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Abstract

This paper develops a tractable version of a two-sector open economy model with
search frictions in order to account for the relative wage and the relative price effects
of higher productivity growth in tradables relative to non tradables. Using a panel
of eighteen OECD countries over the period 1970-2007, our estimates reveal that a 1
percentage point increase in the productivity differential between tradables and non
tradables lowers the non traded wage relative to the traded wage (relative wage) by
0.22% and appreciates the relative price of non tradables by 0.64%. While the decline
in the relative wage reveals the presence of mobility costs preventing wage equalization
across sectors, the relative wage responses to a productivity differential display a large
dispersion across countries, thus suggesting that labor market frictions vary substan-
tially across OECD economies. Using a set of indicators capturing the heterogeneity
of labor market frictions across economies, we find that the relative wage significantly
declines more in countries where labor market regulation is more pronounced. These
empirical findings can be rationalized in a two-sector open economy model with search
in the labor market as long as we allow for an endogenous sectoral labor force partic-
ipation decision. In line with our estimates, our quantitative analysis reveals that the
relative wage falls more in countries where unemployment benefits are more generous,
firing cost is high, the worker bargaining power is large. When calibrating the model to
each OECD economy, our numerical results reveal that the model predicts the relative
wage response fairly well, and to a lesser extent the relative price response.
Keywords: Productivity growth; Sectoral wages; Relative price of non tradables;
Search theory; Labor market institutions
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1 Introduction

Over the last fourty years, both advanced and emerging economies have experienced struc-
tural shocks driven by globalization and differential rates of technological progress. Ac-
cording to the conventional wisdom, trade liberalization and technological change biased
toward the traded sector should be followed by intersectoral labor shifts. Labor reallocation
would in turn gradually arbitrage away spatial and sectoral differences in wages. However,
empirical findings cast doubt over the assumption of perfect labor mobility. Wacziarg and
Wallack [2004] find that trade liberalization leads to little or no inter-industry worker reallo-
cation, thus suggesting large switching costs across sectors. Only recently have researchers
begun measuring mobility costs across sectors or regions. Adopting a structural empirical
approach, Artug et al. [2010], Dix-Carneiro [2014], Dix-Carneiro and Kovak [2015], Lee and
Wolpin [2006] find substantial barriers of mobility and that wages are not equalized across
sectors or regions neither in the short run nor in the long run. Despite the significance of
limited labor mobility across sectors, only very few attempts have been made to investigate
the consequences of higher productivity of tradables relative to non tradables when workers

1 By assuming that the labor markets are subject to search

experience switching costs.
frictions, this paper analyzes the long-run adjustment in the non traded wage relative to
the traded wage (relative wage hereafter) following technological change biased toward the
traded sector and proposes to disentangle quantitatively the implications of labor market

institutions.

The literature analyzing the effects of technological biased toward the traded sector
mostly focuses on the long-run movements in the relative price of non tradables.? The
reason is that the standard theory attributed to Balassa [1964] and Samuelson [1964] (BS
hereafter) imposes the assumption of perfect mobility of labor across sectors so that the
sectoral wages must equalize. However, our evidence for 18 OECD countries shows that

higher productivity in tradables relative to non tradables tends to lower the relative wage

'To our knowledge, only two papers investigate the implications of higher productivity of tradables
relative to non tradables by relaxing the assumption of perfect labor mobility. Lane and Milesi-Ferretti
[2004] develop an open economy setup where the output of tradable good is an endowment which implies
that labor is not mobile between the two sectors. In line with their model’s predictions, the authors find
empirically that in the long run, improving net external positions are associated with appreciating real
exchange rates. Cardi and Restout [2015] show that the neoclassical open economy model with tradables
and non tradables can account for the relative price response to higher productivity of tradables relative to
non tradables found in the data as long as there is a difficulty in reallocating labor across sectors. Their paper
differs from this one in two important dimensions. First, in the present contribution, we estimate empirically
the impact of labor market institutions’ indicators such as firing cost, the generosity of the unemployment
benefit system or the worker bargaining power in the determination of the relative wage response to higher
productivity of tradables relative to non tradables. Second, the authors produce imperfect mobility of
labor by introducing limited substitutability in hours worked along the lines of Horvath [2000]. While this
approach allows the authors to estimate precisely the parameter capturing the extent of labor mobility for
each country of their sample, it has the disadvantage to prevent the analysis of the role of labor market
institutions by abstracting from search frictions.

2De Gregorio et al. [1994], Canzoneri et al. [1999], Kakkar [2003], Lane and Milesi-Ferretti [2002]
document a strong and positive relationship between the relative price of non tradables and differential
rates of technological progress.



of non tradables over the period 1970-2007 in all economies of our sample, and more so
in countries where the labor market regulation is more pronounced. We show that these
findings can be rationalized in a two sector open economy model with search in the labor

markets as long as we allow for an endogenous sectoral labor force participation decision.

To set the stage of the quantitative analysis, we first assess empirically the effects of
technological change biased toward the traded sector on both the relative wage and the
relative price of non tradables.® Because all variables are non stationary, we have recourse
to cointegration methods. Our estimates reveal that a 1 percentage point increase in the
productivity of tradables relative to non tradables lowers the relative wage by 0.22% and
appreciates the relative price by 0.64% for the whole sample. The long-run decline in the
relative wage suggests the presence of labor market frictions preventing wage equalization
across sectors. Moreover, when assessing the effects of technological change biased toward
the traded sector at the country level, we find that estimates display a large dispersion across
countries, thus suggesting a substantial heterogeneity of labor mobility costs between the
economies of our sample. Using a set of indicators to capture the extent of labor market
frictions, we find that the decline in the relative wage is more pronounced in countries where
the unemployment benefit scheme is more generous, legal protection against dismissals is

stricter, or the worker bargaining power measured by the bargaining coverage is larger.

In order to account for our evidence, we put forward a variant of the two-sector open
economy model with tradables and non tradables and search in the labor market along with
an endogenous labor force participation decision in the lines of Shi and Wen [1999].% Like
Alvarez and Shimer [2011], imperfect mobility across sectors arises because searching for a
job in one sector is a time-consuming and thus a costly activity. In our model, the elasticity
of labor supply at the extensive margin plays a pivotal role because it measures the extent
of workers’ moving costs: the smaller the elasticity of labor supply, the larger the switching
cost, and thus the lower the degree of labor mobility across sectors.” Conversely, when we
let the elasticity of labor supply tend toward infinity, the case of perfect labor mobility is
obtained in the long-run, as assumed by the standard BS model, so that the relative wage

remains (almost) unaffected by technological change biased toward the traded sector, in

3We find it important to estimate the relative price effect of differential rates of technological progress
in two respects. First, since our paper is closely related to the BS literature, such an analysis highlights the
deviations from the standard predictions of the BS effect. Second, the relative price and relative wage are
intertwined into each other as will be clearer when detailing the transmission mechanism.

“Our framework also builds upon Merz [1995], Andolfatto [1996]. In contrast to Merz [1995], Andolfatto
[1996], Shi and Wen [1999] who construct dynamic general equilibrium models of a closed economy with
labor markets characterized by search frictions, we abstract from physical capital accumulation and consider
an open economy setup with tradables and non tradables. While our model is also closely related to Heijdra
and Ligthart [2009], we construct a two-sector open economy model with an endogenous sectoral labor force
participation decision which allows us to emphasize the role of imperfect mobility of labor.

®We consider an endogenous sectoral labor force participation decision by assuming that representative
household members experience disutility from working and searching efforts in each sector. Relocating hours
worked from one sector to another is costly as the representative household must incur a searching cost for
a job in this sector; such utility loss may capture sector-specific human capital and/or geographical mobility
costs. Thus, in contrast to Matsuyama [1992] who assumes the irreversibility of the career decision, workers
can move between sectors, at some cost though.



contradiction with our empirical findings. While letting the elasticity of labor supply take
intermediate values implies that the relative wage may fall, the size of its decline depends
on the degree of labor market regulation as well. More specifically, because hiring is also
a costly activity which depends on labor market institutions, firms may be reluctant to
raise substantially the number of job vacancies. Intuitively, our model predicts that firms’
hiring in the traded sector is more elastic to technological change in countries where the
unemployment benefit replacement rate is higher or the worker bargaining power is larger.
Consequently, the rise in the traded wage is more pronounced which results in a larger
decline in the relative wage of non tradables. Our model also predicts that firms’ hiring
in the non traded sector is less elastic to productivity growth in countries where the firing
cost is larger. Hence, the relative wage falls more because the non traded wage rises by a

smaller amount following productivity gains.

To shed light on key factors determining the long-run adjustment in the relative wage
and the relative price, we analytically break down the responses into two components: i)
a labor market frictions channel (keeping net exports fixed), and ii) a labor accumulation
channel triggered by the long-run adjustment in net exports. First, the model can account
for the decline in the relative wage through the labor market frictions channel only if the
elasticity of substitution for consumption between traded and non traded goods is larger
than one. Intuitively, technological change biased toward the traded sector stimulates hiring
in the traded sector since only in this case does expenditure on tradables rise relative to
expenditure on non tradables. Conversely, an elasticity smaller than one raises the relative
wage by increasing the share of non tradables in expenditure which has an expansionary
effect on hirings in the non traded sector. Second, while the model cannot produce the
decline in the relative wage found in the data through the labor market frictions channel
when the elasticity of substitution is smaller than one, technological change biased toward
the traded sector also exerts a negative impact on the relative wage by raising net exports
in the long-run. The reason is that higher productivity induces firms to hire more. Because
recruiting workers is a costly activity, the open economy runs a current account deficit to
finance labor accumulation. While the open economy decumulates traded bonds along the
transitional path, the trade balance must improve in the long-run for the intertemporal
solvency condition to hold. Hence, through the labor accumulation channel, the demand
for tradables always rises which induces traded firms to hire more, thus driving down the
relative wage.

While the relative wage response is ambiguous when the elasticity of substitution be-
tween traded and non traded goods is smaller than one, our quantitative analysis reveals
that, for our baseline calibration, the labor accumulation effect always more than offsets
the labor market frictions effect so that the relative wage falls. Moreover, in line with our

evidence, our sensitivity analysis reveals that the relative wage falls more in countries where



the labor market is more regulated. More specifically, we find numerically that raising the
unemployment benefit replacement rate or the worker bargaining power leads to a larger
decline in the relative wage because in this case, net exports rise by a larger amount. In-
tuitively, such economies are characterized by a low labor market tightness which makes
hiring more profitable following higher productivity. As a result, recruiting expenditure
rise more, thus resulting in a larger current account deficit which must be matched in the
long-run by a greater improvement in the balance of trade. Hence, the labor accumulation
effect exerts a larger negative impact on the relative wage. The sensitivity analysis also
reveals that the decline in the relative wage is more pronounced when increasing the firing
cost because the non traded wage increases less. Intuitively, as the positive wealth effect
lowers aggregate labor supply while non traded firms experience relatively low productivity
gains, non traded establishments are shrinking; thus, non traded firms must pay a firing
cost on reducing employment which in turn moderates the positive effect of higher produc-
tivity on hiring. While the labor accumulation effect is almost unchanged, the labor market
frictions effect exerts a smaller positive impact on the non traded wage in countries where
legal protection against dismissals is stricter so that the relative wage falls more following

technological change biased toward the traded sector.

The final exercise we perform is to compare the responses of the relative wage and
relative price for each OECD economy in our sample to our empirical estimates. To do so,
we allow for two sets of parameters to vary across countries: the elasticity of substitution
in consumption between tradables and non tradables and the labor market parameters that
we estimate for each economy. It is found that the model predicts the relative wage decline

pretty well and to a lesser extent the rise in the relative price.

Our paper is at the cross-roads of two strands of the literature investigating the adjust-
ment of open economies to structural shocks. First, it is closely related to the BS theory
which has been renewed recently, notably by Bergin et al. [2006], Ghironi and Melitz
[2005]. These two papers relax the assumption of perfectly competitive goods market and
show that heterogenous productivity among firms and/or entry and exit of firms amplifies
the effect of higher productivity in tradables relative to non tradables on domestic prices.®
In our paper, we consider imperfectly competitive labor markets and show that labor mar-
ket frictions moderate the appreciation in the relative price of non tradables triggered by
a productivity differential between tradables and non tradables by reducing the relative

wage of non tradables. In this respect, our study can be viewed as complementary to the

small but growing literature which investigates the quantitative implications of barriers of

5Ghironi and Melitz [2005] show that higher traded productivity triggers firm entry which stimulates
labor demand, raises wages and thus increases traded prices, which amplifies the rise in domestic prices
commonly induced by the appreciation in the price of non traded goods. According to Bergin et al. [2006],
technological change biased toward the traded sector induces the least productive firms in the traded sector
to cease exporting; as a result, the share of non tradables in the economy increases, thus amplifying the
effect of the appreciation in the relative price of non tradables on domestic prices.



mobility following trade shocks, e.g., Kambourov [2009] and Cosar [2013].7 We contribute
to this literature by quantifying the impact of labor market institutions on sectoral wages
following technological change biased toward the traded sector.

The remainder of the paper is organized as follows. In section 2, we provide evidence
on the relative wage and relative price effects of higher productivity in tradables relative
to non tradables in the long run. In section 3, we develop an open economy version of
the two-sector model with both imperfect mobility of labor arising from searching efforts
and unemployment arising from matching frictions in both sectors, and characterize the
long-run equilibrium graphically. Section 4 analytically breaks down the relative price and
relative wage responses to a productivity differential between tradables and non tradables.
In section 5, we discuss numerical results and investigate the ability of the model to replicate
our empirical findings for each OECD economy. Section 6 summarizes our main results and

concludes.

2 Empirical evidence

In this section, we revisit empirically the effects of technological change biased toward the
traded sector by focusing on the relative wage and the relative price responses. We denote
the level of the variable in upper case, the logarithm in lower case, and the percentage

deviation from its initial steady-state by a hat.®

2.1 Revisiting the Relative Wage and Relative Price Effects of Techno-
logical Change Biased toward the Traded Sector

To set the stage for the empirical analysis, we revisit the theory that Balassa [1964] and
Samuelson [1964] developed fifty years ago to explain the appreciation of the relative price
of non tradables following higher productivity growth in tradables relative to non tradables.
While the original BS framework assumes perfectly competitive labor markets, we relax this
assumption which allows us to highlight the implications of labor market frictions.

As it is commonly assumed, the country is small in terms of both world goods and
capital markets, and thus faces an exogenous international price for the traded good PT+*.
We assume that the law of one price holds so that PT = PT* and normalize the price of
the traded good on world good markets to unity. Each sector produces Y7 by using labor,

L7, according to a linearly homogenous function:

Y = AL, (1)

"Developing and calibrating general equilibrium sectoral models of a small open economy with sector
specific human capital, both Kambourov [2009] and Cosar [2013] find that human capital is a substantial
barrier mobility along with firing costs for the former and search frictions for the latter.

8Summary statistics of the variables used in the empirical analysis, additional empirical results, and more
details on the model as well as the derivations of the results which are stated below are provided in a Technical
Appendix which is available at http://www.beta-umr7522.fr/productions/WP/mainwp.php?y=2016.



where A7 represents the labor productivity index. In order to explore the implications of
labor market frictions for the relative wage and the relative price, we must introduce some

notations that will be useful later.

Because firms face a cost by maintaining job vacancies, they receive a surplus equal
to the marginal revenue of labor Z7 less the product wage W/. Symmetrically, so as to
compensate for the cost of searching for a job, unemployed workers receive a surplus equal
to the product wage less the reservation wage sz- We denote by ¥/ the overall surplus
created when a job-seeking worker and a firm with a job vacancy conclude a contract. The
overall surplus is equal to the difference between the marginal revenue of labor and the
sectoral reservation wage:

v == - Wy, (2)

where 2V = PAN and =7 = AT. Denoting by 67 the labor market tightness in sector 7,
defined as the ratio of job vacancies to unemployed workers, the change of the reservation
wage in percentage is proportional to the labor market tightness, i.e., uﬂ% =7 W{%éj where
X’ represents the share of the surplus associated with a labor contract in the marginal benefit
of search. Intuitively, when firms post more job vacancies, the labor market tightness rises

which increases the probability of finding a job and thus the reservation wage.

The product wage W7 paid to the worker in sector j is equal to the reservation wage

Wé plus a share ayy of the overall surplus W/:
Wi = aw¥ + Wi, (3)

where the worker bargaining power aypy is assumed to be symmetric across sectors. Sub-
tracting the traded wage from the non traded wage by using (3), and differentiating leads
to an equation that relates the change in the relative wage of non tradables to the growth
differential between sectoral labor market tightness and surpluses:

. . Wr (4 - aw¥ /- .

N —af = X (07 - 6Y) - = (6T —0Y) (4)
where we assume that initially W7 ~ W and y/ Wfé ~ xWpg and ¥/ ~ ¥ to ease the
interpretation. In a model abstracting from labor market frictions, as the standard BS
model, searching for a job is a costless activity so that ¥ and y are nil; hence sectoral wages
rise at the same speed. Conversely, in a model with labor market frictions, technological
change biased toward the traded sector may lower the non traded wage relative to the traded
wage. The reason is as follows. First, as captured by the first term on the RHS of (4), higher
productivity growth in tradables relative to non tradables induces traded firms to recruit
more than non traded firms; because agents experience a utility loss when increasing the
search intensity for a job in the traded sector, traded firms must increase wages to attract
workers as reflected by the rise in the ratio 67 /6. Moreover, as shown by the second term

on the RHS of (4), by raising U7 /W technological change biased toward the traded sector



lowers the non traded wage relative to the traded wage. Intuitively, searching for a job is
time consuming and a higher W7 /U covers the increased cost of this activity, the worker

obtaining a share equal to ayy.

When a labor contract is concluded with a worker, the representative firm in sector j
receives the marginal revenue of labor Z/ which must cover the recruiting cost plus the

dividend per worker equivalent to (1 — ayy) U7 and the wage rate paid to the worker:

== (1-aw) W + Wi, (5)

Subtracting Z7 from ZV

, and differentiating, we obtain a relationship between the relative
price growth and the growth differential between sectoral productivity gains, wages and
surpluses:

~ T—&N+

p=a K(wN_wT)_(l—aW)‘I’<@T_¢N>7 (6)

—_ —_
— —
— —

where we assume that initially &/ ~ =, W/ ~ ¥, and W7 ~ W. According to (6), when
abstracting from labor market frictions, sectoral surpluses are nil while sectoral wages
increase at the same speed; as a result, the relative price of non tradables must appreciate
by the same amount as the productivity differential. Unlike, in a model with labor market
frictions, as captured by the second term on the RHS of (6), the relative wage of non
tradables falls because traded firms have to pay higher wages to compensate for the workers’
mobility costs. Moreover, as shown by the third term on the RHS of (6), since traded firms
recruit more than non traded firms, the hiring cost must be covered by an increase in
UT /N | the firm obtaining a share equal to 1 — ayy. Thus, by lowering the relative wage
of non tradables and increasing the hiring cost in the traded sector relative to that in the
non traded sector, the relative price of non tradables appreciates by less than 1% following

a rise in the productivity of tradables relative to non tradables of 1%.

The relative wage and relative price equations described by (4) and (6) respectively,
allow us to explain in what labor market frictions imply that sectoral wages may no longer
rise at the same speed and the elasticity of the relative price of non tradables w.r.t. the
productivity differential may be smaller than one. However, such conclusions are established
by abstracting from the goods market equilibrium which matters as long as labor is not
perfectly mobile across sectors. In section 4, we show that the full steady-state can be
solved for the relative price and the relative wage, i.e., P = PY/PT = P (AT, AN ) and
Q=wN/wT =0 (AT, AN ) Because all variables display trends, our empirical strategy
consists in estimating the cointegrating relationships with the productivity discrepancy

between tradables and non tradables.?

9While we have recourse to cointegration methods to estimate the relative price and relative wage effects
of higher productivity in tradables relative to non tradables as in Cardi and Restout [2015], the empirical
study in the present paper differs along several dimensions. First, we measure technological change with
sectoral labor productivity instead of sectoral TFP. Second, our dataset includes 18 OECD countries while
Cardi and Restout [2015] restrict their attention to a sample of 14 OECD economies. Third, the authors
show empirically that the relative wage falls more in countries with lower intersectoral reallocation of labor.



2.2 Data Construction

Before empirically exploring the relative price and relative wage effects of a productivity dif-
ferential, we briefly describe the dataset we use and provide details about data construction
below and in Appendix A as well. Our sample consists of a panel of eighteen OECD coun-
tries: Australia (AUS), Austria (AUT), Belgium (BEL), Canada (CAN), Germany (DEU),
Denmark (DNK), Finland (FIN), France (FRA), Ireland (IRL), Italy (ITA), Japan (JPN),
Korea (KOR), Netherlands (NLD), Norway (NOR), Spain (ESP), Sweden (SWE), United
Kingdom (GBR) and the United States (USA). Our sample covers the period 1970-2007
(except for Japan: 1974-2007), for eleven 1-digit ISIC-rev.3 industries.

To split these eleven industries into traded and non traded sectors, we follow the classi-
fication suggested by De Gregorio et al. [1994]. Agriculture, hunting, forestry and fishing;
Mining and quarrying; Total manufacturing; Transport, storage and communication are
classified as traded industries. Following Jensen and Kletzer [2006], we updated the clas-
sification of De Gregorio et al. [1994] by treating Financial intermediation as a traded
industry. Electricity, gas and water supply; Construction; Wholesale and retail trade; Ho-
tels and restaurants; Real estate, renting and business services; Community, social and

personal services are classified as non traded industries.!”

We use the EU KLEMS [2011] database which provides domestic currency series of
value added in current and constant prices, labor compensation and employment (number
of hours worked) for each sector j (with j = T, N), permitting the construction of price
indices p’ (in log) which correspond to sectoral value added deflators, sectoral wage rates
w’ (in log), and sectoral measures of productivities a/ (in log). The relative price of non
tradables at time ¢ in country ¢, p;, is the log of the ratio of the non traded value added
deflator to the traded value added deflator (i.e., p;; = pﬁ\ft — p;f':t). The relative wage wj; is
the log of the ratio of the non traded wage to the traded wage (i.e., w;; = w%—w{t). We use
sectoral labor productivities Ait to approximate technical change. Sectoral productivities
Ag}t at time ¢ in country ¢ are constructed from constant-price (domestic currency) series

of value added Yljt and hours worked L7, i.c., Ait = th / Lg,t'u

7,07

In the present contribution, we capture labor market institutions by using a set of three indicators and show
that the decline in the relative wage is more pronounced in countries with more regulated labor markets.

"De Gregorio et al. [1994], classify a sector as tradable if more than 10 percent of its total production
is exported. This classification has been updated by Jensen and Kletzer [2006] who use locational Gini
coefficients to measure the geographical concentration of different sectors and classify sectors with a Gini
coefficient below 0.1 as non-tradable and all others as tradable (the authors classify activities that are traded
domestically as potentially tradable internationally).

11t is worthwhile mentioning that our empirical results are robust to the measure of technological change
(sectoral labor productivity vs. sectoral TFP with alternative assumptions regarding the non tradable
content of investment expenditure), the classification of industries between traded and non traded sectors,
the measure of labor (number of hours worked vs. number of workers).



2.3 A First Glance at the Data

We begin by examining the data for the 18 OECD economies over the period 1970-2007.
Figure 1 plots the average relative price growth against the average relative wage growth
which have been scaled (i.e., divided) by the average productivity growth differential be-
tween tradables and non tradables. Quantitatively, the BS model predicts that a 1 percent-
age point increase in the productivity differential leaves unaffected the relative wage of non
tradables and appreciates the relative price of non tradables by 1%. Hence, according to the
BS model, all countries should be positioned at point BS along the X-axis with coordinates
(1,0). However, we find that all countries are positioned to the south-west of point BS.
Quantitatively, we find that a 1 percentage point increase in the productivity differential
is associated with a fall in the relative wage which varies between -0.02% for Belgium and
-0.41% for Denmark. Regarding the relative price, we find that its appreciation varies be-
tween 0.34% for Canada to 0.97% for Japan while Norway experiences a fall in the relative
price of non tradables due to the large increase of prices in traded industries such as 'Mining

and Quarrying’ (which accounts for about one fourth of GDP) over 1995-2007.

The data seem to challenge the conventional wisdom that labor mobility would gradually
eliminate wage differences across sectors. If it were the case, the ratio of the non traded
wage to the traded wage would remain unchanged. However, we observe that the relative
wage tends to fall. Moreover, because non traded wages increase by a smaller amount that
if labor were perfectly mobile, the relative price of non tradables appreciates by a smaller
amount than that suggested by the standard BS model. To confirm these findings, in the

following, we have recourse to panel data unit root tests and cointegration methods.

< Please insert Figure 1 about here >

We test for the presence of unit roots in the logged relative wage w (i.e., w’ — w?)
and in the difference between the (log) relative price p (i.e., p™ —p’) and the (log) relative
productivities (i.e., a’ —a™). If the wage equalization hypothesis was right, sectoral wages
would increase at the same speed so that the relative wage of non tradables would be
stationary. As a result, the non tradable unit labor cost would rise by the same amount as
the productivity differential. Hence, the difference between the (logged) relative price and

the (logged) relative productivity should be stationary as well.

We consider five panel unit root tests among those most commonly used in the literature.

Results are summarized in Table 1.2 As shown in the first column Table 1, all panel unit

2In Table 1, LLC and Breitung are the t-statistics developed by Levin et al. [2002] and Breitung
[2000] respectively. IPS denotes the Im, Pesaran and Shin’s [2003] Wipar test. MW (ADF) and MW (PP)
are the Maddala and Wu’s [1999] P test based on Augmented Dickey-Fuller and Phillips-Perron p-values
respectively. Hadri corresponds to Hadri’s [2000] Z,, test.



root tests, reveal that the relative wage variable is non-stationary at a 5% significance level.
This finding suggests that labor market frictions prevent wage equalization across sectors in
the long run. Regarding the relative price of non tradables and the productivity of tradables
relative to productivity of non tradables, these variables are found to be non-stationary.
As shown in the last column, the difference between the relative price of non tradables
and the relative productivity is integrated of order one which implies that the productivity
differential is not fully reflected in the non tradable unit labor cost and thus the relative

price.

< Please insert Table 1 about here >

2.4 Estimating Long-Run Relationships

Because we aim to assess the ability of the model to replicate our empirical findings, we
estimate the relative wage and the relative price responses to higher productivity of trad-
ables relative to non tradables. To do so, we regress the (log) relative wage w and the (log)

relative price p on the (log) relative productivity, respectively:

wig = 0;i+p0. (azt - aﬁ) + vit, (7a)

pir = oi+7.(af,—apy) + iy, (7b)

where 7 and ¢ index country and time and v;; and w;; are i.i.d. error terms. Country fixed

effects are captured by country dummies §; and «;.

Because all variables are non-stationary, we have recourse to cointegration techniques.
Having verified that the assumption of cointegration is empirically supported, we estimate
the cointegrating relationships by using fully modified OLS (FMOLS) and dynamic OLS
(DOLS) procedures for the cointegrated panel proposed by Pedroni [2000], [2001].12 Both
estimators give similar results and coefficients 5 and 7 of the cointegrating relationships
are significant at 1%. Two major results emerge. First, estimates reported in the Table 2
reveal that a 1 percentage point increase in the productivity differential between tradables
and non tradables lowers the relative wage by about 0.22% and appreciates the relative
price by 0.64%. Second, as shown in the second line and the third line of Table 2, the
predictions of the model abstracting from labor market frictions are strongly rejected: the

slope of the cointegrating vector 3 (7) is statistically significantly different from zero (one).

BCointegration tests can be found in the longer version of the paper. The DOLS estimator adds ¢ leads
and lags of A(a” —a”™) as additional regressors in (4). We set ¢ = 1; our results were identical for ¢ = 2 and
q = 3. We also used alternative estimators: dynamic fixed effects estimator, mean group estimator (Pesaran
and Smith [1995]), pooled mean group estimator (Pesaran et al. [1999]) and the panel DOLS (Mark and
Sul [2003]). The results are similar and thus are relegated in the Technical Appendix.
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< Please insert Table 2 about here >

< Please insert Table 3 about here >

We now assess if our conclusion for the whole sample also holds for each country. To do
so we run again the regression of relative wage and relative price on relative productivity by
letting (8 and 7 vary across countries. Table 3 show DOLS and FMOLS estimates for the
eighteen countries of our sample. The first result that emerges is that the responses display a
large dispersion across countries. More specifically, when considering statistically significant
FMOLS estimates, the elasticity of the relative wage to relative productivity varies between
-0.49 for Germany to -0.08 for Norway; while the elasticity of the relative price varies
between 0.36 for Denmark to about 0.90 for Japan approximately. The second result is
that despite these large cross-country variations, technological change biased toward the
traded sector significantly lowers the relative wage in all countries while non traded prices

relative to traded prices rise less than the productivity differential.

2.5 How to Explain the Long-Run Decline in the Relative Wage?

As shown in section 2.1, the less than proportional increase in the relative price relies upon
the fall in the non traded wage relative to the traded wage which so far remains explained.
How to rationalize the long-run decline in the relative wage? Our panel unit root tests reveal
that the sectoral wage differential persists in the long-run, thus indicating the existence of

substantial mobility costs across sectors.

The standard neoclassical model abstracting from labor market frictions predicts that
technological change will trigger a reallocation of resources towards sectors with higher
productivity, thus progressively eliminating the wage differential. Contrary to conventional
wisdom, the literature adopting a structural empirical approach has questioned the assump-
tion of wage equalization and has uncovered substantial mobility costs. Artug et al. [2010]
estimate that inter-sectoral costs of mobility in the United States are in the order of six
times annual average wages. Lee and Wolpin [2006] find that the cost of moving between
the goods and the services sectors within the same occupation is estimated to be signifi-
cantly larger than moving between occupations within the same sector. According to Lee
and Wolpin’s estimates over 1968-2000, the mobility cost between sectors ranges from 50
to 75% of average annual earnings while the intersectoral wage differential is persistent in
the long-run. Using 25 years of matched employer-employee data from Brazil, Dix-Carneiro
and Kovak [2015] present evidence of large mobility costs following the country’s trade lib-

eralization in the early 1990s. More precisely, it is found that local shocks have steadily
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growing effects on regional formal sector wages and employment for 20 years. Hence, the

impact of local shocks is not dissipated over time through wage-equalizing migration.

While the causes of labor market frictions hampering labor reallocation are diverse,
they can be classified into two categories: those related to the workers’ characteristics, thus
affecting labor supply, and those related to rigid labor markets influencing firms’ labor de-
mand. From the worker point of view, the mobility costs can be interpreted as psychological
costs when switching from one sector to another (see e.g., Dix-Carneiro [2014]), geographic
mobility costs (see e.g., Kennan and Walker [2011]) or can be the result of sector-specific
human capital (see e.g., Lee and Wolpin [2006]). Like Alvarez and Shimer [2011], in our
model presented in section 3, we consider that mobility costs experienced by workers are
captured by a utility loss. More precisely, we assume an endogenous sectoral labor force
participation decision which implies that the allocation of the labor force across sectors
is elastic to the ratio of sectoral reservation wages. Following technological change biased
toward the traded sector, traded firms have to pay higher wages in order to compensate
for the workers’ utility loss when switching. As a result, the relative wage of non tradables

must fall, and more so the lower the elasticity of labor supply at the extensive margin.

While technological change biased toward the traded sector drives down the relative
wage because traded firms have to pay higher wages than those paid by the non traded
sector in order to attract workers, the size of the decline in the relative wage may vary across
countries. The reason is that labor market institutions influence the elasticity of labor
demand with respect to technological change. Recently, Kambourov [2009] put forward
higher firing costs as an explanation of lower inter-sectoral reallocation following trade
reform episodes in Latin American countries. In the same spirit, we conjecture that the
degree of labor market regulation influences firms’ hiring decisions and thus the relative

wage response to higher productivity growth in tradables relative to non tradables.

Labor market regulation encompasses several dimensions. In our paper, we consider
three aspects: the strictness of employment protection against dismissals, the generosity of
unemployment benefit scheme, and the worker bargaining power. The advantage to restrict
our attention to these three dimensions is that the indicators are available for almost all
countries of our sample and over a long enough time horizon. In the following, we use these
indicators to test our conjecture according to which the relative wage of non tradables
falls more in countries where the labor market regulation is more pronounced. As will be
clear later when we will further develop the transmission mechanism, the labor regulation

influences the relative wage response through two channels:

e First, we expect the traded wage to increase more in countries where unemployment
benefits are more generous or workers have a larger bargaining power; intuitively,

as these economies display a low labor market tightness, hiring is more profitable
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following technological change because it is easier to fulfill job vacancies; as will be
detailed subsequently, a larger increase in hirings in the short-run leads a higher rise
in net exports in the long-run; consequently, labor demand in the traded sector is
more elastic to productivity growth in countries where the replacement rate or the

worker bargaining power is higher.

e Second, we conjecture that in countries with higher firing costs, the non traded wage
should rise less. Because technological change tends to lower aggregate labor supply
through the positive wealth effect while the non traded sector experiences relatively
low productivity gains, the shrinking non traded establishments are subject to the
redundancy cost; as a result, they are less prone to recruit more workers when pro-
ductivity increases. Hence, labor demand in the non traded sector is less elastic to

technological change in countries where employment protection is more pronounced.

2.6 Labor Market Regulation and the Relative Wage Response to Tech-
nological Change

To evaluate the role of labor market regulation in explaining the relationship between rela-
tive wage and relative productivity, we proceed as follows. First, we present the indicators
of labor market regulation. Then we empirically explore our conjecture by using a simple

split-sample analysis.
2.6.1 Measures for Labor Market Regulation

To explore its role in the determination of the relative wage response, we measure the degree

of labor market regulation which commonly involves three dimensions:'4

e The first aspect is the difficulty of redundancy that we measure by the employment
protection legislation (EPL hereafter) index provided by the OECD; this index which
captures the strictness of legal protection against dismissals for permanent workers has
the advantage to be available for all countries of our sample over the period 1985-2007
(except for Korea, 1990-2007).1> As emphasized by Boeri and Van Ours [2008], the
measure for strictness of employment protection can be misleading because regulation
was eased in most European countries for temporary contracts, such as Spain, while
the regulation for workers with permanent contracts hardly changed. Moreover, at
the same time, the scope of fixed-term contracts was significantly expanded. In order
to have a more accurate measure of the difficulty of redundancy, we use an alternative

indicator by adjusting EPL for regular workers with the share of permanent workers

1 Summary statistics of the labor market regulation indicators used in the empirical analysis can be found
in the Technical Appendix.

The OECD indicator takes into account various aspects of firing cost, such as the administrative pro-
cedures, the length of the advance notice period, the amount of the severance payment, the severity of
enforcement. We take the measure for strictness of employment protection for individual and collective
dismissals (regular contracts).
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in the economy. The EPL index, denoted by EPL,q4;, is lower in english speaking
countries and higher in Southern (see e.g., Spain), Western (see e.g., the Netherlands),
and Northern (see e.g., Sweden) European countries. By and large, adjusting the
EPL index by excluding from total employment workers employed with a temporary

contract merely modifies the ranking of countries, except for Spain.

e The generosity of unemployment benefit systems, denoted by r, is measured by using
the replacement rate provided by the OECD. The data we use for the unemployment
replacement rate for both European countries and the US are taken from the OECD
database which calculates the average of the net unemployment benefit (including
social assistance and housing benefits) replacement rates for two earnings levels, three
family situations and three durations of unemployment (1st year, 2nd and 3rd year,
4th and 5th year).!6 There is considerable heterogeneity in this indicator, which varies
from a low of about 10% for Italy and 26% for the United States to a high of 78%
for Denmark. As shown in the last line, the average EU-12 replacement rate is more

than twice as high as the US’s.

e Measuring the extent of the worker bargaining power is a difficult task. In the empir-
ical literature, the worker bargaining power is commonly captured by the bargaining
coverage; we thus use this indicator, denoted by BargCov, which gives the proportion
of employees covered by collective bargaining. Excluding Korea since data are only
available from 2002, the bargaining coverage averages 69%. While the bargaining
coverage is much lower than the sample average, in English-speaking (except for Aus-
tralia) and Japan, it exceeds 80% in Scandinavian countries and Western countries,

except for Spain. Data are taken from the ICTWSS database (Jelle Visser [2009)]).

