PART 1

PrEfACC e iiierrreteeetunncerencreseecstarnionsssessensssssonsosstsssssnsonssssonsessosssssastesssssssannsones veeerenssenessunennns 19

Introduction 29
‘What Is International ECONOmMics ADOUL? ......coveiieerernieemienininiiiiiieeeiiseieeeresnsesessmmmamn. 31
The Gains from TTAE ..o.ooei it s mas e e
The Pattern of Trade ...co.oviiiii et
How Much Trade?........cooooiininniccinnirecenens
Balance of Payments ..........occvevecrvniinaneenieereninnes
Exchange Rate Determination ......
International Policy Coordination
The International Capital Market........c...ccoceernnneee
International Economics: Trade and Money ................. eretraeessatsterenssase s st b ras s ansaresssasersesoress 37
International Trade Theory 38
World Trade: An Overview 38
‘Who Trades With WHOI? .......uiiiininiiccniisntiemimimmiiemneiesetesessesnssssssasssassasss 38
Size Matters: The Gravity MOdel ......cc.oooviiiiiiiieiiiiiiic it 39
Using the Gravity Model: Looking for ANomalies ........cccccouvveeiveiiieiiniceeieinnninecnsecnns 41
Impediments to Trade: Distance, Barriers, and Borders ......c..ccoevivniinciieeeiiiiniieeniicnnees 42
The Changing Pattern of World Trade ........cccccrvieuverioninnnncinsninnnsiisssnirermevesscsssmmensssemene 44
Has the World Gotten Smaller?........ocoocvviiiiriiiiiiin s i 44
WHhat Do We TTAAET ... .ot ettt e e ettt ettt e s e s e e e eeeanesaesae e 46
Service OffSNOTING ...eeeviiiiiiiiiiieeceere ettt san e s ter e e et s e e s e e e aatevaesenneranes 47
Do Old Rules Sl APPLY? coeeeviiiiiiiineniveenttinentsieniinessaiecssssssessesnsssssssssansanes 49
SUDMALY cvriiineeenreesrensnssnssensinsiiiiiisisssssessassssessasssarsrsssssissisistsssssssssssassssnssssssssssaresssrores 50
Labor Productivity and Comparative Advantage:
The Ricardian Model 52
The Concept of Comparative Advantage........... eerrreseeesineenninens eristreesssssasatsesanaenresrerares w33
A One-Factor ECOROmMY ......c.oceevvevcenvuenes
Relative Prices and Supply.......
Trade in a One-Factor World )
Determining the Relative Price after Trade........oooooiviiiiniiicnicerrit s

sox: Comparative Advantage in Practice: The Case of Usain Bolt
The Gains from Trade ..o et e aa ettt eraae
A Note on Relative Wages

sox: Economic Isolation and Autarky over Time and Space........ceven. resrresesesesantriessnraasissranes 04
Misconceptions about Comparative Advantage...........

Productivity and COmMPEtitIiVENESS ........cccviriiiieiiiiiieiiie ettt et
eox: Do Wages Reflect Productivity? .................. .-

The Pauper Labor Argument
EXPIOTEALION 1.coviiivieei ittt ettt e e s et e e eerseen
Comparative Advantage with Many Goods...................
Setting Up the Model.......ooiiiit ettt e
Relative Wages and SpecializZation ............coccouerierriieiiiiciieses et ene e vees s seseees
Determining the Relative Wage in the Multigood Model




Contents

Adding Transport Costs and Nontraded Goods..........cocoveveeererrneerenenens reresarissssranananearneraans 72
Empirical Evidence on the Ricardian Model
Summary

...........................................................................................

4 Specific Factors and Income Distribution 79
The Specific FActors MOdel.........nuuiiiiiiiiorinireerniariniescscsnrnsnescsssssnmissssasesssassesenesses rernnenn 80
BOx: What Is a Specific Factor?...................

Assumptions of the Model.......................
Production PosSiDIITIES ........oiiee it e r e e 82
Prices, Wages, and Labor ANOCAtION ........oco.oiiieiie et ee e a e 85
Relative Prices and the Distribution of Ineome . c....c.oooioiiiiiioie e 89
International Trade in the Specific FActors Model .......ccceveveereeeeevensininriisnienessvessssssrecssssssenss 91
Income Distribution and the Gains from Trade .....ocveeiiecreeiiviriiireccirnieerescecesssasesssns 92
The Political Economy of Trade: A Preliminary VIEW.....ccceccervrnsesicninnsnsnrseessrsassesseveneeseses 95
Income Distribution and Trade Poltics............cocoooiiiiiie e 9%
CASE sTUDY: Trade and UnemplOymeDt.... . iiecicnieinerrrenerruneeeeieinnenioimessreessssessasssosssss 96
International Labor Mobilify ......cccoeveicimnennnnnneresssnenes esteserasesssesesinestieanasesasearsresnasanens 100
case stupy: Wage Convergence in the European Union ......cceeeeeeccrcnennniernennesseesessnsasassesss 102
cASE stupy: Immigration and the U.S. Economy: Future Prospects........oneereecesaeressserne 104
SUMBATY «.evervrrinrereermnnnrsossnasnerssesetasmesssanmmmiesissssnesssssessssansassnsssase eesesanaraassae 107
Resources and Trade: The Heckscher-Ohlin Model 115
Model of 2 TWO-FActor ECONOMY ..couvneeiiiiiriiiiieriresvnisscessesennsrssuresssessisessesssseseseresssssssassans 116
Prices and ProdUCHON ....co.oiiiiitieriie e et e e e ettt et e ae e
Choosing the Mix of Inputs....................

