Western University

Scholarship@Western

Centre for the Study of International Economic Centre for the Study of International Economic
Relations Working Papers Relations
1987

Policy-Induced Inflows of Forei%n Capital in the
Presence of Rjgid—Wage Unemployment

Richard A. Brecher

Follow this and additional works at: https://ir.lib.uwo.ca/economicscsier wp

b Part of the Economics Commons

Citation of this paper:

Brecher, Richard A.. "Policy-Induced Inflows of Foreign Capital in the Presence of Rigid-Wage Unemployment.” Centre for the Study
of International Economic Relations Working Papers, 8706C. London, ON: Department of Economics, University of Western Ontario
(1987).


https://ir.lib.uwo.ca?utm_source=ir.lib.uwo.ca%2Feconomicscsier_wp%2F202&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.lib.uwo.ca/economicscsier_wp?utm_source=ir.lib.uwo.ca%2Feconomicscsier_wp%2F202&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.lib.uwo.ca/economicscsier_wp?utm_source=ir.lib.uwo.ca%2Feconomicscsier_wp%2F202&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.lib.uwo.ca/economicscsier?utm_source=ir.lib.uwo.ca%2Feconomicscsier_wp%2F202&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.lib.uwo.ca/economicscsier?utm_source=ir.lib.uwo.ca%2Feconomicscsier_wp%2F202&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ir.lib.uwo.ca/economicscsier_wp?utm_source=ir.lib.uwo.ca%2Feconomicscsier_wp%2F202&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/340?utm_source=ir.lib.uwo.ca%2Feconomicscsier_wp%2F202&utm_medium=PDF&utm_campaign=PDFCoverPages

ISSN 0228-4235
ISBN 0-7714-0859-5

THE CENTRE FOR THE STUDY OF INTERNATIONAL ECONOMIC RELATIONS

WORKING PAPER NO. 8706C

POLICY-INDUCED INFLOWS OF FOREIGN CAPITAL
IN THE PRESENCE OF RIGID-WAGE UNEMPLOYMENT

Richard A. Brecher s - o i

D T g 17 1 L

rp

Hzstern Ontarto

e

Presented at
SIXTH ANNUAL CONFERENCE ON INTERNATIONAL TRADE THEORY

Spencer Hall
London, Ontario
April 11-12, 1987

Sponsored by the Sloan Workshop in International Economics
and the Centre for the Study of International Economic Relations

DEPARTMENT OF ECONOMICS
THE UNIVERSITY OF WESTERN ONTARIO
LONDON, CANADA
N6A 5C2



POLICY-INDUCED INFLOWS OF FOREIGN CAPITAL
IN THE PRESENCE OF RIGIN-WAGE UNEMPLOYMENT™

Richard A. Brecher

Department of Economics
Carleton University
Ottawa, Ontario
Canada K1S 5B6

May 1986
Revised April 1987

*Gratefully acknowledged are helpful comments and suggestions
from Ngo Van Long, J. Peter Neary, Lawrence L. Schembri,
Kar-yiu Wong, participants of the Conference in Memor of
Carlos Diaz Alejandro at the World Institute for Ueveiopnent
Fconomics Research, and participants of the Sixth Annual
Conference on International Trade Theory at the University of

Western Ontario. Of course, the author alone is responsible
for any remaining errors or shortcomings. -

MAY 5

1967

#7338



POLICY-INDUCED INFLOWS OF FOREIGN CAPITAL
IN THE PRESENCE OF RIGID-WAGE UNEMPLO YMENT

Richard A. Brecher

I. Introduction

In the theory of international trade and investment, a great deal of
attention has been devoted to the welfare consequences of using tariff
policy to attract inflows of foreign capital. This important issue was
analyzed in a pioneering paper by Mundell (1957)1, in subsequent work of
Bhagwati (1973), Hamada (1974), Minabe (1974)2 and Brecher and Diaz
Al ejandro (1977), and in more recent studies by Brecher and Findlay
(1983), Srinivasan (1983) and Jones (1984), among others. A central
theme emerging from much of this literature is the serious risk of
wel fare loss from tariff-induced inflows of capital from abroad.3

Most (if not all) of the theoretical work on this topic has dealt
with flexible-wage full-employment models.* In national debates about
economic policy, however, a key benefit of foreign investment is supposed
to be its impact on domestic unemployment. In this regard, the existing
theory is not closely tailored to the concerns of policymakers.

