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Chapter 5

Globalization and Competitiveness
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5.1 The Production of Real GDP
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Figure 5.2The Aggregate Production Function

The aggregate production function combines an economyOs physical capital stock, labor hours, human capit:
knowledge, natural resources, and social infrastructure to produce output (real GDP).
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Figure 5.3

The aggregate production function shows how the amount of output depends on different inputs. Increases in
amount of physical capital (a) or the number of labor hours (b)Nall else being the sameRlead to increases in «
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The more labor we have, the less additional output we obtain from additional labor.
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Globalization and Competitiveness: A First Look

+0O>K MA> E:LM L>O>K:E =><:=>L : AHLM H? M><AGHEH@B<:E =>0O>EHIF>GML /
<HLM H? FHOBG@ ;HMA IARLB<:E MABG@L :G=BGM:G@B;E> BG?HKF:MBHG :K
0A> E>MMN<> HG : L:G=PB<A LHE= BG (HG=HG F:R P>EE A:O> ;>>G ?EHPG BG ?

::GD>K BG 6NKB<A <:G MK:GL?>K ?NG=L MH : ;:GD BG ,K>MHKB: PBMA : <EB<D
,>HIE> KHNMBG>ER MK:O>E MH ?HK>B@G <HNGMKB>L ?HK O:<:MBHG HK PHK
5HKD <:G IKHOB=> :=0OB<> MH : <EB>GM BG >BCBG@ PBMAHNM E>:0BG@ A>K
>Q:FIE>L H@lobalization WMA> BG<K>:LBG@ :;BEBMR H? @HH=L <:IBM:E E:;HK
BG?HKF:MBHG MH ?EHP :FHG@ <HNGMKB>L

+G> <HGL>JN>G<> H? @EH;:EBS:MBHG BL MA:M ?BKFL BG =B??>K>GM <HNGM|
>:<A HMA>K MH : FN<A @K>:M>K =>@K>> MA:G BG MA> |.LM %G MA> L :G=
:NMHFH;BE>L IKH=N<>= ;R "HK= )HMHK HFI:GR P>K> :EFHLM >Q<ENLBO>ER LH
1GBM>=/M:M>L PABE> MAHL> IKH=N<>= ;R :BFE>K >GS P>K> LHE=BG INKHI>
"HK=:G= :BFE>K AKRLE>K ?HKF>=:?M>K MA> F>K@>K H? AKRLE>K :G= :BFE:
BG <HFI>M> =BK><MER ?HK <NLMHF>KL BG ;HMA INKHI> :G= MA> 1GBM>= /N
H? <HNKL> MA>R :ELH <HFI>M> PBMA &:1:G>L> F:GN?:<MNK>KL 'HK>:G F:GN?:<
:G= HMA>KL

HFI>MBMBHG ;>MP>>G ?BKFL BL : ?:FBEB:K B=>: >R MH MABL B=>: H? <HFI>ME
HG> ?BKF MRIB<:EER @:BGL :M MA> >QI>GL> H? :GHMA>K %? RHN ;NR : A:F;NK
NK@>K 'BG@ BGLM>:= H? )< HG:E=[L MA>G NK@>K 'BG@ BL @:BGBG@ :M )<t
>QI>GL> BM BL @>MMBG@ MA> =HEE:KL MA:M PHNE= BGLM>:= A:0> @HG> Mt}
FHK> LN<<>LL?NE ?BKF PBEE MRIB<:EER L>> BML IKH=N<MBHG K>O>GN>L :G
@KHPBG@

%M BL M>FIMBG@ MH MABGD MA:M BG : @EH;:EBS>= PHKE= G:MBHGL <HFI>N\
L:F> P:R MA:M ?BKFL <HFI>M>WMH MABGD MA:M HG> G:MBHGIL LN<<>LL FNLM
:GHMA>K[L >QI>GL> /N<A : OB>P BL LNI>K?B<B:EER :1I>:EBG@ ;NM BG<HKK><N
>Q:FIE> MA:M /HNMA 'HK>: ;><HF>L ;>MM>K :M IKH=N<BG@ <HFINM>KL 3A:M =l
BFIER ?HK MA> 1GBM>= /M:M>L %M =H>L F:D> EB?> A:K=>K ?HK 1/ <HFINM>K
F:GN?:<MNK>KL EBD> >EE %G< NM :M MA> L:F> MBF> BM F>.GL MA:M MA>K>
BG<HF> >BG@ @>G>K:M>= BG /HNMA 'HK>: LHF> H? PAB<A PBEE ;> LI>GM HG
:ELH F>:GL MA:M MA> <A>:I>K :G= HK ;>MM>K <HFINM>KL IKH=N<>= BG /HNMA '
;> :0:BE:;;E> ?HK 1/ <HGLNF>KL :G= IKH=N<>KL %G ?:<M P> >QI><M @KHPMA B
'HK>: MH ;> ;:>G>?7B<B:E ?HK MA> 1GBM>=/M:M>L 3> LAHNE= P>E<HF> MA> LN<
<HNGMKB>L GHM PHKKR :;HNM BM

3A:M BL MA> =B??>K>G<> ;>MP>>G HNK )< HG:E=[L NK@>K 'BG@ >Q:FIE> :G=H
0A> BG<K>LBG@ :;BEBMR H? @HFEMM>K >Q:FIE> %? EHML H? I>HIE> LPBM<A>= MH )< HG:E=[L ?KHF NK@>K

<:IBM:E E:HK :G=BG?”HKF:MB o _. . _ — . .
MH 2EHP :FHG@ <HNGMKB> 5'<GHG.E—[L PHNE= ;><HF> E>LL IKH?BM:;E> %M PHNE= BG MA> >G= ;><HF>: LF

0A> ,KH=N<MBHG H? >E #,



A:IM>K #EH;:EBS:MBHG :G= HFI>MBMBO>G>LL

<HFI:GR BM PHNE=E:R H?? PHKD>KL <EHL> K>LM:NK:GML :G=LHHG <HFI:G
NG:;E> MH <HFI>M> :M :EE PBEE >O>GMN:EER @H ;:GDKNIM NM B? /HNMA 'HK:
>MM>K :M F:-DBG@ <HFINM>KL MA> 1GBM>=/M:M>L =H>LG[M @H ;:GDKNIM HK
: LB@GB?B<:GMER LF:EE>K ><HGHFR %M A:L MA> L:F> K>LHNK<>L E:;HK <:IBI
<IBM:E :G= M><AGHEH@R :L ;>?HK> 10>G B? >EE <EHL>L ?:<MHKB>L :G= E:R|
MAHL> PHKD>KL PBEE MA>G ;> :0:BE:;E> ?HK HMA>K ?BKFL BG MA> ><HGHFR
+MA>K :K>:L H? MA> ><HGHFR PBEE >QI:G=>0>G L >EE <HGMK:<ML

%G MA:M <:L> =H <HNGMKB>L <HFI>M> :M :EE G=B? LH MA>G AHP 0A> N;:B
@HO>KGF>GM[L P>;LBM> MA:M P> LAHP>=:M MA> ;>@BGGBG@ H? MABL <A:IN
<EN> 0A> P>;LBM> LBG@L MA> IK:BL>L H? MA> IFBK:M> :L : IE:<> ?HK BGM>KG:
MH >LM:;EBLA ;NLBG>LL>L N;:B BL MKRBG@ MH >GMB<> ?BKFL MH L>M NI HI>
><HGHFB< E:G@N:@> BM P:GML MH :MMK:<M <:IBM:E :G= LDBEE>= E:;HK N;:B
):GR <HNGMKB>L >G@:@> BG LBFBE:K :=O>KMBLBG@ MH :MMK:<M ;NLBG>LL
<HNGMKB>L K>@BHGL LN<A:L 1/ LM:M>L HK >0O>G <BMB>L =>EB;>K:M>ER >G
BG?EN>G<> ;NLBG>LL EH<:MBHG

N;:B BL MKRBG@ MH @:BG FHK> K>LHNK<>L MH INM BGMH BML :@ @K>@:M> |
%7? N;:B <:G :MMK:<M FHK> <:IBM:E :G= LDBEE>= E;;HK MA>G BM <:G IKH=N<> F
%? BM BL LN<<>LL?NE MA> >QMK: IARLB<:E :G= ANF:G <:IBM:E PBEE E>=MH |
: FHK> IKHLI>KHNL ><HGHFR

%G MA> >K: H? @EH;:EBS:MBHG BGINML <:G FHO> ?KHF <HNGMKR MH <HNGM
FHO> ?KHF ,HE:G= MH MA> 1GBM>="BG@=HF HK ?KHF )>QB<H MH MA> 1GBM>:
>Q:FIE> :IBM:E <:G :ELH FHO> M MA> ;>@BGGBG@ H? MABL <A:IM>K P> JNHN
:KMB<E> >QIE:BGBG@ MA:M : 0:BP:G>L> F:GN?:<MNK>K P:L IE:GGBG@ MH HI>C
2B>MG:F =K:PG ;R EHP P:@>L :G= IK>?>K>GMB:E M:Q MK>:MF>GM O0ABL MA>G
L>GL> BG PAB<A <HNGMKB>L <HFI>M> PBMA >:<A HMA>KWMA>R <HFI>M> MH
I:KMB<NE:KER <:IBdnipetitiveness K>?>KL MH MA> ;;BEBMR H? :G ><HGHFR MH
:MMK:<M IARLB<:E <:IBM:E

3> A:0> FHK> MH L:R ;;HNM MABL E:M>K NM P> LAHNE= <E>:K NI HG> <HFFHG
FBL<HG<>IMBHG ?KHF MA> ;>@BGGBG@ HFI>MBG@rithlIk<3GBM:E =H>L
X<HFI>MBG@ ?HK CH;L Y ,>HIE> PHKKB>=:;HNM @EH;:EBS:MBHG H?M>G MABC(
0:BP:G>L> ?:<MHKR HI>GL : ?:.<MHKR BG 2B>MG:F BGLM>:= H? :M AHF> MA>K> |
AB@A>K NG>FIEHRF>GM BG 0:BP:G NM MA> GNF;>K H? CH;LW:G= FHK> @>G:
E>O>E H? >FIEHRF>GM :G= NG>FIEHRF>GMWBG :G ><HGHFR =H>L GHM =>I>G:
:FHNGM H? :O:BE:;E> <IBMNE>K _ &H:;L BG MA> ):<KH><HGHER A:IM>K
1G=>KLM:G=BG@ MA>CHE:BG PA:M =>M>KFBG>L MA>L> OAR:;EHEL GHM

F>:G MA:M ?:<MHKR <EHLNK>L :K> ;>GB@G 0A>R <:G ;> O>KR ;:= G>PL ?HK MA:
PHKD>KL PAH :K> E:B= H?? :G= FNLM L>>D HMA>K CH;L G= FHO>F>GML H? <l

