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wages and living standards toward those in the rich coun-
tries) or downward (the reverse). Convergence is a notion
both dear to economists, who like its close fit with theosy,
and abhorred by populists in rich countries, who see it as a
threat to their incomes. Past experience, however, supports
neither the hopes of the former nor the fears of the latter
(Box 7.1). Wages have converged within Europe and the
United States, where integration has been deep and the ini-
tial conditions were not too different, but even there con-
vergence has been slow and incomplete.

But while some poorer countriesmost notably the
East Asian starsare catching up with the richer ones, just
as many have failed to narrow the gap, and some are losing
ground. Overall, divergence, not convergence, has been the
rule: the ratio of income per capita in the richest countries
to that in the poorest increased fivefold between 1870 and
1985, and global inequality rose slightly between 1960 and
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FROM CHINA, COPPER FROM CHILE,

rice from Thailandtrade in goods and in-
creasingly in services is the most important
and most stable form of economic contact
with the rest of the world for Joe, Maria,

and Xiao Zhi. It also promises great opportunities for low-
ering consumption and investment costs and speeding the
growth of output and wages. But countries must undergo
considerable and often painful adjustments before reaping
these rewards, especially if their economies have been heav-
ily protected. Changes in the pattern of trade bring about
social transformations, hurting those workers who lack the
flexibility or the skills to leave decaying sectors previously
propped up by trade barriers.

So there are also reasons to worrydespite the promise
of the Uruguay Round agreement and the proliferation of

1986 (the output share of the poorest 50 percent of the
world population shrank from 7.3 percent to 6.3 percent,
while that of the richest 20 percent rose from 71.3 percent
to 74.1 percent), before improving more recently as a result
of faster growth in the poor countries of Asia.

Globalization is unavoidablethe welfare ofJoe, Maria,
and Xiao Zhi is now more closely linked than ever before.
But growth prospects remain dominated by the effects of
national economic policies. The forces of globalization in-
crease both the benefits of good policies and the cost of fail-
ure. Although no group of workers can rely on the forces of
convergence to raise their wages automatically, neither need
they fear that such forces will unavoidably pull their wages
down. Whether a new golden age arrives for all depends
mostly on the responses of individual countries to the new
opportunities offered by this increasingly global economy.
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regional free trade accords. To reap the gains that freer trade

offers, policy frameworks, both national and international,
must be supportive of change. This chapter considers how
the changing international division of labor affects different

groups of workers, what the future holds for international
trade and trade relations, and how policy can support the
kind of change that improves the lot of workers.

Trade increases most workers' welfare

International trade benefits most workers: because workers
are also consumers, it brings them immediate gains through
cheaper imports, and it enables most workers to become
more productive as the goods they produce increase in
value. One statistic powerfully makes the case for an
export-led strategy: during the past two decades real wages
rose at an average annual rate of 3 percent in those devel-



oping countries where the growth of exports as a share of
GNP was above the median, but wages stagnated in those
where exports expanded least (Figure 8.1). This does not
necessarily mean that increased exports are a sufficient con-

dition for faster economic growth, but it does suggest that
they are part of the story Trade helps workers in two ways:

It allows workers to shop for consumption goods where
they are cheapest and aliows employers to buy the equip-

ment and technologies that best complement their
workers' skills. The rapid industrialization of East Asia
has been built to a large extent on massive imports of the

West's best technologies and machinery. In industrial
countries, imports from cheaper producers have reduced
the pricc of labor-intensive consumer goods.

More important, the global market frees workers from
the constraints imposed by domestic demand. This is of
special importance for those countries seeking to move
into the higher productivity activities that are key to de-

velopment. Labor-intensive manufactures took off in the
East Asian economies, not by selling to domestic mar-
kets, which remained primarily agrarian, but by access-
ing international markets. In protected South Asia,
meanwhile, manufacturing faltered at least until re-
cently. Global markets are not only larger than any single
domestic market but generally more stable as welland
still have room to accommodate newcomers. Although
developing country exports of primary and manufac-
tured goods have grown by more than 5 percent a year in
recent years and now total $900 billion annually, they

Where exports have grown, so have wages.
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Figure 8.1 Growth rates of real manufacturing wages and exports. Data are for fifty developing countries during
1970-90. Source: UNIDO data; World Bank data.
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still account for only 3.5 percent of rich countries' com-
bined GDP.

