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Introduction

The interface of trade and labor is one of the most active areas of academic
and policy research in economics in general, and international trade in partic-
ular. Research in this area has been both theoretical and empirical, and now
policy papers are also being written on this subject. This interaction between
trade and labor has been studied in the context of classical trade models, as
well as within recent models of firm heterogeneity. The impacts of both trade
in final goods and input trade on labor have been studied. And these impacts
have then been examined in frictionless, full-employment models, as well as in
models with frictions, especially search frictions, which result in unemployment.
Labor-market outcomes that have been studied in this context include wages,
employment, unemployment, skilled-unskilled wage inequality, labor-demand
elasticities, shares of wages in overall income, the bargaining power of work-
ers, and wage and employment risk, etc. The integration of search frictions into
trade models has been useful, because this can address the concerns of the media,
politicians, and the public about the possible adverse effects of trade on jobs.

In this volume, we look at the trade-labor nexus in the context of Asia, which
has been growing rapidly over the last two to three decades and which has, at the
same time, been undergoing significant structural changes. This period in Asia
has seen jobs being created at a rapid and robust pace. At the same time, growth
has led to substantial poverty reduction. Employment has moved from agricul-
ture to industry and services. However, the global financial and economic crisis
that began in the second half of 2008 has led to a rise in unemployment, together
with underemployment, across the world. This acts as a major disruption in Asia's
steady march towards universal productive employment for all, including women
and young people (United Nations Millennium Development Goal 1, Target l.B).
Especially because of the region's reliance on exports for its growth in income
and employment, the slowdown and the threat of a double-dip recession among
the members of the Organisation of Economic Co-operation and Development
(OECD) poses a major challenge to Asian countries. As a result, within the poli-
cymaking circles of many Asian countries, there is talk of rebalancing economies
towards the domestic sector and away from exports.
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Recent work by McMillan and Rodrik (2012) underscores the importance of the
right kind of structural change being engendered by globalization for the benefits
deriving from globalization to be realized. Globalization leads to at least partial
specialization, and therefore to an expansion of certain sectors and the contraction
of others. If the productivity of jobs in the expanding sectors exceeds the pro-
ductivity of jobs in the shrinking sectors, we will see an improvement in overall
employment quality and growth as a result of globalization. McMillan and Rodrik
suggest that such structural change through globalization is facilitated by flexi-
ble labor markets. One can argue that strict employment protection regulations
make labor markets less flexible. The study by McMillan and Rodrik raises sev-
eral questions about the interaction between structural change and globalization
for economists working at the interface of trade and labor. In this volume, the
authors address some of these issues for developing Asia.

International trade, structural changes, and the quality of
employment

We start with some multicountry studies on this broad theme. The studies in this
section look at how structural changes in employment, as well as the quality
of employment, are related to the extent to which a country engages in interna-
tional trade. The studies look at causation running in both directions. In addition,
this section also looks at another aspect of globalization - namely, foreign direct
investment (FDI).

Trade, growth, and changes in the employment structure

The first chapter in this part of the book - Chapter 2 by Gilbert - focuses on
the interactions between international trade, growth, and structural changes in
employment in developing Asia. The author analyzes trends in international trade
in developing Asia, using constant market share (CMS) and computable general
equilibrium (CGE) analyses to assess the impacts of potential future structural
transformations on trade and employment patterns.

Using CMS analysis, the author identifies some important characteristics of
recent trade growth in Asia. First, the growth of trade in Asia has been dominated
by very strong and consistent improvements in export performance in the Peo-
ple's Republic of China (PRC), India, the Republic of Korea, Thailand, and Viet
Nam. Secondly, in some cases, areas of traditional export strength are revealed
to be on the decline (e.g., textiles). Also, increasing economic integration of the
economies within this region appears to have led to better export performance for
some economies (India, the Republic of Korea, Viet Nam) and has insulated the
region as a whole to some extent from economic shocks from outside the region.