As a first pass at gauging the role of labor market regulation in the determination of the
relative wage effects of technological change biased toward the traded sector, we plot the
FMOLS estimates for the relative wage responses against the three indicators capturing the
extent of labor market regulation in Figure 2. More specifically, Figures 2(a), 2(b), 2(c) plot
the absolute values of (3; taken from Table 3 against the EPL index adjusted with the share
of permanent workers, the net unemployment benefit replacement rates, and the bargaining
coverage, respectively. Because time series for the unemployment benefit replacement rate
and bargaining coverage are available only from the beginning of the 2000’s for Korea and
thus are too short, we exclude this country from Figures 2(b) and 2(c). In line with our
conjecture, the trend lines in Figures 2(a), 2(b), 2(c) show that the estimated responses of

the relative wage and our three measures of labor market regulation are positively related

161t is worthwhile noticing that the unemployment benefit rates are very similar across counties when
considering short-term unemployment (less than one year) but display considerable heterogeneity for long-
term unemployment. We believe that the last measure is more able to capture the extent of generosity of
the unemployment benefit scheme.
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across countries.

While for an economy such as the United States, the labor market regulation is unan-
imously low along its three dimensions, the conclusion is not clear-cut for the majority of
OECD economies; for example, while the Italian unemployment benefit scheme is the least
generous, the strictness of employment protection is among the highest; conversely, while
replacement rates are higher than OECD countries’ average in Canada and the United
Kingdom, the firing costs are low in these two economies. Because labor market regulation
encompasses three dimensions, we have recourse to a principal component analysis in order
to have one overall indicator encompassing all the dimensions of labor market institutions.
We believe that this indicator gives a more accurate measure of the degree of labor market
regulation; in particular, Figure 2(d) displays the traditional distinction between English-
speaking and Continental European economies, labor markets being much less regulated in
the former than the latter countries. Importantly, in accordance with our conjecture, the
trend line is upward sloping, thus suggesting that technological change biased toward the
traded sector lowers the relative wage more in countries where labor market regulation is

more pronounced.

< Please insert Figure 2 about here >

2.6.2 Empirical results

To empirically explore our conjecture according to which the relative wage falls more fol-
lowing higher productivity growth in tradables relative to non tradables in countries with
more regulated labor market, we perform a simple split-sample analysis. Hence, we com-
pare the relative wage behavior of 9 countries with high and 9 economies with low labor
market regulation by running the regression of the relative wage on relative productivity

for each sub-sample:
wi,t - 51 + /BC (az?;t - azl\ft) + Ui,t7 c= H) L7 (8)

where 8 (3Y) captures the response of the relative wage to a productivity differential in
countries with higher (lower) labor market regulation.

The DOLS and FMOLS estimates are reported in the first and the second line of Table 4
for countries with high and low labor market regulation. The two last lines of Table 4 gives
the sub-sample’s average of the corresponding labor market regulation index. As the results
in Table 4 show, the decline in the relative wage is greater for countries with more regulated
labor markets. While countries providing lower unemployment benefits experience a decline
in the relative wage of -0.16% approximately, the second set of countries with generous

unemployment benefits experience a decline in w of -0.26%. A similar pattern emerges
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when we exploit a second dimension of labor market regulation, namely the strictness of
employment protection. Since series for EPL are available over 1985-2007, we run again
the regression (8) over this period to be consistent. We find that a 1 percentage point
increase in the productivity differential between tradables and non tradables lowers the
relative wage by 0.17% in countries with higher firing costs while w declines by only 0.13%.
Furthermore, as shown in the third column of Table 4, the worker bargaining power captured
by the bargaining coverage exerts a significant impact on the relative wage response; more
precisely, the relative wage falls by -0.24% instead of -0.18% in countries where the worker
bargaining power is relatively higher. Finally, as displayed in the last column of Table 4,
when we have recourse to a principal component analysis, we find that countries with more

regulated labor markets experience a larger decline in the relative wage.

< Please insert Table 4 about here >

To conclude, this empirical evidence suggest that labor market regulation plays a key
role in the determination of the relative wage response to higher productivity in tradables
relative to non tradables. In the following, we develop a dynamic general equilibrium model
with a traded and a non traded sector by allowing for labor market frictions. In particular,
our aim is to assess its ability to account for the following set of empirical findings. A
productivity differential of 1% between tradables and non tradables: i) raises the relative
price of non tradables p by 0.64%, ii) lowers the relative wage w by 0.22%, iii) w declines

more in countries where the labor market regulation is more pronounced.

3 The Framework

The country is small in terms of both world goods and capital markets, and faces a given
world interest rate, r*.1” The small open economy is populated by a constant number
of identical households and firms that have perfect foresight and live forever. Households
decide on labor market participation and consumption while firms decide on hirings. The
economy consists of two sectors. One sector produces a traded good denoted by the super-
script 1" that can be exported while the other sector produces a non-traded good denoted
by the superscript N. The setup allows for traded and non-traded goods to be used for
consumption. The traded good is chosen as the numeraire. The labor market, in the tra-
dition of Diamond-Mortensen-Pissarides, consists of a matching process within each sector
between the firms who post job vacancies and unemployed workers who search for a job.

Time is continuous and indexed by t.

"The price of the traded good is determined on the world market and exogenously given for the small
open economy.
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3.1 Households

At each instant the representative agent consumes traded goods and non-traded goods
denoted by C7(t) and OV (t), respectively, which are aggregated by a constant elasticity of

substitution function:

¢

=1 -1

-t (V)T (9)

C(CT(1),CN (1) = |#* (CT(1)
where ¢ is the weight of the traded good in the overall consumption bundle (0 < ¢ < 1)

and ¢ is the intratemporal elasticity of substitution (¢ > 0).

The economy that we consider consists of a representative household with a measure
one continuum of identical infinitely lived members. At any instant, members in the house-
hold derive utility from consumption goods C' and experience disutility from working and
searching efforts. More precisely, the representative household comprises members who en-
gage in only one of the following activities: working and searching a job in each sector, or
enjoying leisure. Assuming that the representative individual is endowed with one unit of
time, leisure is defined as 1 — LT (¢t) — LN (t) — UT(t) — UN(t), where L7(t) denotes units
of labor time and U’ (t) corresponds to time spent on searching for a job in sector j (with
| = T, N). Because the labor force is not constant, we allow for the transition between
employment and unemployment and the transition between leisure and labor force. Unem-
ployed agents are randomly matched with job vacancies according to a matching function
described later. Since the timing of a match is random, agents face idiosyncratic risks. To
simplify the analysis, we assume that members in the household perfectly insure each other
against variations in labor income.

We consider that the utility function is additively separable in the disutility received
by working and searching in the two sectors. Such a specification makes it impossible
to switch from one sector to another instantaneously without going through a spell of
search unemployment, as in Alvarez and Shimer [2011].'® This can be justified on the
grounds of sector-specific skills as well as geographical or psychological mobility costs. The
representative household chooses the time path of consumption and labor force to maximize

the following objective function:

o0 1 _L T 1+ N I+

U:/ —C(t) "7 - < —FT(t) i — < —FN@) on be P, (10)
o |1-=2 1+ 2 1+

L

oc oy,

where ¢/ > 0, # > 0 is the consumer’s subjective time discount rate, and oo > 0 is the
intertemporal elasticity of substitution for consumption; O'i > 0 is the elasticity of labor
supply at the extensive margin in sector j = T, N; it measures the extent of workers’

moving costs: the smaller the elasticity of labor supply, the larger the utility loss when

¥Our model is also closely related to the setup by Schubert [2013] who develops a two-sector open model
with search frictions to analyze the role of foreign demand on unemployment.
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switching, and thus the lower the degree of labor mobility across sectors. For later use, we

vl U
H+LIi(t) — Fi(t)

denote by u/(t) the sectoral unemployment rate defined as u/ = o7 with
Fi(t) = L(t) + U’(t) the labor force in sector j.
At each instant of time, m/(¢)U7(t) unemployed agents find a job in sector j = T, N

and s/ L7 (t) employed individuals lose their job. Employment in sector j evolves gradually

according to:

LI(t) = mI () U7 (t) — LA (t), (11)

where m/(t) denotes the rate at which unemployed agents find jobs and s’ is the constant
rate of job separation; 1/m/(t) can be interpreted as the average unemployment duration;
m? is a function of labor market tightness 67 (¢) which is defined as the ratio of the number

of job vacancies over unemployed agents in sector j.

Households supply L7 (t) units of labor services in sector j = T', N for which they receive
the product wage W7 (t). We denote by A(t) the stock of financial wealth held by households
which comprises internationally traded bonds, B(t), and shares on domestic firms. Because
foreign bonds and domestic shares are perfect substitutes, the stock of financial wealth yields
net interest rate earnings r*A(t). Denoting by 7'(¢) the lump-sum taxes, the flow budget
constraint is equal to households’ real disposable income less consumption expenditure

Po(t)C(t):
Aty =r*A(t) + Y W)L (t) + Y RIUI(t) — T(t) — Po (P(1)) C(t), (12)
J J

where Pg is the consumption price index which is a function of the relative price of non-

traded goods P and R’ represents unemployment benefits received by job seekers in sector

j-
The key equations characterizing optimal household behavior are:'”
C(t) = (Po(t)A(t)) ¢ (13a)
Fi(t) = {\(t) [m? (67() €1 (t) + RI]}°F (13D)
At) = M) (B =), (13c)
o Vot
E(1) = (7 + ) €0(0) — |W(t) - (F(j({?) , (13d)

and the appropriate transversality conditions; A(t) and &(¢) denote the shadow prices of
wealth and finding a job in sector j, respectively. In an open economy model with a
representative household having perfect foresight, a constant rate of time preference and

perfect access to world capital markets, we impose 3 = r* in order to generate an interior

9First-order conditions consist of (13a) and (13c) together with (Fj)l/JJL = m/¢9 + RIX and € =
(sj +p) & — | AW — (Fj)l/UJL . Denoting by ¢ = ¢ /), using (13a) and (13c), we get (13b) and (13d).

Since £ is the utility value of an additional job and X is the marginal utility of wealth, & is the pecuniary
value of an additional job.
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solution. This standard assumption made in the literature implies that the marginal utility
of wealth, A\, will undergo a discrete jump when individuals receive new information and
must remain constant over time from then on, i.e., A(t) = .

Eq. (13b) shows that labor market participation is a positive function of the reservation
wage Wfé(t), which is defined as the sum of the expected value of a job m/(t)¢’(¢) and
the unemployment benefit R7. Solving eq. (13d) forward and invoking the transversality

condition yields:

(1) = /t h W (7) = Wi, (7)] =+ ar. (14)

Eq. (14) states that £ is equal to the present discounted value of the surplus from an
additional job consisting of the excess of labor income over the household’s outside option.
Note that as described above, we consider a representative household who splits available
time between leisure and market activities (i.e., time devoted to job search and work).
While labor supply is elastic at the extensive margin, search effort and worked hours are
supplied inelastically.?? For the sake of clarity, we drop the time argument below when this

causes no confusion.

Applying Shephard’s lemma (or the envelope theorem) yields expenditure in non trad-
ables and tradables, i.e., PCY = acPcC, CT = (1 — a¢) PcC, with ac being the share of
non traded goods in consumption expenditure.?! Intra-temporal allocation of consumption
follows from the following optimal rule:

(?") gz = P?. (15)

An appreciation in the relative price of non tradables P increases expenditure on tradables

relative to expenditure on non tradables (i.e. CT/PC¥), only when ¢ > 1.

3.2 Firms

Each sector consists of a large number of identical firms. Both the traded and non-traded
sectors use labor, LT and L, according to constant returns to scale production functions,
YT = ATLT and YN = AVNLYN . Firms post job vacancies V7 to hire workers and face a cost
per job vacancy s’/ which is assumed to be constant and measured in terms of the traded
good. Firms pay the wage W7 decided by the generalized Nash bargaining solution. As
producers face a labor cost W7 per employee and a cost per hiring of 7, the profit function

of the representative firm in sector j is:

=T W/ — KV — 27 max {0, —Lj}, (16)

29More precisely, depending on the search parameters captured by s? and m?, labor force is split between
working time and job search. Along the transitional dynamics, using the fact that UJ = FV — L7, agents
supply working time L’ according to the following accumulation equation L/ = m/U? — s/L7 = mIFJ —
(mj + s ) L?, where F7 is labor force and L7 corresponds to hours worked in sector j supplied by the

representative household.
(—p)P' %

o P Note that ac depends negatively on the relative price P as

218pecifically, we have ac =
long as ¢ > 1.
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where Z7 is the marginal revenue of labor with 27 = AT and 2V = PAN; 27 is a firing tax
paid to the State when layoffs are higher than hirings, i.e. if L7 < 0 (see e.g., Heijdra and
Ligthart [2002], Veracierto [2008]). The firing tax is introduced to capture the strictness of
legal protection against dismissals and is modelled as a tax on reducing employment.??
Denoting by f7 the rate at which a vacancy is matched with unemployed agents, the

law of motion for labor is given by:

L= fivi—J1J, (17)
where f/V7 represents the flow of job vacancies which are fulfilled; note that f7 (Hj ) de-
creases with labor market tightness 67.

Denoting by v/ the shadow price of employment to the firm, and keeping in mind that

f7 is taken as given, the maximization problem yields the following first-order conditions:

V4 = .KJ : (18a)
f(67)”
o= Al (4 8) = (B —als? — W) (18b)

Eq. (18a) requires the marginal cost of vacancy, s/, to be equal to the marginal benefit of
vacancy, f7(.) (v/ +a7). Solving equation (18b) forward and invoking the transversality

condition yields:
Yi(t) = / (59 (r) — afs? — W (r)] e+ g, (19)
t

Eq. (19) states that 47 is equal to the present discounted value of the cash flow earned
on an additional worker, consisting of the excess of marginal revenue of labor Z/ over the
wage W7 and the expected firing cost 2757, Following higher productivity A7, the marginal
revenue of labor Z7 rises; hence hiring becomes more profitable which induces firms to post

job vacancies, but less so in countries with a higher firing cost 7.

Differentiating 4/ (¢)L7(t) w. r. t. time and inserting the law of motion for employment
(17) together with the dynamic optimality condition (18b), solving forward, and making

use of the transversality condition and eq. (18a), we get:

V) = [ (e har (20)

Eq. (20) states that the value of human assets 47/ L7 (or stock market value of the firm) is

equal to the present discounted value of profits 77.
3.3 Matching and Wage Determination

In each sector, there are job-seeking workers U7 and firms with job vacancies V7 which are

matched in a random fashion. Assuming a constant returns to scale matching function, the

22While employment is lowered, the shrinking establishment is hiring; thus the representative firm simul-
taneously pays a _ﬁri'ng tax and receives a hiring subsidy, the former being higher than the latter amount,
ie, — /L) =2/ L7 — 2/ f7V7? > 0.
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number of labor contracts M7 concluded per job seeker U’ gives the job finding rate m/’
which is increasing in the labor market tightness 67:

MY

J - _
M= 2

(VNN e
:X3< ) =X7(6")"", ol €(0,1), (21)
where a{/ represents the elasticity of vacancies in job matches and X7 corresponds to the
matching efficiency.2> The number of matches M7 per job vacancy gives the worker-finding
rate for the firm:
MY N

f] - W - X] (9‘7) v . (22)

Eq. (22) shows that the instantaneous probability of the firm finding a worker is higher the

lower the labor market tightness 67.

When a vacancy and a job-seeking worker meet, a rent is created which is equal to
& 4+ ~7 + 27, where & is the value of an additional job, ¥/ is the value of an additional
worker, and 27 corresponds to the hiring subsidy.?* The division of the rent between the
worker and the firm is determined by generalized Nash bargaining over the wage rate:
max () (17 +29)' TV oy € (0,1), (23)
where a{,v and 1 — a{;v correspond to the bargaining power of the worker and the firm,
respectively.

Solving for (23), the product wage W/ is defined as a weighted sum of the labor marginal

revenue plus the interest income from the hiring subsidy and the reservation wage:

- . 4 i\l
W = o, (EJ + T*x]) + (1 - a%) 7(1? ))\ . (24)

An increase in the marginal product of labor, =7, which exerts an upward pressure on labor
demand, or a rise in the labor market tightness, by raising the reservation wage (see eq.

(13b)), pushes up the product wage.?
3.4 Government

The final agent in the economy is the government. Unemployment benefits RTU”T + RNUN

are covered by lump-sum taxes 7" and the proceeds from the firing tax > j 27 . max {0, —LJ }

23Note that the flows of workers in and out of employment are equal to each other in any symmetric
equilibrium, i.e., m’U? = fiV7. Hence equations 7= FIVI — I and I’ = mU’ — ¢’ indicate that
the demand for labor indeed equates the supply.

24 As mentioned above, the firing tax is modelled as a tax on reducing employment; because firms experi-
ence simultaneously outflow and inflow of workers, this shortcut to encompass the strictness of employment
protection implies that establishments pay firing taxes and receive hiring subsidies at the same time, the
former being larger than the latter amount.

2’Note that the Nash bargaining wage depends positively on unemployment benefits _Rj . To see it more
formally, using the fact that & = %fyj, Vdad = k77 mI ) fI =07 we have (FJ) VoL /A= %MM

w w

R’. Plugging this term into the Nash bargaining wage (24), we have:

CYjwj Wl LRI

wi :a{/V (Ej—i—r*acj) + (1—04%,) |:1 :a{'/v (Ej +f<¢j9j+r*xj> + (1 —aév) R,
—ady
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according to the following balanced budget constraint:26
Z:cj.max{O,—Lj}—i—T:ZRjUj. (25)
J J

3.5 Market Clearing Conditions

Before characterizing the equilibrium dynamics and discussing the steady-state, we have
to impose the market clearing condition for the non traded good according to which non

traded output is only consumed domestically:
YN(t) = CN(1). (26)

Using the definition of the stock of financial wealth A(t) = B(t) +~7 () LT (t) +~yN () LN (t),
differentiating with respect to time, substituting the accumulation equations of labor (11)
and financial wealth (12) together with the dynamic equation for the shadow value of
an additional worker (18b), using the government budget constraint (25) and the market
clearing condition for the non traded good market (26), the accumulation equation for

foreign assets is:
B(t) =r*B(t)+ ATLT(t) — 0T (t) — TV (t) — kNVN(2). (27)
3.6 Solving the Model

In this subsection, we characterize the equilibrium dynamics and then discuss the steady-

state.
3.6.1 Short-Run Solutions

We first determine short-run solutions which hold at each instant of time and are inserted
into dynamic optimality conditions in order to analyze the equilibrium dynamics below.

Equation (13a) can be solved for consumption:
C=C(\P). (28)

A rise in the shadow value of wealth induces agents to cut their real expenditure (i.e.,
C5 < 0) while an increase in the consumption price index triggered by an appreciation in
the relative price of non-tradables P drives down consumption (i.e., Cp < 0). Inserting
(28) into CT = (1 — a¢) PcC and PCN = acPcC allows us to solve for consumption in
tradables and non tradables, i.e., CT = CT (E\,P) and OV = CN (S\,P) with C’% < 0,

CL = 0 depending on whether ¢ = o¢ and CF < 0.

26In the numerical analysis, we consider government spending for calibration purpose. In this case, eq.
(25) can be rewritten as follows: »_ 27 . max {0, —L'j} +T = (R"U" + RNU™)+G" + PG" where G" and

G government spending on tradables and non tradables, respectively. When I’ <o, government proceeds
from the firing costs are redistributed back to agents as lump-sum transfers.
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Substituting first the short-run solution for consumption in non tradables C = CV (5\, P) )
the market clearing condition for the non traded good (26) can be solved for the relative

price of non tradables as follows:
pP=rP (LN X AN), (29)

where Py = OP/OLN = AN/CH < 0, Py = —CY/CF < 0, and Pyv = 9P/9AN =
LN/CN <.

3.6.2 Saddle-Path Stability

We now analyze the saddle-path stability; hence, we first derive the system of differential
equations. To determine the dynamic equation for labor market tightness 67 in sector 7,
differentiate (18a) w. r. t. time, insert (18b), and eliminate 4/ by using (18a):

£ (69) (1 - oﬂv'v) %

KJ

L ——{ (87 + 1) —

(o)

where the overall surplus from an additional job in sector j denoted with W/ is defined as

, (30)

the difference between the marginal product of labor and the reservation wage :

()Y
W = (2 +r*ad) — (F)X (31)

Differentiating first (13b) w. r. t. time and substituting (13d) yields the dynamic equation

for job seekers:

L j ) -1
V(FN o |(FDYE T o (R
TUJ = f — Rj (S] “+r ) + O[{/efj — m] (0]) O[%/V\I’J — O-]LS\ [/]7

(32)

where we used the fact that W7 — W]j% = oz{/V\Ifj .

Due to our assumption that disutility functions from participating in the labor market in
the traded and the non traded sector are additively separable, hiring and search decisions in
the traded and non traded labor markets are independent which implies that the Jacobian
matrix is block recursive; hence, the saddle-path stability condition in the traded and non
traded sectors can be explored separately. Inserting first appropriate short-run solutions,
linearizing in the neighborhood of the steady-state, the dynamic system for the traded
(non traded) sector which comprises three equations, i.e., the accumulation equation for
employment (11), the dynamic equation for labor market tightness (30) and the dynamic
equation for job seekers (32), we find that the determinant of the Jacobian matrix for the
traded (non traded) sector is negative.?” Hence, the linearized dynamic system possesses

one negative eigenvalue denoted by uf and two positive eigenvalues denoted by Vg and

2"When focusing on the non traded sector, we have Z¥ = PAY: in this case, we have to insert the
short-run stock solution for the relative price of non tradables (29) into the dynamic equation for #~ and
Un.
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I/g . Assuming that the Hosios condition holds, i.e., setting a{;v = (1 — a{'/), eigenvalues

satisfy V{ <0< rr< V%, with V% = r*— V{ > 0, and Vg = s/ +1* > 0. Note that
when considering the traded sector, the negative and the positive eigenvalues reduce to
vl == (sT+m") <0and v = (s" +r*+m’) > 0.

Denote the long-term values with a tilde, the stable paths for employment, labor market

tightness, and job seekers are given by:?®

LTt — L7 = DTerlt, 07(t)— 07 =whDTe’t, UT(t) — U7 = wl DT, (33a)

LN(t) N = D{Ve”{vt, HN(t) — 6N = wéVlD{Ve”{Vt, UN(t) —UN = wé\{D{Ve”{VT(S?)b)

where D{ = Lé — L7 with Lé = L7(0) the initial level of employment in sector j = T, N,
and wii is the kth-element of eigenvector i for sector j; we have normalized w{l to unity; it
can be proven formally that wgl =0, w:{l = -1, wé\{ <0, wé\{ < 0.

Two features of the two-sector economy’s equilibrium dynamics deserve special atten-
tion. First, the dynamics for labor market tightness in the traded sector 67 (¢) degenerate
as reflected by wl; = 0. Unlike, because the relative price of non tradables adjusts to clear
the non traded good market while labor LY is a state variable, V() exhibits transitional
dynamics; because wé\{ < 0, LN and 6V move in opposite directions. Second, in both

sectors, the number of job seekers U7 falls as employment L7 builds up.

Inserting first the short-run solution for the relative price of non tradables (29) into
ct =T (;\7 P), linearizing (27) around the steady-state, substituting formal solutions
(33a)-(33b), and invoking the transversality condition, yields the stable solution for traded
bonds B(t) — B = &7 (LT(t) - I:T> + N (LN (t) — f/N) consistent with the intertemporal

solvency condition:?

B-By=o" (L7 - Lf) + o (1V - 1Y), (34)

where By is the initial foreign asset position. Because ®7 < 0 and ®V < 0, the current
account is negatively related to changes in sectoral employment. Intuitively, to raise em-
ployment, firms must post more job vacancies; since hiring is a costly activity, recruiting

expenditure rise which deteriorates the current account.

28Elements wd and wd) of the eigenvector (associated with the stable eigenvalue vV ) are:

(25N +1%) + (sV + 7 — ) (78”515?) + (Pv AN A+ 1)
FF

v (mN)'oN <0 wm

N
=5 (sV +mN 4+ rx — ) m

mN

2The terms ®T and ®V are negative and given by:

nNéN sN+V{V

) > 0 with €Ty = 295

N _ _AT NFIN Ny, N
where AV = —CTy —kVUY (1 - ay) wiy — oLN "

mN
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3.6.3 Steady-State

We now describe the steady-state of the economy which comprises six equations. First,
setting 67 = 0 into eq. (30), we obtain the vacancy creation equation (which holds for the

traded sector and non traded sector):

K7 (1 - O‘%V) - , . .
= W, W= (2 ) - WY, j=T,N. (35)
fi (93‘) sT +r*
The LHS term of eq. (35) represents the marginal cost of recruiting in sector j = T, N.
The RHS term represents the marginal benefit of an additional worker which is equal to
the share, received by the firm, of the rent created by the encounter between a vacancy and
a job-seeking worker. A rise in labor productivity raises the surplus from hiring ¥7; as a

result, firms post more job vacancies which increases the labor market tightness 6.

- j o . ;
Second, using the fact that £/ = %’y], Y+ x = % (as will be clear later, 27 = 0
. _ —Yw
and zV > 0), %ﬂ = 07, to rewrite the reservation wage, the decision of search equation

reads as (which holds for the traded sector and non traded sector):

_ aj C~ .
A Wj K0 + R
1—aW

j . . _
where <1aovzgfﬁj 0’ + R7 ) corresponds to the reservation wage, Wf%, reflecting the marginal
—“w

. il 7
L) = , 3g=1T,N, (36)

mi + s

benefit from search; note that we have eliminated U7 from (13b) by using the fact that in
the long-run the number of unemployed agents who find a job m?U? and workers who lose

their job /L7 must equalize. According to (36), higher labor market tightness increases

md
mi—+sl *

labor L7 by raising the job-finding rate for the worker and thus the employment rate

J ~
o ¥t P
W— k767 + R’ induces agents to
—
w

Moreover, for given A, the rise in the reservation wage :

supply more labor.

Third, setting B = 0 into eq. (27), we obtain the market clearing condition for the
traded good:

B4 ATLT — CT — gTUTHT — kNUNON = 0, (37)
where CT = T <Z~LN, A, AN>.

The system comprising eqs. (35)-(37) can be solved for the steady-state labor market
tightness, employment, and traded bonds. All these variables can be expressed in terms of
the labor productivity index A7 and the marginal utility of wealth, i.e., § = 6 (AT), LT =
LT (X,AT), oN = oN (S\,AN), LN =N (/_\,AN), and B= B (X,AT,AN).g’O Inserting first
B=B (A, AT, AN and LI =1J (A, AY), the intertemporal solvency condition (34) can

be solved for the equilibrium value of the marginal utility of wealth:

A=) (AT, AN). (38)

?OSetfcing first L7 = 0 into (11), inserting i=1r (/_\,Aj), one can solve for U7; then the relationship
V7 = 6’U’ can be solved for the steady-state job vacancy in sector j.
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3.7 Graphical Apparatus

Before turning to the derivation of steady-state effects of technological change biased toward
the traded sector, we characterize the steady-state graphically. Because we restrict our
attention on the long-run equilibrium, the tilde is suppressed for the purposes of clarity.
The steady-state can be described by considering alternatively the labor market or the

goods market.

When focusing on the goods market, the equilibrium can be characterized by two sched-
ules in the (y” — y",p)-space where we denote the logarithm in lower case. The steady

state is summarized graphically in Figure 3(b).

Denoting by vyx = NX/YT the ratio of net exports to traded output, combining
the zero current account equation with (26) yields the goods market equilibrium (GME

henceforth) schedule:3!
YT (1 -wvnyx) B cT

where —uyx = vp — vg — v§ and the allocation of aggregate consumption expenditure

between traded and non traded goods follows from (15). Totally differentiating (39) and

denoting the percentage deviation from its initial steady-state by a hat gives:

GME
gt — N =¢p—dln(l—vnx). (40)
According to (40), the G M E-schedule is upward-sloping in the (y” — y",p)-space with a
slope equal to 1/¢. Following a rise in traded output relative to non traded output, the
relative price of non tradables must appreciate to clear the goods market, and all the more
so as the elasticity of substitution ¢ is smaller. The 45° dotted line allows us to consider
two cases. When ¢ > 1 (¢ < 1), the GM E-schedule is flatter (steeper) than the 45° dotted

line.

Assuming an elasticity of labor supply identical across sectors, i.e., ai = o, so that

the wealth effect does not impinge on the ratio of sectoral labor, denoting the steady-state

unemployment rate in sector j by u! = sziisJ and the share of the surplus associated
LW_,.@J‘QJ'
with a labor contract in the marginal benefit of search by y/ = %, and totally
R

differentiating (35) and (36), one obtains the labor market equilibrium (LM E henceforth)

schedule:
LME

g7 — N = —0Vp+ (1+07)aT - (1+6N)a", (41)

B the ratio of interest receipts to traded output and U‘j/ = #'V7 the ratio of

31'Denoting by v = T T
the cost of hiring in sector 7 = T, N to traded output, the zero current account equation (37) implies
v — vy — oY = —unx. While for simplicity purposes, we refer to vxx as the ratio of net exports to
traded output, it also includes hiring expenditure, i.e., NX = YT — CT = NX + sTVT + NV with

NX=YT - CT — kTVT — k¥ V¥ corresponding to the ’true’ definition of the trade balance.
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where we set?2 '
2 (s7 +1¥) [a{/u] + O'LXJ}

o =
WJ [(1 — a{}) (s +1*) + a{.,[,mﬂ}

: (42)

in order to write expressions in a compact form. As depicted in Figure 3(b), the LM E-
schedule is downward-sloping in the (y” —y”, p)-space with a slope equal to —1/0" (see eq.
(41)). An appreciation in the relative price of non tradables raises the surplus from hiring
which induces non traded firms to post more job vacancies. By raising the expected value
of a job, the consecutive rise in the labor market tightness induces agents to increase the
search intensity for a job in the non traded sector but less so as the elasticity of labor supply
oy, is lower. More precisely, lower values of o indicate that workers experience a larger
switching cost from one sector to another; in this configuration, the term ©7 is smaller
so that the LM E-schedule is steeper. Conversely, when we let o7 tend toward infinity,
the case of perfect mobility of labor across sectors is obtained; in this configuration, the

LM E-schedule becomes a horizontal line.

< Please insert Figure 3 about here >

When focusing on the labor market, the model can be summarized graphically by two
schedules in the (17 — IV, In (g—j;))—space, as shown in Figure 3(a).

Using eq. (36) and setting Ui = o, yields the decision of search-schedule (DS hence-
forth):

T T . N N TN\ °L
LN: mNmT+ST <W§/> J (43)
L m® mt + s WR

. j o )
where W7, = laWj k707 + R’ is the reservation wage. Totally differentiating (43) and
W

assuming that a{/ = ay and labor markets display similar features across sectors, i.e.,
X/ ~ x, and v/ ~ u yields:

(67— ) ]DS _ 1) (im V). (44)

(ayu+ orx

According to (44), the DS-schedule is upward-sloping in the (I7 — ", In (g—JTV) )-space where

the slope is equal to 0 The reason is that a rise in the ratio of labor market

1
ayutorx)”
tightness #7 /6" increases the probability of finding a job in the traded sector relative to
the non traded sector. Hence, a worker gets a larger share of the surplus associated with a
labor contract via higher traded wage, and thereby is induced to supply more labor toward

the traded sector.

32Totally differentiating (35) gives the deviation in percentage of the sectoral labor market tightness from
J§s =i 2

(AT Totally differentiating (36) gives the deviation in

percentage of sectoral labor from its initial steady-state, i.e., V= [a{/uj +0ij] 6. Substituting the

its initial steady-state, i.e., 87 =

former into the latter, differentiating the production function Y7 = A7 L7 to eliminate I , and using the fact
o i i
that X' W} = ow?

sT4r*

at the steady-state, one obtains §/ = @’ + ©7Z7 where ©7 is given by eq. (42).
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As will be useful, we solve the goods market equilibrium (39) for the relative price of

P:PKé;),(l—va),<j;)]. (45)

Combining the vacancy creation schedule (35) and the number of matches per job vacancies

non tradables:

(22) while assuming oz{'/ = ay, gives:

T (ST—{—T*) xT <0T>1—Oév B AT—FT*J}T o W]%: (46>
= P(

K

W(3N+r*)ﬁ oN .)AN—i-r*a:N—WéV'
where P (.) is given by eq. (45). Totally differentiating (43) and assuming that labor
markets initially display similar features across sectors, i.e., 2/ ~ =, W/ ~ W, \J Wé ~ YWhg,

yields:

(éT B éN> ‘Vc o = (ﬁT _ ﬁN) = [(QS_ 1) (AT B AN) —dln(1 —va)]
¢[(1 —ay) ¥+ xWg] o1 —av) ¥ + xWa] -

According to (47), the VC-schedule is downward-sloping in the (7 — [V,In (g—f,))—space

- ¢[(1—Oﬁv)‘1’+XWR] '

toward the traded sector, non traded output declines relative to traded output; as a result,

where the slope is equal to Intuitively, as hours worked are shifted
the relative price of non tradables must appreciate which encourages non traded firms to
hire more workers; because the non traded sector posts more job vacancies, the ratio of

labor market tightness 67 /6 falls.

4 Relative Wage Adjustment and Labor Market Institutions

This section analyzes graphically and analytically the consequences on the relative wage
and the relative price of an increase in relative sectoral productivity A7 /AN. It compares
the steady-state of the model before and after the productivity shock biased towards the
traded sector. To shed light on the transmission mechanism, we analytically break down
the relative wage and relative price effects in two components: a labor market frictions
effect and a labor accumulation effect. Then we investigate how labor market institutions

impinge on the relative wage adjustment.

4.1 Relative Wage and Relative Price Effects

We first explore the relative price effect of technological change biased toward the traded
sector by equating demand (40) and supply (41) of tradables in terms of non tradables,
both expressed in percentage deviation from its initial steady-state, to eliminate 57 — V.
One obtains a relationship between the deviation in percentage of the relative price from
its initial steady-state and the productivity growth differential between tradables and non
tradables:

(1+eh)a" — (1+6M)a"  din(l —wunx)

= (¢ +6N) TTGrey) e
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where the term ©7 given by eq. (42) is the elasticity of sectoral employment L7 w.r.t.
the marginal revenue of labor =Z/. As will be clear later, ©7 is a measure of the degree of
labor mobility across sectors which captures both the size of workers’ mobility costs and the
extent of search frictions. In order to facilitate the discussion, we assume that 6/ ~ ©.33
Under this assumption, eq. (48) reduces to:

(1+0)(@"—a") din(1—vnx)
(¢+0) (¢+0N) ~

p= (49)

where dIn (1 — vyx) ~ —dunx by using a first-order Taylor approximation.

Eq. (49) breaks down the relative price response into two components: a labor market
frictions effect and a labor accumulation effect. The first term on the RHS of eq. (49)
corresponds to the labor market frictions effect. Through this channel, higher productivity
growth in tradables relative to non tradables tends to appreciate the relative price. The
reason is that technological change biased toward the traded sector raises traded output
relative to non traded output so that the relative price of non tradables must increase to

clear the goods market. Importantly, the size of the relative price appreciation is given by

(1+9)
(¢+0)°

a utility loss when shifting from one sector to another; hence the case of perfect mobility

the elasticity When we let oy, tend toward infinity, workers no longer experience
of labor across sectors is obtained as reflected by the term © that tends toward infinity;
in this configuration, a 1 percentage point increase in the productivity differential between
tradables and non tradables appreciates the relative price by 1% as well, in line with the
prediction of the standard BS model.>* Graphically, as shown in Figure 4(a), the LM E-
schedule is a horizontal line because the allocation of the labor force across sectors is
perfectly elastic to the ratio of sectoral reservation wages. A productivity shock biased
toward the traded sector shifts higher the LM E-schedule which results in a relative price
appreciation, from pg to ppg, i.e., by the same amount as the productivity differential. The

LM E-schedule intercepts the 45° line at point BS’.