Trade brings mutual gains to all countries, but it can
also have important distributional effects within national
boundaries, benefiting some workers like Maria and Xiao
Zhi, whose products become more in demand, and hurting
others who lose out to new competitors. Trade with poorer
countries hurts unskilled workers in industrial countries,
like Joealthough most economists believe that it explains
only a relatively small part of their labor market difficulties
(Box 8.1). It has also hurt those workers in developing and
former centrally planned economies hit hard by the demise
of previously protected sectors. But since society as a whole
gains, the challenge for policymakers is to ease the transi-
tion to free trade by encouraging the labor force to upgrade
their skills, as happened with Joe, and by compensating the
losers (see Part Four)and to avoid protection, which only
makes the national pie smaller.

Increased openness to trade has been strongly associated
with the reduction of poverty in most developing countries.
In Morocco, for example, the incidence of poverty fell by
half, from 26 percent to 13 percent of the population, in
just five years after trade was liberalized in the mid-i 980s.
New jobsmost of them connected to a booming garment
manufacturing sector geared to the European market
drew unskilled workers from rural areas to the cities.
Export-led growth has also been associated with poverty
reduction in East Asia, Chile, Mauritius, and Turkey.

The impact of increased trade on income distribution in
developing countries has been much more varied than the
impact on poverty. In Morocco trade was equalizing. In
East Asia, too, income distribution became more equal as
trade expanded. But in some Latin American countries,
such as Chile and Mexico, a more recent wave of trade lib-
eralization has coincided with increased wage and income
inequalities. In Mexico's maquiladora enterprises the ratio
of nonproduction (white-collar) to production wages rose

Box 8.1 How does trade with developing countries affect the unskilled in industrial countries?

Many in the industrial countries are concerned with the
shrinking of labor-intensive activities, including whole sectors
such as garments and footwear, in the face of increased compe-
tition from low-wage producers and the parallel relocation of
jobs by multinational corporations. Industrial countries have
undergone pronounced shifts since 1970 in key aspects of their
employment and wage structures. In some, especially the
United States, wage inequality rose sharply in the 1980s: aver-
age real wages of young American men with college degrees
rose by 11 percent between 1979 and 1987, while the wages of
those with only a secondary education fell by 20 percent. In
Europe, wage-setting mechanisms meant to reduce inequality
have contributed to high unemployment: there were 8 million
unemployed in the countries of the Organization for Eco-
nomic Cooperation and Development (OECD) in 1970; now
there are 35 million, or 8 percent of the labor forcemost of
them unskilled workers.

There is no doubt that part of these developments is related
to increased competition from developing countries' im-
portsthe difficult question is how much. Most analyses con-
clude that trade with developing countries can explain only 10
to 30 percent of the industrial countries' labor market difficul-
ties, but some studies come up with more extreme resultson
both sides of the argument. Imports of manufactures from de-
veloping countries were only about 2 percent of GDP in in-
dustrial countries in 1992. Even allowing for the unusually
labor-intensive nature of the goods concerned, the direct effect

of this trade on workers in industrial countries must have bee
limited. Factor content calculations suggest that trade with d
veloping countries during the past two decades reduced the d
mand for unskilled workers by 3 million to 9 million, or 1 to
percent of total employment (2 to 5 percent of the unskille
labor force), depending on whether the factor proportio
used in the computations are those of industrial or developi
countries.

But these estimates do not account for the additional jo
loss due to either defensive labor-saving innovation by firms o
the displacement of unskilled labor in services and nontradec!
goods sectors that supply intermediate inputs to manufactur
ing. There is no precise way of quantifying these effects. Bu
for trade with developing countries to account for all of
labor market developments in the industrial countries, the es
mated upper range of the direct impact of trade would have
be quadrupled.

The effect of trade also seems modest when compared wi
other changes in labor markets. In the United States alone, fo
example, employment in services (mainly retail trade, bore
and restaurants) grew by over 6 million workers during
1970-90 period. Rising wage inequality within skill group
and increases in the ratio of skilled to unskilled employment i
all sectors, also suggest that some other force is at play. In p
ticular, technological change seems to be increasingly labo
savingperhaps partly because of increased inrernarion
competition.
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from 2 to 2.5 between 1985 and 1988. And in Chile the
wages of university graduates rose by 56 percent relative to
those of high school graduates between 1980 and 1990.
These trends may be linked to the introduction of new
labor-saving technologies, particularly the computer revo-
lution, which have increased inequality in industrial coun-
tries. But a number of other factors could also explain the
phenomenon: well-trained white-collar workers are often
scarce immediately after liberalization; some of the indus-
tries that were previously protected were themselves labor-
intensive; some of the activities that are moving from in-
dustrial to developing countries along with capital are
skill-intensive by developing countries' standards; and in
some middle-income countries unskilled workers are facing
greater competition from workers in poorer countries.