The CGE analysis is based on the Global Trade Analysis Project (GTAP)
model, combined with existing projections of the pattern of growth, technolog-
ical change, population, and labor force composition changes, and other projected
factors including changes in regional trade policies. The simulations project a
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continuation of the current trend of rapid trade expansion until 2020 and a modest
slowdown thereafter until 2030. The projections in this chapter indicate that the
PRC and India will continue to lead in regional and world trade expansion for the
next 20 years, with India's export growth rate overtaking that of the PRC during
2020-30 (driven by the faster accumulation of human capital). The economies of
the Association of South East Asian Nations (ASEAN), notably Indonesia and
Viet Nam, are also projected to expand their world trade share. The simulations
project a gradual reduction of the skilled-unskilled wage gap, driven largely by
more rapid expansion of the stock of skilled labor than unskilled. The projections
also suggest that most skilled labor is likely to be absorbed into services and man-
ufacturing. However, there are many more contractions in sectoral employment of
unskilled labor than for skilled labor. This suggests that, although the final out-
come may not be adverse for unskilled labor, it may be that adjustment to the
growth path for unskilled workers might be more difficult. In terms of gender,
there does not seem to be a consistent pattern indicating that adjustment issues
will be disproportionately severe for women.

Trade, foreign direct investment, and labor conditions

Chapter 3, by Flanagan and Khor, compares the evolution of working conditions
and labor rights in Asian and non-Asian countries in the late 20th and early 21st
centuries, and analyzes the relationship between labor conditions and international
trade and investment flows. The authors show that, during this period of growth in
trade and foreign investment, working conditions and labor rights advanced in Asia
and the rest of the world, with the former steadily closing the gap with the latter.

Flanagan and Khor find that real per capita growth in gross domestic product
(GDP) remains a powerful source of improved labor conditions. Cross-country
and panel regressions presented in this chapter show no evidence of a general
degradation of working conditions and labor rights as a result of increased trade. In
fact, trade flows can improve working conditions and most labor rights indirectly
through their positive impact on GDP.

Moving next to FDI, Flanagan and Khor perform a random effects regression
analysis of annual country panel data from 2003 to 2009. They find that, after hold-
ing constant market size and investment risk (the dominant factors affecting the
destination of FDI), there appears to be no evidence that countries with poor labor
conditions attract FDI. In fact, even after controlling for market size and invest-
ment risk, Asia receives a comparatively small share of world FDI inflows. It is
a well-known empirical fact that most FDI flows between industrialized countries
that have, on the whole, superior labor conditions.

The authors' review of the growing literature on the micro-level evidence on the
impact of multinational companies (MNCs) on host-country labor markets finds
no support for the hypothesis that MNCs depress wages. Instead, the evidence
suggests that foreign firms bring firm-specific technical and managerial advan-
tages that produce the higher productivity that supports higher wages and better
employment conditions.
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Labor costs, competitiveness, and exporting patterns

In Chapter 4, Jinjarak and Naknoi investigate structural changes in the degree
of competitiveness and the exporting pattern in the Asian economies after the
1997 Asian financial crisis. More specifically, they study the characteristics of
the industries in Asia that have gained competitiveness in the world market, and
the movement of specialization patterns in this region between labor-intensive
and capital-intensive goods - in particular the influence of rising wages on the
exporting pattern in Asia.

The authors present a two-country, multisectoral, partial equilibrium framework
in which all goods are produced using labor and capital. They also introduce into
their model frictions in the labor and capital markets. Thus the wage and the cost
of capital vary across sectors. The goods market is assumed to be perfectly com-
petitive. The measure of competitiveness is the real exchange rate (RER) or the
relative price level. The authors break the change in the degree of competitiveness
down into several components. However, the component in which they are most
interested is the average wage inflation in the exporting country relative to that of
its trading partner. Theoretically, the effect of foreign-domestic wage inflation dif-
ferentials on changes in the degree of competitiveness is positively correlated with
sector-specific labor intensity and sector-specific consumption expenditure share.
Since wage inflation is driven by the growth rate of total factor productivity (TFP)
in the long run, but there is inertia in wage inflation owing to staggered wage con-
tracts in the short run, this leads to a short-run improvement in competitiveness.
Since, in addition to wage inflation, the degree of competitiveness depends also
on the cost of capital and the price of imported goods, the inflationary effects of
rising wage may not be large.