As long as o, < oo, workers experience a mobility cost when moving from one sector
to another; hence, the term © takes finite values while graphically, the LM E-schedule is
downward sloping in the (y7 — y”, p)-space. In this configuration, the relative price of non
tradables is jointly determined by technological and demand conditions. More precisely,
the elasticity ¢ between traded and non traded goods in consumption plays a pivotal role in
the determination of the relative price response. Graphically, technological change biased
toward the traded sector shifts to the right the LM E-schedule from LMFEy to LMEjy:
this shift corresponds to the labor market frictions effect. If ¢ > 1, the GM E-schedule is

33For the baseline calibration, while labor market parameters are allowed to vary across sectors ©7 and
©Y are very similar if not identical. It is only when the firing costs are important that ©7 and ©" differ
substantially.
34Formally, we have:
lim (1+0) _
op—oo (¢ + O)
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flatter than the 45° line so that the intersection is at G’; since p’ < ppg, the relative price
appreciates by less than the productivity differential between tradables and non tradables,
in line with our empirical findings. Intuitively, when the elasticity is larger than one,
households are willing to substitute traded for non traded goods so that a moderate (i.e., less
than 1%) appreciation in the relative price is necessarily following a rise in the productivity
differential (by 1 percentage point). Conversely, if ¢ < 1, the relative price must appreciate
more than proportionately (i.e., by more than 1%) following higher productivity of tradables
relative to non tradables (by 1 percentage point). In this configuration, the G M E-schedule
is steeper that the 45° line so that the LM Fq-schedule intercepts the GM E-schedule at
a point which lies to the north west of BS’. Hence, through the labor market frictions
channel, a 1 percentage point increase in the productivity differential between tradables
and non tradables appreciates the relative price of non tradables by less (more) than 1% if

traded and non traded goods are substitutes (complements).

The second term on the RHS of eq. (49) reveals that technological change biased to-
ward the traded sector also impinges on the relative price of non tradables by affecting net
exports and hiring expenditure expressed as a share of traded output, as summarized by
dunx. More precisely, through the labor accumulation channel, higher productivity growth
in tradables relative to non tradables increases vy x which exerts a negative impact on the
relative price by raising the demand for tradables in the long-run. Intuitively, higher labor
productivity (i.e., a rise in A7) raises the shadow value of an additional worker 7/ and thus
induces firms in both sectors to hire more. Because job vacancies V7 are a jump variable,
it overshoots on impact. Since hiring is a costly activity, recruiting expenditure rise sub-
stantially. While employment builds up, the open economy finances labor accumulation by
running a current account deficit in the short-run. For the intertemporal solvency condition
to hold, the decumulation of traded bonds must be offset by a steady-state increase in net
exports. The combined effect of the improvement in the trade balance and permanently
increased hiring expenditure has an expansionary effect on the demand for tradables which
drives down the relative price of non tradables. Graphically, in terms of Figure 4(a), the
labor accumulation channel shifts the GM E-schedule to the right, regardless of the value
of the elasticity of substitution between traded and non traded goods. It is worthwhile
noticing that a change in vy x no longer impinges on the relative price p and thus the labor
accumulation channel vanishes when we let o7, tend toward infinity, i.e., if agents are not
subject to switching costs from one sector to another.?® In this case, the GM E;-schedule
intercepts the LM Fq-schedule at B.S;. Unlike, when o7 < oo, the intercept is at G if
¢ > 1. In this case, the relative price unambiguously appreciates by less than 1% following
a 1 percentage point increase in the productivity differential between tradables and non

tradables. While through the labor market frictions channel, p > 1% if ¢ < 1, the labor

35When o7, — o0, the term MLG tends toward zero.
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market accumulation channel exerts a negative impact on p, and all the more so the smaller

the elasticity ¢, as shown by the second term on the RHS of (49).

< Please insert Figure 4 about here >

We now explore the long-run response of the relative wage of non tradables to a produc-
tivity differential. To do so, we first totally differentiate the vacancy creation equation (35)
that we substitute into the Nash bargaining wage (24) expressed in rate of change relative
to the steady-state:36

= oy [(1-ad) (2 + %) + ]

i =z, o= 2 W) S (50
w [(l—a{/) (si—i—r*)—i-oz{ymﬂ}

=T

where = o

= a7 and 2N = p+al. Calculating @ = WV —&” by using (50) and substituting

(48) yields the deviation in percentage of the relative wage from its initial steady-state:

w:{QN

To facilitate the discussion, we assume that @/ ~ © and Q7 ~ Q.37 Under theses assump-

(1+0e%)al + (p—1)aV
(¢ +6ON)

PECES

- QTaT} v dunx (51)

tions, eq. (51) reduces to:

- (0—1) .r . dunx
w——Q{¢+@ (aT—aN)+¢+@]. (52)

When assuming perfect mobility of labor across sectors, i.e., if we let o, tend toward infinity,
we have ©® — oo; hence eq. (52) shows that a productivity differential leaves unaffected the
relative wage. Conversely, as long as workers experience a utility loss when shifting (i.e.,
assuming o7, < o0), technological change biased toward the traded sector impinges on the
relative wage through two channels.

When keeping fixed vyx, eq. (52) reduces to —Q(;)Jr;é) (dT — &N). Hence, through
the labor market frictions channel, higher productivity growth in tradables relative to non
tradables lowers the relative wage w only if ¢ > 1. As discussed above, technological change
biased toward the traded sector raises traded output relative to non traded output which
appreciates the relative price of non tradables; with an elasticity of substitution ¢ greater

than one, the demand for tradables rises more than proportionally. By raising the share

of tradables in total expenditure, higher productivity growth in tradables relative to non

36Totally differentiating the wage rate W7 (24) gives:

wj_a]wEJej+( i )XJszéj
Wi '
Totally differentiating the vacancy creation equation (35) to eliminate 67 in the above equation, and using
. . o Jad Wi
the fact that at the steady-state, X’ W} = m’¢’ = msjo;"‘;f’ , one obtains (50).
37For the baseline scenario of our quantitative analysis, i.e., when calibrating to a typical OECD economy,

QT and OV are almost identical.
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tradables induces traded firms to hire more which lowers the relative wage. In terms of
Figure 4(b), technological change biased toward the traded sector shifts to the right the V C-
schedule from VCy to VC’. Unlike, with an elasticity ¢ smaller than one, the V' C-schedule
would shift to the left because the share of non tradables rises which has an expansionary
effect on recruitment in the non traded sector. Hence, in this case, the relative wage of non

tradables increases instead of declining, in contradiction with our empirical findings.

As captured by the second term on the RHS of eq. (52), technological change biased
toward the traded sector also impinges on the relative wage through a labor accumulation
channel. More specifically, by raising steady-state net exports, a productivity differential
encourages traded firms to hire more which exerts a negative impact on the relative wage.
Graphically, as depicted in Figure 4(b), higher productivity growth in tradables relative
to non tradables shifts further to the right the V C-schedule from VC’ to VC;. Hence,
while w unambiguously declines if the elasticity of substitution is larger then one, when
¢ < 1, the relative wage response to a productivity differential is ambiguous. In the latter
case, technological change biased toward the traded sector drives down w through the labor
accumulation channel while it increases the relative wage through the labor market frictions

channel. We address this ambiguity numerically later.

In our model, the elasticity of labor supply at the extensive margin, o, plays a key role
in the determination of the relative wage adjustment. When the labor force participation
decision is endogenized, the situations of total immobility (o7 = 0) and perfect mobility
(o, — o0) of labor emerge as special cases. If we let o7, = 0, the situation of total labor
immobility is obtained. Because the mobility costs are prohibitive, the labor force F7 is
fixed in both sectors. As will be clear later when discussing quantitative results, such
a configuration reduces the likelihood that our model trustfully replicates our empirical
findings. Graphically, in terms of Figure 4(b), setting o7 = 0 rotates to the left the DS-
schedule. Consequently, technological change biased toward the traded sector shifts the
V C-schedule along a steeper DS-schedule. Consecutive large changes in the ratio of labor
market tightness #7 /0" amplify substantially the relative wage responses, thus diminishing

the probability to replicate the size of the decline in w found in the data.?®

Conversely, when we let o, tend toward infinity, workers are no longer subject to switch-
ing costs; in this configuration, we have ©7 — oo so that eq. (48) reduces to p = (&T —av ),
as in the standard BS model. Inserting the relative price equation into =N = P+ a, the
deviation in percentage of the relative wage from its initial steady-state (51) can be rewrit-

ten as w = (QN — QT) a”'. Such an equality reflects the fact that even if mobility costs are

absent, technological change biased toward the traded sector may produce different sectoral

381t is worthwhile noticing that when oy = 0, the change in relative labor LT/LN is achieved through
a decline in sectoral unemployment. For example, when ¢ > 1, LT / LY unambiguously increases because
more unemployed workers find a job in the traded sector while the labor force FT is fixed.
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wage responses because search parameters vary across sectors. However, the quantitative
analysis conducted in section 5 reveals that the elasticity € of sectoral wages w.r.t. the
marginal revenue of labor is almost identical across sectors (as long as firing costs are low),

ie., QT ~ QN: hence, if o7, — 0o, we would have & ~ 0.
4.2 Implications of Labor Market Regulation

So far, we have shown that the relative wage of non tradables no longer remains fixed
following technological change biased toward the traded sector because workers experience
a mobility cost (as captured by 0 < o7 < o0) which must be covered by higher wages.
While searching for a job is costly because it is time consuming, in a model with search
in the labor market, hiring is also a costly activity. By affecting the recruiting cost, labor
market institutions determine the elasticity of labor demand to technological change. More
precisely, the more labor demand in the traded sector increases relative to that in the non
traded sector, the larger the decline in the relative wage of non tradables. In this section,
our objective is to assess the ability of our model to account for our empirical findings
established in section 2 according to which the relative wage falls more in countries where
unemployment benefits are more generous, the worker bargaining power is larger or legal
protection against dismissals is more stringent. Because the transmission mechanism varies
according the type of labor market institution, we differentiate between the firing cost on
the one hand, the generosity of the unemployment benefit scheme and the worker bargaining

power on the other.

4.2.1 Implications of a Higher Firing Tax

In our model, the strictness of legal protection against dismissals is captured by a firing tax
denoted by 27 paid to the State by the representative firm in the sector which reduces em-
ployment. Technological change exerts two opposite effects on labor L. On the one hand,
by producing a positive wealth effect, as reflected by a fall in the shadow value of wealth
A (38), a higher productivity exerts a negative impact on employment by driving down
labor supply (see (36)). On the other hand, by increasing the marginal revenue of labor,
a rise in A’ induces firms to recruit more which pushes up labor. Because technological
change is biased toward the traded sector, employment in the traded sector increases while
labor in the non traded sector declines. According to (19), higher productivity induces non
traded firms to post more job vacancies but less so as the firing tax is increased because
the surplus from hiring rises by a smaller amount. Since labor demand in the non traded

sector increases less in countries where the firing tax is higher, as reflected by a smaller rise

in the labor market tightness 8, the relative wage of non tradables falls more.

The implications of a higher firing tax is depicted in Figure 5(a) where we assume an

elasticity between traded and non traded goods in consumption ¢ larger than one. In
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this configuration, as mentioned previously, technological change biased toward the traded
sector shifts to the right the VC-schedule. As highlighted in Figure 5(a), higher productivity
growth in tradables relative to non tradables shifts further to the right the V C-schedule
from VC' to VC", thus resulting in a larger increase in #7 /6" because hiring in the non
traded sector which decumulates employment is limited by the firing tax. Consequently,
the relative wage w declines more, in line with our empirical findings, through a stronger
labor market frictions effect. However, a higher firing tax also moderates the decline in
the relative wage since net exports increase less. Intuitively, as recruiting expenditure are
curbed by the firing tax, the productivity differential leads to a smaller current account

deficit, thus moderating the necessary trade balance improvement.??

In terms of eq. (51), a higher firing tax (paid by non traded firms) lowers substantially
the term QY which is the elasticity of the non traded wage to the marginal revenue of
labor.%0 The term in braces in eq. (51) which captures the labor market frictions channel is
thus higher in absolute terms (or more negative) when ¢ > 1. Conversely, when ¢ < 1, the
term in braces in eq. (51) becomes positive but smaller as the firing tax z is increased. As
mentioned above, in countries where the firing tax is higher, net exports increase less which
lowers duyx > 0 in the last term of eq. (51) and thus moderates the labor accumulation

effect which exerts a negative impact on w.*!

In conclusion, increasing the firing tax exerts two opposite effects on the relative wage
response to technological change biased toward the traded sector. On the one hand, higher
productivity growth in tradables relative to non tradables produces a larger decline (if
¢ > 1) or a smaller increase (if ¢ < 1) in w as x is raised by limiting the expansionary effect
on labor demand in the non traded sector. On the other hand, increasing the firing tax
moderates the expansionary effect of a productivity differential on the demand of tradables
in the long-run (captured by duyx > 0) and thus the steady-state fall in the relative wage.

We will address this ambiguity numerically.

4.2.2 Implications of a More Generous Unemployment Benefit Scheme or a
Higher Worker Bargaining Power

In our framework, the generosity of the unemployment benefit scheme is captured by the
level of R’; unemployment benefits are assumed to be a fixed proportion r of the wage

rate W7, i.e., R = rW7. Additionally, a higher worker bargaining power measured empir-

39Because our quantitative analysis shows that increasing substantially the firing tax merely affects the
labor accumulation channel, for clarity purposes, we restrict our attention to the labor market frictions in
Figure 5(a).

49 A higher firing tax lowers both Q% and ©Y which exerts opposite effects on the first term in braces in
eq. (51). Our quantitative analysis indicates that the effect of a lower Q~ on & predominates. For clarity
purposes, we concentrate on this term while leaving aside the impact on © in order to avoid unnecessary
complications.

41To be more precise, a higher firing tax lowers QV and moderates the change in net exports dunxx > 0
which exert opposite effects on @, as shown by the last term in eq. (51); our quantitative analysis reveals
that the firing tax tends to moderate the labor accumulation effect.
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ically by the bargaining coverage is captured by the parameter ay, which is assumed to be

identical across sectors.

In contrast to a firing tax, raising the unemployment benefit replacement rate or the
worker bargaining power leads to a larger long-run rise in net exports and thus amplifies
the decline in the relative wage through the labor accumulation channel. The reason is
as follows. In countries where unemployment benefits are more generous or the worker
bargaining power is larger, there are more job-seeking workers and less job vacancies, thus
resulting in lower labor market tightness 67 in both sectors. Consequently, following higher
productivity, firms are more willing to recruit additional workers because hiring is more
profitable as the probabilities of fulfilling vacancies (f7) are much higher. Hence, the open
economy experiences a larger current account deficit along the transitional path which
must be matched in the long-run by a greater improvement in the balance of trade. By
amplifying the rise in net exports and thus the demand for tradables, technological change
biased toward the traded sector exerts a larger negative impact on the relative wage in
countries with a higher replacement rate r or a larger worker bargaining power ayy. While
a productivity differential lowers further the relative wage through the labor accumulation
channel, it also moderates its decline through the labor market frictions channel. More
precisely, larger values of r, by reducing the cost of hiring (because the probability f7 is
higher), or higher values of ayy, by raising the marginal benefit of search, increase the
mobility of labor across sectors (captured by ©7) which in turn moderates the change in

the relative wage through the labor market frictions channel.

The implication of a higher replacement rate r or a larger worker bargaining power
ayy is depicted in Figure 5(b) where we consider an elasticity of substitution ¢ larger than
one. Figure 5(b) shows that technological change biased toward the traded sector shifts
further to the right the V' C-schedule from V' to V(s in countries where the replacement
rate r is higher or the worker bargaining power ayy larger. As mentioned above, the larger
increase in net exports amplifies the expansionary effect on hiring in the traded sector which
pushes up further the ratio of labor market tightness #7 /#". Hence, the relative wage of
non tradables falls more through a stronger labor accumulation effect. Raising r or aw
also modifies the labor market frictions channel by increasing the mobility of labor across
sectors.*? Because we find numerically that modifying r or ay merely modifies the relative
wage response to technological change biased toward the traded sector through the labor

market frictions channel, we restrict our attention to the labor accumulation channel in

“2In countries with a higher worker bargaining power aw, firms are willing to recruit more (because it
is relatively less costly due to a higher probability to fill a job vacancy) while workers are less reluctant
to move from one sector to another (since they receive a larger share x of the surplus associated with a
labor contract in the marginal benefit of search). In economies with a more generous unemployment benefit
scheme, while workers are more reluctant to move from one sector to another (because x falls), the vacancy
creation is more elastic to technological change. Since the latter effect predominates, the labor mobility
rises.
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Figure 4(b).

< Please insert Figure 5 about here >

5 Quantitative Analysis

In this section, we analyze the effects of a labor productivity differential quantitatively. For
this purpose we solve the model numerically.*> Therefore, first we discuss parameter values
before turning to the long-term consequences of higher productivity in tradables relative to

non tradables.

5.1 Calibration

To calibrate our model, we estimated a set of parameters so that the initial steady state is
consistent with the key empirical properties of a representative OECD economy. While at
the end of the section we move a step further and calibrate the model for each economy, we
first have to evaluate the ability of the two-sector open economy model with labor market
frictions to accommodate the decline in the relative wage. Our sample covers the eighteen
OECD economies in our dataset. Since we calibrate a two-sector model with labor market
frictions, we pay particular attention to match the labor market differences between the two
sectors. To do so, we carefully estimate a set of sectoral labor market parameters shown in
Table 10. Unemployment benefit replacement rates and the firing cost shown in the latter
two columns of Table 10 correspond to averages over 1980-2007 (except Korea: 2001-2007)
and 1980-2005, respectively.** Because we consider an open economy setup with traded and
non traded goods, we calculate the non-tradable content of employment, consumption, and
government spending, and the productivity in tradables in terms of non tradables, for all
countries in our sample, as summarized in Table 7. Our reference period for the calibration
of the non tradable share given in Table 7 is running from 1990 to 2007 while labor market
parameters have been computed over various periods due to data availability. We choose
the model period to be one month and therefore set the world interest rate, r*, which is

equal to the subjective time discount rate, 3, to 0.4%.

We start with the values of the labor market parameters which are chosen so as to

match a typical OECD economy.*®> Some of the values of the labor market parameters

43Technically, the assumption § = r* requires the joint determination of the transition and the steady
state.

44To calibrate the labor market for the traded and the non traded sector, we need to estimate the job
finding and the job destruction rate for each sector. To do so, we apply the methodology developed by
Shimer [2012]. Appendix B.2 presents the source and construction of the data while more details about
the measures of the job finding probability for unemployed workers and the exit probability for employed
workers can be found in the Technical Appendix.

*5Due to the availability of data, we were able to estimate sectoral unemployment rates for 10 European
countries and 5 OECD economies as ILO does not provide series for sectoral employment and unemployment
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can be taken directly from data, but others need to be endogenously calibrated to fit a
set of labor market features. To capture the labor market of a typical OECD economy
which is chosen as the baseline scenario, we take unweighed average values shown in the
last line of Table 10. We set the matching efficiency in the traded (non traded) sector X*
(X™V) to 0.307 (0.262) and the job destruction rate s (s") to 1.48% (1.54%) to target an
unemployment rate u” (u”) of 7.9% (8.3%) and a monthly job finding rate m” (m™) of
17.4% (17.0%). We obtain an overall unemployment rate u of 8.1% in line with our estimate
shown in Table 10. To target the labor market tightness in the traded sector, §7 = 0.24,
and in the non traded sector, #N = 0.34, we set the share of recruiting costs in GDP to
2.3% by choosing 7 = 1.482 and &~ = 0.575. In the numerical analysis, we assume that
unemployment benefits are a fixed proportion of the wage rate, i.e., R = rWJ, with r the
replacement rate. The unemployment benefit replacement rate has been set to 52.4%, in

line with our estimates shown in Table 10.

Because the features of labor markets vary substantially across OECD economies, we
also analyze two different calibrations of the model, one aimed at capturing the U.S. labor
market, the other aimed at capturing Europe with its more ’rigid’ labor market. To cali-
brate a typical European labor market, we take the EU-12 unweighed average.*® For both
calibrations, we present the implications of a productivity differential. To capture the U.S.
(EU-12) sectoral labor markets, we set the matching efficiency parameters X7 and X* to
0.620 (0.231) and 0.521 (0.197), respectively and the job destruction rates s’ and sV to
2.2% (1.2%) and 2.4% (1.2%), to target an unemployment rate in the traded sector v’ and
in the non traded sector u’¥ of 4.8% (8.7%) and 5.3% (9.3%), respectively, and a monthly
job finding rate m” in the traded sector and in the non traded sector m’¥ of 44.4% (12.4%)
and 44.0% (12.2%), respectively, in line with the data shown in Table 10. It is worth noting
that this allows us to match the unemployment rate for the US and EU-12 which averages
5.2% and 9.1%. Furthermore, the replacement rate has been set to 26.1% for the U.S. and
55.9% for EU-12. To target the sectoral labor market tightness for the US (EU-12), i.e.,
67 = 0.43 (07 = 0.21) and 6 = 0.65 (6" = 0.30), respectively, we choose x! = 1.333
(kT =1.535) and &V = 0.476 (k" = 0.597).

Using U.S. data, Barnichon [2012] reports an elasticity of the matching function with
respect to unemployed workers of about 0.6, an estimate which lies in the middle of the
plausible range reported by Petrongolo and Pissarides [2001]. Hence, we set the elasticity
1-— a{, (with j = T, N) of the matching function with respect to unemployed workers to

0.6.47 As it is common in the literature, we impose the Hosios [1990] condition, and set

for France, the Netherlands, and Norway at a sectoral level. Regarding Korea, while ILO provides data
necessary for the computation of sectoral unemployment rates, the OECD does not provide unemployment
by duration for this country which prevents the computation of job finding and job destruction rates.

16 For sectoral unemployment rates, and monthly job finding and job destruction rates, we take the EU-10
unweighed average due to data availability.

4TDue to the lack of empirical estimates at a sectoral level, we assume 1 —oz{, to be identical across sectors.
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the worker bargaining power ay to 0.6 in the baseline scenario but conduct a sensitivity

analysis with respect to this parameter by setting ay to 0.9 while keeping fixed 1 — ay.

We model firing costs as a tax that firms have to pay to the State when their employment
levels decline, i.e., if L7 < 0. To calibrate the firing cost, we take data from Fondazione
De Benedetti which provides series for the eighteen countries of our sample over the period
1980-2005. To compute the firing tax, we add the advance notice and the severance payment
which are averages after 4 and 20 years of employment. Since the advance notice and the
severance payment are both expressed in monthly salary equivalents, we have 2/ = 7W/J
with 7 > 0. Values of 7 are shown in the last column of Table 10. For the baseline
calibration, we set the firing tax 7 to 4.2.*® When calibrating to the US (EU-12) economy,
we set 7 =0 (7 = 4.3).

Next, we turn to the elasticity of labor supply at the extensive margin which is assumed
to be symmetric across sectors. We choose o, to be 0.6 in our baseline setting but conduct a
sensitivity analysis with respect to this parameter.*® Furthermore, in order to target a non
tradable content of labor of 66% which corresponds to the 18 OECD countries’ unweighted
average shown in the last line of Table 7, we set (7 to 1 and ¢V to 0.18 (see eq. (10)).

We now turn to the calibration of consumption-side parameters that we use as a baseline.
In light of our discussion above, besides country’s labor market regulation, ¢ plays a key
role in the determination of the relative wage and relative price responses to a productivity
differential. Building on our panel data estimations, we set the elasticity of substitution to
1 in the baseline calibration.’® But we conduct a sensitivity analysis by considering alter-
natively a value of ¢ smaller or larger than one (i.e., ¢ is set to 0.6 and 1.5, respectively).?!
The weight of consumption in non tradables 1 — ¢ is set to 0.42 to target a non-tradable
content in total consumption expenditure (i.e. a¢) of 42%, in line with the average of our
estimates shown in the last line of Table 7. The intertemporal elasticity of substitution for

consumption o¢ is set to 1.

For calibration purposes, we introduce government spending on traded and non traded

48 As mentioned previously, because traded employment monotonically increases while the non traded
sector reduces continuously employment following a productivity differential, only the non traded sector is
subject to the firing tax.

4 Using data from the Panel Study of Income Dynamics, Fiorito and Zanella [2012] find that aggregate
time-series results deliver an extensive margin elasticity in the range 0.8-1.4, which is substantially larger
than the corresponding estimate (0.2-0.3) reported by Chetty, Friedman, Manoli, and Weber [2011]. Using
Japanese data, Kuroda and Yamamoto [2008] report a Frisch elasticity on the extensive margin which falls
in the range of 0.6 to 0.8 for both sexes. By calibrating a model with endogenous participation decision,
Haefke and Reiter [2011] find labor supply elasticities for the baseline case of 0.4 and 0.65 for men and
women, respectively.

*OExcluding estimates of ¢ for Italy which are negative (see Table 8), column 1 of Table 6 reports con-
sistent estimates for the elasticity of substitution ¢ between traded and non traded goods which average
to 0.9. The advantage of setting ¢ to 1 in the baseline scenario is twofold. First, the share of non traded
goods in consumption expenditure ac coincides with the weight of the non traded good in the overall con-
sumption bundle 1 — ¢ if = 1. Second, setting ¢ = 1 implies that only the labor accumulation channel is
(mostly) in effect as the labor market frictions channel almost totally vanish which allows us to highlight
the intertemporal effect trigged by the hiring boom.

51These values for ¢ of 0.6 and 1.5 correspond roughly to the averages of estimates of ¢ for countries with
¢ < 1 and ¢ > 1, respectively.
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goods in the setup.?> We set GV and G7 so as to yield a non-tradable share of government
spending of 90%, and government spending as a share of GDP of 20%. Close to the averages
of the values reported in the last line of Table 7, the ratios GT /YT and GV /Y™ are 4%

and 35% in the baseline calibration.

We consider a permanent increase in the productivity index A’ of both sectors biased
towards the traded sector so that the labor productivity differential between tradables and
non tradables, i.e., a7 —a", is 1%. While in our baseline calibration we set ¢ = 1, o7, = 0.6,
aw = 0.6, r = 0.524, 7 = 4.2, we conduct a sensitivity analysis with respect to these five
parameters by setting alternatively: ¢ to 0.6 and 1.5, o7, to 0, 0.2 and 1, ay to 0.9, r to
0.782, and 7 to 13.°3 Finally, in the latter two columns of Table 5, we compare the results

for the US economy with those obtained for a typical European economy (EU-12).

5.2 Discussion

Before analyzing in the detail the role of labor market frictions in shaping the long-run
dynamics of the relative price and the relative wage in response to technological change
biased toward the traded sector, we recall the set of observations established in section
2. For the whole sample, our empirical findings indicate that a productivity differential of
1% lowers the relative wage by 0.22%. When performing a sample-split analysis, estimates
reveal that the relative wage falls more in countries where the labor market regulation is
more pronounced. We also find that the elasticity of the relative price with respect to the

relative productivity is equal to 0.64 for the whole sample.

The relative wage and relative price responses are summarized in Table 5. Since the
relative wage response is ambiguous when the elasticity of substitution is smaller than one,
it is convenient to first discuss the numerical results in this configuration. Panels C and
D of Table 5 report the long-run changes for the relative wage W /W7 and the relative
price of non traded goods P /P expressed as a percentage. The numbers reported in the
first line of each panel give the (overall) responses of these variables to 1 percentage point
increase in the productivity differential between tradables and non tradables. Column 1
of Table 5 shows that when abstracting from labor market frictions, i.e., setting x/ = 0
and o7, — o0, the model cannot account for our empirical evidence. Intuitively, because
hiring and searching for a job are costless activities, labor is perfectly mobile across sectors.
Hence, technological change biased toward the traded sector leaves unaffected the relative
wage (i.e., @ = 0). Since the non tradable unit labor cost increases at the same speed as

the productivity differential, the relative price appreciates by 1%.

52The market clearing condition for the traded good and the non traded good at the steady-state are
B+Y" =CT+G" +k"VT 4+ NV and YN = CV 4+ GV

53¥When conducting the sensitivity analysis, we raise r from 52.4% to 78.2% and 7 from 4.2 to 13, which
correspond to the highest value in our sample of countries for the replacement rate and the firing cost,
respectively.
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Conversely, numerical results summarized in column 2 show that when calibrating to
a typical OECD economy, a model with labor market frictions can produce a decline in w
and a less than proportional increase in the relative price as found in the data. To shed
light on the transmission mechanism of technical change biased toward the traded sector in
a model with labor market frictions, it is useful to numerically break down the responses
into two channels; i) a labor market frictions channel stemming from the effect of higher
productivity on hiring while keeping the trade balance fixed and ii) a labor accumulation

channel arising from the long-run rise in net exports.

As shown in the second line of panels C and D, a rise by 1% in the productivity of
tradables relative to non tradables raises the relative wage by 0.29% and appreciates the
relative price by 1.33% through the labor market frictions effect. Intuitively, a productivity
shock biased toward the traded sector increases traded output relative to non traded output,
thus requiring a rise in the relative price to clear the goods market. Because ¢ is smaller
than one, the relative price must appreciate more than proportionately which in turn raises
the share of non tradables into expenditure and thus encourages non traded firms to recruit
relatively more than traded firms. To attract workers who experience mobility costs when
shifting, the non traded wage must rise relative to the traded wage. As shown in the third
line of panels C and D, the labor accumulation effect counteracts the labor market frictions
effect. More specifically, technological change biased toward the traded sector also raises
net exports which has an expansionary effect on hiring in the traded sector, thus driving
down the relative wage by 0.45%. Higher demand for tradables also depreciates the relative
price by 0.47%. Importantly, the labor accumulation effect more than offsets the labor
market frictions effect so that the relative wage declines by 0.16% and the relative price

appreciates by 0.85%, as summarized in the first line of panels C and D.

Our model with search in the labor market and an endogenous labor force participation
sheds light on two sets of factors influencing the mobility of labor across sectors and thus the
relative wage response to a productivity differential: the workers’ mobility cost reflected by
a utility loss when increasing the search intensity for a job in one sector (as captured by o)
and labor market institutions (captured by ay, 7, 7) determining the elasticity of hiring to
labor productivity. While columns 3 to 5 explore the consequences of the workers’ mobility
cost, columns 6 to 8 investigate the implications of stringent labor market regulation.

As we move from column 3 to column 5, the elasticity of labor supply at the extensive
margin oy, is raised from zero to 1 so that the workers’ utility loss decline. Column 3 of
panels C and D of Table 5 shows numerical results if labor is totally immobile across sectors
as captured by setting oy, = 0. In this configuration, the labor force is fixed in both sectors
because the mobility cost is prohibitive. Since the decision of search is inelastic to the

sectoral wage, the relative wage falls by 0.48% instead of 0.16% in the baseline scenario.
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Hence, such a polar case tends to substantially overstate the decline in the relative wage and
thus confirms the pivotal role of an endogenous labor force participation decision. Columns
4 and 5 of panels C and D of Table 5 analyze the effect of raising the elasticity of labor
supply at the extensive margin from 0.2 to 1. Because the utility loss induced by the shift
from one sector to another is lowered, the decline in the relative wage is moderated, as
shown in the first line of panel C. Because the shift of labor from the non traded to the
traded sector is increased, traded output rises more relative to non traded output, thus
raising the appreciation in the relative price from 0.82% to 0.88%, as displayed in the first

line of panel D.

Scenarios summarized in columns 6 and 7 of Table 5 show that raising the worker
bargaining power oy or the unemployment benefit replacement rate r amplifies the decline
in the relative wage from 0.16% to 0.21% and 0.25%, respectively. In accordance with
our model’s predictions, in countries with a higher worker bargaining power or providing
more generous unemployment benefits, technological change biased toward the traded sector
lowers more the relative wage through the labor accumulation effect, as shown in the third
line of panel C. The reason is that the elasticity of hiring to technological change is higher
since the labor market tightness is initially low in both sectors. Hence, job vacancies
increase substantially following a productivity shock. Higher recruiting expenditure produce
larger current account deficits along the transitional paths. Consequently, net exports
must rise more for the intertemporal solvency condition to hold, thus resulting in a greater
expansionary effect on labor demand in the traded sector and thereby on traded wages.
The stronger labor accumulation effect also moderates the appreciation in the relative price
from 0.85% to 0.81% and 0.76%, as shown in the first line of panel D, because the demand
for tradables increases more than in the baseline scenario. The second line of panel C also
reveals that the relative wage increases less than in the baseline scenario through the labor
market frictions effect. Intuitively, raising the worker bargaining power or the replacement
rate increases the mobility of labor across sectors by raising the marginal benefit of search

or reducing the recruiting cost (as the labor market tightness is initially low), respectively.

Column 8 of Table 5 gives results when the firing cost is about three times larger than in
the baseline scenario. In accordance with our empirical findings, raising the firing cost drives
down further the relative wage from -0.16% to -0.19%. As shown in the third line of panel
C, the labor accumulation channel is merely affected by the firing cost. On the contrary, the
second line of panel C reveals that the relative wage increases by a smaller amount because
the firing cost curbs the expansionary effect of technological change on hiring by non traded
firms and thus moderates the rise in the non traded wage relative to the traded wage from
0.29% to 0.25%. Moreover, as shown in the first line of panel D, countries with stringent
legal protection against dismissals also experience a larger appreciation in the relative price

of non tradables because traded output increases more relative to non traded output.
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The latter two columns of Table 5 compare the relative wage and relative price effects of
technological change biased toward the traded sector between a typical European country
and the US. Because the legal protection against dismissals is stricter while unemployment
benefits are higher, a typical European economy experiences a smaller increase in the non
traded wage through the labor market frictions channel and a larger increase in the traded
wage through the labor accumulation channel. As a result, the relative wage falls by
0.20% in EU-12 and declines by only 0.09% in the US. While a higher firing cost tends to
amplify the appreciation in the relative price, a larger replacement rate tends to moderate
it. The first line of panel D shows that the latter effect dominates so that a productivity
differential raises the relative price of non tradables more in the US (0.90%) than in a
European economy (0.82%).

We briefly discuss the scenario of an elasticity of substitution between traded and non
traded goods larger than one. Panels E and F of Table 5 report the relative wage and relative
price long-run responses to a productivity differential between tradables and non tradables
of 1%. Because the labor accumulation channel reinforces the labor market frictions channel,
the first line of panel E reveals that the model tends to overstate the decline in the relative
wage when ¢ > 1. Since in this configuration, a productivity differential of 1% appreciates
the relative price less than proportionately through the labor market frictions effect while
the rise in net exports depreciates p, the model tends to understate the rise in p, as shown

in the first line of panel F.

Finally, we explore the relative wage and relative price effects when the elasticity of
substitution between tradables and non tradables is set to one. This case is shown in
panel A and panel B of Table 5. Keeping fixed net exports, higher productivity growth
in tradables relative to non tradables would have no effect on the relative wage while the
relative price would appreciate by 1% if labor market parameters were identical because
the share of tradables in total expenditure remains unchanged. As shown in the second
line of panel A, the relative wage falls very slightly though because the elasticity of hiring
in the traded sector is merely higher than that in the non traded sector. The third line
of panel A and B reveals that technological change biased toward the traded sector lowers
substantially the relative wage and produces an appreciation in the relative price close to
our estimates due to the improvement in the balance of trade. Alternative scenarios yield

similar results to those discussed above and therefore do not warrant further comment.

