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This paper investigates how trade openness affects wage inequality of trading countries, both within and be-
tween them. Specifically, based on the theoretical literature on monopolistic competition between two asymmetric
countries, we derive a new framework under the assumption of endogenous technology choice. This assumption
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1 Introduction

Together with the rapid trade globalization in recent decades, there are increasing concerns about how trade open-
ness affects wage inequality in trading partners, both within and between them. Early analyze first appeared in the
Heckscher-Ohlin framework. They show that the rise in the skill premium - the relative wage of skilled to unskilled
workers - is mainly due to cheaper unskilled-labor-intensive imports. Recently, trade economists have proposed
more sophisticated trade models to examine the key determinant of the skill premium. For example, Feenstra and
Hanson (1996) have shown that outsourcing unskilled-labor intensive production can raise the skill premium in both
trade partners. Acemoglu (2003) shows how trade liberalization can induce skill-biased technological progress in
models with endogenous innovation. Epifani and Gancia (2008) focus on the trade-induced scale effect. In this
paper, we aim to examine the effect of trade openness on wage inequality under an assumption of endogenous
technology choice.

The motivation for such assumption is the fact that in reality, different types of technology systems are appropri-
ate for different inputs. Hence, together with choosing different combinations of labor, firms simultaneously choose
to adopt different technology compositions which are appropriate for its labor composition. For example, a firm
can choose to be unskilled-labor-intensive by having its factory mainly run by unskilled labor and supervised by a
few number of skilled labor, or choose to be skilled-labor-intensive by introducing an automatic system operated
by skilled labor. As a result, a firm can choose its particular technology system, which could be different from the
selection of other firms in the same country.

Under the assumption of endogenous technology choice, a firm’s decision of input volume and technology
system will interact endogenously, leading to different results, compared to the case with the standard assumption
of fixed technology system. Thus, applying this assumption to a trade model could lead to different effects of trade
on wage inequality. For that reason, the core of the framework in this paper is a new version of a two-country general
equilibrium trade model with monopolistic competition analyzed under the assumption of endogenous technology
choice.

The use of this non-standard assumption has been developed since the late 1960s by Atkinson and Stiglitz
(1969). Their paper introduces discrimination between labor-intensive and capital-intensive techniques and claims
that a firm cannot choose its techniques solely due to factor prices, but must take into account the technical knowl-
edge specific to each technique under the spillover effect. Since the pioneering work of Atkinson and Stiglitz (1969),
endogeneity in technology choice has been discussed in several ways. Basu and Weil (1996) introduce the concept
of appropriate technology into a learning-by-doing model where different technologies are specific to particular
combinations of inputs. Acemoglu (2002) finds that technical change will be biased to optimize the conditions and
factor suppliers in the country where the technology is developed.

Despite the importance of the endogenous technology choice assumption, not many trade models incorporate
this important notion. In one of the most influential studies in the field, Yeaple (2005) builds a general equilibrium
trade model where homogeneous firms in identical countries can choose its own technology and employees. He
finds that a decline in trade costs induces firms to adopt new technologies, leading to wage premium expansion
between highly and moderately skilled labor. The main difference between this paper and Yeaple (2005) is twofold.
First, in Yeaple (2005) a single type of labor is hired by a firm that uses a specific type of technology. On the other
hand, in this paper a firm can choose an optimal composition of unskilled and skilled labor along with an optimal
composition of technology system that is appropriate for these two types of labor. Second, under the assumption of
heterogeneous countries in the presence of variation in technological capability and labor composition, firms also

take into account the labor endowment of other country in trade.



In particular, in this paper a firm is allowed to choose a large number of different technologies that differ in
the use of unskilled and skilled labor. Firms choose their optimal compositions of technology, thus these sets
are all non-dominated and located at the country’s “technology frontier”. Under these settings, the introduction
of countries that are heterogeneous in technological capability and labor composition can lead to a very different
effects of trade on wage inequality. A theoretical model of particular interest in the context of the production
functions with endogenous technology choice is the model of Caselli and Coleman (2006). They adopt the idea
that each type of labor could be more or less effective with different types of technology. They assume imperfect
substitutions between unskilled and skilled labors, and find that in a given economy, an appropriate technology is
chosen depending on the skill composition of labor. Their model incorporates the key features of factor-specific
productivity, but is sufficiently simple to permit extension for the purpose of my analysis. This paper applies the
specification of the production structure a la Caselli and Coleman (2006), in which skill bias in technology could
arise endogenously, to a two-country general equilibrium trade model with monopolistic competition.

The paper yields some interesting results. In autarky, firms in countries which are skilled-labor-abundant choose
technologies that are appropriate for skilled labor, and vice versa for firms in unskilled-labor-abundant countries.
In trade, the wage gap between types of labor depends on the relative level of technological capability, the skill
composition in both countries, and the skill bias. During the transition from autarky to free trade, if the labor force
and labor composition in both countries satisfy a particular condition, we find that the decline in transport cost
will increase the relative wage between the two countries in both types of labor. Moreover, these effects on wage
inequality in all phases, i.e., autarky, free trade, and the transition from autarky to free trade, are also partially
explained by the endogeneity in technology choice. In other words, if a firm only utilizes a standard constant
technology, the effect on wage inequality is amplified. Furthermore, based on calibration results utilizing data
from 52 countries, we find that in some plausible scenarios, the amplification derived from the standard constant
technology assumption may generate different understandings of the role of openness on wage inequality.

The remainder of the paper is organized as follows. Section 2 lays out the model and characterizes the autarkic
equilibrium. Section 3 solves for the free trade equilibrium in an asymmetric two-country setting. Section 4

provides analytical and numerical analysis on transport cost. Section 5 details the conclusions and extensions.

2 Autarky economy

In this paper, we utilize a general-equilibrium monopolistic competition model that emphasizes production differ-
entiation. To highlight the mechanisms through which a firm’s choice of technology and employment affect wages,

we start with a closed economy and then examine the implications of opening the economy to international trade.

2.1 The setup

The economic environment assumes that in a country, there are N firms operating under monopolistic competition.
Each firm produces a differentiated good and uses different technologies. The production requires two factors of
production, unskilled and skilled labor. Each type of labor works with different technologies.
Firm i hires a combination of unskilled and skilled labor to produce only good i. The production function of
good i is as follows
% = (ALY + (ATEY)5, )

where y is the substitutability between unskilled and skilled labor (0 <y < 1), [¥ and [} are the number of unskilled



and skilled laborers hired by firm i, respectively, and A{ and A! are the appropriate technologies for the unskilled
and skilled labor hired by firm i, respectively.

