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1. INTRODUCTION

here is evidence that total factor productivityf HP henceforth) differs across

countries It has been argued that part of this difference is due to the resistance to the

adoption of new technologies. That is, interest groups (coalitions) in the domestic

economy would stop the adoption of new technologies. Empirical evidence of this
resistance has been documented by Mokyr [11,12,13] and Olson [15].

In this paper we study how trade policy (free trade, tariffs and quotas) affects
resistance to new technologies. We construct a two sector model with exogenous
technological progress and international trade. The economy is small compared to the
international market (that is, the domestic economy takes the international prices as given).
One sector uses only unskilled labor. The other sector uses unskilled and skilled labor. The
skilled workers are the only ones able to use new technologies in this sector. Since they are
the only ones able to use the new technologies, we assume that the skilled workers as a
coalition decide which technology the firms will be allowed to use. The main results are the
following: (i) Under free trade or tariffs there is no blocking of new technolo@igsunder

quota there will be resistance to the adoption of new technologies.

This paper follows the research line of Holmes and Schmitz [9] and Parente and
Prescott [16,17]. In these papers, groups or coalitions can affect the relative prices through
resistance to new technologies, thereby transferring income from the rest of the society to the
coalition members. In Parente and Prescott [16,17], in a closed economy, the labor unions
have the power (they called it monopoly rights) to decide which technology will be used. In
Holmes and Schmitz [9] workers have the power to resist to new technologies. The key result
is that they do not exercise their power if the economy operats in a free trade environment. In
contrast, in a closed economy (quota equal to zero), the coalition exercise its power and it
blocks new technologies.

Our paper is closely related to Bhagwati [3,4] and Holmes and Schmitz [9]. We
extended Holmes and Schmitz [9] since we analyze not only free trade and a closed economy
(zero quota), but also the effects of different sizes of quotas and different sizes of tariffs. We
conclude that with respect to technology adoption tariffs and quotas are not equivalent.

Bhagwati [3,4] has pointed out that there is an equivalence between tariffs and quotas
as long as we have perfect competition among producers (domestic and foreign) and among
those with the right to import. That is, for each price and volume of imports generated by a
tariff there exists a quota that generates the same price and volume of imports. Our results
indicated that with respect to adoption of new technologies the equivalence is between free
trade and tariffs since both eliminate resistance.

One result relating trade policy and resistance to new technologies is in line with the
empirical evidence relating trade liberalization and increment in total factor productivity. By
trade liberalization we mean the elimination of non tariff barriers (quotas) as well as reduction
of the variance of the tariffs across sectors (as well as reduction of the size of tariffs).
According to our model, if the introduction of a quota generates resistance to use new and
more productive technologies the elimination of a quota should come with a short run increase
in the productivity because new technologies were not in use because resistance are now
adopted. Ferreira and Rossi [6] and Muendler [14] studying Brazil, Pavcnik [18] and Tybout,

'See Dollar and Wolf [5], Harrigan [7,8] and Prescott [19].

“We should stress that Bhagwati [3,4] also pointed out that once perfect competition is eliminated in one of this
markets this equivalence no longer exists. This result does not apply to our case since since we keep the

assumption of perfect competitive in all of these markets.
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197 Herrendorf and Teixeira

Mello and Corbo [20] studying Chile and Kim [10] sudying Korea found a strong correlation
between short run growth in productivity and trade liberalization. Even though they generally
do not differentiate impacts of quota and tariffs, Muendler [14] tested the difference for the
Brazilian case. More specifically, he estimates the effects of a reduciotn of 1% on the level of
protection (a reduction of 1% in the tariff level or an increment of 1% in the market share of
imports). Using Brazilian data from 1986-1998 he estimated the effects of a quotaléiiPthe

as being ten times bigger than the effect of a tariff.

Finally we can say that our economy with free trade or tariff is equivalent to Parente
and Prescott [16,17]economy without monopoly rights. In their model, if no group has the
power to block new technologies (as they say, there are no monopoly rights), the firms will
always use the most productive technology. In our case the economy with free trade or tariff
has similar results toward adoption of new technologies. Competition with foreign firms is a
sufficient condition to stop interest groups exercising their monopoly rights. This result goes
in the same direction as the evidences found by Baily [1] and Baily and Gersbach [2].

This paper is divided in four sections including this introduction. In the second section
we develop the model. The third section analyzes the three trade policies. The fourth section
compare the results and concludes.

2. THE MODEL ECONOMY

There are two periods indexed byl{1,2} and there is no uncertainty. There are five
goods in each period: the consumption gogdsind z , time allocated to the production of
Y:» |, and two types of timé,, i0{1,2}, allocated to the production of . The period
commodity space isX, =0 ° and a point inX, is x =(Y, Z, |, k. l,) . By assumption we

have a small and open economy in the sense that it takes the world market prices of the goods
y and z as given. Labor is assumed to be immobile across countries. §oasl the

numeraire and its price is set equal to one. The other priceSpate,, P W,u W, W,

where variables without and with a superscripare home market prices and world market
prices, respectively.

There is a finite measure of agents. All agents have the same preferencis»o¥gr
represented bzf:lﬂt‘l(y{’ z) I p, where 301(0,1) is the discount factor and>1p is the
parameter that defines the coefficient of relative risk aversion. The agents differ with respect
to the endowment of labor. There are two types: a meabw®, i [{1,2} of type4 agents
endowed with one unit of typie time per period. There is no capital and also no borrowing
or lending. Therefore, consumers’ and firms’ problems are static (we will omit the time

arguments from now on as long as this omission does not cause confusion). In order to
describe the consumers’ problems, we define the period consumption setsiaf{iy@g:

X, ={xOX,: |+ <Ll =0forj#i} (1)

%See Muendler [14, page 32].

“The specification of the two technologies below will imply that one can think oflw@ents(type-z agents)
as being unskilled (skilled).

