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2.1.2 Trade theory, FDI and outsourcing 
In one of the most cited early contributions regarding international outsourcing, 
Feenstra and Hanson (1996) emphasize that fragmentation and reallocation of 
production to low wage countries has given a completely new dimension to the effects 
of globalization. International outsourcing has particularly changed the composition 
of imports, increasing the imported intermediate inputs by domestic firms. They argue 
that the composition of imports (share of intermediate imports) rather than its volume 
is what matters. If firms respond to import competition from low wage countries by 
moving non-skill intensive activities abroad, then trade will shift employment toward 
skilled workers within industries. While most previous studies on the effects of trade 
presume that import competition shifts resources across industries without changing 
their composition, Feenstra and Hanson emphasize the relevance of structural 
adjustment occurring within industries. Although in the recent years it was argued that 
there is an increase in intra-industry trade which is assumed to be neutral with respect 
to factor prices, with outsourcing there is an increase in the factor content of traded 
goods within the same industry with a vertical specialization in different segments, 
which leads to same effects as inter-industry trade. The empirical motivation of 
Feenstra and Hanson has been the increase in FDI and outsourcing from the US to the 
maquiladoras at the Mexican border following NAFTA. In their theoretical model2, 
south is originally producing and exporting a range of inputs up to some critical ratio 
of skilled to unskilled labor, and the North the remainder of the inputs. With increased 
outsourcing and/or growth of capital stock in the South due to capital inflow from the 
North, this critical point is changing such that North is producing fragments, which 
include even more skilled activities as R&D and marketing. The activities transferred 
from the North to the South will be more skilled-labor intensive than those formerly 
produced in the South, but less skilled-labor intensive than those now produced in the 
North. The authors are showing that the relative demand for skilled labor and 
consequently relative wage of the skilled increase in both countries3. Outsourcing acts 
as endogenous technical change biased in favor of skilled labor. But they also argue 
that the relative changes do not need to correspond to absolute real wage decreases for 
unskilled labor in both countries, if the increase in the Southern supply lowers the 
prices of goods large enough to offset the wage reduction. Nevertheless the empirical 
validity of this assumption is debatable, and the adverse labor demand effects are 
amplified by other effects like technology and bargaining power effects, which will be 
discussed below. 

Although most of the theoretical outsourcing literature is focused on relative wages or 
employment of skilled vs. unskilled workers, the reward of capital relative to labor is 
also a controversial issue. Jones and Kierzkowski (2001) point at the inconclusive 
results of most studies regarding the effects of outsourcing, which is expected to 

                                                 
2 Their theoretical model is a single good, 3-factor (skilled and unskilled workers and capital), 2-
country (North abundant in capital and skilled labor, and south in unskilled labor). Labor supply 
responds to wage changes. The model is very similar to the Heckscher-Ohlin model, but it is assumed 
that trade does not lead to factor price equalization. 
3 Feenstra and Hanson (1996) names this development as the modified  Stolper-Samuelson theorem, 
where the relative skilled wages in the developed country increases with respect to the developing 
country, although in both countries wages are changing in favour of skilled labor. Corresponding to the 
change in factor prices is an increase in the price index of the North relative to South, and the modified 
Stolper-Samuelson result is consistent with price changes. 