To address these concerns, the present paper follows Brecher (1974a,
1974b) in allowing for unemployment caused by a real wage floor that is
institutionally imposed throughout the entire labour market of the home
economy, within a two-country two-good two-factor model of a world
engaged in free international exchange of goods.> This model is then
extended to permit unrestricted capital movements across national
borders. Once the minimum-wage model of international trade and

investment has been outlined in Section 1I, the employment and welfare



QT

consequences of using trade policy to generate capital inflows (or
outflows) are analyzed in Section III. Then, in Section IV, we explore
the use instead of subsidies on foreign investment itself, as an
alternative (more direct) policy for generating capital flows between
countries. Next, allowing simultaneous taxes (subsidies) on
intern%tiona] movements of both goods and capital, Section V determines
the optimal policy package for the home country. Some concluding remarks

are offered in Section VI.

II. The Basic Model

Let us begin with the standard Heckscher-Ohlin-Samuelson model of a
trading world with two "large" countries that produce two consumer goods
using two primary factors. Both the home and foreign economies have
fixed endowments of capital and labour, which are perfectly mobile
domestically but completely immobile internationally. The capital/labour
endowment ratio is smaller at home than abroad. The two countries,
however, have the same technology for goods X and Y that are produced
under constant returns to scale, with the former good being capital
intensive relative to the latter at any wage/rental ratio in common.
Producers maximize profits while consumers maximize utility in a world
characterized by perfect competition and no externalities.

To the entire labour market of the home economy, now add a real wage
floor of w units in terms of (say) good Y. Assuming that this minimum
wage rate is institutionally set above the full-employment level, we

generate some home-country unemployment, which prevents the wage from



rising above the floor. In view of Samuelson's (1949) well-known
one-to-one correspondence between product and factor prices, the relative
price of good X (in terms of Y) within the home country remains fixed at
(say) p and the real rental rate of capital at home stays correspondingly
constant at r (ih terms of good Y), given that home production is assumed
to be incompletely specialized at all times. As we know from Brecher
(1974a, 1974b), moreover, the product-transformation and trade-offer
curves of the minimum-wage economy are both linear in the region of
incomplete specialization, with total labour employment being positively
(negatively) related to home output and excess supply of the labour-
intensive (capital-intensive) good. Thus, assuming free international
trade, we see that any excess world supply in the market for good Y (X)
is cleared by a fall (rise) in home employment at constant prices.

Free trade, furthermore, ensures equality between the home
product-price ratio (fixed at p) and its foreign counterpart, denoted p*.
Thus, from the Factor-Price Equalization Theorem, we also have equality
between the home wage and rental rates (w and ) on the one hand and
their foreign counterparts w* and r* on the other, assuming that foreign
production is also diversified at the outset. In other words, the wage
floor in the home economy uniquely fixes relative product prices and real
factor rewards for the world as a whole.

Now let capital become perfectly mobile internationally. Since the
home and foreign rental rates are equal simply because of free trade in

goods, capital is indifferent between flowing from and remaining in its

country of origin.® This factor's world distribution needed to clear

international product markets, moreover, is indeterminate: at fixed



prices (and constant employment of labour), shifting a unit of capital
from one economy to the other would not lead to any imbalance in world
markets, as we know from Mundell's (1957) reasoning. Since such a shift
leads to no commodity-market disequilibrium, there would be no change in
the Tevel of home employment. Thus, all equilibrium distributions of the
world's capital stock imply the same degree of (home) unemployment and a
unique level of welfare for each country.

Without loss of generality, assume that the laissez-faire
equilibrium is characterized by no actual movement of capital, and that
we obtain the Heckscher-Ohlin pattern of trade with the relatively
1abour-abundant home economy exporting the 1abour-intensive good.
International capital movements, however, will be induced by the various

taxes and subsidies analyzed below.

III. Trade Policy

Suppose now that the home government imposes a tariff on imports of
good X, thereby creating a wedge between the home and foreign prices of
this good. Since the home price ratio is fixed at p by the minimum wage,
p* must therefore fall by the amount of the tariff. Thus, in view of the
Stolper-Samuelson Theorem, there is a corresponding decline in the
foreign rental rate on capital. With r* less than r for this reason, we
begin to have a rise in K, which denotes the net flow of capital services
from the foreign to the home country.

