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Chapter 5

Globalization and Competitiveness

Five Stories
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So YouÕre Polish and Want a JobÉ
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Pro-Business Environment
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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 economyÕs physical capital stock, labor hours, human capital,
knowledge, natural resources, and social infrastructure to produce output (real GDP).
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A Numerical Example of a Production Function
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Figure 5.3A Graphical Illustration of the Aggregate Production Function

The aggregate production function shows how the amount of output depends on different inputs. Increases in the
amount of physical capital (a) or the number of labor hours (b)Ñall else being the sameÑlead to increases in output.
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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
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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 5.5Labor Markets in Florida and Washington State

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

,:KM��:��H?"B@NK>��
���(:;HK�):KD>ML�BG�"EHKB=:�:G=�3:LABG@MHG�/M:M>�LAHPL�MA>
E:;HK�F:KD>M�BG�"EHKB=:
�0A>�>JNBEB;KBNF�P:@>�BL����
����:G=�MA>�>JNBEB;KBNF�E>O>E�H?
>FIEHRF>GM�BL�������FBEEBHG�AHNKL
�0ABL�BL�KHN@AER�<:EB;K:M>=�MH�MA>�:<MN:E
>QI>KB>G<>�BG�"EHKB=:��PA>K>�MHM:E�>FIEHRF>GM�BG������P:L�CNLM�NG=>K��
��FBEEBHG
BG=BOB=N:EL
�,:KM��;��H?"B@NK>��
���(:;HK�):KD>ML�BG�"EHKB=:�:G=�3:LABG@MHG�/M:M>�
LAHPL�3:LABG@MHG�/M:M>��PA>K>�MA>�>JNBEB;KBNF�P:@>�BL����
����:G=�>FIEHRF>GM�BL
����FBEEBHG�AHNKL


3>�>QI><M�MA:M�MA>�AB@A>K�P:@>L�BG�3:LABG@MHG�/M:M>�PHNE=�:MMK:<M�I>HIE>�MH�FHO>
?KHF�"EHKB=:�MH�3:LABG@MHG�/M:M>
�3HKD>KL�PHNE=�FB@K:M>�?KHF�"EHKB=:�MH
3:LABG@MHG�/M:M>��<:NLBG@�MA>�E:;HK�LNIIER�<NKO>�MH�LAB?M�E>?MP:K=�BG�"EHKB=:�:G=
KB@AMP:K=�BG�3:LABG@MHG�/M:M>
��L�:�<HGL>JN>G<>��P:@>L�PHNE=�BG<K>:L>�BG�"EHKB=:
:G=�=><K>:L>�BG�3:LABG@MHG�/M:M>
"B@NK>��
���)B@K:MBHG�?KHF�"EHKB=:�MH
3:LABG@MHG�/M:M>�LAHPL�PA:M�PHNE=�A:II>G�B?�MA>�HGER�MABG@�I>HIE>�<:K>=�:;HNM
P:L�P:@>L��FB@K:MBHG�PHNE=�LMHI�HGER�PA>G�P:@>L�P>K>�>JN:E�BG�;HMA�LM:M>L

!FIEHRF>GM�PHNE=�;>�EHP>K�BG�"EHKB=:�:G=�AB@A>K�BG�3:LABG@MHG�/M:M>
��0A>�>Q:<M
GNF;>K�H?�I>HIE>�PAH�FHO>=�:G=�MA>�G>P�>JNBEB;KBNF�P:@>�PHNE=�=>I>G=�HG�MA>
LEHI>L�H?�MA>�LNIIER�:G=�=>F:G=�<NKO>L�BG�;HMA�E:;HK�F:KD>ML
�

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

�
��(:;HK�BG�MA>��@@K>@:M>�,KH=N<MBHG�"NG<MBHG ���



Figure 5.6Migration from Florida to Washington State

Workers move from Florida to Washington State in search of higher wages. Labor supply decreases in Florida and
increases in Washington State.
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Population Growth and Other Demographic Changes
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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 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

LEARNING OBJECTIVES
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The Circular Flow: The Financial Sector
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Figure 5.8The Flows In and Out of the Financial Sector

The flows in and out of the financial sector must balance, which tells us that investment is financed by national
savings plus borrowing from abroad.
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Changes in the Capital Stock
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Figure 5.9The Accumulation of Capital

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

The Mobility of Capital
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Just as workers go in search of high wages, so the owners of capital seek to find the places
where capital will have the highest return
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5.4 Other Inputs in the Aggregate Production Function
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Checking Your Understanding
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5.5 Accounting for Changes in GDP

LEARNING OBJECTIVES
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Figure 5.10The Aggregate Production Function

The aggregate production function combines an economyÕs physical capital stock, labor hours, human capital, and
technology (knowledge, natural resources, and social infrastructure) to produce output (real GDP).
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Growth Accounting in Action
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*The figures in each column are percentage growth rates.
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The Short Run, the Long Run, and the Very Long Run
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Figure 5.11The Different Time Horizons in Economics
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Policies to Increase Competitiveness and Real Wages
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