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Labor market frictions, investment and capital flows
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4. Conclusion

This paper highlighted the role of labor market frictions in
equalizing cross-country returns to capital. It showed that the in-
crease of the productivity growth rate of a country causes a hump-
shaped response of investment. This response has empirical sup-
port and contrasts with the prediction of the standard neoclassical
model of a large initial increase in investment that is followed by
a rapid decline. At the core of the mechanism is a price effect. The
inability of labor to reallocate quickly within economies results in
scarcities of non-tradable goods that are reflected in a temporarily
higher non-tradable price. This price movement equalizes returns
to capital in the absence of capital inflows.
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