* Brief Contents

PART 1

SN i NERVAREN

PART 2

10
11
12

PART 3
13
14

15
16
17
18

PART 4
19
20
21
22

Contents 9
Preface 23
Introduction 33
International Trade Theory 42
World Trade: An Overview 42
Labor Productivity and Comparative Advantage:

The Ricardian Model 56
Specific Factors and Income Distribution 83
Resources and Trade: The Heckscher-Ohlin Model 116
The Standard Trade Model 150
External Economies of Scale and the International

Location of Production 177
Firms in the Global Economy: Export Decisions,

Outsourcing, and Multinational Enterprises 196
International Trade Policy 238
The Instruments of Trade Policy 238
The Political Economy of Trade Policy 268
Trade Policy in Developing Countries 307
Controversies in Trade Policy 322
Exchange Rates and Open-Economy Macroeconomics 345
National Income Accounting and the Balance of Payments 345
Exchange Rates and the Foreign Exchange Market:

An Asset Approach 374
Money, Interest Rates, and Exchange Rates 411
Price Levels and the Exchange Rate in the Long Run 445
Output and the Exchange Rate in the Short Run 483
Fixed Exchange Rates and Foreign Exchange Intervention 527
International Macroeconomic Policy 570
International Monetary Systems: An Historical Overview 570
Financial Globalization: Opportunity and Crisis 629
Optimum Currency Areas and the Euro 666
Developing Countries: Growth, Crisis, and Reform 702




Brief Contents

Mathematical Postscripts 745
Postscript to Chapter 5: The Factor-Proportions Model ... 745
Postscript to Chapter 6: The Trading World ECONOMY .......cccoviiimiiiiniiinninennn 749
Postscript to Chapter 8: The Monopolistic Competition Model..........oovviiiriniiininines 757
Postscript to Chapter 20: Risk Aversion and International Portfolio Diversification............ 759

Index 767

Credits 785



Contents

1

PART 1

Preface 23
INTRODUCTION 33
What Is International Economics About? 35
The Gains from TrAE ......ccoovevririvreiiiieeireseeeere ettt s oo eeeaneeans 36
The Pattern of TEAE ......ccoveeviviiiieiiieeccete ettt e 37
HOW MUCH TEAAEY ...ttt ettt a et n sttt sttt sme e eeeenaeeeen 37
Balance of PAYMENIS.........oevveiieiiriiiiinintitisieneinieteete ettt tesess sttt r e nnesesesenesanens 38
Exchange Rate Determination .........ccucueeeviirisereniieeneiiiteiiesisissssesesesosesessssserensnesssessessses 38
International Policy COOTdINAtION .........ccerviieeriririeririreiriieteresssisisireesessssrssssssssnensnesenenseesensaes 39
The International Capital Market ...........cccrveurircemimninenririne s eesess s esesessosssesessenens 40
International Economics: Trade and Money 40
International Trade Theory 42
WORLD TRADE: AN OVERVIEW 42
Who Trades with Whom? 42
Size Matters: The Gravity MOGel ........ccccoovvieiiinrinniiinieinie sttt enees 43
Using the Gravity Model: Looking for ANOMALES .............cooovuvveueveeeiieeeeeeieceeeiereeseeessenenas 45
Impediments to Trade: Distance, Barriers, and BOTAETS «....c.oeiveeeeeeeeeeereeee oo e 46
The Changing Pattern of World Trade 48
Has the World Gotten Smaller?...........ccecuiviirreieiinneiicrineeen s oo s sesessnes 48
WHhat DO We TEAde? ........ceueriiveniniriicrinneie sttt ese sttt st st s e e e reeeeae 50
Service OffSHOTING.......ouviieieiiiereirrrr sttt et sttt st eeneeae 51
Do Old Rules Still Apply? 53
Summary 54

LABOR PRODUCTIVITY AND COMPARATIVE ADVANTAGE:

THE RICARDIAN MODEL 56
The Concept of Comparative Advantage 57
A One-Factor Economy 58
Relative Prices and SUPDLY ......covereiieieiiieeceeietieneet ettt st eenaen 60
Trade in a One-Factor World 61
Determining the Relative Price after Trade .....c.cecvvvieeiiviieeeiseeeeeeeretseeseetereseeeeeseseseseeeneens 62
sox: Comparative Advantage in Practice: The Case of Babe Ruth 65
The Gains from TIAAE .....c.cveeeiriririeiirieericiercreretrece ettt sttt bbbt e eene e neneeanenesees 66
A Note 0N RelAtiVe WAZES......c.cviirrieiiiereririsieeeiiriteesesisisess st eress st e et seseeteseesesnens 67
BOXx: The Losses from Nontrade 68
Misconceptions about Comparative Advantage 69
Productivity and COMPELItIVENESS ........cevrrrerreererinererereteee et seeesereess s essssessssacseeenereeeseasesans 69
Box: Do Wages Reflect Productivity? 70
The Pauper Labor ACGUMENT .......c.ooveuiiereriiieeieireteee et ese e r e ees st seenenens 70
EXPIOIEATION . .coovvietitiiiiiiiiiiiit ettt ettt ettt e e e e e eae s st eees s e e e es s s seesanns 71
Comparative Advantage with Many Goods 72

Setting Up the MOdE] .....ccooocivririiieieiiicice ettt st se oo et eeneens 72




10

Contents

Relative Wages and Specialization ..........ccueivivviriiiiiieiininineessesie e 72
Determining the Relative Wage in the Multigood Model .........cccovvviiineinninniiinn 74
Adding Transport Costs and Nontraded Goods 76
Empirical Evidence on the Ricardian Model 71
Summary 80
4 SPECIFIC FACTORS AND INCOME DISTRIBUTION 83
The Specific FACtOrs Model .....ccvvieecrrenennnnnicissnssississesniscsnssssnssnsssssinissssesssansnisassssssssass 84
BOX: What Is a Specific FACIOT? ....coevrercenreerarenniossnsanisiorscssensensssssnsssncssessacsaess .85
Assumptions of the MOdEL ...t 85
Production POSSIDIIIIES .......c.cccriiveriiieerienienenneesee et ireenisare e e s e s e b e ene bt st 86
Prices, Wages, and Labor AlLOCALION .........cuuviviioririiciimiieeie et 89
Relative Prices and the Distribution of INCOME .....ccccoovviiiiiiinieiiiinniiiinieeicenie i 93
International Trade in the Specific Factors Model ......c.ccccceciciveiaensan. 95
Income Distribution and the Gains from Trade 96
The Political Economy of Trade: A Preliminary View 99
Income Distribution and Trade POLLICS.......ccoceeivrreeeereniiieciiiiireree et 100
CASE STUDY: Trade and Unemployment.........coccviciecrueesnnaseesssssessassrnsssessssssssssssassssnsosansnes 100
International Labor Mobility 102
CASE sTUDY: Wage Convergence in the Age of Mass Migration 104
cask sTuDY: Foreign Workers: The Story of the GCC 105
Summary 108
Appendix: Further Details on Specific Factors 112
Marginal and Total ProduCt ........cocmieimniiiiieieiiniie e 112
Relative Prices and the Distribution of INCOME .....ccceoveiiiiiiiniiiiiniii s 113

