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Globalization

 


Outline of Text Material

I.
Introduction

A.
Globalization is the process of increasing interdependence among countries and their citizens.

B.
Globalization has implications for social, cultural, political, and economic interactions. These include:

1.
Increased international trade and travel.

2.
The spread of American movies and music.

3.
Rapid dissemination of new information via the Internet.

4.
Rapid spread of diseases, especially new diseases that take some time to recognize.


TEACHING TIP: “Bird flu” is just the most recent example of this. At various times parts of China, Turkey and several southeast Asian countries have been quarantined. The Center for Disease Control has plans in place to quarantine any area of the U.S. that experiences an outbreak. That’s how fast diseases spread in the age of intercontinental flights. Of course there are more of those flights because of globalization.
5.
Global climate change.

6.
Terrorism, religion, war, and so on.

C.
Outsourcing is the practice of obtaining goods or services from outside sources.  In most cases the word is used to describe U.S. firms’ hiring foreign workers who stay in their own countries but communicate via telephone and the Internet.  In our information age quite a bit of production involves communicating information in one form or another, making outsourcing attractive.  


TEACHING TIP: Outsourcing is really not new.  Companies in different countries have been subcontracting work to companies in other countries for centuries.  What is new is the increased mobility of service sector jobs such as computer programming and customer telephone support.
D.
Economic Globalization

1.
Economic globalization is the process of increasing economic interdependence among countries and their citizens.

2.
This chapter looks at the causes and consequences of increased international trade, increased labor mobility across national boundaries, and the expansion of international capital flows.

II.
The Global Circular Flow

A.
The Single Country Circular Flow

1.
In a simple closed economy model interactions between residents, firms, and the government determined income, output, the real wage rate, saving and planned investment.

2.
Household income is created by renting labor to the market and from owning assets (factors of production other than labor).

B.
The Multi-Country Circular Flow

1.
Opening the economy adds ten new flows to the diagram.

a.
Domestic households can now buy goods and services produced in other countries (imports). This brings a greater variety of products and lower prices.

b.
Domestic firms can now sell in foreign markets (exports). This opens new profit opportunities.

c.
Workers from other countries (guest workers) can be employed by domestic households, firms, and governments.

d.
Borrowers in domestic capital markets can now borrow from the rest of the world.

e.
Domestic residents can search for work in other countries.

f.
Savers in domestic capital markets can lend to the rest of the world.

g.
Foreign workers can look for work in the domestic economy.

h.
Savers in foreign capital markets can lend to the domestic economy.

i.
Foreign labor markets can hire domestic labor.

j.
Borrowers in foreign capital markets can now borrow from the domestic economy.

2.
The argument in favor of globalization can be found by looking into the decisions behind each of the previous ten flows.

3.
An example: The U.S. economy

a.
Consider the 50 states. People, wealth, and goods and services flow freely across state borders. Interfering with this free movement would create inefficiencies. Free flows of labor, wealth, and goods and services across national boundaries will also improve economic efficiency.

b.
If that’s true, why is there such a fuss about globalization?


TEACHING TIP: The Interstate Commerce Act is supposed to guarantee free flows of goods and services between states. However, there are exceptions. In 2000 to 2002, some states (notably Florida) passed laws prohibiting direct delivery of wine to residents of that state from out-of-state wineries. Ostensibly passed to prevent minors from ordering alcoholic beverages, the more likely source of these laws was lobbying by large liquor distributors who see direct delivery as an unwanted source of competition.  (On May 16, 2005, the U.S. Supreme Court issued a decision in Granholm v. Heald that said states must treat wineries located out of state in a manner identical to wineries located within the state.  This largely struck down the anti-direct shipment laws which usually discriminated in favor of in-state producers.
III.
A Brief History of Economic Globalization

A.
The First Globalization Period: 1820 to 1914

1.
Trade as a percentage of gross world product (GWP) rose from 5 percent in 1820 to 20 percent by 1914.

2.
After World War I there was an era of increasing protectionism.

a.
This culminated in the series of retaliatory tariffs in 1930 that contributed to the Great Depression.

b.
During this period international trade fell back to 5 percent of GWP.

c.
In effect, over 100 years of trade liberalization was undone in about 10 years.