Firm i chooses A and A7 from a menu of a large number of different technologies, which vary in their appli-
cability to unskilled and skilled labor. This means that a firm can choose which type of firm it wants to become,
i.e., an unskilled-labor-intensive firm, or a skilled-labor-intensive firm. However, a country has its own level of
technological capability, so that a firm faces limitations in choosing its technology. The menu of feasible technical
choice is as follows

(1 - @) (A4 + a(ASY < B, )

where B is the level of technological capability (B > 0), « is skill bias parameter, and 8 is a parameter that
determines the trade-off between A} and A7. Mathematically, the equation shows the curvature of the technology
constraint curve. @, 8, and B are strictly positive parameters. Specifically, for an unchanged B, a large @ makes
it difficult to access a skilled labor technology. When « is 0.5, the symmetric case applies. This setting of the
production function is borrowed from Caselli and Coleman (2006), who introduce a general production function
where the assumption of perfect substitutability of different types of labor is relaxed, and the technology used for
each type of labor is endogenized. The authors show that this type of production function can explain real data
well.

The population in the country is L. Skilled labor accounts for a share, o, of the population and the reminder,
1 — o, is unskilled labor, where 0 < oo < 1. Letp = 1_7‘7 be the ratio of unskilled labor over skilled labor. Then, we

have the following full employment conditions

Unskilled labor:
N

Yr=r=a-olL, 3)

l

Skilled labor: v
D=L =0L ©)

where N is the number of firms.
Goods enter symmetrically into demand. All consumers in the economy are assumed to have the same utility
function:

U=y, ©)

N
i=1
where 0 < 6 < 1. This corresponds to the constant elasticity of substitution utility function, which is homothetic
and has an elasticity equal to 1+0(> 1).

Utility maximization for k-type labor is as follows

{ max ¥ (c¥)
k

Nk _
s.t X5 pic; = wh,

where k is unskilled or skilled labor (k = u, s) and w¥ is the wage for k-type labor. Then, price is determined by the

demand curve, as follows 0
pi= e, (6)



where A* is a Lagrange multiplier in the utility maximization problem of k-type labor. The price elasticity of the
demand curve is 01—1.

Given that the wages w" and w*® must be positive, the problem of firm i is to maximize its profit under the
technology constraint shown in equation (2). The profit function is computed by subtracting the labor cost from
revenue, as follows

max p;(x; — fo) —w'li — w"l!

7
s.t (1 - a) (A4 + a(ASY = B, @

where £, is the fixed cost required to set up a firm.!
Firms can freely enter the market. However, they do not choose to do so unless their expected profits are equal

to the fixed cost. The free entry condition can be written as follows
7 = pixi —w'll —=w'l! = pif.. (8)

Under the goods market clearing condition, net output must equal the total consumption of all individual in the
labor pool (unskilled and skilled labor)
xi—fo=Lc] + L' 9)

Here, we assume that firms are symmetric. Then, from equation (4), the labor market clearing conditions will
become NI* = (1 — o)L and NI = oL.

2.2 Closed economy equilibrium

Under the condition that parameter S is larger than %, there exists a unique interior solution. At the equilibrium,

the technology and employment choices are’

PNy R O .
all + (250977 ] (1 - o)l + (250977 ]
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The relative wage at the equilibrium for unskilled and skilled labor is computed as follows

u A
w ( a )/377 Br=p+y
w* 1-«a

The number of firms entering the market can be determined by using the condition of full employment. From

equation (4), we have
BL By
1 =Y Y
3 a
oL (1-0B [1 + ( 1_Qpﬁ) ] L
N==—F= - :
Je(1 + p)a’

"Here, the firm pays the fixed cost f, from its production, rather than as an input. With this setting, the analysis on wage inequality is
considerably simplified but the main features in the conclusion of the paper are maintained. Refer to propositions presented in Sections 2-4
to find that intuitive explanation for each proposition does not depend on the form of fixed cost. Clearly, if the firm pays the fixed cost by its
input, some interesting aspects for discussion arise, and some quantitative effects may change. However, to focus on the consequences of the
endogenous technology choice, which is the main motivation of this paper, further examination of this fixed cost setting is left for future work.

2See Appendix A.
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Proposition 1. The weight of the technology system appropriate for unskilled labor over that for skilled labor, A—“

increases with a and p.

Mathematically, the weight of the technology system used for unskilled labor over that used for skilled labor
1

(‘;‘Tf) is equal to (ﬁpy)h . The exponent [fy is positive if 8 is larger than y under the condition for existence of the
interior solution. The intuitive explanation for this result is as follows. First, if the technology system for unskilled
labor is relatively easier to access (@ T) compared with that for skilled labor, the firm will obviously choose to
utilize more of the technology that is appropriate for unskilled labor, A¥. Second, if the country is unskilled-
labor-abundant (p T), more firms tend to choose technology that is appropriate for unskilled labor. For example, a
developing country that is unskilled-labor-abundant usually has more firms using technologies that are appropriate

for this type of labor.

Proposition 2. The increase in the rate of unskilled over skilled labor (p T) reduces the relative wage between these
two types of labor (% l ) The change in this wage premium is partially absorbed by the endogeneity in technology

choice.

This feature is intuitive. However, compared to the case of standard constant technology (in which A} and A!
are given), the decrease in the relative wage is smaller in the case of endogenous technology choice. The ability
to endogenously select the technology partially absorbs this effect. For example, in a country which is abundant
in unskilled labor, the wage for this type of labor is relatively low. However, because the technology system is
endogenized, firms choose the technology system that can utilize the abundant resource, which is unskilled labor,
as much as possible. As a result, the demand for unskilled labor increases and it partly absorbs the effects on
the relative wage arising from a large number of unskilled laborers. Therefore, with the endogenous technology
choice model, we find that the inequality between the two types of labor is not as serious as in the case of the fixed
technology model. The same setting and result occurs in the case of the relative wage between skilled and unskilled

labor, %

LT

3 Free trade

3.1 The setup

In this section, suppose that two countries trade with one another, with zero transportation costs. The two countries
are the North country (N) and the South country (S'), which differ in terms of their level of technological capability,
B’, and the ratio between unskilled and skilled labor, p’, J = N, S.

The setting is similar to the autarky version. Each good is produced by only one firm in one country. A firm in
each country hires unskilled and skilled labor, taking as given the wages of w”* and w’*, to produce good i, with
the following production function

x| = (AP + (A{’Sll.’"’)y]i. (10)

The technology constraint has the form of
(1 - a)AM"Y + (A < B. 1)

The firm maximizes its profits under the technology constraint. We have the following profit maximization



problem

max p!(x! — f,) — whSIS — whepe
L Ju 55 l (12)
st (1—a) AV + a(A°Y = B
The full employment condition is as follows
- Unskilled labor:
N./
D= NP = = (1= g, (13)
- Skilled labor:
NJ
=N =L = (14)
The ratio of unskilled labor over skilled labor in country J, o/, is defined as 1;—‘,7’
Under the free entry condition, the firms’ expected net profits become equal to the fixed cost
rl =plx - wJ’Slij’s - wj’”li]’“ = plf.. (15)

The goods market clearing condition under free trade accounts for goods consumed both domestically and
internationally, as follows

xiJ _ fg — LJ,uCiJ,u + LJ,sCiJ,s + L—J,uciJ*,u + L—J,scil*,s’ (16)

where —J means a country that is “not country J”’; cl.J’k denotes consumption of a good, produced in country J, con-
.. . L Txk . .
sumed by k-type labor living in country J; ¢;™" is consumption of an imported good from country —J, consumed

by k-type labor living in country J, and k = u, s.