< Please insert Table 5 about here >
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5.3 Taking the Model to the Data

We now move a step further and compare the predicted values with estimates for each
country and the whole sample. To do so, we use the same baseline calibration for each
country, except for the elasticity of substitution ¢ between traded and non-traded goods,
and labor market parameters which are allowed to vary across countries. More specifically,
the elasticity of substitution ¢ between traded and non traded goods is set in accordance
with its estimates shown in the first column of Table 6.°% The parameters which capture
the degree of labor market regulation such as the firing cost z, and the replacement rate r
are set to their values shown in the latter two columns of Table 10. The job destruction
rate s/, and the matching efficiency X7 in sector j are set to target the unemployment rate
u/ and the job finding rate m’ summarized in columns 2, 3, and in columns 5, 7 of Table
10. The costs per job vacancy kT and " are chosen to target the aggregate labor market
tightness # shown in column 13 and the ratio of sectoral labor market tightness 67 /6

obtained by dividing column 10 by column 11.%°

Results are shown in Table 6. Columns 2 and 5 of Table 6 give the predicted responses of
w and p to a productivity differential between tradables and non tradables by 1%. Columns
3 and 6 report FMOLS estimates of & and p for each country, EU-12 and the whole sample.?®
Columns 4 and 7 give the difference between the actual and the predicted values. Column
4 reveals that our model’s predictions for @ are relatively close to the evidence for almost
half of the countries in our sample, including France, the UK, Ireland, Italy, Japan, the
Netherlands, Spain and the United States, and to a lesser extent Germany, Austria and
EU-12. The model predicts fairly well the relative price response for nine countries of
our sample, including Austria, Belgium, Germany, Finland, Italy, Japan, the Netherlands,
Spain, and the UK. The prediction error is also moderate in Denmark and France. It is
worthwhile mentioning that, whether we focus on the relative wage or the relative price, the

prediction error is large for Australia, Canada, and Norway which are important natural

5We also choose the weight of consumption in non tradables 1 — ¢ to target a non-tradable content in
total consumption expenditure (i.e., ac) for each country in line with our estimates shown in column 2 of
Table 7.

551deally, the recruiting cost x? would be set in order to target 67; however, the series for job vacancies by
economic activity are available for a maximum of seven years. On the contrary, the OECD provides data for
job openings (for the whole economy) over the period 1980-2007 allowing us to calculate the labor market
tightness, i.e., § = V/U, for several countries that we target along with the ratio 7 /0™ by choosing x” and
xY. When data for sectoral labor market tightness are not available, we target the average value 67 / oN for
EU-12 if the country is a member of the European Union, the average value for the US for English-speaking
countries (excluding European economies), and average value for the OECD otherwise. When data for job
openings are not available at an aggregate level, we first calibrate the model to EU-12 (US, OECD), in
particular choosing k7 and k" to target an aggregate labor market tightness 6 of 0.12 (0.59, 0.18) and a
ratio 07 /0N of 0.75 (0.66, 0.77); then, we set x” and " chosen for EU-12 if the country is a member of
the European Union, chosen for the US for Canada, and chosen for the OECD otherwise. Finally, because
labor market parameters cannot be calculated at a sectoral level for France, the Netherlands and Norway,
we assume that the job destruction rate s and the matching efficiency X are identical across sectors and are
chosen so as to target u = u? and m = m’ shown in columns 4 and 5 of Table 10.

S6FMOLS and DOLS cointegration procedures give very similar estimates. Since the model has been
calibrated by using FMOLS estimates of ¢, we compare predicted values with FMOLS estimates. We reach
similar conclusions when using DOLS estimates.
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resources exporters. Hence, for these three economies, we believe that our assumption of

given terms of trade is too strong.

When calibrating to the whole sample, the model predicts remarkably well the relative
wage response to a 1 percentage point increase in the productivity differential; more pre-
cisely, we find numerically a decline in the relative wage of 0.229% while in the data, w falls
by 0.223%. When we turn to the relative price, the prediction error increases substantially

as our model produces an appreciation of 0.783% while we find empirically a rise of 0.636%.

< Please insert Table 6 about here >

6 Conclusion

While the literature exploring the implications of technological change biased toward the
traded sector commonly assume frictionless labor markets, our empirical results show that
the non traded wage tends to decline relative to the traded wage. More specifically, using
a sample of eighteen OECD countries over the period 1970-2007, we find that a rise in the
productivity of tradables relative to non tradables by 1% lowers the relative wage of non
tradables by 0.22%. Because the non traded wage increases at a lower speed than the traded
wage, it is found empirically that the relative price of non tradables appreciates by 0.64%
only instead of 1% as predicted by the standard neoclassical model abstracting from labor
market frictions. When estimating the relative wage response by country, we conjecture that
the large cross-country variations found in the data is the result of labor market institutions.
In accordance with our interpretation, using a set of three indicators, our findings reveal that
countries with stringent legal protection against dismissals, a more generous unemployment
benefit scheme, or a higher bargaining coverage experience a significantly larger decline in

the relative wage following higher productivity in tradables relative to non tradables.

To account for the evidence, we develop a two-sector open economy model with search
in the labor market and an endogenous sectoral labor force participation decision. As
in Alvarez and Shimer [2011], workers cannot reallocate hours worked from one sector
to another without searching for a job in this sector. Because such an activity is costly
in utility terms, workers experience a switching cost. We find analytically that two sets
of parameters play a pivotal role in the determination of the relative wage response to
technological change biased toward the traded sector: i) preference parameters such as
the elasticity of labor supply at the extensive margin and the elasticity of substitution in
consumption between tradables and non tradables, ii) parameters capturing the 'rigidities’
in the labor market such as the firing tax, the unemployment benefit replacement rate and

the worker bargaining power. Our quantitative analysis indicates that higher productivity
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growth in tradables relative to non tradables lowers the relative wage across all scenarios
as long as the elasticity of labor supply that measures the workers’ mobility cost takes a
finite value. On the contrary, the situations of total immobility or perfect mobility of labor
across sectors that emerge as special cases cannot account for the evidence. Importantly,
the relative wage falls by a larger amount when raising the replacement rate or the worker
bargaining power because traded firms are encouraged to hire more, thus amplifying the
rise in the traded wage. Increasing the firing cost curbs hiring in the non traded sector,

and thus produces a larger decline in the relative wage, in accordance with our evidence.

The final exercise we perform is to compare the responses of the relative wage and
the relative price for each OECD economy in our sample to our empirical estimates. To
do so, we estimate the elasticity of substitution in consumption between tradables and
non tradables and the labor market parameters for each country. Allowing these two sets
of pivotal parameters to vary across countries, it is found that the model predicts the
adjustment of the relative wage fairly well for the whole sample and half of the countries

and to a lesser extent the response of the relative price.

To conclude, our paper emphasizes that workers’ switching costs and labor market insti-
tutions jointly determine mobility frictions which are key to understanding the adjustment
of an open economy. While we have restricted our attention to the analysis of the effects of
technological change biased toward the traded sector, OECD countries have been subject to
a product market deregulation episode on an unprecedented scale over the last thirty years.
Such deregulation has mainly affected non traded sectors and thus has contributed to lower
the markup and stimulate employment in these industries, as documented by Bertinelli et
al. [2013]. We believe that more work should be done in the future in order to disentangle
quantitatively the implications of technological change and deregulation for sectoral wages,

prices and labor reallocation across sectors.
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Figure 1: The Relative Price and the Relative Wage Growth. Notes: Figure 1 plots the
annual average growth of the relative price of non tradables and the relative wage of non
tradables, both scaled by the average productivity growth differential between tradables
and non tradables, for each country of our sample over 1970-2007.

Table 1: Panel Unit Root Tests (p-values)

Test Stat Variables
w P al"—a™ [ p—(aT —a")

Levin et al. [2002] t-stat 0.075 | 0.376 0.998 0.510
Breitung [2000] t-stat 0.273 | 0.667 0.760 0.124
Im et al. [2003] W-stat | 0.558 | 1.000 1.000 0.999
Maddala and Wu [1999] | ADF 0.329 | 0.972 1.000 0.950

PP 0.289 | 0.953 0.999 0.983
Hadri [2000] Z,~stat | 0.000 | 0.000 0.000 0.000

Notes: For all tests, except for Hadri [2000], the null of a unit root is not rejected if p-value
> 0.05 at a 5% significance level. For Hadri [2000], the null of stationarity is rejected if
p-value < 0.05 at a 5% significance level.

Table 2: Panel Cointegration Estimates of # and ~ for the Whole Sample (egs. (7))

Relative wage eq. (7a) || Relative price eq. (7b)
DOLS FMOLS DOLS FMOLS
(a —av) —0.2237 —0.2237 0.646* 0.636%
(—29.72) (—33.85) (76.543) (83.01)
tB) =0 0.000 0.000
t(y)=1 0.000 0.000
Number of countries 18 18 18 18
Number of observations 680 680 680 680

Notes: all regressions include country fixed effects. Heteroskedasticity and autocorrelation
consistent t-statistics are reported in parentheses. * denotes significance at 1% level. The
rows t(8) = 0 and t(y) = 1 report the p-value of the test of Hy : 8 =0 and Hp : v = 1
respectively.
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Table 3: Panel Cointegration Estimates of ; and ~; for Each Country (egs. (7))

Relative wage equation | Relative price equation
Country POLS FMOLS 4POLS 3 FOLS
AUS —0.047 —0.062° 0.567¢ 0.559¢
(—1.51) (—2.19) (10.95) (10.88)
AUT —0.220 —0.231¢ 0.687¢ 0.689"
(—12.62) (—13.95) (20.14) (21.89)
BEL —0.150* —0.135% 0.732° 0.740*
(—6.36) (—5.74) (17.49) (17.52)
CAN —0.298 —0.299¢ 0.549¢ 0.524°
(—6.11) (—7.19) (4.95) (5.19)
DEU —0.502 —0.493¢ 0.532° 0.517¢
(—20.60) (—22.90) (9.76) (10.70)
DNK —0.366" —0.355% 0.361° .357¢
(—4.96) (—5.86) (9.51) (12.63)
ESP —0.231¢ —0.236 0.689* 0.709*
(—8.30) (—11.10) (19.14) (21.50)
FIN —0.197¢ —0.193¢ 0.645° 0.628“
(—11.14) (—12.99) (19.98) (23.02)
FRA —0.396" —0.395 0.787¢ 0.790*
(—6.56) (—7.00) (29.79) (31.01)
GBR —0.152° —0.161¢ 0.842° 0.810*
(—2.35) (—2.94) (6.63) (7.41)
IRL —0.187* —0.193 0.554* 0.562*
(—3.64) (—4.20) (18.09) (19.20)
ITA —0.265 —0.282 0.761¢ 0.727¢
(—10.04) (—11.74) (23.91) (23.34)
JPN —0.161* —0.157¢ 0.879° 0.898“
(—8.05) (—9.29) (42.50) (41.06)
KOR —0.403* —0.393¢ 0.529¢ 0.532¢
(—10.77) (—12.53) (40.46) (45.58)
NLD —0.331¢ —0.307¢ 0.724° 0.731¢
(—5.90) (—5.82) (15.95) (18.04)
NOR —-0.071* —0.081 0.094 0.034
(—5.84) (—6.17) (0.75) (0.29)
SWE —0.020 —0.009 0.908“ 0.882¢
(—0.66) (—0.52) (11.23) (18.13)
USA —0.017 —0.033 0.784* 0.765*
(—0.69) (—1.47) (23.50) (24.80)
EU-12 —0.252¢ —0.249 0.685“ 0.679"
(—26.89) (—30.24) (58.20) (64.78)
All sample | —0.223% —0.223¢ 0.646" 0.636"
(—29.72) (—33.85) (76.543) (83.01)

Notes: Heteroskedasticity and autocorrelation consistent t-statistics are
and ¢ denote significance at 1%, 5% and

reported in parentheses.

10% levels.

Table 4: Panel Cointegration Estimates of 5 for subsamples (eq. (8))

a b
b

LMR r EPL,q BargCov LMR
DOLS FMOLS | DOLS FMOLS | DOLS FMOLS | DOLS FMOLS

BH —0.261* —0.255% | —0.165% —0.172% | —0.242% —0.238% | —0.166* —0.173%
(—23.04)  (—25.65) (—30.29)  (—32.59) (—22.18) (—24.91) (—31.68) (—33.20)

gL —0.158* —0.166* | —0.130* —0.130% | —0.180* —0.185% | —0.113* —0.112“
(—16.34)  (—19.14) (—13.97)  (—11.57) (—17.25) (—19.93) (—10.74) (—8.26)

t(Brow = Brign) 0.000 0.000 0.000 0.000 0.000 0.011 0.000 0.000

Time period 1970-2007 1985-2007 1970-2007 1985-2007

Countries 17 18 17 17

Observations 642 414 642 390

mean LMR (high) 0.609 2.280 0.864 1.376

mean LMR, (low) 0.389 1.296 0.448 -0.578

Notes: ¢ denotes significance at 1% level. The row t(,@L = 3H) reports the p-value of the test of Hy : BL = BH. r is the unem-
ployment benefits replacement rate, EPL,q; the strictness of employment protection against dismissals, BargCov the bargaining

coverage and LM R the labor market regulation index obtained by using a principal component analysis.
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Figure 2: Labor Market Regulation and The Relative Wage Response to Technological
Change Biased toward the Traded Sector Notes: Figure 2 plots fully modified OLS estimates
of relative wage responses to a labor productivity differential against indicators of labor
market regulation. Horizontal axis displays the FMOLS estimates for each country which
are taken from Table 3. For easier reading, we show the absolute value of the change in the
relative wage (i.e., |5;]). Firing cost is captured by the employment protection legislation
index adjusted with the share of permanent workers in the economy (source: OECD); the
generosity of unemployment benefit scheme is measured by the average of net unemployment
benefit replacement rates for three duration of unemployment (source: OECD); the worker
bargaining power is measured by the bargaining coverage (source: Visser [2009]); in Figure
2(d), we have recourse to a principal component analysis in order to have one overall
indicator encompassing the three dimensions of labor market regulation.
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Table 5: Long-Term Relative Price and Relative Wage Responses to a Productivity Differential between Tradables and Non Tradables (in %)

BS OECD ‘ Labor force ‘ Bargaining power ‘ Replacement rate ‘ Firing EU-12 ‘ Us
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)
(u=0) | w=81%) | (60 =0) (00 =02) (or=1)] (aw=09 | (=072 [(r=13)[ (u=91%) | (u=52%)
p=1
A Relative Wage
Relative wage, @ 0.00 -0.31 -0.59 -0.43 -0.25 -0.35 -0.37 -0.34 -0.34 -0.25
Labor market frictions effect 0.00 -0.02 -0.04 -0.02 -0.02 -0.03 -0.03 -0.06 -0.03 -0.00
Labor accumulation effect 0.00 -0.29 -0.55 -0.42 -0.22 -0.32 -0.34 -0.28 -0.31 -0.24
B.Relative Price
Relative price, p 1.00 0.70 0.42 0.57 0.77 0.66 0.63 0.73 0.67 0.74
Labor market frictions effect 0.00 1.01 0.99 1.01 1.01 1.01 1.00 1.04 1.01 1.00
Labor accumulation effect 0.00 -0.31 -0.57 -0.44 -0.24 -0.34 -0.37 -0.30 -0.32 -0.24
P <1
C.Relative Wage
Relative wage, @ 0.00 -0.16 -0.48 -0.20 -0.14 -0.21 -0.25 -0.19 -0.20 -0.09
Labor market frictions effect 0.00 0.29 0.52 0.45 0.21 0.27 0.25 0.25 0.28 0.32
Labor accumulation effect 0.00 -0.45 -1.00 -0.64 -0.35 -0.47 -0.50 -0.44 -0.48 -0.40
D.Relative Price
Relative price, p 1.00 0.85 0.53 0.82 0.88 0.81 0.76 0.89 0.82 0.90
Labor market frictions effect 0.00 1.33 1.57 1.49 1.26 1.31 1.30 1.37 1.33 1.32
Labor accumulation effect 0.00 -0.47 -1.03 -0.66 -0.37 -0.49 -0.54 -0.47 -0.49 -0.40
o>1
E.Relative Wage
Relative wage, @ 0.00 -0.44 -0.68 -0.58 -0.36 -0.47 -0.47 -0.47 -0.46 -0.39
Labor market frictions effect 0.00 -0.25 -0.34 -0.30 -0.22 -0.25 -0.24 -0.29 -0.25 -0.24
Labor accumulation effect 0.00 -0.19 -0.34 -0.29 -0.14 -0.23 -0.24 -0.18 -0.21 -0.15
F.Relative Price
Relative price, p 1.00 0.57 0.32 0.42 0.65 0.54 0.52 0.59 0.54 0.60
Labor market frictions effect 0.00 0.77 0.68 0.72 0.81 0.78 0.78 0.79 0.77 0.76
Labor accumulation effect 0.00 -0.21 -0.36 -0.31 -0.16 -0.24 -0.26 -0.20 -0.22 -0.15
Notes: Effects of a 1 percentage point increase in the labor productivity differential between tradables and non tradables. Panels A and B show the deviation in
percentage relative to steady-state for the relative price of non tradables p = p™ — pT and the relative wage of non traded workers w = w™ — w”, respectively,

and break down changes in a labor market frictions effect (keeping unchanged net exports NX), and a labor capital accumulation effect (stemming from the hiring
boom causing a current account deficit in the short-run and therefore requiring a steady-state improvement in the balance of trade). While panels A and B show
the results when setting ¢ to one, panels C and D show results for ¢ < 1 and panels E and F show results for ¢ > 1; ¢ is the elasticity of substitution between
tradables and non tradables; oy, is the elasticity of labor supply at the extensive margin; ay, corresponds to the worker bargaining power; r is the unemployment

benefits replacement rate; 7 measures the strictness of employment protection expressed in monthly salary equivalents (with @ = 7 .W where « is the firing tax).



Table 6: Comparison of Predicted Values with Empirical Estimates

Country Parameter Relative wage response Relative price response
) @) 3) @ | ) ©) @)
Substitutability (z) &}predzct &}FMOLS (3)_(2) ﬁpredlct ﬁFMOLS (6)—(5)
AUS 0.295 0.179 -0.062 -0.241 1.179 0.559 -0.620
AUT 1.019 -0.337 -0.231 0.106 0.691* 0.689 -0.002
BEL 0.749 -0.294 -0.135 0.159 0.724™ 0.740 0.0160
CAN 0.439 0.009 -0.299 -0.308 1.017 0.524 -0.493
DEU 1.126 -0.423 -0.493 -0.070 | 0.572" 0.517 -0.055
DNK 1.925 -0.527 -0.355 0.172 0.473 0.357 -0.116
ESP 0.782 -0.286" -0.236 0.050 0.760" 0.709 -0.051
FIN 1.043 -0.384 -0.193 0.191 0.628™ 0.628 0.000
FRA 0.896 -0.355" -0.395 -0.040 0.650 0.790 0.140
GBR 0.477 -0.049" -0.161 -0.112 | 0.956" 0.810 -0.146
TIRL 0.321 -0.1717 -0.193 -0.022 0.831 0.562 -0.269
ITA - -0.272" -0.282 -0.010 | 0.729" 0.727 -0.002
JPN 0.713 -0.152" -0.157 -0.005 | 0.860" 0.898 0.038
KOR 2.914 -0.677 -0.393 0.284 0.379 0.532 0.153
NLD 0.644 -0.286" -0.307 -0.021 | 0.711* 0.731 0.020
NOR 1.004 -0.292 -0.081 0.211 0.705 0.034 -0.671
SWE 0.329 0.134 -0.009 -0.143 1.161 0.882 -0.279
USA 0.699 -0.037" -0.033 0.004 0.972 0.765 -0.207
EU-12 0.599 -0.160 -0.249 -0.089 0.855 0.679 -0.176
Whole sample 0.800 -0.229" -0.223 0.006 0.783 0.636 -0.147

Notes: ¢ is the intratemporal elasticity of substitution between traded goods and non traded
goods; because estimates of ¢ for Italy are inconsistent, its value is left blank. We denote by
superscripts “predict” and “FMOLS” the numerically computed values and fully modified OLS
estimates taken from Table 3, respectively; columns (4) and (7) show the difference between
FMOLS estimates and predicted values for percentage changes in the relative wage and the

relative price of non tradables.

*

indicates that the predicted value falls in the confidence

interval; we calculate 99% confidence intervals based on estimated standard deviations of § and
~ obtained when running the regression (7a) and (7b), respectively, for each country, EU-12
and the whole sample.
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A Data for Empirical Analysis

Coverage: Our sample consists of a panel of 18 countries: Australia (AUS), Austria (AUT),
Belgium (BEL), Canada (CAN), Germany (DEU), Denmark (DNK), Spain (ESP), Finland (FIN),
France (FRA), the United Kingdom (GBR), Ireland (IRL), Italy (ITA), Japan (JPN), Korea (KOR),
the Netherlands (NLD), Norway (NOR), Sweden (SWE), and the United States (USA). The period
is running from 1970 to 2007, except for Japan (1974-2007).

Sources: We use the EU KLEMS [2011] database (the March 2011 data release) for all countries
of our sample with the exceptions of Canada and Norway. For these two countries, sectoral data
are taken from the Structural Analysis (STAN) database provided by the OECD [2011]. Both the
EU KLEMS and STAN databases provide annual data at the ISIC-rev.3 1-digit level for eleven
industries.

The eleven industries are split into tradables and non tradables sectors. To do so, we adopt
the classification proposed by De Gregorio et al. [1994]. Following Jensen and Kletzer [2006], we
have updated this classification by treating ”Financial Intermediation” as a traded industry. We
construct traded and non traded sectors as follows (EU KLEMS codes are given in parentheses):

e Traded Sector: ”Agriculture, Hunting, Forestry and Fishing” (A-B), ”Mining and Quar-
rying” (C), ”Total Manufacturing” (D), ”Transport, Storage and Communication” (I) and
”Financial Intermediation” (J).

e Non Traded Sector: "Electricity, Gas and Water Supply” (E), ” Construction” (F),” Whole-
sale and Retail Trade” (G), ”Hotels and Restaurants” (H), ”Real Estate, Renting and Business
Services” (K) and ”Community Social and Personal Services” (L-Q).

Once industries have been classified as traded or non traded, for any macroeconomic variable
X, its sectoral counterpart X7 for j = T, N is constructed by adding the X}, of all sub-industries k
classified in sector j = T, N as follows X7 =" kej Xk In the following, we provide details on data
construction (mnemonics are in parentheses):

e Relative wage of non tradables, (), is calculated as the ratio of the nominal wage in the
non traded sector W¥ to the nominal wage in the traded sector W7, i.e., Q = WY /W7, The
sectoral nominal wage W7 for sector j = T, N is calculated by dividing labor compensation
in sector j (LAB) by total hours worked by persons engaged (H-EMP) in that sector.

e Relative price of non tradables, P, corresponds to the ratio of the value added deflator of
non traded goods PV to the value added deflator of traded goods P, i.e., P = PV /PT. The
sectoral value-added deflator P7 for sector j = T, N is calculated by dividing value added at
current prices by value added at constant prices in sector j. Series for sectoral value added
at current prices (VA) (constant prices (VA_QI) resp.) are constructed by adding value at
current (constant resp.) prices of all sub-industries in sector j =T, N.

e Relative productivity of tradables, A”/AYN, is calculated as the ratio of traded real
labor productivity A” to the non traded real labor productivity A™. To measure real labor
productivity in sector j = T, N, we divide value-added at constant prices in sector j (VA_QI)
by total hours worked by persons engaged (H-EMP) in that sector.

To empirically assess the role of labor market regulation in the determination of the relative price
and relative wage responses to higher productivity growth in tradables relative to non tradables, we
use a number of indicators which capture the extent of rigidity of labor markets. We detail below
the sources:

e Employment protection legislation, denoted by EPL, is an index available on an annual
basis developed by the OECD which is designed as a multi-dimensional indicator of the
strictness of a comprehensive set of legal regulations governing hiring and firing employees
on regular contracts. Source: OECD Labour Market Statistics database. Data coverage:
1985-2007 (1990-2007 for KOR). Because the legal protection for workers with temporary
contracts has been eased in most European countries, we follow Boeri and Van Ours [2008]
and construct an alternative index in order to have a more accurate measure of employment
protection. This indicator, denoted by EPL¥ | is computed by adjusting EPL with the share
of permanent workers in the economy (sharepe,.,) according to EPL*Y = EPL x sharepeym,.
Source for sharepe,n,: OECD Labour Market Statistics database. Data coverage: 1985-2007
(1990-2007 for KOR).

e The generosity of the unemployment benefit scheme, 7;; in country ¢ at time ¢, is commonly
captured by the unemployment benefit replacement rate. The replacement rate measure
is defined as the average of the net unemployment benefit (including social assistance and
housing benefit) replacement rates for two earnings levels and three family situations, and for
three durations of unemployment (1 year, 2&3 years, 4&5 years). Source: OECD, Benefits and
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Wages Database. Data coverage: 2001-2007. In order to have longer time series, we calculated
r over the period running from 1970 to 2000, by using the growth rate of the historic OECD
measure of benefit entitlements which is defined as the average of the gross unemployment
benefit replacement rates for two earnings levels, three family situations and three durations
of unemployment. Source: OECD, Benefits and Wages Database. Data coverage: 1970-2001
for all countries while data are unavailable for Korea.

e The worker bargaining power is measured by the collective bargaining coverage, BargCov;,,
which corresponds to the employees covered by collective wage bargaining agreements as a
proportion of all wage and salary earners in employment with the right to bargaining. Source:
Data Base on Institutional Characteristics of Trade Unions, Wage Setting, State Intervention
and Social Pacts, 1960-2009 (ICTWSS), version 3.0, Jelle Visser [2009]. Data coverage: 1970-
2007 for AUS, AUT, CAN, DEU, DNK, FIN, GBR, IRL, ITA, JPN, SWE and USA, 1970-2005
for NLD and NOR, 1970-2002 for BEL and FRA, 1977-2004 for ESP and 2002-2006 for KOR.

B Data for Calibration
B.1 Non Tradable Share

Table 7 shows the non-tradable content of labor, consumption, government spending, and gives the
share of government spending on the traded and non traded goods in the sectoral output. The
last column of Table 7 also shows the ratio of traded real labor productivity to the non traded real
labor productivity, AT /AN. Our sample consists of 18 OECD countries mentioned in section A,
including 12 European countries plus Australia, Canada, Korea, Japan, Norway, the United-States.
Our reference period for the calibration corresponds to the period 1990-2007. The choice of this
period has been dictated by data availability.

To calculate the non-tradable share of employment we split the eleven industries into traded and
non-traded sectors by adopting the classification proposed by De Gregorio et al. [1994] and updated
by Jensen and Kletzer [2006] (Source: EU KLEMS [2011]). The non-tradable share of labor, shown
in column 1 of Table 7 averages to 66%.

To split consumption expenditure (at current prices) into consumption in traded and non traded
goods, we made use of the Classification of Individual Consumption by Purpose (COICOP) published
by the United Nations (Source: United Nations [2012]). Among the twelve items, the following
ones are treated as consumption in traded goods: "Food and Non-Alcoholic Beverages”, ” Alcoholic
Beverages Tobacco and Narcotics”, ” Clothing and Footwear” , ” Furnishings, Household Equipment”,
”Transport”, ”Miscellaneous Goods and Services”. The remaining items are treated as consumption
in non traded goods: "Housing, Water, Electricity, Gas and Fuels”, ”"Health”, ” Communication”,
”Education”, ”Restaurants and Hotels”. Because the item ”Recreation and Culture” is somewhat
problematic, we decided to consider it as both tradable (50%) and non tradable (50%) with equal
shares. Data coverage: 1990-2007 for AUS, AUT, CAN, DNK, FIN, FRA, GBR, ITA, JPN, KOR,
NLD, NOR, and USA, 1991-2007 for DEU, 1993-2007 for SWE, 1995-2007 for BEL and ESP and
1996-2007 for IRL. Note that the non-tradable share of consumption shown in column 2 of Table 7
averages to 42%, in line with the share reported by Stockman and Tesar [1995].

Sectoral government expenditure data (at current prices) were obtained from the Government
Finance Statistics Yearbook (Source: IMF [2011]) and the OECD General Government Accounts
database (Source: OECD [2012b]). Adopting Morshed and Turnovsky’s [2004] methodology, the
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following four items were treated as traded: ”Fuel and Energy”, ” Agriculture, Forestry, Fishing, and
Hunting”, ”Mining, Manufacturing, and Construction”, ”Transport and Communications”. Items
treated as non traded are: ”Government Public Services”, ”Defense”, ”Public Order and Safety”,
”Education”, ”"Health”, ”Social Security and Welfare”, ”Environment Protection”, ”Housing and
Community Amenities”, ”Recreation Cultural and Community Affairs”. Data coverage: 1990-2007
for BEL, DNK, FIN, GBR, IRL, ITA, JPN, NOR and USA, 1990-2006 for CAN, 1991-2007 for DEU,
1995-2007 for AUT, ESP, FRA, NLD and SWE and 2000-2007 for KOR (data are not available for
AUS). The non-tradable component of government spending shown in column 3 of Table 7 averages
to 90%. While government spending as a share in GDP is shown in column 4, the proportion of
government spending on the traded and non traded good (i.e., GT/YT and G /YV) are shown in
columns 5 and 6 of Table 7. They average 5% and 29%, respectively.

The last column of Table 7 displays the ratio of labor productivity of tradables relative to non
tradables (AT /AN) averaged over the period 1990-2007 for all countries. Source: the EU KLEMS
[2011] and STAN database. As shown in column 7, the traded sector is in average 28 percent more
productive than the non traded sector.
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B.2 Elasticity of Substitution in consumption (¢)

To estimate the elasticity of substitution in consumption ¢ between traded and non traded goods,
we first derive a testable equation by inserting the optimal rule for intra-temporal allocation of
consumption (15) into the goods market equilibrium which gives g—f, = % where NX =
B — r*B is net exports, ET = GT + I” + F (with F = «"VT + xkNVV) and EN = GN + IV,
note that we include investment in order to be consistent with accounting identities. Inserting the
optimal rule for intra-temporal allocation of consumption (15) into the goods market equilibrium,
and denoting the ratio of ET to traded value added adjusted with net exports at current prices by

vpr = %, and the ratio of EV = GV 4+ IV to non traded value added at current prices
s . YT-NX)(1-
by vgy = %, the goods market equilibrium can be rewritten as follows ( )(—vpr) =
PNY YN (1-vgN)

(ﬁ) P?. Isolating (Y7 — NX) /Y and taking logarithm yields In (YTY’AJ,VX) = a+¢In P where

N
1—v¥
1-vg

a=In ( ) +1In (ﬁ). Adding an error term p, we estimate ¢ by running the regression of the
(logged) output of tradables adjusted with net exports at constant prices in terms of output of non

tradables on the (logged) relative price of non tradables:

YT - NX
ln T

> =fi+fi+tat+o¢;InP 4 pig, (53)
it

where f; and f; are the country fixed effects and time dummies, respectively. Because the term «
is composed of ratios which may display a trend over time, we add country-specific linear trends, as
captured by «;t.

Instead of using time series for sectoral value added, we can alternatively make use of series

T_ —v
for sectoral labor compensation. Multiplying both sides of (¥ IjVX)(l 57) = (%) P? by P—]TV
YN (1-vgN) 1—¢ P

and then by Z—; with p/ = %, denoting by 77 = (WTLT — pTPTNX) (with pp = %) and

AN = WYLV, and taking logarithm yields In (3—2) =1n+(¢ — 1) In P where 7 is a term composed of

both preference (i.e., ¢) and production (i.e., p) parameters, and the (logged) ratio of ET (EY) to
WTLT —pTPTNX (WNLYN). We thus estimate ¢ by exploring alternatively the following empirical
relationship:

I (y"/7N),, = 9+ 9o+ mit + 8 Py + Gi, (54)

where 0; = (¢; — 1); g; and g; are the country fixed effects and time dummies, respectively; we add
country-specific trends, as captured by n;t, because 7 is composed of ratios that may display a trend
over time.

Time series for sectoral value added at constant prices, labor compensation, and the relative
price of non tradables are taken from EU KLEMS [2011] (see section A). Net exports correspond to
the external balance of goods and services at current prices taken from OECD Economic Outlook
Database. To construct time series for net exports at constant prices N X, data are deflated by the
traded value added deflator of traded goods (i.e., PT).

Since the LHS term of (53) and (54) and the relative price of non tradables as well display
trends, we ran unit root and then cointegration tests. Having verified that these two assumptions
are empirically supported, we estimate the cointegrating relationships by using DOLS and FMOLS
estimators for cointegrated panel proposed by Pedroni [2000], [2001]. DOLS and FMOLS estimates
are reported in Table 8, considering alternatively eq. (53) or eq. (54). Estimates of ¢ are reported
in column 1 of Table 6 when calibrating the model for each country. As a reference model, we
consider FMOLS estimates when exploring the empirical relationship (53); running regression (53)
gives an estimate for the whole sample of 0.800 which is close to the value documented by Mendoza
[1995] who reports an estimate of 0.74. As shown in Table 8, the estimated value of ¢ for Belgium
is statistically significant only when exploring the empirical relationship (54) for this economy; in
column 1 of Table 6, we set ¢ to 0.749 for Belgium. Because estimates for Italy are negative by
using alternatively eq. (53) or eq. (54), the estimate of ¢ for this country is left blank in column
1 of Table 6 and ¢ is set to our panel data estimation for EU-12, i.e., 0.599, when calibrating the
model for each country.

B.3 Labor Market Variables

We now describe the data employed to calibrate the model, focusing on labor market variables:

e Sectoral unemployment rate denoted by uw/ (j = T, N) is the number of unemployed
workers U7 in sector j as a share of the labor force F7 = L7 4+ U7 in this sector. LABORSTA
database from ILO provides series for unemployed workers by economic activity for fifteen
OECD countries out of eighteen in our sample. The longest available period ranges from
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Table 7: Data to Calibrate the Two-Sector Model (1990-2007)

Countries Non tradable Share G7 /Y’ Relative Productivity
Labor Consumption Gov. Spending | G/Y GT/YT GV/Y AT AN
(1) (2) 3) (4) (5) (6) (7)
AUS 0.68 0.43 n.a. 0.18 n.a. n.a. 1.30
AUT 0.64 0.42 0.90 0.19 0.05 0.27 1.05
BEL 0.68 0.42 0.91 0.22 0.06 0.30 1.28
CAN 0.69 0.43 0.91 0.20 0.05 0.30 1.32
DEU 0.65 0.40 0.91 0.19 0.05 0.27 1.00
DNK 0.68 0.42 0.94 0.26 0.05 0.36 1.17
ESP 0.66 0.46 0.88 0.18 0.06 0.24 1.18
FIN 0.63 0.43 0.89 0.22 0.06 0.34 1.47
FRA 0.69 0.40 0.94 0.23 0.05 0.31 1.05
GBR 0.70 0.40 0.93 0.20 0.04 0.29 1.54
IRL 0.62 0.43 0.89 0.17 0.04 0.28 1.83
ITA 0.63 0.37 0.91 0.19 0.05 0.27 1.00
JPN 0.64 0.43 0.86 0.16 0.06 0.22 0.96
KOR 0.58 0.44 0.76 0.12 0.06 0.18 1.53
NLD 0.70 0.40 0.90 0.23 0.07 0.32 1.38
NOR 0.66 0.39 0.88 0.21 0.06 0.34 1.44
SWE 0.68 0.45 0.92 0.27 0.06 0.39 1.42
USA 0.73 0.51 0.90 0.16 0.05 0.20 1.12
EU-12 0.66 0.42 0.91 0.21 0.05 0.30 1.28
Mean 0.66 0.42 0.90 0.20 0.05 0.29 1.28

1987 to 2007. On average, our data covers 12.8 years per country. Series cover 18 sectors,
according to ISIC Rev.3.1 classification. To construct L7 and U7 for j = T, N, we map
the classification used previously to compute series for sectoral wages, prices and real labor
productivity indexes (see section A) into the 1-digit ISIC-rev.3 classification. The mapping
was clear for all industries except for ”Not classifiable by economic activity” (1-digit ISIC-
Rev.3, code: X) when constructing L7 and U7, and, ”Unemployed seeking their first job”
to identify U7. These two categories have been split between tradables and non tradables
according to the shares of total unemployment (excluding the two sectors) between tradables
and non tradables by year and country. In a few rare cases, the sum of sectoral employment
provided by ILO did not correspond to total unemployment. These differences were usually
due to missing data for some industries in the sectoral databases. In these cases, we added
these differences in level, keeping however the share of each sector constant. In Table 9 we
provide an overview of the classifications used to construct traded and non traded sectors
variables. Once industries have been classified as traded or non traded, series for unemployed
and employed workers are constructed by adding unemployed and employed workers of all sub-
industries k in sector j = T, N in the form U? = > re; Uk and L7 =%, . L. Data coverage:
AUS (1995-2007), AUT (1994-2007), BEL (2001-2007), CAN (1987—2007;, DEU (1995-2007),
DNK (1994-1998 and 2002-2004), ESP (1992-2007), FIN (1995-2007), GBR (1988-2007), IRL
(1986-1997), ITA (1993-2007), JPN (2003-2007), KOR (1992-2007), SWE (1995-2007) and
USA (2003-2007). Data for unemployed workers by economic activity are not available for
FRA, NLD and NOR.