B.
The Second Globalization Period: 1946 to Today

1.
This period begins with Bretton Woods (1946).

2.
By 1975 international trade was back to 20 percent of GWP.

C.
International Labor Flows

1.
At the beginning of the twentieth century about 15 percent of the U.S. labor force was immigrants.

2.
That figure is about 10 percent today.
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Immigrants are those that move to a country and intend to stay there. However there is another group that moves temporarily to a foreign country just to work. They are usually called guest workers. Divide the class into teams. Each team should try to find some statistics on the number of immigrants, the number of guest workers and their percentages in the labor force. If your class is ambitious, ask them to find some data over time. The final part of this assignment is for them to find one or two reputable economic studies on the impact of immigrants and/or guest workers on the U.S. economy. (EcoNLit is a good database to start with.)
D.
International Capital Flows

1.
Flows of “hot capital” were blamed for the collapse of the Southeast Asian currencies in 1997.

2.
Large swings in exchange rates increased the foreign exchange risk of those currencies.

3.
This prompted large capital outflows. This caused deep recessions in many of the affected countries.

E.
New Dimensions in Globalization

1.
NAFTA and GATT have sharply reduced trade barriers.

2.
Increases in the speed of information and commerce flows over the Internet have combined with lower travel costs (viz., U.S. airline deregulation) have made each of us more aware of cultural, political, and religious differences.

3.
The increase in cross-border terror has changed the nature of international relations.

IV.
The Benefits and Costs of Globalization

A.
The Free Trade Debate Revisited

1.
The basic argument favoring free trade is the theory of comparative advantage.  A country enjoys a comparative advantage in the production of a product if production of that product has a lower opportunity cost than it would have if produced in another country.
a.
Voluntary exchange is efficient and makes both participants better off.

b.
Two countries can benefit from free trade by specializing in producing products for which they have a comparative advantage.

c.
If consumers can buy a product identical to one they purchase from domestic producers at a lower price in international markets, why should they be forced to buy from domestic producers?

2.
Opposing Arguments

a.
Domestically produced goods are produced by domestic labor. Buying imports simply exports jobs.

b.
Foreign firms employ low wage workers, sometimes in sweatshop conditions. Buying imports contributes to substandard working conditions in poor countries.

3.
Proponents’ Counterarguments

a.
We can’t buy anything from other countries unless they also buy products from us.


TEACHING TIP: The text includes a detailed example of what would happen if U.S. citizens wanted to buy from Mexico but Mexican citizens didn’t want to buy anything from the United States. This example is worth going over in detail in class.
b.
Protecting an industry from foreign competition to save jobs will cost jobs in those sectors that would expand with free trade.

c.
Protecting an industry will lead to inefficiency. The industry may never be able to compete in world markets in that case. In effect a temporary protection may become permanent.  But if firms are able to reduce cost by outsourcing their prices will also fall.  Consumers paying those lower prices will find they can afford more goods and services.  Sectors that experience the increased demand will expand and flourish.
d.
Keeping the unemployment rate low is a macroeconomic issue. Example: The lowest unemployment rates in 30 years occurred after NAFTA and a new GATT round had been passed.

e.
Preventing international trade will not help reduce poverty.

4.
Environmental Issues

a.
Opponents argue that poor countries have lower production costs because their firms are not subject to the same environmental controls as wealthier countries.

b.
Proponents point out that poor countries with people living on subsistence incomes don’t have the resources to devote to environmental issues. A clean environment is a luxury good. As long as a country remains poor it will continue to pollute. Therefore the best policy is to increase the country’s income.

5.
Free Trade Rules and International Organizations

a.
Rules and organizations like the WTO undermine national sovereignty by forcing countries to give up some activities.

b.
This is certainly true. The text uses the excellent example of farm subsidies.

c.
The real question, however, is what is best for consumers? Generally the answer involves more competition and fewer subsidies to producers.