0A> BEBMR H? .G ><HGHFR Mtk —> K| <:GW:L P> >QIE:BG E:M>KWA:O> BFIEB<:MBjH@ity MK MBE:;E> CH;L

:MMK:<M IARLB<:E <:IBM:E

0A> ,KH=N<MBHG H? >E #,



A:IM>K #EH;:EBS:MBHG :G= HFI>MBMBO>G>LL

:G= MA> P:@>L MA:M MA>R I:1R NM MA>R =H GHM =>M>KFBG> MA> GNF;>K H? (
:O:BE:E>

KEY TAKEAWAYS

T O0A> IKH=N<MBHG <:I:;;BEBMB>L H? :G ><HGHFR :K> =>L<KB;>= ;R MA>
‘@@K>@:M> IKH=N<MBHG ?NG<MBHG <A:K:<M>KBSBG@ AHP MA> ?:<M
IKH=N<MBHG LN<A L <:IBM:E E:;HK :G= M><AGHEH@R :K> <HF;BG>= M
IKH=N<> K>E #,

T %G MA> @ @K>@:M> IKH=N<MBHG ?NG<MBHG MA> F.K@BG:E IKH=N<M
‘FHNGM H? K>:E # , H;M:BG>= ;R :==BG@ :G >QMK: NGBM H? :G BGINM

T +G> F>.LNK> H? <HFI>MBMBO>G>LL BL MA> ;;BEBMR H? :G ><HGHFR MH
BGINML ?HK MA> IKH=N<MBHG ?NG<MBHG |:KMB<NE:KER <:IBM:E

Checking Your Understanding

IIKEB>K P> H;L>KO>= MA:M HNK G>PL LMHKB>L P>K> :;;HNM MA>
?HEEHPBG@

%FIKHO>= >=N<:MBHG BG *B@>K

G>P ?:<MHKR HI>GBG@ BG 2B>MG:F
LNI>KBHK :NLBG>LL >GOBKHGF>GM BG N;:B

G BG?ENQ H? PHKD>KL MH MA> 1GBM>="BG@=HF
>MM>K ;:GDBG@ LRLM>F BG MA> 1GBM>=/M:M>L

3AB<A BGINM MH MA> IKH=N<MBHG ?NG<MBHG BL ;>BG@ BG<K>:
<:L>

NBE=BG@ HG |:KM"BENK> #K:IAB<:E WEENLMK:MBHG H? MA>
@@K>@:M> ,KH=N<MBHG "NBMBH® @K>@:M> IKH=N<MBHG
?NG<MBHG MA:M =H>L GHM >QAB;BM =BFBGBLABG@ F:K@BG:E Il
E:;;HK

0A> KH=N<MBHG H? .>E #,



A:IM>K #EH;:EBS:MBHG :G= HFI>MBMBO>G>LL

5.2 Labor in the Aggregate Production Function
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Figure 5.4Equilibrium in the Labor Market

Equilibrium in the labor market occurs where the number of hours of labor supplied by households equals the
number of hours of labor demanded by firms.
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Figure 5.5

These diagrams show the labor markets in (a) Florida and (b) Washington State. Real wages are higher in
Washington State than in Florida.
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Figure 5.6Migration from Florida to Washington State

Workers move from Florida to Washington State in search of higher wages. Labor supply decreases in Floridz
increases in Washington State.
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Explaining International Differences in the Real Wage
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Figure 5.7Why Real Wages May Be Different in Different Countries
() (®)

Real wage Real wage

£ Ea

Labor supply
(Country A)

Labor supply
(Country B)

Real wage

r Real wage
(Country A)

(CountryA) J TN

Labor demand
(Country A)

Real wage

Real wage
(Country B)

(Country B) 7

Labor demand
(Country B)
L H 1

Hours Hours Total hours Hours Hours Total hours
worked worked worked worked
(Country A)  (Country B) (Country A) (Country B)

Real wages are higher in country A than in country B either because of lower labor supply in country A (a) or
greater labor demand in country A (b).
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Checking Your Understanding
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5.3 Physical Capital in the Aggregate Production Function
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Figure 5.8The Flows In and Out of the Financial Sector
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The flows in and out of the financial sector must balance, which tells us that investment is financed by natione
savings plus borrowing from abroad.
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Changes in the Capital Stock

IBM:E @HH=L =HG[M E:LM ?HK>0>K ):<ABG>L ;K>:D =HPG :G= P>.K HNM 0><A(
><HF> H;LHE>M> : I>KLHG:E <HFINM>K , :NBEM BG FB@AM LMBEE PHKD NV
BM PHG[M ;> FN<A NL> MH RHN NGE>LL RHN :K> PBEEBG@ MH NL> ;:=ER HNM-=
:G= A:0> :<<>LL MH HE= ?:LABHG>= BG<A ?EHIIR =BLDL NBE=BG@L ?:EE =H
E> LM K>JNBK> F:BGM>G:G<> :G= K>[:BK

Depreciation BL MA> M>KF ><HGHFBLML @BO> MH MA> :FHNGM H? MA> <:IBM:
:G ><HGHFR EHL>L >:<A R>:K =N> MH P>:K :G= M>:K B??>K>GM MRI>L H? <:.IBV
=>|K><B:M>:M =B??>K>GM K:M>L NBE=BG@L FB@AM LM:R LM:G=BG@ ?HK I
F:<ABG> MHHEL HG : IKH=N<MBHG EBG> FB@AM E:LM ?HK R>:KL :G PA>>E
E:LM?HK R>KL :, FB@AM ;> NL;;E>?HK R>:KL %G F.<KH><HGHFB<L P> =H
PHKKR MHH FN<A :;HNM MA>L> =B??>K>G<>L :G= H?M>G CNLM LNIIHL> MA:M :I
@HH=L :K> MA> L:F>

0A> HO>K:EE <:IBM:E LMH<D BG<K>:L>L B? MA>K> BL >GHN@A BGO>LMF>GM N\
PHKG HNM <:IBM:E :G= LMBEE <HGMKB;NM> LHF> >QMK: 0A> HO>K:EE <A:G@>
LMH<D BL >JN:E MH G>P BGO>LMF>GM FBGNL =>IK><B:MBHG

<A:G@> BG <:IBM:E LMH<D BGO>LMF>GM \ =>|K><B:MBHG H? >QBLMBG@ <:IB

%GO>LMF>GM :G= =>IK><B:MBHBWSMMME>:= MH <A:G@>LsBi6KMA>
IARLB<:E <:IBM:E HO>K MBF> 3> LAHP MABL L<ASRB@BKEERBG
<<NENE:MBHG H? :IBMHAMB<> MA:M <:IBM:E LMH<D <HNE= :<MN:EER ;><HF> LF

?KHF HG> R>:K MH MA> G>QM B? BGO>LMF>GM P>K> BGLN??B<B>GM MH <HC
H? >QBLMBG@ <:IBM:E

0A> :FHNGM H? <:IBM:E LMH«D

MA:M :G ><HGHFR EHL>L >:<
R>:K =N> MH P>:K :G= M>:K
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Figure 5.9The Accumulation of Capital

Capital stock N New Capital stock
» - Depreciation * 5 =
this year investment next year

T New
l Depreciation l investment

Capital stock
this year

Capital stock
next year

Every year, some capital stock is lost to depreciation, as buildings fall down and machines break down. Each
there is also investment in new capital goods.

The Mobility of Capital

:G IARLB<:E <:IBM:E FHO> ?KHF IE:<> MH |IE:<> ?BKLM @N>LL FB@AM ;> GH E
LHF> <:IBM:E @HH=L LN<A :L <HFINM>KL <:G ;> MK:GLIHKM>= FHLM <:IBM:E @
?BQ>=BG |IE:<> ":<MHKB>L :K> GHM >:LBER FHO>= ?KHF HG> |E:<> MH :GHMA>

New<:IBM:E AHP>0O>K <:G ;> EH<:M>=:GRPA>K> 3A>G OHRHM: =><B=>L MH ;NE
?:<MHKR BM <HNE=INM BM BG &:I:G MA> 1GBM>=/M:M>L %M:ER 2B>MG:F Hk
>QBLMBG@ <:IBM:E LMH<DL :K> GHM O>KR FH;BE> BGO>LMF>GM BL %G MA>
=><B=> MH <EHL> HI>K:MBHGL BG HG> <HNGMKR :G= HI>G BG :GHMA>K OH NC
FN<A <:IBM:E : <HNGMKR A:.L MA>K>?HK> P> FNLM K><H@GBS> MA:M BGO>LMN
<HNGMKR F:R <HF> ?KHF >EL>PA>K> BG MA> PHKE=

Just as workers go in search of high wages, so the owners of capital seek to find the ple
where capital will have the highest re@¥nEK>:=R DGHP MA:M MA> K>:E P:@> BL :
F>.LNK> H? MA> F:K@BG:E IKH=N<M H? E:;HK /BFBE:KER MA> K>:E K>MNKG H(
BL MA> F:K@BG:E IKH=N<M H? <:IBM:E FHK> IK><BL>ER MA> F.K@BG:E IKH=N:
:=CNLM>= ?HK =>|K><B:MBHG .>F>F;>K MA:M MA> F.K@BG:E IKH=N<M H? <:IBN\
=>?BG>= L MA> :FHNG@MIARANMINM @>G>K:M>= ;R :G >QMK: NGBM H? <:IBM:E C
HPG>KL H? <:IBM:E EHHD MH INM MA>BK <:IBM:E BG <HNGMKB>L PA>K> BML F:
AB@A
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ILKEB>K P> L:P MPH K>:LHGL PAR MA> F:K@BG:E IKH=N<M H? E:;HK :G= MANL |
P:@> FB@AM ;> AB@A>K BG HG> <HNGMKR K:MA>K MA:G :GHMA>K 0A>K> :K>
K>:LHGL PAR MA> F.K@BG:E IKH=N<M H? <:IBM:E FB@QAM ;> AB@A>K BG HG> <
K:MA>K MA:G BG :GHMA>K <HNGMKR  $HE=BG@ :EE >EL> MA> L:F> MA> F:K(
H? <:IBM:E PBEE ;> AB@A>K BG <HNGMKR B?