Balassa (1964), Harrod (1933), and Samuelson (1964) assume away labor
market frictions. As a result, the Harrod-Balassa-Samuelson (HBS) hypothesis
predicts that, based on an economy-wide wage increase brought about by an
improvement in productivity in the export sector, an expansion of the export vol-
ume results in a decline in the degree of competitiveness. On the other hand,
when Jinjarak and Naknoi allow for labor market frictions leading to wage dif-
ferentials across sectors (and do not classify goods beforehand into nontraded
and traded goods), they predict that rising wages impair competitiveness only if
export goods are labor-intensive goods and form large shares of the consumption
expenditure. Hence countries may increase exports following TFP improvements
in labor-intensive sectors without experiencing a decline in competitiveness for
export goods occupying small shares in the consumption expenditure.

In the empirical part, the authors make use of four-digit industry data from the
United Nations Industrial Development Organization (UNIDO) Industrial Statis-
tics (INDSTAT) database, the UNIDO Industrial Demand-Supply Balance (IDSB)
database, and the International Monetary Fund (IMF) International Financial
Statistics (IPS) database. They focus on the sample of nine Asian countries in
the decade after the 1997 Asian financial crisis: the PRC; India; Indonesia; Japan;
the Republic of Korea; Malaysia; Singapore; Thailand; and Viet Nam. The foreign
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country in their empirical work is assumed to be the United States, which is the
most important trading partner for almost all of the sample countries.

The first key empirical finding of the chapter is that, for all countries except for
the Republic of Korea, industries with a positive change in revealed comparative
advantage (RCA) outnumber industries with a negative change in RCA, implying
that almost all of the nine Asian countries studied successfully gained competitive-
ness in the world market. Secondly, the average labor intensity of industries with
increasing RCA is not significantly different from that of industries with decreas-
ing RCA, meaning that the industries for which the export share in the world
market has increased are as labor-intensive as those losing export shares. Thirdly,
the average foreign-domestic wage inflation differentials of these two groups are
not significantly different either, implying that the adjustment of wages after the
Asian crisis had no impact on structural changes in the exporting pattern in Asia.
Fourthly, the PRC, Japan, the Republic of Korea, Malaysia, Singapore, and Thai-
land have lost competitiveness in the postcrisis decade, while India, Indonesia, and
Viet Nam have experienced an improvement in competitiveness. Finally, for all
countries other than India, the structural change in the degree of competitiveness
is driven largely by the residuals, not wage inflation differentials, leading to the
conclusion that there has been no HBS effect in postcrisis Asia. The policy impli-
cation of this result is that these Asian economies can implement labor market
reforms, such as raising minimum wages to reflect TFP growth and to improve the
standard of living, without an inflationary effect on competitiveness. Even though
these countries have relatively labor-intensive exports, their rising labor costs have
not been the source of declining competitiveness.

Globalization, labor market regulation, and firm behavior and competitiveness

The final chapter of this part of the book, Chapter 5, is by Meyer and Vandenberg.
In this chapter, the authors look at the interplay of globalization, labor market reg-
ulation, and firm behavior. Government intervention in the labor market, in the
form of labor regulation, has to strike a balance between protecting workers and
offering firms the flexibility in adjusting their inputs, especially in terms of glob-
alization, since export markets can be quite seasonal and fairly volatile. Since it is
not easy to strike this balance, labor market regulation overall has been quite con-
troversial as a result. The authors argue that the pressures of globalization mean
that exporting firms are likely to find labor market regulation more of a constraint
than do domestic firms. Also, the impact of labor regulations will be felt more by
labor-intensive sectors. Finally, firm size and age might also be important factors
in determining the ability of firms to deal with labor regulation.

