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produced anymore in the North, in the factor-content analysis, and he finds a larger 
implicit import of labor. 

The factor content analysis measures the impact of trade by looking at the size of 
trade flows, which is a point criticized by trade theorists, who emphasize the use of 
relative price changes as a channel, which determine the labor market effects of trade.   

2.2.2 Institutional and micro approaches  
Standard trade theory assumes full employment of labor and capital. Micro labor 
economics approach point at the relevance labor market institutions and wage 
rigidities. If the job lost in the declining industries may not be gained by job gains in 
the other sectors, the country loses from trade liberalization. Imperfections in the 
product and labor markets play a role in these models. The existence of mark-ups give 
the possibility to labor to bargain for parts of this rent, and the bargaining power of 
different groups within labor depends on the institutions, organizational power, 
insider relations, skill barriers, asymmetric information etc. Trade not only shifts the 
demand schedules, but also affects the bargaining process via decreased rents due to 
higher international competition. In the meantime trade induced technological change 
creates negative efficiency and labor disciplining effects (Greenaway et al., 
1999a&b). Furthermore by raising the wage elasticity of demand for labor imports or 
increased potential capital mobility indirectly reduce the bargaining power of labor 
(Rodrik, 1997; Slaughter, 2001).  

The decline in unionization also accounts for the increase in inequality in the recent 
decades (e.g. Freeman, 1998). Since the deregulation of the labor market has been a 
parallel development to trade liberalization, this also contributes to the deterioration in 
unionization. Thus the decline in the union power and trade liberalization are on the 
one hand independent and on the other hand mutually reinforcing reasons of the 
decline in wages. Also if globalization affects the return to union membership, this 
may cause a further decline in the power of unions. If labor market deregulation leads 
to a change in the institutional structure or bargaining patterns, the results will also be 
non-neutral with respect to wages and employment of different groups of labor. It is 
argued that countries with large unionized sectors and central bargaining are 
characterized by lower wage inequality, lower unemployment, and higher growth, 
whereas decentralization and inequality in the strength of sectoral unions can result in 
inter-sectoral inequality, cost-push inflation, and lower employment and growth5. 
Gaston and Trefler (1995) develop a theoretical model of union-firm bargaining in an 
oligopolistic international market, and show that the often argued positive relationship 
between low tariffs and high wages is only specific to union sectors. 

Again pointing at another explanation for the wage inequality, Matusz (1994) 
incorporates the Stolper-Samuelson logic to the efficiency wage models, and shows 
that trade liberalization in the low-wage sector leads to job losses.   

2.3 Political economy 

The political economy literature questions the heavy shift in the literature on labor 
market effects of trade towards the inequality between the skilled vs. unskilled 
workers (e.g. Epstein, 2000; Rodrik, 1997; Diwan, 2001; Harrison, 2002). The 

                                                 
5 See Gaston and Nelson, 2005 for a review. 