BBR, Braz. Bus. Rev. (Eng. ed., Online),
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We can see in (1) that there is no difference between the time that either type allocates
to the production of goog . We justified this later on when we specify the technologies. The

period problem of an agent of typas
maxu(x) st y+ pz< w|+ w) (2)

That is, a typel chooses from his period consumption set the quantities of the two
consumption goods and the time allocated to the two sectors so as to maximize his period
utility, respecting his period budget constraint.

Now let’s specify the production side of the economy. We have three sectors. Firms in
each sector operate a constant-returns-to-scale technology. Since there is perfect competition
firms make zero profits. The technology of each sector depends on the state variables
represented bys=(a b ) wherea and b are integers witha<b<t. In other words, the

state space iSS={(gh}0 Zx1 2} : a< kx}t. We specify below howa and b are
determined.
The first sector produces the gogd Given the state variables in peribcs=(g h 9,
the production set of a representative firm is
Xs(9={x0 X : ysm], =0} (3c)

where mJ(1,«), implying that in sectorl there is exogenous technological progress. As

stated before, there is no difference in productivity between type 1 and type 2 time when they
work in the first sector. This justifies the previous assumption that the time of either type is
the same good when it is allocated to the first sector. The second sector produces the good
Givens=(a h 9 in periodt, the production set of the representative firm is

X,(9={x0 X 2=y J+/° L, y=0}, (30)

where y(71,0) anda andb are non-negative integers. Sina& b the time of type2 (the

skilled type) is more productive in sect®rthan time of typel (the unskilled type). The third
sector is the international trade sector. We model the international trade as a production
function by which each of the two consumption goods can be transformed into the other one.
Givens=(a h 1 in periodt, the production set of a representative firm is

Xs(9={xd X: y+ f =0, |, } §20} (3c)

Equation (3c) implicit shows that there are neither transportation cost nor borrowing or
lending.

Given the above structure of our economy the firm’s problem in each sector is static.
Their choices in period have no effects on the problems in perdSpecifically, in each
period, given the realization of, the representative firm of sectgr, j[1{1,2,3}, maximize

profits:
max p,y+ p,z= wl-wl- wl (4)

XOXj45(9)

Finally, we turn to the law of motion of the state variables. We assume that th2 type-
agents acting as a group (coalition) have the power to chboseSpecifically, given
s=(a h t-1) at the beginning of periot type 2 agents chood®, the technology that firms

*We address the question if it is optimal for a skilled agent to stay in the coalition later on.
BBR, Braz. Bus. Rev. (Eng. ed., Online), www.bbronline.com.br
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199 Herrendorf and Teixeira

will be allowed to use in periot. The set of choices ig'[{b,...,} . Given the choice of’,
a' is determined as follows: i > b, thena' =b; if b'=Db, thena' = a. In words, if the type-

2 agents choose a better technology for the petriathen typel agents gain access to the
technology that the typ@- agents were previously using. If the typeagents choose to
continue with the technology they were previously using, then theltyggents too will
continue with the technology they were previously using. Note that at the beginning of period
1, there is no old technology. We set the initial valaeq-1,0, 0).

The coalition’s problems of choosing the optimal technology in the two periods are
described next. Given that the state at the beginning of pdriesl s=(-10,0), the
coalition’s problem is:

0 if b=1
brg{glz}(u(é )+ Bv(s) st é\—{

, & 1), 5a

-1 if b':O} (&bl (52)

where u(s) and v($ denote the period utility and the continuation utility of an agent of type 2
for state s, respectively. Given a realization of the state s = (a,b£$) at the beginning of
period 2, the coalition’s problem is:

{b; bl}b}
maxpep, aUES) sta= L @1 =56 ] g=(@p, 2).

(5b)

We are now able to define an equilibrium for our economy. This equilibrium is
divided in two parts: a static and a dynamic part. We call the former the period competitive
equilibrium and the latter the recursive equilibrium. The reason or this distinction is the
following. Since there is neither borrowing or lending nor capital accumulation, the choices of
firms and the choices of the consumers in period 1 have no effect on the problem in period 2.
That is, the coices of the consumers are static given the choice of technology.

Definition 1 (Period Competitive Equmbrlum) leen a realization of &S, a period
competltlve equilibrium is a set of pnc@ﬁs) = {IJ y(s)ﬁ AS)wy(S)w1(S)M2(s)}, allocations
{#i(S)}=1 >, and import§{y " (s), 2" (s)} such that:

(i) wi(s), i€{1, 2}, solves the period problem of the representative agent of type i;
(i) z(s), J€{1, 2, 3}, solves the period problem of the representative firm of type j;
(i) markets clear, that isi;71(S) + A27(S) = 73(S) + T4(S) + 75(S).

Definition 2 (Recursive Equilibrium) A recursive equilibrium is a set of price functidhs
allocation functions §;}i-1°, import functions§ ,Z}, and technology choice functions JR1°
such that:

() O sESH(S), {Zi(s)h=1>, {7 (s),2 ()} is a period competitive equilibrium;
(i) b1 (-1, O, 0)solveq5a)and k(s) solveg5b) (s = (a,b, 1) S

For future use we define what we mean by blocking the use of efficient technologies.

® As will become clear in the proof of Proposition 1 below!)#(sd v($ are unique for the present model.
’ Note that negative imports are exports, so we can talk about the imports of both goods.

BBR, Braz. Bus. Rev. (Eng. ed., Online), www.bbronline.com.br
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Definition 3 [Blocking of Technologies]We say that there is blocking of new technologies if
and only if there is a period t{1, 2}, in which b <t.