To determine the resulting tariff-induced equilibrium, it is

convenient to return temporarily to free trade with no actual movement of



capital, and then proceed via the following comparative-static
decomposition into two conceptual stages. First, before the tariff is
imposed, let the (indeterminate) level of foreign investment in the home
country be exogenously increased to the point at which home imports of
good X have fallen (in view of the Rybczynski Theorem) to zero. As we
saw above, adopting such a level of investment under free trade has no
impact on prices, employment or welfare. Second, levy the tariff, which
clearly has no effects since it is imposed on a zero level of imports.
This conclusion for the minimum-wage economy is a straightforward
extension of a full-employnent result obtained by Mundell (1957).

A further inflow of capital with some significant consequences,
however, can be generated by adding also a home subsidy on exports of
good X. Given p, p* falls by the amount of this subsidy, thereby pushing
r* below r as before. The resultant inflow of capital cannot cease as
long as both countries are incompletely specialized, since the rental
rate in each country would remain constant as would the positive
difference r - r*, Since we are assuning that home production stays
diversified, the foreign economy must eventually become completely
specialized. Because capital is leaving for the home country, moreover,
it is the capital-intensive good X that is no longer produced by the

foreign country, in view of the Rybczynski Theorem,

To determine the resulting equilibrium level of foreign investment,
it is convenient to return temporarily to free trade but let the
(indeterminate) level of K be arbitrarily set at E, which denotes the
minimum capital flow needed to extinguish foreign production of good X.

Given K, the rental rate of capital is still equalized internationally,



but any further inflow of this factor would raise r* above T by the Law

of Diminishing Marginal Productivity. Thus, K is the only Tevel .of

capital inflow consistent with equilibrium,

To determine the export subsidy's impact on employment and welfare,
we therefore start with free trade and assume (without loss of
generality) a capital inflow of K, which will not be affected by the
policy action. Our basic model can thus be stated as follows, given the
conyentional assunption that the subsidy is financed in lump-sum

fashion:

e(p, u) = g(p, K, L) - 7K + sx(p, u, K, L), (1)
e*(p - s, u*) = g*(p - s, K) + rK, (2)
x(P, u, K, L) + x*(p - s, u*, K) = 0, (3)

where s is the specific subsidy (in terms of good Y) imposed on home
exports of good X, and hence p* = p-s;uis the level of home welfare;

L is the level of home employment; e, g and x respectively are the home
country's expenditure function, revenue function and compensated excess-
demand function for good X;7 and asterisks indicate the corresponding
symbols of the foreign country.8 |

Taking total differentials in equations (1) through (3), we find

that



— - =1 . - -~
-w - st 1 - X, 0 dL X
0 0 1] |du | = [x* |ds, (4)
* * *
xL xu xu du xp

where subscripts of a function indicate partial derivatives (e.g.,

X, =3 x/3 u and xJ = 3 X*/3 u*); e, = eJ = 1 at the initial position,

- because marginal utilities there are set at unity, without loss of

generality; and we have used the well-known properties that e; - g; = x*

and g = W.

Using Cramer's Rule, we can solve equations (4) to find that

dL (1 - qu)x; - XX

- . - ~
du (xL + wxu) (w + st)xp *xx ds, (5)
du* (xL + wxu)x*

where the uncompensated import-demand function for good X in the foreign
country is X*(p - s, K) = x*[p - s, v*(p - s, K), K], with v*(p - s, K)
being a type of indirect utility function obtained by solving for u* in
equation (2); and §B = xf - x*xy from the Slutsky decomposition.

To investigate the effects of a "small" subsidy?®, we may set s = 0

in equations (5), thereby obtaining

~*-
(xp xxu)

ds (xL + wxu)



du _ (wx* + xxL)

p P ., (7)
3 (xL + wxu)
d*
QU oo, (8)
ds
When considering these equations, note that: x = - x* <0, since the

home economy is exporting good X; X, > 0, because we assume that neither
good is inferior in home consumption; YB <0, given a well-behaved offer
curve for the foreign country; and 0 < X| s which is simply minus tﬁe
Rybczynski effect that a labour employment increase has on home

production of good X.