The future of trade

These trends in the international division of labor are likely
to accelerate over the coming decades. Changes will be dri-
ven by two policy-related forces, namely, trade liberaliza-
tion and changes in the international distribution of skilled
labor, and an exogenous one, technological change, espe-

cially falling communications costs. If managed effectively,
these changes should lead to rising real incomes for most
workers, although they will also mean ups and downs in
employment levels in different activities within countries.
Deepening integration has raised the issue-which we dis-
cuss in Chapter 11-of linking trade to enforcement of
national labor standards.

One-time gains from liberalization

The 1994 Uruguay Round accord is the widest-ranging
and most amhitious multilateral trade agreement ever ne-
gotiated. Its centerpiece is a new multilateral organization,
the World Trade Organization, which will bring under one
roof all the separate agreements negotiated during the
round. Earlier rounds of trade liberalization had brought
industrial countries' average tariffs on industrial products
down to 6.3 percent, from more than 40 percent in 1947.
The recent round has reduced tariffs to an average of 3.9
percent. Average tariffs remain higher on imports from de-

veloping countries because tariffs on such common devel-
oping country exports as textiles, clothing, and fish prod-
ucts remain generally higher. Other concrete benefits of the
round are the phased removal of all quantitative restrictions

and subsidies on agriculture, textiles, and clothing, al-
though the phaseout will be slow.

Reductions in trade barriers change domestic prices and
push workers into sectors in which their country is best able
to trade internationally. With many countries set to relax
trade barriers at the same time, the pattern of international
supply will gradually but profoundly change. Snapshot esti-
mates of the effects of full implementation of the Uruguay

The purchasing power of wages will rise with full
implementation of the Uruguay Round.

Table 8.1 Estimates of changes in wages and prices
resulting from the Uruguay Round agreement
by 2005
(percent)

Country or region

Industrial
countries

European Union
Japan
North America

Developing
countries

ASEAN

Asian NIEs
China
Latin America
South Asia
Sub-Saharan Africa

Source Hertel and others 1995.

Round, holding each region's factor endowments at current

levels, point to modest but not inconsequential global wel-
fare gains. Once all the market access provisions are in
place, global gains will total some $100 billion to $200 bil-
lion a year. Roughly one-third of these gains will go to de-
veloping and transitional countries. The purchasing power
of wages will rise in all regions except Africa (Table 8.1).
Nominal wage incomes will rise in those countries with ad-
vantage in labor-intensive goods-the ASEAN countries,
China, and South Asia-and fall in all others because of in-
creased competition in the goods in which they now spe-
cialize. But this fall in incomes will be more than compen-
sated for by price reductions.

The elimination of the Multi-Fibre Arrangement repre-
sents a clear gain for low-skill producers. Under the old
arrangement industrial countries were able to impose quo-
tas on their imports of finished garments the one item in
which low-skill producers have a sure comparative advan-
tage and which, along with textiles, accounts for more than
half of their exports of manufactures. The entry of new pro-
ducers in these sectors will increase employment in textiles
and garments in the ASEAN countries, China, and South
Asia. Their entry will lower prices, benefiting consumers
worldwide but hurting established producers in the indus-
trial countries, the Asian NIEs, and Latin America. In the
industrial countries employment losses in labor-intensive
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activities will be made up for by employment gains in
higher wage, skill-intensive industries such as machinery
and transport equipment, and in services.

The Uruguay Round agreement in agriculture is a
mixed blessing for poor countries. In the short term the
elimination of industrial country export subsidies will
worsen the terms of trade for fond--importing developing
countries, mainly Sub-Saharan Africa, the ASEAN coun-
tries, and the Middle East. But new market opportunities
will open up for food exporters. Land-rich countries in
Sub-Saharan Africa and Latin America will be encouraged
to increase food production and exports if food price rises
are passed on to farmers.

Dynamic gains from liberalization

The dynamic effects of liberalization on world trade are
likely to far exceed the one-time effects. As the East Asian
experience shows, countries able to expand domestic capac-
ity by investing in human and physical capital can grow by
moving up the product ladder, shifting from low-value
products into higher value exports. This strategy would be
severely restricted if, in the absence of expanding export
markets, production were constrained by domestic demand.