6.
Genetically Modified (GM) Foods 

a.
Genetically modified (GM) foods are strains of foods that have been genetically modified.  GM foods are produced by many companies today. The main crops are insect resistant soybeans, corn, and cotton.

b.
The problem is that we don’t know everything about the potential dangers of the newly created organisms. Several European countries have banned the import of GM crops. The European Community dropped the ban but insisted on mandatory labeling of any product containing even a trace of a genetically modified ingredient. (Remember not all European countries are in the EC. Complicating matters even more not all members of the European Economic Union belong to the European Currency Union.)

c.
U.S. producers have taken the case to the WTO. To date there is very little evidence that GM crops have caused any harmful side-effects.


TEACHING TIP: Ask the class to discuss genetically modified foods. Many of them will probably have a negative reaction. Then ask them if they have ever eaten hybrid corn or tomatoes. (They all have; it’s very difficult to purchase commercially grown corn or tomatoes that is not a hybrid.) Point out to them that hybrids are also genetically modified by selectively cross-breeding plants with particular desirable characteristics. Farmers have been genetically modifying foods for more than a century. This should provoke quite a discussion.
B.
Trade, Growth, and Poverty

1.
Do countries that are more open to international trade really grow faster?

2.
The NBER and World Bank sponsored a number of studies in the 1970s and 1980s. Most showed that countries more integrated into the world economy grew faster than those that were less integrated.

3.
Does this growth necessarily reduce poverty? Both empirical and theoretical evidence supports this argument.

C.
The Globalization of Labor Markets: The Economics of Immigration and Outsourcing
1.
Globalization also refers to the increased mobility of labor across international borders. What impact does immigration have on a country’s economy?

a.
Whenever unemployment rises someone will blame it on immigration.

b.
Florida, facing a massive influx of Cuban refugees, appealed to the U.S. government for funds to deal with them.

2.
A Brief History of Immigration Into the United States

a.
The first wave (the “Great Migration”) lasted from 1880 to 1924 when 25.8 million immigrants entered the United States. That was 40 percent of the total population increase during that period.

b.
During the 1920s Congress passed a national-origins quota system, limiting immigration from Eastern Hemisphere countries to 150,000. The effect of this law was to favor immigrants from Germany and Great Britain.


TEACHING TIP: For the geographically challenged, the Eastern Hemisphere includes Europe, Asia, Africa, and Oceania (Australia and New Zealand).
c.
During the Great Depression immigration slowed to a trickle.

d.
Currently immigration is about 800,000 per year. However, that excludes illegal immigration which is between 200,000 and 300,000 per year.

e.
Many illegal immigrants actually enter the United States legally, then just stay when their visas expire.
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There’s a wealth of data on immigration available at 
http://www.immigration.gov/graphics/ shared/aboutus/statistics/. Divide the class into teams and ask them to report on immigrants, refugees, and asylum-seekers from various regions.

According to this site actual immigration in the late 1990s was closer to 850,000 if refugees and those granted asylum are included. Illegal immigration averaged 350,000 per year with 7 million illegal immigrants in the United States as of January, 2000.
3.
Economic Arguments for Free Immigration

a.
Free immigration increases labor mobility and increases GWP.

b.
Example: Consider Mexico and the United States. A newly arrived worker from Mexico will immediately have higher productivity because there is more capital provided and the quality of the capital is better. Higher productivity means more output and a higher income.

c.
If real wages in one country are higher than in another country for the same job, labor should flow between the two until the real wage is equalized.

d.
The problem is not free immigration. The problem is that labor’s mobility between nations has always been restricted.

4.
The Argument Against Free Immigration

a.
Economists agree that the distribution of income among countries will change if free immigration is allowed. Income distributions within the countries will change, too.

b.
For example, assume the immigrants are low-wage labor. We would expect the real wage for low-skill workers to rise in the country of origin and fall in the country of destination. In addition, the return to capital will rise in the destination country, increasing profits. Thus, the top part of the income distribution benefits while the bottom part is hurt.

c.
Even this argument assumes full employment both before and after the immigration occurs. Do immigrants take jobs away from citizens? Do they drive up unemployment rates? Do they end up on welfare rolls, becoming burdens to taxpayers?