Sectoral labor market tightness denoted by 67 (j = T, N) is calculated as the ratio of
job vacancies in sector j (V) to the number of unemployed workers in that sector (U7). To
construct 7, we collect information on job vacancies and unemployed workers by economic
activity. Sources for V7: Job Openings and Labor Turnover Survey (JOLTS) provided by
the Bureau of Labor Statistics (BLS) for USA, Eurostat database (NACE 1-digit) for a range
of European Countries, Labour Market Statistics from the Office for National Statistics for
the UK. Sources for U’: Current Population Survey (CPS) published by the BLS for USA
and LABORSTA (ILO) for European Countries.’” As shown in Table 9, the level of detail
in the definition of traded and non traded sectors differs across databases in two dimensions.
First, the number of items to split disaggregated data varies across nomenclatures from a
low eleven categories in the Eurostat database to a high of eighteen items in the LABORSTA
database. Second, the definitions of items are not harmonized across the different sets of data.

®"The JOLTS and CPS databases provide (not seasonally adjusted) monthly data on vacancies and un-
employed workers. We convert monthly data series into annual data series by summing the twelve monthly

data points.
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Table 8: Estimates of the Elasticity of Substitution in Consumption between Tradables and
Non Tradables (¢)

Country DOLS FMOLS DOLS FMOLS

eq. (53) eq. (53) | eq. (54) eq. (54)
(1) (2) (3) (4)

AUS 0.081 0.295° 0.011 0.375°
(0.74) (3.09) (0.08) (2.39)

AUT 0.574 1.019° 0.910% 1.414°
(1.62) (2.99) (3.77) (4.98)

BEL —0.268 0.034 0.393° 0.749°
(—1.58) (0.17) (3.41) (4.60)

CAN 0.308° 0.439% 0.332° 0.569%
(2.04) (3.75) (2.18) (4.94)

DEU 0.976° 1.126% 1.190% 1.363%
(3.46) (2.99) (4.34) (3.47)

DNK 1.243 1.925% 1.698° 1.320®
(1.24) (2.76) (2.35) (2.73)

ESP 0.527° 0.782% 0.177 0.355¢
(3.31) (4.71) (0.90) (1.71)

FIN 1.556% 1.043% 2.061° 1.412°
(10.13) (9.30) (8.62) (8.45)

FRA 0.880° 0.896° 1.169% 1.048%
(4.75) (6.29) (4.46) (5.58)

GBR 0.688 0.477° 1.424% 1.183¢
(8.76) (9.57) (14.39) (15.03)

IRL 0.074 0.321 0.485 0.126
(0.28) (1.48) (0.89) (0.28)

ITA —0.365%  —0.260 | —0.427%  —0.206
(—3.44) (—1.50) (—3.04) (—1.17)

JPN 0.832¢ 0.713% 0.681¢ 0.655%
(3.96) (3.25) (4.52) (4.55)

KOR 0.626 2.914° 1.006 2.237°
(0.52) (4.16) (1.26) (4.60)

NLD 0.832° 0.644° 0.523¢ 0.412
(2.65) (1.93) (1.92) (1.10)

NOR 1.138% 1.004% 2.080% 2.056°
(7.26) (9.81) (14.42) (13.51)

SWE 0.364° 0.329° 1.073% 0.915°
(2.24) (3.52) (5.85) (7.16)

USA 0.486 0.699° 0.571 0.804°
(1.37) (3.27) (0.90) (2.07)

EU-12 0.590% 0.599° 0.890° 0.832°
(9.65) (11.84) (26.17) (16.18)

Whole sample | 0.586% 0.800 0.853¢ 0.933¢
(11.63) (16.86) (24.52) (28.55)

Notes: Data coverage: 1970-2007 (except Japan: 1974-2007). All re-
gressions include country fixed effects, time dummies and country spe-
cific trends. @, ® and © denote significance at 1%, 5% and 10% lev-
els. Heteroskedasticity and autocorrelation consistent t-statistics are
reported in parentheses.
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To generate sectoral variables in a consistent and uniform way, series on disaggregated data
for vacancies and unemployed workers are added up to form traded and non traded sectors
following, as close as possible, the classification we used for value added, hours worked and
labor compensation. Once industries have been classified as traded or non traded, series for
employment vacancies (unemployed workers resp.) are constructed by adding job openings
(unemployed workers resp.) of all sub-industries & in sector j = T, N in the form VI =
>oke; Ve (U7 = >_re; Uk resp.). Data coverage for VJ and U’: AUT (2004-2005), DEU
(2006-2007), FIN (2002-2007), GBR. (2001-2007), SWE (2005-2007) and USA (2001-2007).

Aggregate labor market tightness denoted by 6 is also computed because series for 67
are available over a too short time horizon and for a few countries only; @ is calculated as the
ratio of job vacancies to registered unemployment. Source: Registered Unemployed and Job
Vacancies Dataset, OECD. Coverage: AUS (1980-2007), BEL (1982-2003), DEU (1980-2007),
ESP (1980-2004), FIN (1981-2007), GBR (1980-2007), NOR, (1980-2007), SWE (1982-2007).

Job finding rate denoted by m? (j = T, N) is computed at a sectoral level by adopting
the methodology proposed by Shimer [2012]. As Shimer [2012], we ignore movements in and
out of the overall labor force. Since we compute the job finding rate for the traded and the
non traded sector, we have to further assume that labor force is fixed at a sectoral level, i.e.,
we ignore reallocation of labor across sectors. More details on the model and the derivation
of the results below can be found in the Technical Appendix. The monthly job finding rate
m?<1(t) for sector j at time ¢ is computed as follows:

m?<'(t) = —In (1 - M?<'(1)), (55)

where t indexes months and the probability of finding a job M7 <! within one month is given
by
(1—a='(t)) Ui(t)

MR =1 - Ui(t—1)

; (56)

with o<1(t) = U;:(lt()t) the share of unemployment less than one month (U%<!(¢)) among
total monthly unemployment (U7(t)) in sector j. Source: LABORSTA database from ILO for
data on employment and unemployment at the sectoral level, and, OECD for unemployment

by duration.
Job destruction rate denoted by s/ (j = T, N) is estimated by solving this equation:

s7(t)

Ul(t) = W(t)m (U7(t)+ L7 (1) + (1 =7 (1) U7 (t — 1), (57)

where 97 is the monthly rate of convergence to the long-run sectoral unemployment rate:
Pit) =1 — e (7 OFm?=HD), (58)

When estimating s’ by using (57), the unemployment rate has not necessarily reached its long-
run equilibrium. Since we calibrate the model so that the initial steady state is consistent
with the empirical properties of each OECD economy, we have computed values for s which
are consistent with the steady-state sectoral unemployment rate v/ = fr]mj where v/ is the
actual value taken from the data and m/ is computed by using (55). Reassuringly, average
values for job destruction rates obtained from eq. (57) are close to those derived from the
long-run equilibrium of the unemployment rate. More details can be found in the Technical

Appendix.

Unemployment benefit net replacement rate denoted by 7 is shown in column 14 of
Table 10 and is defined in section A. Replacement rates are averaged over 1980-2007 for
all countries except Korea (2001-2007). Average EU-12 unemployment benefit replacement
rate shown in Table 10 is the unweighted average of twelve EU members’ replacement rates.
Source: OECD, Benefits and Wages Database.

Firing cost denoted by 7 is shown in the last column of Table 10 is a measure of the strictness
of legal protection against dismissals captured by the firing tax = 7 .W in our model; it
is calculated as the sum of the average advance notice and average severance payment after
4 and 20 years of employment. 7 is expressed in monthly salary equivalents and is averaged
over the period 1980-2005. See Aleksynska and Schindler [2011] for details of construction of
variables. Source: Fondazione de Benedetti.
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Series of employment and unemployment by economic activity provided by ILO are not available
for France, the Netherlands, Norway; while such data is available for Korea, unemployment by
duration provided by the OECD is not available and thus prevents the estimation of the monthly
job finding and job destruction rates. For these four countries, we proceeded as follows:

e Monthly job finding rates denoted by m come from Hobijn and Sahin [2009] who give
average values for France (1975-2004), the Netherlands (1983-2004), Norway (1983-2004).
For Korea, we average the job finding rates taken from Chang et al. [2004] over 1993-1994.

e Unemployment rate denoted by w is is the number of unemployed people as a percentage
of the labor force. Coverage: FRA (1975-2004), the NLD (1983-2004), NOR (1983-2004).
Source: OECD, LFS database.

e Monthly job separation rate denoted by s is computed so as to be consistent with the

steady-state unemployment rate given by u = - _fm
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Table 9: Sectoral Classifications for Labor Market Variables

Sector EU KLEMS/STAN LABORSTA Employment LABORSTA Unemployment JOLTS (BLS) CPS (BLS) EUROSTAT
Agriculture, Hunting, Forestry Agriculture, Hunting, Forestry Agriculture, Hunting, Forestry (A) Agriculture Agriculture and fishing
and Fishing (AtB) and Fishing (A-B) Fishing (B)
Mining and Quarrying (C) Mining and Quarrying (C) Mining and Quarrying (C) Mining and logging Mining and quarrying Mining and quarrying
Tradables Total Manufacturing (D) Manufacturing (D) Manufacturing (D) Manufacturing Manufacturing Manufacturing
Transport and Storage and Transport, Storage and Transport, Storage and Transportation Transportation and utilities Transport, storage
Communication (I) Communications (I) Communications (I) Information Information and communication
Financial Intermediation (J) Financial Intermediation (J) Financial Intermediation (J) Finance and insurance | Financial activities Financial intermediation
Unemployed seeking their first job
Electricity, Gas and Water Electricity, Gas and Water Electricity, Gas and Water Electricity, gas and water
Supply (E) Supply (E) Supply (E) supply
Construction (F) Construction (F) Construction (F) Construction Construction Construction
Wholesale and Retail Trade (G) | Wholesale and Retail Trade (G) | Wholesale and Retail Trade (G) Wholesale trade Wholesale and retail trade Wholesale and retail trade
Retail trade
Hotels and Restaurants (H) Hotels and Restaurants (H) Hotels and Restaurants (H) Hotels and restaurants
Real Estate, Renting and Real Estate, Renting and Real Estate, Renting and Real estate and rental Real estate, renting and
Business Activities (K) Business Activities (K) Business Activities (K) Business services Business services business activities
Community Social and Public Adm., Defence and Public Adm., Defence and Government Government workers Public adm. and
Non Personal Services (LtQ) Compulsory Social Security (L) Compulsory Social Security (L) community services
Tradables Education (M) Education (M) Education and health Education and health services
Health and Social Work (N) Health and Social Work (N)
Other Community, Social and Other Community, Social and Leisure and hospitality | Leisure and hospitality
Personal Service Activities (O) Personal Service Activities (O)
Households with Employed Households with Employed
Persons (P) Persons (P)
Extra-Territorial Organizations Extra-Territorial Organizations
and Bodies (Q) and Bodies (Q)
Not classifiable by economic Not classifiable by economic Other services Other services
activity (X) activity (X)
Unemployed seeking their first job
Unclassified Self-employed, unincorporated

and unpaid family workers
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Table 10: Data to Calibrate the Labor Market

Country Period uT ul U mT sT m s™ Period 07 6~ | Period 0 r T

0 @ ® @ 6 ® @0 __® | © 0y ()] (12 (3]0 (1)
AUS 95-07  0.072 0.062 0.065 0.304 0.0236 0.278 0.0184 80-07 0.13 | 524 1.9
AUT 94-07  0.037 0.044 0.042 0.126 0.0048 0.123 0.0057 | 04-05 0.17 0.27 | 80-07 0.18 | 52.8 6.6
BEL 01-07  0.077 0.079 0.078 0.067 0.0056 0.064 0.0055 82-03 0.05 | 65.2 5.7
CAN 87-07  0.082 0.084 0.083 0.269 0.0241 0.269 0.0247 52.9 28
DEU 95-07  0.101 0.091 0.094 0.067 0.0075 0.062 0.0062 | 06-07 0.21 0.40 | 80-07 0.09 | 60.6 3.4
DNK 94-04  0.064 0.061 0.062 0.245 0.0167 0.247 0.0161 782 4.5
ESP 92-07  0.147 0.161 0.156 0.097 0.0167 0.094 0.0181 80-04 0.03 | 47.2 9.4
FIN 91-07 0.087 0.118 0.107 0.137 0.0130 0.135 0.0180 | 02-07 0.21 0.2 81-07 0.09 | 65.1 3.9
FRA 75-04 n.a. n.a. 0.081 0.067 0.0059 0.067 0.0059 89-07 0.07 | 51.8 3.7
GBR 88-07 0.073 0.066 0.068 0.163 0.0129 0.161 0.0114 | 01-07 0.30 0.48 | 80-07 0.24 | 583 2.9
IRL 86-97 0.130 0.154 0.144 0.048 0.0071 0.045 0.0082 58.2 2.0
ITA 93-07  0.094 0.098 0.097 0.062 0.0065 0.059 0.0064 10.1 1.7
JPN 03-07  0.033 0.033 0.033 0.171 0.0058 0.165 0.0056 80-07 0.27 | 50.1 3.8
KOR 92-07  0.041 0.027 0.035 0.262 0.0112 0.262 0.0072 375 13.0
NLD 83-04 n.a. na. 0.064 0.047 0.0032 0.047 0.0032 68.2 3.0
NOR 83-04 n.a. n.a. 0.045 0.305 0.0143 0.305 0.0143 80-07 0.18 | 53.5 2.0
SWE 95-07  0.056 0.060 0.059 0.233 0.0138 0.231 0.0148 | 05-07 0.17 0.17 | 82-07 0.19 | 549 438
USA 03-07 0.048 0.053 0.052 0.444 0.0224 0.440 0.0246 | 01-07 0.43 0.65 | 01-07 0.59 | 26.1 0.0
Average EU-12 0.087 0.093 0.091 0.124 0.0118 0.122 0.0125 0.21 0.30 0.12 | 55.9 4.3
Average OECD 0.079 0.083 0.081 0.174 0.0148 0.170 0.0154 0.24 0.34 0.18 | 524 4.2

Notes: Regarding sectoral unemployment rates, job finding and separation rates for DNK, the period 1994-2004 has to be read 1994-1998 and 2002-2004;
u/ is the sectoral unemployment rate (source: ILO); m7 and s’ are the monthly job finding and job destruction rates in sector j = T, N, respectively
(source: ILO); the monthly job destruction rate has been estimated by adopting the methodology developed by Shimer [2012] except for FRA, NLD,
NOR and KOR; 67 is the labor market tightness in sector j (source: Eurostat for European countrie, Labour Market Statistics from the Office for
National Statistics for the U.K., Bureau of Labor Statistics for the U.S.); r is the average net unemployment benefit replacement rate over the period
1980-2007 (source: OECD Benefits and Wages Database); 7 (with z = 7W) is the firing cost expressed in monthly salary equivalents and is averaged
over the period 1980-2005 (source: Fondazione De Benedetti).
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This Technical Appendix presents the source and construction of the data used in the empirical
and quantitative analysis, and provides summary statistics as well in section A. Section B gives
additional empirical results. More details on the model as well as the derivations of the results
which are stated in the text are provided in sections C-K. First, the appendix sets out the approach
taken to solve the model. Second, it analyzes equilibrium dynamics, provides formal solutions, and
investigates the adjustment toward the stable path following a productivity shock biased toward the
traded sector. Third, we derive the steady-state effects of a productivity shock biased toward the
traded sector. Fourth, we explore the case of total immobility and perfect mobility as well in order
to highlight the role of the elasticity of the labor supply at the extensive margin.

A Data Description

A.1 Data for Empirical Analysis: Source and Construction

Coverage: Our sample consists of a panel of 18 countries: Australia (AUS), Austria (AUT),
Belgium (BEL), Canada (CAN), Germany (DEU), Denmark (DNK), Spain (ESP), Finland (FIN),
France (FRA), the United Kingdom (GBR), Ireland (IRL), Italy (ITA), Japan (JPN), Korea (KOR),
the Netherlands (NLD), Norway (NOR), Sweden (SWE), and the United States (USA). The period
is running from 1970 to 2007, except for Japan (1974-2007). These countries have the most extensive
coverage of variables of our interest.

Sources: We use the EU KLEMS [2011] database (the March 2011 data release) for all countries
of our sample with the exceptions of Canada and Norway. For these two countries, sectoral data
are taken from the Structural Analysis (STAN) database provided by the OECD [2011]. Both the
EU KLEMS and STAN databases provide annual data at the ISIC-rev.3 1-digit level for eleven
industries.

The eleven 1-digit ISIC-rev.3 industries are split into tradables and non tradables sectors. To do
so, we adopt the classification proposed by De Gregorio et al. [1994] who treat an industry as traded
when it exports at least 10% of its output. Following Jensen and Kletzer [2006], we have updated
the classification suggested by De Gregorio et al. [1994] by treating ”Financial Intermediation” as
a traded industry. Jensen and Kletzer [2006] use the geographic concentration of service activities
within the United States to identify which service activities are traded domestically. The authors
classify activities that are traded domestically as potentially traded internationally. The idea is that
when a good or a service is traded, the production of the activity is concentrated in a particular
region to take advantage of economies of scale in production.

Jensen and Kletzer [2006] use the two-digit NAICS (North American Industrial Classification
System) to identify tradable and non tradable sectors. We map their classification into the NACE-
ISIC-rev.3 used by the EU KLEMS database. The mapping was clear for all sectors except for ”Real
Estate, Renting and Business Services”. According to the EU KLEMS classification, the industry
labelled ”Real Estate, Renting and Business Services” is an aggregate of five sub-industries: ”Real
estate activities” (NACE code: 70), "Renting of Machinery and Equipment” (71), ”Computer and
Related Activities” (72), "Research and Development” (73) and ”Other Business Activities” (74).
While Jensen and Kletzer [2006] find that industries 70 and 71 can be classified as tradable, they do
not provide information for industries 72, 73 and 74. We decided to classify "Real Estate, Renting
and Business Services” as non tradable.

Traded Sector comprises the following industries: Agriculture, Hunting, Forestry and Fishing;
Mining and Quarrying; Total Manufacturing; Transport, Storage and Communication; and Financial
Intermediation.

Non Traded Sector comprises the following industries: Electricity, Gas and Water Supply;
Construction; Wholesale and Retail Trade; Hotels and Restaurants; Real Estate, Renting and Busi-
ness Services; and Community Social and Personal Services.

Relevant to our work, the EU KLEMS and STAN database provides series, for each industry
and year, on value added at current and constant prices, permitting the derivation of sectoral
deflators of value added, as well as details on labor compensation and employment data, allowing
the construction of sectoral wage rates. We describe below the construction for the data employed
in Section 2 (mnemonics are given in parentheses):

- Sectoral value-added deflator P/ for j = T, N: value added at current prices (VA) over value
added at constant prices (VA_QI) in sector j. Source: EU KLEMS database. The relative
price of non tradables P; corresponds to the ratio of the value added deflator of non traded
goods to the value added deflator of traded goods: P, = PN /PT.

- Sectoral labor Lf for j =T, N: total hours worked by persons engaged (H.EMP) in sector j.
Source: EU KLEMS database.

- Sectoral nominal wage th for j = T, N: labor compensation in sector j (LAB) over total
hours worked by persons engaged (H.EMP) in that sector. Source: EU KLEMS database.



The relative wage, €); is calculated as the ratio of the nominal wage in the non traded sector
W to the nominal wage in the traded sector: Q, = W¥/W[T.

Because data source and construction are heterogenous across variables as a result of different
nomenclatures, Table 11 provides a summary of the classification adopted to split value added and
its demand components as well into traded and non traded goods.

Summary statistics of the data used in the empirical analysis are displayed in Table 12. As
shown in the first three columns, all countries of our sample experience technological change biased
toward the traded sector, an appreciation in the relative price of non tradables (except for Norway)
and a decline in the ratio of the non traded wage relative to the traded wage.

To empirically assess the role of labor market institutions in the determination of the relative
wage response to higher productivity growth in tradables relative to non tradables, we use three
indicators aimed at capturing the stringency of labor market regulation. We detail below the
construction and the source of these three indicators:

e The strictness of legal protection against dismissals for permanent workers is measured by
the employment protection legislation index, FPL;; in country ¢ at time ¢, provided
by OECD. Source for EPL;: OECD Labour Market Statistics database. Data coverage:
1985-2007 (1990-2007 for KOR). This index can be misleading since regulation was eased for
temporary contracts (in Spain) while the regulation for workers with permanent contracts
hardly changed. To have a more accurate measure of legal protection against dismissals,

we construct a new index denoted by EPL?;U in country 7 at time ¢t by adjusting EPL;; for
regular workers with the share share];"" of permanent workers in the economy, i.e., EPLZ? =
EPL; ; x shareﬁ 5. Source for share!,"": OECD Labour Market Statistics database. Data

coverage: 1985-2007 (1990-2007 for KOR).

e The generosity of the unemployment benefit scheme, r; ; in country ¢ at time ¢, is commonly
captured by the unemployment benefit replacement rate. It is worthwhile noticing
that the unemployment benefit rates are very similar across counties when considering short-
term unemployment (less than one year) but display considerable heterogeneity for long-term
unemployment. To have a more accurate measure of the generosity of the unemployment
benefit scheme, we calculate r as the average of the net unemployment benefit (including
social assistance and housing benefit) replacement rates (for two earnings levels and three
family situations) for three durations of unemployment (1 year, 2&3 years, 4&5 years). Source:
OECD, Benefits and Wages Database. Data coverage: 2001-2007. In order to have longer time
series, we calculated r over the period running from 1970 to 2000, by using the growth rate
of the historic OECD measure of benefit entitlements which is defined as the average of the
gross unemployment benefit replacement rates for two earnings levels, three family situations
and three durations of unemployment. Source: OECD, Benefits and Wages Database. Data
coverage: 1970-2001 for all countries while data are unavailable for Korea.

e The worker bargaining power is measured by the collective bargaining coverage, BargCov, ,,
which corresponds to the employees covered by collective wage bargaining agreements as a
proportion of all wage and salary earners in employment with the right to bargaining. Source:
Data Base on Institutional Characteristics of Trade Unions, Wage Setting, State Intervention
and Social Pacts, 1960-2010 (ICTWSS), version 3.0, Jelle Visser [2009]. Data coverage: 1970-
2007 for AUS, AUT, CAN, DEU, DNK, FIN, GBR, IRL, ITA, JPN, SWE and USA, 1970-2005
for NLD and NOR, 1970-2002 for BEL and FRA, 1977-2004 for ESP and 2002-2006 for KOR.

Summary statistics of the labor market regulation indicators used in the empirical analysis are
displayed in the three last columns Table 12.

A.2 Calibration of the Labor Market

To calibrate the labor market for the traded and the non traded sector, we need to estimate the
sectoral unemployment rate, the job finding and the job destruction rate for each sector, and the
sectoral labor market tightness. We provide below the source and construction of the data.

A.2.1 Source and Construction of Data

In this subsection, we first describe the data employed to calibrate some key features of OECD labor
markets. Then, we present the dataset we use to estimate a set of sectoral search unemployment
parameters. Summary statistics for the key indicators of the labor market are displayed in Table
13.

e Sectoral unemployment rate, u’, is the number of unemployed workers U7 in sector
j = T,N as a share of the labor force L’ + U/ in this sector. LABORSTA database from



Table 11: Construction of Variables and Data Sources

Variable Countries covered Period Construction and aggregation Database
Value added YT & YV BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | T: Agriculture, Mining, Manufacturing, Transport, Finance Intermediation EU KLEMS
(constant prices) ITA, JPN (74-07), KOR, NLD, SWE, USA N: Electricity, Construction, Trade, Hotels, Real Estate, Personal Services
Value added PTYT & PNYN BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | T: Agriculture, Mining, Manufacturing, Transport, Finance Intermediation EU KLEMS
(current prices) ITA, JPN (74-07), KOR, NLD, SWE, USA N: Electricity, Construction, Trade, Hotels, Real Estate, Personal Services
Labor LT & LY (total hours BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | T: Agriculture, Mining, Manufacturing, Transport, Finance Intermediation EU KLEMS
worked by persons engaged) ITA, JPN (74-07), KOR, NLD, SWE, USA N: Electricity, Construction, Trade, Hotels, Real Estate, Personal Services
Labor compensation LABT BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | T: Agriculture, Mining, Manufacturing, Transport, Finance Intermediation EU KLEMS
& LABN (current prices) ITA, JPN (74-07), KOR, NLD, SWE, USA N: Electricity, Construction, Trade, Hotels, Real Estate, Personal Services
Consumption CT & CN BEL (95-07), DEU (91-07), DNK, ESP (95-07), 1990-2007 | T: Food, Beverages, Clothing, Furnishings, Transport, Recreation, Other COICOP
(constant prices) FIN (75-07), FRA, ITA, GBR (90-07), IRL (96-07) N: Housing, Health, Communication, Education, Restaurants, Recreation

JPN (80-07), KOR, NLD (80-07), SWE (93-07), USA (Recreation is defined as 50% tradable and 50% non tradable)
Government spending BEL, DEU (91-07), DNK, ESP (95-07), FIN, 1990-2007 | T: Energy, Agriculture, Manufacturing, Transport OECD-FMI
PTQT & pNGN FRA (95-07), GBR, IRL, ITA, JPN, KOR (00-07), N: Public Services, Defense, Safety, Education, Health, Welfare, Housing,
(current prices) NLD (95-07), SWE (95-07), USA Environment, Recreation
Trade balance NX BEL, DEU, DNK, ESP, FIN, FRA, GBR, 1970-2007 | External balance of goods and services at current prices (source: OCDE) authors’
(constant prices) IRL, ITA, JPN, KOR, NLD, SWE, USA over price of traded goods (PT) calculations
Price PT & PN BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | Value added at current prices (P7Y7) over value added at constant prices authors’
(value added deflator) ITA, JPN (74-07), KOR, NLD, SWE, USA (Y7) calculations
Relative Price P BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | Value added deflator of non traded goods (P™) over value added deflator authors’
(index 1995=100) ITA, JPN (74-07), KOR, NLD, SWE, USA of traded goods (PT) calculations
Wage WT & WN BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | Labor compensation (LABY) over total hours worked by hired persons authors’
(nominal and per hour) ITA, JPN (74-07), KOR, NLD, SWE, USA (L7) calculations
Relative Wage €2 BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | Nominal wage in non tradables (W) over nominal wage in tradables (W7T) authors’
(index 1995=100) ITA, JPN (74-07), KOR, NLD, SWE, USA calculations
Sectoral Productivity AT & AN BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | Measured by labor productivity A7 = Y7 /L7 authors’
(index 1995=100) ITA, JPN (74-07), KOR, NLD, SWE, USA calculations
Relative Productivity (index 1995 BEL, DEU, DNK, ESP, FIN, FRA, GBR, IRL, 1970-2007 | Computed as the ratio AT /AN authors’
=100) JPN (74-07), KOR, NLD, ESP, SWE, USA calculations




Table 12: Summary Statistics per Country

Countries Variables

D 7 al —am r | BargCov | EPL,4;

LWl e |4l 6 (6)
AUS 0.91 | -0.27 1.83 0.50 0.71 1.21
AUT 1.97 | -0.72 2.89 0.50 0.97 2.48
BEL 2.26 | -0.04 2.53 0.67 0.94 1.65
CAN 0.54 | -0.42 1.55 0.54 0.36 0.81
DEU 0.85 | -0.62 1.62 0.72 0.69 2.36
DNK 0.78 | -0.91 2.21 0.61 0.82 1.93
ESP 2.62 | -0.97 3.67 0.41 0.76 2.04
FIN 2.56 | -0.78 4.22 0.59 0.86 2.02
FRA 2.14 | -0.98 2.68 0.47 0.85 2.11
GBR 1.57 | -0.50 2.31 0.63 0.45 1.02
IRL 2.55 | -0.88 4.37 0.54 0.58 1.32
ITA 2.02 | -0.92 3.05 0.08 0.83 2.53
JPN 2.60 | -0.44 2.68 0.51 0.24 1.49
KOR 3.35 | -2.15 6.49 0.38 0.11 1.98
NLD 1.86 | -0.39 2.38 0.67 0.85 2.60
NOR -0.37 | -0.39 1.96 0.43 0.70 2.06
SWE 2.34 | -0.11 2.76 0.48 0.89 2.31
USA 1.74 | -0.23 2.64 0.26 0.20 0.24
Average 1.79 | -0.65 2.88 0.50 0.66 1.79

Notes: p is the relative price of non tradables average growth rate, @ is the
relative wage of non tradables average growth rate and (a” — a®V) is the
average growth rate of the labor productivity differential between tradables
and non tradables. Data coverage for p, & and (a7 — a®) is 1970-2007
(1974-2007 for Japan). r is the unemployment benefit replacement rate.
Data coverage: 1970-2007 (2001-2007 for KOR). BargCov is the collective
bargaining coverage. Data coverage: 1970-2007 for AUS, AUT, CAN, DEU,
DNK, FIN, GBR, IRL, ITA, JPN, SWE and USA, 1970-2005 for NLD and
NOR, 1970-2002 for BEL and FRA, 1977-2004 for ESP and 2002-2006 for
KOR. EPLgq4; is the employment protection legislation index adjusted with
the share of permanent workers in the economy. Data coverage: 1985-2007
(1990-2007 for KOR).

the International Labour Organization (ILO) provides annual data for unemployed and em-
ployed workers at the 1-digit ISIC-rev.3 level. To construct L’ and U’ for j = T, N, we
map the classification used previously to compute series for sectoral wages, prices and real
labor productivity indexes (see section A.1) into the 1-digit ISIC-rev.3 classification used by
the LABORSTA database. The mapping was clear for all industries except for ”Not classifi-
able by economic activity” (1-digit ISIC-Rev.3 code: X) when constructing L/ and U7, and,
”Unemployed seeking their first job” to identify U7. These two categories have been split
between tradables and non tradables according to the shares of total unemployment (exclud-
ing the two sectors) between tradables and non tradables by year and country. In a few rare
cases, the sum of sectoral employment provided by ILO did not correspond to total unemploy-
ment. These differences were usually due to missing data for some industries in the sectoral
databases. In these cases, we added these differences in level, keeping however the share of
each sector constant. In Table 13 we provide a overview of the classifications used to construct
traded and non traded sectors variables. Once industries have been classified as traded or non
traded, series for unemployed and employed workers are constructed by adding unemployed
and employed workers of all sub-industries k in sector j = T, N in the form U’/ = rej Uk
and L7 = > rej Lr- Data coverage: AUS (1995-2007), AUT (1994-2007), BEL (2001-2007),
CAN (1987-2007), DEU (1995-2007), DNK (1994-1998 and 2002-2004), ESP (1992-2007),
FIN (1995-2007), GBR (1988-2007), IRL (1986-1997), ITA (1993-2007), JPN (2003-2007),
KOR (1992-2007), SWE (1995-2007) and USA (2003-2007). Data for unemployed workers by
economic activity are not available for FRA, NLD and NOR.

Labor market tightness, 67 for j = T, N, is calculated as the ratio of employment vacancies
in sector j (V7) to the number of unemployed workers in that sector (U7). To construct the
variables 67, we collect information on job vacancies and unemployed workers by economic
activity. Sources for V7: Job Openings and Labor Turnover Survey (JOLTS) provided by the
Bureau of Labor Statistics (BLS) for USA and Eurostat database (NACE 1-digit) for a range
of European Countries, Labour Market Statistics from the Office for National Statistics for



the UK. Sources for U’: Current Population Survey (CPS) published by the BLS for USA
and LABORSTA (ILO) for European Countries.”® As shown in Table 13, the level of detail
in the definition of traded and non traded sectors differs across databases in two dimensions.
First, the number of items to split disaggregated data varies across nomenclatures from a
low eleven categories in the Eurostat database to a high of eighteen items in the LABORSTA
database. Second, the definitions of items are not harmonized across the different sets of data.
To generate sectoral variables in a consistent and uniform way, series on disaggregated data
for vacancies and unemployed workers are added up to form traded and non traded sectors
following, as close as possible, the classification we used for value added, hours worked and
labor compensation. Once industries have been classified as traded or non traded, series for
employment vacancies (unemployed workers resp.) are constructed by adding job openings
(unemployed workers resp.) of all sub-industries & in sector j = T, N in the form VI =
doke; Ve (U7 = 374c; Uy resp.). Data coverage for V7 and U7: AUT (2004-2005), DEU
(2006-2007), FIN (2002-2007), GBR (2001-2007), SWE (2005-2007) and USA (2001-2007).

For reason of space, Table 13 does not provide the classification between tradables and non
tradables for job vacancies for the United Kingdom. The classification is detailed below. The
Office for National Statistics provides series for the UK that cover 19 sectors, according to
SIC 2007 classification. Sectors have been aggregated into tradables (Financial and insurance
activities; Information and communication; Manufacturing; Mining and quarrying; Transport
and storage) and non tradables (Accomodation and food service activities; Administrative
and support service activities; Arts, entertainment and recreation; Construction; Education;
Electricity, gas, steam and air conditioning supply; Human health and social work activities;
Other service activities; Public administration and defense; Compulsory social security; Real
estate activities; Water supply, sewerage, waste and remediation activities; Wholesale and
retail trade; repair of motor vehicles and motor cycles).

A.2.2 The Methodology

In this section, we present the approach we adopted to measure the job finding and employment
exit rates by using readily accessible data. We apply the methodology developed by Shimer [2012]
who assume that the labor force is fixed. Applying the same logic to our two-sector model, we need
to impose that the labor force F7 is fixed at a sectoral level. The implication of such an assumption
is twofold. First, we explicitly assume that there are no movements into and out of the labor
force. Second, we assume that there are no movements between the traded and the non traded
sectors. Reassuringly, Shimer [2012] shows that a two-state model where workers simply transit
between employment and unemployment does a good job of capturing unemployment fluctuations.
Because the reallocation of labor across sectors is relatively low, the second assumption should not
substantially affect the results. In particular, Shimer [2012] finds that the job finding rate to worker
averaged 0.44 over the post-war period for the U.S., while our own estimates indicate that the job
finding rate averages about 0.40 from 2003 to 2007.

The presentation below borrows heavily from Elsby, Hobijn, and Sahin [2013]. We assume that
during period ¢, all unemployed workers find a job according to a Poisson process with arrival rate
mi(t) = —In (1 — M7 (t)) and all employed workers lose their job according to a Poisson process
with arrival rate s7(t) = —In (1 — S7(t)). We refer to m/(t) and si(t) as the job finding and job
destruction rates in sector j and to M7 (¢) and S?(t) as the corresponding probabilities.

The evolution over time of the unemployed workers, which we denote by U7(t), can be written
as:

U7 (t) = ' () L7 (t) — m? () U (1), (59)

where L7 (t) is employment in sector j; the evolution over time of the unemployed workers can be
written alternatively by using the fact that L (t) = FJ — UJ(t)

Ui(t) = s (t) (F7 = U’ (t)) —m? (1)U (1), (60)

where s7(t) is the monthly rate of inflow into unemployment, m/(¢) is the monthly outflow rate from
unemployment, and ¢ indexes months.

