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from Boeing,the U aircraft manufacturer In this case,the U.S. import o clthing balances the US.
‘export o aircrat so net exports and net capital ouflow are both unchanged.Inall ases, the
ransacions have the same effct n net exports and net capialoutflow:

‘We can sumasize these conclusions for the sconomy 32 a whole.

* When a nation i running a rade surplus (VX > 0), s selling more goods and services to
foreigners thanitis buying from them. What s i doiag withthe oreign currency it receives
From the net sl of good and services road? It mustbe using it o buy oreign scsets. Capital
iz flowing ot of the couny (NC0> 0).

« When 2 nation is running a trade deficit (0 < 0, it s buying more goods and services from.
foreigners than s sellin t them, Howw i it fnsncing the netpuschase of these goods and
services i world markers? It must b seling assets abroad. Capial s flowing ino the country.
eo<a).

The iaternational flow of goods and services snd the intermationl v of capita ae e sides of
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18-1d Saving, Investment, and Their
Relationship to the International
Flows

A nation'ssaving and investment are crucial 1 5 long-run econommie growth AS we saw in an
‘<arlier chapter saving and investment ar equal n 2 osed economy: But matters are not s simple
inan open economy:Let's now consider how saving and investment are related o the international
flows of goods and capita as measured by net exports and net capital outflow:

25 you may recalltheterm net xpores appeared earler i the book when we discussed the.
component of gross domestic product. The sconomy's GDP (denoted 1) i divided among four
‘components: consumption (¢}, investment 1), government purchases (), and net exports (NX). We.
witethiz 32

YeCiIiGinx

“Total expenditure on the economy's utput of goods and services i the sum of expenditure on
‘consumption, nvestment, government purchases, and net exports Because each dollar of
‘expenditureisplaced nto one ofthese four components, this equaion s an accounting identicy: It
must be true because of the way the variables are defined and measured.

Recal that nationalsaving is the ncome ofthe nation thatslfe afeer payingfor current.
‘consumption and government purchases. National saving () equale ¥ - € - G IFwe resrrange the
‘equation toreflect this fat, we obtain.

YoC-G =14NX
5 —1eNx

Because net expors () aso equal net capical outlow (NCD),we can writ this equation 25

s 1 " ~co
Saving — Domestic ivstment + Net captiloutflow,

“This equation shovws that  nation's saving must equal it domestic nvestment phus ts net capital
onutfow. In other words,when 3 US. citzen saves a dolla of her income or the furur,that dollar
canbe used o finance the accumulaton of domestic capital o it can be used o inance the purchase.
of foreign capital

“This equation should look somewvhat familia Earier in the book, when we analyzed the ole of the
‘nancial system, we considered this identity or thespecial case of a losed economy:. In 3 closed
‘economs; net capital outflow s 610 (NCO = 0} 5 saving equals investment (5 = ). By contrast an.
‘open economy has two usesfor s saving: domestic investment and net capical outlow.

s befors, we can view the inancial system as standing between the wo ides of this identiy. For
‘example, suppose the Garcia family decides t save some ofts income fo retrement Thi decision
‘contributes to natonal saving,theleeside of our equation. If the Garcias deposit thei saving ina
‘mutua fund, the mucual fund may use some ofthe deposit to buystock ssued by General Motors,
which uses the proceeds t builda factory in Ohio In additon,the murual fund may use some of the
Garcias deposict buy stock issued by Toyota which uses the proceeds t buld a facory in Osala.
‘These ransactions showw up on te right side of the equation. From the sandpoint of US. accounting,
the General Motors expenditure on 3 new facory s domestie nvestment, and the purchase of Toyora.
Stock by 2 US. resident is net capitaloutflow. Thus, al saving in the U, economy shows up as
investment inthe US. conomy or s U net capial outlow.
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The bottom ine is that saving, investment, and international capital flows are inestricably linked.
When 2 nation's saving exceeds its domesticnvestmens, ts net capitaloutlow is posive indicating
hat the nation i using some o it saving to buy assets abroad. When a naton's domestic:
nvestment exceeds it saving, s et captal outflos s negative, indicating that oreigners are
inancing some ofthis investment by purchasing domestie assets.
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18-1e Summing Up

Tibley masy of the dess presented <o fae n this chaptes It descibes the three.
‘possibilesfor an open economy: 2 country with a trade defict, a country with balanced trade, and
2 country with a rade surplus.