5.
The Evidence: The Net Costs of Immigrati0n

a.
The issue: Are benefits larger than costs? The answer hinges on another question: Does immigration reduce domestic wages and increase unemployment?

b.
Most studies (e.g., Card, 1990) have found only small changes in the wage rate and unemployment rate. However, those studies focused on the cities in which the immigrants arrive.

c.
Borjas, Freeman, and Katz (1992) argue that immigrants don’t remain in the city where they arrive. Looking at aggregate data they point to the large decline in the wage rate of high school dropouts during the 1980s. Their results suggest that one-third of this drop can be attributed to immigration.

d.
The evidence on government welfare spending is also mixed. Over time there has been a dramatic decrease in the levels of education, experience, and skills among new immigrants. At the same time immigrant participation in welfare programs has jumped sharply. Borjas, et. al., estimates that in 1990 immigrant households in the United States contributed between $7.6 and $10.1 billion in taxes while collecting $23.8 billion in benefits from means-tested programs.

6.
Is Immigration Bad or Good?

a.
We don’t know. Historically immigration has contributed to U.S. economic growth. Whether the most recent wave of immigrants will assimilate and perform like previous waves remains to be seen.

b.
Following the terrorist attacks of Sept. 11, 2001, immigration became intertwined with issues of homeland security.  The Immigration and Naturalization Service (INS) is now part of the Department of Homeland Security.  Visa applications are now subject to more scrutiny than before.  This new policy has led some economists to worry that the U.S. may lose some of the benefits of immigration.

c.
While immigration brings workers to jobs in the U.S. outsourcing sends jobs to low-wage workers in places as disparate as Bulgaria, India and the Philippines. Outsourcing was caused by technological changes and large investment in telecommunications hardware (the Internet and low-cost international telephone service).  Arguments for and against outsourcing are identical to the arguments for and against free trade.  These arguments date from David Ricardo’s work in the nineteenth century.
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The text includes an excerpt from the Wall Street Journal article “Legal Services Enter Outsourcing Domain.”  And it’s not just legal services.  Thomas Friedman cites the case reported by Johns Hopkins president Bill Brody who reports that hospitals are outsourcing reading CAT scans, MRI images and other radiology documents to India.  Ask the class to brainstorm other services that might be outsourced in the future.  Start with your job (professor).
D.
Capital Mobility

1.
In the global economy savers and borrowers can look to worldwide markets for lending and borrowing opportunities.

a.
Virtually every well-diversified portfolio includes some foreign assets.

b.
Most large corporations are multinationals.

c.
One-third of all foreign holdings of U.S. securities are held by the Japanese.

2.
The Argument For Free Capital Mobility

a.
Capital will flow into its most productive uses.

b.
If this rule applies within a country it should also apply among countries.

3.
The Argument Against Free Capital Mobility

a.
Rapid and free capital flows (especially short-term “hot” capital) have had adverse effects on some countries.

b.
During the mid-1990s a tremendous volume of financial capital flowed into Thailand, Indonesia, and Korea.

c.
While this helped these economies grow rapidly, it also caused their exchange rates to appreciate. This, in turn, made imports cheap, leading to more imports, increased demand for foreign investment, and so on.

d.
This created a condition of overinvestment in these three countries. When the rate of return on investment began to fall (as it must eventually) all the foreign investors tried to pull out at the same time. This caused massive depreciations of the exchange rates.

e.
This has led some countries to impose capital controls, placing strict limits on the volume of financial flows into and out of the country per year.

f.
As Stan Fischer notes, no country has yet to shut their capital markets to foreign investment. This is, in effect, a revealed preference for foreign capital on the part of developing countries.

V.
Public Policy and Globalization

A.
Global Externalities and Public Goods

1.
Public goods (social goods) are goods or services from which individuals benefit, but cannot be excluded from consuming the good or service.

a.
In general, one individual’s consumption of a public good does not reduce someone else’s consumption of the same good.

b.
These two characteristics are called nonexcludability and nonrivalrous consumption.

c.
Classic examples are clean air, clean ocean water, and national defense.

