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Overview of the talk
Two effects of exchange rate on labor force

Sectoral Demand
Aggregate Supply 

Related literature 
Theoretical framework (not discussed but in the paper)

Empirical evidence
Sending countries
Receiving countries

Robustness (not discussed but in the paper)

Conclusions



Question

Do exchange rates affect labor markets through 
the labor supply?

Standard channel through labor demand
Sectoral changes
Price level changes

We explore the effect on labor supply

Presenter
Presentation Notes
The implications of exchange rate movements on the real economy have been a subject of a large body of research. 
A number of emerging market countries have experienced devastating crises and macroeconomic turbulence, including Argentina (2001-2002), Turkey (2000-2001), Ecuador (1999), Russia (1998), East Asia (1997), Mexico (1994-95), and Chile (1982). With many countries moving towards flexible exchange rate regimes during the last decade and the recent depreciation of the dollar, exchange rate fluctuations have become a common phenomenon in many developing countries.

One key area of interest has been the labor market effects; and the channels through which exchange rate movements affect the labor market. 



Exchange Rate and Labor Demand

Devaluation

Competitiveness of export sectors

Demand for workers in export sectors

Prices Real wages



Literature – exchange rate pass-through

Pass through of exchange rates to wages (Campa and 
Goldberg, 2001; Goldberg and Tracy, 2003 etc.) 

Try to identify the labor demand channel
Individual level or industry level data
Identification based on differential effects on industries based on 
exports/imports; skill, occupation, etc.
Focus on the United States or G7 countries



Exchange Rate and Labor Supply

Devaluation

Emigration or threat of emigration

Labor Supply

Real wages



How plausible is this channel?

So far, two sources of evidence:
Country studies
Anecdote from press

Our contribution is to add cross-country 
evidence



Literature – direct evidence on exchange 
rates, labor mobility and wages

Evidence from Mexico/US border:
Exchange rate shocks and border apprehensions at the US-
Mexico border (Hanson and Spilimbergo, 1999). A 
devaluation of the peso by 10 percent increases, ceteris 
paribus, border apprehensions by 6 to 8 percent.

Exchange rate shocks, return migration and remittances of 
households in Philippines (Yang, 2006; Yang, forthcoming)

Effect of emigration on wages in source countries. A 10 
percent migration increases wages by 4 percent (Mishra, 2007; 
Aydemir and Borjas, 2007)

Presenter
Presentation Notes
Results. Yang -- forthcoming 10% increase in the peso/$ exrate increases peso remittance receipts by 6% i.e. favorable exrate movements lead to DECLINE in dollar value of remittances. Yang, 2006 – households with larger exrate shocks had lower return rate. This is consistent with life-cycle motive of return migrants (neoclassical maximizers choose length of stay based on comparing marginal benefit to marginal utility cost of extra stay); favorable exchange rate shock implies that the migrant reduce their return rate to accumulate savings to increase future consumption.
Recent article in FT on how the appreciation of the Polish zloty against the pound and the euro is increasing the return rate.



Anecdotal evidence: exchange rates and 
labor mobility

“Weak pound has Poles eyeing homeland”
(FT, May 25, 2008)
“A survey by Britain's largest Polish-speaking radio station 

at the end of last year reported that almost 40 per cent of 
migrant Polish workers would seriously consider 
returning home if the exchange rate fell to four zlotys to 
the pound.”
“Poles go home to greener pastures” (FT, April 
1, 2008)

“The zloty has also risen sharply against both the 
pound and the euro”

Presenter
Presentation Notes
Increasingly, there has been anecdotal evidence exchange rate fluctuations and migration decisions are intertwined in an increasingly integrated world 



Anecdotal evidence (contd.): exchange 
rates and labor mobility

“Exchange rate keeps Filipinos from working 
abroad” (FT, 16th November, 2007)

“The monthly pay of most of the Middle East jobs 
is measly – US dollars 250 for hotel workers or 
dollars 300 for laborers. But, because of the weak 
US dollar, the peso value of their salaries has 
been eroded by 20-25 per cent since 2000 and that 
has had a big impact on one of the world's biggest 
exporters of labor”



Main Challenges

Identification
How to measure integration?
Controlling for omitted variables
Data 



Identification strategy (idea)
We identify the effect of exchange rates on wages by 
exploiting variation across countries in the degree of 
integration between domestic and international labor 
markets.

Labor market integration defined in terms of costs of 
moving abroad in response to a shock.

More integrated the labor market is and easier it is for 
workers to move; a given exchange rate depreciation is 
associated with a larger increase in wages.



Identification
Devaluation

Emigration or threat of emigration

Labor Supply

Real wages

Integrated World



Identification strategy (contd.)

Presenter
Presentation Notes
The big identifying assumption is that labor demand shifts to the same extent between low and high integration countries. In the empirical analysis we will include several indicators of labor demand (and interact factors affecting labor demand with measures of labor market integration)



How to measure integration?

Costs of moving abroad

Larger networks imply lower costs of moving and finding jobs 
(Borjas, 1992; Munshi, 2003; Montgomery, 1991)

Lagged emigration rates as proxy for networks

Alternative measures of integration
Lagged remittances (as a share of GDP)
Lagged stock of emigrants 
Common official language, common border and colonial linkage with 
the top 5 destination countries 



Data – wages and migration
Wages

Hourly manufacturing wages (local currency) – ILO Key Indicators of Labor 
Market

Wages and salaries / earnings
Wage earners (production workers), salaries employees (non-production) or 
both
Social security contributions (e.g. Chile, Colombia, Turkey etc.)