3. TRADE POLICY AND TECHNOLOGY ADOPTION
3.1 Free Trade

We start studying the free trade economy. Since we are assuming a small open
economy the relative prices of the two consumption goods in the home market are determined
by their values in the world market, exogenously given to our econorpy= py* =1 andp;
= p, . We choose the following specificatifn:

* nt
=02, n0@y). 6
P, ,71/‘ nty) (6)

We first characterize the period-equilibrium for a given realization of the stafe s
and then the recursive equilibrium. The derivation of the period equilibrium involves four
steps. First, from the consumer problems we get the demand functions of goods @iaad
the consumer’s utility function it is straightforward to show that they spend the shamesl
- a of their incomes on a period consuming gogpdsdz. Second, from the firm’s problem,
(3), we get the wages that are equal to the marginal products. Third, using the results obtained
in step one and two we find two cases: if b = t, then the type-1 agents (type-2 agents) work
only in sector 1 (sector 2); if b < t, then both types work only in sectdtolirth, to find the
imports and exports we just substitute the consumer demands and the home production of the
two goods. The results are summarized by the following lemma. The proof and the detailed
characterization of the different equilibria can be found in the appendix.

Lemma 1(Period-Equilibrium with Free Trade) Suppose that there is free trade, thatip
given by(6), and that <=S is the given state. Then, there are two cases

(i) If s = (a,t,t) =S, then there is a unique period equilibrium. In this equilibrium-type
agents work in sectdr and type2 agents work in sector 2.

(i) If s = (a,b,t) €S with b < t, then there is a unique period equilibrium. In this
equilibrium both types work in sectbr

Below we will analyze tariffs and quotas @nso we are interested in knowing under
which conditionsz is imported under free trade. The next lemma makes these conditions
explicit. Its proof follows directly from the expressions for the importz whder free trade,
which can be found in the proof of Lemma 1 in the appendix.

® This specification implies that under free trade type-1 a%ants and tyPe—Z aqents work in sector 1 and in sector 2,
respectivelly (Lemma 1 below shows the details). Although starting with this case makes the algebraic

manipulations easier, the results do not change if we abandoned this specification.

° In particular, g > ' b'&turnst out to be the condition for the equilibrium to be such that the type-2 agents work

only in sector Z. Given,p =nmy", this condition Is equivalentto b =t and> 1; see Lemma 1. Moreover, (x

n'y*! turns out to the condition for the equilibrium to be such that the type-1 agents work only in the sector 1.
Given p; =nn'y", this condition is equivalent to a < t ane v; see Lemma 1. So the assumption thafly) is

crucial.

BBR, Braz. Bus. Rev. (Eng. ed., Online),
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201 Herrendorf and Teixeira

Lemma 2(Period-Equilibria With Positive Imports of z) Suppose that there is free trade,
that p.~ is given by(6), and that s=S is the given state. Then z is imported in the unique
period equilibrium if and only if either b <t or b =t and

Aan <A @d-a). (7)

The interpretation of this result is as followsblk t, thenz is not produced at all and
so must be imported. Ib = t, then the unskilled agents produgeand the skilled agents
producez. Given thisz is the more likely to be imported the smaller is the mass of the skilled
agents relative to that of the unskilled agents, the larges expenditure share la-relative
to that ofy, and the smaller B's relative price in terms of (i.e. the smaller ig).

The next step is to determine the optimal choice of the technology under free trade for
the skilled workers. To understand this decision we should notice that in the free trade
enviroment the small open economy takes the relative prices as given by the world market, so
the coalition’s problem of choosing the technology is equivalent to choosing the technology
that maximizes a type 2 period income. But a type 2 has income eguéihtes the marginal
product of type 2’s time used to produzeGiven the relative prices a type 2’s income is
maximized by maximizing the marginal product of type-2 labor. That is, choosing the best
technology is strictly preferred. Therefore new technologies are never blocked and
technological progress and growth in sector 2 are as large as possible. This result is state in the
next proposition. The formal proof can be found in the appendix.

Proposition 1 (Recursive Equilibrium with Free Trade) Suppose that there is
free trade and thatpis given by(6). Then there is a unique recursive equilibrium. This
equilibrium has the following properties: (a) Type-1 agents work in sectand type2
agents work in sectd. (b) The most productive technology is used in both periods.

3.2 Tariffs

In this section we study the consequences of a t@aHfi0 on the imports of good
The presence of a tariff introduces a wedge between the domestic relative priaacdthe
world market price. Using (6) the relative pricezaf the home market is given bY:

P, =(@+71)p, = 1+ rn%, no@y). (8)

It is natural to consider only parameter values for which the home country imported
under free trade, so we assume that elthet orb =t and (7) holds.

The introduction of a taiff makes it necessary to change the definition of equilibrium.
First, after the introduction of a tariff, is now given by (8). Second, the resulting revenue
from the tariff needs to be taken care off. We assume that there is a government that collects it
and throws it into the ocean. With this assumption the introduction of a tariff does not have
any other effect on the definition equilibrium. This simplifies the proofs although it is not
crucial for our results.

To characterize the equilibrium we will follow the same steps given in the free trade
case. As in the free trade we start with the period equilibrium. We should stress a change that

%\We only consider constant tariffs, so a BGP exist.

BBR, Braz. Bus. Rev. (Eng. ed., Online), www.bbronline.com.br
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can happened once we introduce a tariff. For sufficiently high tariff values the relative price of
z can become so high that additional agents start working in sector 2 and the economy
switches to exporting goad We exclude this case because it contradicts our assumption that
zis imported. Moreover, it is a trivial result the skilled will no longer have incentives to block
new technologies when the good that they produced is exported and so they stand in direct
competition with the other producers. We summarize in the next lemma the results for the

period equilibrium wherz is imported (the proof and the details of the equilibria can be seen
in the appendix).

Lemma 3(Period-Equilibrium with Tariff) Suppose that there is a constant tariff on the

imports of z, thatp is given by §), that (7)holds, and that §S is the given state. Then there
are five cases.

(i) If the tariff satisfies

V—b
r<—--1, 9)
7
then there is a unique period equilibrium where z is imported and both types work in
the sectorl.
(i) If the tariff satisfies
yt—b
r=—--1 (10)
l

then there is a continuum of period equilibria where z is imported andLtymeks in
sector 1 The allocation of working time of typé<indeterminaté’

(iii) If the tariff satisfies

Vt__b—1< r< min{yﬂ1 —1,/11(1_0)}/_b —1}, (11)
n n Aarn

then there is a unique period equilibrium where z is imported, typerks in sector 1
and type avorks in sector 2

(iv) If the tariff satisfies

r= y;a LAl (12)

Aan

then there is a continuum of period equilibria where z is imported andtwmeks in
sector 2.The allocation of working time of typaslindeterminate.