5 RESOURCES AND TRADE: THE HECKSCHER-OHLIN MODEL 116
Model of a Two-Factor Economy A17
Prices and ProAUCHION .....coivvieevieerniiinrrieiete et eenensin s e tae e b esn e asis e staaesnnesssanssannnssans 117
Choosing the MIX of INDULS .....couiiiviimirriisi st s 121
Factor Prices and Goods PIICES ...ocvvvvireeriiireerrieei ittt serrns et ssnecs sreesenncssans 122
ReS0UTCes And OULPUL ...ccovevireiireiiiiiciitiieresre e sbb bttt st s ea s 124
Effects of International Trade between Two-Factor Economies 126
Relative Prices and the Pattern of Trade .....ccocceevivevineiiiineniiiieniicreie e 126
Trade and the Distribution of TNCOME ........cccciriimmiiiiiiniiireiiinirn e e 128
cask stupY: North-South Trade and Income Inequality 129
cAsk sTuDY: Skill-Biased Technological Change and Income Inequality .......ccccoiisisnisvesuee 131
Factor-Price EQUANZAION ........coovviiiiiiiniiiiininireensiie st e s s 134
Empirical Evidence on the Heckscher-Ohlin Model 135
Trade in Goods as a Substitute for Trade in Factors: Factor Content of Trade ...........c...... 136
Patterns of Exports between Developed and Developing Countries .........c...cccvveviiviinnnnians 139
IMPlications Of the TESTS ...c.ciiviririiiererii e 141
I]TT111117:1 TP 142
Appendix: Factor Prices, Goods Prices, and Production Decisions .. 146
Choice of TeChDIGUE wusscssvsissumsrmsmsissssssiniasmsssesssmsasassssanaansrasensssssnsssrsessswsssasasasis v 146
Goods Prices and FACtOr PICES .....cccovieireeeiiiiniiiiniicinies st et 147
More on Resources and OULPUL .....cooceriieriiiiininiiii ettt 149

6 THE STANDARD TRADE MODEL 150
A Standard Model of a Trading Economy .151
Production Possibilities and Relative SUPPLY ....eoveeveevrniiiiiiiie e, 151
Relative Prices and Demand ........ccccvveermmniereemmieiresismiiinsie e essssisss s sssssassnessessssssssnons 152




Contents 11

The Welfare Effect of Changes in the Terms of Trade .........ooveveeervreerereeerserereresreenns 155
Determining Relative PLICES ......oeveireiieieeeeciieiiececesis st eses et eee e st s eae s nens 156
Economic Growth: A Shift of the RS CUIVE ....c.ouiveriiiirieieiiiiiie e 156
Growth and the Production Possibility FrONtEr ..............couvivecveecrrseerereeeeressesssssesesesans 158
World Relative Supply and the Terms of Trade ........oueueevevevereeeeereneeeeeeeeeeeeessesessrsneereresesens 158
International Effects of GrOWth........ccceiieivniiiieieictieeceee et sesesenens 161
CASE sTUDY: Has the Growth of Newly Industrializing Countries
Hurt Advanced Nations? 161
Tariffs and Export Subsidies: Simultaneous Shifts in RS and RD 164
Relative Demand and Supply Effects of @ Tarifl .........ccoeviieeiiiiiiiieeie e eesenenens 164
Effects of an EXPOIt SUDSIAY .......vccriirreriiiirirenieieeetetees et ses e seenesenes 165
Implications of Terms of Trade Effects: Who Gains and Who Loses?..........ccoveeeeeeveirivnnn 166
International Borrowing and Lending 167
Intertemporal Production Possibilities and Trade...........cccooeeecrirvivnvnieeniriiisisiiseneesvneresenns 167
The Real INtErest RALe.........coeuriimrivirisieeeriieineintiticses ettt sssssssenes st bt sees e nensen 168
Intertemporal Comparative AdVANTAZE ........ccvvvevevruirierersierernieienrense e erssssesieesneeneneneeeees 170
Summary 170
Appendix: More on Intertemporal Trade 174
EXTERNAL ECONOMIES OF SCALE AND THE INTERNATIONAL
LOCATION OF PRODUCTION 177
Economies of Scale and International Trade: An Overview 178
Economies of Scale and Market Structure 179
The Theory of External Economies 180
Specialized Suppliers 180
Labor Market Pooling 181
Knowledge Spillovers 182
External Economies and Market EQUilIDIIUM ...o.ouvviviievevieiiiiieiceeeceeveceteeee s 183
External Economies and International Trade 184
External Economies, OUtPUt, ANd PLiCES .....c.cvveviivieeieeeeieeeeireseeeeseeeeseeeeeseeveseesseessesessssssesnas 184
External Economies and the Pattern of Trade.........cccoeuiiiireerereriieieieese et enerenenene 185
Box: Holding the World Together 187
Trade and Welfare with External ECONOMUES . ....c.c.cvevevveeeeeecececeeereeseesesisessesissenorenseseneeenen 188
Dynamic InCreasing REIUINIS ........c.eveviieeeiiiririiieieriiceesne e esesesss et smene e enenees 189
Interregional Trade and Economic Geography 190
sox: Tinseltown Economics.............. 192
Summary 193
FIRMS IN THE GLOBAL ECONOMY: EXPORT DECISIONS,
OUTSOURCING, AND MULTINATIONAL ENTERPRISES 196
The Theory of Imperfect Competition 197
MONOPOLY: A BIIES REVIEW ..ovceviiiiiricreeiicteeeeeet ettt sttt st seeeeareeneenesreaeeaees 198
Monopolistic COMPELILION .......cecrvrurerreiiieee ettt rere st e reesere e saeseseenenens 200
Monopolistic Competition and Trade v 205
The Effects of Increased MArket SiZe........coovieeiiieriiiinsrivieesie et e tseeessene e sens 205
Gains from an Integrated Market: A Numerical EXAMPIE..........ccocvvevrirereerreeerersssessesesnns 206
The Significance of Intra-Industry TEAAe.......cccvoveviurrerieireieieiiisiitenerere et seeeeeseesssrenesens 210
CASE STUDY: The Emergence of the Turkish Automotive Industry 212
Firm Responses to Trade: Winners, Losers, and Industry Performance 213
Performance Differences across PrOQUCETS ........c.ccvreriuiviuireerieieenereeeeeeeeesesenesesssssesesesssenens 214
The Effects of Increased Market SIze........ccoceuieeveirieeuireeeeeeieisieseses e eesveeseseesseeeeeees 216