Factor Prices and Goods Prices
Resources and QUEPOL....ooooioiiiiii e
Effects of International Trade between Two-Factor Economies
Relative Prices and the Pattern of Trade
Trade and the Distribution of INCOMIE. .......ocooviioieeeee e eeeaes
cask stupy: North-South Trade and Income Inequality ................. etesreriisesasressasesansesssavane 128
Skill-Biased Technological Change and Income Inequality .......ccooeeveereriveieinnnnnn...
sox: The Declining Labor Share of Income and Capital-Skill Complementarity
Factor-Price BQUAlZAON ....c. oo et e teeaesesseereree e e
Empirical Evidence on the Heckscher-Ohlin Model .....
Trade in Goods as a Substitute for Trade in Factors: Factor Content of Trade
Patterns of Exports between Developed and Developing Countries
Implications of the Tests

SUDMATY ..ovoerneirresrisnininanssnsessssessesnns ereeesstessrestsniestensaasasasesaennre
6 The Standard Trade Model 151
A Standard Model of a Trading Economy .............ceeeeeuvrererene oureernrnsistitta s et sessaaasesne 152
Production Possibilities and Relative SUPPIY ......cooorvvvevrreeieooreireeiiiinni e 152
Relative Prices and Demand............c.oociiiiiiiiii e se st ere e 153
The Welfare Effect of Changes in the Terms of Trade .....ccccoovovmereeriiiiiiiccreece e 156
Determining Relative PrCes .........ocoooiiiiiiiii e emes s sttt 157
case stuby: Unequal Gains from Trade across the Income Distribution....vevinnienns
Economic Growth: A Shift of the RS CUIVE ....ccoovviiieoriiviceiniireseeic e

Growth and the Production Possibility Frontier
World Relative Supply and the Terms of Trade
International Effects of Growth



Contents

case stuby: Has the Growth of Newly Industrialized Economies
Hurt Advanced Nations?.....iiinenioeeriienasisssssssesssessssnsesrssessine 164
Tariffs and Export Subsidies: Simultaneous Shifts in RS and RD .......coveeveivvnennnieesaresenne
Relative Demand and Supply Effects of @ Tariff ...,

International Borrowing and Lending............ ererreseseraeaetis st s b e b s s anana e s asens
Intertemporal Production Possibilities and Trade
The Real INereSt RATE ... iiiiiiiiiiiiiiieee ettt e ee e s s ae s
Intertemporal Comparative AQVARIAZE .........vevoveerveriiiiiiii e

Summary........ tesnssearaserassensoroass reesrrecssisissaeretrareenoaaeraTetetbtaresesetestisueesatasarasasasasstratetetrtiesestes 172

External Economies of Scale and the International

Location of Production 179
Economies of Scale and International Trade: An Overview.......iicinniininnnienevensisn, 180
Ecenomies of Scale and Market Structure.......oooeeeeeeveveseniiiennseninnnseseess seserseasanane consrrnrnnes 181
The Theory of External ECOROMIES.....cocovverirnrerecsneneanavacennas rrevennnnene cornessnes eresareananssneerseans 182
Specialized Suppliers........cccorecuerane reeersrenesnsesssaseanaserene serersetaristensncasastasssssensarassannararensiae 182
Labor Market POoHRg .........ccooorrvniniinisesesssassonensenee sressnsrsniieeshsesneaen seseeresssnsnenans 183
Knowledge Spillovers...........ccoeronverrnersnnenenns vevevene teeesereretrsrnisnresreteressstesasanensssssaes cressrareeins 184
External Economies and Market Equilibrium ... 185
External Economies and International Tragde.........cccouieiieiiiinnniniecnninecissessnaresesnssn. 186
External Economies, Qutput, and PrICES ........ocovvueieiriimiiiiiitiitiicieree e en i 186
External Economies and the Pattern of Trade ......ccovviviiriiniiniiiiie i 187
BOXx: Holding the World Together ......cuccervrnriereenas
Trade and Welfare with External Economies
Dynamic Increasing Returns ........co.ooocoieverve e
Interregional Trade and Economic Geography ............ creerieeenens erereraisssstereantaananesesaresesesisans 192
BOX: Soccer and the English Premiere League .......cceervvnenee. rresrserebrsteses s res s aassanssetens 194
SUIMIMATY ccvvineirrarneeerescncesansararsserersrerssssrisssesssssessassanasss fossssaessssstassssssssssssssnsssssanasee evesetens 195
Firms in the Global Economy: Export Decisions,
Outsourcing, and Multinational Enterprises 198
The Theory of Imperfect Competition........ B USRI ereereseseinan 199

Monopoly: A Brief Review
Monopolistic Competition

Gains from an Integrated Market: A Numerical BEXample......cooovoovivreirinicicerier e 208
The Significance of Intra-Industry Trade ....ccooovovooiiueeie i, 212
CASE STUDY: Automobile Intra-Industry Trade within ASEAN-4: 19982002 .......ceceeeeveienannn 214
Firm Responses to Trade: Winners, Losers, and Industry Performance ............... oasenseans e 215

Performance Differences across Producers
The Effects of Increased Market Size

Trade Costs and Export Decisions.........cocneensensuenee

Dumping..........cevercreceresnnnnvenens

CASE STUDY: Antidumping as Protectionism........................ rererarisssnbni et e s ate s sas crsvensnenns 223
Multinationals and QUISOURCINE «c..vevecevmrerercarereerrerresssneressneesessassesessoses crerseeatteesensassesnannans 225

CASE STUDY: Patterns of Foreign Direct Investment
Flows around the World................... et e asasesaseone SN 225