(v) If the tariff satisfies

! That is type 2's working time allocation can take on a continuum of values.
BBR, Braz. Bus. Rev. (Eng. ed., Online), www.bbronline.com.br
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203 Herrendorf and Teixeira

-a _ -b
yt——l or rz—)ll(l a)y -1
n Aan

then in any period equilibrium z is imported.

r> , (13)

The intuition for Lemma 3 is similar to that for Lemma 1. As can be seen from (8), the
relative price ofz is proportional to the tariff. So if the tariff is relatively low, thantoo is
relatively low. Goodz is then not produced in the home country and its entire consumption
must be imported. If the tariff is in the middle range, thgrand the production of in the
home country too are in the middle range. Gaasl then imported. If the tariff is relatively
high, thenp,and the production o in the home country too are relatively high. Gaod
then exported.

We now characterize the optimal choice of technology under a tariff. As it had
happened with free trade, under a tariff there will be no blocking. That is, free trade and a
tariff are equivalent with respect to the adoption of new technolgies. The intution for this
result is also similar to the one given in the free trade case. A tariff introduces a wedge
between the domestic price and the international market price. But, the relative price in the
home market is still given to the coalition. The coalition cannot manipulate this distorted
relative price in its favor. Therefore, to maximize the income (and the utility) of its member
the coalition has to choose the highest feasible b. As a result, new technologies are never
blocked and technological progress is as large as possible (as we will see below, this is
different under a quota). The next proposition summarized this results (the proof is in the
appendix).

Proposition 2 (Recursive Equilibrium with Tariff) Suppose there is a constant tariff on the
imports of z, thatpis given by6), and that(7) holds. Then there are three cases.

(i) If the tariff satisfies

r<ALTD) Vg o <Y1 ALTD)

) 14a
Aan n n Aan (142)

then there is a unique recursive equilibrium. In this equilibrium: (i) z is imported. (ii)
Typed works in sectorl and type2 works in sector2. (iii) The most productive
technology is used in both periods.

(i) If the tariff satisfies
ap Ald-a)
n Aarn

then there is a continuum of recursive equilibrium. In these equilibrium (i) z isalways
imported. (ii) Type2 works in sectof and the allocation of working time of tyfas
indeterminate. (iii) The most productive technology is used in both periods.

1, (14b)

(iii) If the tariff satisfies

BBR, Braz. Bus. Rev. (Eng. ed., Online), www.bbronline.com.br
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T<M—1SZ—1 or T<Z—1<M—l, (14C)
Aarn n n Aarn
then in any recursive equilibrium z is not imported.

3.3 Quotas

In this part of the paper we analyze our model economy once we introduce a quota on
the imports of good. We introduce a quota in the following way. In each period the total
amount of goodz that is allowed to be imported is assumed proportional to the amount
produced domestically. That is, in peribthe economy imports a constant fract@rof the
total production o&

Z =Qgz, (15)

where Q £[0,00). Obviously we again need to require t@abe imported under free
trade, so we again assume that t or b =t and (7) holds. The quota has to satisfy two
constraints. First, it has to bind. That is, the amount imported with a quota has to be smaller
than the amount imported under free trade. Second, the quota has to increase the domestic
relative price ok above the world market price.

Once we introduce a quota, we have to adapt our definition of equilibrium. First, since
we want the quota to be binding, the importz ofiust be equal to the quota given by (15) .
Second, the introduction of a quota generates income to those that import gbmlincome
comes from the difference of domestic and international prices. We will keep our assumption
that the government collects this income and throws the tax revenues away. Once more, this
assumption leaves the market clearing conditions unaffected. Although simplifying our proofs
our results do not depend on this assumptions.

As before we now characterize the equilibrium under a quota. We start with the period
equilibrium. We should pay attention to two points. First, the quota breaks the link between
the relative price ot in the home market and in the world market. In contrast to the previous
two casesp, is now determined by the equilibrium conditions of the domestic economy.
Second, a very restrictive quota mmay increas@, by so much that the economy switches to
exportingz. Again we exclude such cases. The valid cases are summarized by the following
lemma. The proof and the details of the equilibria can again be found in the appendix.

Lemma 4(Period-Equilibrium with Quota) Suppose that there is a quota Q on the imports
of good z as irf15), that p_ is given by(6), that(7) holds, and that the statessS is given.
Then, there are four cases.

(i) If the quota satisfies

Q<%—a (16a)

then there is a unique period equilibrium where: (i) the quota binds andpg; . (ii)
type- agents work in both sectors and typagents work in sector 2.

(i) If the quota satisfies

BBR, Braz. Bus. Rev. (Eng. ed., Online), www.bbronline.com.br
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/]1(1_0')_ /11(1_0')_ Al(l_a)yt_b _
—Azyb_a ast—Az a and Q<—/]2,7

then there is a unique period equilibrium where: (i) the quota is binding angd> p
Pz . (ii) type-1 agents work in sectorahd type2 agents work in sector 2.

a (16b)

(iii) If the quota satisfies

S Al-a)

Q )

a, (16¢)

and b <t then there is a unique period equilibrium where: (i) the quota is binding and
P> Pz - (ii) type-l agents work in sector dnd type2 agents work in both sectors.

(iv) If none of the conditionEl6a){(16c) are satisfied, then in any period equilibrium the
quota is not binding and,> pz -

Now let's give some intuition for the above lemma. If the quota is relatively large, then
the relative price ot is so low that no equilibrium exists in which imports under the quota fall
short of imports under free trade. If the efficient technology is not used, then both types work
in the first sector under free trade. Under a relative large quota, the relative pricarof
increase sufficiently relative to free trade that sufficiently many agents of type 2 start to work
in the second sector to make up for the reduction in imports. If the efficient technology is
used, then there are two case. On the one hand, the binding quota can be in a middle range
where the relative price afis in a middle range too so that type-1 agents work in the first
sector and type-2 agents work in both sectors. On the other hand, the binding quota can be
rather tight so that the relative price 2<becomes so high that some type-1 agents start to
work in the second sector to make up for the small quantity of imports.