Collecting terms, assuming that the job destruction rate and the job finding rate are constant
within years and solving eq. (60), pre-multiplying by e~("™+4)7 and integrating over the time interval
[t —12,¢], leads to the temporal path for unemployed workers:

U (t) = o7 (1)@ () F (1) + (1 — (1) U7 (t — 12), (61)

%The JOLTS and CPS databases provide (not seasonally adjusted) monthly data on vacancies and unem-
ployed workers. We convert monthly data series into a annual data series by summing the twelve monthly
data points.



Table 13:

Summary of Sectoral Classifications

Sector EU KLEMS/STAN LABORSTA Employment LABORSTA Unemployment JOLTS (BLS) CPS (BLS) EUROSTAT
Agriculture, Hunting, Forestry Agriculture, Hunting, Forestry Agriculture, Hunting, Forestry (A) Agriculture Agriculture and fishing
and Fishing (AtB) and Fishing (A-B) Fishing (B)
Mining and Quarrying (C) Mining and Quarrying (C) Mining and Quarrying (C) Mining and logging Mining and quarrying Mining and quarrying
Tradables Total Manufacturing (D) Manufacturing (D) Manufacturing (D) Manufacturing Manufacturing Manufacturing
Transport and Storage and Transport, Storage and Transport, Storage and Transportation Transportation and utilities Transport, storage
Communication (I) Communications (I) Communications (I) Information Information and communication
Financial Intermediation (J) Financial Intermediation (J) Financial Intermediation (J) Finance and insurance | Financial activities Financial intermediation
Unemployed seeking their first job
Electricity, Gas and Water Electricity, Gas and Water Electricity, Gas and Water Electricity, gas and water
Supply (E) Supply (E) Supply (E) supply
Construction (F) Construction (F) Construction (F) Construction Construction Construction
Wholesale and Retail Trade (G) | Wholesale and Retail Trade (G) | Wholesale and Retail Trade (G) Wholesale trade Wholesale and retail trade Wholesale and retail trade
Retail trade
Hotels and Restaurants (H) Hotels and Restaurants (H) Hotels and Restaurants (H) Hotels and restaurants
Real Estate, Renting and Real Estate, Renting and Real Estate, Renting and Real estate and rental Real estate, renting and
Business Activities (K) Business Activities (K) Business Activities (K) Business services Business services business activities
Community Social and Public Adm., Defence and Public Adm., Defence and Government Government workers Public adm. and
Non Personal Services (LtQ) Compulsory Social Security (L) Compulsory Social Security (L) community services
Tradables Education (M) Education (M) Education and health Education and health services
Health and Social Work (N) Health and Social Work (N)
Other Community, Social and Other Community, Social and Leisure and hospitality | Leisure and hospitality
Personal Service Activities (O) Personal Service Activities (O)
Households with Employed Households with Employed
Persons (P) Persons (P)
Extra-Territorial Organizations Extra-Territorial Organizations
and Bodies (Q) and Bodies (Q)
Not classifiable by economic Not classifiable by economic Other services Other services
activity (X) activity (X)
Unemployed seeking their first job
Unclassified Self-employed, unincorporated

and unpaid family workers




where @/ is the long-run unemployment rate in sector j:

. J (¢
wiy - —>2O (62)
s7(t) +m?(t)
and 17 is the annual rate of convergence to the long-run sectoral unemployment rate:
Wit =1— o~ (s7()+m? (1))12. (63)

To infer the monthly outflow probability M7 (t) and then the monthly job finding rate m/(t), we
follow Shimer [2012] and write the dynamic equations of sectoral unemployment and sectoral short
term unemployment, i.e.,

Uit +d) = s ()L (t) —m? () U (1), (64a)
UP<(t +d) = 7 (t) L7 (t) — m? () U <4(¢), (64b)

where U7 <4(t+d) denotes short-term unemployment, i.e., the stock of unemployed workers who are
employed at some time 7 €]t, ¢ + d] but lose their job and thus are unemployed at time ¢ + d; hence,
by construction, U7<%(t) = 0 since all short-term unemployed workers were employed at time ¢.
Combining (64a) and (64b) to eliminate s/ ()L’ (t) leads to a dynamic equation relating changes of
unemployment to changes of short-term unemployment:

Ut +d) = U<t +d) —m? (t) (U (t) — UF<4(t)) . (65)

Solving eq. (65) above by integrating over [t — d,t], and using the fact that at time ¢, short-term
unemployment is such that U7<9(¢) = 0, leads to:

UI(t+d) = UP<Ut + d) + ™ @ AU (1),

Inserting e’ () d = (1 — Mj’<d(t)) where M7<? is the probability that an unemployed worker
exits unemployment within d months, one obtains:

Ut 4 d) — U (t) = UP<(t + d) — MI<4) U (). (66)

Eq. (66) states that the change of unemployment in sector j is equal to the inflows into unemploy-

ment U7<%(t 4+ d) of workers who were employed at time ¢ but are unemployed at time ¢ + d less

the number of unemployed workers who find a job M7<d(¢)U7(t). Solving (66) for M7<4(t), it is

possible to write the probability that an unemployed worker exits unemployment within d months

as

Ul(t+d) — UP<4(t +d)
Ui(t)

The probability of finding a job within d months given by eq. (67) can be mapped as the monthly
job finding rate for unemployment duration d = 1, 3,6, 12:

MI<d(t) =1~

(67)

m?<d(t) = —% In (1 — M><1). (68)

To estimate the monthly job finding rate, we use the duration of unemployment lower than one
month. In this configuration, the probability of finding a job can be rewritten as follows:

Ui(t) — U»<L(t)

MW =1 | =

or alternatively
Ui (t) — Uj><1(t)

L= M=) = Ui(t—1)

(69)

Since U’ (t—1) corresponds to monthly unemployment, we have to convert annual data on a monthly
basis:

Uit —1) = (U7t —12))"" i) (70)
Using (68) with d = 1, the monthly job finding rate is:
m?<'(t) = —In (U7 (t) — UP<'()) +In (U7 (¢t — 1)), (71)

where the construction of U7 (t — 1) is given by eq. (70) while the same logic applies to U7 (t).



Since series for unemployment by duration are expressed in percentage, we define a/*<!(¢) the
share of unemployment less than one month among total unemployment as follows:

MKRQZUgL?. (72)

Because the share of short-term unemployment is not available by economic activity, we assume
that o/ <1(t) is identical across sectors:

o <t) = o <1(t) = ™V <1(2). (73)
The job destruction rate can be estimated by solving this equation:

s(t)

Ul (t) = W(ﬂm (UI(t) + L7 (t)) + (L= (1)) U/ (t — 1), (74)

where 17 is the monthly rate of convergence to the long-run sectoral unemployment rate:

Pi(t) =1 — e (& OFm?=1®) (75)

A.2.3 Computation of the job finding rate and the job separation rate at a
sectoral level

To estimate the monthly job finding rate, m”<!, and the job destruction rate, s/, for j = T, N, we

proceed as follows:

. 1
e We estimate a<1(t) = o/ <1(t) = U;(t()t) where U<!(t) is unemployment of duration less than

one month.

e Using the fact that U7<1(t) = a<1(t)U’(t), the probability of finding a job is

(1—a<'(t)) Ui(t)
Ui(t—1)

MP <) =1- , (76)

where U’ (t — 1) corresponds to monthly unemployment which is calculated as follows U7 (t —
1) = (Ut - 12))1/12 (Uj(t))11/12 by using annual data.
e The monthly job finding rate is:

m? <1 (t) = —In (1 — M7<1(t)) (77)
e The job destruction rate can be estimated by solving the following equation:

s7(t)

Ui(t) = W(Um (UI(t) + L7 (1)) + (1 — (1)) U (t — 1), (78)

where 17 is the monthly rate of convergence to the long-run sectoral unemployment rate:
() =1—e (O ®), (79)

To compute m? <! and s/, we need series for unemployment by economic activity in order to con-
struct U7, and unemployment less than 1 month in order to estimate a<!(¢). For unemployment
at the sectoral level, data are taken from ILOSTAT database (ILO) while unemployment less than
one month is provided by OECD for unemployment by duration. Data coverage: AUS (1995-2007),
AUT (1994-2007), BEL (2001-2007), CAN (1987-2007), DEU (1995-2007), DNK (1994-1998 and
2002-2004), ESP (1992-2007), FIN (1991-2007), GBR (1988-2007), IRL (1986-1997), ITA (1993-
2007), JPN (2003-2007), SWE (1995-2007) and USA (2003-2007). Because we calibrate the model
so that the initial steady state is consistent with the empirical properties of each OECD economy
while the series for the sectoral job separation rates are computed when the economy is out of the
steady-state, we need to compute values for s/ which are consistent with the steady-state sectoral
unemployment rate @/ = st-ﬁ given the computed value for m?. The two first columns in Table 14
show the actual values for the sectoral unemployment rates while columns 3 and 4 give the values for
steady-state sectoral unemployment rates computed by using its long-run equilibrium % = mfiisj
where the job finding rate m/ is taken from columns 5 and 7 of Table 10 and the job destruction
rate has been computed by solving eq. (78). The two last columns of Table 14 show the difference
between the actual and the predicted value. Reassuringly, because computed values for m? and s’
by using (77) and (78) are averaged over a long enough time horizon so that the unemployment rate



Table 14: Comparison of Actual Values with Calculated Values for the Sectoral Unemploy-
ment Rates

Country Actual Calculated Error

uT ul™ aT a oI —aT W =

m @ e @ 6 (©)
AUS 0.072 0.062 | 0.084 0.066 -0.012 -0.004
AUT 0.037 0.044 | 0.036 0.037 0.001 0.007
BEL 0.077 0.079 | 0.075 0.078 0.002 0.001
CAN 0.082 0.084 | 0.086 0.086 -0.004 -0.002
DEU 0.101  0.091 | 0.100 0.094 0.001 -0.003
DNK 0.064 0.061 | 0.067 0.060 -0.003 0.001
ESP 0.147 0.161 | 0.146 0.155 0.001 0.006
FIN 0.087 0.118 | 0.088 0.119 -0.001 -0.001
GBR 0.073  0.066 | 0.071  0.068 0.002 -0.002
IRL 0.130 0.154 | 0.132 0.144 -0.002 0.010
ITA 0.094 0.098 | 0.104 0.097 -0.010 0.001
JPN 0.033 0.033 | 0.024 0.025 0.009 0.008
SWE 0.056  0.060 | 0.043 0.045 0.013 0.015
USA 0.048 0.053 | 0.047 0.052 0.001 0.001

should have reached its long-run value, actual and predicted values are close in most of the cases,
except for Sweden, Australia and Italy (for u”), and Ireland (for u”). The values for sectoral job
destruction rates shown in columns 6 and 8 of Table 10 are thus calculated by using the long-run
equilibrium expression for the sectoral unemployment rate, i.e.,

i
s =
1—w

(80)

where v/ is taken from columns 2 and 3 of Table 10 and m/ is taken from columns 5 and 7 of Table
10. Computed values for s/ using (80) are shown in columns 6 and 8 of Table 10.

For France, Korea, the Netherlands, and Norway, data are not available to compute the job
finding and the job separation rate. We proceed as follows to get estimates of m and s when
calibrating the model for each economy:

e Because data for unemployment by economic activity are not available for FRA, NLD and
NOR, estimates for the job finding rate m = m/ are taken from Hobijn and Sahin [2009)].
Note that estimates are not available at a sectoral level so that we have to assume that the
job finding rate is identical across sectors, i.e., m’ = m. Building on estimates by Hobijn and
Sahin [2009], we set m = 6.7% for France (1975-2004), m = 4.7% for the Netherlands (1983-
2004), and m = 30.5% for Norway (1983-2004). To compute the job separation rate, we use
the steady-state expression for the unemployment rate u = - + Where the unemployment
rate is averaged over the appropriate period, i.e., 1975-2004 for France, 1983-2004 for the
Netherlands and 1983-2004 for Norway. Series for harmonized unemployment rates are taken
from Labor Force Survey, OECD.

e While we can construct series for unemployment by economic activity for Korea, series for
unemployment by duration is not provided by the OECD for this economy. We thus average
the job finding rates taken from Chang et al. [2004] over 1993-1994, i.e., m = 26.2% and
compute the job destruction rate by using the steady-expression for the unemployment rate
W = Sj‘im where 7 is the sectoral unemployment rate calculated by using the LABORSTA

database from ILO.

A.3 Elasticity of substitution in consumption (¢): Empirical Strategy

When including physical capital investment and denoting recruiting costs by F = kT V7T + gNV N,
according to the goods market equilibrium, we have:
Yr—-nNX-1"-Gr'-F C7
YN _ [N _GgN - OoN

(81)

where we used the fact that B—r*B = N X with B the net foreign asset position and N X net exports.
Inserting the optimal rule for intra-temporal allocation of consumption (15), i.e., g—va = (ﬁ) P?,
into (81) leads to

(82)

YI-NX—IT-GT—F _( ¢ \p
YN [N _GN 1-¢)
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According to the market clearing condition, we could alternatively use data for consumption or for
sectoral value added along with times series for its demand components to estimate ¢. Unfortunately,
classifications for valued added by industry and for consumption by items are different (because
nomenclatures are different) and thus it is most likely that C7 differs from Y7 - NX —-GT —IT — F,
and CV from YV — GV — IV as well. Because time series for traded and non traded consumption
display a short time horizon for half countries of our sample while data for sectoral value added
and net exports are available for the 18 OECD countries of our sample over the period running
from 1970 to 2007 (except for Japan: 1974-2007), we find appropriate to estimate ¢ by computing
YT -NX—-E" and YV — EN where ET = GT + 17+ F and EY = GV +1V. Yet, a difficulty shows
up because the classification adopted to split government spending and investment expenditure into
traded and non traded items is different from that adopted to break down value added into traded
and non traded components. Moreover, the time horizon is short at a disaggregated level for most of
the countries, especially for time series of G7. To overcome these difficulties, we proceed as follows.
Denoting the ratio of ET = GT +I7 + F to traded value added adjusted with net exports at current
prices by vgr = %, and denoting the ratio of EN = GN 4 IV to non traded value added
at current prices by vgy = %, the goods market equilibrium (82) can be rewritten as follows:

(PTYT = PTNX) (L=ver) (o \ pocs
PNYN (1 —wvgn) C\1l-9 '

(YT -NX)(1—vgr) [ o
TR o) _<1—w)P@

or alternatively

(83)

Setting

:n(lf’UEN) n Y
o= (1_UET)+1 <1—90)’ &

and taking logarithm, eq. (83) can be rewritten as follows:

YT - NX
Indexing time by t and countries by ¢, and adding an error term u, we estimate ¢ by exploring the
following empirical relationship:

YT - NX
In (YN> =fit fit+tot+o;InPy+ pig, (86)
it
where f; captures the country fixed effects, f; are time dummies, and p;, are the ii.d. error
terms. Because the term (84) is composed of ratios which may display a trend over time, we add
country-specific trends, as captured by «;t. Eq. (86) corresponds to eq. (53) in the text.
Instead of using time series for sectoral value added, we can alternatively make use of series for

sectoral labor compensation. Multiplying both sides by g—; and then by Z—; with p/ = %J)’;“j the
sectoral labor income share, eq. (83) can be rewritten as follows
WTLT — pTPTNX
ln< NN ) =n+(¢—1)InP. (87)
where ( ) .’
1 —vgy ® P
=1 1 In —. 88
77 “u—vw>+”(1—¢>+“pN (88)

Indexing time by t and countries by ¢, and adding an error term u, we estimate ¢ by exploring the
following empirical relationship:

In (v7 /yN)M =g+ g +nt+6; P+ Gy, (89)

where 0; = (¢; — 1); ¢g; are time dummies which capture common macroeconomic shocks. Because
7; is composed of preference parameters (i.e., @), and (logged) ratios which may display trend over
time, we introduce country fixed effects g;, and add country-specific trends, as captured by n;t.
Once we have estimated d;, we can compute th = §; + 1 where a hat refers to point estimate in this
context. Eq. (89) corresponds to eq. (54) in the text.
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Table 15: Panel Unit Root Tests (second generation)

Test Stat Variables
w D a —a" [ p—(a” —a")

Bai and Ng [2002] | Z§ 0.267 | 0.151 0.038 0.530

ps 0.251 | 0.150 0.050 0.498
Choi [2001] P,, 0.000 | 0.988 0.992 0.407

7 0.053 | 1.000 1.000 0.653

L* 0.047 | 1.000 1.000 0.662
Pesaran [2007] CIPS | 0.010 | 0.320 0.450 0.015

CIPS* | 0.010 | 0.320 0.450 0.015
Chang [2002] SN 1.000 | 1.000 1.000 1.000

Notes: For all tests, the null of a unit root is not rejected if p-value > 0.05 at a 5% significance level. # is the
estimated number of common factors. For the idiosyncratic components, P is a Fisher’s type statistic based
on p-values of the individual ADF tests. Under Ho, P{ has a x?2 distribution. Z¢ is the standardized Choi’s
type statistic. Under Hp, Z¢ has a N(0,1) distribution. For the idiosyncratic components, the estimated
number of independent stochastic trends in the common factors is reported. The first estimated value is
derived from the filtered test M Q. and the second one is derived from the corrected test M Q. The Py,
test is a modified Fisher’s inverse chi-square test. The Z test is an inverse normal test. The L* test is
a modified logit test. All these three statistics have a standard normal distribution under Hgo. CIPS is
the mean of individual Cross sectionally ADF statistics (CADF). CIPS* denotes the mean of truncated
individual CADF statistics. The Sy statistic corresponds to the average of individual non-linear IV t-ratio
statistics. It has a N(0, 1) distribution under Hp. Corresponding p-values are in parentheses.

B Empirical results

B.1 Robustness Check for Panel Unit Root Tests

The common feature of first generation tests is the restriction that all cross-sections are independent.
We also consider some second generation unit root tests that allow cross-unit dependencies. We
consider the tests developed by: i) Bai and Ng [2002] based on a dynamic factor model, ii) Choi
[2001] based on an error-component model, iii) Pesaran [2007] based on a dynamic factor model
and iv) Chang [2002] who proposes the instrumental variable nonlinear test. The results of second
generation unit root tests are shown in Table 15.

In all cases, except for the Choi [2001] and Pesaran’s [2007] tests applied to w and p— (a? —a
we fail to reject the presence of a unit root in the relative price, the relative wage, the productivity
differential, and the difference a” — ", when cross-unit dependencies are taken into account.

)

)

B.2 Robustness Check for Cointegration Tests

To begin with, we report the results of parametric and non parametric cointegration tests developed
by Pedroni ([1999]), ([2004]). Cointegration tests are based on the estimated residuals of equations
(5) and (6). Table 16 reports the tests of the null hypothesis of no cointegration. All Panel tests
reject the null hypothesis of no cointegration between p and a” — a at the 1% significance level
while three Panel tests reject the null hypothesis of no cointegration between w and a” — a® at the
5% significance level. Group-mean parametric t-test confirm cointegration between p and the labor
productivity differential and between w and a’ — a® at 5% and 1% significance level, respectively,
while group-mean non parametric t-tests are somewhat less pervasive. Pedroni [2004] explores finite
sample performances of the seven statistics. The results reveal that group-mean parametric t-test
is more powerful than other tests in finite samples. By and large, panel cointegration tests provide
evidence in favor of cointegration between the relative price and relative productivity, and between
the relative wage and relative productivity.

As robustness checks, we compare our group-mean FMOLS estimates and group-mean DOLS
estimates with one lag (¢ = 1), with alternative estimators. First, we consider the group-mean DOLS
estimator with 2 lags (¢ = 2) and 3 lags (¢ = 3). Second, we estimate cointegration relationships (5)
and (6) using the panel DOLS estimator (Mark and Sul [2003]). We also use alternative econometric
techniques to estimate cointegrating relationships (4): the dynamic fixed effects estimator (DFE),
the mean group estimator (MG, Pesaran and Smith [1995]), the pooled mean group estimator (PMG,
Pesaran et al. [1999]). All results are displayed in Table 17 and show that estimates of B and 4 are
close to those shown in Table 2 of the paper, except for the dynamic fixed effects estimator which
suggests a fall in w of 0.1% instead of 0.2%.
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Table 16: Panel cointegration tests results (p-values)

wage equation | price equation

eq. (5) eq. (6)
Panel tests
Non-parametric v 0.000 0.000
Non-parametric p 0.012 0.003
Non-parametric ¢ 0.004 0.002
Parametric ¢ 0.046 0.000
Group-mean tests
Non-parametric p 0.388 0.449
Non-parametric ¢ 0.167 0.220
Parametric ¢ 0.016 0.001

Notes: The null hypothesis of no cointegration is rejected if the p-value
is below 0.05 (0.10 resp.) at 5% (10% resp.) significance level.

Table 17: Alternative Cointegration Estimates of 3 and ~

Relative wage eq. (5) | Relative price eq. (6)
g LB =0) gl ty=1)

DOLS (¢ =2) —0.223¢ 0.000 0.658¢ 0.000
(—27.69) (77.95)

DOLS (¢ = 3) —0.220¢ 0.000 0.673“ 0.000
(—26.77) (79.22)

DOLS (¢ = 4) —0.218¢ 0.000 0.678¢ 0.000
(—26.51) (84.96)

DFE —0.105° 0.006 0.697¢ 0.000
(—2.51) (13.55)

MG —0.145¢ 0.000 0.608“ 0.000
(—7.43) (17.25)

PMG —0.164¢ 0.000 0.668¢ 0.000
(—10.59) (31.03)

Panel DOLS (¢ =1) | —0.214° 0.000 0.621¢ 0.000
(—6.32) (22.39)

Panel DOLS (¢ =2) | —0.216“ 0.000 0.620¢ 0.000
(—6.85) (22.62)

Panel DOLS (¢ =3) | —0.213° 0.000 0.624¢ 0.000
(—6.42) (23.88)

Notes: All regressions include country fixed effects. Heteroskedasticity and au-
tocorrelation consistent t-statistics are reported in parentheses. “ denotes signif-
icance at 1% level. The columns ¢(8) = 0 and ¢(v) = 1 report the p-value of the
test of Hp : =0 and Ho : v = 1 respectively.
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C First-Order Conditions

It is worthwhile noticing that we employ below in the formal analysis the term ”short-run static
solutions”. This terminology refers to solutions of static optimality conditions which are inserted in
dynamic optimality conditions in order to analyze the equilibrium dynamics. The term ”short-run”
refers to first-order conditions, and the term ”static” indicates that the solution holds at each instant
of time, and thus in the long-run.

C.1 Households

We set
P(t) = - L 5 C(t)“% +oT (LT() +UT (@) + o™ (LN ) + UM (1)), (90)

oc
where v/ (L7(t) + U7 (t)) is the disutility function from working and searching efforts. We drop the

time index when it is obvious. The current-value Hamiltonian for the representative household’s
optimization problem is:

HY = ¢+ X[ A+ WTLT + R"UT + RNUYN — Po (P)C - T
+ é—T,/ [mTUT o STLT] + fN’/ [mNUN _ SNLN] , (91)
where A, L7 (j = T, N) are state variables; A\, £/’ (with j = T, N) are the corresponding co-state
variables; C' and U7 are the control variables.

Assuming that the representative agent takes m as given, first-order conditions for households
are:

C = (Pc))7¢, (92a)

—vp (LT +UT) = m"Te + RT ), (92b)

—op (LN +UN) =mNeN + RV, (92¢)
A=X(p—1"), (92d)

0 = (s +p) &8 — [MWT +of (LT +UT)], (92e)
= (" 4 p) €N = AW ot (LY +UN)], (92)

where & (with j = T, N) is the utility value of the marginal job and A the marginal utility of
wealth.

Since &7 represents the utility value from an additional job and 5\ corresponds to the marginal
utility of wealth, the pecuniary value of the marginal job is &/ (7) = % for 7 € [t,00). Using this
definition, we can rewrite (92d) as follows:

= (s +r*) ¢ - (Wj + Uf) , (93)

Abstracting from search costs implies that the marginal rate of substitution between labor and con-
sumption, —%, has to be equal to the wage rate W7. In this case, the shadow price of employment
¢ is null. As long as agents face search costs, the real wage rate must exceed the disutility from en-
tering the labor force —%J\F—. Since the quantity —%iﬂ can be viewed as being the worker’s reservation

wage, we will refer to W7 4+ % as the worker’s surplus (by keeping in mind that v% < 0).
Solving (93) forward and using the transversality condition lim; ., &/ L7 exp (— (r* + 7 ) t) =0,
we get:

= [ [ )= whn)] ), (94)

where W}]% is the reservation wage given by

yl‘»q@b,

W =m’ (67) & + RY. (95)

Differentiating &7 (¢)L7(t) w. r. t. time and substituting the law of motion for employment L7 (t)

14



(11) and the dynamic optimality condition (93) yields:
E(,EJLJ) = gL +€]LJ:<5] _,’_,r*)EJL]_ (W]+11)1\:> L7+ & (mJUJ_SJLJ)’

b

= gL - KWJ' + ”f) L —&miu?

J
= L (Wij +RIUT + v{FJ> ,

where FV = L7 + U/ is the labor force and we have inserted eqs. (92b)-(92c), i.e., we used the fact

PR J .
that m7¢7 = fUTF — RJ. Solving forward, making use of the transversality condition, we get:

_ _ o0 o .y i .
)L (t) = / l(WﬂLJ + RIUY) + %FFJ e 7 (T Ydr, (96)
t

i(Uisri . . . .
Differentiating % =m/ (93) &4+ R w.r.t. time and inserting (93), we can derive the

dynamic equation for job seekers in sector j:

VEE 17 (0 &t ad i (g9 &9 4 VR i
= |(s +T)+a\/§ m’ (07) & —m’ (67) W7—|—7 —|—TL7.
where we used the fact that % = a{‘,. Substituting m?¢&7 = —% — RJ, we get:
J J Y J J
Yrrpi — (YF 4 Ri * i v i(gi iy Yr ) _YERji
S\U<5\+R> (s +77) + oy, +m’ (67) Wi+~ L (97)

C.2 Firms

We consider a traded sector which produces a good denoted by the superscript T' that can be
exported or consumed domestically. We also consider a non traded sector which produces a good
denoted by the superscript IV that can be consumed only domestically. Each sector consists of a
large number of identical firms. Both the traded and non-traded sectors use labor, LT and LY,
according to constant returns to scale production functions:

YT = ATLT, and YN =ANLN, (98)

Firms post job vacancies V7 to hire workers and face a cost per job vacancy x? which is assumed
to be constant and measured in terms of the traded good. Firms pay the wage W/ decided by the
generalized Nash bargaining solution. We also consider that firms must pay a firing tax 27 per job
loss which captures the extent of employment protection legislation (see e.g., Heijdra and Ligthart
[2002], Veracierto [2008]).

As producers face a labor cost W7 per employee, a cost per hiring of x7, the profit function of
the representative firm in the traded sector is:

AT = ATLT —WTLT — kTVvT — 27 max {0, —LT} , (99)
where 27 is a firing tax in the traded sector when LT < 0 otherwise 2T = 0.

Symmetrically, denoting by P the price of non traded goods in terms of traded goods, the profit
function of the representative firm in the non traded sector is:

7N = PANIN —WNLN _ o NyN N pax {0, fLN} , (100)

where z?V is a firing tax in the non traded sector when LY < 0 otherwise 2V = 0.
Denoting by f7 the rate at which a vacancy is matched with unemployed agents, the law of
motion for labor is given by:
[i=fi (67) — L7, (101)
where f7V7 represents the flow of job vacancies which are fulfilled; note that f7 decreases with labor
tightness 67.
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The current-value Hamiltonian for the sector j’s representative firm optimization problem is:
H =2 L —WIL — kIVI 4 (v +27) (FV7I - s7L7), (102)

where =7 is the marginal revenue of labor with 27 = A" and 2V = PAY and 7 is the co-state
variable associated to the labor motion equation (101).
First-order conditions can be written as follows:
J o g K
Vo (rt+87) = (B =2l — W), (103Db)

")/j

where 7 represents the pecuniary value of an additional job to the representative firm of sector
j = T,N. This can be seen more formally by solving (103b) forward and using the appropriate
transversality condition. This yields:

() = /tOO [E7 (1) = W7 (1) — 27 §7] () =) g (104)

Differentiating 47 (t)L7(t) w. r. t. time and inserting the law of motion for employment L7 (t)
together with the dynamic optimality condition (103b), we obtain:

d

I ('Yij) _ ;ijj _,_,ij]' _ Vj (7"* +Sj) IJ +3;‘jstj _ (Ej _ Wj) IJ +,yj (ijj _ Sij) ,

— r*'ijj _ [Eij Wi — ’yjijj _ ijij] — r*’ijj _ 7rj,
where we used the fact that v/ = x/ /fI —29, 7/ = ZI LI —WILI 4297 — IV and L7 = fi99 —si L7
Using the first-order condition (103a) and solving forward, making use of the transversality condition,
we get:

YL (t) = / [Eij WL — VI — 29 max {07 ,LJH o 0y,
t

/ e (T=Nqr. (105)
t

D Derivation of the Wage Rate from Bargaining process

In this section, we derive the wage rate from a generalized Nash bargaining process. The represen-
tative firm of sector j posts job vacancies in order to hire workers. We assume that the wage rate
is derived from a bargaining between the firm and the worker. Since all worker-firm pairings are
identical and wages are renegotiated at each instant, the model is symmetric and the wage does not
feature a pairing index k, i.e., W} = W3, The wage rate W/ is set so as to maximize the following
expression:

)
1—ay,

WY (t) = argmax Hi, = argmax (¢ (t))a{” (v () + 27) , 0<al, <1, (106)

where a{,v and 1 — oz{,v correspond to the bargaining power of the worker and the firm, respectively.
The first-order condition determining the current wage, w(t) writes as follows:

OHYy _ adyHyy 080(1) (“ajw) My oyi(t)

o = - - : - - 0. 107
OWi(t) &i(t) OWi(t) Y(t) +ai OWI(t) (107)
Differentiating (94) and (104) w.r.t. the wage rate W7, we get: aaé,jj(fz) = 1 and % = —1;
inserting these into (107):
a{;v (’yj(t) + mj) = (1 — a%) (). (108)
By differentiating (108) w. r. t. time, inserting the dynamic equations for &I given by (93) and for
47 given by (103b), bearing in mind that 7 + 27 = 17?JW &7 (see eq. (107)), rearranging terms, leads
Xy
to the wage rate:
Wi = oy (& +r*ad) + (1 - ofy ) Wi, (109)
where szz = fvﬁ, /\ represents the reservation wage.

An alternative expression for the reservation wage W}]% which is equal to —v% JA=m’ (Oj ) f_j +
RJ can be derived as follows. Eliminating &/ from (107) by making use of (123a), i.e., & =
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O (77 +27), inserting (103a), i.e., 7/ + 2/ = xJ/fJ, and using the fact that m/fi = 67,

1—ad,
the reservation wage can be rewritten as follows:

Wi o= mi(09) ¢+ R,
ol K

ﬁJer’

= mj -

1— oy,

ol . _

= — w0 +R. (110)
1 — oy,

E Solving the Model

E.1 Short-Run Static Solutions

In this subsection, we compute short-run static solutions for consumption and the relative price of
non tradables. Static efficiency condition (92a) can be solved for consumption which of course must
hold at any point of time:

C=cC(x\P), (111)
with
oC C
CA = ﬁ == _O'Cj < O, (112&)
oC C
(112¢)

where o¢ corresponds to the intertemporal elasticity of substitution for consumption.

Denoting by ¢ the intratemporal elasticity of substitution between the tradable and the non
tradable good and inserting short-run solution for consumption (92a) into intra-temporal allocations
between non tradable and tradable goods, i.e., CN = P,C and CT = [PC — PPé] C, allows us to
solve for CT and C:

ct=ct(\pP), cVN=cV(\P), (113)
where the partial derivatives are:
T
cf = —ac% <0, (114a)
CT
Cp = acp (0-00)S0, (114b)
CN
oy = —0c— <0, (114c)
ON
cN = -5 1—ac)¢+acoc] <0, (114d)

where we use the fact that —PI;C,/P =¢(1—ac)>0and PLC =CV.
c —

Inserting the short-run static solution for consumption in non tradables CV (X, P) given by

(113) into the market clearing condition for non tradables (26) allows us to solve for the relative

price of non tradables:

P =P (LY, X AY), (115)
where
Py = ;L—Pjv = é; <0, (116a)
P = g—]; = —g}g <0, (116b)
Piv = % = é;vf <0. (116¢)

Inserting (116) into (113), the short-run static solutions for CT and C¥ become:

ct=c” (LN, N AN), N =cN (LN, ) AN, (117)

17



where the partial derivatives are:

CT 0'0¢

SN <0, 118a
A (1 -ac)¢+acoc] ( )
cT cT -
o Boo)  wn (118b)
LN AN (1 —-ac)d+acoc] we
C«N
— = —oc+toc=0, (118c¢)
A
cN cN
- = =N (118d)
LN AN we
We denote by a hat the rate of change of the variable and rewrite Agzl\, = I;gg £oC e = aceo

with ¢ the non tradable content of consumption expenditure, we the GDP share of consumption
expenditure and wy the non tradable content of GDP.

E.2 Derivation of the Dynamic Equation of the Current Account

Using the fact that A = B + ATLT + 4NLN | differentiating with respect to time, noticing that
(7 Li) = r*~4I L7 — 79, the accumulation equation of traded bonds is given by:

B = A—ATLT _ATiT NN _ NN
r* (A=y"LT —ANLY) 47 4 7N+ WTLT + WNLYN + RTUT + RNUN =T — PcC.
Remembering that 7/ = =/ — WL — k7VJ — 27 . max {O, —L7 }, inserting the market clearing

condition for the non traded good (26) and the balanced government budget (25), the current
account equation reduces to:

B(t) =r*B(t)+ ATLT(t) - ¢T(t) — GT — TV (t) — kN VN (1). (119)

E.3 Equilibrium Dynamics and Formal Solutions
E.3.1 Dynamic System
Differentiating (103a) w. r. t. time, using (103b) yields

i 1 A

61 " 1ol 4 +ad

Eliminating 7/ + 27 by using (103a), leads to the dynamic equation for labor market tightness 67:

Q)

K

) — 9j(t)‘) {(strr*)_

(1—a{/

Setting the overall surplus from an additional job in sector j:

[@uwmq_wq}

Wi(t) = (29(t) + r*ad) + U%(t). (120)

Inserting the Nash bargaining wage W3 given by (109) into [(EJ + r*xj) - Wi }, the dynamic equa-
tion for labor market tightness #7 can be rewritten as follows:

£ (07 ®) (1= ady ) v (1)

K

0 (t) = _o (s +1%) —

(i)

The overall surplus from an additional job in the traded and the non traded sector is given by:

(121)

T N
T = (AT ) 2w = [P (LY AN) AN ) 4 (122)

where the short-run static solution for the relative price of non tradables (115) has been inserted
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into the overall surplus from a match into the non traded sector. Partial derivatives are given by:

T

v
v, = V.= iF <0, (123a)
N N, VPR
U = PvAN 4L <o, (123b)
N vEp
Vv = 5 <0, (123c)
ANLN
Ui = PaAV4+P=—g 4P
P
= 705 {1 —[(1 —ac)d+ acoc] on } <0, (123d)
N N O
1 oo PAN v%\’}
Y + <0, 123e
A{[U‘—ac)¢4-acac} A (123¢)
where Ppv < 0, X < 0, and we use the fact that ANLN = I;Sg P)C,C PA}\/’LN = owo,

The admstment of the open economy towards the steady-state is described by a dynamlc system
which comprises six equations. Because workers must search for a job to switch from one sector to
another, i.e., cannot move from one sector to another instantaneously, the dynamic system is block
recursive. The first (second) dynamic system consists of the law of motion of employment in the
traded (non traded) sector described by (11), the dynamic equations for labor tightness and job
seekers given by (30) and (32), respectively. We denote the steady-state value with a tilde.