10 Contents

PART 2

10

The Firm’s Decision Regarding Foreign Dirvect INVESHNENE .......cccvmiviernnrrneressssseessssanernns 229
O UIESOUTCITIE ottt eeee ettt et et ettt oo e e e e s e e e e e e e e e res et e et e e aes e st e ettt e e e e e e e eenananaraes 230
BOX: Whose Trade Is It?.....cccccueiiieimnininernacesernectaesseesssesssasssesarrsssessessassassasses essseatasananes 231
cAsk sTupy: Shipping Jobs Overseas? Offshoring and Labor Market Outcomes
i GETINANY cvvevircrervenrreanesneecnnmermisneressarnsnenes erreesesanatarsarbrttaiste et e tses et s teassaraasesnnrsns 233
Consequences of Multinationals and Foreign Outsourcing.......c.oo.oooovoiiioiiein e, 236
SUDIIIATY ceviiciiriiarnnnarinsssrcasssssrssssssseinssssssvsiseressessessssssessasssasssensssssessasssesssassassess verernsereranass 237
International Trade Policy 243
The Instruments of Trade Policy 243
Basic TArIff ANAIYSIS .vuivieiaieesesersnsienissserisiiinsessesssessssssssssrsssssesssemasssssresssesssessssnes reenerees 243
Supply, Demand, and Trade in a Single INdustry ........o..cooeiiiiiiece e e
Effectsof a Tanifl ..o
Measuring the Amount of Protection
Costs and Benefits of a Tariff .........cccccceevveeeerenrsverernssvessseeaseren
Consumer and Producer SUFPIUS..........o.oiiiiieeice et e 249
Measuring the Costs and Benefits ..o.vi o oiieeiiieeeeee e eeee ettt e e e e aenr et 251
BOX: TATIffS aNd RetaliAtION ......cecvuunvrrerrereiiiionieieieessaresssaesessasssssmesasssseressssssssassrssessensnanns 253
Other Jnstruments of Trade POLICY .......ccimsmereineieresereneniesresssarissmsiamiesssssossesessassssesens 258
Export Subsidies: Theory ... ...ocoiviiririiei ettt 255
cast stubY: Europe’s Common Agricaltural Policy ....c.covvviniecviinnmereniirnncsinsensssicnssecnssssnnnns 256
IMPOTt QUOLAS: TREOTY ...o.viiii ettt aa s e s et e e e sse s eresseesaessesraseresesraeste s e smnaneenns 257
cast stupy: Tariff-Rate Quota Origin and its Application in Practice with Oilseeds............. 258
Voluntary EXpOTt RESITAINES. ....oouue ittt ie et ie et et e e s e eaa et e s eess e n e saeeean
CASE STUDY: A Vohmtary Export Restraint in Practice
Local Content ReQUITEMENTS. .........ouviiiiiieiersiieceeeieeeessscanaserae e eaesetenersssesssssesaes s snseneeias
Box: Healthcare Protection with Local Content Requirements ....... S, reveenne seserensanenes 264
Other Trade Policy INSITUIMEIS. ... ..covoieiiiii oot et ceee et eeese st et eseaasaae s ees 265
The Effects of Trade Policy: A Summary ............. srsrovsesinaees ceretreeteesaerererea s anaesesenaeate 265
SUDMIATY covevvaiirieisiiianisminescstessessssssssessssssssassssssrssssssssssesssssessseassssssessssessscssrsasssnsssssssarsrsss 266
The Political Economy of Trade Policy 274
The Case for Free Trade ...................... crseressesrsrtisetesastsaeateeanreonrasosnse srrnereessases eesesneveasanes 275
Free Trade and EIICIENCY ............oooveiiii et ee et eeee et aesesannnaaene
Additional Gains from Free Trade
RENE SEEKIIIE ...oveieiec et er et ees et nsen s e e e
Political Argument for Free Trade
National Welfare Arguments against Free Trade ......c.ccccereaeesrcnrnessaesossnsisssessesscsseseasasesasans 278
The Terms of Trade Argument for a Tarifl ......coovviioieies et 278
The Domestic Market Failure Argument against Free Trade....
How Convincing Is the Market Failure Argument? ..........cccovviriiiareeicrreceene e esesee e 281
Income Distribution and Trade PoHCY ....oevvvveereineneisvaresinirirnses rerermersn st avassnee s .. 282
Electoral COmMPELIION .........coovieieeiieoeie e eeeee sttt eae e s e e e e et asaesrasbstsesea s eebeesrans e
COHECHIVE ACHION. ¢ttt ettt ettt e e et e ae e et e s e s ennan e
sox: Politicians for Sale: Evidence from the 1990s
Modeling the Political Process...........cocoeeereeeeens
WHO GEUS PLOECLEAY ..o e eee s see sttt a s emasaan e e b esetassss e snssanssotsreesnresaneaaaann 286
International Negotiations and Trade Policy
The Advantages of NEGOUAtION ... ... ..c..eeioeeieeiciieerareeeseseasaeeeeasesssaseasassssemsersasasasesssessnees

International Trade Agreements: A Brief History
The Uruguay ROUNG ..o oottt ee e ettt eeas ettt arne s




Contents 11

Trade LIberaliZatiOn ...icvviviiei et ee et et e et es e
Administrative Reforms: From the GATT to the WTO

Benefits and COSES...oiiuuiiiiiericciivnirircereeeesesseeeera e eeeeeeeenans
BOX: Settling a Dispute—And Creating One.....c...coeet .
case stupy: Testing the WTO'’s Metal.....ccceeerevccnnenne
The End of Trade Agreements? .......cuveirennsecisscsenenne
gox: Do Agricultural Subsidies Hurt the Third World? .....

Preferential Trading ASICEIMEIITS ..o iiriveiiiier ettt r e e e e s e e e 299
BoOx: Free Trade Area Versus Customs Union .......cooveieinvininnnnne, ceereesetesstestaenasnnnsnnteiesiies 300
BOX: BIEXit cococvieiiicnninnessisseneiniininiinenssssssesessonss
case stupy: Trade Diversion in South America............

The Trans-Pacific PATtNErship ..ot e
SUBIBATY covevrivverienianeietenrstsnsissicisissinsssssssssssessressasssenssosssssorsotesssssssssarasssssssnsnsnnse versenrenes 304

11 Trade Policy in Developing Countries 311
Import-Substituting Industrialization .......c..c.ovvvevicininmmnii s, 2

The Infant Industry ATUIMENT.... oot 312

Promoting Manufacturing through ProteCtion ............c.ccovcioniiciniiieseieenres e, 314
CASE sTUDY: Export-Led Strategy ......ccovvervenererne B OPUCUUPPORE 316
Results of Favoring Manufacturing: Problems of Import-Substituting Industrialization ...... 317
Trade Liberalization since T1985......vviiineetinirinnirassinniminesmisensrssmsssssrssssesesmnone 319
Trade and Growth: Takeoff in ASia .ocvieivieverninieiinirmiirnenininnessenesrssesssneseessasasnes 321
BOX: India’s Boom.....ccuoveeeereiiiinininnnninvinenresisoreriosoveneens eesrersarsatssssaresasavraans resesesssnnsian 323
SUMMNATY «.ievvreiererenrssesraeassanncesesstisssarssestiimiesssssessessansssssssssessstssssotssesnss ceevesessasarnnanes resenerone 324

12 Controversies in Trade Policy 326
Sophisticated Arguments for Activist Trade PoliCY .....ccuvvivniinminniininieoieecssenssssienessscsnenns 327
Technology and EXEEIMAITIES ... covicveiiriiiresiees e et eesaneaneesiassabeiaeesrenesesesesmaesenesmesseenane 327
Imperfect Competition and Strategic Trade POICY .....oooviiiviniiiiciiin i 330
BOX: A Warning from Intel’s Founder ........ccceeeeereveereiancieennnreccnne cetverstisssentnresanen esecsananens 332
cAse stuby: When the Chips Were Up
Globalization and Low-Wage Labor.....ccvecviiirarrecicnnn.
The Anti-Globalization Movement ....
Trade and Wages Revisited ...