>
0asm- n* 3z 0; where

AV

As we can see from equation (6), dL/ds
n* =z - p*?B/x*, which is the uncompensated price elasticity of foreign
import demand for good X; m = ﬁxu/eu, which is the home country's
marginal propensity to consume this good; and, at the initial
equilibrium, p* = p (since s = 0 there) and e, =1 (as assumed above).
In other words, the subsidy raises employment if and only if we satisfy
the well-known condition for the Metzler Paradox in the traditional
flexible-wage model without international capital mobility.10 This
condition in the traditional model would ensure that a subsidy on exports

of good X paradoxically lowers the home relative price of this product,



by creating an excess world demand for good Y at constant home prices.

In the present minimum-wage model, however, this excess demand for the
labour-intensive good would raise employment instead.ll If the Metzler
Condition is considered to characterize the “"perverse" case, then the
subsidy-induced inflow of foreign capital would "normally" be expected to
accompany a reduction in home employment.

Although the subsidy's impact on employment cannot be unambiguously
signed, we immediately see from equation (7) that du/ds <0. Thus, even
if the subsidy leads to an expansion in employment, this possible benefit
is never large enough to offset the subsidy-induced deterioration in the
terms of trade. In other words, the overall result of this policy is a
decline in national welfare of the home country.

From equation (8), however, we know that du*/ds > 0. This necessary
improvement in the foreign country's welfare is not surprising, since the
subsidy simply improves this country's terms of trade.

Because a subsidy to induce a capital inflow causes an unambiguous
deterioration in home welfare and normally leads to a decline in
employment, a natural question to ask is whether the minimum-wage economy
can gain from trade policy designed to generate an outflow of capital.
The simplest way to explore this question, without having to replace the
foregoing set of equations (1) through (8), is to let X (instead of Y) be
the labour-intensive good that the home country is initially exporting in
the laissez-faire equilibrium. A subsidy on exports of good X reduces
the relative foreign price of this product below p to p - s as before;

but this reduction now pushes r* above r (given the assumed change in
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relative factor intensities of the two goods), thereby attracting home
capital into the foreign country. Thus, K is now negative at its
equilibriun level K. At the same time, the Rybczynski effect - X
becomes positive (under the new factor-intensity ranking), and the
expression X + ﬁxu is correspondingly negative.12

Under these circumstances, equation (6) can be manipulated (in

A v
o
.

essentially the same way as before) to show that dL/ds % 0as n*-m

Thus, in contrast to our previous case, a rise in employment is the
normal result of subjecting exports to a subsidy that generates an
outflow of home capital.

As might therefore be surmised, this subsidy may now raise home
welfare. Since the numerator of equation (7) is equivalent to
- (wn* + BxL)x*/ﬁ, we would have du/ds > 0 if (for example) the foreign
offer curve is sufficiently elastic (i.e., n* is sufficiently large).

At the same time, in view of equation (8), du*/ds > 0 as before. In
other words, an export subsidy imposed by the home government always
raises foreign welfare, regardless of the relative factor intensity of
home exports and irrespective of the direction of subsidy-induced
movements of capita1.

As the above results suggest, using trade policy to attract foreign
capital is always welfare-inferior and normally employment-inferior to a
laissez-faire strategy. Ironically, moreover, we saw that there are

normally employment gains and possibly welfare improvements to be had
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from a trade subsidy that induces an outflow of capital from the
minimum-wage economy. Under either the inflow-attracting or

outflow-generating policy, however, the foreign country benefits

unambiguously.

I1V. Subsidizing Foreign Investment

Suppose instead that the home govermment implements a subsidy on
inflows of foreign capital, while pursuing free international trade in
goods. When this subsidy is added to r, the total return to foreign
capital inflows exceeds r* (still equal to r since p* = p). As before,
the resultant inflows must eventually lead one country to specialize
completely in production. Once again, we assume that the foreign country
ceases to produce the capital-intensive good X, while home production
remains diversified.

In equilibrium, we must have I+ g = r*, where o is the specific
subsidy (in terms of good Y) on inflows of foreign capital. This
equality implies that K is a monotonic increasing function k(o) of o,
since the Law of Diminishing Marginal Productivity ensures that r* is a
monotonic decreasing function of the quantity of capital utilized within
the foreign economy. Thus, our basic model can be respecified as

follows:

e(p, u) = g[p, k(a), L] - (r + o)k(o), (9)



12
e*(p, u*) = g*[p, k(o)] + (F + a)k(o), (10)
x[p, u, k(g), L] + x*[p, u*, k(o)] = 0. (11)