This chapter analyzes firm-level data (from the World Bank's Enterprise Sur-
veys) and relates senior managers' perceptions of labor market regulation to some
firm characteristics in five Asian countries (Bangladesh, Indonesia, Pakistan, the
Philippines, and Viet Nam). The first key result of this analysis is that export-
ing firms report a relatively higher perceived level of labor regulation than do
other firms. The second is that firms in some labor-intensive industries (food,
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textiles, and construction, in particular) often feel relatively more constrained
by labor market regulation. Finally, firms situated in the capital city report a
higher perceived level of labor regulation, which is possibly linked to the stronger
enforcement of regulation.

We next move to the five country case studies in this book.

Case studies

In the second part of the book, we present case studies of five economies: the PRC;
Hong Kong, China; Indonesia; the Republic of Korea; and Malaysia. Each of these
case studies points us towards some broad trends in trade and employment, and
in the relationship between the two, while offering an overview of trade policies
and labor market policies and institutions in these countries. Each chapter does,
however, focus on a slightly different theme from the others, that theme depending
on its relevance for the economy being studied.

People's Republic of China

Cai and Du, in Chapter 6, argue that recent labor shortages and rapidly ris-
ing unskilled wages have adversely affected Chinese comparative advantage in
unskilled labor-intensive products, through which the PRC actually built its dom-
inant position in international trade. As expected, these trends have adversely
affected Chinese export-oriented sectors.

Aggregating data from the two rounds of Economic Census conducted in 2004
and 2008, Cai and Du show that exports are positively associated with employment
growth in the PRC. They show that exporting helps the PRC to create greater
job opportunities. However, the relative importance of export-oriented sectors in
employment generation has been decreasing recently, while domestic demand has
been becoming more important.

It is important to note that even the 2009 Firm Survey data indicate that most
of the export-oriented sectors continue to be relatively labor-intensive. The com-
parisons between the two rounds of census data indicate that the manufacturing
sectors have become more capital-intensive over time, possibly as a result of
increasing labor costs. This could partially explain the declining importance in
job creation, relatively speaking, of the tradable sectors.

The authors also find that, in light of increasing labor costs, the advantage
that coastal regions have had in export-oriented manufacturing has declined. They
also find that, after controlling for other determinants, export-oriented sectors do
not always provide the best-quality jobs in terms of wages, hours of work, and
working conditions. The findings of this chapter make the case stronger for the
Chinese government's goal of rebalancing the economy away from its dependence
on external demand.

Hong Kong, China

Following on from the case study of the PRC is a study, in Chapter 7, of Hong
Kong, China, in which Vere considers the relationship between international trade
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and employment. It is important to note that Hong Kong, China, has not only
had liberal trade policies, but has also undergone substantial structural changes,
involving a shift towards a service-based economy. In recent years, many manu-
facturing operations have migrated to the PRC, as a result of its opening up, while
business services have stayed put.

Over the past decade, the main engines of economic growth in Hong Kong,
China, although not necessarily those of job creation, have been the finance and
the import-export sectors, both of which are highly dependent on external trade.
Given its extreme specialization in services, to a significant extent employment in
Hong Kong, China, is driven by its access to export markets in services.

Hong Kong, China - an original member of the World Trade Organization
(WTO) with a trade policy focused, until 2000, exclusively on multilateralism -
now additionally pursues bilateral trade agreements, most notably the closer eco-
nomic partnership arrangement (CEPA) with the PRC aimed at providing advance
access to Chinese markets for service suppliers based in Hong Kong, China. Gov-
ernment surveys of local service suppliers suggest that the CEPA can account for
4.5% of net service exports and about 1% of employment and GDP. Despite these
substantial structural changes, Hong Kong, China, has managed to maintain very
high levels of employment. The service sector, helped by the government's min-
imalist approach to labor regulation, has been able to absorb large numbers of
low-skilled workers (at a very low wage) and at the same time, through increased
demand for skills as a result of greater access to external markets, it has been
also able to provide employment to its highly skilled citizens. The combination
of increased high-skilled wages with decreased low-skilled wages has resulted in
greater inequality. Vere confirms these observations by means of regression anal-
ysis, as a result of which he finds that being in a growing sector (in terms of GDP
share) is associated with 10% higher wages, while no such benefit is associated
with being in a sector that is growing in terms of its employment share. A plausi-
ble explanation for this is that employment expansion arising for reasons related
to labor demand and that arising for reasons related to labor supply have different
implications for the equilibrium wage.