2.
What about public goods whose benefits are worldwide? Even governments face the free rider problem.

a.
Example: global warming.

b.
Taking actions to prevent global warming would presumably produce a worldwide public good. There is no way to exclude anyone on the planet from the benefits. Further, one nation’s consumption of reduced planetary temperature cannot reduce any other nation’s consumption.

c.
This gives countries an incentive to try to not contribute. This incentive is particularly strong for developing countries like China and India.

3.
Externalities

a.
Global warming can also be thought of as an externality, a cost or benefit created by some activity or transaction to which the affected entity is not a party.

b.
When one country imposes a cost on another the two countries may be able to resolve the issue by negotiating.

c.
When many countries are involved the negotiation becomes much more difficult.


TEACHING TIP: You can work in the economics of information here. Point out a basic law of information theory: The number of required communications increases with the square of the number of parties involved. Thus moving from two to twenty countries means increasing the number of communications by a factor of about 400.
B.
Nongovernmental Organizations and International Economics: The Washington Consensus

1.
A few years ago the IMF set conditions that had to be met before a country could qualify for development loans and grants. These conditions are called the Washington Consensus. They include:

a.
Fiscal discipline (small budget deficits at most);

b.
Public expenditure priorities in health and education;

c.
Tax reform (broadening the tax base, low marginal rates);

d.
Positive and moderate market-determined interest rates;

e.
A competitive, flexible exchange rate;

f.
Import liberalization (free trade and reduced tariffs);

g.
Openness to foreign investment;

h.
Privatization of industries;

i.
Deregulation; and

j.
Protection of property rights.

2.
The problem is that these guidelines don’t allow room for individual country differences.


TEACHING TIP: Many observers believe the Southeast Asian currency collapse was prolonged by the IMF’s policies.
3.
In recent years the IMF has moved in the direction of gradualism rather than insisting on precise enforcement of the Washington Consensus.

VI.
Globalization, Capitalism, and Democracy

A.
Political and Economic Organization

1.
Advocates of globalization often support laissez-faire capitalism.

2.
Are globalization and interdependence intertwined with political structure?

B.
Government Organization

1.
In a democracy the population is given control (however indirectly) over the political process.

2.
In a dictatorship a single individual has control over any decision.

3.
The central issue is the extent to which decisions of the government express the will of the people.

C.
Economic Organization

1.
In a pure socialist economy the government owns the land and capital. Resources are allocated by a government plan.

2.
Under laissez-faire capitalism the government plays virtually no role at all in the economy. Resources are allocated by households and businesses acting in their own best interest. Decisions are made through the market.

D.
The Real World

1.
Most economies are mixed economies. Thus the real debate is about the role of government in the economy.

2.
Almost everyone believes there are some things the government is best situated to perform, such as providing public goods.

3.
There is debate about many other issues such as the best ways to control monopoly power, handle externalities, and provide accurate, timely information.

5.
Even in the United States 30 percent of total income goes to taxes.

6.
Some countries such as Sweden and Denmark have democratic political systems with very substantial government intervention in the economy.

7.
Other countries such as Singapore and Chile are dictatorships but have almost completely market-driven economies.

E.
The View of Economists

1.
Economists generally tend to favor globalization.

2.
Economists also generally favor market solutions to problems.

3.
However, there is a wide range of opinions even among economists about both issues.


[image: image8.wmf]
TOPIC FOR CLASS DISCUSSION:


[image: image9.wmf]

One of the more notable economists opposing globalization is Dr. Joe Stiglitz (Nobel Prize, 2001). For biographical information about him see http://www.arts.cornell.edu/poverty/kanbur/StiglitzIntro.pdf. His most accessible and controversial work is his book Globalization and Its Discontents (New York: W. W. Norton. 2002). Divide the class into teams. Assign each team one or two chapters in this book. Have the class debate Stiglitz’s reasoning and assumptions. Take a look at what Brad de Long has to say at http://www.j-bradford-delong.net/movable_type/ archives/001397.html.
V.
A Final Word

A.
There is no consensus about the desirability of globalization.

B.
There are powerful logical arguments that favor free international trade.

C.
Economists tend to favor globalization for many of the same reasons we favor markets. We believe specialization, efficiency, and exchange are, by and large, good for consumers.

Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).
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Application 1: The Costs and Benefits of Immigration

There have been a number of economic studies of immigration in recent years.  Divide the class into teams and assign each team one of the following papers.  Tell them to prepare a 10-minute presentation to the class on the major conclusions of their paper.  And warn them not to get too bogged down in the mathematics or complicated jargon.

Some of these papers are a bit difficult to find and others are available online by subscription only.  If your library doesn’t subscribe try inter-library loan service to see if they can track it down.  If you want to update the list do a search of EconLit with the words “immigration” AND “cost.”  Abstracts are included in the following for your convenience.  These abstracts are provided by the publications.  New information added is offset in square brackets [ ].

Mundra, Kusum, “Immigration and International Trade: A Semiparametric Empirical Investigation.” Journal of International Trade and Economic Development, March 2005, 14(1), pp. 65-91.
Abstract: This paper examines the effect of immigration on the U.S. trade flows. The model hypothesizes that immigration facilitates international trade with home countries by lowering transaction costs. Immigrants also demand products from their country of origin and thus stimulate trade. Using a panel data set we estimate a dynamic semiparametric fixed-effect model. The immigrant stock, a proxy for transaction costs, enters the model nonparametrically, whereas other variables enter the model log-linearly, as implied by the gravity model of international trade. To estimate this semiparametric model, we develop a new instrumental variable estimator with desirable asymptotic properties. The results indicate that the immigration effect on imports is positive for both finished and intermediate goods, but the effect on exports is positive only for finished goods. The findings supports the hypothesis that for finished goods where country specific information is crucial for trading, immigrants have a pro trade effect for both U.S. imports and U.S. exports. This pro trade effect of the information and knowledge carried by the immigrants is not observed for the U.S. exports in the intermediate goods. Immigrants also have a strong demand effect both for the consumer and intermediate imports.  [In other words immigration increases both U.S. exports and imports of finished goods which are differentiated products with relatively inelastic demand.  But immigration only increases imports of intermediate goods while reducing exports.  Intermediate goods are less differentiated commodities for which demand is more elastic.]
Hatton, Timothy J. and Williamson, Jeffrey G. “A Dual Policy Paradox: Why Have Trade and Immigration Policies Always Differed in Labor-Scarce Economies?” National Bureau of Economic Research, Inc., NBER Working Paper 11866, 2005.
Abstract: Today's labor-scarce economies have open trade and closed immigration policies, while a century ago they had just the opposite, open immigration and closed trade policies. Why the inverse policy correlation, and why has it persisted for almost two centuries? This paper seeks answers to this dual policy paradox by exploring the fundamentals which have influenced the evolution of policy: the decline in the costs of migration and its impact on immigrant selectivity, a secular switch in the net fiscal impact of trade relative to immigration, and changes in the median voter. The paper also offers explanations for the between-country variance in voter anti-trade and anti-migration attitude, and links this to the fundamentals pushing policy.
Dew-Becker, Ian and Gordon, Robert J. “Where did the Productivity Growth Go? Inflation Dynamics and the Distribution of Income.” CEPR Discussion Paper 5419, 2005. (May be available at http://faculty-web.at.northwestern.edu/economics/gordon/BPEA_Meetingdraft_Complete_051118.pdf. Also published in Brookings Papers on Economic Activity 2005:2.)
Abstract: A basic tenet of economic science is that productivity growth is the source of growth in real income per capita. But our results raise doubts by creating a direct link between macro productivity growth and the micro evolution of the income distribution. We show that over the entire period 1966-2001, as well as over 1997-2001, only the top 10 percent of the income distribution enjoyed a growth rate of real wage and salary income equal to or above the average rate of economy-wide productivity growth. Growth in median real wage and salary income barely grew at all while average wage and salary income kept pace with productivity growth, because half of the income gains went to the top 10 percent of the income distribution, leaving little left over for the bottom 90 percent. Half of this inequality effect is attributable to gains of the ninetieth percentile over the tenth percentile; the other half is due to increased skewness within the top 10 percent. In addition to its micro analysis, this paper also asks whether faster productivity growth reduces inflation, raises nominal wage growth, or raises profits. We find that an acceleration or deceleration of the productivity growth trend alters the inflation rate by at least one-for-one in the opposite direction. This paper revives research on wage adjustment and produces a dynamic interactive model of price and wage adjustment that explains movements of labour's share of income. What caused rising income inequality? Economists have placed too much emphasis on 'skill-biased technical change' and too little attention to the sources of increased skewness at the very top, within the top 1 percent of the income distribution. We distinguish two complementary explanations, the 'economics of superstars,' i.e., the pure rents earned by sports and entertainment stars, and the escalating compensation premia of CEOs and other top corporate officers. These sources of divergence at the top, combined with the role of deunionization, immigration, and free trade in pushing down incomes at the bottom, have led to the wide divergence between the growth rates of productivity, average compensation, and median compensation.
Moses, Jonathon W. and Letnes, Bjorn, “The Economic Costs to International Labor Restrictions: Revisiting the Empirical Discussion.” World Development, October 2004, 32(10), pp. 1609-26.
Abstract: In a 1984 article, Hamilton and Whalley calculated the annual efficiency gains from free international migration. We update that study to compare developments over time, with the aim of producing more reasonable and politically-relevant scenarios. Our results suggest that the estimated gains from the liberalization of global immigration controls have increased substantially. Indeed, we find that even a small liberalization of international migration restrictions can still yield substantial gains. In particular, we estimate that a 10 percent increase in international migration corresponds to an efficiency gain of about US$774 billion (1998).  [The authors also estimate that the gains from unrestricted labor mobility may be as high as US$55 trillion, an amount greater than gross world product in 1998.  Their smallest estimate was US$1.97 trillion, about 5.6 percent of GWP for 1998.]
Application 2: Exchange Rates, Interest Rates, and Income