The utility maximization problem of k-type labor in country J is as follows

N Tk N~ —Jxk
max 3 (¢ + X7 (e an
N/ Jk N~ g —Jxk
st 30 plet+ B pile T = wik
The following trade balance condition shows that the export and import values of a country must be equal
N/ N
T deky =gk o Je—ky—J—ky _ —Jy —lekydk o —Te—ky -k
Zpi(ci L4 ek )_ij (7KL 4 I, (18)
i J

3.2 Free trade equilibrium

The results for Aij'“,Aij‘s, lij’”, ll.“, %, and N’ do not change from those in the autarky version above. Under free

trade, the price indices between the two countries become equal. Thus, the relative real wage between the two



countries with respect to unskilled and skilled labor is, respectively, as follows:>

whs B’ \i
_(B_ , 1
1+(m(p )B)
%
g 1 (Ee) T s
= (F _ ] . 20)

BN

Proposition 3. The larger the gap in technological capability between the North and the South, 75 T, the larger

whss

. . N
the relative wage gap between the two countries for both types of labor, sz T and Y55 1.

WS

This result is intuitively clear when we consider, e.g., the United States (US) and China. The level of technolog-
ical capability in the US is higher than in China, and both unskilled and skilled labor in the US earn higher wages
than do laborers in China.

Proposition 4. If the North is less unskilled-labor-abundant than the South, p < p3, the North’s relative wage for
unskilled labor is higher, % T, whereas its relative wage for skilled labor is lower, % 1. The changes in these

relative wages are partially absorbed by endogeneity in technology choice.

The scarcity of unskilled labor in the North will increase the demand for this type of labor, thus raising the
wage for unskilled labor in comparison to that for skilled labor. This result can be derived easily in a classical trade
model, such as the Heckscher-Ohlin model. However, this paper shows that although the scarcity of one type of
labor may affect the wage inequality, the magnitude of the change is not as large as it is in classical models. The
effect of labor composition on wages is partially absorbed because a firm can choose its own technology and the

number of laborers to hire.

Proposition 5. If the technology appropriate for unskilled labor is relatively easier to access compared with that
for skilled labor, a 1, the country that is more unskilled-labor-abundant, p5 > pV, will have a higher relative wage

S.u

for both types of labor, *57 T and % T.

WN

Intuitively, when the technology appropriate for unskilled labor is relatively easier to access, @ T, compared
with that for skilled labor, firms will utilize the technology appropriate for unskilled labor, A“. This is especially
effective for production in the country that is abundant in unskilled labor. Thus, wages for both types of labor in

this country will be improved.

Proposition 6. Under the condition that the difficulty in accessing technologies appropriate for both types of labor
is the same, @ = 0.5, and both countries are unskilled-labor-abundant, p5,p" > 1, the country that has a higher
wS,: WN,s

unskilled-labor-abundant level, p° > pV, will exhibit larger wage inequality, vsw > ywa- The difference between

these relative wages is also partially absorbed by the endogeneity in technology choice.

This result is very intuitive. The country that is unskilled-labor-abundant has a relatively higher unskilled labor
supply and a lower skilled labor supply; therefore, the wage gap between these two types of labor will be higher.

Once again, this paper emphasizes that the magnitude of the effect on wage inequality in two countries trading with

3See Appendix B.



each other is not as large as in the classical literature. The firm in this unskilled-labor-abundant country will utilize
more technology that is appropriate for unskilled labor; therefore, because of this demand for unskilled labor, the
wage for unskilled labor will not be that low. As a result, the wage gap between unskilled and skilled labor is

partially absorbed by this endogeneity in technology choice.

4 Transport costs

4.1 The setup

In this section, the model is extended to allow for transport costs. The main purpose of this extension is to determine
how the transport costs affect wage inequality for both types of labor within and between two trading partners, when
they can choose their technology system.

The world here consists of two countries that incur costs to trade with each other. This cost is assumed to be the
“ice-berg” type, which means that only a fraction 7 (0 < 7 < 1) of any good shipped arrives. The rest, a fraction
1 — 7, is lost during transportation. When 7 = 0, the economy is under autarky, and when 7 = 1, the economy is
under free trade. The introduction of transport costs causes some changes in the settings of the model compared to
free trade.

Whereas the price of a domestic good is the same as the payoff that the firm receives, the price of an imported
good is the c.i.f. price (i.e. cost, insurance and freight price), which is calculated by dividing the producer’s price by

—J
the transport cost. This means that consumers in country J pay ﬁ]‘.J (= ,%) to buy good j produced in country —J

J
and consumers in country —J pay ﬁij (= p—T") for good i of country J. Thus, the individual budget constraint becomes

ij Jk+zp—1 Ik _ ,’ @1

where p is the f.0.b. price (free on board price) and p (= §) is c.i.f price.

Because only a fraction, 7, of goods used for export arrives, the goods market clearing condition is

x/ - f= LJ’”ciJ’” + LJ'SciJ’S + lL_J’”ciJ*’“ + lL_j’scl.J*’s. (22)
T T
The trade balance condition has the following form
N N
Z ﬁ](L—J,sCiJ*,s L J* u Z —](Ljs —J#,5 ey ]—J* u) (23)
i

J

4.2 The equilibrium

The solution for the equilibrium is described in Appendix C. This section focuses on the effect of transport costs on
the relative real wage, both within and across trading partners.
First, in the equilibrium, the relative wage between skilled and unskilled labor in country J is calculated as

follows:

WJ’M a ﬂ%y J Y+By—B
= (—) (p ) By .
whs -«

The wage ratio between skilled and unskilled labor in country J only depends on labor specific to that country,



not on any specific trading partner or transport costs because the change in the price and consumption of each good
absorbs all the effects of trade in this case.

Next, let us focus on the relative real wage between two countries for both types of labor. Unlike the free trade
case, where the relative wage depends only on the specifics of both trading countries, the wage rate in this case
also depends on transport costs. To examine this relationship, we study the impact of transport costs on the relative
nominal wage rate and the price index ratio between two countries.

First, the impact of transport costs on the relative nominal wage rate is shown in the following proposition.

