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distribution between labor and capital.  In the extension of the original model, in a 
relatively high skilled labor abundant developed country, real wages of low skilled 
workers may fall. Similarly, the real wages of certain groups of labor specialized in 
import-competing industries may fall, if the mobility of labor across the sectors is 
limited due to skill differences, asymmetric information, geographic mismatch or poor 
job search skills. It is also argued that the positive effects for skilled labor need not 
materialize in the short run, if capital is sector-specific and immobile, which prevents 
the optimal reallocation of production across sectors. This may result in a decline in 
the real wages of the skilled workers in the exportable sectors as well due to falling 
marginal product of skilled labor with increased employment and fixed capital. 
Nevertheless, once the transition period is over, the factors that are relatively 
abundant in the country are supposed to gain. Thus, in a country with relatively 
abundant skilled labor, the wage of the unskilled workers will decrease as a result of 
openness, and that of the skilled workers will increase in the long run. However, in 
the traditional models a full accounting of the costs and benefits of trade liberalization 
in the long run, after incorporating the adjustment costs of the short-run, is not 
discussed (Greenaway and Nelson, 2001). 

2.1.1 Alternative approaches in trade theory 
The dynamic formulations of Ricardian models point at different results regarding the 
skilled labor in the developing countries (Landesmann et al., 2001): In these models, 
trade leads to productivity catching-up (or falling behind). With catching up, the cut-
off point of specialization between the developed and the developing economy 
changes. Both countries move towards higher productivity sectors, and the developing 
country captures some industries of the developed country, which are for its standards 
low productivity sectors. The implications for the relative labor demand for higher 
skilled labor compared to the Heckscher-Ohlin framework is the same for the 
developed country, but different for the developing country, where the relative 
demand for skilled labor also increases. The more recent discussions on the labor 
market effects of outsourcing also develop around this aspect, which will be discussed 
in Section 2.1.2 in more detail.  

As opposed to the catching-up models, endogenous growth theory point at pessimistic 
results for the developing countries (e.g. Grossman and Helpman, 1991; see Barry and 
Walsh, 2005 for a review). Free trade limits the developing economy to less dynamic 
sectors; learning by doing, human capital accumulation and R&D expenditures 
declines in the developing country, and consequently output and productivity growth 
rates may also decline. These models expect divergence rather than convergence of 
growth rates across countries. 

The optimistic critique comes from the new trade theory, which emphasizes the 
increasing importance of intra-industry trade across similar countries as a challenge to 
the traditional trade theory whose scope is limited to inter-industry trade (Helpman 
and Krugman, 1985) The existence of imperfect competition, additional efficiency 
gains of trade due to increasing returns to scale, technology spillovers, increased 
competition, and product variation also raises questions about the assumptions of the 
traditional trade theory (Helpman and Krugman, 1985). Under these conditions it is 
not necessary that one factor loses in each country.  