T 0A> </IBM:E LMH<D BL LF:EE>K BG <HNGMKR MA:G BG <HNGMKR
T 0A> LMH<D H? HMA>K BGINML BL E:K@>K BG <HNGMKR MA:G BG <

0A>L> MPH ?:<MHKL =>M>KFBG> MA> K>MNKG HG BGO>LMF>GM BG : <HNGMK
<INBKBG@ FHK> <:IBM:E :K> AB@A>K BG : <HNGMKR MA:M A:L K>E:MBO>ER E
BG : <HNGMKR MA:M A:L : EHM H? <:IBM:E OABL BL ;><:NL> G>P <:IBM:E <:G ;> :E
IKHC><ML MA:M RB>E=: EHM H? >QMK: HNMINM ;NM :L MA> <HNGMKR :<JNBK:
<:IBM:E LN<A IKHC><ML ;><HF> A:K=>K :G= A:K=>K MH ?BG= HGO>KL>ER : <H|
A:L FHK> H? MA> HMA>K BGINML BG MA> IKH=N<MBHG ?NG<MBHG PBEE A:0>
IKH=N<M H? <:IBM:E

HNGMKB>L PBMA : EHM H? E;;HK HMA>K MABG@L ;>BG@ >JN:E PBEE ;> :;E> N
H? : @BO>G IB><> H? F:<ABG>KRW;><:NL> >:<A IB><> H? F:.<ABG>KR <:G ;> <HF
PBMA FHK> E:;HK MBF> L : LBFIE>>Q:FIE> MABGD :;HNM M:QBL %G : <:IBM:E |
<HNGMKR MA>K> F:R ;> HGER HG> =KBO>K ?HK >0O>KR M:QB %G : IHHK>K <HR}
MAK>> =KBO>KL H?M>G LA:K> : LBG@E> O>AB<E> LH MA:M O>AB<E> LI>G=L F
MA> KH:= 0A> K>MNKG HG <:IBM:EWHMA>K MABG@L ;>BG@ >IJN:EWBL AB@A>
PBMA : EHM H? E:;HK :G= GHM O>KR FN<A <:IBM:E MH LA:K> :KHNG= /N<A <HNC
MRIB<:EER K>E:MBO>ER IHHK LN@@>LMBG@ MA:M IHHK <HNGMKB>L LAHNE:
?NG=L ?KHF >EL>PA>K> %G HMA>K PHK=L ;:LB< ><HGHFB<L LN@@>LML MA:N\
HG BGO>LMF>GM BL BG=>>= AB@A>K BG IHHK <HNGMKB>L BGO>LMF>GM ?N
MAHL> <HNGMKB>L

3> <>KM:BGER =H L>> BG=BOB=N:E >Q:FIE>L H? LN<A ?EHPL O0A> LMHKR :M MA
MABL <A:IM>K ;;HNM : 0:BP:G>L> <HFI:GR >LM:;;EBLABG@ : ?:<MHKR BG 2B>MG:
>Q:FIE> 0A>?HEEHPBG@ JNHM:MBHG ?KHF : KBMBLA MK:=> IN;EB<:MBHG =>1
:GHMA>K

(>LL MA:G MPH FHGMAL BGMH  :G= MA> 1'[L @KH<>KR F:GN?:<MNKBG@ BG=
‘EK>:=R GHM<ABG@ NI : @KHPBG@ EBLM H? <.LN:EMB>L (>:? 1' BL <HGLB=>KE
<EHL> BML ?:<MHKR BG /MH<DIHKM !EBS:;>MA /A:P BL LANMMBG@ : IE:GM BG
"HH=L 1' BL INEEBG@ HNM H? : LBM> :M 1<D?B>E= .B<AFHG="HH=L BL >G=BG(
BG N=> :G=$BEE /M:MBHG BL LANMMBG@ : LBM>BG A>:=E>

7U8
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0A> LMHKB>L ;>ABG= MA>L> <EHLNK>L :K> :EE O>KR =B??7>K>GM NM MPH <HF
>F>K@> "BKLM LNIIEB>KL :K>;>BG@ ?HK<>= MH LM>| NI MA> |:<> H? <HGLHEB
K>M:BE>K IHP>K @KHPL :G= MA:M F>.GL FHK> ?:<BEBMB>L :K> ;>BG@ K:MBHG
IKH=N<MBHG BL ;>BG@ LAB?M>= H??LAHK> :L @KH<>KR LNIIEB>KL M:D> :=0:G
<HLM ?:<BEBMBINIMBG@ 11 /AR Grocet>;KN:KR <<>LL>= &NG>

AMMI| _PPP <H:=< <HF @KM9:KMB<E>%hANHrocdL : MK:=> IN;EB<:MBHG ?HK
MA> @KH<>KR BG=NLMKR BG MA> 1GBM>="BG@=HF

OABL >Q<>KIM H;L>KO>L MA:M ?HH= IKH<>LLBG@ MA:M NL>= MH ;> <:KKB>= HN
>BG@ LAB?M>= MH IHHK>K :ILM>KG INKHI>:G <HNGMKB>L LN<A :L ,HE:G= 3A>
<EHL>BG KBM:BG :G=HI>G BG ,HE:G= BM BL :L B? IARLB<:E <:IBM:EW?:<MHKB
F:<ABG>LWBL FHOBG@ ?KHF KBM:BG MH HMA>K <HNGMKB>L

%? MA> :FHNGM H? <:!IBM:E K>E:MBO> MH E:;;HK P>K> MA> HGER ?:<MHK =>M>
BGO>LMF>GM P> PHNE=>QI><M MH L>> F.LLBO> :FHNGML H? E>G=BG@ @HB
<HNGMKB>L MH IHHK <HNGMKB>L 5>M P> =H GHM L>> MABL 0A> KB<A 1GBM>
borrowd N;LM:GMB:EER ?KHF HMA>K <HNGMKB>L 0A> LMH<D H? HMA>K BGINN
<:IBM:E DGHPE>=@> LH<B:E BG?K:LMKN<MNK> :G= G:MNK:E K>LHNK<>LW:EL
PHKD>KL :K> FHK> LDBEE>= IHLL>LL FHK> ANF:G <:IBM:E HK B? :G ><HGHFR A
LNI>KBHK LH<B:E BG?K:LMKN<MNK> BM <:G H;M:BG FHK> HNMINM ?KHF : @BC
IARLB<:E <:IBM:E 0A> ?:<M MA:M MA> 1GBM>= /M:M>L A:L FHK> H? MA>L> BGINI
>QIE:BG PAR BGO>LMHKL I>K<>BO> MA> F.K@BG:E IKH=N<M H? <:IBM:E MH ;> ,
1GBM>= /M:M>L

I:KEB>K P> >QIE:BG>= MA:M >0>G MAHN@A FB@K:MBHG <HNE= BG IKBG<BIE>
BG =B??>K>GM ><HGHFB>L E:;HK BL BG ?:<M GHM O>KR FH;BE> :<KHLL G:MB
IBM:EisK>E:MBO>ER FH;BE> AHP>O>KnubiitylAfcapital will also tend to

equalize wage®%? RHNG@ ,HEBLA PHKD>KL FHO> ?KHF ,HE:G= MH |G@E:G= K>:E
PBEE M>G= MH BG<K>:L> BG ,HE:G= :G= =><K>:L.> BG |G@E:G= %? @KH<>KR F
FHO> IKH=N<MBHG ?KHF IG@E:G= MH ,HE:G= MA>G K>:E P:@>L PBEE EBD>PB
BG<K>:L> BG ,HE:G=:G= =><K>:L.> BG |G@E:G=

%G ?:<M BF:@BG> MA:M MPH <HNGMKB>L A:0> =B??>K>GM :FHNGML H? IARLE
E:;;HK ;NM MA> L:F> :FHNGM H? :EE HMA>K BGINML %? IARLB<:E <:IBM:E FHO>I
PA>K> BM >:KGL MA> AB@A>LM K>MNKG MA>G ;HMA <HNGMKB>L PBEE >G= N
F:K@BG:E IKH=N<M H? <al@Mie same marginal product of |&#or FHO>F>GM H?
<:IBM:E LN;LMBMNM>L ?HK E:;HK FB@K:MBHG :G= E>:=L MH MA> L:F> K>LNEM
P:@>L OABL BL : LMKBDBG@ K>LNEM

0A> K>LNEM BL HGER MABL LM:KD B? MA> MPH <HNGMKB>L A:0> B=>GMB<:E /
DGHPE>=@> LH<B:E BG?K:LMKN<MNK> :G= G:NKNKIKS>KKEHBIHNMHLNKIKBLBG@E
HMA>K FHK> M><AGB<:E :LLNFIMBHGL MA:M F:MM>K :L P>EE ,>KA:IL MA> FHL
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http://www.coadc.com/grt_article_6.htm

A:IM>K #EH;:EBS:MBHG :G= HFI>MBMBO>G>LL

BL MA:M MA> IKH=N<MBHG ?NG<MBHG LAHNE= BG=>>= =BLIE:R =BFBGBLABG(
H? <:IBM:E :L P> A:O> :LLNF>= BG MABL %2 INMK>K BGINML =B??>K MA>G MA>
FH;BEBMR H? <:IBM:E PBEE LMBEE :?7><M P:@>L ;NM P:@>L PBEE K>F:BG AB(
><HGHFR PBMA FHK> H? HMA>K BGINML %? PHKD>KL BG HG> <HNGMKR A:O>
<:IBM:E MA>G MA>R PBEE >:KG AB@A>K P:@>L >0>G B? <:IBM:E <:G ?EHP ?K>:
<HNGMKB>L NM MA> NG=>KERBG@ F>LL:@> BL MA> L:F> @EH;:EBS:MBHG ;>
I>HIE> FB@K:MBG@ ?KHF HG> <HNGMKR MH :GHMA>K HK <:IBM:E FHOBG@ :<}
;HK=>KL LAHNE= M>G= MH F:D> MA> PHKE=: FHK> >JN:E IE:<>

KEY TAKEAWAYS

T L:G:<<HNGMBG@ B=>GMBMR MA> :FHNGM H? BGO>LMF>GM BL >JN:E
G:MBHG:E L:OBG@L H? : <HNGMKR IENL MA> :FHNGM BM ;HKKHPL ?KHF

T O0A> <:IBM:E LMH<D H? : <HNGMKR <A:G@>L HO>K MBF> =N> MH BGO>LN
=>|K><B:MBHG H? MA> >QBLMBG@ <:IBM:E LMH<D

T B??>K>G<>L BG MA> F.K@BG:E IKH=N<M H? <:IBM:E E>:= MH FHO>F>GM
<!IBM:E :<KHLL <HNGMKB>L

Checking Your Understanding

:G BGO>LMF>GM >0>K ;> G>@:MBO> :M : 2.<MHKR %G : <HNGMKF
IQIE:BG PAR MA> FHO>F>GM H? <:IBM:E :<KHLL MPH <HNGMKB>L |
A:0> .G >??7><M HG MA> K>:E P:@>L H? PHKD>KL BG MA> MPH <HN
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5.4 Other Inputs in the Aggregate Production Function

LEARNING OBJECTIVES

?M>K RHN A:O> K>:= MABL L><MBHG RHN LAHNE= ;> ;;E> MH :GLP>K MA> ?t
JN>LMBHGL

$HP =H>L MA> :FHNGM H? ANF:G <:IBM:E BG : <HNGMKR <A:G@> HO>K M
$HP BL DGHPE>=@> <K>:M>=
$HP =H IKHI>KMR KB@AML BG?EN>G<> MA> :@ @K>@:M> IKH=N<MBHG "

3> A:0> E>LL MH LR :;HNM MA> HMA>K BGINML BGMH MA> :@ @K>@:M> IKH=N:
LH P> @KHNI MA>F MH@>MA>K

Human Capital

I=N<:MBHG F:D>L MA> FHLM BFIHKM:GM <HGMKB;NMBHG MH ANF:G <:IBM:E BC
'BG=>K@:KM>G>KL E>:KGBG@ MH <HNGM :K> :<INBKBG@ ANF:G <:IBM:E :L :K:
LMN=>GML E>.KGBG@ :E@>;K: NG=>K@K:=N:M> LMN=>GML E>:KGBG@ <:E<NI
>QI>KB>G<>= PHKD>KL LMN=RBG@ ?HK :G) ,>HIE>:ELH :<IJNBK> ANF:G <:IBM
MA> CH;W>BMA>K :L : K>LNEM H? >QIEB<BM <HFI:GR MK:BGBG@ IKH@K:FL HK
H? IK:<MB<> :G= >QI>KB>G<> LHF>MBF>L <:EE>= XE>:KGBG@ ;R =HBG@Y