But an export-led growth strategy does not mean similar
product mixes for all developing countries The growth path
that each country takes will depend on its initial endow-
ments and strategic choices. For many, a move up the prod-
uct ladder involves shifting from agriculture and primary
production to manufacturingfirst of labor-intensive goods
and then of increasingly skill-intensive products (Box 8.2).
But countries that are richer in natural resources will remain
net exporters of primary products longer they will have to
attain a higher average skill level and accumulate more capi-

tal per worker before they start to specialize in manufactures.
Many countries in Latin America, and New Zealand and the
United States earlier in their history, arc good examples. In
many Sub-Saharan African countries the accumulation of
skills and capital may first raise the efficiency of primary
commodity production before feeding into growth in man-
ufacturing. In contrast, in resource-poor countries-----the
East Asian NIEs in the past, India and China now--skill
acquisition and capital deepening will translate into rapid
manufacturing growth. Other countries with poor supplies
of natural resources, however, may remain net exporters of
primary products if their supply of skilled labor is even more

meageras in Nepal, for example. Finally, some countries
will manage to find a niche in services, as have Singapore
and Lebanon, which specialize in the supply of financial
services to their neighbors. or the many small islands around
the world that specialize in tourism.

Who gets hurt and what should be done

Free trade produces losers as well as winners as a result of
international price changes, both within countries and be-

tween them. Globalization affects the relative scarcity of
various types of skills and the wages workers can command.
As an economy opens up, domestic prices become more
aligned with international prices, and wages rise for workers
whose skills are more scarce internationally than at home
and fall for those who encounter greater competition. As
other economies open as well, the relative scarcity of vari-
ous skills in the global marketplace changes still further,
hurting those countries with an abundance of workers who
have the skills that are becoming less scarce. Increased com-
petition also means that unless countries are able to match
the productivity gains of their competitors, the wages of
their workers will be eroded. In the coming decade the
most vulnerable groups are likely to be:

unskilled workers in middle-income and rich countries,
like Maria and Joe, as they face more competition from
low-cost producers; and
some entire countries (especially in Sub-Saharan Africa)
that lack the dynamism needed to compensate for rising
competition and match the efficiency gains achieved by
their competitors, or the flexibility to move into other
products.

Dealing with increased competition

Countries that do not keep pace with change can be hurt
by their competitors' improvements in efficiency. For ex-
ample, as China becomes a more effective exporter of gar-
ments and a larger importer of other goods, the interna-
tional price of garments relying on low-skilled labor will fall
relative to the prices of the products that China imports, es-
pecially primary products and high-technology goods.
Other countries that specialize in the production of gar-
ments, such as Mexico and other NIEs, will lose unless they
upgrade their own production and move into higher-value-
added activities. The entry of the former centrally planned
economies into the global market may likewise reduce
prices and wages in the medium-technology sectors. Con-
sumers will benefit in all cases, but workers in the decaying
sectors will lose out unless they can move to higher-value-
added activities or to nontradables.

Protectionism, on the other hand, is a self-defeating re-
sponse. Imposing trade or capital restrictions to help those
who lose out will only make the domestic economic pie
smaller. By preventing society from moving forward, these
policies result in lower welfare for workers over the long
term. At best, trade restrictions can protect the domestic
market at a high cost to consumers. But because such re-
strictions do not improve competitiveness, they hasten the
fall in exports and, over time, in real wages.

Similarly counterproductive would be a policy of tax-
ing multinational corporations in an attempt to keep low-
skill jobs from migrating to developing countries. Shifting
production abroad is an effective strategy for enlarging a
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Box 8.2 Heckscher-Ohlin, skills, and comparative

The celebrated Heckscher-Ohlin model of trade stresses the re-

lation between endowments and comparative advantage:
countries tend to export goods whose production makes inten-
sive use of their more abundant factors. Whereas its usual
forms have emphasized relative endowments of capital, labor,
and natural resources, recent variations on the model focus in-
creasingly on the importance of skills in the trade equation, a
view strongly supported by empirical evidence. A simple trade
model based on the presumption that an important determi-
nant of a country's comparative advantage is its relative endow-
ments of skills and land illustrates this well.

In the figure below, the regression line relates the split of
each country's exports between manufactures and primary
products to its relative supplies of skills and land. The regional

averages also are plotted. The largest contrast is between Africa

More raw
materials
in exports

3

2

1

0

-1

-2

-3

-4

-5

-6

'V 7

advantage

and the industrial world, which lie toward opposite ends of the
regression line; in between lie Latin America, South Asia, and
East Asia, in that order. The ranking of Latin America and
South Asia is instructive: South Asia and Africa both have low
levels of schooling, and Latin America and East Asia interme-
diate levels. But the two Asian regions have little land com-
pared with Africa and Latin America.

