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Dear Reviewer, 

 

Thank you for your insightful comments. I address your concerns and comments by outlining the 

questions in order. I hope this letter sufficiently addresses your concerns. I welcome the 

opportunity to speak more with you about this article if any questions remain.  

 

Referee 1 Comments: 

1. For these results to be taken more seriously, it is important to perform robustness tests. 

For example, estimating different specifications of the model. 

My Response: 

As you suggest, to get some sense of the robustness of the results, I estimate alternative 

specifications by only including the lagged dependent variables as well as the differenced 

and lagged value of primary independent variables without the plethora of control 

variables in Tables 4 and 5. 

 

2. The model results show that restrictive immigration policy does increase labor cost, but 

do not empirically establish how this induced increase in labor cost affects FDI. 

My Response: 

I agree with you that it is critical to see empirically how potential changes of labor costs 

would affect FDI inflows. However, my research does not expand the mediation model 

that examines the systematic relationship between changes in labor costs and FDI. My 

research solely focuses on empirically establishing how the induced policy changes on 

immigration affects FDI. Based on the positive direction between labor and capital flow 

as predicted by economic theory, I suggest, therefore, that restrictive immigration policy 

undermines foreign firms’ investment decision indirectly by significantly increasing 

potential labor costs. 

 

3. The result that an increase in government consumption spending lowers labor cost needs 

to be clarified and backed up with evidence from the literature. 

My Response: 

I believe, as you pointed out, that the relationship between government consumption 

expenditures and labor cost should be addressed although I intended to avoid redundant 

explanations on the impact of those control variables. Both the neoclassical and the New 

Keynesian models indicate that an increase in government consumption spending 

accompanies the increase of tax financing, which in turn induces a negative wealth effect 

by decreasing potential consumption and increasing labor supply. Thus, excessive labor 

supply causes a fall in labor cost as well as real wages (e.g., Barro, 1981; Baxter and 

King, 1993; Rotemberg & Woodford, 1992). 
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of Aggregate Demand on Economic Activity. Journal of Political Economy, 100(6): 

1153-1207. 

 

4. The interpretation of how the estimated effect of market size on labor cost affects labor 

supply should be elaborated with examples from the literature. Also the explanation for 

the estimated effect of trade openness on labor cost needs more justification.  

My Response: 

I appreciate your suggestions on these points. It is important to note that the market size 

variable is operationalized as the market volume and potential by measuring the 

population growth in one country (e.g., Campbell and Hopenhayn, 2005). Indeed, labor 

market responses to population growth, and thus a larger population growth would 

increase labor supply in the market thereby decreasing labor costs (e.g., Bloom and 

Freeman, 1986; Jorgenson et al., 2008).  

 

Also, the structural change of labor market after trade liberalization not only decreases 

the fixed costs of production but increases the productivity of goods, which lead to the 

increase of the wage premium of skilled labor relatively to unskilled labor due to the 

increase in profits (Arbache et al., 2004; Comite et al., 2018). Many studies have also 

identified that a reduction in trade barriers increases the relative demand of skilled labor 

by reallocating factors toward more skill intensive firms (Burstein and Vogel, 2017; 

Feenstra and Hanson, 1997). 
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5. An increase in Government consumption expenditure is usually viewed as bad macro 

policy that crowds out investment. However, Government expenditure on things like 

infrastructure investment is viewed as good for attracting FDI. Therefore it is not clear to 

me why an increase in government consumption expenditure is good for FDI. 
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My Response: 

Thank you for pointing out this important question. I agree with you that there is a 

different economic impact of government consumption spending versus government 

infrastructure spending. Regardless of the government spending categories, what I 

understand is that economic theory does not clearly indicate whether the increase of 

government outlays would lead to better economic performance. According to Keynesian 

theory, government spending—particularly an increase in budget deficits—stimulates 

economic growth by enhancing purchasing power of individuals. Unlike Keynesians, 

some economists suggest that those debt-financed increase leads to higher interest rates, 

which would dampen potential investment. Despite different theoretical arguments on 

the impact of government spending, however, there exists the growing consensus in the 

empirical studies suggesting that government consumption spending including both non-

market goods and individual social goods has little effect on subsequent economic 

growth (e.g., Barro, 1990; Connolly and Li, 2016; Hansson and Henrekson, 1994). 

 

Actually, the empirical results from Table 4 (the impact of immigration policy on FDI) 

show the mixed results based on two different measures of immigration policy. As you 

see the coefficient estimates of the government consumption expenditures variables, both 

differenced and lagged values in the model that measures immigration policy as the 

annual refugee admission ceiling are positively associated with FDI inflows, but its effect 

is only marginally statistically significant with the differenced value. On the contrary, the 

coefficients of the government consumption expenditure variables are negatively 

correlated with FDI inflows in the model that measures immigration policy as 

immigration laws, but only the effect of lagged value of expenditure on FDI is 

statistically significant. 

  

Although the different signs of the government consumption spending variable could be 

produced due to the different measures of immigration policy, the empirical results in 

this research basically suggest that while the impact of government consumption 

spending would preserve foreign investment in the short run, it would gradually decrease 

economic performance and thereby decreasing potential investment from foreign firms in 

the long run. These findings basically align with the existing arguments on the negative 

linkage between government consumption spending and growth. 
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