0A> >=N<:MBHG IHEB<R H? G:MBHG:E @HO>KGF>GML MA>K>?HK> |IE:RL : ;B@ |
=>M>KFBGBG@ AHP FN<A ANF:G <:IBM:E MA>K> BL BG : <HNGMKR %G MA> 1G
:G=INKHI> >=N<:MBHG BL MRIB<:EER <HFINELHKR NI MH :@> HK %G HMA>
MA> L<AHHE E>:OBG@ :@> BL EHP>K BG :G@E:=>LA BG %K:G :G= BG $H
>Q:FIE> %G LMBEE HMA>K <HNGMKB>L >=N<:MBHG BL GKM SABWNELHKR :M :I
HFI:K:MBO> 0:;E> Right to Education Projesk>LL>= &NG>

AMMI PPP KB@AM MH >=N<:MBHG HK@+GH3#? MA> :BFL H? MA> F>KB<:G
HFI>MBMBO>G>LL %GBMB:MBO> F>GMBHG>=:M MA> ;:>@BGGBG@ H? MABL -
XIKHOB=> F>KB<:G <ABE=K>G PBMA : LMKHG@ ?HNG=:MBHG BG F:MA :G= L<B

0A>K> :K> F:GR LBFBE:KBMB>L ;>MP>>G ANF:G <:IBM:E :G= |IARLB<:E <:IBM:E $I
<:IBM:E EBD> IARLB<:E <:IBM:E BL :<<NFNE:M>= MAKHN@A : IKH<>LL H? BGO>|
>=N<:MBHG BL :G BGO>LMF>GM F:=> ;R I:K>GML :G= @HO>KGF>GML 1GBO>KL
>=N<:MBHG BL :G BGO>LMF>GM F:=> ;R BG=BOB=N:EL :G= AHNL>AHE=L 3A>G |
<HEE>@> RHN @BO> NI MBF> MA:M RHN <HNE= A:O> LI>GM PHKDBG@ HK A:O
HG> <HLM H? >=N<:MBHG 0A> HMA>K <HLM BL MA> >QI>GL> H? MNBMBHG O0A:
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>=N<:MBHGWMA> K>MNKG HG RHNK BGO>LMF>GMWBL MA:M LHF>MBF>BG M
;> FHK> IKH=N<MBO> :G= >:KG FHK> BG<HF> G BG=BOB=N:E =><BLBHG MH @
;:L>= HG :G >O:EN:MBHG H? MA> <HLML LN<A :L MNBMBHG :G= ?HK>@HG> MBI
:>G>?BML LN<A :L AB@A>K L:E:KR :?M>K @K:=N:MBHG :G= MA> CHR H? LMN=R
LN;C><ML EBD> ><HGHFB<L

"BKFL :ELH BGO>LM BG ANF:G <:IBM:E 0A>R L>>D MH BG<K>:L> MA> IKH=N<MB
PHKD>KL ;R BG AHNL> MK:BGBG@ HK ;R L>G=BG@ PHKD>KL MH >QM>KG:E Mk
((K@> ?BKFL MRIB<:EER =>OHM> LN;LM:GMB:E K>LHNK<>L MH MA> MK:BGBG@
H? MA>BK >FIEHR>>L /HF> H? MA> LDBEEL MA:M PHKD>KL :<JNBK> :K> MK:GL"
?BKFL B? MA> PHKD>K FHO>L MH :GHMA>K CH; "HK >Q:FIE> PHKD>KL PAH A:C
: MK:BGBG@ <HNKL> HG :<<HNGMBG@ PHNE= ;> :;E> MH NL> MA> DGHPE>=@:
?KHF MA:M <HNKL> :M F:GR =B??>K>GM ?BKFL +MA>K LDBEEL :K> LI><B?B< Ml
?BKF LN<A :L DGHPBG@ >Q:<MER PA>K> MH ABM : :.KMB<NE:K F:<ABG> PBMA
PA>G BM C:FL

$NF:G <:!IBM:E EBD> IARLB<:E <:IBM:E <:G =>IK><B:M> >HIE> ?HK@>M MABG@
E>KG>= HK MA>BK DGHPE>=@> ;><HF>L H;LHE>M> 2BLB :E< P:L HG<>: E>:=B
LIK>:=LA>>M LH?MP:K> LH I>HIE> LDBEE>= BG BML NL> A:= O:EN:;E> ANF:G <:IE
DGHPE>=@> H? MABL IKH@K:F BL H? EBMME> NL> MH=:R $NF:G <:IBM:E MA:M
I:KMB<NE:K ?BKF BL :KMB<NE:KER IKHG> MH =>IK><B:MBHG ;><:NL> BM ;><HF:
MA> PHKD>K E>:0>L HK B? MA> ?BKF @H>L HNM H? ;NLBG>LL +G> K>:LHG PAF
<EHLNK>LWLN<A :L MAHL> BG MA> ?HH= K>M:BEBG@ L><MHK BG MA> 1GBM>:
LN<A <HG<>KG BL MA:M E:B= H?? PHKD>KL F:R L>> MA>BK NL>?NE ANF:G <:IBN
:G=>G= NI PBMA EHP>K :RBG@ CH;L :L : K>LNEM

3ABE> MA>K> :K> LBFBE:KBMB>L ;>MP>>G IARLB<:E :G= ANF:G <:IBM:E MA>K>
=B??>K>G<>L )HLM BFIHKM:GMER ANF:G <:IBM:E BL MK:lI>= BGLB=> I>HIE> <l
L:R MA:M LN<A LDBEEL :K> X>F;H=B>=Y BG MA> E:;HK ?HK<> 5HN <:GGHM L>EE
<:IBM:E MA:M RHN HPG PBMAHNM L>EEBG@ RHNK HPG E:;;HK MBF> :L P>EE OA
?HK @HO>KGF>GM IHEB<R BL MA:M BFIHKMBG@ ANF:G <:IBM:E F>:GL BFIHKM|
N;:B BL MKRBG@ MH :MMK:<M ANF:G <:IBM:EWLH BM :=0O>KMBL>L MA> MABG(
<HNGMKR :MMK:<MBO> MH BG=BOB=N:EL PAH HPG MA:M ANF:G <:IBM:E OANL
LI>:DL H? MA> X<HLFHIHEBM:G EB?>LMRE>Y BG N;:B MH@>MA>K PBMA MA>J
AHLIBM:EL L<AHHEL LAHIL :G=LHHG

Knowledge

):GR E:K@> ?BKFL <HGM:BG K>L>:K<A :G= =>0>EHIF>GM . =BOBLBHGL !FIEH
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5.5 Accounting for Changes in GDP
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Figure 5.10he Aggregate Production Function
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The aggregate production function combines an economyQOs physical capital stock, labor hours, human capit:
technology (knowledge, natural resources, and social infrastructure) to produce output (real GDP).
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#KHPMA :<<HNGMBG@ M>EtHahde8HK>:E # , BG :G ><HGHFR :K> =N> MH
change8G :0:BE:;;E> BGINML 1G=>K K>:LHG:;ER @>G>K:E <BK<NFLM:G<>L M/
<A:G@> BG HNMINM BG :G ><HGHFR <:G ;> PKBMM>G :L ?HEEHPL

HNMINM @KHPMAK:MBM:E LMH<D @KHPMA K:M>
7 \ a]E:;HK AHNKL @KHPMA K:M>8
7 \ a ]ANF:G <:!IBM:E @KHPMA K:M>8

M><AGHEH@R @KHPMA K:M>

%G MABL >IN:BMBHGNLM : GNF;>K #KHPMA K:M>L <:G ;> IHLBMBO> HK G>@:M
P> <:G NL> MA> >JN:MBHG MH :G:ERS> =><K>:L>L :G= BG<K>:L>L BG #,

3> <:G F>:LNK> MA> @KHPMA BG HNMINM <:IBM:E LMH<D :G= E:;HK AHNKL NLE
:0O:BE:;E> ><HGHFB< =:M: 0A> @KHPMA K:M> H? ANF:G <:IBM:E BL MKB<DB>K NV
‘EMAHN@A P> <:G NL> BG?HKF:MBHG HG L<AHHEBG@ :G= EBM>K:<R K:M>L M|
GNF;>K 3> :ELH A:O>: P:R H? F>LNKBG& M><AGB<:E =>M:BEL :K> GHM BFIHKI
A>K> ;NM : @HH= F>:LNK> H?BL LBFIER MHM:E I:RF>GML MH E:;HK BG MA> ><I-
MA:M BL MA> MHM:E H? P:@>L :G= HMA>K <HFI>GL:MBHG L : ?K:<MBHG H? H(
FHLM ><HGHFERL BG MA> K:G@> H? ;;HNM MH

"HK MA> 1GBM>= /IM:M>L MA>&®B\F;* M  0A> @KHPMA K:M> H? HNMINM BL
MA>K>?HK> @BO>G :L ?HEEHPL

PVUEBXKWSBUF, — mDBQMEJDI—EPXUSBsJF

(

— MMBCPGSEFPXUSBUHVNBIBEMBXUBUF
UFOPMHPKAUB UF

><:NL> P> <:G F>:LNK> >O>KRMABG@ BG MABL >JN:MBHG >Q<>IM @KHPMA B(
P> <:G NL> MA> >IJN:MBHG MH =>M>KFBG> PA:M MA> @KHPMA K:M> H? M><AG
%? P> K>KK:G@> P> @>M MA> ?HEEHPBG@

<<HNGMBG@ ?HK A:G@>L BG #,
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UFDPMFH%(ZJSBUFPVUEM(UUS%[LF( — mD B @ Wl DHFX

1-mMBCPGSSPXUBUHVNBIBOMBXUBUF

OH >FIA:.LBS> :@:BG MA> IHP>K?NE I:KM H? MABL >JN:MBHG BL MA:M P> <:G NL
@KHPMA BG E:;HK <:IBM:E ANF:G <:IBM:E :G= HNMINM MH BG?>K MA> @KHPM
M><AGHEH@RWLHF>MABG@ MA:M BL BFIHLLB;E> MH F>:LNK> =BK><MER

Growth Accounting in Action

0:E> /HF>'Q:FIE>L H? #KHPMA <<HNGMBG@ :E<NEIKMIBEIBE>L
BG?HKF:-MBHG HG HNMINM @KHPMA <:IBM:E @KHPMA E:;HK @KHPMA :G= M>
@KHPMA 0A> <:E<NE:MBHGL :LLANF> M&MA> ?BKLM KHP ?HK >Q:FIE> P> L>>
MA:M

@KHPMA BG M><AGHEH@R \7 ] 8\7 | 8

\

0:;E> /HF>!Q:FIE>L H? #KHPMA <<HNGMBG@ :E<NE:MBHGL

*The figures in each column are percentage growth rates.