Skill accumulation increases growth by changing the nature
of comparative advantage. Although the figure was estimated
on the basis of cross-sectional data for 1985, it can also be used
to describe the dynamics of development. Progress in the dia-
gram consists of movement upward and to the right, reflecting
a higher average skill level in a country's labor force and an in-
crease in its comparative advantage in manufacturing over pri-
mary commodities.

Skill intensity of exports and human capital endowment. Data are for 126 industrial and developing
countries in 1985. Values along the horizontal axis are logarithms of the ratio of the country's average
educational attainment to its land area; vertical axis values are logarithms of the ratio of manufactured to
primary-products exports. Source: Export data from United Nations Statistical Office COMTRADE data base;
education data from UNDP 1990; land data from the World Bank.
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firm's market share in a competitive worldor for mini-
mizing its losses. For example, while the U.S. share in
world exports of manufactures declined over the past three
decades from 17 percent to 12 percent, the share of U.S.
multinational corporations and their affiliates fell only
from 18 percent to 16 percent. This relative success was
due largely to growing overseas operations (production by
foreign affiliates of U.S. multinational firms rose from 37
percent to 54 percent). This globalization of operations
prevented further declines in these firms' exports due to
competitive pressures and instead allowed them to gener-
ate extra exports and better jobs at home (especially in
highly skilled research and development and supervisory
activities).

The countries that have gained the most from an ex-
port-led development strategy over long periods are those
that have responded flexibly to changing circumstances.
This flexibility shows up in sharper reactions to price
changes. The terms of trade for developing countries have
fluctuated greatly but have been on a steady downward
trend for several decades, particularly for primary products.
The remarkable performance of those countries whose
growth in exports relative to GDP was above international
averages during 1970-90 occurred despite terms-of-trade
losses to these economies of about 1 percent a yeara drag
on income growth of about 0.3 percent a year. The wage
increases of about 3 percent a year that these economies en-
joyed must have been the result of an even larger rise in
labor productivity both within sectors and through inter-
sectoral shifts. In contrast, workers stuck in the weak trad-
ing groupon the half of the trade growth scale where
wages did not growexperienced larger terms-of-trade
losses, averaging nearly 2 percent a year, which because of
the smaller export base also resulted in a 0.3 percent drag
on income growth.

Ensuring that a commitment to open trade remains po-
litically acceptable sometimes requires policy measures to
ease the plight of the minority that loses out. But over the
longer term, public policies that encourage workers to up-
grade their skills, educate their children, and support the
mobility of workers into new jobs are clearly to be preferred

over programs that create a dependence on welfare (see
Part Four).

Countries left behind

The plight of countries left behind is increasingly at the cen-
ter of the development agenda. In most cases, countries with
weak political structures have been further weakened by un-
favorable international developments. In many Sub-Saharan
African countries, large declines in commodity prices not
only have led to lower wages and incomes but also have
weakened the ability of policymakers to respond. Prices fell
because of metal- and energy-saving technical progress and
industrial countries' subsidies to agriculture, but also be-
cause of efficiency improvements by some producers, espe-
cially in Asia. Most Sub-Saharan African commodity ex-
porters were not able to keep up with the competitionfor
example, cocoa, rubber, and coffee trees, many of them
planted in the 1950s, have become less productive. And
new sectors did not emerge as price structures changed: in
fact, Sub-Saharan African manufacturing exports have fallen

over the past two decades. The situation in many Middle
Eastern countries, although not as dramatic, is similar.

In Sub-S aharan Africa and much of the Middle East,
this failure is related to a pervasive uncertainty that is self-
reinforcing. Despite the opportunities for profit offered by
current policy regimes, private investments have not picked
up, and this failure compounds the risk of policy reversals.
As the number of new competitors proliferates, entry into
international markets will become more difficult. In both
regions, strategies are needed now that can generate an ex-
port push. Countries with small formal sectors might gain
by eliminating corporate and export taxation altogether.

S..
Trade benefits most, but not all, workers. As trade be-

comes increasingly open, the poor in developing countries
benefit because the demand for their labor goes up. Skilled
workers in industrial economies also gain because the de-
mand for their skills rises. But the welfare of unskilled
workers in rich and middle-income countries can fall.
Competition by low-cost producers should boost welfare
by encouraging labor in richer countries to shift from low-
productivity to high-productivity activities. But these gains
cannot be realized if workers remain unemployed. Policies
to compensate those hurt by change and help them shift to
new occupations are essential so that trade can deliver
higher incomes for all, and protectionism can be defeated.