Trade Costs and Export Decisions 217




12
PART 2
9
10

Contents

Dumping .. 220
CAsE sTUDY: Antidumping as Protectionism .221
Multinationals and Outsourcing 222
CASE sTUDY: Patterns of Foreign Direct Investment Flows Around the World ..................... 222
The Firm’s Decision Regarding Foreign Direct Investment..... 226
OULSOUICINE 1vvevrveeeeetesiieteeetii s tes e s bt sese b b sars st b s bbb b a s 227
cAsE sTuDpY: Shipping Jobs Overseas? Offshoring and Unemployment
10 the UBIted SEALES ...ccvveeerseeercsssrsssasssssesssssssnsssssesssessansesassssnsssstssssssossosasssssssssssssasassassas 229
Consequences of Multinationals and Foreign OutSOUrCINg........ccovvnvvisiiniiniiviiiniinesnsinins 231
Summary cearecessnsersssttessastosssatesssstssebartessrnnessestetasantisess 232
Appendix: Determining Marginal Revenue ....... 237
International Trade Policy 238
THE INSTRUMENTS OF TRADE POLICY 238
Basic Tariff ADALYSIS ....c.ccoerreesinnrecsssesnnsrenrsecsresstassossesssissesssensansssnsnssansssssssssnssatssssossasnesss 238
Supply, Demand, and Trade in a Single INAUSETY «...ooocovvveveeecomiiiii e 239
EAfects Of @ TATT .. .cooiviieeeeieeieeeerre s et st s sae st sa et sas s b 241
Measuring the AMount of PrOteCtion .........coiveeerevimiinsreenissen et 242
Costs and Benefits of a Tariff .244
Consumer and Producer SUIPIUS. ......cccoiiiiiiiiiinee e 244
Measuring the Costs and Benefits ..........ccoiiiiiiiiiicni 246
Box: Tariffs for the Long Haul 248
Other Instruments of Trade Policy 249
Export Subsidies: TREOTY .....ovvviiimiriiititiiniitii bbb e 249
cAsk sTtuny: Europe’s Common Agricultural Policy 250
Import QUOLAS: THEOTY ...cuccervriiieiirire ittt e 252
cAsk sTUDY: An Import Quota in Practice: U.S. Sugar 253
Voluntary BXport RESLIAINTS. ......cciviririrmiiiinniiiniseisne it 256
CASE STUDY: A Voluntary Export Restraint in Practice 256
Local Content Requirements .. 257
sox: Bridging the Gap .. AT HES RS BTN S NS S a s p s s e e ve v sasentsanase 258
Other Trade Policy INSTTUMENTS......cocvvmiiiieiimieieiernsesccei e 259
The Effects of Trade Policy: A Summary 259
SUINATY c.veveererenreosssressanssosssssssessssesassonsassassasssnsnssssssssssssstsssstssssssssesssssssssssnraransisstsssssistsacs 260
Appendix: Tariffs and Import Quotas in the Presence of Monopoly 264
The Model With Free TIAAE ......ccoveevvirierrerieieereerccieitier et cesra sttt 264
The Model With @ Tariff .......coooeeiieieeiicccir e 265
The Model with an Import QUOLA.......ccuiiviiiiviiniriinnie e 266
Comparing a Tariff and @ QUOLA..........ceriieerernie i 266
THE POLITICAL ECONOMY OF TRADE POLICY 268
The Case for Free Trade 269
Free Trade and EffiCIENCY .......ccoeoiviiiiiiiiin it 269
Additional Gains from Free Trade ........ccccvvveeeniiiiiiiiiiiie e 270
RENE SEEKINE ..v.veveeveiiete ettt e bbb st 271
Political Argument for Free Trade ........ocvvemiiriciniininici s 271
cAsk sTuDY: The Gains from 1992. eettersessentesnssssnessnnsssanessasennns 272

National Welfare Arguments against Free Trade ’
The Terms of Trade Argument for a Tariff ...




11

A2

Contents
The Domestic Market Failure Argument against Free Trade.............ccoeecrveeeeeeeeressesanans 275
How Convincing Is the Market Failure Argument?...............cooooevveiiiieceeevneeecereesisrsesnnns 2717
Income Distribution and Trade Policy 278
Electoral COMPELItION .......vvvesieeereirieevereseveeeiees sttt seesse s eeesassesssssesssesessssesesseessns 279
COLIECHIVE ACHOMN........cucurerreereacieie s ris e stsse sttt ettt es st srs s e tsesetesesesereassarans 280
sox: Politicians for Sale: Evidence from the 1990s 281
Modeling the Political Process............ccovvvevvervsvevrenense e g R R SRR S 282
WHO Gets ProteCted?.......c.c.cueieuiierririiiiienisiesstei et setese et seness e s s eens 282
International Negotiations and Trade Policy 284
The Advantages of NegoHAtION .........c..cucveveveeiiereeeeeensete e sessrese sttt seseseeneoeaeeseneseeesen 285
International Trade Agreements: A Brief HiStOIV .......ccovvivvvvivivcviteeiiti e eeeesereeeer e 286
The Uruguay ROUNG .......c.ceeviiiiiieriiiiieiceeeencte ettt vevs e s s e sa e sens s s s se s rns 288
Trade Liberalization ...........ccccvvviiiniiieiieeiiseesse ettt ettt ee s aen 288
Administrative Reforms: From the GATT to the WTO..........ccoovveiviiivieeerireeeeveeeeseerereeenes 289
BENElitSi A0 COS e cruseumsmsnm s i s 5 s anssssns s sssss s o388 ot o menn s amseee s 290
Box: Settling a Dispute—and Creating One 291
CASE sTUDY: The Salmon War 292
The Doha Disappointment 293
BOX: Do Agricultural Subsidies Hurt the Third World? 294
Preferential Trading AZIEEIMENTS ..........c.cvvviveereerirerereeeeieiiiseeseeeeeeeeseseesesese e esseseserensans 295
BOX: Free Trade Area versus Customs URION.....couceecreeseereesnerieesaesessosersesnesesnssessessossonssssene 297
Box: Do Trade Preferences Have Appeal? 298
CASE sTUDY: Trade Diversion in South America 299
Summary 300
Appendix: Proving that the Optimum Tariff Is Positive. 304
Demand and SUPPLY......covvvirmiieiiiiicre ettt er ettt ren ettt ea et etesesteteenenrererersaas 304
The Tariff and PIICES.......ceccirreririiririiie ettt sttt en e e st eeaseeenesesessees 304
The Tariff and Domestic WEIFATe .............c.cveveiieeieieieccereeteecieesecte et seeeseeeeeneasee s 305
TRADE POLICY IN DEVELOPING COUNTRIES 307
Import-Substituting Industrialization
The Infant INAUSITY ATZUIMENL...........oivivereeeriieceecee ettt esa e ses st seesseesssssasesesans
Promoting Manufacturing Through Protection
CASE STUDY: Mexico Abandons Import-Substituting Industrialization 312
Results of Favoring Manufacturing: Problems of Import-Substituting Industrialization ...... 313
Trade Liberalization since 1985 ..314
Trade and Growth: Takeoff in Asia e 316
sox: India’s Boom . R 319
SUIMIMATY ocvrveiiesesiosstisesansessssessssesssasessesessssasassssssssssessosessessssessossasessssssssssasossensossssssonsassnee 319
CONTROVERSIES IN TRADE POLICY 322
Sophisticated Arguments for Activist Trade Policy ..323
Technology and EXLEINAtIEs .......ccveviriiiueiriiiiesiieicseisiisse st eeeenssenesesaesseasaesesesens 323
Imperfect Competition and Strategic Trade POHCY .....c...ovuivivieiiiiveeeeeeeeeereeesreeeeeeeseseseseresens 325
BOx: A Warning from Intel’s Founder .328
CASE sTUDY: When the Chips Were Up 329
Globalization and Low-Wage Labor 33
The Anti-Globalization MOVEIMENT ........c.ceverieireeeeeriritceeteeeceeiiecteteeeiseseseeeeess s seeesereenes 331
Trade and Wages ReVISIEEd...........couiuiiiiiuieieiciceeerce ettt es et et e 332
Labor Standards and Trade Negotiations.........c.cceuvveveriesioieeieiveieiseeeseeeesneeeeeeereseeesssesnns 334
Environmental and Cultural ISSUES .........ccceuiveieeieivieetieeieeiesiseseseeestseevensesessseeeeeessreenes 335

