Chapter 32:  A Macroeconomic Theory Of The Open Economy

1. Introduction

a. To develop a macroeconomic model of an open economy, we build on our previous analysis in two important ways.

i. First, the model takes the economy’s GDP as given.

1. We assume that the economy’s output of goods and services, as measured by real GDP, is determined by the supplies of the factors of production and by the available production technology that turns these inputs into output.

ii. Second, the model takes the economy’s price level as given.

1. We assume that the price level adjusts to bring the supply and demand for money into balance.

b. The goal of the model in this chapter is to highlight the forces that determine the economy’s trade balance and exchange rate.

2. Supply And Demand For Loanable Funds And For Foreign-Currency Exchange

a. To understand the forces at work in an open economy, we focus on supply and demand in two markets.
i. The first is the market of loanable funds, which coordinates the economy’s saving, investment, and the flow of loanable funds abroad (called the net capital outflow).

ii. The second is the market for foreign-currency exchange, which coordinates people who want to exchange the domestic currency for the currency of other countries.

b. The Market of Loanable Funds

i. Savings equals the Domestic investment plus the Net capital outflow.
ii. The supply of loanable funds comes from national saving (S).

iii. The demand of loanable funds comes from domestic investment (I) and net capital outflow (NCO).

iv. The quantity of loanable funds supplied and the quantity of loanable funds demanded depend on the real interest rate.

1. A high interest rate encourages people to save and raises the quantity of loanable funds supplied.

2. A high interest rate also makes borrowing to finance capital projects more costly; thus, it discourages investment and reduces the quantity of loanable funds demanded.

v. The interest rate also affects a country’s net capital outflow.

1. An increase in a country’s interest rate discourages the people of that country from buying foreign assets and encourages foreigners to buy domestic assets.
2. A high interest rate reduces net capital outflow.

vi. The interest rate adjusts to bring the supply and demand for loanable funds into balance.

vii. At the equilibrium interest rate, the amount that people want to save exactly balances the desired quantities of domestic investment and net capital outflow.

c. The Market for Foreign-Currency Exchange

i. Net capital outflow equals Net exports.

ii. Net capital outflow represents the quantity of dollars supplied for the purpose of buying foreign assets.

iii. Net exports represent the quantity of dollars demanded for the purpose of buying a country’s net exports of goods and services.

iv. The real exchange rate is the relative price of domestic and foreign goods and, therefore, is a key determinant of net exports.

1. When a country’s real exchange rate appreciates that country’s goods become more expensive relative to foreign goods, making that country’s goods less attractive to consumers both at home and abroad.

2. As a result, exports fall, and imports rise, and net exports fall.

3. An appreciation of the real exchange rate reduces the quantity of dollars demanded in the market for foreign-currency exchange.

v. The real exchange rate adjusts to balance the supply and demand for dollars just as the price of any good adjust to balance supply and demand for that good.

vi. At the equilibrium real exchange rate, the demand for dollars by foreigners arising from a country’s net exports of goods and services exactly balances the supply of dollars from the people of that country arising from that country’s net capital outflow.

vii. In our model, net exports are the source of demand for dollars, and net capital outflow is the source of the supply.

3. Equilibrium In The Open Economy

a. Net Capital Outflow:  The Link between the Two Markets
4. How Policies And Events Affect An Open Economy

a. Government Budget Deficits
i. A government budget deficit reduces the supply of loanable funds, drives up the interest rate, and crowds out investment.

ii. In an open economy, government budget deficits raise real interest rates, crowd our domestic investment, cause currency to appreciate, and push the trade balance toward deficit.

b. Trade Policy

i. A trade policy is a government policy that directly influences the quantity of goods and services that a country imports or exports.

ii. Trade policies do not affect the trade balance.

c. Political Instability and Capital Flight

i. A large and sudden reduction in the demand for assets located in a country is called capital flight.

ii. Capital flight from a country increases the country’s interest rates and decreases the value of the country’s currency in the market for foreign-currency exchange.