#KHPMA :<<HNGMBG@ BL :G >QMK>F>ER NL>?NE MHHE ;><:NL> BM A>EIL NL =
<NL>L H? ><HGHFB< LN<<>LL :G= ?:BENK> 3> <:G EHHD :M LN<<>LL?NE @KHP
><HGHFB>L :G= ?BG= HNM B? MA>R :K> @KHPBG@ ;><:NL> MA>R A:O> FHK> <:
HK LDBEEL HK ;><:NL> MA>R A:O0> BFIKHO>= MA>BK M><AGHEH@B<:E DGHP Al
<:G EHHD :M ><HGHFB>L BG PAB<A HNMINM A:L ?:EE>G :G= ?BG= HNM PA>MA>

<<HNGMBG@ ?HK A:G@>L BG #,
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<IBM:E E:;HK HK M><AGHEH@R :K> K3: INIGLB/ASL MHABMSEK 0A>
#K>:M >IK>LLBH@H LMN=R MA> ;>A:0OBHK H? MA> 1/ ><HGHFR BG MA> L :G=

>L>:K<A>KL A:0> ?HNG= MA:M =B??>K>GM <HNGMKB>L :G= K>@BHGL H? MA>
O:LMER O:KRBG@ >QI>KB>G<>L PA>G OB>P>= MAKHN@A MA> E>GL H? @KHP!
3HKE= :GD LMN=R ?HNG= MA:M BG =>0O>EHIBG@ K>@BHGL H? MA> PHKE= <
:<<NFNE:MBHG P:L : D>R <HGMKB;NMHK MH HNMINM @KHPMA :<<HNGMBG@
MABK=L H? MHM:E @KHPMA BG ?KB<: (:MBG F>KB<: :.LM LB: :GBABNMA>:LM
LMN=R <HO>K>= MA> I>KBH= V  />> 3HKE=WGI Development Report 1991

The Challenge of Developn@iE | &NG> <<>LL>= N@NLM

AMMI ><HG PHKE=;:GD HK@ >QM>KG:E =>?:NEM

F:BG L.@>,' MA>/BM>,' B

. F>GN,' >GMBMR% 9 0><AGHEH@R

:G= ANF:G <:IBM:E @KHPMA IE:R>= : LNKIKBLBG@ER LF:EE KHE> BG MA>L> K>(
<HGMKB:NMBG@ GHMABG@ :M :EE MH ><HGHFB< @KHPMA BG ?KB<: :G= (:ME
>Q:FIE>

The Short Run, the Long Run, and the Very Long Run

#KHPMA :<<HNGMBG@ ?H<NL>L HG AHP BGINMLW:G= A>G<> HNMINMW<A:G@
3> NL> MA> MHHE ;HMA MH EHHD :M <A:G@>L BG :G ><HGHFR HO>K LAHKM ME
?KHF HG> FHGMA MH MA> G>QMW:G= :ELH HO>K O>KR EHG@ MBF> I>KBH=LW
=><:=>L 3>:K>EBFBM>= HGER ;R MA> =:M: MA:M P> A:0> :O:BE:;E> MH NL %M |
LHF>MBF>L NL>?NE MH =BLMBG@NBLA MAK>> =B??>K>GM MBF> AHKBSHGL

0A> LAHKM KNG K>?>KL MH : I>KBH=H? MBF> MA:M P> PHNE= MRIB:
F>.LNK>BG FHGMAL %? LHF>MABG@ A:L HGER : LAHKM KNG >??><
><HGHFR MA> >??><M PBEE O:GBLA PBMABG FHGMAL HK : ?>P R>:|
0A> EHG@ KNG K>?>KL MH I>KBH=L H? MBF> MA:M :K> ;>MM>K F>:LlI
R>:KL %? LHF>MABG@ PBEE A:lI>G BG MA> EHG@ KNG P> FB@AM
?HK MPH MAK>> HK FHK> R>:KL ;>?HK> BM A:lI>GL

0A> O>KR EHG@ KNG K>?>KL MH I>KBH=L H? MBF> MA:M :K> ;>LM F:
=><=>

0A>L> =>?BGBMBHGL H? MA> LAHKM EHG@ :G= O>KR EHG@ KNGL :K> GHM (
>Q:<M %G MA> <HGM>QM H? :KMB<NE:K <A:IM>KL AHP>0>K P> @BO> FHK> |
=>?BGBMBHGL MH MAHK BFIE>A:IM>K  1G=>KLM:G=BG@ MA> ">=
>QIE:BGL MA> :=CNLMF>GM H? IKB<>L BG :G ><HGHFR %G MA:M <A:IM>K P> =
LAHKM KNG L MA> MBF> AHKBSHG BG PAB<A IKB<>L :K> XLMB<DRYWGHM :EE
:=CNLM>= ?NEERWPA>K>:L MA> EHG@ KNG K>?>KL MH : I>KBH= PA>K> :EE IKB
:=CNLM>= )>:GPABBAM>K #EH;:E . KHLI>KBMR :G= #EH;:E ,HOHKMRIA>

O>KR EHG@ KNG MH K>?>K MH : LBMN:MBHG PA>K> HNMINM :G= MA> |ARLB<:I

<<HNGMBG@ ?HK A:G@>L BG #,
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@KHP :M MA> L:F> KB@®NK>  0A> B??>K>GM 0BF> $HKBSHGL BG <HGHFB<L
LNFF:KBS>L MA> F:BG BG?EN>G<>L HG MA> BGINML MH MA> IKH=N<MBHG ?NC(
LAHKM KNG MA>EHG@ KNG :G= MA> O>KR EHG@ KNG

Figure 5.1Trhe Different Time Horizons in Economics

(HHD ?BKLM :M IARLB<:E <:IBM:EWMA> "BEINKKXHP 8&> B??>K>GM 0BF>
$HKBSHGL BG I<HGHPBBIIMA> LAHKM KNG MA> :FHNGM H? IARLB<:E <:IBM:E B(
><HGHFR BL FHK> HK E>LL ?BQ>= 0A>K> :K>: <>KM:BG GNF;>K H? F:<ABG>L ;I
:G=LHHG :G=P><:GGHM F:D>;B@ <A:G@>L BG MABL <:IBM:E LMH<D +G> MA
?BKFL <:G =H BG MA> LAHKM KNG BL MH <A:G@> <:IBM:E NMBEBS:MBHGWLAN
IKH=N<MBHG EBG> B? MA>R P:GM MH IKH=N<> E>LL HNMINM HK KNGGBG@ >(
P:GM FHK> HNMINM +G<> P> FHO> MH MA> EHG@ KNG :G= O>KR EHG@ KNG
FH;BEBMR :G= <:IBM:E :<<NFNE:MBHG ;><HF> BFIHKM:GM

(HHD G>QM :M E:;;HK %G MA> LAHKM KNG MA> :FHNGM H? E:;HK BG MA> IKH=|
=>|>G=L IKBF:KBER HG AHP FN<A E:;HK ?BKFL P:GM MH ABK> E:HK =>F.G= :G=
FN<A I>HIE> P:GM MH PHKD E:;HK LNIIER L P> FHO> MH MA>EHG@ KNG FBG@
E:;HK ;><HF>L LB@GB?B<:GM :L P>EE PHKD>KL LHF>MBF>L FHO> ?KHF HG> <}
:GHMA>K BG L>:K<A H? ;>MM>K CH;,L G= BG MA> O>KR EHG@ KNG IHINE:MBF
HMA>K =>FH@K:IAB< <A:G@>L MA>:@BG@ H? MA> IHINE:MBHG MA> BG<K>:L
PHF>G BGMH MA> E:;HK ?HK<> >M< LM:KM MH F:MM>K

<<HNGMBG@ ?HK A:G@>L BG #,
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0A> FHO>F>GM H? DGHPE>5@>

:G=:=0:G<>= IKH=N<MBHG

$NF:G <:IBM:E <:G ;> BG<K>:L>= BG MA> EHG@ KNG :G=:ELH BG MA> LAHKM KI
>QM>GM ;R MK:BGBG@ O0A> FHLM BFIHKM:GM <A:G@>L BG ANF:G <:IBM:E <HF
EHG@ KNG AHP>0>K MAKHN@A BFIKHO>= >=N<:MBHG

0A>K> BL GHM O>KR FN<A MA:M <:G ;> =HG> MH <A:G@> : <HNGMKR[L M><AGH
LAHKM KNG %G MA> EHG@ KNG E>LL M><AGHEH@B<:EER :=0:G<>= <HNGMK
>MM>K M><AGHEH@B>L ?KHF HMA>K <HNGMKB>L %G IK:<MB<> MABL H?M>(
H? : FNEMBG:MBHG:E ?BKF >LM:;EBLABG@ HI>K:MBHGL BG : =>0>EHIBG@ <HN
>Q:FIE> B? >EE %G< >LM:;EBLA>L : ?:<MHKR BG )>QB<H MA>G BM >??><MBO:
LHF> DGHP AHP MH MA>)>0QB<:G ><HGHFR OABL Bieéh@blBgy transfer

MA> FHO>F>GM H? DGHPE>=@> :G= :=0:G<>= IKH=N<MBHG M><AGBJN>L :<KH
:HK=>KL

%G MA> EHG@ KNG :G= O>KR EHG@ KNG M><AGHEH@R :=0:G<>L MAKHN@A
A:K=PHKD H? K>L>:K<A :G==>0>EHIF>GM . MA:MWAHI>?NEERW@BO>L NL C
BGO>GMBHGL %G MA> O>KR EHG@ KNG <HNGMKB>L F:R ;> :;E> MH BFIKHO>
:G= MANL <K>:M> ;>MM>K LH<B:E BG?K:LMKN<MNK> %G MA> O>KR EHG@ KNC
K>LHNK<>L :ELH ;><HF> LB@GB?B<:GM

KEY TAKEAWAYS

T #KHPMA :<<HNGMBG@ BL : MHHE MH =><HFIHL> ><HGHFB< @KHPMA BC
<HFIHG>GML H? BGINM @KHPMA :G= M><AGHEH@B<:E IKH@K>LL

T %G ><HGHFB<L P> LMN=R <A:G@>L BG # , HO>K O>KR =B??>K>GM MBF:
AHKBSHGL 3> EHHD :M LAHKM KNG <A:G@>L =N> F:BGER MH <A:G@>L [
PHKD>=:G= MA> NMBEBS:MBHG H? <:IBM:E LMH<D 3> EHHD :M EHG@ K
=N> MH <A:G@>L BG MA> :FHNGM H? :O:BE:;E> E:;HK :G=<:IBM:E BG :G
><HGHFR G=P>EHHD :M O>KR EHG@ KNG <A:G@>L =N> MH MA>
:<<NFNE:MBHG H? IARLB<:E :G= ANF:G <:IBM:E :G=<A:G@>L BG LH<B:E
BG?K:LMKN<MNK> :G= HMA>K :LI><ML H? M><AGHEH@R

Checking Your Understanding

>PKBM> MA> @KHPMA :<<HNGMBG@ >JN:MBHG ?HK MA> <:L> PA
1LBG@ MA> @KHPMA :<<HNGMBG@ >JN:MBHG ?BEE BG MA> FBL
B@:;E> /HF>!Q:FIE>L H? #KHPMA <<HNGMBG@ :E<NE:MBHGL

M><AGBJIN>L :<KHLL G:MBHG:E

;HK=>KL

<<HNGMBG@ ?HK A:G@>L BG #,
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5.6 Globalization and Competitiveness Revisited