Now let us find the optimal choice of technology under the quota for the coalition
members. The main difference with respect to free trade and tariff is the following. Once we
introduce a quota, the domestic relative prices are no longer given. That is, the domestic
relative price ofz is determined by the market clear conditions of our home economy. Once
the domestic price of goodis endogenous (and dependent on the technology choice) the
coalition’s problem of maximizing the utility of its representative member is no longer
equivalent to maximizing the marginal product of type-2 labor. Now, the coalition’s choice of
technology affects both the marginal product of a type 2 labor and the relative mid&yof
blocking a newer technology the coalition increases the relative price of z. Under certain
conditions this increase will be sufficient to compensate the smaller marginal productivity of a
type 2 labor, increasing the income the utility of the coalition members. Therefore, under
certain conditions we will have blocking of the newest technology. This will generate the
major difference between the free trade, the tariff and the quota economy. The equivalence of
tariffs and quotas is no longer true. The next proposition formalizes this argument. (the proof
is the appendix).

Proposition 3 (Recursive Equilibrium with Quota) Suppose that there is a quota Q on the
imports of good z as i(l5), that g is given by(6), and that(7) holds. Then, there are four
cases.

(i) Supose the quota satisfies
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Ad-a
Q< 5|2y2 )—a, (17a)
then if and only if
Y —1< Bty -1 (17b)

there is a unique recursive equilibrium where: (i) the quota binds arel . (i)

Typed agents work in both sectors and typagents work in the second secto. (iii)
The most productive technology is blocked in the first period and used in the second
period. Otherwise the most productive technology is used in both periods.

(i) If the quota satisfies
-a, (17c)

then if and only if

oy || Ad-a) 17
) _1 nﬂp ( )P 1 _1
% < By {{—Az(m@y} } (17d)

there is a unique recursive equilibrium where: (i) the quota is binding and ;> p

P in all periods. (i) Typet agents work in the first sector and typegents work in

the second sector. (iii) the most productive technology is blocked in the first period
and used in the second period. Otherwise the most productive technology is used in
both periods.

(iii) If the quota satisfies

Ald-a) Ald-a)
————asQ<———"-a, 17e

Ay A (7€)
then there is a unique recursive equilibrium where: (i) the quota is binding and p
> p,: . (ii) type agents work in sectdt and type2 agents work in sectd. (jii) the
most productive technology is used in both periods.

(iv) If the quota satisfies
Al-a)
>+ -aq,
Q A7 (171)
then there no is recursive equilibrium such that the quota is bindingand ;> p
Pzt

Condition (17b) shows that blocking is the more likely the smalleQafg, vy, anda
and the larger i%;. The intuition for these findings is as follows. First, there is an opportunity

cost of blocking. This cost is the larger the faster is technological progress in sector 2, that is,

the larger ig. Second, blocking new technologies increases the relative pricbeiefits the

skilled agents as producers of z but hurts them consumers of z. The former effect is the

stronger relative to the latter the more protected is sedimm world market competition

(i.e. the smaller i€)) and the larger is the income transfer from the unskilled to the skilled
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(i.e. the largefyA,, the mass of the unskilled relative to the skilled, and the larger; the
expenditure share 0j.z

4 CONCLUSIONS

In this section we summarize and compare the results obtained above. First, with
respect to the adoption of new technologies our model indicates that under free trade or a tariff
there is no resistance. The best technology available will always be used. On the other had,
with a quota the groups with power to resist will stop the adoption of new technologies.
Therefore, in our model, there is no equivalence between a tariff and a quota. The reason for
this is the following. The utility of a skilled worker increases with his income that is equal to
the marginal productivity of a type 2 labor times the relative price of the good that they
produced (good). Under free trade or a tariff the relative prices are given and adoption of
technology does not affect the relative price of the goods produced in the economy. Therefore,
to maximize their income (and their utility) the skilled workers just have to increased their
productivity as much as possible. That is, they have to allow the use of the most productive
technology. On the other hand, with a quota, the blocking of new technologies increases the
relative price of the good intensive in skilled labor. Therefore, there are conditions under
which, even though the skilled workers have smaller productivity, they have higher income.
That is, the increment of the relative price is more than sufficient to compensate the reduction
in the productivity, increasing the income of the skilled workers.

Two other results come as a consequence of this behavior toward the adoption of
technology. First, even controlling for skill level (or human capital), on average, the workers
in the economy with quota will have smaller productivity than the workers in the economy
with free trade or with tariff. Second, the income per capita in the economy with quota is
smaller than the income per capita in the economy with free trade or with a tariff. The reason
is that under a quota the workers in the sector intensive in skill labor will not be using the
most productive technology. Therefore, they will display smaller productivity and the whole
economy will have a smaller income per capita.

Finally, we should also notice the effects of trade policies on income distribution. That
is, even though the workers in the economy have smaller productivity and the income per
capita is smaller, the skilled workers are better off under the quota arrangement. The reason is
that the income of the skilled workers is higher with a quota than with free trade or a tariff. In
other words, they have a bigger part in a smaller pie.