Taking total differentials in these three equations, while recalling
that foreign output of good X remains constant at zero (in which case

xE =0), we find that

o 01 ol [Fr-oxl
0 0 1| |du}-= k do , (12)
_xL xu x_'ﬁ_ iiu’: _— ka _

where k' = dk/ds . Equations (12) can be solved by Cramer's Rule to

obtain

1] - * o ‘
dL (k + o k )xu kxu ka
du (xL + v?xu) = |- (k + o k' )xL - ﬁ(kxﬁ + xek')fdo . (13)
du* (XL + qu)k

To investigate the effects of a small subsidyl3, set ¢ =0 in

equations (13), which thus give

Ao
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dL [(xu - x;)k - ka'] (14)

— ’

do (XL + wxu)

=[x+ Wk + wxk! ]

_d_U_ = - ’ (15)
do (xL + wxu)

*
du* _ . (16)
do

Note that k' > 0, since K is a monotonic increasing function of ¢ ; and

Xy <0 by the Rybczynski Theorem.

If Xy > xﬁ in equation (14), then dL/de > 0. In this case, the
subsidy payments transferred from the home to the foreign country tend to
create an excess world supply equal to (xu - xz)k in the market for good
X, because the marginal propensity to consume this good is lower in the
(transfer-receiving) foreign economy than in the (transfer-giving) home
country. This excess supply is increased by the amount - ka', due to
the subsidy-induced inflow of capital. To clear the world market for
good X, we thus need a rise in employment. Alternatively, if Xy < x;,
there might be an excess world demand for this good, requiring a fall in
employment. The present possibility of a rise in employment does not
appear to be associated with any obviously paradoxical condition, in
contrast to what we saw in the case of an export subsidy that induced an

inflow of foreign capital within the previous section.
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According to equation (15), the sign of du/do cannot be
unambiguously determined. Intuitively, although the subsidy payments to
foreign capital detract from home income, employment may rise for reasons
discussed above. Thus, unlike the subsidy on exports of the
capital-intensive good in the previous section, the present subsidy on
foreign investment may indeed raise home welfare.

In view of equation (16), du*/do > 0. From the foreign perspective,
the home country's subsidy is simply a transfer payment, whose size
depends on the amount of foreign capital invested at home. Thus, as in
the previous section, the foreign country can only gain from the home
subsidy.

If a subsidy is put instead on outflows of home capital, we end up
having k negative with foreign specialization complete in the
capital-intensive good. To analyze this scenario without replacing
equations (9) through (16), simply let o now be negative (so that a fall
in it represents a rise in the subsidy), and respecify Y again as the
relatively capital-intensive good (so that r* is still capital's marginal
product in the industry operating abroad). Given the respecified
factor-intensity ranking, XL + Gxu becomes negative as before, Xy
reverses its sign to become positive in view of the Rybczynski Theorem,
and X * Qxa is now negative.l* Note, however, that k' remains
positive.

Thus, if X, > x: in equation (14), then dL/d(-0) <0, meaning that

the subsidy now Towers employment in contrast to what happens under the
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opposite factor-intensity ranking. On the other hand, when X, < xﬁ, the
subsidy-induced change in employment is ambiguous in sign as before.

From equation (15), we see that du/d(-o) <0, meaning that the
subsidy must diminish home welfare. Intuitively, this policy lowers r*
below r and hence reduces the repatriation of earnings by the initial
stock of capital invested abroad. Evidently, this negative impact on
welfare must outweigh any possible gain in employment. The present
unambiguous conclusion regarding the subsidy-induced change in home
welfare contrasts with the (ambiguous) result obtained under the previous
factor-intensity ranking.

From the viewpoint of the foreign country, however, the subsidy is
beneficial as before. As we can see from equation (16), du*/d(-o¢) > O.

Thus, in comparing subsidies on foreign investment with those on
international trade, we observe some differences and some similarities.
As far as employment is concerned, the effects of a trade subsidy
normally depend only on whether capital flows in or out, whereas the same
thing cannot be said for an investment subsidy (if Xy < xﬁ). Regarding
home welfare, the effect is negative or ambiguous when an inflow of
foreign capital results from a subsidy on international trade or
investment, respectively; but these conclusions must be interchanged when
the subsidies induce outfiows of home capital. In the case of foreign
welfare, however, either type of subsidy has a positive impact,

regardless of the direction in which capital is induced to move.
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V. Optimal Policy

Let us now examine how taxes (subsidies) on international trade and
investment can be simultaneously chosen to provide the minimum-wage
country with its highest attainable level of welfare. (As we shall see,
a third instrument will also be part of the optimal policy package. )

Once again, home production will be assumed to remain diversified,
whereas the foreign economy at the policy-induced equilibriun will
produce only good Y and hence import X. For the sake of concreteness,
moreover, our analysis will focus on the case in which X is the
relatively capital-intensive good and the optimal flow of capital is from
the foreign to the home country, although the discussion could be readily
adapted for other circumstances.