IFS (Wage indices – wage rates or earnings per worker per specified time period

Freeman-Oostendorp – October ILO Inquiry 

Hourly wages of immigrants in the US – Census Population Survey (CPS) (migrants 
defined by country of birth)

Migration
International Migration Statistics, OECD, 2006
Migrants to the OECD defined by nationality/birth

Presenter
Presentation Notes
Wage data from the ILO – obviously issues about quality. We use a relatively cleaned version of the data from the American Enterprise Institute. Some issues of comparability include (i) whether the statistics cover wages and salaries or earnings (ii) whether it covers wage earners or salaried employees (iii) whether it includes social security contributions. fixed effects capture differences in coverage. We also tried including country dummies for differences in coverage.
We also explored other sources of data e.g. which Rodrik(1999) used. For example, WB database from Martin Rama – data only at five year intervals. BLS data but very small sample. 



Econometric issues
Estimation of model in levels following the theoretical framework

Panel unit root tests suggested by Pedroni (2001)
Past literature on migration and wages (Borjas, 2003; Hanson and 
Spilimbergo, 1999)

Endogeneity – correlation between emigration and unobserved component 
of wages

Reverse causality - migration increases with wage declines in source 
countries (Hanson and Spilimbergo, 1999; Hanson et al., 2001)
Omitted variables – labor demand shocks (e.g. technology) in the source 
country -- negatively correlated with emigration and positively 
correlated with wages
Omitted variables – positively correlated labor demand shocks between 
source and destination countries (e.g. good weather shocks in both 
Mexico and the US) that raise labor demand in the source country as 
well as increase the demand for emigrants.

Estimates are biased upwards. 
Time effects
Control for wages in OECD countries



Presenter
Presentation Notes
This table presents the main results. We evaluate if the effect of exchange rate on wages depends on the degree of labor market integration. The first column presents the basic specification, columns (2)-(6) add additional controls.
Let’s look at column 1. Effect of exchange rates on wages is higher for high-integration –Increase in exports are associated with higher real wages and the opposite for an increase in imports
In columns (2)-(6), we just add additional controls.  Changes in real exchange rates are not exogenous and happen with other changes. For example, abrupt changes in exrates are asociated with economic crises, which in turn affect wages. In column (2) – we control for crisis dummies, crises defined by negative real GDP per capita growth. In column (3), we add unemployment proxy for a push factor, which could affect emigration and also wages. In  column(4), we add tax wedge which is a measure of labor market institutions. 
Though in the simple model, we assumed that exchange rates affects labor demand only through trade, another possible channel is capital flows. For example, a depreciation of the Mexican peso vis-à-vis the dollate, could induce firms to move to Mexico to take advantage of the currency depreciation, increased labor demand and higher wages in Mexico. Finally, we control for pull factors that could affect emigration. Given that these have only a time dimension, we cannot control for year fixed effects. Specification (5) is more general than spec 6. in spec. 5, we are agnostic about the impact of labor market outcomes in receiving countries, whereas in spec 6 we put more structure.
Use column (6) estimates: . di 0.222+0.08*(-4.558526)=-.14268208; . di 0.222+0.08*(.9190505)=.29552404; . di 0.222+0.08*( -1.479165)=.1036668
In comparison Campa and Goldberg find a 6% elasticity for the US.







Magnitude of the estimated effect

Pass-through from exchange rate to wages is large: 0.11 –
0.30
Campa and Goldberg (2001): elasticity of 0.06 for 
manufacturing wages in the US
The pass-through is higher, the more integrated a country 
is 

For countries in 90th percentile or higher (e.g. El Salvador, 
Guyana, Jamaica), elasticity ranges from 0.21 to 0.46
For countries in the 10th percentile (Brazil, India, Indonesia), 
elasticity ranges from -0.16 to 0.14



Robustness checks
Alternative measures of exchange rate
Alternative measures of labor market integration
Differential effects for developing countries
Migrants defined by foreign-born rather than nationality
Control for capital-intensity of exports and imports
Interact labor-demand determinants (exports and imports) 
with exchange rates.
Alternative data sources on wages (IFS and FO)
Skilled and unskilled wages



Effects of integration in receiving countries

What happen to the wages of Mexican 
workers in the US if peso depreciates?



Exchange rate and labor supply in receiving countries

Depreciation of peso vis-à-vis dollar

Labor mobility from Mexico to US

Labor Supply of Mexican workers in the US

Wages of Mexican workers in the US

with highly integrated countries



Presenter
Presentation Notes
The interaction term is negative. The more integrated a country is with the US, a given exchange rate depreciation has a smaller impact on wages of immigrants. If a country is really highly integrated with the US, 99th percentile; a doubling of exchange rate leads to a NO REDUCTION in wages of immigrants in the US; if not integrated at all (1percentile) –0.75 increase in wages; and on average 0.4 increase in wages.




Conclusions
How do exchange rates affect the real economy?

Explore new channel via labor supply
Framework of exchange rate adjustment which 
explicitly takes into account labor supply effects 
New identification strategy --- use variation across 
countries in the degree of labor market integration 
Main result is that the elasticity of wages wrt 
exchange rates significantly higher for countries 
more integrated in the world labor market.



Policy Implications
Labor supply is not fixed but depends on macro 
conditions (in particular exchange rate)
Important implications for:

Speed of the adjustment process
Welfare effects

Relative wages matter
This will be even more relevant in the future as the 
world becomes more integrated
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