13



14

Contents

cAsE sTuDY: A Tragedy in Bangladesh 336
Globalization and the Environment 337
Globalization, Growth, and PollUtion .........ccccecrerinmrcciiiininninn et ereesieens 338
The Problem of “Pollution Havens”..........ccccoevrrririiiiiiniin e sisssessssssnens 339
The Carbon Tariff DASPULE. ... ...« s coeussss sovmsss s sesessesmms ey sy s e 341
Summary 342
PART 3 Exchange Rates and Open-Economy Macroeconomics 345
13 NATIONAL INCOME ACCOUNTING AND THE BALANCE
OF PAYMENTS 345
The National Income Accounts .. . 347
National Product and National INCOME .........cccocvviiiinniiiiiiiii e 348
Capital Depreciation and International Transfers ... 349
Gross DomeStic PTOGUEL. .. o svusssrssssssssmmmmsess oo sseeisesss i sssmsmmsessessvesmiesssaesasssssnsmaesorsos 349
National Income Accounting for an Open Economy .350
87071111 11151 4 4] 1 SOUUUIUURUNUUUUU PSR S ST sy 350
IIIVESTIMIENT ... viiveiiereereeeeevsesieeesreencestteeeesaesae s e st ssses st e satssa e e s e e aat s sabees b e Raeshn e tsaabassre e st sus 350
GOVErNMENT PUTCHASES......ccviieeeieeierieeererrrceretssiiae e s e sa s s re s ebs s besaessaas s bn s e e siaesnnsenne 351
The National Income Identity for an Open Economy .........coeeevmiiiniiiiininnnnenscennn 351
An Imaginary Open ECONOMY. ......ccociviirininiiiimniinintiiiee sttt 352
The Current Account and Foreign Indebtedness.......cccceoivvriiiiinninnenieiisies e 352
Saving and the Current ACCOUNL .........ievviririemeiiiiitiren ettt e 355
Private and GOvernment SAVINEZ .....c...eeveeriiiveiriiiniiiieriiinen et se s ssessieessesssssisens 356
BOX: The Mystery of the Missing Deficit ....ccvereeiareniecrinsissssssssssissiascssesissnssiesesnssnses 357
The Balance of Payments Accounts.. 358
Examples of Paired Transactions ............ceciumiinimimminriniiniiiisis s 359
The Fundamental Balance of Payments Identity.......cccocvvnviirimiinininnnininnscncnireenen 361
The Current Account, ONce AAIN.......c.eeveeveriiiniiiniiiiin e ssres e snesnesns 361
The Capital ACCOUNL ....ieeereierieee ittt s
The FINancial ACCOUL.......cccoieeerreeierieeritirireeeerireerieistaens s s s ssbessbeserassssssssassnassssessessseeans
Net Errors and OmMISSIONS........oussssssisessessssssssssiomssesissssmisssisn s v seisasssssavesisysgeoesorsasrsons
Official Reserve Transactions
cAsE sTupy: The Assets and Liabilities of the World’s Biggest Debtor.......cccceveeseescoscosesneas 366
SUIMMDATY ..vooviiensrississessesssassossessssssnsnosssassaessassessestasssssssssssssssssssssssessesnssnssasssessesassassnssnasass 369
14 EXCHANGE RATES AND THE FOREIGN EXCHANGE MARKET:
AN ASSET APPROACH 374
Exchange Rates and International Transactions 375
Domestic and Foreign PriCes........ccccoiiiiiiiiinii e s 376
Exchange Rates and Relative PIices...........cvniivniiininiineiciis 377
The Foreign Exchange Market 378
TTHE A CTOES o sesmvvesscsrumssersnomvsssssnssessasssnnsessns seosasessonsasssossinis N E SR RERR AR SR SR RO Y 378
sox: Exchange Rates, Auto Prices, and Currency Wars 379
Characteristics 0f the MAarket.......cocovireeiieiieniieiirii it sse e 380
Spot Rates and FOrward RAtES .........coviviiiieeiiriiininisiiestentsnre ettt saens 382
Foreign EXChange SWapPS......cveiiiiiiniiinnrre st iess sttt sesssbanees 383
Futures and/OPHONS .uosemssmsmumsamemismmsvsrmmes e mmsssasmonssssmsassassessassossasssssssasnssiidi 383
The Demand for Foreign Currency Assets 384
AsSEtS aNd ASSET RETUTIIS ..eecvvereeriiniieeieniircesies ittt s et s e s s aas e esse s enenias 384



15

Contents

BOx: Nondeliverable Forward Exchange Trading in Asia 388
Risk and LIQUIGILY c...ovoveeeeireirinieietiiccecectceet et ettt sttt ess e s e s 387
IAEETERY REALES vovsriumssosmsmmmosssts s sam 00 55555 svsvasroesesssmnassrnsssorsnsasbassoms sesssa s bessassen s donee 388
Exchange Rates and Asset RELUINS ......cccovvuviiveieuiuieniiiirirceessiisesisiststeteseee s essenenes 389
A SIMPIE RUIE .....ovviiinieieiririririi ettt ettt s ettt s e eneastneenen 390
Return, Risk, and Liquidity in the Foreign Exchange Market.........c.cocovovvvivviccreeerrrnens 392

Equilibrium in the Foreign Exchange Market .........cocevvuvcerreeraenes 393
Interest Parity: The Basic Equilibrium Condition ............cccooviemvieeniiriiriccececrcseene 393
How Changes in the Current Exchange Rate Affect

EXPECted RECUTHS «ououressmmsesmmmsmmemmms s o s oo s 55800 S nnommnonsaman 394
The Equilibrium Exchange Rate ............cevveveivevrieveireiceenne T —— 395