The policy problem for the home government is to maximize U(Cx, Cy)

by choosing Qx’ p* and K subject to the following constraints:

()
n

QX - ;*(p*s K) ’ (17)

(g}
1]

[o (1 +K) - 8Q] + px*(p*, K) - RKK)K , (18)

where U is the home country's social welfare function, assumed to be
strictly quasi-concave with positive marginal utilities; Cx and Cy are
the home consumption levels of goods X and Y, respectively; QX is home

output of good X; r* may be expressed as a monotonic increasing function

«
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R(K) of K, for reasons given above; the home endowment of capital is set
equal to 1 by choice of units; o represents the average product of
capital in producing good Y at home; and 8 is the ratio of a to the
average product of capital in good X within the home economy. As we know
from Brecher (1974b), the expression in square brackets on the right-hand
side of equation (18) gives the output of good Y along the minimum-wage
product-transformation curve, which is a Rybczynski line (for changes in
labour employment) whose intercept (a) and slope (B) a}e fixed by w.

The first-order conditions for this maximization may be expressed as

follows:

q=28, (19)
q-p* = 21 s (20)
*
*p
a-r*=1[1-(q- p*)x;]KR' , (21)

where q = Ux/Uy’ which gives the consumer price ratio at home;

R' (= drR/dK) > 0, since R is a monotonic increasing function of K; and,

in view of Kemp's (1966) calculations, YE = xEKR' since we now set ea =1

at the optimal (rather than initial) equilibrium. Recall, moreover, that

?; <0, x* >0 and K > 0 under present assumptions. An examination of
equations (19) through (21) will now enable us to characterize the

optimal policy package.
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The Rybczynski 1ine for labour is known to be steeper than the
domestic price line for producers, when goods X (capital-intensive) and Y
‘(1abour-intensive) are measured on the horizontal and vertical axes,
respectively. In other words, B > p. This inequality and equation (19)
imply that q > p. Thus, the optimal equilibriun requires a tax (equal to
q - p >0) on production of good X.

From equation (20), q <p*. Thus, we need also an optimal tax (of
p* - q > 0) on exports of good X. This call for a tax (rather than
subsidy) on trade holds as well for the full-employment case analyzed
previously by Kemp (1966) and Jones (1967) and more recently by Brecher
(1983) and Brecher and Feenstra (1983).

Given equation (21), r - r* is equivalent to
r-a+[l-(q-p*)x*KR'. In this expression: r - a <0, because the
average exceeds the marginal product of capital; whereas
[1-1(q- p*)x;]KR' > 0, since q falls short of p* as we derived above.
Thus, r - r* is ambiguous in sign, implying that the optimal policy
toward foreign investment may be either a tax (equalling r-r*>0)ora
subsidy (of r* - r > 0) on inflows of capital from abroad. This
ambiguity does not apply to the full-employment case, in which foreign
investment should be taxed under our assumption about specialization
abroad.15

It is worth remarking also that the optimal policy package for a
ful 1-employment economy involves the simultaneous application of only
two instruments, as opposed to the three required in the minimum-wage
case. The extra policy in the presence of the wage floor is needed to

eliminate the laissez-faire distortion between the consumer's domestic
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rate of substitution, q (= p), and the producer's domestic rate of
transformation g8 (> p).16 Of course, if the minimum-wage economy were
able to subsidize the hiring of labour directly, unenployment could be
entirely eliminated, and the rest of the optimal policy package would be

the same as for the full-employment case.