Traded Sector

Linearizing the accumulation equation for traded labor (11) by setting 7 = T and the dynamic
equations for labor market tightness (121) and job seekers (97) in the traded sector, we get in matrix
form:

. . . T - - - T
(LT, 07, UT) =JT (LT(t) —IT.0T() - 67, UT (1) — UT) (124)
where J7' is given by
—sT (mT)/ Ut mT <9~T>
—al, 7T vk * —ofy T vE
= | e (T4) — e e - (2)
DLT ’ﬁ’LT * ~ aT ~
(57 +7) + SBL () O (7 +r7) =T + T

and where we used the fact that:

fri-af) "

sT 4+ r* -
ﬁ +RT = —iTeT = _mTajd/‘PT
A sT > 7
L raeeg)er
L—al w7 (sT+1r*) 1—aof’

The trace denoted by Tr of the linearized 3 x 3 matrix (125) is given by:

mT

T [ofy — (1—ay)]. (126)

TrJ" = (s7 +7*) +r* +

The determinant denoted by Det of the linearized 3 x 3 matrix (125) is unambiguously negative:
ol
DetJ" = = (s" +77) (s" +m") | (s" +77) + T m” | <0, (127)
—al
Assuming that the Hosios condition holds, i.e., setting a% =1- a‘T/, the trace reduces to:
TeJ" = (s" + %) + 17, (128)

while the determinant is given by:

DetJ” = — (s" +7%) (s" +r*+m") (s" +m") <o0. (129)
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From now on, for clarity purpose, we impose the Hosios condition in order to avoid unnecessary
complications. We relax this assumption when analyzing steady-state effects and conducting a
quantitative exploration of the effects of higher productivity of tradables relative to non tradables.
Note that all conclusions related to the analysis of equilibrium dynamics hold whether the Hosios
conditions is imposed or not.

Denoting by 7 the eigenvalue in the traded sector, the characteristic equation for the matrix
J (125) of the linearized system writes as follows:

(ST—l—r*—yiT) {(Z/iT)2—7“*I/iT+

DetJT } _ (130)

sT 4 r*

The characteristic roots obtained from the characteristic polynomial of degree two can be written

as follows:
2 DetJT .
7'* + \/(7‘*) — 4@ % O, 1= 1, 2. (131)

-
DN | =

We denote by v{ < 0 and v > 0 the stable and unstable eigenvalues respectively which satisfy:
vl <0< <. (132)
Let vI be the second unstable characteristic root which writes as:
vi =sT +r*>0. (133)

Since the system features one state variable, LT, and one negative eigenvalue, two jump variables, 87
and UT, and two positive eigenvalues, the equilibrium yields a unique one-dimensional saddle-path.
Inserting (126) and (127) into (131), the stable and unstable eigenvalues reduce to:

vi =—(s"+m"), vy =(s"+r*+m"). (134)

Non Traded Sector

Linearizing the accumulation equation for non traded labor (11) by setting j = N and the
dynamic equations for labor market tightness (121) and job seekers (97) in the non traded sector,
we get in matrix form:

(EY.0Y 0N) = ™ (¥~ N0 (1) - 8V, 0N () - 0) (135)

where JV is given by

(mN)/UN mV (GN)
M=l e (PLNAN ) e = ,
(25 ) S (PovAN 1) = (m) 0N (N ) — i 4 i
(136)
and where we used the fact that:
MA-af) oY
= K 5
sN
Ug+RN _NEN — _ o N‘I’N’
A sN 4 r*
oV ) G N
b PO-ep)e 1
1—al  wN(sN+r) 1—alY
The trace denoted by Tr of the linearized 3 x 3 matrix (136) is given by:
N N * * mN N
TeJN = (sV +r*) +r t N [aqy — (1 —av)]. (137)
1%

The determinant denoted by Det of the linearized 3 x 3 matrix (136) is unambiguously negative:

N
DetsN = —(sN 47 ){(N+mN) {(3N+7~*)+1avgﬂvva] (138)
1— agy m® N Ay Nan A TN
+ WTPLNA o \Toay” 0 @—avU <0, (139)



where Py~ < 0.
Assuming that the Hosios condition holds, i.e., setting oY, = 1 — Y, the trace reduces to:

TrJN = (sN +r*) +17, (140)
while the determinant is given by:

sN—|—r*—|—ﬁ1N)_PLNEN PAN

DetJY = — (s¥ + )2 (sV + {( = — (N + ayaly }<0.,
( ) ( ) (sN + 1) P (1_0[5)\1/]\, (X L % )
(141)
where we have rewritten the last term as follow:
1 —a% m mN aiy,
—PnAY — W__NoN ——— — ay UV
T—al kN E7 N \1T=al N
1—of mV N . N
= TN VA‘;—N Pon AN fNEN (XNUiV—FaVuN),
1%
N ~ ( N *)
s st +r
= —— P NnINAN Y L (Nl oy,
N (1—ad) v (Cor +avit)
P~nLN  PAN
= (N ) (N mN) L = <0,
P (1 —av) v
aly n NN r3 ~ n ol
and where we used the fact that #/@NGN = —XNTF, N =mN/oN, and N = ol to get
w FF
: M (-ady) (M+rt) - NN NN TN N _ ~N ST
the second line, o =gy m UY = VLY, and UY/FY = to get the third line,

oV = s]\,i%, multiplying the numerator and the denominator by P and rearranging terms to get

the last line.

From now on, for clarity purpose, we impose the Hosios condition in order to avoid unnecessary
complications. We relax this assumption when analyzing steady-state effects and conducting a
quantitative exploration of the effects of higher productivity of tradables relative to non tradables.

Denoting by vV the eigenvalue, the characteristic equation for the matrix J (136) of the lin-
earized system writes as follows:

N
(sN +r =) {(VZN)Z — N+ S]?Vei]r*} =0. (142)

The characteristic roots obtained from the characteristic polynomial of degree two write as
follows:

DetJN
£ \/(r*)2 - 4$NeT >0, i=12 (143)

s
DN =

We denote by vV < 0 and v’ > 0 the stable and unstable eigenvalues respectively which satisfy:

vV <0<t <. (144)
As it will become useful later, v{’ (r* —1{¥) = B\?fi which can be rewritten as follows
DetJN - sV Y w
- _ f(sNJrr*) (3N+mN) ( - )+ N
sN 4 p* (sN + 1) acwe [(1 — ae) ¢+ acoc]
pAN N N, N~N }

X —— 00— (v'or +ayu < 0. 145
(1 — ag) IN (X L \% ) ( )

where we used the fact that % = % and Prv = % < 0.

Let v be the second unstable characteristic root which writes as:

v =N >0, (146)

Since the system features one state variable, LY, and one negative eigenvalue, two jump variables,
6N and UY, and two positive eigenvalues, the equilibrium yields a unique one-dimensional saddle-
path.
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E.4 Formal Solutions for 67(t) and U”(t)

Setting the constant DI = 0 to insure a converging adjustment for all macroeconomic aggregates,
the stable paths are given by :

LTt — LT = DTevt (147a)
0T(t) — 67 = wLDTevt (147b)
UT(t) - 0T = wlDTent, (147¢)

where DI = LT — LT, and elements wi and wl; of the eigenvector (associated with the stable

eigenvalue v{) are given by:

T . T -
o i ver (7T 4+ 5T 4 o)
wh = v <0 (148a)
2 T (T ok _ T 4 120k mT vEe (N T
AT (=) & 2 R () O
T T T\ 77T
T sty (m") U" 4 <
= — 0. 148b
W31 < T ) T W1 > ( )

We have normalized wf} to unity. Inserting v = sT + mT (see (134)) into (148a) and (148b),
eigenvectors reduce to:
wi =0, wh=-1 (149)

From (149), the dynamics for labor market tightness 7 degenerate while job seekers are negatively
correlated with employment along a stable transitional path.
E.5 Formal Solutions for 6V (t) and U™(t)

Setting the constant D5 = 0 to insure a converging adjustment for all macroeconomic aggregates,
the stable paths are given by:

LN(t)— LN = DNen't (150a)
ON(t) — 0N = wNDNen't, (150D)
Nt -ON = w?ﬁD{Ve”{Vt, (150c)

where DY = LY — LV, and elements w) and wl of the eigenvector (associated with the stable

eigenvalue v{¥) are given by:

N ol al [ (Pow AN 4+ 52 ) 4 (sV 4 o) e ]
- <0, 151
Wa1 N (N . N 1—aly, 7N % N ’[]‘N = ( a)
mN (sN +r V1)+1—a§ v 5E (mY)
sV 4oV (mN)/f]N
W = ( — L ) —— wi 0. (151b)

We have normalized wf] to unity.

E.6 Formal Solution for the Stock of Foreign Bonds B(t)

Substituting first the short-run static solutions for consumption in tradables given by (117), and
using the fact that V7 = U767, the accumulation equation for traded bonds (119)can be written as
follows:

B(t) =r*B(t) + ATLT(t) - CT (LN (t), X\, AN) = GT — k70T ()UT (t) — NON () UN (¢).  (152)

Linearizing (152) in the neighborhood of the steady-state and inserting stable solutions given by
(147) and (150) yields:

B(t) =r* (B(t) - B) +AT (LT(t) - ET) + AN (LN(t) - EN) : (153)
where we set:

AT = AT —(TOTWL — kT0Twh = AT + k70T > 0, (154a)

AV = Ty — kNONWY — kNN WY,

/<;N9~N (sN + V{V)

mN

= —CFy—rVUN (1-aoff) il - >0, (154b)
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where we have inserted (151b) and used the fact that (m N)/ ON /m"N = olY to get (154b); note that
CTy ~ 0 because our ebtlmateb of ¢ average about 1 whlle we set o¢ to one. The sign of (154Db)

follows from the fact that wd < 0 (see (193)) and sV + v < 0; the latter result stems from the

fact that v{ = —(sT +mT); because we have the following set of inequalities J\Tef;’_JTN < ?ﬁz_‘i* <0,
vV < —(sN +m) < 0 and thereby sV + ¥ < 0.

Solving the differential equation (153) yields:

~ ~ AT DT ANDN * ATDT AVNDN &
B(t) = B (B _ B) _ 1 1 r*t 1 vyt 1 vy t. 155
() +{ 0 I/lT—r* V{V—r* ¢ +1/1T—7“* +1/fv—r*e ( )

Invoking the transversality condition for intertemporal solvency, and using the fact that DT =
LY — LT and DY = L) — LY, we obtain the linearized version of the nation’s intertemporal budget
constraint:

B—By=aT (ZT—LOT)+<I>T (iN—LéV), (156)
where we set )
T’ AT (AT + HTQT) N AN
o' = =— <0, o' =-——<N0. 157
vl —or* (sT +mT +r*) N — (157)

Equation (157) can be solved for the stock of foreign bonds:
B=B (JiT,fiN) . Byr =T <0, Byx =N <. (158)

For the national intertemporal solvency to hold, the terms in brackets of equation (155) must be
zero so that the stable solution for net foreign assets finally reduces to:

B(t)— B =7 (L7(5) — L7) + & (LV(t) - LV). (159)

F Revisiting the Theory Developed by Balassa [1964] and
Samuelson [1964]: Derivation of Equations in Section 2.1

This Appendix presents the formal analysis underlying the results described in section 2.1. For sim-
plicity purposes, we abstract from firing costs. Additionally, we assume that the worker bargaining
power «f;, is symmetric across sectors.
As defined by eq. (120) that we repeat for convenience, the overall surplus from hiring in sector
4, Wi is defined as the difference between the marginal product of labor (27) and the reservation
wage (W3):
U == — Wi (160)
Eq. (160) corresponds to eq. (2) in the text. The reservation wage, W}v is equal to the

expected value of a job, i.e., m?&7 with m7 the probability of finding a job, plus the unemployment
benefit R7:

Wi - W04 R, (161)

1-— aw
where we used the fact that m?¢&/ = o k709, Totally differentiating eq. (161), the change of the
reservation wage in percentage is proportlonal to the labor market tightness:

Wi’ =307, (162)

where Y/ = % corresponds to the share of the surplus associated with a labor contract.
R

The product wage W7 paid to the worker in sector j is equal to the reservation wage W{% plus
a share ayy of the overall surplus ¥/:

W = aw ¥ + Wi, (163)

Eq. (163) corresponds to eq. (3) in the text. Totally differentiating (163), the change in the
product wage in percentage is proportional to the changes in the labor market tightness and the
overall surplus from an additional job:

. I J
W = O‘IV/IV/ \Iﬂ—i—g//’;WJ

Wf%xj N

v ,
aw 0, (164)

_ J
B Wj\I/Jer
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where we substituted (162) to get the last line. Subtracting @’ from " yields the wage differential
between the non traded and the traded sector:

N T OWV‘I’NAN ”1]%\7 Ln o awV g ”15 i T
Y —wt = v +”,NWR - —V Jriﬂ,TWR,
_ _XWr s N\ _ow¥ fer on
= W (9 0 ) W (\I’ \J ), (165)

where we assume that initially, sectoral wages, W3, the share of the surplus associated with a
labor contract, x7, reservation wages, W, and overall surpluses, U7 are similar across sectors, i.e.,
Wi~ W, x)W} ~ xWg and ¥/ ~ ¥. Eq. (160) corresponds to eq. (4) in the text.

When a labor contract is concluded, a surplus W7 is created. The firm obtains a share 1 — ay
of the surplus which is equal to the difference between the marginal product of labor and the Nash
bargaining wage W7:

(1—aw)W ==7 — W9,

The equation above can be rewritten as follows:
== (1—aw) W + W (166)

Eq. (166) corresponds to eq. (5) in the text. According to the definition of the representative
firm’s profit (16), i.e., 7/ = Z/LJ — WILJ — VI (we set 27 = 0 since we abstract from the firing
cost in this section for simplicity purposes), the share of the surplus obtained by the firm is equal
to the dividend plus the hiring cost per worker:

4+ kIVI

(1 - (X14/) q?j = 12

(167)

Totally differentiating (166) yields the change of the marginal revenue of labor in percentage:

1— Ui, . J o,
- %\Iﬂ + ng. (168)

J

(1

Subtracting =7 from =V while assuming that initially W7 ~ W, 2/ ~ =, ¥ ~ ¥, leads to:

—
— —

ev _gr o oW g gy Wy, (169)

Using the fact that EN = P+ AN and 2T = AT, one obtains a relationship between the relative
price growth and both the productivity and the wage differential:

p=ar gy U e gy LIV () (170)

=
— —

Eq. (170) corresponds to eq. (6) in the text.
G Graphical Apparatus

Before turning to the derivation of steady-state effects, we investigate graphically the long-run effects
of a productivity differential.
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G.1 Steady-State
Using (110), the steady-state of the open economy is described by the following set of equations:

¢=[ro(P)3] . (171a)
sTLT =mT (éT) o7, (171b)
sNLN = mN (éN) U, (171c)

T

N - _ aT’ oL
(LT + UT) - {A < K167 + RTH , (171d)

1—ad,

N

~ ~ _ a 7L
(LN + UN) - {A ( W NGN RN)] , (171e)

1-— aW
T 1— G?T
AR ( TO‘W)* , (171f)
I (QT) st +r
N 1—aN)§N
A AL (171)
N (N sN 4
f

ANLN =V, (171h)
B+ ATLT - 0T — £T9T0T — kNoNTY, (171i)

and the intertemporal solvency condition
B—By=aT (iT . Lg“) + o (EN . Lgv) , (1715)

where CV = P.C and CT = (1 — a¢) PoC and we used the fact that VI = U7¢7. The steady-state
equilibrium defined by ten equations jointly determines C,LT, LN UT,UN, 97,6V, P, B,

G.2 Isoclines and Stable Path in the (67, L7)-space

The labor market in the traded sector can be summarized graphically by Figure 6(a) that traces
out two schedules in the (67, LT)-space. More precisely, eliminating U7 from eq. (171d) by using
(171b), ie., UT = s LT =7, the system which comprises eqs. (171b), (171d) and (171f) can be reduced
to two equations:

iro- [Z\ ( Oy, rgr | RT>] . (172a)
m? 4+ sT 1—al, ’
sr () (sT +r%)
where mT = m” (éT) and fT ) using the fact the reservation wage Wg = fUTF is equal

to (1i¥£VT KTOT + RT) (see eq. (110)), the overall surplus from hiring in the traded sector is given
w
by:

N T
U= (AT +r7a”) — <O‘ kTOT + RT> (173)
1— aW

Totally differentiating eq. (172a) yields

LT =oTx+ [ahi” + 0T X }07“ (174)
aa% «TaT
T —« ' .

where @7 = éTj_T and 0 < ' = 1%75 < 1. The slope of the LT = 0 schedule in the
(0T, LT)-space writes as:

iT

- = [afa" +o]x"] > 0. (175)

T 1LT=0

Hence the decision of search (henceforth labelled DST) schedule is upward-sloping in the (67, LT)-
space. According to (174), a fall in the marginal utility of wealth A shifts downward the DST-
schedule.
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Figure 6: Phase Diagrams
Totally differentiating eq. (172b) yields
07 [(1- o) U7 + XTWE| = AT AT, (176)

where we used (171f) and the fact that — (f7)"67/fT = (1 — al). The slope of the 67 = 0 schedule
in the (67, LT)-space can be written as:

T
or

= 4o0. (177)
6T =0

Hence the vacancy creation (henceforth labelled VCT) schedule is a vertical line in the (87, LT)-
space. According to (176), a rise in labor productivity in the traded sector AT shifts to the right
the VCT-schedule.

Having determined the patterns of isoclines in the (§7, LT)-space, we now analyze the slope of
the stable path. To determine the pattern of the stable path, we have to estimate:

LT(t)-L"

LT iéj (178)
GT(Z){éT Wl LT

Using the fact that wl;, = 0 (see (149)), the slope of the stable branch labelled SS7 in the (6, L)-space
rewrites as:

LT
éT SST

According to (179), the stable branch coincides with the VCT-schedule (see Figure 6(a)) as the
dynamics for 87" degenerate.

= 4o00. (179)
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G.3 TIsoclines and Stable Path in the (6", L")-space

The labor market in the non traded sector can be summarized graphically by Figure 6(b) that traces
out two schedules in the (8N, L)-space. More precisely, eliminating UN from eq. (171e) by using
(171c), i.e., UN = S;%N, and inserting the short-run static solution for the relative price of non
tradables given by (115) implies that the system which comprises eqs. (171c), (171e), (171g), and

(171h) can be reduced to two equations:

N
- mN _ aly B oL
mN+sN[ <1—a%ﬁ +R , (180a)
N 1— N B
I ( - aW)\IJN, (180b)
N (9N> (sN +1r*)
where mY = m» (§N> and fN = fN (§N>; using the fact the reservation wage W}]%V = —% is

equal to (ithéN + RN> (see eq. (110)), the overall surplus from hiring in the non traded

17(1%
sector is given by:

\i/N

N
[(P (LY, 3, AN) AN 4 2] - (IO‘WN,@NéN ; RN) . (181)
e

Totally differentiating eq. (180a) yields

LY = o X + [afa™ + o) ¥N] 6V, (182)
W%N WNGN
N —a - .

where @ = —*—% and 0 < YV = 1"1‘4//7}12\, < 1. The slope of the LY = 0 schedule in the
(6N, LN )-space writes as:

LY _ [ N~N _ NN

- = [apa™ + 07 X] > 0. (183)

ON liv=0

Hence the decision of search (henceforth labelled DSN) schedule is upward-sloping in the (6~ LY)-
space. According to (182), a fall in the marginal utility of wealth A shifts downward the DSN-
schedule.

Totally differentiating eq. (180b) yields

o™ [(1—ad) BN + VR |

PAN {wNzN + Ucacwci + [wy —weac (1= ac) ¢+ acoc)] AN+} 184
= - acwe [(1 —ac) ¢ + acoc] o

where we used (171g) and the fact that — (fN)/HN/fN = (1—a¥). The slope of the 6 = 0
schedule in the (§V, L™V )-space is:

IN
gN

[(1 —ay) YN+ )N(NWIJ%V] acwe [(1 —ac) ¢ + acoc]
=— ~ < 0. (185)

Hence the vacancy creation (henceforth labelled VC' N) schedule is downward-sloping in the (8%, LY)-
space. According to (185), since [wy —weac ((1 — ac) ¢ + acoe)] z 0, a rise in labor productivity
in the non traded sector A" may shift to the left or to the right the VCN-schedule depending
on whether ¢ takes high or low values; it is worthwhile mentioning that that technological change
biased toward the traded sector shifts to the right the V' C' N-schedule by appreciating the relative
price and thus by raising the marginal revenue of labor in the non traded sector, i.e., by increasing
2N = PAN. Moreover, a fall in the marginal utility of wealth X shifts to the right the V C'N-schedule
by appreciating the relative price of non tradables.

Having determined the patterns of isoclines in the (8, L")-space, we now analyze the slope of
the stable path. To do so, we use the third line of the Jacobian matrix (136) to rewrite the element
wdl of the eigenvector:

(257 +77) + (N =) (SR )+ (v AN - +1)
FF

mN

(m;)l’vﬁN (sN + MmN 47 — V)

i

wy; = (186)

27



The first two terms in the numerator of (186) can be rewritten as follows:

N N N «\ (N | ~N N (px _ N
(28N + %) + (sV +r* =) (SM>=SN+(S ) (s +n~1 Ju’ e Vl)a (187)

sN miN

where vV (r* — v}¥) is equal to the determinant of the Jacobian matrix (136) given by (141). To

3
determine the pattern of the stable path in the (%, L’V)-space, we have to estimate:

Ny 7N .
O (188)
N

Inserting (145) into (188), the slope of the stable branch labelled SVS¥ in the (6, LY)-space
can be rewritten as follows:
v 1Y (VAN o) (1- o) B acwe [(1— ac) 6+ acoc]

= - N =" = — ~ < 07
gN lgvgy Wi LN (sN +1%) PAN WN

(189)
where we denote by a hat the rate of change relative to initial steady-state. According to (189), the
stable branch SS¥ is downward-sloping in the (6%, LY)-space.

To get (189), we proceed as follows. We first have rewritten the numerator of eigenvector wiy

DetJN
sN 4

given by (186) (set i = 1) by using (187) and by inserting
given by (145):

(which is equal to 1]’ (r* — v{¥))

sV ) (N +mlN) = (sN + o+l (N 4+ mY by
o ) () = TS/ WY PN I
m VR p
wyPAN (SN —l—r*) (SN + ﬁlN) ()2 oV +afla N) (190)
agwe [(1 —ac) ¢ + acoc] (1— o)) UNmN ’
_ wyPAN (sN + 7‘*) (sN + T?LN) adaly (191)
acwo [(1 — Oéc) ¢+ Oéc(fc] (1 — Ozg) \i/N’ﬁLN .
To get the last line, we computed the following term m ( NAN A + 1) as follows:
A PnLN PAN A
~N(PLNAN+1) R Nol 411,
vEp P LN UF
N wyPAN sN N (N ) oV XN
- S T ™)
acwe [(1 —ae)p+acoe]  m al UN N
L m PLNiN
where we used the fact that FN = UL to get the first hne7 N = NN nd 5 =
acwc[(fj"aﬁc“;ngacac] to get the second line, mNeN = mMN (jX,VfT*) = —cﬁiNTF to get (192). Inserting

(192) into (190), rearranging terms, we get (191). o
Inserting first (192), and multiplying w3 (setting setting i = 1 into (186)) by LY /0V we get:

onPa¥ (M) (s ) o
N LN acwel(l-ac)ptacoc]  (1—a )UNmN FN
Woy = = —
219N (SN+T~YLN+T*—V1N)
wy PAY (sM+r7)

acwo[(I-ac)ptacoc] (1—al) )TN
- <0, 193
(sV +mN +rx =) (193)

TN

where we used the fact that (mN)IHN/mN = ol and @V = UN/FN to get the first line, IL?— =

% to get (193).

Because both the VCN-schedule and the stable branch SV.S¥ are downward sloping, we have
now to determine whether the stable branch SV SV is steeper or flatter than the V C N-schedule.
To do so, we compute the following term which shows up in eq. (185):

l

N ~ N “
(1 o) ¥ + PWR = (1—af) v TP

, 194
(sN +1r*) (194)
N N &N ~N(1_ N\§N N, ~N_ . *_ N
where we used the fact that YNW2 = msz\?‘fr‘f == (SlN_(:TV*)‘IJ Since % >
N ~ N *
%, inspection of (185) and (189) implies that the SYS™N-schedule is steeper than the

VC N-schedule (see Figure 6(b)).
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We turn now to the transitional adjustment along the stable path in the (LY, U™)-space by
making use of (151b):
UV () - O =l (L) - 1Y), (195)
where wi} is given by eq. (151b). To sign the slope of the transitional path in the (L, U™ )-space,
we use the third line of the Jacobian matrix (136) to rewrite the element wl of the eigenvector:

(257 +17) + (N 4 — oY) () + Tt

Wl = Yov (196)

M(SN+mN+T* V{V)

where ¥ L~ and \TIUN and the partial derivatives (evaluated at the steady-state) of the overall surplus
from an additional job W% in the non traded sector:

8\I/N N

Wiy = oo = Pv AV + ”l;F <0, (197a)
ouN vN

Uy = Tiia iF <0. (197b)

Inserting (196) into (151b) allows to rewrite wi} as follows:

N L N mN’UN
ng)\i _ (S mNV1>_( ,m)N w21\§’
sN l/lN mN o
T (2N +7*) + (sN +r* — 1 )( s >+ @UAL,N
B ( miV ) ( +mV 4 r* — V{V) ’
(s 1Y) = (28N 47 — P

(3N+mN—|—r*—V{V)

[(SN +7r* — va) + mqulLN}

‘IIUN

<0, 108
(SN—FmN—!—r*—V{V) (198)

where ¥ < 0 is the stable root for the non traded labor market. Since according to (197), Uyn <0
and W v < 0, we have w)| < 0. Hence, as employment declines in the non traded sector, job seekers
increase in this sector.

H Steady-State and Short-Run Effects of a Productivity Dif-
ferential

In this section, we first derive the steady-state changes following a productivity differential between
tradables and non tradables, i.e., aT — a” > 0. Steady-state values are denoted with a tilde while
the rate of change relative to initial steady-state is denoted by a hat. Then, we analyze the dynamic
adjustment toward the long-run equilibrium following technological change biased toward the traded
sector.

H.1 Solving Analytically for the Steady-State

Eliminating U7 from eq. (171d) by using (171b), i.e., UT = S;LTT, eliminating UV from eq. (171e)
by using (171c¢), i.e., UN = S;%,N, and inserting the short-run static solution for the relative price
of non tradables given by (115), inserting the short-run static solution for consumption in tradables
given by (117) into the market clearing condition for traded goods (171i), the steady-state can be

29



reduced to a system which comprises six equations:

=T T oL
Fro_ M X Yy THT T
L= {A(l_a%ne +R )] : (199a)
T 1—ak T .
K ~ _ ( OKW) |:(AT +T*.'ET) N ( aWT HTHT +RT):| ’ (199}))
T (gT) (sT +1r*) 1—ad,
=N N o1
PN = N kNeN 4 RY 199
mN+sN{ (1—01%” * ’ (199¢)
N 1— o O N -
i U0l [ (8,3, a%) A% )] - (2 - mv )Y aona)
N <9N) (sN 4 1) 1—a),
. ) o TiT NN
B+ ATLT - CT (LN7 )\7AN) T E NS (199¢)
fr M
and the intertemporal solvency condition
B—By=aT (iT - LOT) + o7 (EN - L{)V) , (199f)
(AT 4747

where we abstract from government spending on tradables and non tradables, ®7 = ~TEARTE) <

0 and &V = V]\/,\ivr* < 0 (see (157)); to get (199¢), we use the fact that U7 = %f;jand fi=ml/0.
1

Note that the market clearing condition for non tradables (171h) can be solved for the relative price

of non tradables. To avoid unnecessary complications, we set GV = 0 so that eq._(l?lh) reduces

to YN = CN. The solution for the relative price of non tradables is P = P (LN, A, AN). Totally

differentiating the market clearing condition for non tradables, we get:

N N o

p= [(1—ac)o+ acoc] (200)

Inserting (200) into the short-run static solution for consumption in tradables (113), we get:

. [ch\-‘rac((f)—a'c) (dN—i-lAN)}
@ = (1 —ac) ¢+ acoc] . (201)

As will become clear later, it is convenient to first solve the steady-state without the intertempo-
ral solvency condition (199f), i.e., to solve the system comprising (199a)-(199¢), which allows us to
express the steady-state values in terms of the stock of traded bonds, the marginal utility of wealth
and labor productivity indices A7 (with j = T, N). Totally differentiating the system of equations
(199a)-(199e), using both (200) and (201), yields in matrix form:

1 — [efa” + o1 %] 0 0 LT
0 [(1-al) ¥+ FWE] o 0 0T
0 0 1 —[aga +o7xN] 0 LN
0 0 PAN Q44 0 oN
as1 —wg (1 — ag) as3 _w\]y (1 - Oé‘]y) dB/?
oTA
ATaT
B N . oz A ; (202)
—PANocA + PAN {[(1 — ag) ¢ + acoc] — 1}aV
AT _ (I—ac)wcac(é—0c) AN (I1-ag)wcocd
—(l-wy)at - [(1—Cac§¢-‘t—cacdc]c @ = [(1—acc)¢+cacCUC]
where we used the fact that C;,—T = %P%C = (1 - a¢)we, and Y7T = (1 —wn), we set w{/ = &7
the terms a44, as1, ass are given by:
au = [(1=ad) ¥V + W[ = ac) 6+ acoc], (203a)
a1 = [(1-wy)—wy], (203b)
(1 - ac)weac (¢ —oc) N}
a = —w . 203c
" { (1= ac) ¢+ acoc] v (203¢)
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System (199a)-(199¢) can be solved for steady-state employment and labor market tightness in
the traded and non traded sectors, and the stock of foreign assets as follows:

LT = LT (X A7), (204a)
07 = o7 (AT), (204b)
LN = LV () A4Y), (204c)
N = oV (X AN), (204d)
B = B()\AT,AY), (204e)
where partial derivatives are given by
AT AT
?7 _ ’ >0, (205a)
a (1= ad) 7+ W]
T
= - ot >0, (205b)
zr T~T T T] AT
%T _ [aV“T TILX } — >0, (205¢)
“ [(1 - av) T+ XTWR}
A PAY (off +oc) < 0(205d)
) (1= ) ¥ + W (1 - ac) 6 + acoc] + PAN [l + o ]
o PAN{[(1 - ac) ¢ + acoc] — 1} >0, (2050)
/\N ~ ~ ~ _ ~ )
a [(1 — o) UN 4 XNWIJ%V} [(1—ac)d+ acoc] + PAN [afaN + o) xV]
pr o[- al) ¥4 WA [0 - a0) 0+ acoe] - aoPAY o + e
A (1= ad) BV + W] [(1 = ac) 6 + acoc] + PAN [afa + o} V]
LN _ PAN {[(1 — a¢) ¢ + acoc] — 1} [adfaN + o XV -0, (205g)
a lfozv \I/N+XNWN} [(1—ac)¢+acac]+]5AN [agﬂNJrU]LV)N(N]
dB/Y - _ (1 - wn) O zww) wy] favit? +ouxT] —wy (1—av) AT L, (205h)
AT - ~ ~ b
g (1= al) 97 + X" WE]
ke { (0~ c) o+ acoc] ~ 1) [ofa + o] [ raciiricee - o
aN (1—al) N + VWA | [(1 - ac) ¢ + acoc] + PAN [alaN + N 3N
1% L
1—0(0 wWo oo ¢—Uc)} .
+ <0, 2051
[(1—-ac) ¢+ acoc] (2050
dB/Y { T (1—ac)wecocd
- = 1 —wN) —wi | o7 +
A v —wv]or [(1—-ac)¢+acoc]
X off [Ugpedegactezec) — oy [(1- o) BN + PYWH| [(1 - ac) ¢ + acoc]

[(1 —af) UN + XNW}%V} (1 —ac) ¢+ acoc] + PAN [alfalN + N V]

PANGo [agﬂN + UJLV)ZN} {(lzlafozg)cgfofi;gw — wy}

— L }go.(205j)
[(1 —af)uN +XNWR} [(1—ac)d+ acoc] + PAN [affaN + oM xV]

H.2 The Dynamic Adjustment

The tilde is suppressed below for the purposes of clarity. We now explore effects of technological
change biased toward the traded sector by focusing on the labor market. Figure 7(a) depicts the
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labor market equilibrium in the traded sector which can be summarized by two schedules:*?

T

m N ol
J T T (AWE)™", (206a)
T (L-ay) (AT +r*eT) — Wi]
7T T ; (206b)

where Wg = (SZV% KTOT + RT> is the reservation wage in the traded sector. The first equation
(206a) represents the decision of search schedule in the traded sector (henceforth DST) which
is upward-sloping in the (7, LT)-space. The reason is that a rise in the labor market tightness
raises the probability of finding a job and thus increases employment L™ by reducing the number
of job seekers. Moreover, because we consider an endogenous labor force participation decision,
the consecutive increase in the reservation wage induces agents to supply more labor. The second
equation (206b) represents the vacancy creation schedule (henceforth VCT') which is a vertical line
in the (7, L)-space. Note that Figure 7(a) depicts the logarithm form of the system (206).

By raising the surplus from hiring, a rise in labor productivity in the traded sector A” shifts to
the right the VCT-schedule from VCTy to VCT;. Because traded firms post more job vacancies,
the labor market tightness 67 exceeds its initial level 1. Note that §7 jumps immediately to its new
higher steady-state level while traded employment builds up over time along the isocline 6T = 0 until
the economy reaches the new steady-state. While increased labor market tightness raises traded
employment by pushing up the reservation wage and reducing unemployment, the positive wealth
effect moderates the expansionary effect on labor supply. Graphically, the fall in X shifts to the
right the DST-schedule. The new steady state is E7 .

Since we are interested in the movement of sectoral wages, it is useful to explore the long-run
adjustment in the traded wage following a rise in labor productivity A”. The labor market in the
traded sector can alternatively be summarized graphically in the (07, W7 )-space as shown in Figure
8(a). Using the fact (1 — oﬂv;,) UT = AT — W7, the VCT-schedule is downward sloping and convex
toward the origin, reflecting diminishing returns in vacancy creation. The slope of the V CT-schedule
in the (07, WT)-space is:

vCeT T * T 1— T 1— T \IJT 1— T
— 7(8 +r ;geT( aV) _ 7( aW) oT ( aV) < 0. (207)

dwT
der

The wage setting-schedule (W ST henceforth) is upward sloping (see eq. (24)). Using the fact that

T _
(FT)l/UL /A =WE, the WST-schedule is WT = o, (AT + r*2T) + (1 — af,,) WE with a slope in
the (7, WT)-space given by:
I (el XTWE

= T =alk" > 0. (208)

dw”T
deT

A rise in AT shifts to the right the VOT-schedule by stimulating labor demand which exerts an
upward pressure on the the traded wage. Because workers get a fraction aTV;, of the increased surplus,
the productivity shock shifts to the left the W ST-schedule.’® Hence, the new steady-state at F{ is
associated with a higher traded wage. The higher the worker bargaining power, the larger the shift
of the W ST curve and thereby the more W7 increases. To see it formally, totally differentiating
the Nash bargaining traded wage and eliminating #7 by using the vacancy creation schedule (i.e.,
eq. (206b)) yields the deviation in percentage of the traded wage from its initial steady state:!

oo 0l [0 = af) (7 47 +m"] AT

~T _ QT&T _
[(1 — a‘T/) (sT +7r*) + a%mT} wT’

w

>0, (209)

where Q7 > 0 represents the sensitivity of the traded wage to a change in the labor productivity
index AT,

®Totally differentiating the DST- and V CT-schedule yields:

R R A T
T = 025\ + [aeuT + O'EXT] HT, 7 = 14 a’.
(1= af) 7 + 7w

The slope of the DST-schedule in the (§7, L™)-space is given by [a‘T,uT + UEXT} > 0.
59Note that the shift in the VCT-schedule dominates the shift in the W ST-schedule because workers and
firms have to share the surplus, i.e., 0 < o, < 1.

