages by more than 10 percent and will have

raised the union wage above the initial level,

A sacond strategy which would yield identical results would be for
unions to organize only in industries in which labor is a fairly
small proportion of value added and introduce a 10 percent differen-
tial in those industries above the cost of labor in the rest of the
economy, The increase in wape cost to these industries would reduce
profits and drive wmarginal firms out of business, providing factors
of production to the labor intensive industries. As these industries
expanded, there would be a greater demand for labor than the supply of
labor forthcoming from the contracting unionized industry and wage rates
in the economy would be bid up across the boards. Again, the union
should maintain a 10 percent higher wape in the non-labor intensive
sector than in the labor-intensive sector, But in both this case and
in the previous one, we would get an identical increase in the total
wage level in the economy as a whole. Clearly, there is some level
of the wage differential between labor intensive and non-labor intensive
industries such that the decrease in the tariff on imports from less

developed countries could be more than offset by a rational wape setting
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policy (see Appendix B for development of this point).

Possibly one failure of American labor to succeed in certain
industries in the long run has been a tendency to unionize in labor
intensive rather than in capital and in skilled labor intensive
sectors. For example, Gregg Lewis (1964) provides evidence of
éele:erious effects of unionization on the coal industry. He notes
that in 1945, coal miners received wages roughly equal to the average
wage in all of manufacturing, By 1959 hourly earnings were 28 percent
higher than in manufacturing and hourly compensation was 42 percent
higher. The problem with this strategy was that the share of labor
in total costs in mining was over 50 percent so that unionization had
a significant effect in the decline of the coal industry. Further
evidence is provided by Miller and Williams (1974, page 76) who note
that the wage increases in the coal industry during the 1950's probably

benefitted large coal operators by putting labor intgnsive coal

'S
Tt

operators out of business. Again, a more rational hhion strategy would
have been to organize in the capital intensive coal mines only which
would have discouraged the substitution of capital for labor in other
coal firms (through threat of unionization) and which would have put
out of business the capital intensive rather than the labor intensive

coal firms,

The point of this section is that it may be possible for labor or

any factor of production to increase its real income world wide. llowever,
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my own judgment 1s that organized labor in the United States will
not support increased real wages in LDC's by granting them tariff
preferences, It is more likely that they will follow their own self
interest in attempting to keep DC wages high both at the expense of

other factors in the DC's and unskilled labor in the LDC's,
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Appendix A Calculations of the Trade
Creation and Trade Diversion Effects of Preferences

Following Clague (1971), we shall derive the Verdoorn-Johnson
model of the effects of discriminatory tariff reduction on DC im-

ports from LDC's, For any LUC importer, let m, represent the quantity

1
of imports from the LDC's and mz represent the quantity of imports

from all other DC's, Total real imports, m, equal

(1) o= oy + m2

and

(2) == s, i=1, 2,

where s1 ig the share of source 1 in total imports., Logarithmic

differentiation ylelds

N
n

@ meG, 4+

N
s, +

1 i= 1, 2.

(Hats, "A'"', over variables indicate proportional changes.,) The
relationship between changes in total imports and total import prices
is

AT
(4) m=e p
np

where e  ~ ia the price elasticity of demand for total imports and

P
s is the proportionate charge in the price of all imports caused by

the granting of tariff preferences to LDC's, The change in the share
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of imports from source i can be written
¢
- -1 2.
(5) 8, ei(Pilpj) i ’ (14 3)

wvhere (pilpj) is the proportionate change in the price of source 1
relative to source j and ey is the elasticity of the share of source

1 in total imports with respect to (pilpj).

The effect of preferences on the quantity of imports from each
region can be obtained by ingerting (4) and (5) into (3):
A A A
(6.1) my= e (p1/p2) + eyyP

A A N
(6.2)  mg= e (py/py) + eppp

The elasticity e, must be negative since a fall in the tariff-inclusive
price of LDC imports caused by the preferences lowers (pllpz) and

ralses 8y the share of the LDC's in m (conversely, e, 13 positive).

Thus, the first term in 6 is positive and reflects "trsde diversion",i.e.,
expansion of LDC exports at the expense of other DC suppliers, while

the second term measures the "trade creation" effect of the preferences.
Use of equation 6 to estimate the effect of preferences implicitly

assumes that all supply elasticities are high. It provides an upper

bound on the estimates since we shall ignore the effects of the prefer-

ences on foreign exhange markets,

Following Verdoorn (1960),Krause (1968) and others who have utilized
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formula 6, I shall assume that e,= -2 and e, +2. The price
elasticities of total import demand, €np? 7€ shown in colum (5)

of Table 2 in the text,are simple averages of three estimates by LINK,
Houthakker and Magee and Taplin reported in Magee (1975, Table 1).