For future research we should introduce capital in the model and allow its free
mobility across countries. The introduction of capital would allow the use of a more general
production function. Besides, the introduction of capital would generate another constraint in
the decision to block new technologies. Less productive technologies would affect the
productivity of capital and thus investment. That is, resistance to new technologies would
reduce investment, the capital stock and the capital-labor ratio affecting the productivity and
the income of the skilled workers.
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APPENDIX

Proof of Lemma 1. Following the four steps outlined in the main text it is straightforward to
derive the equilibria. The results are as follows# a t(t [1,3,

then:
p(=fLniy", a.nry*nm},
%(9 ={am,1-a)y'n™1,0,0},
%,(9) ={ann,(1-0a)y,0,0,1,

- (18a)
%(9) ={A77,0,4,,0,0},
%, (9 ={0, A,/,0,0,A,},
)25(3) :{_/]1(1_0')77I +/]20'/77711Al(l_a)ytn_l_/‘zayti()’()’o}-
If s=(g h )0 Sin S with b<t then
p(={nry ", a.niy~"niy™},
%(9 ={an,1-a)y'n",1,0,0},
%(9 ={ar,1-a)yn",1,0,0}, (18)

%,(9) ={71( A +1),0,A,+4,,0,0},
%,(9 ={0,0,0,0,0},
%(9 ={H( A+ )AL -a) 7, (A +A)(L-a)y'n™,0,0,0}

m Proof
of Proposition 1. We start with the second-period problem, (5b). ¢¢i8a) and (18b) we
obtain the indirect utilities:

u(a,2,2)= (”’7772)”"[(1; ek
u(-1,0,2=u (01,2 917 )ap[gn_pa)yz]“‘”w .

Since n> 1, b = 2 is the optimal choice. This immediaietplies the continuation utility:

(anm) [(1- @)1=
0

Note that this shows that the continuation utility is independent of the realizatiarbdf) (
Using this fact, the first-period problem, (5a), is equivalent to maximizing the period utility in
the first period. It is given by

u(0,1,1)= (anm™[1-a) )= ” ’

v(a, b1)=

P
apr(1 — (I-a)p
(1,02)= @D
pn
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Again sincen > 1 the optimal choice i3 = 1. Given that the initial state is (-1, 0, 0), using b =
t and the law of motion implies thatd(t - 1,t,) in both periods. This completes the proof. m

Proof of Lemma 3. The derivation of the different equilibria is straightforward once it is
clarified where the two types work. We will only sketch the key arguments.

Solving the firms’ problems shows that the different wages (expressed in units of the
numeraire yare:

Wy = ?IJ. Wy = [J_ + Tj]’}'ﬁt"‘]ﬂ_t. Wog = [J_ + Tj]’}'ﬁt"‘]'b_t, (19)
The five cases of the lemma come about as follows.

First, if and only if w; < wx < W, then both types work in sector 1. Specifically:

B (9 ={L@+D)ry” i, W Ty @ Ty,

%(9 ={ant,(L-a)yIL+1)m™1,0,0},

%,(9 ={ar,L-a)YIL+D)n™10,0} 20)
%5(9) ={(A +A) 77,0, A +A,,0,0},

)A(4(S) ={0,0,0,0,0},

%(9 ={-(A + )L -a) 7, (A +A,) - @)/ [(L+r)71™,0,0,0.

Since thenz is not produced it must be imported and there is no additional restriction. This is
case (i).

Second, if and only ifvy; < wx = Wy, then type 1 works in sector 1 and type 2 is
indifferent between working in either sector. Specifically:

p(9={L A+ y " i, A+ Ty},

%(9) ={an,@1-a)y[@+1)n]7,1,0,0},

%,(9) ={a@ +1)n7'y"",(1-0a)y*,0,0,1,

(9 ={A71,0,4,,0,0},

%,(9={0,4,4°,0,0,4,},

(9 ={-AA-a) ' + La@+ D y* ™ A A-a)/ [+ T W] - A,ay,0,0,0.

The additional requirement thabe imported leads to the restrictior o -A14,™(1 -a). Given
that (7) holds, the right-hand side is negative, samported for all £[0, 1]. This is case (ii).

(21)
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Third, if and only if w; < w < wx type 1 works in sector 1 and type 2 works in sector
2. Specifically:
p(={LA+npy" i, A+ A+ Ty},
%(9 ={ar,(L-a)y[L+1)7]7,10,0},
%(9 ={al +nry"",(1-a)y’,0,0,1,
%(s) ={A77,0,4,,0,0},
X,(9) ={O,/]2yb,0,0,/12},
%(9) ={-Ad-a) 1 + LalL+D)nay” A Q-a)y [A+ 1] - Aay’,0,0,0}.

The additional restriction that z be imported leads to

(22)

1>a+ A7 A, (0-)ay .

This is case (iii).
Fourth, if and only ifw,: = wiy; < wy, then type 2 works in sector 2 and type 1 is indifferent
between working in either sector. Specifically:

ﬁ (S) :{11 nty—a’nt’nt,nlyb—a}’

%(9 ={ar',L-a)y?*,1,1-1,0}, (O(a+A " Aay"?1],

%,(9 ={an' " (1-a)y",0,0,1,

%,(9) ={A¢77,0, Ay,0,0},

%,(9 ={0, A(L-1)y* + Ay, A,(1-1),0,A, },

%(9) ={A(a-) T +Aary" 2 A(-a)y*-Aay’,0,0,0}
The additional requirement that z be imported leads to

Lo A A (1-)ant e

Given that (7), the right-hand side is smaller than 1,&@: + 41 2(1-)oy*? 1]. This is case
(iv). Fifth, in all other caseg is exported because there is too little production tof export
it. The conditions in (13) follow by logically negating (11) and (12). This is case (V). m

Proof of Proposition 2. We start the proof by noting that under conditifc) there are no
period equilibria in which z is imported, so a recursive equilibrium cannot exist either. In
contrast, under conditions (14a) and (14b) there are unique period equilibria in which z is
imported. We study these two cases subsequently.

If (14a) holds, then we can restrict attention on the cases (i)—(iii) of Lemma 3, in which
period equilibria with the desired properties exisb Ht= 0, then case (iii) applies. iif- t <
0, then cases (i) or (ii) apply. Note that which one of the two latter is relevant does not matter
for the current purpose because (10) implies that the indirect period utility in both cases is
found to be equal.