Proposition 7. In a world with two countries, when the size of the labor force and the ratio of unskilled over skilled
labor in both countries satisfy D"~/ < 1, a decline in transport costs (t 1) will increase the wage ratio between the
two countries for both types of labor( w1 and V‘V",I,“ T )

WIS

By
Y
7 |7
1+ 1:,([’1)13
1+p~

J—J — [
Here, D = , B2 T+pl L7°
B | 7
[H—(lna(pj)ﬁ) ]

D'~/ consists of two aspects: the size of the labor force and the ratio of unskilled over skilled labor in both

countries. Here, we analyze how each of these aspects affects the influence of transport costs on the relative nominal
wage via D’/ First, assume that the ratio of unskilled over skilled labor is the same in both countries, p’ = p~;
if country J has a smaller labor force than country —J (L’ < L™), D*~/ will be less than one. As Proposition 7
suggests, the decline in transport costs will increase the relative wage between country J and —J for both types of
labor. Intuitively, the lower transport costs are, the freer trade becomes. As a result, trade flows between the two
countries will rise because of the increase in demand for imported goods. The demand for imported goods in both
countries increases by the same amount because of trade balances. In relation to this point, the demand level being
the same for imported goods in both countries, note that country J has a smaller labor force and wages for both
types of labor in country J will be relatively higher than in country —J. Second, keeping the size of the labor force
the same between the two countries (L = L), assuming that the skill bias between the two types of labor is the
same (@ = 0.5), and that both countries are unskilled-labor-abundant (o’, p™/ > 1), if country J is more unskilled-
labor-abundant than country —J (o’ > p~), then D*~/ will be less than one. According to Proposition 7, the decline
in transport costs will increase the relative wage between countries J and —J for both types of labor. Intuitively,
if both countries are unskilled-labor-abundant, both countries will choose technology systems that utilize unskilled
labor as much as possible. As decreasing transport cost leads to an increase in demand for imported good in both
countries, country J, which is more unskilled labor intensive, will be more effective in production, which raises
wages for both types of labor.

We now turn to discussing the impact of transport costs on the price index ratio. As 7 approaches one, the
economy becomes closer to free trade, which means that the price indices between the two countries become equal.
Thus, when transport costs fall to zero, the price index ratio between the two countries converges to one. Although
these general remarks give a sense of the impacts, it is not possible to analyze the transition of the price index ratio

from autarky to free trade. Instead, a numerical approach is required and this is described in Appendix E.

4.3 Calibration

In this section, the model is calibrated based on data from 52 countries, both developed and developing, to examine

how the difference between the exogenous technology and the endogenous technology choice affects the impacts

10



of the transport costs on the relative wage between the two countries.

4.3.1 Data

This paper uses a data set constructed by Caselli and Coleman (2006) covering a cross-section of 52 countries for a
single year. In their data set, the wage premium between unskilled and skilled labor is constructed from data on the
Mincerian rate of return* and the difference in schooling years between these two types of labor in 1985. Skilled
laborers are defined as those who have achieved a high school diploma or higher (“secondary completed™), whereas
unskilled laborers have not. The Mincerian rate of return is the marginal effect of an extra year of education on the
wage. The difference in schooling years is estimated from the duration of primary, secondary, and tertiary school-
ing. The data uses gross domestic production (GDP) based on purchasing power parity in current international US
dollars, and the population aged 15-64 from the World Development Indicators in 1990. The data on skilled and
unskilled labor shares are calculated based on the educational attainment of the population aged 15 and over in
1990, provided in the data set by Barro and Lee (2001).°

4.3.2 Description of model parameters

There are eight model parameters, as follows: y (substitutability between unskilled and skilled labor); o (share of
skill labor); p (the ratio of unskilled labor over skilled labor); 6 (a preference parameter); f, (fixed costs); S (the
curvature of the technology constraint); a (the skill bias); and B (the level of technological capability). Below, each

of these parameters is discussed in turn.

Substitutability between unskilled and skilled labor
Following Katz and Murphy (1992), the elasticity of substitution between unskilled and skilled labor (denoted by
11—7) is set at 1.4; therefore vy is equal to 0.286.

Labor share
Using the unskilled and skilled labor data, we can calculate the share of skilled labor in the total labor force, o, for
each country. The ratio of unskilled labor over skilled labor (p”) for each country J is derived by dividing the share

1-o’
ol

of unskilled labor in the total labor force by the share of skilled labor, pl =

Preference parameter
According to Broda and Weinstein (2006), the elasticity of substitution (denoted by %) is assumed to be 2.7;

]
therefore, 8 = 0.63.

Fixed cost

Assume that the fixed costs, f., equal one. Robustness will be checked with respect to alternative values.

4The Mincerian rate of return is estimated from the following equation: Inw; = Ao + A1 5; + A2exp; + /l3exp% + € where w is the wage, s is
years of schooling, and exp is experience. Data used for the estimation is from 52 countries, with about 5,200 persons per country and a median
sample size of 2,469 from 1970 to 1990.

SThe skilled labor share = share of “secondary completed” + share of “total tertiary.”
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Parameters in the technology constraint equation

From the first-order condition regarding the demand for both types of labor, /** and [**,® we have

Ahs J,s i s I’Ty
- )
AJ,u W],u l],u

Using equation (24), the optimal technology ratio, 271:5,, can be calculated from the skill premium ::# and the labor
ratio 517, which can be obtained from the data set.
From the first-order condition regarding the technology appropriate for both types of labor, A** and A”*, in the

firm profit maximization problem,” we can derive the following

AP (1 —a);&(l“ )ﬁ%
AJ,u - a l.l,u :

Taking the logarithm of both sides, we have

AL s 1 1-
m( ): e ln(—) + ln( 0‘). 25)
Ar) By S\ By @
Next, we estimate equation (25) by ordinary least squares with In (j—f) as the dependent variable and In (Z;)

as the sole regressor. The estimation result gives the value of the slope, ﬁ%y; therefore, the parameter 8 can be

1-a
a

calculated. We treat ﬁ+y ln( ) as the intercept. Then, the skill bias, «, is derived.

From the aggregate production function in equation (10) in country J, we have X’ = [(A**L"*)Y + (A“LJ’S)?’]%
where X is total production. Combining this with the optimal technology ratio, %, which is calculated from
equation (24), we can derive the value of each optimal technology, A”* and A”’*, for each country. Given these
optimal technology values, we use the technology constraint in equation (11) to obtain the level of technological
capability, B”.

The estimation results
The results of estimated parameters are as follows: @ = 0.408, 8 = 0.437, y = 0.286, and 6§ = 0.63. Table 1 below
shows these parameters for two countries, Indonesia and Malaysia, as an example, as well as the other parameters,

the optimal technologies, A’ and A*, for these two countries.

Table 1

o P A" A* B L
Indonesia | 0.127 | 6.880 | 0.073 | 0.124 | 0.352 | 181,436,821
Malaysia | 0.247 | 3.050 | 0.160 | 0.189 | 0.463 | 18,211,097

6See equations (C14) and (C15) in Appendix C.
7See equations (C12) and (C13) in Appendix C.
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4.3.3 Findings

This section reports the results of the calibration. We show how transport costs matter in terms of the different
effects of exogenous and endogenous technology choices.