Labor Standards and Trade Negotiations
Environmental and Cultural ISSUES ..o ivriieiie e
The WTO and National Independence
CASE sTUDY: A Tragedy in Bangladesh....

Globalization and the Environment.....ccccccvvererennne esbasearesreeetetesesauassreaeasatesesasstttanrsnresatanes

Globalization, Growth, and Pollution

The Problem of “Pollution Havens”......

The Carbon Tariff DISPULE. ...evii ittt e e e eeoe s
Trade Shocks and Their Impact on Communities...... rersestaene eotrerreeeeesessaneteasestastananaassiatanas 345
SUIMMIALY oeoivuinrinirinsrnesssesnsrsesasssstonmmatosiississsseersrassssssasnnssssssssssnesssossos cesrsereretasnesssastranas 346

PART3 Exchange Rates and Open-Economy Macroeconomics 349 -
13 National Income Accounting and the Balance of Payments 349

The National Income Accounts .............. etrssteesserererarneaanansn eestarersusveeresessnsnsssasenonssasrennrene 351

National Product and National Income



12

14

Contents

Capital Depreciation and International Transfers...........ooovovrmieiiiniiii
G108S IDOMESHC PIOAUCE ... evv e eee ettt te e e e et eaas s et eaeetere st esnas s e e seeesvnenes
National Income Accounting for an Open ECONOMY ......cccoucererrmenvinncnninmisinssesssssssesesssenss
CONSUITIPLION ..voereurienerataieesse e ettt bt ti bt et s e e s s s s e s es st as et b e e e e e nseeas
InVestmMeEnt.......ccovviviiveiiicr v
Government Purchases
The National Income Identity for an Open Economy
An Imaginary Open ECOMOMY......ooiviiiiiiiiiiiiiii e s
The Current Account and Foreign Indebtedness........cc.ooeveeiiiiiiiiiiiii e
Saving and the Current Account
Private and Government Saving
sox: The Mystery of the Missing Deficit
The Balance of Payments Accounts...................
Examples of Paired Transactions ...........cceooiievviniieanneneeimiiineiinann,
The Fundamental Balance of Payments Identity
The Current Account, Once Again
The Capital Account ............ocvevvveunerieerianns
The FiNanCial ACCOUNL ..........ccoruuerumimiiiintriittiraeessreeeaenas s s aesaneteataratnsasatasteeenamaeasaeaesees
StatiStiCal IISCTEPANCY ......e.vieeeerrreenimeiie it seeeet it stae st et e bt s e eaatnsasetese e e enraeeaaanaaeeas
Official ReServe TraNSACtIONS ....uvvvvmneiieee ittt cte et e st e e e e s e e e e eeaestesteas et saeseeseeaenneseaeeaenes
cast stuby: The Assets and Liabilities of the World’s Biggest Debtor ..........ccoceeervvneeanennenes 369
SUMIMATY ceevvnvnnirniiessissinsissssssssssnnasessssnn eviesesssasssassenns esstsests e ssasbas s e aean 373

Exchange Rates and the Foreign Exchange Market:
An Asset Approach

Exchange Rates and International Transactions
Domestic and Foreign Prices..........cuvvevveeeceeennne.
Exchange Rates and Relative PIICES. .. ...vv i eeeeeitiaeevs e sicrtetnnsresaesseaneessaaeaeneaeaes

The Foreign Exchange Market .........ceeeeveierinmniiinsiieieniessissienisssssssssessass
THE ACEOTS ....eeeeeoteeeeeeee ettt e e etk a e et s te s b2 b e st e e s e msse et e ke asaeasseanseseas e asneannansnnn

gox: Exchange Rates, Auto Prices, and Currency Wars......co.cueeeveeseencvescnnee reterseseensanseness 383
Characteristics of the Market......c..c.coooviriiiincccenne
Spot Rates and Forward Rates..............
Foreign Exchange Swaps.............cccoeeee.
Futures and OPHOnS ....ooiieiereee et ss e s e e e s e s et e s

The Demand for Foreign Currency Assets
Assets AN ASSEt RELUINS ... ....occoieieeeitertiiitanieie e re e s ees e s e s sassensessaesersesenseassnnae e e s es

sox: Offshore Currency Markets: The Case of the Chinese Yuan .................. rrreraenenennse veees 389
Risk and Liquidity
Interest Rates ........occooverevrcerarnenans
Exchange Rates and Asset Returns
A SINPIE RUIE ...ttt s es et e
Return, Risk, and Liquidity in the Foreign Exchange Market.......c..coooooiiiiciinnennn.

Equilibrium in the Foreign Exchange Market
Interest Parity: The Basic Equilibrivm Condition .......ccoocieviciiiiiiiiececee e
How Changes in the Current Exchange Rate Affect Expected Returns ..
The Equilibrium EXchange RALe .....occorriairiimiiii e reee sttt ens s n e s
Interest Rates, Expectations, and Equilibrium... ...
The Effect of Changing Interest Rates on the Current Exchange Rate...

