
 - 12 -

generate a welfare improvement but unclear distributional effects, and they conclude:  
“almost anything can happen”. Kohler (2001) emphasizes the fixed cost element in a 
sector specific factors model, and distinguishes outsourcing with or without FDI. 
With FDI, outsourcing drives the domestic wage to the foreign level. Without FDI, 
the effect of outsourcing depends on the factor intensity ranking of the fragments. 
Domestic labor loses if a labor-intensive fragment is outsourced.  

Kohler (2004) shows that net welfare increases from outsourcing are larger, when the 
cost savings effect due to the wage differentials between countries are larger, which 
he summarizes as: “the higher the gain, the lower the pain”. He points out that this is 
different from the distributional effects of trade openness, where “the higher the gain, 
the higher the pain”. He argues that outsourcing creates a macroeconomic surplus. 
The outcome of final goods trade liberalization is a price decrease, whereas 
outsourcing works in a similar direction to technological change. Kratena (2006) 
develops a model in similar lines to Kohler (2004) and shows the completely different 
distributional impacts of final goods trade and outsourcing. He also decomposes the 
general equilibrium impact of outsourcing on unskilled labor into a negative factor 
saving and a positive pure cost saving effect. The necessary decrease in the unskilled 
wage rate becomes smaller, when the cost savings effect becomes larger. In both final 
goods trade and outsourcing cases, the potential negative effect on unskilled labor is 
similar, and depends on the macroeconomic significance of the shock –the price shock 
in the case of final goods trade, or the proportion of the unskilled labor force used in 
the fragment that is sourced out in the case of outsourcing. But there are important 
differences with respect to the impact on sector specific labor and production patterns, 
which also translate into differences in factor adjustment costs. In the final goods 
trade the skilled wage rate and production declines in the import competing sector and 
rises in the other sector. If due to labor market institutions skilled wages are too high 
and downwardly rigid, final goods trade would lead to an increase in equilibrium 
unemployment. In the case of outsourcing skilled wage rates and production in both 
sectors rise, and thus downward rigidity of skilled wages is not a problem. This 
indicates a net welfare gain, and an additional Pareto advantage of outsourcing.   

2.2 Labor economics approaches to trade effects 

2.2.1  Factor content analysis  
The approaches based on factor content analysis evaluate the effects of trade with 
regards to shifting labor demand in response to exports, which is a source of demand, 
and imports, which is a reduction in demand (e.g. Katz and Murphy, 1992; Borjas et 
al, 1992). This approach emerges from labor economics rather than trade theory4.  

The predictions regarding the effect of trade on labor demand is as follows: exports 
increase employment, and imports decrease. In that respect the expectations from 
exports and imports are opposite, in a way different from the traditional trade theory’s 
emphasis on openness as a whole. Trade may also have effects on the relative demand 
for skilled vs. unskilled labor, since the exportables are high skill intensive and 
importables low skill intensive in a developed country. In this case the results are 
similar to the traditional trade theory. Wood (1994) also accounts for the presence of 
non-competing goods between northern and southern economies, which are not being 

                                                 
4 See Greenaway and Nelson, 2001 for a review. 