The tariff rates on imports from the DC's and the LDC's should be
used with care because of the way I constructed them., The Documentation
for the GATT Tariff Study (1970) gives tariff rates for three broad
categories of products: raw materials, semi-manufactures and finished
manufactures., For each market, these tariff rates were weighted by
the share of each category for exports of DC's to the market to get
the tariff rate on DC trade and weighted by LDC trade in the three
categories to get the tariff rate on LDC trade, The computations for
the remainder of the columns in Table 2 are described in tlie notes to

Table 2,

While the tariff rates are a bit dated (since they include few of
the Kennedy round cuts), the GATT study [23] was the only source from
which I wag able to extract differences in tariffs between DC and LDC

suppliers to each market,
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Appendix B Some Theoretical Considerations
Affecting World Wage Income

This appendix outlines the model whereby wage income could
be increased in the LDC's through tariff preferences and the decline
in wage income in the DC's could be more than offset (i.e., increased
in total) by selective unionization. The apparatus used is the gtan-
dard classical 2x2x2 general equilibrium trade model. It assumes full
employment of the factors of production so that it is a model which

is appropriate for a long-term strategy.

Agsume that we label blue-collar workers "labor" and lump skilled
labor, capital and other inputs into a composite factor which we shall
call “"capital", for simplicity; the two factors are denoted L and K
in Figure 1. We assume that (L/K) in LDC's exceeds that in DC's, e@o
that (L/l()ldc > (L/K)dc. as shown by the two endowment lines in the
right-hand quadrant. Good X is assumed labor intensive relative to Y,
with identical production technologies world wide. LDC's are assumed to
export good X, the labor intensive product to DC's. However, tsriff
and non-tariff barriers in the DC's prevent equalization of the price of
good X world wide. Thus, before preferences are instituted, Pdc>P1dc
(P=Px/Py). Failure of poods prices to equalize and limited factor
mobility also prevents equalization of factor rewards between D@'s and
LDC's. Before preferences, absolute and relative wages are ]awer

in LDC's than in DC's ( (w/r)oldc <>(w/r)0dc)-

- " -



”~ Jl. JT S
v -.“P d d Mm T4
T _—

e R
e

R

8|

¥ o
e

e,
;T 7

;

Ay

T 3014




Asgume that preferences are introduced. There will be an

expansion of trade with Pldc rieing and P c falling. This raises

d
wages in the LDC's and lowers them in the DC's. There will never

be complete trade-induced equalization of wapes world wide since
trangport costa and other barriers to product movements preventcomplate
product price equalization, For simplicity, assume, however, that

product prices are equalized at P and factor prices are equalized at

(w/r))l, Labor is better off in LDC's but worse off in DC's with preferences.

Unions in the DC's could offset the declines in their wages by
(1) orgenizing in labor intensive industries in the DC's (industry X)
and cutting their wages and maintaining their wages at some fixed
differential in labor intensive induetries below the wage level in
the rest of the economy (industry Y); or, by organizing in capital
intensive industries and pushing their wages to a level consistently
above the economy wage level. Either strategy will reduce output in the
capital intensive sector, freeing up lots of K and only a little L
for the labor intensive industry to use in its expansion., Expansion
of industry X pushes up w, lovers r, and increases Ehe real wage rate
above its original level, even in the industry with the lover wages in-
dustry (X). In Figure 1, introduction of a wage differential between
X and Y breaks the one to one relationship between product and factor prices
denoted by the heavy "non-union" line in the left quadrant. At
unchanged product prices, when a differentia{ causes vy>-v‘, both

price lines shift up., If uy = 1.10 w_, and L Tys it must be the
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case that (v/r)y = 1,10 ("l')x so that PE = 1,10 PB in Figure 1,

Starting from the post-preference equilibrium at OP and in-
troducing the union strategy is not the end of the story, however,
since P cannot be a product price which will clear international
product markets. The wage differential in Y induces an expansion of
the X industry, which is import-competing. This reduces the desired
level of imports of X, The export industry, Y, contracts. At fixed
relative product prices there must be & decline in the desired level
of exports (production declined and consumption is unchanged). Thus,
the offer curve of the DC's shifts in. At the original equilibrium
relative product prices, thers is a world excess supply of X and
demand for Y, For world product markets to clear, Px/l’y must fall
below P. So long as the new world equilibrium price cuts the line
AF between A and C, wage levels in both industry X and industry Y
are higher than before the combined preference-wage differential policy
was ingtituted. If the new price line cuts the line sepgment CD, then
LDC labor is better off than initially (its wage payments are read off
of the "non-union" line) and, given our construction of Figure 1,
labor in Y is better off than hefore, although the labor in X is not.
The flatter the "union" lines, the more likely that labor in both

X and Y will be better off when world product markets clear.
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