The Effect of Changing Expectations on the Current Exchange Rate .............ccccooeo e
case stupy: What Explains the Carry Trade? ...............cccovcnvevenaeee
SUMIMATY «.ovveerimneesissnsisisinsinniensstoscsssesssssssnsassssssesmussusessssssasssassnssnses




Contents

15 Money, Interest Rates, and Exchange Rates 414

Money Defined: A Brief REVIEW .....cccovieverirsrsinierreannmenmmsimimiminmsiissrmsesserssnsesmstsiis 415
Money as a Medium of EXCRANZE .......coocovviereiies ittt 415
Money as 2 Unit Of ACCOUNT.....cvvieireieriiiiesiie e erie et e e e nsesaanss 415
Money as a Store Of VAIUE .....ccviiiiieiiciii it e 416
WAL TS MOTIEY? 1. vvieeeeeeeece et crcssesaessenaa e e s e e e e s s s emms st et e et e b et s e e abasba e s aa s aaasesaeer e 416
How the Money Supply Is Determined .........ccoooiiiiiiiiiii e 416

The Demand for Money by IndividualS......cooevvieriiioiimmmimmriiniiniiniecnniscccsees e 417
EXPected RELUIML o..i ittt b ettt 417
RIESK ettt ettt bttt et h ekt st e en e 418
LAGUUEAIEY ettt ettt ettt a e n e nen e 418

Aggregate Money Demand..........uuviiviniensisensiiesererenesnrnienmnnomsssisitessteessssssrsssons 418

The Equilibrium Interest Rate: The Interaction of Money Supply and Demand................... 420
Equilibrium in the Money Market ...
Interest Rates and the MONEY SUPPIY....ccccoricreiirieeiiiiiii it cssacssaesasssssrassssnenens
Output and the Interest Rate.........ooovviiiii i,

The Money Supply and the Exchange Rate in the Short Run
Linking Money, the Interest Rate, and the Exchange Rate........
U.S. Money Supply and the Dollar/Euro Exchange Rate ...
Europe’s Money Supply and the Dollar/Euro Exchange Rate ...,

16

Money, the Price Level, and the Exchange Rate in the Long Run...
Money and MONEY PriCES.......c.iiiiiiiiiiieeireivertreenoeetbes ettt ras e e et aa s e naan s
The Long-Run Effects of Money Supply Changes .........c.ooviiiinnniincrieniin e
Empirical Evidence on Money Supplies and Price Levels
Money and the Exchange Rate in the Long Run ...

Inflation and Exchange Rate Dynamics.....ccccccevveeesseranna.
Short-Run Price Rigidity versus Long-Run Price FIeXibility ......ccccoomnvniieceiiirmmieiniiniiienns

sox: Money Supply Growth and Hyperinflation in Zimbabwe........cvevvnvrcvncenivnennnennnnnn.
Permanent Money Supply Changes and the Exchange Rate.........c.cc
Exchange Rate OVershOOUNE ..ottt e

cask sTupy: Inflation Targeting and Exchange Rate in Emerging Countries ..........ccoeeeeeennnn. 441

SUIMINATY c.veiviiisnrunseniesssssssssesmasssiisuisieniiterssessssssssssssnssssssssssorssssstasesssessssssssnssossssanssnserss 444

Price Levels and the Exchange Rate in the Long Run

The Law Of ONe PLCE.....vueuveeiveeiireniirisinnicssisoniiveestesiastsessssiesisionmsssssanassanssssssssssassasnens
Purchasing Power Parity .......c.ccoeevinniricininennineisceniserencesnnnnnnn
The Relationship between PPP and the Law of One Price
Absolute PPP and Relative PPP ...ttt
A Long-Run Exchange Rate Model Based on PPP......coorviiiiiiiicciccticcnenscnnennenn
The Fundamental Equation of the Monetary Approach
Ongoing Inflation, Interest Parity, and PPP
The Fisher Effct. ..o e
Empirical Evidence on PPP and the Law of One Price
Explaining the Problems with PPP......
Trade Barriers and NOntradables ...........cocoooiiiiiiiiieeeeee oo e eeee e
Departures from Free Competition
Differences in Consumption Patterns and Price Level Measurement . oo ovveoneeeeeeeoeeoeeeeeee 463
sox: Measuring and Comparing Countries’ Wealth Worldwide: The International
Comparison Program (TCP) ..ottt cesectsisestesssssesseensesessnsssnsssssons 463
PPP in the Short Run and in the Long RUN...........occoeiimeioe oo 466
cAst sTupY: Why Price Levels Are Lower in Poorer COUNTIIES ...cueveevveeersseesesneeeeeeeeesesens 467
Beyond Purchasing Power Parity: A General Model of Long-Run Exchange Rates............. 469

.......................................................

13



14

Contents

=17

18

The Real Exchange RAte..........ccoiiiiiiiiiiiiieiicniesit e enieeccar et 469

Demand, Supply, and the Long-Run Real Exchange Rate. ... 471
Box: Sticky Prices and the Law of One Price: Evidence from Scandinavian Duty-Free Shops.... 472

Nominal and Real Exchange Rates in Long-Run Equilibrium.........ccooicvineiicinnninnn