Interest Rates, Expectations, and EQuilibritim ........cccocuiseneinrsisereneesensscessesaesessesseressernoseses 398
The Effect of Changing Interest Rates on the Current Exchange Rate.........c...cccocvevvvininnninn. 398
The Effect of Changing Expectations on the Current Exchange Rate ............cccoevevvrverennnn. 399

CASEe sTUDY: What Explains the Carry Trade? 400

Summary Cerresaessetestestestsesneesnresnanssnnesanesasesasesanas 402

Appendix: Forward Exchange Rates and Covered Interest Parity ...........cccoeerervseeeeiersereenenes 408

MONEY, INTEREST RATES, AND EXCHANGE RATES 411

Money Defined: A Brief Review 412
Money as a Medium of EXCHaNge.........cocverrvvririniniireinieieit ettt stessssece e eeesesesenene 412
Money as a Unit 0f ACCOUNL.......ccooeeiriirieeiitieriint ettt evere ettt sttt e see e 412
Money as a Store of VAlUE ........ccvvvvieiiirirniecerinirineee sttt ete sttt er st 413
WHEL I8 WIOTEYD scvmssarvssmsmenssmmsrsmnssimsssas s 5 imnn sonnnnsasas soonsn o onsnssmanes sopmnsssnassosssson 413
How the Money Supply Is Determined .........cccccoevreomvieeiorieeeeeeeeeeriseenceeveesreeeseeeessereens 413

The Demand for Money by Individuals 414
EXPECtEd RELUIM.c..c.vririiiiiiiciciii sttt ettt s b b ss e sensees e e e aeensaenaee 414
Risk...coouvineninnas S A O O 415
LIGQUIGIEY voviveeiiiriee et seresistesstese e st esess b ersnestesssssnesesroneasesesssassessssassosessnssnseneesennassns 415

Aggregate Money Demand 415

The Equilibrium Interest Rate: The Interaction of Money Supply
and Demand....... 417
Equilibrium in the Money Market ...........ccovveviiiereiiiiercieecee et sese e ses s 417
Interest Rates and the Money SUPPIY........cccoeveeireiinieiieieenee et eseneena 419
Output and the INtErest RALE..........oovcerieereeiicteeee et st e oo stes et seeeesesrerenens 420

The Money Supply and the Exchange Rate in the SBort RUN...........cccoevevveereeresereesesnercsnenes 421
Linking Money, the Interest Rate, and the Exchange Rate..........cccccocoecvvvvvvevevcviiriiiceienn. 421
U.S. Money Supply and the Dollar/Euro Exchange Rate ......c.cccoeeeervveevrveveririveecesiienenen, 423
Europe’s Money Supply and the Dollar/Euro Exchange Rate .........c.cococovvvvvenriiiiririiiinnn. 424

Money, the Price Level, and the Exchange Rate in the Long Run ..........coccoeverieeeneironrerernens 426
Motiey atid.MOTIEY: PHCES. .« v s s s mee e s e T O T8 S 426
The Long-Run Effects of Money Supply Changes .............c.ccooeeveeuvevevvverererevererirereeeeenns 427
Empirical Evidence on Money Supplies and Price Levels..........cocoovvveriverivevssrieieireeerenee. 428
Money and the Exchange Rate in the Long RUN .......cocceiiiiiiiceicceccscecee s 429

Inflation and Exchange Rate Dynamics 430
Short-Run Price Rigidity versus Long-Run Price Flexibility ...........ccooivervririvirreerereenncrenen. 430

sox: Money Supply Growth and Hyperinflation in Zimbabwe .432
Permanent Money Supply Changes and the Exchange Rate...........cooveveveevvevreeeeeeerereneneenns 433
Exchange Rate OVErSHOOTNE .....ccccvvvieieiireirrieiiiisiereeteec e stes st nee e esenenens 435

cAsk stuby: Can Higher Inflation Lead to Currency Appreciation? The Implications
of Inflation Targeting.. 437

SUIMMALY ..ccvievissrosresserrerersresseseessssorsorsosssssssssssorsorsassssassssss ... 440




16

17

Contents

~16 PRICE LEVELS AND THE EXCHANGE RATE IN THE LONG RUN 445
The Law of One Price . 446
Purchasing Power Parity 447

The Relationship between PPP and the Law of One Price........cccccovviviiiiininniiininiicnnn, 447
Absolute PPP and Relative PPP ..........cccoviveniieereeneesermnnneesiinisniiesssensessessesisssessesnsns 448
A Long-Run Exchange Rate Model Based on PPP 449
The Fundamental Equation of the Monetary Approach.........cccocvvvivvniiviniiinnieiieann 449
Ongoing Inflation, Interest Parity, and PPP .......cc..ccccocviiniiiiniiiiiiniiin e 451
The FiSher BITECE...ccuiiiiiieriieeieeieriesees e sesre s e reeee it eee s dreene s sressnesbasba st e s saaesbesresessabeas 452
Empirical Evidence on PPP and the Law of One Price 455
Explaining the Problems with PPP 457
Trade Barriers and Nontradables it sioiissssssaissmassnyesissons 457
Departures from Free COMPELItION .......c.ccovivminiiinirisiiniiiiiiieeeres e vessessssassssesses 458
Differences in Consumption Patterns and Price Level Measurement..........ooevvvvevieeniiiniiaeans 459
s8OX: Some Meaty Evidence on the Law of One Price.......... 459
PPP in the Short Run and in the Long Run..........ccccooiiiiiinniiiciiin e reesiee s 462
cASE sTuDY: Why Price Levels Are Lower in Poorer Countries 463
Beyond Purchasing Power Parity: A General Model of Long-Run Exchange
Rates 464
The Real EXChaNge RALE ... ciucssavsssses saussarenssvsissssisasssss snssss ssasssstoss 55655 508865 6008 yaasasasssssnaessns 465
Demand, Supply, and the Long-Run Real Exchange Rate.........cccoviviiiiiininiiininnniieiin, 467
BOX: Sticky Prices and the Law of One Price: Evidence from Scandinavian
Duty-Free Shops ..... 467
Nominal and Real Exchange Rates in Long-Run Equilibrium ..., 470
International Interest Rate Differences and the Real Exchange Rate 472
Real Interest Parity....... 473
Summary 475
Appendix: The Fisher Effect, the Interest Rate, and the Exchange Rate under
the Flexible-Price Monetary APProach ...........cocevvecinnenieicciieisciecisensenissnesssnssnnessasesssncns 480
OUTPUT AND THE EXCHANGE RATE IN THE SHORT RUN 483
Determinants of Aggregate Demand in an Open Economy 484
Determinants of Consumption Demand.........cccooiviviniiiiiiiiiiinieiin e 484
Determinants of the Current ACCOUNT ......ccevivmromiiiiniiiiini ettt 485
How Real Exchange Rate Changes Affect the Current ACCOUnt.........ccoovveiiievenniicnrisnienenan, 486
How Disposable Income Changes Affect the Current AcCount........coivniirivnvnensniininean, 487
The Equation of Aggregate Demand 487
The Real Exchange Rate and Aggregate Demand .........ccooivvviviininininiinnicinninennnins, 487
Real Income and Aggregate Demand...........cocovvvvviiiniiiiiiiininii e 488
How Output Is Determined in the Short Run 489
Output Market Equilibrium in the Short Run: The DD Schedule 490
Output, the Exchange Rate, and Output Market Equilibrium..........ccovenrieiiniiiiniin 490
Deriving the DD Schedule..........ccccviiiiiiiiiiiiiiie s e 491
Factors that Shift the DD Schedule ..........ccocoveiirvenieciiiiiiniiie e 491
Asset Market Equilibrium in the Short Run: The A4 Schedule 494
Output, the Exchange Rate, and Asset Market Equilibrium........ccoooiiivivnniiieniincnnnnns 495
Deriving the A4 SChedule .........tiiemewnonesonseanisttsms oot s 496
Factors:that'Shift the 4 A Schedule . .vsinsmmsammimmmnussmmmrmmsmmms o rmo 497
Short-Run Equilibrium for an Open Economy: Putting the DD and 44
Schedules Together... 498
Temporary Changes in Monetary and Fiscal Policy 500