Finally, Vere lists some challenges for the economy. While it was its labor-
market flexibility that helped Hong Kong, China, to recover fairly quickly from the
2008 global financial crisis, its recently implemented Minimum Wage Law 2010
will make it more difficult for its service sector to absorb low-skilled workers and,
at the same time, to compete with other cities in financial and business services
(e.g., Shanghai and Singapore).

Indonesia

Chapter 8 is an Indonesian case study, in which Aswicahyono, Brooks, and
Manning explore the relationship between the composition of exports and employ-
ment generation in the Indonesian economy. Especially after the Asian financial
crisis, creating good employment for poverty reduction in an increasingly glob-
alized world has been a priority in Indonesia. Postcrisis policy changes included
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the decentralization of many government functions to the provincial and district
levels, the introduction of fiscal disciplines, the reform of investment laws, and
the introduction of new labor regulations. While investment reforms were also
instituted to clarify the negative list and to grant national treatment to foreign
investors, their implementation has lagged as a consequence of lobbying by local
pressure groups striving to protect local investors. In addition, the authors argue
that decentralization has increased the perception of uncertainty in the invest-
ment environment, stemming from variations in the implementation of laws and
the capabilities of local governments. Besides, in contrast to global trends, when
stricter labor regulations were introduced in Indonesia in the early 2000s, they
did not help in the country's attempts to attract and retain foreign investments in
labor-intensive sectors.

As a result of the changes in the policy environment, manufactured exports fell
as a share of overall exports from the precrisis level of 50% to about 40% in 2005.
Moreover, these policy changes also ended the dominance of labor-intensive light
industries (textiles, clothing, and footwear, and wood products and furniture) in
manufactured exports, their place being taken by food products and beverages,
and heavy and chemical industries. Indonesia also returned to a higher reliance on
commodities for exports. The share of services in exports likewise increased from
2000 to 2005 at the expense of manufacturing's share.

In this context, the authors investigate, using a framework and methodology
developed by Fujita and James (1997), how Indonesia's changing structure of
exports after the Asian financial crisis has affected the overall demand for labor
in the country. The authors show that labor-intensive light industries continue to
create more jobs per unit value of export than other manufactured exports, as well
as service exports, thereby highlighting the importance of labor-intensive manu-
facturing activities for employment generation in a labor-abundant country. This
result is particularly important considering the role of job creation in the formal
sector in the alleviation of poverty.

This chapter has strong policy implications in that it demonstrates that Indonesia
can improve its employment generation prospects by promoting investments in the
relatively labor-intensive industries and relaxing the various constraints on infras-
tructure development, such as on the release of land for construction (Organisation
for Economic Co-operation and Development 2010). In addition, it should amend
its labor regulations to improve the flexibility of labor markets and to promote
competition in the services sector to bring down business costs.

The Republic of Korea

We next move to Chapter 9 and a case study of the Republic of Korea by Mitra
and Shin. Trade makes it easier for firms and consumers to substitute the services
of foreign workers for those of domestic workers, thereby leading to an increase in
the elasticity of demand for labor and a reduction in domestic workers' bargaining
power (Rodrik 1997). The evidence of the impact of trade liberalization on labor-
demand elasticity for the United States is mixed (Slaughter 2001); it is virtually
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nonexistent (statistically insignificant) for Turkey (Krishna et al. 2001) and it is
quite strong for India (Hasan et al. 2007). In trying to test the effect of trade on
the bargaining power of workers more directly, Arbache (2004) and Brock and
Dobbelaere (2006) find no significant relationship for Brazilian manufacturing and
Belgian manufacturing, respectively. Dumont et al. (2006), however, using data
from five European Union member states, conclude that trade liberalization does
lead to a decline in the bargaining power of workers. To explore similar questions
in relation to the Republic of Korea, Mitra and Shin use firm-level data spanning
1999-2008.