Figure 1 shows the impact of transport costs on the relative real wage of both unskilled and skilled labor
between Indonesia and Malaysia. In this figure, the horizontal axis corresponds to 7. Note that, because this
variable measures the fraction of goods that reach the importing country safely, transport costs decrease as we
move to the right along this axis. The vertical axis shows the real wage rate between the two countries. Figure
1A shows the results for unskilled labor and Figure 1B shows them for skilled labor. The solid lines represent the
endogenous technology choice, whereas the dotted lines represent constant technology.®

Although the relative real wage curves between Indonesia and Malaysia in both cases are downward sloping, the
differences between them have different implications in terms of the effect of trade openness on wage inequality. In
the case of skilled labor, in Figure 1B, there is a horizontal line where the wages of skilled labor in the two countries
are completely equal; in other words, the wage rate equals one for any transport costs. We call this line “line one.”
We find that part of this line lies between the solid line and the dotted line, corresponding to transport costs between

point A and point B.’

Wage rate of unskilled labor between Indonesia and Walaysia - ‘Wage rate of skilled labor between Indonesia and Malaysia
m—F ndogenous technology choice m— Endogenous technology choice
08 - ===Giyen technology system B TE6H ===given technology system 1
ozl | 181 B
14r E
07+ B
13t E
8 06 i . E
g il
& o T2 B
w05 1 il
= =19 4
04r A
1 |
03¢ B ool i
as -------—._______-_ i 0% |
il LT T
01 ‘ : L : 07
o] 02 04 06 08 1 4] 1
T
Fig 1A Fig 1B

Figure 1

Note: As T measures the fraction of goods that reach the importing country safely, transport costs decrease as we move to the right along the
horizontal axis.

Let us analyze the response of the relative real wage to transport costs when the cost decreases from point A to
point B. In the case of standard constant technology (the dotted line), the relative real wage curve between the two

countries diverges far away from “line one”; in other words, the two countries become less equal in terms of the

8The setting and solution of the standard model with exogenous technology are shown in Appendix C. Here, the constant technologies for
both types of labor in Indonesia and Malaysia are A/NP* = 0.088, A™NP»s = 0.09, AMYS# = 0.17, and AMYS$ = 0.173, where IND and MYS
are the acronyms for Indonesia and Malaysia, respectively.

9Points A and B correspond to transport costs equaling 0.37 and 0.8, respectively.
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wages for skilled labor as 7 increases from point A to point B. In contrast, the solid line decreases toward “line one,”
indicating that, in the case of endogenous technology choice, the relative wage for skilled labor between Indonesia
and Malaysia becomes more equal as transport costs fall. Therefore, whether technology choice is exogenous
or endogenous matters in terms of the impact of trade openness on wage inequality between the two countries
analyzed.

Similar results can be found for other pairs of countries, including Sweden and Switzerland, Chile and Peru, and
Greece and Hongkong, as shown in Figure 2. We find that the dotted lines and solid lines move in the same direction,
and lie around or intersect partly or wholly with “line one.” This results in trade openness having significantly
different impacts on wage inequality when technology choice is endogenous rather than exogenous.

Wage rate of unskilled labor betwsen Sweden and Switzerland Wage rate of skilled labor between Chile and Peru Wage rate of unskilled labor between Greece and Honghkong

= Endogencus technology choie ——Endogenous technology choice = Endogencus technology choie
= ==Given technology system | 1 04| === iven technology system 1 151 L===Given technoloy system

Wage rate
Wage rate
o
D
=)
Wage rate

085 4 056

085 % L : & 082 085
0

02 04 06 08 1 0 02 04 06 08 1 0 02 04 06 08

Fig 2A Fig 2B Fig 2C

Figure 2

Note: As T measures the fraction of goods that reach the importing country safely, transport costs decrease as we move to the right along the
horizontal axis.

The dotted lines and the solid lines in each of the figures lie around or intersect with “line one.” This is because
both countries within each pair have a similar labor composition and technological capacity. However, even if
the dotted lines and the solid lines did not lie around or intersect with “line one,” it remains the case that trade
openness will have significant different impacts on wage inequality when technology choice is endogenous rather
than exogenous. An example of this situation is discussed below.

The examples above share the same following feature: the solid line and the dotted line slope in the same
direction, whether they are upward sloping or downward sloping. However, there is also a case where the solid
lines and the dotted lines slope in different directions. This occurs for France and Italy, as shown in Figure 3.
Specifically, for both unskilled and skilled workers, the dotted line is downward sloping, whereas the solid line is
upward sloping. In the case of unskilled workers, shown in Figure 3A, both lines lie above “line one.” Therefore, as
transport costs fall, the relative real wage for unskilled labor between France and Italy in the endogenous technology
choice model becomes less equal, whereas in the constant technology case, the relative real wage becomes more
equal. However, in the case of skilled workers, shown in Figure 3B, both lines lie below “line one”; therefore, the
opposite outcome occurs. As transport costs fall, the relative real wage for skilled labor between the two countries

becomes more equal when the technology choice is endogenous, whereas under constant technology, it becomes
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less equal. In short, endogenous technology choice and constant technology have different implications for the

impact of trade openness on real wage inequality.

Wage rate of unskilled labor between France and Italy o7 Wage rate of shilled labor between France and Italy
18 T T T T — T T T
[ ndogenous technology cheice =Endogenous technology choice | = m w m m -
1.7 H ™==Given technclogy system il 078 === Gven technology system el |
T
16+ A i 4
------..______ 074¢ g
15+ Bl
% % 072 B
g 14f 1 &
2 £ 07 i
131 B
058+ B
b | /
11F i 066 4
’ " 3 i line one 064 L L . .
1] 02 04 06 08 1 o] 02 04 08 03 1
T T
Fig 3A Fig 3B
Figure 3

Note: As T measures the fraction of goods that reach the importing country safely, transport costs decrease as we move to the right along the
horizontal axis.

5 Conclusions and extensions

This paper attempts to explain how trade openness affects wage inequality, both domestically and internationally,
under endogenous technology choice. Building on the theoretical literature on a two-country general equilibrium
trade model with monopolistic competition, the paper proposes a new assumption of endogenous technology choice,
under which firms can choose which technology system to adopt to maximize their profits. The effect of trade
openness is examined by considering the impact of endogenous technology choice on the wage rate, both within
and across trading partners, when the two countries move from autarky to free trade.

Under autarky, we find that firms in skilled-labor-abundant countries choose technologies that are appropriate
for skilled labor, and vice versa for firms in unskilled-labor-abundant countries. Furthermore, the effect of labor
composition on the skill premium between unskilled and skilled labor is partially absorbed by the endogeneity in
technology choice. In other words, in the case of standard constant technology, skill composition has a strong
influence on wage inequality, whereas in the case of endogenous technology choice, this effect is not as strong.
In the case of trade, wage inequality between the two types of labor is influenced by the comparative level of
technological capability, the labor composition in both countries, and the skill bias. Moreover, countries with a
higher ratio of unskilled labor will exhibit a larger wage inequality. Compared to the case of standard constant
technology, these effects on wage inequality are also weaker. In addition, we also analyze the transition from
autarky to free trade, to determine the impact of declining transport costs on wage inequality. If the size of the labor
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force and its skill composition in both countries satisfies a particular condition, the decline in transport costs will
increase the relative wage between the two countries for both types of labor.