18

Contents

MONELATY POLICY .......iieiiiiiniiirieitc ettt ee e see et st st e et e et eaneeeensesrereseas 500
FASCALPONCY .. cusivusssns ivovissscinsainanannesanssscsneesssnnsssssessssss sosonemeeesoesusasnsasnsenassesnsssnssessassessien 501
Policies to Maintain Full EMpPlOyMEnt........covveeriereririiieeieinisieeentesecsoscsieeeeeeneseneseeesessas 502
Inflation Bias and Other Problems of Policy Formulation 503
Permanent Shifts in Monetary and Fiscal Policy 504
A Permanent Increase in the MOnEY SUPPIY....eevvevevieeniiieiteeeeereeie et ceees e esesssesee s ees 505
Adjustment to a Permanent Increase in the Money Supply........cccocvieveueiveeevereeenseeeeens 506
A Permanent Fiscal EXPANSION .......c.covveuiieviiereiiiirieiissese oo ressssssesssesesessssesesvessessesssesesnessen 507
Macroeconomic Policies and the Current ACCOUNt ........ccccrveerereenrernresreruesens 509
Gradual Trade Flow Adjustment and Current Account Dynamics ...........ceceeeeereencverssesnenes 510
THE JECUIVE consunsrssrsosssrmmvmmsss s oo T 5555 vasasnr anssnssnosansrsasssasmssons dnsomasosssnsmene aon 510
Exchange Rate Pass-Through and INflation .......c...ceecovvvivieiviiiiiiiiieeeeeceeensne e eeesenees 512
The Current Account, Wealth, and Exchange Rate Dynamics .........c.co.vvvoiiereeneererveereeeennns 513
The Liquidity Trap...... 513
cask stuby: How Big Is the Government Spending Multiplier? 516
Summary 517
Appendix 1: Intertemporal Trade and Consumption Demand 522
Appendix 2: The Marshall-Lerner Condition and Empirical Estimates
of Trade Elasticities 524
FIXED EXCHANGE RATES AND FOREIGN EXCHANGE
INTERVENTION 527
Why Study Fixed Exchange Rates? 528
Central Bank Intervention and the Money Supply SRR 529
The Central Bank Balance Sheet and the Money SUppLy ........cccovviveriiiciineeneeeecececeneseenns 529
Foreign Exchange Intervention and the MOney SUPPLY......c.ccoovvvivvvieiiie e sseeeeens 531
ST HZATAOT v cvomismssssssss sorossamismimiE s nansnsssvansssiienensesansenresonsns repsnssss basesesmesmnses sessvavasa vemsacsni 532
The Balance of Payments and the Money SUpply ......c.ccovvvevvienrieiniiiisineeeeneseseeeeeeseens 532
How the Central Bank Fixes the Exchange Rate 533
Foreign Exchange Market Equilibrium under a Fixed Exchange Rate .............ccoveveveeinnnne. 534
Money Market Equilibrium under a Fixed Exchange Rate ..........cccccovviuivivnienivineveiriiennens 534
A Diagrammatic ANALYSIS .......covrereierrereerrrrissesisesssesesese oo eseseressssssessssasssseserseseses 535
Stabilization Policies with a Fixed Exchange Rate 536
MODELATY POLCY ......oveoveeeceeceeee et se e eees e eee e e ees e ess s eseesseesssseseeesessson 537
FISCAL POLICY ......ecevieieteieteiiienceiiiri ettt ettt ettt es bttt se e sesen s enetanaensneseesensneasnenen 538
Changes in the EXChange RALe ........ccociuerriiiieereieiiieecescces sttt seesenenena 539
Adjustment to Fiscal Policy and Exchange Rate Changes...........c.ccoeovvvvriieiieneneinecsevenns 540
Balance of Payments Crises and Capital Flight 541
Managed Floating and Sterilized Intervention ...... 544
Perfect Asset Substitutability and the Ineffectiveness of Sterilized Intervention................... 544
CASE STUDY: Can Markets Attack a Strong Currency? The Case of Switzerland. ................ 545
Foreign Exchange Market Equilibrium under Imperfect Asset Substitutability.................... 547
The Effects of Sterilized Intervention with Imperfect Asset Substitutability ........................ 547
Evidence on the Effects of Sterilized INtervention............cvoveveverreeesiiieeeeereeeereessiss s 549
Reserve Currencies in the World Monetary SYSteM.........eceeuererrsesereseeresersecssesssssssssssasessseses 550
The Mechanics of a Reserve Currency Standard..........c.ouveieiviviviiieneeoeeeerseeeeee s eeeeeeseeens 550
The Asymmetric Position of the ReServe Center ..........ovviveueveeerreeeesesrevsressesessessssesssens 551
The Gold Standard............ccecvrernrerereseeresersesererssssassesessisssassssesasassssssesessossasssessassssssssassssssnes 552
The Mechanics of & Gold Standard ...........ceveeeriiieiriniisitce ettt eee e aeaens 552
Symmetric Monetary Adjustment under a Gold Standard............coceeeevevevveveviiieicececcnennn, 552
Benefits and Drawbacks of the Gold Standard ...............ccovveeiireiirieiiisceeeeeee e 553
The Bimetallic Standard..........ccovvirvirirceieiiriniiie et ses sttt enen 554