Mitra and Shin find some weak evidence that trade liberalization reduces overall
the share of wages in total revenue. However, they find fairly strong evidence
that it decreases the share of wages in revenue in the least labor-intensive firms
relative to other firms and that it increases, in relative terms, this share in the most
labor-intensive firms. There is also fairly weak evidence in the Korean data for
the Rodrik (1997) hypothesis that trade liberalization leads to a decline in the
bargaining power of workers. The authors find some evidence in the Korean data
that trade liberalization reduces firm markups, and therefore rents to be shared
between workers and employers. Drawing on their earlier work, Mitra and Shin
also present some evidence for trade liberalization and exports increasing labor
demand and making it more elastic.

In this chapter, the authors also analyze the trends in Korean trade policy and
provide an overview of the workings of the Korean labor market. Very importantly,
they discuss social protection in the Republic of Korea, especially in the context
of globalization.

Malaysia

The final chapter of this volume, Chapter 10, is by Athukorala and Devadason, and
focuses on the role of foreign labor in Malaysian manufacturing, especially in the
determination of domestic wages. The chapter is a useful and important contribu-
tion to the debate in labor-importing countries in East Asia on the socio-economic
consequences of labor inflows and the policy options for dealing with the "foreign
worker problem." Malaysia is a leading labor-importing country and, in fact, the
increased presence of temporary foreign workers has played an important role in
manufacturing growth over the past two decades. Therefore, in this context, an
econometric case study of Malaysia is very useful and important.

The chapter begins with an overview of Malaysian labor market policies and
patterns of structural change, labor absorption, and foreign worker presence in
the manufacturing sector. This is followed by an econometric analysis of the
determinants of inter-industry patterns of foreign worker dependence and wage
differentials. For this purpose, the authors use a new panel dataset at the five-digit
level for 2000-05.

The authors find evidence of a fairly small wage-suppressing effect of the pres-
ence of foreign workers. On the other hand, the results from one of their models
estimated for 1992-2005 suggests a strong relationship between foreign worker
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dependence and overall manufacturing real wages, primarily driven by a strong
complementary relationship during 1992-99, as confirmed by their estimates.
These results are consistent with the prevailing view in Malaysian policymak-
ing circles that the relationship between foreign and domestic workers was one
of complementarity to begin with, but has evolved into one of competition, with
increasing scarcity of manufacturing jobs (as the presence of migrant workers has
become a more "permanent" feature of the economy). Thus the authors argue that
the inflow of foreign workers has had an impact on domestic manufacturing wages
only at the margin, with the main proximate factors being the overall structure and
performance of the Malaysian manufacturing sector, and the real ultimate causes
having a lot to do with the underlying policy framework and the structure of incen-
tives . The authors therefore caution against blaming foreign worker inflows for the
slow growth in wages, as was the accusation, for example, in an influential policy
report (National Economic Advisory Council 2010).

Conclusions

This volume aims to study and understand the links between employment, trade,
and structural transformation. This understanding will underpin sustained inclu-
sive growth in the long run, especially because the relationship between trade and
employment is so often misunderstood in public discourse. Unemployment result-
ing from adverse macroeconomic shocks is often blamed on trade reforms and
openness, often leading to trade protection policies rather than corrective domes-
tic policy measures. Domestic policy failures and institutional breakdowns could
be disastrous, especially for the poor and vulnerable.

This volume analyzes the links between openness to trade and historical trends
in employment and its quality, where "quality" captures various employment char-
acteristics such as the wage rate, job security, working conditions, and other
nonwage benefits. Next, given that Asian economies have relied heavily on exports
as a driver of growth, it is important to study how the specialization that results
from trade changes demands on the different types of labor. This volume con-
sequently presents cross-country studies, as well as individual case studies, that
attempt to answer these questions.
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