Furthermore, we run a calibration using data from 52 countries to examine the difference between the standard
model with exogenous technology and the new model with endogenous technology choice. As suggested by the
results of the calibration, the impact of trade openness on real wage inequality is both qualitatively and quantitatively
different in the case of endogenous technology choice compared to standard constant technology for some pairs of
countries.

The model presented in this paper can be extended in some directions. First, two parameters play very im-
portant roles in the model: the skill bias (@) and the parameter that determines the curvature of the technology
constraint (8). Thus, introducing differences in these parameters across countries may provide interesting results.
Second, transport costs are the same for all goods in this model; therefore, in future extensions, we could allow
different goods to face different transport costs. For example, transport costs in the service sector may be lower
than those in the manufacturing sector. Additionally, each sector is more or less intensive in different types of labor;
therefore, the extension will be more meaningful in analyzing the effect of endogeneity in technology choice on
wage inequality. Third, except in regard to labor, the two countries in this model do not differ in their levels of
technological capability. Firm i in any country can choose any set of A¥ and A} from a menu of feasible technical
choice, as shown in equation (11). In fact, a firm in a country with a low level of technological capability may
find it difficult to access a high A7, the appropriate technology for skilled labor, even when it is eager to give up all
A, the technology appropriate for unskilled labor. Thus, introducing a limitation on the choice of the appropriate

technology for skilled labor, A7, may bring the model closer to reality.

Appendix A. Solution for autarky equilibrium

k-type labor’s utility maximization
N
{ max (cf.‘)”
k

N
s.t ) p,-cf.‘ =wk

Solve the utility maximization, we have

0 _
pi= e (A1)
Apply for both types of labor
A4\
o = (ﬁ-) e, (A2)

Substitute equation (A1) into good market clearing condition in equation (9), we have

xi—fo=Lcl +L""

1

P LAY =
=L + L“(F)ﬁ lc-s

l

1

- [0'+ (1 - a’)(:ll—l:)ﬁ_l]ch.
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c; can be rewritten as follows

Substitute this into equation (6), we get

0 (xi— fe)"‘1
i= — , A3
A( L (A3)
where A = [0(2)7T + (1 — o)A 77 ]
Firm ’s profit maximization
max p;(x; — fo) = w'l; — w"l!
s.t (1 —a)(AYY + a/(Af)ﬁ =B.
The Lagrangian is written as
Z = pixi = fo) = W'l = W'l = pl(1 = )(AYY + (A} - B).
Firms are symmetry. Substitute the price in equation (A3) into the Lagrangian, we have
0/1 6-1
£ = X(Z) (x = ) =Wl = w" " — u[(1 — ) (A" + a(A%) - B].
The first-order conditions
0L 6 (x— f,\¢!
=0 _( e) 1—y Aulu y—lluz 1 - A —1’ Ad
o = 0e =) KA (1 - A"y’ (Ad)
0L 6 (x— £\,
— el e “Y(AS]S y—1ys — AS —1 A
0o () @y = iy, (A5)
0L 6% (x— £\ |
= Z [t —)’Auu}’—]Au: u A
ol OQA(L) x A v (AB)
0L 02 x_f;? o-1 1=y As75\y=1 4 s s
alf_O@X( 7 ) x VAP TAY = wh (A7)

Substitute price in equation (A3) into the free entry condition in equation (8) and aggregate to the whole econ-

omy, we have

%N(x - £ =ow' + (1 —om*. (A8)

Let w* to be numeraire, w® = 1.

Using the technology constraint in equation (2), full employment condition in equations (3) and (4), first order
condition of profit maximization in equations (A4)-(A7), and free entry condition in equation (AS8) to solve for
A" A5 P u, A, N and w".
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Appendix B. Solution for free trade equilibrium

Utility maximization of k-type labor in country J

_] J*k

max 2" (c")' + z,-'< ety
s.t Zi pijc +Z p; = w'k,

The same setting is applied to country —J. Solve the utility maximization problem for both countries, we have

0 0 e
pi = re ™ = e (B1)
Using equation (B1) applied for two countries, we get

Tk -1 Tk Sk | g1 ~Jk

ci A" C A
P =t
( cl.J’k )e Lk )

CiJ*,k Tk

Substitute equations (B2), (B3) into good market clearing equation (16), we get

xij _ ‘ﬂ — LJ’uCiJ’M + LJ,sciJ,s + L—J,uCiJ*,u + L—J,scij*,s
1 1 1
/lj,u =i B ~ B /l—J,u =y /l—J,s s
=L/ +0-cDH=—| | +L7|lc?+1-07") _ ) e
A i A=) A i
J.s

= [[crfu“)#l + (L= H@ P L + [0 @971 + (1= o] Lf] ( ;")1

AJ Afj
J.s
=[ALT + AL ——.
(/1.]?),,,1

Thus, we have
1
s (x] = fo@’)e
G = AL + AL
Using equations (B2), (B3), we have

o O LI G = ) y
G = NI+ AT LT and¢; = = AL A ATLT (B4)
Substitute into equation (B1),

6 _
P = re ™ = 20 = ) (B5)

where A = [AL’ + A~/L7/1-1.

Remind the individual budget constraints:
ij Jk+zp—1 ~Jek _
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Substitute the price in equation (BS) into the budget constraints

6-1

0 o _
— AN (xi = )7 + N7 (x; = f)°1 = wh (B6)
Firm i in country J maximize its profit

max p} (x! - f,) - w“lij’s - WJ’“IZ.J’”
st(1-a)AMY +a(AY = B,

The Lagrangian is written as
L= pld = L) = wh = wh = W11 = a)AM Y + A - B
Firms in country J are symmetry. Substitute the price in equation (B5) into the Lagrangian, we have

0 . !
Dip] — X(x./ _ ‘fe)g _ WJ,S[{,A _ WJ’lll{’u —/.lj[(l _ CY)(A;.L”)B + a(A;/,A)B _ BJ]

The first-order conditions

8"%] 02 J 0-1, INl=ypJugluyy—11Ju J Ju\p—1
i = 0 © (= LTI T @R = (- o BAaty (B7)
62! 02 J 0-1, JI\N1=y prdsys\y—17J,s J Js\B—1
aans = 00 O = LTI AREY TR = aplpaty (BS)
0’ 6?
W -0 X()CJ _ f;?)e—l(xl)l—y(AJ,ulJ,u)}/—lAJ,u — Wj’u, (Bg)
0z’ 6
W 0o X(-xj _f‘e)g—l(xJ)l—y(AJ,SlJ,S))/—lAJ,S — WJ’S. (BlO)

Let w5 to be numeraire, wS = 1.