T T
61To get (209), we used the fact that Y7 WE = mT 2p2

sT4r* "
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We now turn to the non traded labor market equilibrium depicted in Figure 7(b) which is
summarized by two schedules:

N m™ ST NNOD
= NN (AW, (210a)
N (T=aof)) [(P (LN, X AN) AN 4+ 2N — WH]
N T SN ) (210b)

where we have inserted the short-run static solution for the relative price of non tradables (115) and

W = (lf‘igmeﬂN + RN> is the reservation wage in the non traded sector. While eq. (210a) rep-

resents the decision of search schedule (henceforth DSN) which is upward-sloping in the (6~ LY)-
space, eq. (210b) corresponds to the vacancy creation schedule in the non traded sector (henceforth
VCN). Note that whether we consider the traded or the non traded sector, the same logic applies
to explain the positive relationship between the employment and the labor market tightness along
the DSj-schedule (with j =T, N).

Totally differentiating eq. (210a) gives the slope of the DS N-schedule:

ZAN:a]LVj\—i—[aguN—&—JJLVXN]éN.

The slope of the DSN-schedule in the (8, L")-space is given by [afu’ + o x| > 0. Totally
differentiating (210b) gives the slope of the V' C N-schedule:

o {(1 —ay) U+ XNWJJ?Y] [(1—ac) ¢+ acoc]

— —pAN {iN tocA+{l—[(1—ac)d+ acoc]}dN} .

The slope of the VC' N-schedule is negative and given by:
f/N VCN PAN

— =— _ <0.
ov [(1= o) &Y + VW] [(1 - ac) ¢+ acoc]

As depicted in Figure 7(b), the VCN-schedule is downward-sloping in the (§%, L"V)-space. The
reason is as follows. Because an increase in non traded labor raises output of this sector, the relative
price of non tradables must depreciate for the market clearing condition (26) to hold. The fall in P
drives down the surplus from hiring an additional worker in the non traded sector which results in
a decline in labor market tightness %V as firms post less job vacancies.

Imposing ¢ = 1, a rise in AV raises the surplus from hiring if and only if the elasticity of
substitution ¢ between traded and non traded goods is larger than one. The reason is that only
in this case, the share of non tradables in total expenditure rises which results in an expansionary
effect on labor demand in the non traded sector. In Figure 7(b), we assume that oo = ¢ = 1, so that
the productivity shock does not impinge on the vacancy creation decision because the share of non
tradables remains unchanged. Yet, by producing a positive wealth effect, higher labor productivity
of non tradables shifts the V.SN-schedule to the right by inducing agents to consume more which
in turn raises P and thereby the surplus from hiring. The fall of the shadow value of wealth also
shifts the DSN-schedule to the right as agents are induced to supply less labor. While 6V is
unambiguously higher at the new steady-state Ei¥, the positive wealth effect exerts two conflicting
effects on LY. In Figure 7(b), non traded employment falls in line with our numerical results.52

We now explore the long-run adjustment in the non traded wage which is depicted in Figure
8(b). As for the traded sector, the W .SN-schedule is upward sloping while the VC' N-schedule is
downward sloping. Formally, using the fact (1 — a%) UN = PAN 4 p* 2N — W the wage setting
and vacancy creation decisions are described by the following equalities:

WY = apy (PAY +r*2™) + (1 — agy) W§, (211a)
xN (sN —1—7"*)

N '
Before analyzing in more details the effects of a productivity shock on the non traded wage,

it is convenient to determine analytically the long-run response of W¥. Totally differentiating the

wage setting decision in the non traded sector allows us to solve for the change in the labor market

. AN PAN (p+a™)
tightness 6% = (=l Jo N W

W = (PAY +r*2V) — (211b)

T Totally differentiating the Nash bargaining non traded wage

52In all scenarios, we numerically find that LY declines.
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and plugging 6N , yields the deviation in percentage of the non traded wage from its initial steady

state:

v oy [(L=af)) (sV +r*) +m"N] PAN
(1= ad) sV + 1)+ allmN] WN

According to (212), the combined effects of higher labor productivity AY and the appreciation of the
relative price of non tradables pushes up the non traded wage in the long-run. Inserting the long-run
(1+e)(aT_dN) doyx

o =N (p+a"), Q (212)

change in the equilibrium value of the relative price of non tradables, i.e., p =

¢+8) (@+9)
. Nyi/N _ N a%\IIN : .
(see eq. (49)), and using the fact that x* Wx =m" ¥~ allows us to rewrite (212) as follows:
QN
N = @1em [a" (1+0")+a" (¢ — 1) — dunx] . (213)

Imposing the elasticity of substitution ¢ to be equal to one, labor productivity in the non traded
sector does no longer impinge on W¥. In this case, the change in the non traded wage is only
driven by a7 > 0 which appreciates the relative price of non traded goods and thereby stimulates
labor demand in that sector. Further assuming that labor market parameters are similar across
sectors so that ©7 ~ © and @ ~ Q (with j = T, N), we find that the non traded wage is equal

to [dT _ duny ] By producing a long-run improvement in the trade balance N X and thereby

(1+9)
stimulating the demand for tradables, a productivity shock exerts a negative impact on the relative
wage WY /WT. As depicted in Figure 8(b), due to the labor accumulation effect, a productivity
shock biased toward the traded sector induces smaller shifts in the VCN- and the WS N-schedule.
Note that, as for the traded labor market, the shift in the VC N-schedule dominates the shift in the

W SN-schedule because the worker bargaining power iy, is smaller than one.

I Solving Graphically for the Steady-State: Graphical Ap-
paratus

The steady-state can be described by considering alternatively the goods market or the labor market.

I.1 The Goods Market: Graphical Apparatus

To build intuition about steady-state changes, we investigate graphically the long-run effects of a
rise in the the ratio of sectoral productivity. To do so, it is convenient to rewrite the steady-state
(199) as follows:

. )
¢ Y _pe (214a)

o~ T

T wT (8N +m) [ah] T

N N 214b
LN mN (ST + mT) [5\@%} ol ( )
T 1—af \i,T
(o) T (214c)
T (9T> (sT +r*)
N 1—aN)oN
A NaW) : (214d)
N (9N> (sNV 4+ r*)
YT (14 vg — ol — o fold
( ?}N v V) _ o (214e)
We denote by vp = T};f the ratio of interest receipts to traded output, by v{/ = ”;/‘Zj the

share of hiring cost in sector j = T, N in traded output. Remembering that YT = ATLT and

YN = ANLN | the system (214) can be solved for CT/CV, fLT/ZLN, 9~T,~ 6N, and P, as functions
of AT, AN (1+wvp —v{ —v{). Inserting these functions into YV = C¥V (see eq. (171h)), and

B — By = &7 (ET - Lg) + @7 (iN - Lév> (see eq. (171j)), the system can be solved for B and

A as functions of AT and AY. Hence, when solving the system (214), we assume that the stock
of foreign bonds and the marginal utility of wealth are exogenous which allows us to separate in-
tratemporal reallocation effects from the dynamic (or intertemporal) reallocation effects.

Because we restrict ourselves to the analysis of the long-run effects, the tilde is suppressed
for clarity purpose. To characterize the steady-state, we focus on the goods market which can be
summarized graphically by two schedules in the (y7 — y, p)-space, where we denote the logarithm
of variables with lower-case letters.
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To begin with, we characterize the goods market equilibrium. Inserting (214a) into the market
clearing condition (214e) yields:

QT_ %) qu_YT(l—‘r’UB—’Ug—’Uy) (215)
CN 1-¢ YN '

The ratio of traded output to non traded output is:

yT 1 "

YN (1+vg—vE—ovl)1-9

Denoting by vy x = NX/Y7T the ratio of net exports to traded output, with NX = — (vg — v{ — vf)),
the above equation can be rewritten as follows:
YT %) 1

N S 21
YN 1—<P(1—UNX) ( 6)

Totally differentiating (216) and denoting the percentage deviation from its initial steady-state by
a hat yields the goods market equilibrium-schedule (GM E henceforth):

(5" =9")

Eq. (217) corresponds to eq. (40) in the text. According to (217), the GM E-schedule is
upward-sloping in the (y? — 3V, p)-space and the slope of the G M E-schedule is equal to 1/¢.

We now characterize the labor market equilibrium. To do so, we totally differentiate the decision
of search-schedule (henceforth DSS) given by eq. (214b); we have:

GME
‘ = ¢p—dln(1—vyx). (217)

N DS - . .
<ZT — ZN> ’ = (o} —o)) A+ [aXT/uT + O’%XT] o7 — [o/‘}’uN + UJLVXN] oN, (218)

where we computed the following expressions:

J S
dln | =2 = o6,
s) +mJ

uﬂé = Xjéj.

Totally differentiating the vacancy creation-schedule (henceforth VCj with 7 = T, N) in the
traded and non traded sectors, given by egs. (214c) and (214d), yields:

| VCT TaT

ir _ Ad 7 (219a)
(1= ad) o7+ xTWE]

. |VCN N (paalN

0| - PAY (p+a”) (219D)

[(1 — o) IN + XNWg] '

Inserting (219) into (218), and using the production functions to eliminate sectoral labor, i.e.,

[T =97 — a7 and N = 9V —a", gives the labor market equilibrium schedule:

G ) ‘GME _ PAN [aful + o' x| pt (oF - UJLV)j\
(1= o)) BN VW |
I Rl A 2 Sl v
[(1-af) 97 + 7w
[ =ad) ¥V e xvwp] [
In the following, we set
AT [aTuT + UTXT} AT (ST + r*) [aTuT + UTXT]
M (e T R (e et T R
PAN [a{)fuN —l—agXN] PAN (sN +r*) [aguN +U]LVXN]

oN =

(= al) U7 VW]~ O [ —ad) (s + ) Fam] ~ & (21P)
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in order to write formal solutions in a compact form; to get the second equality in eqs. (222) and
o i i
(221b), we used the fact that /W7 = oy V7

ST 4r*
supply identical across sectors, i.e., 07 = o, so that the wealth effect does not impinge on the ratio
of sectoral labor, and making use of (221), eq. (220) can be rewritten as follows:

at the steady-state. Assuming an elasticity of labor

LME
gt —g" =05+ (1+07)aT - (1+6V)aV. (222)

Eq. (222) corresponds to eq. (41) in the text. According to (222), the LM E-schedule is
downward-sloping in the (y? —yv, p)-space and the slope of the LM E-schedule is equal to — @%\, < 0.
Moreover, assuming that the labor market parameters are similar across sectors, a productivity shock
biased toward the traded sector unambiguously shifts to the right the LM E-schedule.

1.2 The Labor Market: Graphical Apparatus

When focusing on the labor market, the model can be summarized graphically by two schedules in
the (17 — IV, In (g%))—space.

As will be useful later, we first solve for the relative price of non tradables by using the goods
market clearing condition (216). Using production functions, i.e., Y7 = A7 L7, solving (216) for the

relative price yields:
1—¢ AT LT
"= K1—<p> (I_UNX)(AN> (LN) ' 22

Applying the implicit function theorem, we have:

P:P{(ﬁ),(l—wx),(ﬁﬂ, (224)

p= % {dln (f;) +dln (ﬁ,) +dln(1- ’UNX)} : (225)

The Decision of Search Schedule in the (17 — [V In (g%))-space

Imposing o} = oy, into eq. (214b), the decision of search-schedule (DS henceforth) reduces to:

T T N T\
L m- m +SN <WR> r
)

LN mN mT 46T wE

=

where

(226)

a./

where W7, = 1_2@ k707 + R7 is the reservation wage. Eq. (226) corresponds to eq. (43) in
the text. v
Taking logarithm and differentiating eq. (226) yields:

TN = [avuT + O'LXT] 6T — [aVuN + ULXN] éN, (227)
i AL . AL . CW_ 1799
where we used the fact that dIn (mjmiw) = ayu! ¢’ and W}, = x7¢7 with x? = 17”#
R

Assuming that the labor markets display initially similar features across sectors, i.e., u/ ~ u,
X! ~ x, eq. (227) reduces to:

=" - e (77, )

ayu+orLx

Eq. (228) corresponds to eq. (44) in the text. Inspection of (228) reveals that the DS-
schedule:

e is upward-sloping in the ({7 — IV, In (g—;))—space;

e is steeper as the workers are more reluctant to shift hours worked across sectors (i.e., the
elasticity of labor supply oy, is smaller), the unemployment benefit scheme is more generous
or the worker bargaining power ayy is lower (because higher unemployment benefits R or a
lower worker bargaining power both reduce the share of the surplus associated with a labor
contract in the marginal benefit of search x).

The Vacancy-Creation Schedule in the (I7 — [V, w)-space
Dividing eq. (199b) by eq. (199¢) and imposing o, = oy leads to:

IinN B \I/TSN—I—T‘*
HNfT _\IINST‘i’T*.
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Using (22), i.e., fI = XJ (Hj)av_l, while assuming a}, = ay, and the definition of the overall

surplus, i.e., ¥ = =9 4 p* g — W4, the above equation can be rewritten as follows:

IQT (ST—I—T’*) xXT QT l—ay AT—FT*QTT—W}_{
o v =57 (229)

KN (sN +r*) XN DAN N — WY

where the relative price equation is given by eq. (224). Eq. (229) corresponds to eq. (46) in
the text. The change in overall surplus ¥/ in percentage is given by:

L. SIS AW
J— X" Wk

U/ = 07 . (230)

Taking logarithm and differentiating eq. (229), inserting changes in the relative price (225) and in

the overall surplus (230) leads to:

(1—ay) (éT - éN) = PTGV,
ATQT - \TWEGT  (PAN) (p+aV) — xTNWHON
= T - oN ’
ATGT — xTWET — PANGN — xNWHGN
= T - oN
PAN A T
- 573 [(F—ZN) + (T —a) +dln(1—vNX)}. (231)

Collecting terms, assuming that initially =7 ~ =, W/ ~ W, W}, ~ Wg, x/ ~ x, eq. (231) can be
rewritten as follows:

—
—

~ ~ vc ~
@ -M[" = —srmeer )
E[(o—1)(a" —a") —dIn(1 — vny)]
&[(1 —ay) ¥+ xWg] '

+

(232)

Eq. (232) corresponds to eq. (47) in the text. Inspection of (232) reveals that the VC-
schedule:

(1

e is downward-sloping in the ({7 — IV, In (g—;))-space with a slope equal to — Aoy ) T Wa]’

e is steeper as the elasticity of substitution between traded and non traded goods ¢ is smaller
or the worker bargaining power is lower (because it reduces xWg);

e shifts to the right following higher productivity of tradables relative to non tradables (i.e.,
(&T —aN ) > 0) as long as ¢ > 1 or when the country experiences a higher steady-state trade
balance surplus, i.e., if —dIn (1 —vyx) ~ doyx > 0;

J Long-Run Relative Price and Relative Wage Effects of
Technological Change Biased Toward the Traded Sector

Equating demand for tradables in terms of non tradables given by eq. (217) and supply (222) yields

(" =9") = ¢p—din(l-vnx),
= —-0¥p+ (1+0")a" - (1+0eY)a".

Collecting terms leads to the deviation in percentage of the relative price from its initial steady-state:

(1+eT)al —(1+6M)ay  din(l—wvyx)
(¢ +ON) (¢ +©ON)

Eq. (233) corresponds to eq. (48) in the text.

To determine the long-run adjustment in the relative wage, Q = W /W7, we first derive the
deviation in percentage of the sectoral wage. To do so, we totally differentiate (199b)-(199¢) the
vacancy creation equation

p= (23)

(1 —Oév)ej = \ijjv
=igd ijééj

X R (234)
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where we use (230). Collecting terms leads to the deviation in percentage of the labor market
tightness in sector j =T, N:

N =J
=

07 = — =, (235)
U1fQWWJ+ww%]

We repeat the Nash bargaining wage given by eq. (24) for convenience by imposing Oz{/V = aw:
W7 = aw (27 +r*2?) + (1 — aw) Wi, (236)

Totally differentiating (236) and plugging the change in the labor market tightness leads to:

2o onEj 2 (1 — Ozw) XjWIJ_—.i Aj
wi = W= + Wi 67,
=i [aW (1—ay) Wi+ ijé}

wi [(1 ~ay) Wi+ XJW{%}

(237)

Using the fact that at the steady-state, we have XjWIJé = mig = mjo‘W'I'j, eq. (237) can be

I +r*
rewritten as follows:
- =i {aw(l—av)\llj—&-m;ﬁ“;?j}
Wi = — _ v
" [(1 —ay) W+ m;a'o;wrlp]}
= (1) () £ )

Wi [(1—ay)(s) +1r*) + apmi]

Eq. (238) corresponds to eq. (50) in the text. In order to write formal solutions in a compact
form, we set: , .
i Eoaw [(1—ay) (s +r) +m]

W1 = ay) (s?+rF) +awmi]

(239)

Using the fact that Z¥ = p + @V and E7 = a7, subtracting %7 from wY by combining (238)
and (239) and inserting (233) leads to the deviation in percentage of the relative wage:

w = w'—-w,

(240)

+@T) dT+(¢—1)&N _QT&T —QN dUNX -
¢+0ON

Eq. (240) corresponds to eq. (51) in the text.

K The Role of Endogenous Sectoral Labor Force Participa-
tion Decision

In this section, we look at a special case of the model for which the sectoral labor force is inelastic,
i.e. o = 0, in order to highlight the role of an endogenous sectoral labor force participation decision
in driving the long-run effects of technological change biased toward the traded sector. Then, we
analyze the implications of o, — 0.

K.1 Equilibrium Dynamics when o, =0

To begin with, we determine the dynamic system. Denoting by W]% the reservation wage in sector
Jj, the first-order conditions for the traded and the non traded sector described by eqs. (92b)-(92¢)

respectively, implies that F/ = L7 4 U7 = (XW;%) - with WIJ% =R +m (Oj) &7, Using the fact

that U7 = (XWIJ%) " L7, the dynamic equation for employment (11) can be rewritten as follows:
L= (67) (AW) " = [0 +m? (69)] L.
Assuming that labor force is fixed, i.e., setting o7, = 0, then the equation above reads as:

LI =m/ (07) — [s7 +m (67)] L. (241)
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Imposing af;, = oy and using the fact that m/ (67) &7 = 2w/ 67 together with - = Wj,

and W}, = R/ +m/ (67) &/, the Nash bargaining wage can be rewritten as follows:

v

5\ )

= aw (&7 +r*2? + K707) + (1 — aw) R’. (242)

W

aw (E] + ’l”*l'j) — (1 — Ozw)

We now determine the dynamic equation for the labor market tightness. Plugging (242) into (121)
yields:

97(t) _ ( 97(t) ) {(SJ + 7,*) _ fj (ej(t)) [(EJ 4 T*.’Ej) _ W]]} ,
1— o, K
0] { (o1 ) - L0 0 awm} | (243)
(1 — a{/) k-

where the overall surplus from an additional job U7 is:
W= gl - W gl RI (244)
1-— aw

with 27 = AT and 2V = pAN.

Traded Sector

Linearizing the accumulation equation for labor (241) and the dynamic equation for labor market
tightness (243) in the traded sector, we get in matrix form:

. . T - NT
(LT, eT) = J7T (LT(t) LT T () — eT) (245)
where J7 is given by

~(T et (@") (1-L7)
0 [(ST-FT*) + T aw

170&\/

with ? = m? ().
The trace denoted by Tr of the linearized 2 x 2 matrix (245) is given by:

mT

TeJ? = + [ — (1 — ay)]. (247)

1—041/

The determinant denoted by Det of the linearized 2 x 2 matrix (125) is unambiguously negative:

aw

DetJ” = — (s +m") | (s" +r*) + m”| <o0. (248)

1-— ay
From now on, for clarity purpose, we impose the Hosios condition in order to avoid unnecessary

complications:
aw = (1 —ay). (249)
Denoting by v7 the eigenvalue, the characteristic equation for the matrix .J (246) of the linearized
system writes as follows:
(V-T)2 —r*ul 4+ DetJT = 0. (250)

2

The characteristic roots obtained from the characteristic polynomial of degree two can be written
as follows:

1
vl = 3 {r* +1/(%)* = 4DetJT} >0, i=1,2,
1

5 { *+ \/(7‘*)2 +4(sT +mT)? + 4% (sT +T7LT)} ,
= % {r£[rr+2(s"+m")]}, (251)

where we used the fact that DetJ” = — (sT + mT) (sT +r*+ ThT).
We denote by v{ < 0 and v > 0 the stable and unstable eigenvalues respectively which satisfy:

v == (s"+m") <0< <vy = (sT+r+m"). (252)
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Non Traded Sector

Linearizing the accumulation equation for non traded labor (241) by setting j = N and the
dynamic equation for labor market tightness (243) in the non traded sector by inserting first the
solution for the relative price of non tradables (115), i.e., P = P (LN, A, AN), we get in matrix form:

. . T - - T
(LN7 eN) = JN (LN(t) _IN 9@ — 9N) (253)
where JV is given by
v [ SNy ) (1= 1Y)
J = l—aw mN N N * ~ N aw ’ (254)
—mew e Py A {(s +r*) +m —1_%}
_ op _ AV
PLN = 8[171?\] B @ < O
The trace is: N
TN = + 2 Jaw — (1 — ay)]. (255)
1-— y

The determinant denoted by Det of the linearized 2 x 2 matrix (254) is unambiguously negative:

_ 7 N N
DetgV = — (sV + i) {(sN )+ mN} H IO P () (1-17) <0,
(256)

Assuming that the Hosios condition (249) holds, the determinant (256) can be rewritten as follows:

)

PN
N x5 N 1— SN P AN N (1—L )
DetJN — —(3N+mN) (sN—i—r*) s +r'm _ aw m N m )
SN+T’* 1*0&\/ KJN (5N+’I"*) (sNerN)

N * 5 N N P LN ~N
— (N @) (N 1) Ks;rm) _ pANTINEL v } <0, (257)
sN 41> P (1-ay)¥V

where we computed the following term:

1 — apy N Ppw ANmNY (1 - LN)

T—ay &N (N +r) (sN +mh)
(1—aw) mN mNGN mNUN Py AN
(SN+T*) éNHN mN (1 *OZV) (SN+mN)’
ay sNLN Py AN

UN (1—ay) (sN +mN)’

-N N
Prn LY -~
- W)Y TINE pgN, (258)
l—ay/ON P
To get (258), we used the fact that %‘% — \i/lN’ 1— LN = ON, mNON = sNIN, and
~N __ sN
u' = sN4mN -

We denote by v{¥ < 0 and v3’ > 0 the stable and unstable eigenvalues respectively which satisfy:
vV <0<t <. (259)
K.2 Formal Solutions for L7 (¢) and 67 (¢)
The stable paths for the labor market in the traded sector are given by :

LTt — LT = DTeit (260a)
o7 (t) — 6T WL DT et (260D)

where DT = LT — LT, and element wl; of the eigenvector (associated with the stable eigenvalue
vl is given by:
T (ST +m! + z/f)

Wy = ~——F— <2
o m!T (1 — f/T)

where we used the fact that v{ = — (s” +m”) (see eq. (252)). From (260a), the dynamics for
labor market tightness 7 degenerate.

= 0. (261)
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K.3 Formal Solutions for LV (t) and 6" (t)

The stable paths for the labor market in the non traded sector are given by :
IN@t) — LN = DNev't (262a)
oN () — 0N = wNDTent, (262b)

where DY = LY — LV, and element wd of the eigenvector (associated with the stable eigenvalue
v{V) is given by:

N (sN +mN Jrz/{v)
War = = )
m/N (1 — LN)
leaw @ p AN
_ __Lay xVo LY <0. (263)

(5N+r*+mN—V{V)

K.4 Formal Solution for the Stock of Foreign Bonds B(t)

Substituting first the short-run static solutions for consumption in tradables given by (117), and
using the fact that V7 = U?67, the accumulation equation for traded bonds (119) can be written as
follows:

B(t) = r*B(t)+ATLT (t)—CT (LN (t),\, AN) k707 (t) (1 — LT (¢)) =™ ON (1) (1 — LN (t)), (264)

where we used the fact that U7 = 1 — L7 when o7, = 0.
Linearizing (264) in the neighborhood of the steady-state and inserting stable solutions given
by (260) and (262) yields:

B(t) =r* (B(t) - B) FAT (LT(t) - ET) FAN (LN (t) — ZN) : (265)
where we set:
AT = AT 45707 >0, (266a)
AN = 0Ty —kNUNWY - kNON WY,

SN—i—ThN—i-u{V)

i >0, (266b)

= —CFv+rNoN l1— (

where we have inserted (151b) and used the fact that (mN)/ N /mYN = ay to get (266b); note that
CEN ~ 0 as long as ¢ ~ o¢ in line with evidence for a typical OECD economy. The sign of (266b)
follows from the fact that wd < 0 (see (263)).

Solving the differential equation (265) yields:

~ ~ ATDT ANDN X ATDT ANDN &
B t) = B (B _ B) _ 1 _ 1 r*t 1 vy t 1 vy t. 267
() +{ 0 I/lT—r* V{V—r* ¢ +1/1T—7“* +1/fv—r*e ( )

Invoking the transversality condition for intertemporal solvency, and using the fact that DT =
LY — LT and DY = L) — LY, we obtain the linearized version of the nation’s intertemporal budget
constraint:

B— By =T (iT—LOT) + o7 (iN—LéV), (268)
where we set .
. AT (AT + HTQT) N AN
o' = =— <0, & = < 0. 269
vl —or* (sT +mT +r*) N — (269)

Equation (269) can be solved for the stock of foreign bonds:
B=B (JiT,fiN) . Byr =T <0, Byx =N <. (270)

For the national intertemporal solvency to hold, the terms in brackets of equation (267) must be
zero so that the stable solution for net foreign assets finally reduces to:

B(t)— B =" (L7(t) — L7) + & (LV(t) - LV). (271)

43



K.5 Solving Graphically for the Steady-State

We investigate graphically the long-run effects of a rise in the the ratio of sectoral productivity.
Assuming of;, = aw and setting o, = 0, the steady-state (214) reduces to a the following system
which comprises five equations:

i ﬁf?ﬂ (272a)
LT ~T SN +mN
N % ((sT - mT))’ (2726)
T (1-aiy) yT
T (§T> (T ) (272¢)
N (I—afy) ¥N
N (gN) (N ) (272d)
YT —ovy) _ €7 (272¢)

where —vyx = v — vg — v{}’.

Goods Market

Because we restrict ourselves to the analysis of the long-run effects, the tilde is suppressed for
the purposes of clarity. To characterize the steady-state, we focus on the goods market which can be
summarized graphically by two schedules in the (y — yV, p)-space, where we denote the logarithm
of variables with lower-case letters.

The goods market equilibrium (GM E)-schedule that we repeat for convenience is identical to

(217):
GME
(@7 -3)| =op—dln(l-vyx). (273)

The G M E-schedule is upward-sloping in the (y? — 4", p)-space and the slope of the G M E-schedule
is equal to 1/¢.
The labor market equilibrium (LM E)-schedule that we repeat for convenience is identical to

(222),
LME

=-0"p+ (1+07)a" — (1+6V)a". (274)

except for the elasticity ©7 of employment to the marginal revenue of labor which reduces to:
ATalu™

[(1 — av> \I’T + )ZTWE]
PAN ag ulv

[(1—ay) TN + xNWH]

@T

>0, (275a)

6N

>0, (275D)

The LM E-schedule is downward-sloping in the (y* —y”, p)-space and the slope of the LM E-schedule
is equal to —@%\,. When oy, = 0, ©7 is smaller so that the LM E-schedule is steeper.

Labor Market

Imposing o, = 0 into eq. (214b), the decision of search (D.S)-schedule reduces to:

LT mT mN + sV

I = T o
Taking logarithm and differentiating eq. (276) yields:
T =N =ayuT0" — ayu™oN, (277)

Assuming that the labor markets display similar features across sectors, i.e., u/ ~ u, eq. (277)

reduces to: ) A b ) A
(0T . eN) =T (fT - lN) . (278)

The DS-schedule is upward-sloping in the (17 — IV, In (Z—;) )-space. Comparing (278) with (228), it
is straightforward to show that the DS-schedule becomes steeper when o, = 0. The V C-schedule
is downward-sloping and identical to (232).
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K.6 Relative Wage and Relative Price Effects of Technological Change
Biased Toward the Traded Sector when o; =0

Equating demand for tradables in terms of non tradables given by eq. (273) and supply (274) yields
the deviation in percentage of the relative price from its initial steady-state (233). When assuming
07/ ~ O, eq. (233) reduces to:

(14+0)@"—-a") din(l-oxx)

r= (¢ +0) + (6+0O) (279)
where ~ . . |
’— Zoyu _ =[avu oLY

O e v aowa <0 T ) Ut W (280)

with © given by (221). Assuming o7, = 0 lowers the elasticity © of sectoral employment w.r.t.
marginal revenue of labor. Intuitively, technological change induces firms to post more job vacancies
which raises the labor market tightness and thus the probability of finding a job. When oy > 0,
higher 67 increases L’ through two channels: i) by triggering an outflow from unemployment, and
ii) by inducing agents to increase the search intensity for a job. Because the latter effect vanishes
if o7, = 0, employment becomes less responsive to technological change, as captured by a lower ©,
i.e.,, © < O (see inequality (280)). Since ©' < ©, comparing eq. (279) with eq. (49) shows that
when setting o, = 0, the labor market frictions effect captured by the first term on the RHS of eq.
(279) is moderated or amplified depending on whether ¢ is larger or smaller than one. In the former
case, traded output increases less so that the relative price of non tradables must appreciate by a
smaller amount to clear the goods market. If ¢ < 1, technological change biased toward the traded
sector raises the share of non tradables and thus has an expansionary effect on labor demand in the
non traded sector. When o, = 0, as detailed below, firms must increase wages by a larger amount.
To compensate for the higher unit labor cost, non traded firms set higher prices so that p increases
more. Whether ¢ is larger or smaller than one, technological change biased toward the traded sector
exerts a larger negative impact on p when oy, = 0 through the labor accumulation effect. The reason
is that following higher net exports, because the reallocation of labor across sectors is absent, traded
output increases less which in turn triggers a greater excess of demand for tradables, thus leading
to a larger depreciation in the relative price of non tradables (i.e., a larger decline in p).

Equating labor supply (278) with labor demand (232) while assuming ©7 ~ © and )/ ~ Q leads
to the deviation in percentage of the relative wage from its initial steady-state:

Q
o+ o

&=— [(¢—1) (@" —a") + donx] . (281)
Eq. (281) shows that assuming a fixed labor force by setting o7, = 0 amplifies both the labor
market frictions effect (captured by the first term on the RHS of eq. (281)) and the labor market
accumulation effect (captured by the second term on the RHS of eq. (281)). Intuitively, technological
change shifts the V' C-schedule along a steeper DS-schedule, thus resulting in larger changes in
the ratio 7 /6N and in the relative wage w. As discussed in section 5.2, across all scenarios,
even if the labor market frictions effect raises the relative wage (when setting ¢ < 1), the labor
market accumulation effect predominates. Setting o, = 0 amplifies the negative impact of the labor
accumulation effect on the relative wage by such an amount that the model cannot account for the
size of decline in the relative wage found in the data.

K.7 Relative Wage and Relative Price Effects of Technological Change
Biased Toward the Traded Sector when o;, — o0

In this subsection, we investigate the relative price and relative wage effects of higher productivity
of tradables relative to non tradables when we let o7, tend toward infinity. In this configuration, the
case of perfect mobility of labor emerges.

As mentioned in section I, the steady-state can be characterized graphically by considering
alternatively the goods market or the labor market. When we let o, tend toward infinity, eq. (221)
implies that ©, which captures the elasticity of sectoral employment w.r.t. the marginal revenue of
labor, tends toward infinity. Inspection of (217) and (222) indicates that when o7, — oo, the slope
of the GM E-schedule (equal to 1/¢) is unaffected while the LM E-schedule (whose slope is equal
to 1/©") becomes a horizontal line. Applying I'Hépital’s rule, eq. (233) reduces to:

Jdmp = iR i



According to our quantitative analysis, while labor market parameters are allowed to vary across
sectors, the term in front of a7 is close to one. As a result, a 1 percentage point increase in the
productivity differential between tradables and non tradables appreciates the relative price of non
tradables by 1% approximately. Assuming that ©7 ~ © and applying ’'Hépital’s rule, the rate of
change of the relative price described by eq. (49) reduces to:

lim p=a’ —a. (283)

Consequently, a model with labor market frictions reaches the same conclusion as the standard
neoclassical model with a competitive labor market as long as the elasticity of labor supply at the
extensive margin tends toward infinity.

Inspection of (228) and (232) indicates that when o — oo, the DS-schedule (whose slope

is equal to %) becomes a horizontal line while the VC-schedule (whose slope is equal to
lavutorx]

—m) is unaffected. Applying 'Hopital’s rule, eq. (240) reduces to:

o QT dT,

lim @
o —00

[QNH@T

1+
= {QN

Assuming that ©7 ~ © and applying ’Hopital’s rule, the rate of change of the relative wage described
by eq. (52) reduces to:

[ 1l

@N
o) v ] s
NN [(1 = af) 9T + xTWE] '

lim &= (Y -T)a’, (285)
o, —00
where €7 captures the elasticity of the sectoral wage w.r.t the marginal revenue of labor; according
to (285), the effect of productivity of tradables relative to non tradables on the relative wage is
proportional to QY — QT. More precisely, when we let o, — oo, while the ratio of labor market
tightness remains unaffected if ©7 ~ ©, technological change biased toward the traded sector may
influence the relative wage as long as the elasticity of sectoral wage w.r.t. the marginal revenue of
labor €7 varies across sectors. For our benchmark parametrization, we have 7 ~ Q so that the
relative wage is (almost) unaffected by a productivity differential.
In conclusion, a model with labor market frictions reaches the same conclusions as the standard
neoclassical model with a competitive labor market as long as the elasticity of labor supply at the
extensive margin tends toward infinity.

References

Bai, Jushan, and Serena Ng (2002) Determining the Number of Factors in Approximate Factor
Models. Econometrica, 70(1), pp. 191-221.

Cashin, Paul and John C. McDermott (2003) Intertemporal Substitution and Terms-of-Trade
Shocks. Review of International Economics, vol. 11(4), 604-618.

Chang, Yoosoon (2002) Nonlinear IV Unit Root Tests in Panels with Cross-Sectional Depen-
dency. Journal of Econometrics, 110, pp. 261-292.

Choi In (2001) Unit Root Tests for Panel Data. Journal of International Money and Finance,
20, pp. 249-272.

Cordoba (de), Gonzalo Fernandez and Timothy J. Kehoe (2000) Capital Flows and Real Ex-
change Rate Fluctuations Following Spain’s Entry into the European Community. Journal of
International Economics, 51(1), 49-78.

Elsby, Michael W. L., Bart Hobijn and Aysegiil Sahin (2013) Unemployment Dynamics in the
OECD. The Review of Economics and Statistics, vol. 95(2), pp. 530-548.

Mendoza, Enrique, G. (1995) The Terms of Trade, Real Exchange Rate and Economic Fluctu-
ations. International Economic Review, 36, pp. 101-137.

Morshed, Mahbub A. K. M., and Stephen J. Turnovsky (2004) Sectoral Adjustment Costs and
Real Exchange Rate Dynamics in a Two-sector Dependent Economy. Journal of International
FEconomics, 63, pp. 147-177.

Ostry, Jonathan, and Carmen M. Reinhart (1992) Private Saving and Terms of Trade Shocks:
Evidence from Developing Countries, IMF Staff Papers 39(3), pp. 495-517.

Pesaran, Hashem M. (2007) A Simple Panel Unit Root Test In The Presence Of Cross Section
Dependence. Journal of Applied Econometrics, 22(2), pp. 265-312.

Shimer, Robert (2005) The Cyclical Behavior of Equilibrium Unemployment and Vacancies.
American Economic Review 95(1), pp. 25-49.

46



Stockman Alan C. and Linda L. Tesar (1995) Tastes and Technology in a Two-Country Model of
the Business Cycle: Explaining International Comovements. American Economic Review 85(1),
pp. 168-185.

47