LEARNING OBJECTIVES

?M>K RHN A:O> K>:= MABL L><MBHG RHN LAHNE= ;> ;;E> MH :GLP>K MA> ?t
JN>LMBHGL

$HP BL <HFI>MBMBO>G>LL F>:LNK>=
3A:M :K> LHF> H? MA> IHEB<B>L @HO>KGF>GML NL> MH BG?EN>G<> MA
<HFI>MBMBO>G>LL

M MA> ;>@BGGBG@ H? MABL <A:IM>K P> GHM>= MA:M ;HMA [K>LB=>GM #>HK
,K>LB=>GM +;:F: A:O> >FIA:LBS>= IHEB<B>L MH BFIKHO> MA> <HFI>MBMBO>G>
1GBM>= /M:M>L /N<A BGM>K>LM BG G:MBHG:E <HFI>MBMBO>G>LL BL GHM K>
1GBM>= /M:NisMl BL I>KA:IL FHK> IKHGHNG<>= BG MA> 1GBM>= /M:M>L MA:G BG
<HNGMKB>L #HH@E> L>.K<A HG +<MH;>K K>0>:EL MA:M MA> LMKBG@ X
F>KB<: HFI>MBMBO>Y A:L :EFHLM MPB<>:L F:GR ABML :L MA> LMKBG@ X">>I
HFI>MBMBO>Y :G= FHK> MA:G MAK>> MBF>L :L F:GR ABML :L X'>>| KBM:BG
HFI>MBMBO»%® MA>BK X(BL;HG @>G=:Y H? MA> A>:=L H? INKHI>.G <HNGM!
LM:M>=:G :BF H? F:DBG@ MA> INKHI>:G 1GBHG XMA> FHLM <HFI>MBMBO> :G=
DGHPE>=@> =KBO>G ><HGHFR [R> X(BL;HG @>G=:Y INK <MBO> ):R

<<>LL>= &NER AMMI PPP >NK:<MBO <HF >G ?NMNK> >N EBL;HG :@>G=:
KMB<E>

Competitiveness: Another Look

2:KBHNL HK@:GBS:MBHGL IKH=N<> K:GDBG@L H? MA> <HFI>MBMBO>G>LL H?
>Q:FIE> %) :;NLBG>LL L<AHHE BG /PBMS>KE:G= IKH=N<>L : 3HKE= HFI>MBM|
5>:K;HHD 35 >0>KR R>/K> X3HKE= HFI>MBMBO>G>LL >GM>K Y %) :<<>LL>=
N@NLM AMMI PPP BF= HK@ K>L>:K<A <>GM>KL P<< BGOAQ H2KE=
I<HGHFB< "HKNF 3!" IKH=N<>L :G :GGN:E #EH;:E HFI>MBMBO>G#t% .>IHKM
X#EH;.:E HFI>SMBMBO>G>LL .>IHKM Y 3HKE= I<HGHFB< "HKNF :<<>LL>= &NG>
AMMI PPP P>?HKNF HK@ L L @EH:;:E <HFI>MBMBG>G3LA> 3!" CN=@>=
/PBMS>KE:G= MH ;> MA> FHLM <HFI>MBMBO> ><HGHFR BG MA> PHKE= ?HEEH
1GBM>= /IM:M>L :G=/BG@:IHK> <<HK=BG@ MH %) MA> MHI MAK>> P>K> $HG(
1GBM>= /M:M>L :G=/BG@:IHK> 0A>L> K:GDBG@L :K> <HO>K>=>QM>GLBO>ER
‘NLBG>LL IK>LL :G= MA>K> BL :ELH : F:KD>M ?HK MA>FW3 5 K>LHNK<>L <HLM

NLBG>LL :G= @HO>KGF>GML INK<A:L> MA>L> K>IHKML >:<A R>:K *:MBHG:
<HFI>MBMBO>G>LL BL ;B@ ;NLBG>LL
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%G MA>BK ;B= MH F>:LNK> <HFI>MBMBO>G>LL MA> 3!":G= MA> 35 EHHD :M:
<HF;BG:MBHG H? XA:K=Y ><HGHFB< =:M: :G= LNKO>RL H? ;NLBG>LLI>HIE> l:i<A
ANG=K>=L H? F>:LNK>L BG MA>BK K>LI><MBO> :MM>FIML MH F>:LNK> G:MBHG
<HFI>MBMBO>G>LL %? MA>L> MPH BGLMBMNMBHGL :K>MH ;> ;>EB>0>= G:MI
<HFI>MBMBO>G>LL BL : O>KR <HFIEB<:M>= :GBF.E BG=>>= EMAHN@A P> =H C
@H MAKHN@A MA>BK F>:LNK>L BG =>M:BE : ?>P MA>F>L >F>K@>

T HMA MA> 3!":G= MA> 3 5 EHHD :M F>:LNK>L H? ANF:G <:IBM:E LN<A
MA> GNF;>K H? I>HIE> >GKHEE>= BG M>KMB:KR >=N<:MBHG

T 0><AGHEH@R :G= M><AGHEH@B<:E BG?K:LMKN<MNK> ?>:MNK> |K}
;HMA EBLML H? =:M: 0A> 3!":G= MA> 3 5 EHHD :M F>:LNK>L LN<A :L M
I>G>MK:MBHG H? <HFINM>KL MA>%GM>KG>M :G= FH;BE> IAHG>L
@K:GMBG@ H? I:M>GML

T 0A> IN:EBMR H? IN;EB< BGLMBMNMBHGL :G= MA> IK>0:E>G<> H? <}
?>:MNK> IKHFBG>GMER BG ;HMA EBLML $>K> MA> 3!" K>EB>L HG L
HG <HKKNIMBHG ;KB;>L :G= MA>>QM>GM MH PAB<A MA> E>@:E LF
:G= MK:GLI:K>GM 0A> 3 5 BG<EN=>L LNKO>R BG?HKF:MBHG HG
F:G:@>F>GM IK:<MB<>L :G= X:MMBMN=>L :G=O:EN>LY

OANL MA> BM>FL MA:M P> A:0> B=>GMB?B>= :L <HFIHG>GML H? LH<B:E BG?K:L
ANF:G <:!IBM:E :K> BGKEN=>=:L D>R =>M>KFBG:GML H? <HFI>MBMBO>G>LL 0>
BG?K:LMKN<MNK> BL =B??B<NEM MH <E:LLB?R :G=F>.LNK> %G I:-KM BM BL <:
H? <:IBM:E LMH<D ;><:NL> DGHPE>=@> <:G ;> >F;H=B>= BG MA> <:IBM:E LMH<D

HNGMKB>L MA:M =H ;>MM>K BG M>KFL H? MA>L> K:GDBG@L PBEE M>G= MH A
HNMINM ;><:NL> MA>L> :K> :EE BGINML BGMH MA> :@ @K>@:M> IKH=N<MBHG
<HFI>MBMBO>G>LL H? : <HNGMKR BL GHM : F:-MM>K H? AHP FN<A HNMINM BM
AHP>0>K P> :EK>:=R A:O>: [>K?><MER @HH= F>.LNK> H? MA:M <EE>=K>E @
=HF>LMB< IKH=N<M K>E #, %GLM>:= <HFI>MBMBO>G>LL BL MA> :;BEBMR M|
?HK>B@G <:!IBM:E %? <HNGMKB>L =H GHM A:0> >GHN@A =HF>LMB< L:OBG@L
BGO>LMF>GM MA>G MA>R G>>= MH H;M:BG <:IBM:E ?KHF HMA>K <HNGMKB>L
<!IBM:E BG MA> PHKE= BL EBFBM>= LH <HNGMKB>L <HFI>M> ?HK MABL <:IBM:|
F:D> MA>BK ><HGHFB>L :MMK:<MBO> |IE:<>L MH BGO>LM )HK> ANF:G <:IBM:E ;
DGHPE>=@> HK LNI>KBHK LH<B:E BG?K:LMKN<MNK> :EE L>KO> MH BG<K>:L>
BGO>LMF>GM %? PHKD>KL :K> FHK> LDBEE>= MA>G >QMK: <:IBM:E PBEE @>
HNMINM %? ?BKFL A:O> ;>MM>K IKH<>LL>L BG IE:<> MA>G >QMK: <:IBM:E PBEI
HNMINM %? : <HNGMKR BL ?K>> H? <HKKNIMBHG MA>G >QMK: <:IBM:E PBEE (
HNMINM

OABL LN@@>LML MA:M HG> @HH= R>M LBFIE> BG=B<:MHK H? G:MBHG:E <HFI>
F.K@BG:E IKH=N<M H? <:IBM:E  HNGMKR BL FHK> <HFI>MBMBO> MA:G <HNGN\

#EH;:EBS:MBHG :G= HFI>MBMBO>G>LL .>OBLBM>=
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BGO>LMF>GM BG <HNGMKR BL FHK> IKH=N<MBO> MA:G BG <HNGMKR )HK>
<HNGMKR BL FHK> <HFI>MBMBO> B? BM A:L : AB@A>K F-K@BG:E IKH=N<M H? -

Globalization: Another Look

3A>G>0>K : @HH= HK L>KOB<> BL IKH=N<>=:G= LHE= ><HGHFB< O:EN> BL <K:
:FHNGM H? O:EN> BL @BO>G ;R MA> =B??>K>G<> ;>MP>>G MA> O:EN> MH MA>
O:EN> MH MA> L>EE>K "HK >Q:FIE> LNIIHL> : MHR <:K BL IKH=N<>= BG : ?:<MH}
‘M:<HLM H? %F:@BG> MA:M : IHM>GMB:E ;NR>K BG :EB?HKGB: O:EN>L MA>

WMA:M BL LA>BL PBEEBG@ MH I:R NI MH MABL :FHNGM ?HK MA> MHR 0A>G
<K>:M>=B? MA> ;NR>K :G= L>EE>K MK:=>BL \

%G : @EH;:EBS>= PHKE= MHR <:KL <:G ;> MK:GLIHKM>= :KHNG= MA> PHKE= 04
MABG@L "BKLM @HH=L <:G @H MH PA>K> :NR>KL O:EN> MA>F MA> FHLM O0A:
‘NR>K BG #>KF:GR PAH O:EN>L MA> <:K:M  %? A>:NRL MA> <:K MA>G MA>M
<K>:M>L PHKMA H? O:EN> \  /><HG= @HH=L <:G ;> F:GN?:<MNK>= PA>K:
IKH=N<MBHG <HLML :K> EHP>LM ,>KA:IL MA> MHR <:K <:G ;> F:GN?:<MNK>= BG
%7? MA> MHR BL IKH=N<>=BG ABG: :G= LHE=BG #>KF.GR MA>G MA> MHM:E
‘R MA> MK:=> BG<K>:L>L MH \  #EH;:EBS:MBHG MANL <HGMKB;NM>L MH
>??7B<B>GM @EH;:E ><HGHFR ;><:NL> @HH=LW:G= F:GR L>KOB<>LW<:G ;> LAB
:KHNG= MA> PHKE= MH <K>:M> FHK> O:EN> 0A>R <:G ;> IKH=N<>= PA>K> BM Bl
>??B<B>GM MH IKH=N<> MA>F :G= LHE= PA>K> MA>R :K> O:EN>= MA> FHLM

3> A:0> :ELH L>>G MA:M <:IBM:E :G= MH : E>LL>K >QM>GM E:;HK FHO>L :KHNG
PHKE= :IBM:E FHO>L MH <HFI>MBMBO> ><HGHFB>LWMA:M BL MH MA> |E:<>L
F:K@BG:E IKH=N<M BL AB@QA>LM OABL :@:BG <HGMKB;NM>L MH ><HGHFB< >?
BM F>:GL MA:M P> MA:M BL MA> PHKE= L : PAHE> @>M FHK> HNMINM ?KHF :
:FHNGM H? <:IBM:E BGINM