Using the technology constraint in equation (11), full employment condition in equations (13) and (14), first
order condition of profit maximization problem in equations (B7)-(B10) for both countries, budget constraint in
equation (B6) for both countries and both types of labor, and trade balance condition in equation (18) (all 19
equations) to solve for 19 variables as follows: A5, AN# AS:s ASu [Ns N [Sos pSae S N NS NN s ypNou
wSH AN AN ASS and A5,

Note that from trade balance in equation (18), budget constraint in equation (B6), and good market clearing in
equation (16), we can derive the following free entry condition:

%Nj(xj - £ = [ow™ + (1 - )WL’ (B11)

19



Appendix C. Solution for transport cost

Consumption side
Utility maximization of k-type labor in country J
7 Jk - =Tk
max 3 (¢ + X5 ()"’
N/ Jk N~ Aoy —Jxk
st X ple; + 2 pjfcj =tk

Solve the utility maximization, price of good i produced in country J will be as follows

pi = e = T (1)

Using equation (C1) applying for both countries, we have

—Jxk ,
ok c. APk 7 o* c A~k \ o
v e =( J—k) and —— = =7 = o) €2)
c 7 A% o ¢ A
i j i i

—Jx,k

C}/*,k (/l—.l,k)H]] q cj ( /l‘/’k )ﬁ]l (C3)

— =(—=] an =(—] .

OJ,k T /lj,k C;J’k T A—J,k

1

Substitute this into good market clearing condition in equation (22), we get

1 1
xij —f = LJ,uCiJ,u + LJ’SCI.J’S +—L J,uCiJ*,u + L J,sCiJ*,S
T T

J.s
1 ¢y
= | [/ @71 + (1= e HW T L+ — [/ )71 + (1 - e H )P L | ——
To1 (AFs)et
A/ A~/
0 C!‘S
=[AL + = AL ——.
(ars)Fr
The same for production in country —J as follows
s
) fo= 0N L+ AL
(A7
Thus, we have
x - f A7
iJ’k - % (C4)
(AN
and ]
(7 = fa@Hm
Mo Tl T (C5)
! (A-7ym
where

A = @B N L+ ALY, (C6)

A = (AL + o5 AT L), (C7)
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Substitute into equation (C4) into equation (C1),

0
J_ Y0 -l
Pl = 25— . (C8)
The same for price in country —J
0
-7 _ -J -1
p; _[\*J(xf —f) . (C9)

Substitute the price in equations (C8), (C9), and consumption in equations (C1), (C3)-(C5) into the budget constraint

in equation (21), we get:

Jod N —J(v=J _ £\0
eu’)")e—‘l(N o2 fef | N e ))=W”"- (C10)
(ANy7 T (AY)eT

Let w5 to be numeraire, w$* = 1. 10

Price index

Utility maximization of k-type labor in country J

N Tk N~ —Jxk
max ;" (c; ) + Zj (Cj )
N/ Tk N~ ag —Jxk
st 50 plet+ X b = ik,
This utility maximization problem has similar form with that in Dixit-Stiglitz model. The price index can be

calculated as ot

N/ N~/
P =YD + Y 7| (C11)
i J

Production side
Endogenous technology choice model

Firm i in country J maximize its profit as follows

max P[J(X,-J —fo) - W“lij’s - WJ’”ll.J’”
s At Al

st(1-a) AP +a(AY = B
The Lagrangian is written as
L7 = pl G = foy = wRIE = w1 - A + 0 - B,
Firms in country J are symmetry. Substitute the price in equation (C8) into the Lagrangian, we have:

0
P! = F(xf = £ =W ES — w1 = a) (AP + A - B

101 calibration, in order to convert other variables in the model into numeraire equivalent, it is necessary to calculate the wage of skilled
labor for each country. The average wage of a country can be calculated in two ways. First, assume that all 52 countries have the same labor

0.65xGDP
tal population

share in income as of 65%, then the average wage of a labor will be ( = O'CE}(J ) Second, this average wage can also be calculated

.. . ) VN
as o/w’S + (1 — o/ )w*. Equalizing these two calculations, we have o/ w”* + (1 — o/ )w'* = %. Given the share of each type of labor, the

whs
wlu?

skill premium

GDP, and total population, the wage of skilled labor in each country can be derived.
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The first-order conditions:

agj 02 J 6-1, I\NI=y A Juglu\y—171Ju J Ju\5-1
g = 0 & T = ) ARy P = (1 - At (C12)
0L 6?
aAj’s — 0 PN E(_xl _fe)g—l(xJ)l—‘y(AJ,SlJ,s)y—llJ,S — a,uJ,B(AJ’S)ﬁ_l, (C13)
6$J 0o 0_2 J _ 6-1, J\1-y AJ,ulJ,u 7—]AJ,u _ . Ju Cl4
S =0 @ (= ) = wh, (Cl4)
a7 & J 0—1, JNl=y s dis )
- = _ _ — — s 10s\y—=1 g J.s — s
g =0 (0 )T ) TTATIRTAT = w (C15)

Using the technology constraint in equation (11), full employment condition in equations (13) and (14), first
order condition of profit maximization in equations (C12)-(C15) for both countries, budget constraint in equation
(C10) for both countries and both types of labor, and trade balance condition in equation (23) (all 19 equations) to
solve for 19 variables as follows: AN-S, AN AS:s  ASu [Nos [N [Sos St yyS N NS NN syt S ANs - aNou

A5 and ASH.

Standard constant technology model

In this model, the world technology combination, %,
AJJ

average of the logarithm of 47 of each country, which is derived from equation (24). Each weight involved in

this weighted average equals the share of the labor force of each country in the total labor force of all 52 countries

is constant. This technology combination is the weighted

provided in the data. From the data on the unskilled and skilled labor shares, the relative wage rate between these

two types of labor, and the labor force, which are described in Section 4.3.1, the world technology combination,
&
A’

country X’ = [(AML") + (A% L )] y , we can compute the technology appropriate for unskilled and skilled labor

is 1.02 by calculation. Given this world technology combination, using aggregate production function of each

in country J in the standard model with exogenous technology, A** and A%s. Now, firms in each country adopt the

same technology system and simply choose different combinations of labor. Firm i in country J maximize its profit

Jo J J.spl.s Juyu
max p; (x5 = fo) = w7 — WL,
1

Substitute price in equation (C8) into profit maximization problem above, we have

0 )
ll,},}‘al)}s F(x] _ ﬁ)f) _ W],bl;/,s _ WJ,ul;l],u.
The first-order conditions: 5
0 _
F(xj — LTy ATy = whe (C16)
6* -
F()‘J = LI AR T Adsy = wls (C17)

Using full employment condition in equations (13) and (14), first order condition of profit maximization in

equations (C16), (C17) for both countries, budget constraint in equation (C10) for both countries and both types
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of labor, and trade balance condition in equation (23) (all 13 equations) to solve for 13 variables as follows:

lN’u,lS’S, lS,u’ NS, NN, WN,S, WN,u’ WS,u, /lN,s, /lN,u, /lS,s and /lS,u_

Appendix D. Proof of proposition 7
Substitute price and consumption in equations (C1), (C3)-(C5) into trade balance in equation (23), we have