International Interest Rate Differences and the Real Exchange Rate
Real Interest Parity
Summary.
Output and the Exchange Rate in the Short Run 487
Determinants of Aggregate Demand in an Open Economy..........ccciiircnininiieiieniessienen 488
Determinants of Consumption Demand............coooooiieiiiiiniiiiiiiiciec e 488
Determinants of the Corrent ACCOUNT «......oivviriiii ettt 489
How Real Exchange Rate Changes Affect the Current Account..........oooccvverioninacrcrannn. 490
How Disposable Income Changes Affect the Current ACCOUNT ...ovvviiieniinncenensireeeeee e 491
The Equation of Aggregate Demand ...........oiiicnieninnnessisniiienmiismsessasssssssss 491
The Real Exchange Rate and Aggregate Demand ..........ccccoeeeiviveriiiiciicinieiceers e 491
Real Income and Aggregate Demand ... ..ccoovriiveiireieriree et seae e e e s 492
How Output Is Determined in the Short RUI....covvaeereeeersnneeesessieennnenismenseserenssssoasssees 493
Output Market Equilibrium in the Short Run: The DD Schedule ...........ccccvvueececrsvenennnens 494
Output, the Exchange Rate, and Output Market Equilibrium ..., 494
Deriving the DD Schedule ... ....ocoeoii ittt s eev vt eve st enreae e stbaa e enas
Factors That Shift the DD Schedule
Asset Market Equilibrium in the Short Run: The 44 Schedule ..........occovnreveevenereserecsnnces 499
Output, the Exchange Rate, and Asset Market Equilibrittm........coovvievieriirieneccerciaeene 499
Deriving the A4 Schedule
Factors That Shift the 44 Schedule ......cccooviiviiiiiii e e 501
Short-Run Equilibrinm for an Open Economy: Putting the DD and A4
SBedUles TOEtREr.....cciciieieeeieeieieeirererercrcariieerreaeecesssnsassesssssessisarsersesssssssssssasssansosanen 502
Temporary Changes in Monetary and Fiscal Policy ....c.cooveveeccrnmetrimnncnnnnnniessssssssssssneees 504
Monetary Policy
FISCAL POLICY vttt ettt ettt e s e e e ettt a e aeran e nnnn
Policies to Maintain Full EMPloyment ......occooeiioiieiic e e 506
Inflation Bias and Other Problems of Policy Formulation..........cceeeerrevnrerscsseresessnesesscerenss 508
Permanent Shifits in Monetary and Fiscal PoliCY .....oceeecereereeceresmieeninisssinnimsnessssssinssssass 509
A Permanent Increase in the Money Supply
Adjustment to a Permanent Increase in the Money Supply ......coovveveiiieeiicnrieieeeeeeeeeeeenee 510
A Permanent Fiscal EXPABSION ............occviiiecniiiieiiiieciete s e s esesesessesesanssssess e nae ... 512
Macroeconomic Policies and the Current Account ceoeereesnsisnrssetesnesssssstesaaanesan 513
Gradual Trade Flow Adjustment and Current Account Dynamics ... ...515
THE JrCUIVE ettt e s et eset s sne e eas s e eanseen 515
Exchange Rate Pass-Through and INfIAtON ......c.oo.eoeivieeieeecereeereeeeeeeeseeeeressesssteness e s 516
The Current Account, Wealth, and Exchange Rate Dynamics ............c.coorvvverrveerrernecenrnnens 517
sox: Understanding Pass-Through to Import and EXport Prices ............ccevemrveeeresesscseesesases 518
The LIQUIdIEY THAP.....uneerrrirressvsisscsenearssnscasecssissnsissnassessersssssassesessesmrsssesssssmmassnssssscsencas 519
case sTupy: How Big Is the Government Spending Multiplier? ...............veevremmivresesssessecrsaas 522
Summary ........ 524
Fixed Exchange Rates and Foreign Exchange Intervention 534
Why Study Fixed Exehange Rates? ..........cceeuuevrsimmessesesessnssssecessssnssamssessssssrsssesessesssenes 535
Central Bank Intervention and the Money Supply ... 536

The Central Bank Balance Sheet and the Money Supply
Foreign Exchange Intervention and the MONEY SUPPIY.c.eervrieiiieeee et 538



PART 4

19

Contents

STETTHZATION ¢.....oeeve oot es e etaa s s be e e st skt s st sn et s e be e e s ema s e e sn e bens s 539
The Balance of Payments and the Money Supply.......cc.cooviiin e, 539
How the Central Bank Fixes the Exchange Rate.......covuveeviiinerinieisisneisiicscsssanscsssninnn 540
Foreign Exchange Market Equilibrium under a Fixed Exchange Rate ............ooceveiieinnnn 541
Money Market Equilibrium under a Fixed Exchange Rate
A Diagrammatic ANALYSIS....coovireiiieiiiie sttt et et
Stabilization Policies with a Fixed Exchange Rate...................
Monetary Policy.....c..cooerviiveeineinnne
Fiscal POLCY .oovveveereeeiiriiiiviiicieee
Changes in the Exchange Rate
Adjustment to Fiscal Policy and Exchange Rate Changes

15

Balance of Payments Crises and Capital Flight ...........cocccenenne.
Managed Floating and Sterilized Intervention ...................
Perfect Asset Substitutability and the Ineffectiveness of Sterilized Intervention................... 551
cask stupy: Can Markets Attack a Strong Currency? The Case of Switzerland ................... 552
Foreign Exchange Market Equilibrium under Imperfect Asset Substitutability.................... 555
The Effects of Sterilized Intervention with Imperfect Asset Substitutability ............c.ccoceiee. 555
Evidence on the Effects of Sterilized INtervention .c.ccooviouveirirrinenercenieccimaeeneeee s, 557
Reserve Currencies in the World Monetary SyStem.......cveieeiininiiivniniesiseesssesssseesenenencane 558
The Mechanics of a Reserve Currency Standard........oooooviiiiiiiiiniiee e 558
The Asymmetric Position of the Reserve Center .........o.ovvviiivneiinie e 559
The Gold Standard............cceveeiiieeiiiniiiininnmiiiiisnerinssiismiesesesisesessassrassasssesses 560
The Mechanics of @ Gold Standard ... veieiiieiii e 560
Symmetric Monetary Adjustment under a Gold Standard...........ccocooeininn . 560
Benefits and Drawbacks of the Gold Standard .........ccoiiiiiicccie s 561
The Bimetallic Standard ... 562
The Gold Exchange Standard ........oooiiieiieriiireiinn et e 562
cASE sTuDy: The Cost to Become an International Currency: The Renminbi Case................. 563
SUIALY c.cvtivnirsiesssecssesarensessssssstsmssssiosissssmsnestssssssesssossarsstsstessosssssisssssssssaasesananessssassares 567
International Macroeconomic Policy 579
International Monetary Systems: An Historical Overview 579
Macroeconomic Policy Goals in an Open EcOnomY ......ccueueerinniinncnnsseccssvcsssierssessencene 580
Internal Balance: Full Employment and Price Level Stability.........cocovviiveivceiiiiiieee e, 581
External Balance: The Optimal Level of the Current ACCOUNt ....c..ovovereeriiervereeiiiienreer e 582
s0x: Can a Country Borrow Forever? The Case of New Zealand ..........ccceveeesrcrenaesssassennren 584
Classifying Monetary Systems: The Open-Economy Monetary Trilemma ......cccovevmvecsernnnans 588
International Macroeconomic Policy under the Gold Standard, 1870-1914........ccccvvacrarannns 589