18

cAsk sTupY: The Demand for International Reserves 555
Summary 559
Appendix 1: Equilibrium in the Foreign Exchange Market with Imperfect
Asset Substitutability 564
DIEMANG ..ottt s b bbb e as R e e s aa e er ettt 564
SUIDDIY e cveevseere e sosenanesnone o ne S5 HHE3E 6665 SERETETTHER S £ HH S04 AR 430 ARG g o e e 565
EQUIBIUM ....coveviieiccieirreccniiiisn ettt bbb bbb 565
Appendix 2: The Timing of Balance of Payments Crises 567
PART 4 International Macroeconomic Policy 570
‘19. INTERNATIONAL MONETARY SYSTEMS: AN HISTORICAL OVERVIEW 570
Macroeconomic Policy Goals in an Open ECONOMY ..........covviiisinsecscnsinninscsssessssnssnsasaans 571
Internal Balance: Full Employment and Price Level Stability .........coocooviiiiiinnininciencnnns 572
External Balance: The Optimal Level of the Current ACCOUNL.......cooiiiiivereniiriennncceniinins 573
Box: Can a Country Borrow Forever? The Case of New Zealand 578
Classifying Monetary Systems: The Open-Economy Monetary Trilemma .........cccocveeivenines 579
International Macroeconomic Policy under the Gold Standard, 1870-1914...........cccccorurees 580
Origins of the Gold Standard..........ccovuiiiuiiinieirnnicee e 580
External Balance under the Gold Standard...........ccccoivviiiiniiiiini e 581
The Price-Specie-Flow MechaniSm ..........ccoovivieiiiieiiinioninineieiennne it 581
The Gold Standard “Rules of the Game”: Myth and Reality.........ccoccoviviiininiiiirnininnnnne 582
Internal Balance under the Gold Standard.........cc.ccoovniiniiiniiiminniinice i 583
cAsk sTuDY: Gold Smuggling and the Birth of the UAE Dirham 584
The Interwar Years, 1918-1939. .585
The Fleeting Return t0 GOld ........coiviiviieiiiinineiiiiiieieee e 585
International Economic DiSINtegration .......cecvecuiviiiiiiirenieniiiininiieiensieesescecceessiees e 586
cAsEk sTuDY: The International Gold Standard and the Great Depression ..........ccccccoiivuiinea 587
The Bretton Woods System and the International Monetary Fund . 588
Goals and Structure of the IMF .......ccccvimerniieniieciiiiniie st eseeess e 589
Convertibility and the Expansion of Private Financial FIOWSs .........c.ooveiviiinnniiin 590
Speculative Capital FIows and CIISES .......ovuirivrieiimimsieiissneiicen i 591
Analyzing Policy Options for Reaching Internal and External Balance.......cocoousiiisesieirvnen. 592
Maintaining Internal Balance..........ccceiiiiinieioriinnseics s 592
Maintaining External Balance.........coovevemiiniiiiininrinenecncnis e 594
Expenditure-Changing and Expenditure-Switching Policies..........c.ocovuiennviiiiiiinnns 594
The External Balance Problem of the United States under Bretton Woods........cecsvesueeneee. 596
cAsk sTUDY: The End of Bretton Woods, Worldwide Inflation, and
the Transition to Floating Rates 597
The Mechanics of Imported Inflation ..........ccooiviiiiiiieaiii 598
AASSESSITIENIE ....eeeveuveveeriesresrecreeveesnesnessensnsssossssstsssearinsssresanssbestanssensasssansansonsasnessnisessststsssnsines 599
The Case for Floating Exchange Rates .. 600
Monetary POLiCY AULONOMY ....ooviveruirerrireiririssesiisnssseies st ettt s s s 600
RO 113111518 . AU OO OO PSP O PSSP S PSPV PO PP PSPPSRSO TP 601
Exchange Rates as Automatic Stabilizers ... 602
Exchange Rates and External Balance..........ccoooviiiiinniiininiii, 604
cask stupy: The First Years of Floating Rates, 1973-1990 604
Macroeconomic Interdependence under a Floating Rate . ... 608
CASE sTUDY: Transformation and Crisis in the World Economy .. 609
What Has Been Learned since 1973? .615

Contents




20

21

Contents

Monetary POlCY AULONOMY ......cvvvviuiiiieiiieiiieieee ettt eeae st eeetee e eseseeeeeeeessseeanas 615
SYIMIMEITY ..ottt es st ets et e et e st st b s sese s raseneeeseseaeseenasasesesesssresenenssaen 616
The Exchange Rate as an Automatic StabiliZer ..............oueveverireverereeeeeieeeseeeessr e eeenns 617
EXEENaAl BAlANICE .......c.cceireiiiiteeeiietes ettt ettt sn sttt est st oo een e enet et eeseeasnenas 617
The Problem of Policy COOrdination...........veeeeuiierereeereeeniiecseseesesessiseessseseesnereeseeeseesenes 618
Are Fixed Exchange Rates Even an Option for Most COUNtIies?.........coveeereenersnesererssersssvns 618
Summary 619
Appendix: International Policy Coordination Failures..... 626
FINANCIAL GLOBALIZATION: OPPORTUNITY AND CRISIS 629
The International Capital Market and the Gains from Trade 630
Three Types of Gain from Trade........cccevivvreriiiiiiicieecee ettt r s saeses 630
RUSK AVEISION ....ceoiieieieiinciticnie et ress e ses st iabes ettt enss et ese b s en s seenses s s s s st e st eessenmeaan 632
Portfolio Diversification as a Motive for International Asset Trade ............cooverveeeerrrerivenne 632
The Menu of International Assets: Debt versus EQUIity..........ccoovvevevirieeeeeirereeeeeeseeeeneeens 633
International Banking and the International Capital Market 634
The Structure of the International Capital Market .............ccooveevivieiiieiieceeeir e 634
Offshore Banking and Offshore Currency Trading...........ococovvevereeeerieeererteeeeeseseeeeeeersessrenns 635
The Shadow Banking SYStEmM .........cc.oviceueereiieritiecesisisis ettt eese oot eeeeeee e reseens 637
Banking and Financial Fragility 637
The Problem of Bank Failtre............ccoooiuiiiiinieieeecceeceeeeteeee et 637
Government Safeguards against Financial Instability ............cccocooooeeieieieiiiiiiierececceen, 640
Moral Hazard and the Problem of “Too Big to Fail”..............cocooooiomiemiinieieeeeeen 642
Box: The Simple Algebra of Moral Hazard 643
The Challenge of Regulating International Banking 644
The Financial THIEMMA ........c.cccovninrerrirrseerrenririetee e ese s ese s st s s see s senns 644
International Regulatory Cooperation through 2007 ............coovvviiviiiieeiereioee e 646
CASE sTUDY: The Global Financial Crisis of 2007-2009 647
Box: Foreign Exchange Instability and Central Bank Swap Lines 650
International Regulatory Initiatives after the Global Financial Crisis...........cc.ccoueervevvnnn.. 652
How Well Have International Financial Markets Allocated Capital and Risk?...............e.... 654
The Extent of International Portfolio DIversification.............ooeveeeviveveeeesiiereeesenesesrereees 654
The Extent of Intertemporal TFAde ..........cvevverieeerirircreiseeess ettt eeesene 656
Onshore-Offshore Interest DIfferentials ..........ocoieueuiviriicieinieeceereeeeeececieseeeeeeere e 657
The Efficiency of the Foreign Exchange Market .............ccccieviveveiiiniceiiteesenseeeeeseeseneeens 657
Summary .. 661
OPTIMUM CURRENCY AREAS AND THE EURO 666
How the European Single Currency Evolved 668
What Has Driven European Monetary COOPETAtioN? ...........ceeuevereveririesreriremeeeeeeeeronenenene 668
The European Monetary Systerm, 1979-1998 .......cccvvicmiiiiieieriricreees et e nseseenene 669
German Monetary Dominance and the Credibility Theory of the EMS.......ccoovevvvevinenn. 670
Market Integration INItIALIVES ........eeveieieiiiriereieieiniees ettt nenaen 671
European Economic and Monetary UnION .......c.cevuimviiiiveriueeeeierereniesrseresisnseesnooeesessnees 672
The Euro and Economic Policy in the Euro Zone 673
The Maastricht Convergence Criteria and the Stability and Growth Pact ..........c...ccveeeeen.n. 673
The European Central Bank and the BUroSYStem.............ovuvviveviieieeeceeererereeereeeeeeoeeesssssnens 674
The Revised Exchange Rate MEChANISIN ........ccocvvvvivivimieinieerereeseeeneeeeeeeeseeesssesseesesesesesens 675
The Theory of Optimum Currency Areas 675
Economic Integration and the Benefits of a Fixed Exchange
Rate Area: The GG SChEQUIE ........c.cceiviiiiiieeercieieeecceee sttt ettt 676
Economic Integration and the Costs of a Fixed Exchange
Rate Area: The LLSChEAUIE .cuvsmoissiomasmsmimmmsssssunssson s isinnnmennesasnssssressansassmsemnens 678



