Chapter 31:  Open-Economy Macroeconomics:  Basic Concepts
1. Introduction

a. Trade allows people to produce what they produce best and to consume the great variety of goods and services produced around the world.

b. An economy that does not interact with other economies in the world is called a closed economy.

c. An economy that interacts freely with other economies around the world is called an open economy.

2. The International Flows Of Goods and Capital

a. An open economy interacts with other economies in two ways:

i. It buys and sells goods and services in world product markets

ii. It buys and sells assets such as stocks and bonds in world financial markets.

b. The Flow of Goods:  Exports, Imports, and Net Exports

i. Exports are goods and services that are produced domestically and sold abroad.

ii. Imports are goods and services that are produced abroad and sold domestically.

iii. The net exports of any country are the value of the nation’s exports minus the value of its imports.

1. Net exports are also called trade balance.

iv. If net exports are positive, exports are greater than imports, indicating that the country sells more goods and services abroad than it buys from other countries, and the country is said to run a trade surplus.

v.  If net exports are negative, exports are less than imports, indicating that the country sells fewer goods and services abroad than it buys from other countries, and the country is said to run a trade deficit.

vi. If net exports are zero, its exports and imports are exactly equal, and the country is said to have balanced trade.
vii. The factors that influence a country’s exports, imports, and net exports:

1. The tastes of consumers for domestic and foreign goods.

2. The prices of goods at home and abroad.

3. The exchange rate at which people can use domestic currency to buy foreign currencies.

4. The incomes of consumers at home and abroad.

5. The cost of transporting goods from country to country.

6. The policies of the government toward international trade.

viii. As these variables change over time, so does the amount of international trade.

c. The Flow of Financial Resources:  Net Capital Outflow

i. The term net capital outflow refers to the purchase of foreign assets by domestic residents minus the purchase of domestic assets by foreigners.

1. It is sometimes called net foreign investment.

ii. The important variables that influence net capital outflow:

1. The real interest rates being paid on foreign assets.

2. The real interest rates being paid on domestic assets.

3. The perceived economic and political risks of holding assets abroad.

4. The government policies that affect foreign ownership of domestic assets.

d. The Equality of Net Exports and Net Capital Outflow
i. Net exports measure an imbalance between a country’s exports and its imports.

ii. Net capital outflow measures an imbalance between the amount of foreign assets bought by domestic residents and the amount of domestic assets bought by foreigners.

iii. Net capital outflow always equals net exports.

e. Saving, Investment, and Their Relationship to the International Flows

i. A nation’s saving and investment is crucial to its long-run economic growth.

ii. A nation’s savings must equal its domestic investment plus its net capital outflow.

iii. All savings in the U.S. economy shows up as investment in the U.S. economy or as U.S. net capital outflow.

f. Summing Up

i. Trade Deficit

1. Exports <  Imports

2. Net Exports < 0

3. Y < C + I + G

4. Saving < Investment

5. Net capital outflow < 0

ii. Balanced Trade

1. Exports = Imports

2. Net Exports = 0

3. Y = C + I + G

4. Saving = Investment

5. Net capital outflow = 0

iii. Trade Surplus

1. Exports > Imports

2. Net Exports > 0

3. Y > C + I + G

4. Saving > Investment

5. Net capital outflow > 0

3. The Prices For International Transactions:  Real and Nominal Exchange Rates

a. Nominal Exchange Rates
i. The nominal exchange rate is the rate at which a person can trade the currency of one country for the currency of another.

ii. An increase in the value of currency as measured by the amount of foreign currency it can buy is called appreciation.

iii. A decrease in the value of currency as measured by the amount of foreign currency it can buy is call depreciation.

b. Real Exchange Rates
i. The real exchange rate is the rate at which a person can trade the goods and services of one country for the goods and services of another.

ii. Real exchange rate is equal to the Nominal exchange rate multiplied by the domestic price, divided by the foreign price.

iii. The real exchange rate measures the price of a basket of goods and services available domestically relative to a basket of goods and services available abroad.
iv. A depreciation in the U.S. real exchange rate means that U.S. goods have become cheaper relative to foreign goods.

v. An appreciation in the U.S. real exchange rate means that U.S. goods have become more expensive compared to foreign goods.

4. A First Theory Of Exchange-Rate Determination:  Purchasing-Power Parity
a. Purchasing-power parity is a theory of exchange rates whereby a unit of any given currency should be able to buy the same quantity of goods in all countries.

b. The Basic Logic of Purchasing-Power Parity
i. The theory of purchasing-power parity is based on a principle called the law of one price.

1. This law asserts that a good must sell for the same price in all locations.

ii. The process of taking advantage of differences in prices in different markets is called arbitrage.

iii. According to this theory, a currency must have the same purchasing power in all countries.

1. Parity means equality.

2. Purchasing power refers to the value of money.

3. Purchasing-power parity states that a unit of all currencies must have the same real value in every country.

c. Implications of Purchasing-Power Parity

i. If the purchasing power of the dollar is always the same at home and abroad, then the real exchange rate—the relative price of domestic and foreign goods—cannot change.

ii. The nominal exchange rate equals the ratio of the foreign price level (measured in units of foreign currency) to the domestic price level (measured in units of domestic currency).

iii. According to the theory of purchasing-power parity, the nominal exchange rate between currencies of two countries must reflect the different price levels in those countries.

iv. Because the nominal exchange rate depends on price levels, it also depends on the money supply and money demand in each country.

v. When the central bank prints large quantities of money, that money loses value both in terms of goods and services it can buy and in terms of the amount of other currencies it can buy.
d. Limitations of Purchasing-Power Parity

i. The first limitation is that many goods are not easily traded.

ii. The second limitation is that purchasing-power parity does not always hold is that even tradable goods are not always perfect substitutes when they are produced in different countries.