Origins of the Gold Standard...........c.coccovireinirener ettt ea e

External Balance under the Gold Standard

The Price-Specie-FIoW MECRANISIIL ..ottt et et e e s s e s

The Gold Standard “Rules of the Game™: Myth and Reality

Internal Balance under the Gold Standard ...............ccccciiiinmmini e,
cask sTupy: The Political Economy of Exchange Rate Regimes: Conflict

over America’s Monetary Standard during the 1890s .........ccocrevevvinncresenrenrserecsssrnnnnens 593
The Interwar Years, 19181939 .....ccccimiiinninnniccrmniemnieiniiceeisssssssssssssssssnnnanes 595
The Fleeting Return to Gold ..ottt 595
International Economic DiSINTESTation .......c.ocoeeoeeieeieiriereeeeee oo 596
cAsk sTUDY: The International Gold Standard and the Great Depression .......cooovevevenvnverennnn. 597
The Bretton Woods System and the International Monetary Fund........oocceeceeervererersennnnene 598

Goals and Structure of the IMF



16

Contents

20

Convertibility and the Expansion of Private Financial FIOWS ..o
Speculative Capital FIows and CIISES .......ocoiiiiriirmmireirair et
Analyzing Policy Options for Reaching Internal and External Balance
Maintaining Internal Balance ...........ooiiiiiimiinii e

Maintaining External Balance ...........cocooviiiiiiinionniiei e
Expenditure-Changing and Expenditure-Switching PoliCies. ..o
The External Balance Problem of the United States under Bretton Woods.......cccvvereinennsene. 605

cask stuDy: The End of Bretton Woods, Worldwide Inflation, and the Transition to
Floating RateS...vererveecsisssssenenrerainnsnacnnns reereesressrssssssesranesesarnsnene reesessesasaasssensesnaeae 606
The Mechanics of Imported Inflation
ASSESSINEII 1.eovveieiiiiiireerraee e e eeerenreessea e s s
The Case for Floating Exchange Rates
Monetary Policy Autonomy ........cccccevevevnnan
SYIMIMIETI Y+t cter ittt ettt et en e e s e e s s o s aa et e an e e b e s s
Exchange Rates as Automatic StabIZErS ..o e 612
Exchange Rates and External Balance.........c.covoeeiiiocininieiriinin e 614
cask stupy: The First Years of Floating Rates, 1973-1990 ..... teeerreesarerenesesneesarsanensennarene 614
Macroeconomic Interdependence under a Floating Rate.........eeoeineervivcnevrseenenceesesanoses 619
case stupy: Transformation and Crisis in the World Economy .........c.ccovecnenninnscennnerancacens 620
cask stupy: The Dangers of Deflation........oveveevveviiencenas eeeereseveesetesnesintenstetesrissesatersasssesastan 626
What Has Been Learned Since 19737 ...ceviiiiiiiciininnniincccsrnssrormssisesiomsissssessssssnsassnss 628
Monetary POICY AUOTMOMY .....evieieniiiteerreiiirietetset e estessbiee e s e eeeeneresastermse et eseessesararanaansses 628
SYIMIMEITY -ttt es e ettt e e r et eeteasts et et ete st eansaaeaes e s s s s s e e ereasteararateteesnsseaeeeeeeenbas 630
The Exchange Rate as an Automatic Stabilizer ..........coooiiviiiiiecciie e 630

External Balance ..o
The Problem of Policy Coordination

Are Fixed Exchange Rates Even an Option for Most Countrles" ...................................... 632
SUIIMATY 1ceveerereiinsiminiesesniissssrssasensssnaseonssases cetetesreesraatatasarnssattnntesashe bRt e s s bbb sunn 633
Financial Globalization: Opportunity and Crisis 642
The International Capital Market and the Gains from Trade.............uvoeerernvenecserneseenee ... 643

Three Types of Gain from Trade
RASK AVETSION ettt ve et e e e s aneeeesaseen
Portfolio Diversification as a Motive for International Asset Trade
The Menu of International Assets: Debt versus BQUILY ........cooeoovvviiiiiicniieeiececceereeeeae e
International Banking and the International Capital Market
The Structure of the International Capital Market
Offshore Banking and Offshore Currency Trading
The Shadow Banking SYSIEIN .....co.eeriieieeieiiii e e e eeeee e eeee et eeeseraeeeesnn
Banking and Financial Fragility
The Problem of Bank Failture ......cccc.uueeeiiniii e eee s et ee e es e eeeeesseese e seeeneaeases
Government Safeguards against Financial Instability
Moral Hazard and the Problem of “Too Big to Fail”
sox: Does the IMF Cause Moral Hazard?
The Challenge of Regulating International Banking
The Financial TIEMMA .......c....oovoviiii oot ee e
International Regulatory Cooperation through 2007
cast stupy: The Global Financial Crisis of 2007-2009
sox: Foreign Exchange Instability and Central Bank SWap LINES ciceevererimeeernnenrnnsesressseines
International Regulatory Initiatives after the Global Financial Crisis
How Well Have International Financial Markets Allocated
Capital and Risk?

.......




21

22

Contents

The Extent of International Portfolio DIversifiCation..........cocivicereccincnnsiaanseeen e e oo 668

The Extent of Intertemporal Trade .......cocoooveeiiiiiiiiii e

Onshore-Offshore Interest Differentials........c..........

The Efficiency of the Foreign Exchange Market
SUMIATY ..ocoviiecerecicreriecennansssssssrimimssesssrtsssessessrsesssssassressssssissnsssssaans eernessesneesarieares 676
Optimum Currency Areas and the Euro 681
How the European Single Currency Evolved ........coovuuvieniinnnennnniinisnineesesscesinessensens 683

What Has Driven European Monetary CoOperation? ...........c.cocoviiicniciariiinninninesesie e 683
BOX: BYeXif coveverrerenvenieiicesvmsnicinnnniieieniseee eeseetesetersstsesassasesanasesaanssansstrtaates 684

The European Monetary System, 1979-1998 ..o
German Monetary Dominance and the Credibility Theory of the EMS