Using (20)—(22), we obtain the indirect utilities:
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u(a 2,2)= [a@+D)nm’ ][ -a) 1"
0
u(-1,0,2)=u(0,1,2F [a(L+ D)2 [(L - a) y?] & |
A+’

Since (1 +7)n > 1,b = 2 is the optimal choice. This immediately implies the continuation
utility:

[a@+ D1 A -a) 1
0

v(a bl)=

Note that this shows that the continuation utility is independent of the realizatiarbgf) (
Using this fact, the first-period problem, (5a), is equivalent to maximizing the period utility in
the first period, which is given by:

u(0,1,1)= 9L T)Wﬂap/[)(l _ )y
u(-1,0,1)= [a@+1)nm™[(1-a) y](l-ﬂ)p |
o@a+1)n)”

Thus, the optimal choice = 1. Given that the initial state is (-1, 0, 0), usingt and the
law of motion implies that s (t - 1,tt) in both periods.

If (14b) holds, then cases (i)-(ii) or (iv) of Lemma 3 are relevant. The latter apphest #
0 whereas the former applybf- 1 < 0. The steps of the proof are now exactly the same as in
the previous case. They are left as an exercise for the reader. This completes the proof. =

Proof of Lemma 4. We start with the proof of case (i). Solving thebtems of the two
representative firms one finds\w 7', Wit = )Pz, War = P, Since requiring type 1 to work in
both sector and type 2 to work in sector 2 is equivalenj;te wi; < we;, we have

Py =TTV, W, =wT, W, =Y

Solving the problems of the two representative agents, we find that the period expenditure
shares of the two goods ar@nd 1 - a Using that p = 7y, the equilibrium quantities
consumed by the two types therefore are:

Yae :anx’ 4 = (l_a,)ya’ Yo :anxyb—a’ Zy = (1_a)yb-

The period quantities of the two goods that are produced and their period exports and imports
can be determined as follows. Using that the sum of the period quantities of z consumed by
both types must equal the period production of z plus the period imports of z we get:

AZy + 0,2, = (ALY + 2 )1+ Q).
Substituting z from above into this expression and solving fpgives:

R R )
2t 1+Q )

Using k=1 - bt it is now straightforward to compute the remaining variables.
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In sum, in case (i) the equilibrium is given by

p(9={L Ay nm y ),
%(9 ={ar,1-a) "1+ A7 A (a + QY11+ Q 7,
[(1-a)-A"A(a +Q)y ™11+ Q) ™, 0},
%(9 ={ary"",(1-a)y",0,0,1, (23)
%(9) ={(A+ Ay ) m(a+Q@A+Q7,0,(1+ A7) ") (@ +Q)(1+ Q) ™, 0,0},
%,(9 ={0, (A)* + 1)) (1-a)1+Q) ™, 0, [(Fa F A" A, @ +Q)/ 11+ Q) A, ),
%(9) ={(A+ AL -a) QAL+ Q7 (A + A,)°)(1-a)Q(1+Q)™,0,0,0}.

The final order of business is to check that> p,: , that the quota is binding, and that4(0,
1). The first requirement is implied lpy<y and a<t - 1:

77‘77‘77‘77I

Py = ?J_/FV_ ya = Py

The second requirement can be checked as follows. If khern under the quota z (A
72+ 1271 -2)Q(1 + Q)™ and under free trada (11 + 12)(1 - a)y'n"; see Lemma 1 for the
latter. Thus the quota binds:
(Alya +/]2yb)(1_a)Q < (Alya "'/121/b)y(1_a')S (/]1_,_/12)(1_0,)1) .
1+Q) n n

If b =t, then from Lemma 1 we can see that under free &adgl - o)y ™ - A .a9". Using the
right inequality of condition (16b), we now get:

Ad-a)_ AQ-a)_ _AC-a)_ A(l—ap{l 1}
Ay A A0 A, ny

which implies that the quota binds. The first part of the third requirement,0, it trivially
satisfied. The second part; k 1, is equivalent to (16a).

Q<

We now turn to case (ii). We will only highlight the differences to the proof of case (i) and
leave the rest as an exercise to the reader. We know;th& &nd % = 1 because type i only
works in sectori. Thus it must be thats: < wy < wy, implying that we cannot derivey
immediately from the equality of two wag¥s,can be obtained by using that the sum of the
period quantities ok consumed of both types must equal period production of z plus the
period imports of z. This gives:

o, = Al-a)r
T A@+Qy

12 Note that w; = w,; only for the parameter constellation, in which type 1 is indifferent between working in
either sector but works in sector 1 only.
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Given p, it is straightforward to derive the other variables:

p(9={L AN A-a)T (a+Q) 'y, m' AN A-a)t @+Q) 'y,
AN A-a)i (@ +Q)™'},
%(9) ={anm, ,'A{a +Q y"1,0,0},
%(9 ={AN el -a) M (a+Q ™, (1-a)y”,0,0,1, (24)
%,(9) ={A7,0,4,0,0},
%,(9) ={0, 1,),0,0,A,},
%(9 ={Al-a)’QYa+Q ™ 1,Q9/0,0,0}.

We complete case (ii) by showing that>p,:, that the quota is binding, and that< Wyt
< wyx. The first requirement is equivalent to:

< Al(l_a)yt_b _
A
which is implied by (16b). The second requirement can be checked as folldwwst, If
then the imports under the quota &@,° and the imports under free trade areH( )(1 -

o)yt see Lemma 1 for the latter. The right inequality of condition (16b) then implies that
the quota binds:

tA-a)y.

oAl-a) Al(l—/‘a)yt‘b

2 2

If b = t, then the imports under free trade becdafé - a)y'n™ - A ,0y'. Therefore, the right
inequality of condition (16b) implies immediately that the quota binds. The third requirement
is equivalent to

A-a) Al-a)
PN e

which is implied by (16b). Note that if there are equality signs in these two inequalities, then
still type 1 works in the y sector and type 2 in sector 2. This can be seen as follows. If

Q:";(l;;_‘z)_a, then }; = 0 in case (i), that is, the first type no longer works in sector 2. If Q =
2

Al-a)_ - a, thenly, = 0 in case (jii), that is, the second type no longer works iry the
/]2

sector.