A.l NJL—J AJ ﬁ
F = N—JLJ(F) :

Substitute N’ and N~/ which is solved in Appendix C into the previous equation, we have

lN’ s

AL - AR (D1)
where D'! is denoted as .
a J ﬁ%y ”
i 1+(1_a(p )ﬁ) } Lt o) L7
b= S L
¢ _ B~y
L () ]
Using definition of A7 and A~/ in equations (C6) and (C7) we can derive the following equation
1
_— — TT-0
AJLJ A7
AT T (D2)
~f
=
Lety= (%) and k = 719,
Then, from equations (D1) and (D2), we have
Dye = l — Ky,
y—K
or
DY — Dky? + ky — 1 =0. (D3)

Left hand side of equation (D3) is a function of y and «: g(y,x) = Dy**! — Dky? + ky — 1. Thus equation (D3)

will be g(y, k) = 0. Differentiate function g(y, «) by y,

g,(v,x) = D(6 + Dy’ — 6kDy’™" +

D 0+1 +
= Doy — kDY + 2 TH

" the main body of the paper, this D is clearly denoted as D~/ to avoid any misunderstanding.
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Diy? + 1
2 T (by equation (D3))

= DO’ — kDY’ ! +
1

= Doy’ + — + Dky’”'(1 - 6) > 0. (D4)
y

Thus, function g(y, ) is monotonic increasing in y. Aty = «, function g(y,k) = «*> -1 < 0. Aty = %, function
g(y, k) = D" @*D(1 — %) > 0. Thus, solution y of equation (D3) will lie between  and %, k<y< %

Differentiate function g(y, x) by « and use equation (D3), we have

2
’ y - 1
8y, k) = : (D5)
y—k
Because y > k, sign of g/(y, k) depends on sign of (y* — 1).
, >0 wheny>1
8 K) =
<0 wheny<1.
Using implicit function theorem, we can derive % = —i%gf;, thus
d <0 wheny>1
o ’ (D6)
dk >0 whenO<y<I1.
Back to equation (D3)
y=1=g(,k)=D-Dk+xk—-1=(1-x)(D-1)
———
>0
y=k= gy, k) =k*-1<0 D7)

0+1
y= % = g(n, k) = D(%) [1-«%]>0.
Treat « as a parameter,

=1 = LK) >0 .(D6 )
IfD/7>1= Y gé}y K; 0 — Solution of equation (D3) y € (x, 1) M % >0
Yy =K — gy, K <

y=1= g(y,k) <0
y=1=3(.0>0

(D6)
= Solution of equation (D3) y € (1, 1) ca®o, % <0.

IfD7 <1 =

Wage rate between two countries for skilled labor can be calculated by AA—j, by equations (C14), (C15) as follows

WJ,s /'“\—J
W—J,s - [\J

Y
a B~y e s _
L+ (m(Pj)ﬂ) = e [0 rdy
7 = sign = —sign = —mgn[—].
N M] [ or ] [ or ] dx
1+ (]Ta(p_J)ﬁ)

>0
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The same for wage rate between two countries for unskilled labor, we can also find that

Jou

si nB# = —si na% = —si n[dy
& or |~ & or |~ & dk

Thus, knowing sign of d—i, we can find how transport cost 7 affects wage rate of labor type &, % The result
T

will be as follows

whs
or

o aa <0 whenD>1
(D8)

>0 whenD < 1.

Discussion of D We rewrite D here for convenience.

T

1+(L(PJ)’B);Y]MV

I-a 1+p77 L’
Y B T p L

l+(1(_—a(p_J)ﬁ) ]

D

There are two aspects to the calculation of D: the size of the labor force (L) and the ratio of unskilled over
skilled labor (p) for both countries, J and —J.

First, assuming that the ratio of unskilled over skilled labor is the same in both countries, p’ = p" , if country J
has a smaller labor force than does country —J (L’ < L™’), D will be smaller than one.

Second, assuming that the size of the labor force is the same in both countries, L’ = L™, if country J is more
unskilled-labor-abundant than is country —J (o’ > p~7), then whether D is smaller or larger than one depends on the

B~y
2w
characteristics of function h(p) = |1 + (ﬁ(pj )ﬁ)ﬁ ] (1 + p’)~'. Under the conditions that the skill bias between

the two types of labor is the same (a = 0.5) and both countries are unskilled-labor-abundant (o/, o=/ > 1), function
h(p) is found to be monotonically decreasing, #'(p) < 0. Thus, if p’ > p~/, then h(p”) < h(p™’). Consequently, D

is less than one.

Appendix E. Some extra calibration results for the impact of transport costs

To understand the impact of transport costs on the relative real wage fully, the sections below discuss the impact of
transport costs on the relative nominal wage and the price index ratio separately.
Impact of transport costs on the relative nominal wage

This section reports calibration results for the impact of transport costs on the relative nominal wage. Figure El
shows the impact of transport costs on the relative nominal wage for both unskilled and skilled labor between

Indonesia and Malaysia.
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Figure E1

Note: As T measures the fraction of goods that reach the importing country safely, transport costs decrease as we move to the right along the
horizontal axis.

In this figure, the horizontal axis corresponds to 7. Note that, because T measures the fraction of goods that
reaches the importer country safely, the transport cost decreases as we move to the right along this axis. The
vertical axis shows the relative nominal wage between the two countries. Figure E1A shows the case of unskilled
labor, whereas Figure E1B shows the case of skilled labor. The solid lines represent endogenous technology choice,
whereas the dotted lines represent constant technology. The result is consistent with Proposition 7, which states
that relative nominal wage increases monotonically as transportation costs are reduced. In this case, the factor
DND:MYS denoted in Proposition 7 between Indonesia and Malaysia is 5.384, which is larger than one; therefore,

thus the relative nominal wage curves are downward sloping for both types of labor as transport costs decrease.

Impact of transport costs on the price index ratio

This section reports the calibration results for the impact of transport costs on the price index ratio. Figure E2 shows
the impact of transport cost on the price index ratio between two pairs of countries: Indonesia and Malaysia, and

France and Italy.
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Figure E2

Note: As T measures the fraction of goods that reach the importing country safely, transport costs decrease as we move to the right along the
horizontal axis.

In this figure, the horizontal axis corresponds to 7. The vertical axis shows the price index ratio between the
two countries. The solid lines represent endogenous technology choice, whereas the dotted lines represent constant
technology. Figure E2A shows the case of Indonesia and Malaysia. In both exogenous and endogenous technology
choice models, the price index ratios between these two countries are monotonically increasing and converge to one
during the transition from autarky to free trade. However, in Figure E2B, which shows the impact of transport costs
on the price index ratio between France and Italy, the price index ratios are monotonically increasing for the case
of exogenous technology but decreasing in the case of endogenous technology choice. However, as the economies
are close to free trade, these ratios also converge to one as discussed in Section 4.2. This convergence narrows the
gap in terms of the impact of transport costs on the relative real wage between the two models as the economies

become closer to free trade.
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