OABL ;KB>? =>L<KBIMBHG I:BGML : KHLR IB<MNK> H? @EH;:EBS:MBHG L : ?HK<
PHKE=: FHK> IKH=N<MBO> |IE:<> 5>M @EH;:EBS:MBHG A:L O>A>F>GM <KBMB<
A:0> M:D>G MH MA> LMK>>ML :KHNG= MA> PHKE= MH <HFIE:BG :;HNM BM G=|
H? @EH;:EBS:MBHG A:L L>>G FBQ>= K>LNEML BG M>KFL H? ><HGHFB< LN<<>L
><HGHFB>LWI.KMB<NE:KER BG LM LB:WA:0O> >QIEHBM>= MA> HIIHKMNGBMB
@EH;:EBS:MBHG MH MA>BK :=0:GM:@> NM HMA>K <HNGMKB>LWFHLM GHM:;
?KB<:WK>F:BG LMN<D BG IHO>KMR

/H PA:M BL HNK LMHKR FBLLBG@ 3A:M BL PKHG@ PBMA MA> B=>: MA:M MA> ?
H? @HH=L :G= <:IBM:E <:G >G<HNK:@> IKHLI>KBMR >0O>KRPA>K> 0A>K> :K> LI
PAR P> LAHNE= M>FI>K HNK HIMBFBLF :;;HNM MA> IKH<>LL H? @EH;:EBS:MBHG
MA> ?HEEHPBG@

#EH;:EBS:MBHG :G= HFI>MBMBO>G>LL .>OBLBM>=
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T There are winners and losers. 0OA>K> BL : LMKHG@ IK>LNFIMBHG ?KHF
><HGHFB< MA>HKR MA:M @EH;:EBS:MBHG PBEE BG<K>:L> HO>K:EE
>??B<B>G<R ;NM MA>K> BL GH @N:K:GM>> MA:M >0O>KRHG> PBEE |
:K>PBGG>KL ?KHF @EH;:EBS:MBHG ;><:NL> MA>R <:G L>G= MA>BK
PA>K>0>K <:IBM:E >:KGL MA> AB@A>LM K>MNKG 3HKD>KL BG <HN
:MMK:<M <:IBM:E PBEE BG @>G>K:E ;> PBGG>KL ;><:NL> MA>R PBE
AB@A>K K>:E P:@>L $HP>O>K PHKD>KL BG <HNGMKB>L MA:M EHL
?KHF @EH;:EBS:MBHG MA>R L>> MA>BK K>:E P:@>L =><K>:L> %G |
MA> ;NR>KL H? MHRL BG :EB?HKGB: :G= #>KF.GR ;>G>?BM ?KHF MA
MHRL :K> <A>:I>K :G=:0:BE:;;E> BG @K>:M>K O:KB>MR NM MA> MHF
F:GN?:<MNK>K BG ":GL:L EHL>L HNM ;><:NL> BM <:GGHM <HFI>M> PE
<A>:I1>K IKH=N<M ?KHF ABG: 0A> ?:<MHKR F:R <EHL> :G=BML PHKL
F:R ;> ?HK<>= MH EHHD ?HK HMA>KWI>KA:IL E>LL :MMK:<MBO>WCH

T The playing field is not level. %G :G BGMKH=N<MHKR ><HGHFB<L ;HHI
=H GHM A:0> KHHF MH K>0B>P MA> =>M:BEL H? MK:=> :@K>>F>GMI
MA> PHKE= NM HG> MK>G<A:GM <KBMB<BLF H? @EH;:EBS:MBHG E
=>0>EHI|>= <HNGMKB>L A:0> F:BGM:BG>= AB@A M:KB??L :G= LN;LB:
MA>R A:0> >G<HNK:@>= IHHK>K <HNGMKB>L MH >EBFBG:M> LN<A |
: K>LNEM MA> ;>G>?BML H? @EH;:EBS:MBHG A:0> ;>>G :EFHLM >GN\
?HK LHF> H? MA> IHHK>LM <HNGMKB>L BG MA> PHKE= )HK>HO>K |
<HNGMKB>L A:O0> =BLIKHIHKMBHG:M> <HGMKHE HO>K LHF> H? MA>
BGM>KG:MBHG:E BGLMBMNMBHGL MA> F:G:@BG@ =BK><MHK H? |
JHG>M:KR "NG= %)" BL MK:=BMBHG:EER : INKHI>:G MA> IK>LB=>GN
3HKE= :GD BL :IIHBGM>= ;R MA> 1GBM>= /M:M>L

T One size may not fit all. %GM>KG:MBHG:E BGLMBMNMBHGL LN<A :L M
:G= MA> 3HKE= :GD MRIB<:EER :=OH<:M> LBFBE:K IHEB<B>L ?HK :EI
%G ?:<M =B??>K>GM IHEB<B>L FB@AM ;> :IIKHIKB:M> ?HK =B??>K>(
"HK >Q:FIE> MA>L> HK@:GBS:MBHGL :K@N>= MA:M <HNGMKB>L LA
?K>> FHO>F>GM H? <:IBM:E :<KHLL MA>BK :HK=>KL 3> A:0> L>>G M,
BL: LMKHG@ :K@NF>GM ?HK :EEHPBG@ <:IBM:E MH @H BG L>:K<A
K>MNKG NM GHM :EE <:IBM:E ?EHPL M:D> MA> ?HKF H? ;NBE=BG@
[HF>MBF>L MA> FHO>F>GM H? <:IBM:E <HGLBLML H? HGER O>KR ?:
H? FHG>R BG :G= HNM H? <HNGMKB>L ;:L>=HG @N>LL>L :;;HNM FH(
BG BGM>K>LM K:M>L :G=>Q<A:G@> K:M>L 0A>L> ?EHPL H? FHG>R
LHNK<> H? BGLM:;BEBMR BG : <HNGMKR 0A>K> BL BG<K>.LBG@ K>
LHF>MBF>L :M E>.LM BM BL ;>MM>K MH IE:<> LHF> EBFBML HG LN</
<:IBM:E FHO>F>GML

JHLM ><HGHFBLML :K> <HGOBG<>= MA:M MA> ;:>G>?BML H? @EH;:EBS:MBHG :k
HNMP>B@A MA>L> <HG<>KGL ):GRWI>KA:IL FHLMW:K> :ELH <HGOBG<>= MA:N
@EH;:EBS:MBHG BL MH EBO> NI MH BML IKHFBL> ?HK MA> PHKE= BM G>>=L M
MA:G BM A:L ;>>G BG MA> |:LM

#EH;:EBS:MBHG :G= HFI>MBMBO>G>LL .>OBLBM>=
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Policies to Increase Competitiveness and Real Wages

3> DGHP MA:M B? :G ><HGHFR BG<K>:L>L BML E:;HK BGINM HMA>K MABG@L ;:
F:K@BG:E IKH=N<M H? E;;HK :G= A>G<> MA> K>E P:@> =><K>:L>L %? :G ><HC
BG<K>:L>L BML IARLB<:E <:IBM:E LMH<D F>:GPABE> MA>G MA> F:K@BG:E IKH
:G= A>G<> MA> ><HGHFR[L <HFI>MBMBO>G>LL =><K>:L>L

O0A>K> BL : <KBMB<:E M>GLBHG ;>MP>>G <HFI>MBMBO>G>LL :G=K>:E P:@>L I
FHF>GM MA:M ANF:G <:IBM:E :G= M><AGHEH@R :K> NG<A:G@BG@ 0A>G .G ><
PAB<A K>.E P:@>L :K>BG<K>:LBG@ FNLM :ELH ;> :G ><HGHFR MA:M BL ;><HFB
<HFI>MBMBO> HGO>KL>ER MA> HGER P:R BG PAB<A :G ><HGHFR <:G ;><HF>
<HFI>MBMBO> BL ;R L>>BG@ BML K>:E P:@>L =><K>:L>

$B@A K>:E P:@>L F:D> : <HNGMKR E>LL :MMK:<MBO> ?HK ;NLBG>LL>LW:?M>K

<AHHL> PA>K> MH EH<:M> BG :G :MM>FIM MH F:D> :L FN<A IKH?BM :L IHLLB;E>

MABG@L ;>BG@ >JN:E MA>R IK>?>K MH ;> BG EHP P:@> ><HGHFB>L %G=>>=

MA> 3 5 ;HMA NL> E:;HK <HLML :L HG> H? MA>BK BG=B<:MHKL H? <HFI>MBMBO:
:KMB<E> ;;HNM HFI.E EH<:MBG@ BG 2B>MG:F EBD>PBL> <BM>=EHP P:@>L :L :
H? MA> <HNGMKR

NM P> FNLM GHM ;> FBLE>= ;R MABL $B@A K>:E P:@>L LB@G:E IKHLI>KBMR B
(HP K>:E P:@>L >0>G B? MA>R F:D> :G ><HGHFR <HFI>MBMBO> :G= A>E|l MH :\
<:IBM:E :K> GHM BG MA>FL>EO>L =>LBK::E> ?M>K :EE MA>I|HBGM H? :MMK:<|
MA> ?BKLM IE:<> BL MH BG<K>:L> ><HGHFB< P>EE ;>BG@ L :G >Q:FIE> ABG:
JNBM> LN<<>LL?NE :M :MMK:<MBG@ <:IBM:E BG E:K@> |:KM ;><:NL> H? EHP K>
<HNGMKR A:L ;><HF> FHK> IKHLI>KHNL K>:E P:@>L A:Bud{iziss®/edddVIB<E>
<HFF>GMBG@ HG MA> BG<K>:LBG@ P:@>L BG MA> <HNGMKR H;L>KO>= MA>
P:@> BLLN> A:L LM:KM>= MH :??><M AHP <HFI:GB>L HI>K:M>BG ABG: 1/ <HKIl
:G= MA>BK LNIIEB>KL :K> LM:KMBG@ MH K>MABGD PA>K> MH EH<:M> ?:<BEBN
BGMH MA> BGM>KBHK PA>K> L:E:KB>L :G= E:G= O:EN>L :K> LF:EE>K HK >0O>C
MH EHP>K <HLM <HNGMKB>L LN<A L 2B>MG:F HK %G=HG>LB: EK>:=R AB@A:
K> >@BGGBG@ MH IKB<> LHF> F:GN?:<MNK>KL HNM H? FHK> =>0O>EHI>= AB(
LN<A L /A:G@A:B :G=/NSANKSHP .BLBG@ 3:@>L K> A:G@BG@ MA> #:F> BG
ABG: YBloomberg BusinessWggkA <<>LL>= &NG>

AMMI| PPP ;:NLBG>LLP>>D <HF F:@:SBG> <HGM>GM 9 : AMBG HMA>K
PHK=L BG<K>.LBG@ K>:E P:@>L :K> F:DBG@ ABG: E>LL <HFI>MBMBO> NM M,
MA:M ABG: BL @>MMBG@ KB<A>K :G=PHKD>KL BG ABG: :K>:;E> MH >GCHRE
BG MA>BK LM:G=:K=H? EBOBG@ OABL BL : @HH= MABG@ GHM : IKH;E>F

3A:M P> K>:EER P:GM :K> IHEB<B>L MA:M PBEE BG<K>:L> ;HMAaddRi=MBMBO>C
P:@>L :M MA> L:F> MBF> 0A> HGER P:R MH =H MABL BL ;R BG<K>:LBG@ MA> LI
ANF:G <:IBM:E DGHPE>=@> :G= LH<B:E BG?K:LMKN<MNK> MA>K> BL EBMME>