Q:

We contlnue with case (iii). Given that type 2 works in both seet@rs wy: = wy, implying
that p; = 7%°. The rest of the equilibrium can be computed in much the same way as the
equilibrium in case (i). The result is:
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p(9={Ly® i, my? m},

%(9 ={an',(1-a)y*,1,0,0},

%,(9) ={an,1-a))°.[(a +Q -4, (1-a)]1+Q) 0, AA +D)(Fa )1+ Q) },
%(9) ={(A+A)(a+Q (1 +Q ™ 0,(AA," +)(a+Q)(1+Q)™,0,0}

%,(9) ={0,(A, +4,))’1-a)(1+Q)™*,0,0,44, + (ta )EQ ) },

%(9) ={«(A4+2) 11 -a)QL+Q ™, (A4 +A,)y 1-a)Q(1+Q)™*,0,0,0}

Checking the three requirements in this case is straightforward. First, the quota can
to bind without further restrictions. Secomd, > p,; is satisfied if and only if b <t. Third,
I+ > O without further restrictions angd « 1 is equivalent to (16b).

At the end, we address case (iv). This amounts to showing that there cannot |
equilibria. The first possibility that we have not so far considered iswhsitw; < w, in
equilibrium. This cannot be because all agents would work in the second sectov@unid
be exported. The second possibility that we have not so far consideredas <hat < w, in
equilibrium. In this case, all agents would work in the first sectorb Hft, then th
requirement thatv, <w, implies thatp, < p, , which is not allowed. If b < then the uniqt
equilibrium under free trade also has all agents working in the first sector. But that me
the gqwta must equal the imports under free trade, and so it is not binding. This compl
proof.

Proof of Proposition 3.In case (i) of the proposition, case (i) of Lemma 4 implies fc
possible realizations of the state. We start with the seconodpédiine state at the beginn

of the second period can have two realizations only: (-1, 0, 1) or (Q, Thé former (latte!
obtains if the new technology was blocked (adopted) in the first period. If the state is (-1, O
1), then the second-period utility follows from (23) of Lemma 4:

ap (1_ a)(l-a)p y2p
P

= @) A-a) 7y

P

u(0,2,2)= (a7r)

u(0,1,2

Thus,b = 2 is the optimal choice. If the state is (0, 1, 1), then the sqmorat utility is
either

@ (1 g )P 2ok
0

u(L, 2,2)= (a7r)

or u(0, 1, 2) as computed above. Agdins 2 is the optimathoice. Using these two resu
the continuation utility can be computed:

(@) @-a) =7y

v(-1,0,1)=
P
ap (1 — y\-a)p | f2-a)p
v(0,1,1)= (@) (L-a) "y
P
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We now turn to the first period. Recall that at the beginning of the first period the state is (-1
0, 0). If the new technology is adopted, then theviptes expressions imply the followi
present value of utility:

(aﬂ)ap (1_ a)(l—a)p yp N ﬂ (6777'2 )ap (1_ a )(1—0/)/? y(2—a P
o .

u(0,1,1)+ Bv(0,1,1F

If the new technology is blocked, then the present value of utility is

ap (1_ a)(l—a)p va N ﬂ (aﬂ2)0p (1_ a)(l—a)p y20 '
Yo

u(~1,0,1+ Bv & 10,2 97

Comparing the last two expressions shows that blocking is opfienadl only if (17b) in th
text holds.

In case (ii) of the proposition, case (i) of Lemma 4 applids ifg) = 1and case (ii) applies
(b -a) = 2. We again start with the second period. If the state is (-1, O, 1), then the second-
period utility u(0, 1, 2) is as before and u(0, 2¢c@) be computed by using (24) of Lemm

- [arP A (L-a)]P(L-a)" P 2w
PlA(a+QI”
Thus, b = 2 is the optimal choice. If the state is (0, 1, 1), then the second-period ufilities

2, 2) andu(0, 1, 2) are as in the previous case and dgair2is the optimal choice. Usit
these two results, the continuation utility can be computed:

u(0,2,2

[0'772/]1(1 -a)]*(1- a)(l—a)p y2(l—a »

v(-1,0,1)= |
PlA(a+Q)I%”
v(0,1,1)= (aﬂ'z)ﬂp(l_i;)(l—a)py(z_a)p |

We now turn to the first period. Recall that at the beginning of the first period the state is (-1
0, 0). If the new technology is adopted, then the present value of wt{ltyl, 1) +5v(0, 1,
1), is given by (26). If the new technology is blocked, then the present value of utility is

Pea)f Ty | LA A (-a) e e
A (a+Q)”

Comparing the last two expressions shows that blockingtisial if and only if (17d) in th
text holds.

u(=1,0,1)+ Bv & 10,2 97

In case (iii) the proof is exactly the same as the proof of the existence and uniquer
recursive equilibrium under free trade or under a tariff. The key feature of the
equilibrium again is thay, andzx do not depend on a or- b but thatzy increases irb.
Consequently the indirect period utility of type 2 is independent of a and increages in
implying that the best technology is adopted in all periods. The formal details of the proof are
left as an exercise to the reader.
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In case (iv) the proof has two subcases. First, if

Q>@—a,

then case (iii) of Lemma 4 applies. So suppose that a recursive equilibrium existsiSince
andz; do not depend on a br b butzy increases i, for the same reasons as in case (|
is optimal to adopt the best technology. However, a period equilibrium can exist lordy, if
so we have a contradiction. Second, if
Ald-a)_ 0< Al-a) —a.
AA1 A,

then case (ii) of Lemma 4 may applybif- t is chosen sufficiently large. So suppose tf
recursive equilibrium exists. In the corresponding period equilibyigrandz; again do nc
depend on a or - b butzy increases irb. For the same reasons as in case (iii) it is
optimal to adopt the best technology. Thois,t = 0, which gives a contradiction. Filling
the formal details of the two proof in case (iv) is left as an exercise to the reader.
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