VI. Conclusion

The present paper has re-evaluated the costs and benefits of
policy-induced inflows of capital from abroad, after adapting the
standard trade-theoretic model to include minimum-wage unemployment
within the policy-imposing country. The analysis has reconfirmed earlier
reservations about the welfare effects of using trade policy to attract
foreign capital, and has added to these reservations by showing that the
capital inflows would normally correspond to a drop in employment.
Ironically, moreover, employment gains would normally result if trade
policy is adjusted to cause an outflow of home capital, in which case
welfare might also improve. Alternatively, when international capital
movements are induced instead by a direct subsidy on inflows or outflows
of this factor, the employment effects are generally ambiguous in sign,
whereas the welfare consequences are negative in the case of capjtal
outflows but ambiguous for inflows. Although policy applied solely to
either international trade or foreign investment may be incapable of
improving home welfare, both types of instruments can be simultaneously
applied to obtain an optimal policy package, which includes also a

production tax.
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Footnotes

1. Although Mundell's paper is remembered mainly for its proposition

about substitutability between international commodity and factor

movements, see also his section entitled "An Argument for Protection?”.

2.  Hamada's article and the article by Minabe draw attention to a

related contribution of Uzawa (1969).

3. For the quite different consequences of foreign investment in the

presence of an import quota (instead of a tariff), however, see Buffie

(1985) and Dei (1985).

4. Although MacDougall (1960) did provide a few concluding comments on
the employment gains from inflows of foreign capital, these comments were

not related to the question of tariff policy.

5. Earlier analyses of departure from the standard flexible-wage

ful 1-employment assumption have been provided by Haberler (1950) , Johnson
(1965), Bhagwati (1968a), Findlay (1973, chapter 5) and Lefeber (1971).
More recent treatments include, for example, Krueger (1977),

Schweinberger (1978) and Neary (1985).

6. If we dropped our assumption that technology is identical for the

two countries, generally at most one of them would be diversified in
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production at the free-trade mobile-capital equilibrium, since only by
chance would r* = T when p* = p under global diversification in this
case. Nevertheless, relaxing the identical-technology assumption would
not essentially affect our main results below, because they too involve

completely specialized production for one country in the policy-induced

equilibriun,

7. The properties of these functions are well known from duality
theory; see, for example, the recent textbook by Woodland (1982). The
value of x is negative when the home country exports good X (as in the
present subsidy-induced equilibrium), but positive if the country imports
this good (as in our laissez-faire situation described in Section II

above) .

8. Because the foreign use of labour remains constant at the
full-employment level, it has been suppressed (without consequence) from

the set of argunents of the g* and x* functions.

9. A "arge" subsidy would have qualitatively the same effects,
provided that we assume 1 - X, > 0; where this inequality is simply the
well-known Vanek (1965)-Bhagwati (1968b)-Kemp (1968) condition needed to
ensure a unique value of x for each world price ratio along the

subsidy-inclusive offer curve of the home country.

10. Kemp (1969, p. 96) provides a general statement of the Met zler

Condition that, in present notation, may be expressed (for a specific
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subsidy instead of an ad valorem tax on trade) as

mp*/(p* + s) - (1 - SXu)n* > 0 and simplified (for our small subsidy) to

m-n*>00

11. Thus, trade policy's impact on employment in the presence of
international capital mobility is qualitatively the same as what Brecher
(1974a) found for the case in which capital does not move between

countries.

12. This expression is the change in x for a small increase in L (given
p and E) under free trade, as may be readily verified by notingvthaﬁ
du/dL = w when s = 0 in equation (1). Now that X is the labour-intensive
good, an increase in employment lowers excess demand for this (normal)

commodity.
13. Qualitatively the same effects would hold for a large subsidy.

14. To verify this last point, begin with the well-known facts that

px, vy = - W and pxa + y: = 1; where y[p, u, k(o), L] and

y*[p, u*, k(o)] are the compensated excess-demand functions for good Y at
home and abroad, respectively., Given these facts,

X, + ﬁxﬁ = - (yL + ﬁyﬁ)/ﬁ, which is negative because y > 0 (by the

L
Rybczynski Theorem) and y; > 0 (given normality in consumption).

15. If both countries were diversified at the optimum, the function R(K)

intequation (18) would be respecified as R(p*) with R' = dR/dp* >0, and
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the right-hand sides of equations (20) and (21) would be replaced
respectively by (x* - KR')/?; and (q - p*)?ﬁ. In this case, it might be
optimal to subsidize both international trade and foreign investment

simultaneously, in contrast to what Jones (1967) has shown for the

full-empl oyment model,

16. The point made in this and the next sentence have been established

by Brecher (1974b) in the absence of international capital mobility.
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