#EH;:EBS:MBHG :G= HFI>MBMBO>G>LL .>OBLBM>=
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MH BG<K>:L> BML LMH<D H? G:MNK:E K>LHNK<>L 0A>K> :K> GH >:LR HK JNB<
BG<K>:L> :GR H? MA>L> /MBEE BFIHKM:GM IHEB<R HIMBHGL BG<EN=> MA> ?}

T Invest in education and training. +O>K:EE ><HGHFB< I>K?HKF:.G<>
=>|>G=L MH : @K>:M =>@K>> HG MA> >=N<:MBHG :G= LDBEEL H? M/
OABL BL HG> K>:LHG PAR <HNGMKB>L MAKHN@AHNM MA> PHKE= K
G>>= MH IKHOB=> ;:LB< >=N<:MBHG MH MA>BK <BMBS>GL %M BL P
<HNGMKB>L MH ;NBE= NI MA>BK LMH<D H? ANF:G <:IBM:E CNLM L E
PHKMAPABE> ?HK MA>F MH ;NBE= NI MA>BK LMH<DL H? IARLB<:E <:

T Invest in research and development (R&D). 0A> HO>K:EE DGHPE>=@>
BG :G ><HGHFR BL :=0:G<>= ;R G>P BGO>GMBHGL :G= BGGHO:MBH
KHF:GMB< OBLBHG H? BGO>GMBHG BL MA:M LHF> ;KBEEB:GM I>KLI
PBMA : <HFIE>M>ER G>P B=>: 0A>K> :K> <>E>;K:M>= >Q:FIE>L H? M/
MAKHN@AHNM ANF:G ABLMHKR LM:KMBG@ I>KA:IL PBMA MA> <:0>
A:= MA> B=>: H? <K:<DBG@ : GNM PBMA : LMHG> :G= BG<EN=BG@ VM
BGLB@AML H? L<B>GMBLML EBD> (HNBL ,:.LM>NK ):KB> NKB> :G=
IBGLM>BG NM MA> K>:EBMR H? BGO>GMBHG BG MA> FH=>KG ><H
FNG=:G> %GO>GMBHGL :G= BGGHO:MBHGL MH=:R :EFHLM :EP:RL }
?KHF M>:FL H? K>L>:K<A>KLWLHF>MBF>L BG NGBO>KLBMB>L HK M
LHF>MBF>L BG MA> . =>:KMF>GML H? ?BKFL #HO>KGF>GML H?M>
BM PHKMAPABE> MH LN;LB=BS> LN<A K>L>:K<A MH A>E| BG<K>:L> |
DGHPE>=@> . >QI>G=BMNK>L BG MA> 1GBM>= /M:M>L :G= HMA>K
<HNGMKB>L :K> LN;LM:GMB:E BG MA> 1GBM>=/M:M>L MA>R :FHNG
I>K<>GM H? #,

T Encourage technology transfer. "BKFL BG =>0O>EHI>= <HNGMKB>L M>G
A:O> :<<>LL MH LM:M> H? MA> :KM DGHPE>=@> :G= M><AGBJN>L Ot
MA>BK LMH<D H? DGHPE>=@> LN<A <HNGMKB>L FNLM :=0:G<> MA
DGHPE>=@> H? MA> PHKE= "HK IHHK>K <HNGMKB>L BG MA> PHKE
MA>K> BL :GHMA>K IHLLB;BEBMR ":<MHKB>L BG IHHK <HNGMKB>L |
NL> MA> FHLM :=0:G<>= IKH=N<MBHG M><AGBJN>L HK A:O> MA> FF
FH=>KG F:<ABG>KR 0A>L> <HNGMKB>L <:G BFIKHO> MA>BK LMH<D
DGHPE>=@> ;R BFIHKMBG@ MA> E:M>LM M><AGBJN>L ?KHF HMA>}
IK:<MB<> @HO>KGF>GML H?M>G =H MABL ;R >G<HNK:@BG@ FNENM
?BKFL ?KHF KB<A <HNGMKB>L MH ;NBE= ?:<MHKB>L BG MA>BK <HN
0><AGHEH@R MK:GL?>K PBMABG : <HNGMKR BL :ELH BFIHKM:GM ..
A:O0> ?HNG= MA:M >0>G PBMA : <HNGMKR MA>K> <:G ;> ;B@ =B??>|
MA> IKH=N<MBOBMR H? =B??>K>GM ?:<MHKB>L PBMAREG:BG=NLI
$LB>A :G= >M>K 'E>GHP X)BL:EEH<:MBHG :G=):GN?:<MNKBG@ 0",
ABG: :G= %G=BTNe Quarterly Journal of Econodvés2 GH
*HO>F;>K <<>LL>= &NG> AMMI DE>GHP <HF
)0", 1=?  /H<HNGMKB>L F:R ;> :;E> MH BG<K>:L> K>E #, ;R IKHOB-=
BG<>GMBO>L ?HK DGHPE>=@> LA:KBG@ :<KHLL IE:GML

T Invest in social infrastructure. %FIKHO>F>GML BG LH<B:E BG?K:LMKN
K> A:K= MH BFIE>F>GM  @HO>KGF>GM GH F:MM>K AHP P>EE BGN\

#EH;:EBS:MBHG :G= HFI>MBMBO>G>LL .>OBLBM>=
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<:GGHM >EBFBG:M> <HKKNIMBHG HO>KGB@AM *HK <:G BM BGLM:(
K>EB:;E> E>@:E LRLM>F MA:M PBEE NIAHE= <HGMK:<ML :G= IKHM><
KB@AML '0O>G B? : <HNGMKR <HNE==H LH BM PHNE= LMBEE M:D>
MBF> ?HK BGM>KG:MBHG:E BGO>LMHKL MH @:BG <HG?B=>G<> BG
%FIKHOBG@ LH<B:E BG?K:LMKN<MNK> BL ?HK FHLM <HNGMKB>L
MA> EHG@ A:NE

3> LAHNE= :LD PA>MA>K @HO>KGF>GM G>>=L MH IE:R : KHE> BG :GR H? MABL
BG=BOB=N:EL A:O0> :G BG<>GMBO> MH BGO>LM BG MA>BK HPG >=N<:MBHG ):!
PHKMAPABE> MH [:R ?HK NG=>K@K:=N:M> HK @K:=N:M> =>@K>>L ;><:NL> MA>
PBEE @>M ;>MM>K AB@A>K :RBG@ CH;L :?M>KP:K= /BFBE:KER ?BKFL A:O> :
MH <.KKR HNM . ;><:NL>: LN<<>LL?NE BGO>GMBHG PBEE :EEHP MA>F MH >:K
IKH?BML

0A>K> BL GH =HN;M MA:M MA>L> IKBO:M> BG<>GMBO>L IE:R : ;B@ KHE> BG >G
:=0:G<>F>GM H? DGHPE>=@> /MBEE FHLM ><HGHFBLML :@K>> MA:M IKBO:M:
GHM LN??B<B>GM ,:KMB<NE:KER BG IHHK <HNGMKB>L I>HIE>F:R GHM ;> ;;E>
I:R ?HK MA>BK HPG >=N<:MBHG HK ;> ;;E> MH ;HKKHP ?HK MA:M INKIHL> >0>G
>0>GMN:EER I:R H?? ?HK MA>F MH =H LH

><:NL> DGHPE>=@> BL GHGKBO:E :G= ?K>IJN>GMER GHG>Q<EN=:;E> GHM :EE
?KHF . ?EHP MH MA> ?BKFL MA:M F:D> MA> BGO>LMF>GM "HK >Q:FIE> LNIIHL
<HF>L NI PBMA LHF> G>P LH?MP:K> +MA>K ?BKFL F:R ;> :;E> MH BFBM:M> MA>
<:IMNK> LHF> H? MA> ;>G>?BML H? MA> BGO>GMBHG EMAHN@A MA> 1GBM>
HMA>K <HNGMKB>L A:O> I:M>GM :G= <HIRKB@AM E:PL MH A>EIl >GLNK> MA:M |
?BKFL <:G >GCHR MA> ;:>G>?BML H? MA>BK HPG BGO>GMBHGL LN<A E:PL :K>
?BKFL LHF>MBF>L ?BG= MA:M MA>BK B=>:L :K> <HIB>= HK LMHE>G ,KBO:M> F
IHHK CH; H? IKHOB=BG@ GHGKBO:E :G= GHG>Q<EN=:;E> @HH=L LH MA>K> BL
?HK MA> @HO>KGF>GM

/IBFBE:K :K@NF>GML :lIIER MH FN<A LH<B:E BG?K:LMKN<MNK> 0A> IKHOBLBHG
<E:LLB< ?NG<MBHG H? @HO>KGF>GM ;><:NL> MA>R :K>:@:BG FHLM H? MA> N
GHGKBO:E :G= GHG>Q<EN=:;;E> G=MA> >LM:;;EBLAF>GM H? : K>EB:;;E> E>@:E |
H? MA> FHLM ;:LB< ?NG<MBHGL H? @HO>KGF>GM

#EH;:EBS:MBHG :G= HFI>MBMBO>G>LL .>OBLBM>=
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KEY TAKEAWAYS

T %G LHF> E>:=BG@ LMN=B>L MA>BM>FL MA:M P> A:0> B=>GMB?B>=:L
<HFIHG>GML H? LH<B:E BG?K:LMKN<MNK> :G= ANF.G <:IBM:E :K> BG<EN
D>R =>M>KFBG:GML H? <HFI>MBMBO>G>LL +O>K:EE MA> F.:K@BG:E IK}
<:IBM:E BL : @HH= BG=B<:MHK H? MA> <HFI>MBMBO>G>LL H? : <HNGMKF

T #HO>KGF>GML M:D> :<MBHGL MH BG<K>:L> MA>BK <HFI>MBMBO>G>LL :
P:@>L H? MA>BK PHKD>KL ;R >G<HNK:@BG@ MA> :<<NFNE:MBHG H? AN
<:IBM:E DGHPE>=@> :G= MA> MK:GL?>K H? M><AGHEH@R

Checking Your Understanding

3ARBL #, GHM : @HH= F>:LNK> H? <HFI>MBMBO>G>LL
$HP <HNE=: IHEB<R MH BG<K>:L> MA> BG?EHP H? <:IBM:E E>:= M}

=><K>:L> BG <HFI>MBMBO>G>LL 3A:M =H>L MABL BG?EHP H? <:IB
MA> K>:E P:@> H? PHKD>KL

#EH;:EBS:MBHG :G= HFI>MBMBO>G>LL .>OBLBM>=
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5.7 End-of-Chapter Material
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In Conclusion

3> >@:G MA> <A:IM>K PBMA ?BO> LMHKB>L ?KHF :EE :KHNG= MA> PHKE= (>M NL ;KB>?ER K>0OB>P MA>L.
PA:M P> A:O> E>:KG>= BG MABL <A:IM>K

*B@>K

*B@>K BL :G >QMK>F>ER IHHK <HNGMKR (B?>>QI><M:G<R BG *B@>K BL MA>BG?:GM FHKM:EBMR K:V
:G=E>LL MA:G [>K<>GM H? MA> [HINE:MBHG <:G K>:=:G= PKBM> %M BL >QMK>F>ER IHHK ;><:NL> BM E
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