Market Integration TNIHATIVES . ..cooervvermninircririreee e
European Economic and Monetary Union ..........ccoovvioiiinn,
The Euro and Economic Policy in the Euro Zone
The Maastricht Convergence Criteria and the Stability and Growth Pact ..........c......ooe. 691
The European Central Bank and the Eurosystem.......ooovoiciiniiiiciiinee, 692
The Revised Exchange Rate MEChAMISIN ... ..ooc.oiviiieeemiiirin it nien s mnne e 692
The Theory of Optimum CUTITENCY ATEAS vovievrureiisissisiisssereniesinsnsisisssssrsssnsesssnsassssasssasssasss 693
Economic Integration and the Benefits of a Fixed Exchange Rate Arca:
The GG SChedule...c..oooo i e 693
Economic Integration and the Costs of a Fixed Exchange Rate Area:
The LL SCHEAUIE «.coeeeeeeea ettt e e e 695
The Decision to Join a Currency Area: Putting the GG and LL Schedules Together ............ 698
What Is an Optimum Currency Ar€a?.........covruriireeeiieeiiiic st ssrsae s e e e e 699
Other Important COnSIAETATIONS .......c.ooveriereriivese et ceeeiesinectesees et sesnes s s ccnnseerac 699
cAsk sTupy: Is Europe an Optimum Currency Areal......eeeueeeivivicsiniserernsnsecsans eeeessersninnines 701
The Euro Crisis and the Future of EMU.......cocuiimriinieniviiiiiniiniininesnissstsresessenesnresnn. 704
OFTIZINS OF the CIISIS Looviviiitiieiei ittt ete e ieeees et e e estesevrenasestrbeensesemaee et aeemeenesnnras 704
Self-Fulfilling Government Default and the “Doom Loop™ ... vceiiiniieciicoiiiiieneae 710

A Broader Crisis and Policy Responses
ECB Outright Monetary Transactions

The FUture of EMUL.....uo et esie e e e ere s s e s e e e et e eieasatesterestessnteaaaaseseananaserennereaans
SUMMATY ..ovnvovinrreressnisisssesresnsnmimiiinissinanssss veveanane reeressessssesesstsssssanntsesonnassesensnnes 715
Developing Countries: Growth, Crisis, and Reform 720
Income, Wealth, and Growth in the World ECOROIY ..ccvecveiciiininninnninnnrecccnrsnteracsacsssnnnn 21

The Gap between Rich and POOT.......coiniiiiiiiiii e 721

Has the World Income Gap Narrowed Over TIme? ..o iesrerecereeee e 722

The Importance of Developing Countries for Global Growth..........................
Structural Features of Developing Countries .......ccoeevceceeeanseesrinncnssasosiens
sox: The Commodity Supercycle.......ccovvrrirercervsncennas
Developing-Country Borrowing and Debt .....oceevuerecirercneenn. coverarenans

The Economics of Financial Inflows to Developing Countries

The Problem of Default

The Problem of “Original Sin™

The Debt Crisis of the 19808 .i.umiiiiii et e e

Reforms, Capital Inflows, and the Return of Crisis
East Asia: Success and CrisiS ..ceuvererrernnreens

The East Asian Economic Miracle
Box: Why Have Developing Countries Accumulated Such High Levels

Of International RESEIVEST ........ueeiverrvnrerernsecensecssaseesesssnsrensssssessaces teertreereaeane creennnnes 742

17



18

Contents

ASIAN WEAKINIESSES. ...cueeeeiieee ittt ettt sttt e ettt sae st et 744
sox: What Did East Asia Do Right?........ininiiircniniiietreneinniinisnnieniniresnsrssssnenes 746

The Asian FINancial CriSIS ........coieeiiriiiiitiicnoneanteaensiessscntreesaesesne s oseresteneensaneeseamaaneeeeen 747
Lessons of Developing-Country Crises ........coeuuee. reerseesereeesareasesssernissassisseirstssrtesaesstesrarese 748
Reforming the World’s Financial “Architecture” ........ccocveeveeecrreneeerinenne

Capital Mobility and the Trilemma of the Exchange Rate Regime

“Prophylactic” MEASUIES ........cevuvvieeereeiiiieiiiriiecsecssnessessaasasesaeaesssnenes

COPINZ WILH CIISIS tucniiiiitiiie ettt et e e s eas bt es et are e e et aeas
Understanding Global Capital Flows and the Global Distribution of Income:

IS Geography Destiny?......cccccieeererriiiinieniiinenennessnsiessssensereasaemeesersissisissstesssssossssassne 754
BOX: Capital Paradoxes.........ccoccveeiencirerinninssonienesssenserssnserssnns reresersesssertesanssesasssssanras 755
SUIMIMIATY t1overnrnmumnissniiiiiimertiimisieressestesseromeisisimmstiimemsessnsessssssrsamsostistersssrsssssssrssnnesras 759
Mathematical Postscripts 764
Postscript to Chapter 5: The Factor-Proportion Model ..........ceeueeeveeinninrninninioncesesssnsan 764

Factor Prices and Costs

Factor Supplies and Outputs
Postscript to Chapter 6: The Trading World Economy
Supply, Demand, and EQUILIDITUN ......ooviiiiniiiiiiiiieiis et
Supply, Demand, and the Stability of EqQuilibrium.......ccccviveiiiiiioiiinceieeee e,
Effects of Changes in Supply and Demand
Economic Growth .....cococooooeevieiiiiiiiieiiieien,
A Transfer of Income
A TATIT e e e ettt ettt et e e s ebe e s se s e e aaaaaeasae sk s ataarebabeataaeantenseaaennas
Postscript to Chapter 8: The Monopolistic Competition Model.........cocrvrernineescnresceecannen 776
Postscript to Chapter 20: Risk Aversion and International Portfolio Diversification ............ 778
An Analytical Derivation of the Optimal Portfolio.........c.cc.o.ooviviveiiiiiiiiiceieieireras e e
A Diagrammatic Derivation of the Optimal Portfolio

The Effects of Changing Rates of Return ......ccoccccvvvnnre,
Index 785
Credits C-1

ONLINE APPENDICES (www.pearsonglobaleditions. com!/ Krugman)

Appendix A to Chapter 6: International Transfers of Income and the Terms of Trade
The Transfer Problem
Effects of a Transfer on the Terms of Trade
Presumptions about the Terms of Trade Effects of Transfers

Appendix B to Chapter 6: Representing International Equilibrium with Offer Curves
Deriving a Country’s Offer Curve
International Equilibrium

Appendix A to Chapter 9: Tariff Analysis in General Equilibrium
A Tariff in a Small Country
A Tariff in a Large Country

Appendix A to Chapter 17: The IS-LM Model and the DD-4.4 Model

Appendix A to Chapter 18: The Monetary Approach to the Balance of Payments


http://www.pearsonglobaleditions.comiKrugman