20

22

Contents

The Decision to Join a Currency Area: Putting the GG and LL Schedules

L0711 T USSP RUR PPN 680

What Is an Optimum CUITENCY ATEAY ......cc.evveeereeirreeereereeeeieseeaeeteseeaeseaseseeseesseeaseenneeseness 682

Other Important ConsSiderations .......cocveerverreerreernririereeenieren st eseesre st et esneeseeenseeecssreesne 682
CASE STUDY: Is Europe an Optimum Currency Area? 683
The Euro Crisis and the Future of EMU 687

Origins Of the CriSIS ...ieeriiiiiieieriire ittt eree e e e ssseear e seeesbsseeesbssone 687

Self-Fulfilling Government Default and the “Doom Loop”......c..coceemrcicviincccinniinnnn, 692

A Broader Crisis and Policy ReSPONSES .......evvireerireeiireceiriiieiniiinccnintisissssnsseessnesnnsssneens 694

ECB Outright Monetary Transactions ...........cceeeereeerierrerineesriieesensresessesesseosseseesesessnees 695

The Future of EMU ......coooiieiieeetctere ettt sas st sassas s nae s 696
Summary 697
DEVELOPING COUNTRIES: GROWTH, CRISIS, AND REFORM 702
Income, Wealth, and Growth in the World Economy 703

The Gap between Rich and POOT........ccccoiirviiniceiciiiiiiiieniri e 703

Has the World Income Gap Narrowed Over Time?.........ccoccvvveeriiiinnnennenenenenenseerisecnnines 704
Structural Features of Developing Countries 706
Developing-Country Borrowing and Debt 709

The Economics of Financial Inflows to Developing Countries ..........c.coceeeeeneencrcervecnnnnns 709

The Problem of Defaull ........cccceeriiiiiriiiiiiieiieteestieiesreeeireceeereeetesieeseesseesseeseesnreeecssrensee 711

Alternative Forms of Financial INflow .ciuaissimsmvmssismmasissis o s o 713

The Problem Of “OrIGINAl SI isoousrosssssnmsmssessvesssessss s sesahissseesmessssseseprasssasussssvessgesssssnessss 714

The Debt Crisis of the 19808 .....ccccoivuiiciiriieiiiniciiiiiin ittt 716

Reforms, Capital Inflows, and the Return of Crisis......c..covvvvvveiriviiiiicciiccicicrciiii s 717
East Asia: Success and Crisis 720

The East Asian EcOnomic MIracle .........coeeoieeciininiienininecninineereseneseneeesne s enees 720
Box: Why Have Developing Countries Accumulated Such High Levels

of International Reserves? 721

ASIAN WEAKINIESSES. ..cvervrreeriieeieenrineetiteseeeit ettt cs e r s s s ne s s s b sas b sba e et sbesanssreens 723
Box: What Did East Asia Do Right? 724

The Asian Financial CriSis ......c.cccorvieriiiireriineciie ettt cemt e saae s snae e 725
Lessons of Developing-Country Crises 726
Reforming the World’s Financial “Architecture” 728

Capital Mobility and the Trilemma of the Exchange Rate Regime..........ccccceccnvrccvnnninnnnn 729

“Prophylactic” MEASUTES .......ccerrrrecrerrieeerieieenrerreeerieeeesiaerseessitssanssieesssissessieessassinesssssarssasns 730

COPING WILh CriSIS....ciuierrieceerreeriierenireeeee et errr s see st sbe et saes st abesassshessnsesanssnsssabeennns 731
cAsk sTuDY: China’s Pegged Currency 732
Understanding Global Capital Flows and the Global Distribution of Income:

Is Geography Destiny? 735
sox: Capital Paradoxes 736
Summary 740
MATHEMATICAL POSTSCRIPTS 745
Postscript to Chapter 5: The Factor-Proportions Model 745

Factor Prices and CoOstS........coivreeriirniriieeeiieireesseneeesesseesneseesnrsesesesiessssvesssssssee sassnsnenne 745

Goods Prices and Factor PriCES.....c.cccovierieerieiienniieeeiireeeie e eee e esere e snasesaeenresesee asssssenne 747

Factor Supplies and OULPULS.....cociiveeiiiriieeirreeeninetn et cer st ess e e essssseresssnenns 748
Postscript to Chapter 6: The Trading World Economy 749

Supply, Demand, and EqQuilibritm .........ooceiiiiiiinininiiiiiiiiiinieenccrcieecrenese e 749

Supply, Demand, and the Stability of EQuUilibrium.........c..c.cceevirieriienninnenrcnniescnnienineines 751

Effects of Changes in Supply and Demand .........cc.cececevveniiiininineciniiiiicnnceninenen 753



Contents

Postscript to Chapter 8: The Monopolistic Competition Model

Postscript to Chapter 20: Risk Aversion and International Portfolio Diversification .......
An Analytical Derivation of the Optimal Portfolio .........ocoivivvieeeeeireeeeeeeeeeeee s
A Diagrammatic Derivation of the Optimal Portfolio..............cocvvvviviieeeeereeereeeeesnen,
The Effects of Changing Rates of RETUIN ...ccevrivinreirniisiiieie e

INDEX
CREDITS

ONLINE APPENDICES (www.pearsonglobaleditions.comlkrugman)

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-44 Model
Appendix A to Chapter 18: The Monetary Approach to the Balance of Payments

21