This application is only appropriate for those teaching this chapter as part of a macroeconomics course (or a one-term principles of economics course).

This short example can be used to illustrate many of Mundell’s principles of monetary and fiscal irrelevance under various exchange rate - capital mobility regimes. Consider an economy with no government (hence no taxes) but which is open to foreign trade. The economy is described by the following system of equations:

	Goods and Services
	Description

	C = 100 + 0.8 Y
	Consumption expenditure

	Ip = 50 - 1,000 r
	Planned investment expenditure

	NX = 20 - 5 e - 100 r
	Net exports

	Money and Assets
	

	(Ms/P) = 200
	Real money supply

	(Md/P) = 0.6 Y - 500 r
	Real money demand


In this system e is the exchange rate and r is the (real) interest rate. For convenience the price level is held constant. Note that the model works as expected. An appreciation of the dollar means e rises, causing the balance of trade to deteriorate. A rise in the interest rate causes a capital inflow. That in turn also means the balance of trade must deteriorate.

The example is constructed thinking of the United States as the domestic economy and Switzerland as the foreign economy. Thus e is the exchange rate in Swiss francs per U.S. dollar. Begin by assuming the exchange rate is 2.0 and solving for Y and r.

IS: Y = (5) [170 - (5)(2) - 1100 r) = 800 - 5500 r

LM: Y = 1,250 r + 250

Equilibrium: Y = 351.85, r = 0.08148 or 8.148 %.

Now suppose instead that r is set by international capital markets and that the current interest rate is equal to the world interest rate (8.148 %). We can set up the IS-LM system so that e and Y are the endogenous variables:

IS: e = 16.074 - 0.04 Y

LM: Y = 1,250 r + 250

But r = 8.148 % is set by world capital markets so the LM curve becomes Y = 351.85. In other words, the world interest rate determines domestic income as long as the economy is small and open to international capital flows. This is Mundell’s theory of the irrelevance of fiscal and monetary policy under such circumstances. However, fiscal policy does have a role: It determines the equilibrium exchange rate. Suppose, for example, that autonomous consumption increases by 10. The IS curve becomes 

Y = 451.85 - 25 e

or

e = 18.074 - 0.04 Y

Since Y = 351.85, e must equal 4.0. In other words an increase in autonomous spending causes the exchange rate to appreciate but leaves equilibrium GDP unchanged!
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