International Flows of Goods and Capital: Summary

“Thi table shows the three possible outcomes for an open economy.

sd Dt Bt Tode e Sups.
Expars < mpors Expors - nparts Expots > s
et Exprts <0 NetExprts = 0 Net Exgrt > 0

vec-ire v-crira vacrise
Swing < esiment Saing = onstment Saving > Invstrent
NetCaptal Outfon <0 et Capis Outon Net Captl Outow >0

‘Considerfirst country with a rade surplus. By definiton, a rade surplus means that the value of
‘exports exceeds the value of imports Because net xports are exports minus imports, net xports,
208 are posiiv. As aresult income, ¥ = -+ 1 G+ NX, must e greaterthan domestie spending,
€1+ 6. But fincome, ;s more than spending, -+ 1+ G, then saving, S
than investment, .. Because the country s saving more than i i investing it must be sending some
of s saving abroad. That s, the net capital outflow must be posiive.

mustbe more

‘Similar logic appliesto country with a trade defict (such asthe US. cconomy in recent years). By
definiion, a trade defict means thatthe value of exports i less than the value of mport. Because:
net exports are exports mimus mpores, et exports, N, are negativ. Thus, income,

.t st b e than domestic spending € + 1+ G. But fncome, ¥ i less than
Spending,C+1+ G then saving § = ¥ — C — G, must be less than investment, L Because the country.
i investing more than s saving,t must be inancing some domestic nvestment by sellng asers
abroad. Thats,the et capital ouflow must be negative.

Yocilsc

A country with balanced rade fll between these cases,Exports equal imports <o net exports re
2ero. Income equals domestic spending, and saving equals investment. The net capital outlow
equals zero.
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182 The Prices for International Transactions: Real
and Nominal Exchange Rates

So far we have discussed measures of the flow of goods and services and the flow of capital across 2
nation's border In additon o these quanticy variables, macrosconomists alo study variables that
‘messurethe prices st which these internationsl transactions tske place ust s the price n 21y
‘market serves the important role of coordinating buyers and sellersin that market nternational
price help coordinate the decsions of consumers and producers as they nteractin world markets.
Here we discussthe o mostmportant nternationl prices: the nominal snd resl exchange rates.
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18-2a Nominal Exchange Rates

The nominal exchange rate s the rte at which s prson can trade the currency of n country for
the currency of another For example, when you go to a bank.you might see  posted exchange rate
80 yen per dllax. 1 you give the bank 1 U dolar,you will receive 50 apanese yen in recurn; and
fyou give the bank 80 apanese yen yo will eceive 1 US. dollar (1 actuality,the bankk will post
Slightly iffarent prices for buying and sellng yen. The difference gives the bank some profitfor
offeing this srvice For s purposes here, e can ignore theze diffrences)

An exchange rate can always be expressed in two ways. I the exchange rate is 80 yen per dolla tis:

a1501/80 (= 0.0125) dollar per yen. Throughout this book we aways express the nominal exchange
rate s unis of foreign currency per US. dolla such 2 80 yen per dolar:

tthe rate changes so that 2 dollar buys more foreign currency, that change s called an.
‘appreciation o thedolla I the exchange rat changes so that a dolar buysles freign currency,
st change i called s depreciation of the dolsx: For exampl, when the exchange rte rises from 80
290 yen per dollar the dollar i said to appreciate. At the same time, because aapanese yen now
‘buys less of the US. currency the yen s sad to depreciate. When the exchange ratefalsfrom 80 to
70 yen per dolla, the dollar is said to depreciate, and the yen s said to appreciate.

At times, you may have heard the media report that the dolla is eithe "strong” or “weak These
descrptions usuallyrefe to recent changes inthe nominal exchange rate, When 2 currency
‘appreciates, its said o soengthen because i an then buy more foeign currency: Similarky, whena
currency depreciates,tis said to weaken.

For any country there are many nominal exchange ates. The US.dollar can be used to buy Japanese.
yen, Briish pounds, Mexican pesos, and 50 on. When econormiss study changes in the exchange rate,
hey often use indexes that average these many exchange rates.Just s the consumer price index
‘urns the many price in the economy o asingle measure ofthe pricelevel, an exchange-rate
indes turms these many exchange rate into  single measure of the international value o a currency:
o when economists talkabout the dolla appreciating o depreciaing they often are refering to an
exchange-rateindex that takesinto account many individual exchange rates.
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18-2b Real Exchange Rates

The resl exchange rate s the rte st which s person cantrade the goods and serices ofone.
‘countzy fo the goods and services of another. For example ifyou g0 shopping and fnd that a pound.
of Swiss cheese s twice a5 expensive 25 a pound of American cheese, the real exchange rateis %
‘pound of Swiss cheese per pound of American cheese. Notice that ke the nominal exchange rate,
ve express the rea exchange rate as unies oftheforign item pe unitofthe domeste ftem. Butin
chis instance the tem is  good rather than a currency:

Real and nominal exchange rate are dlosely related. For example, suppose that a bushel of American
ricesells for $100 and a bushel of apanese rice selsfor 16,000 yen. Whatis the real exchange rate
berween American snd Japanese ice? To snswer this question, v st firt e the nominal
exchange rat to convert the prices into  common currency: fthe nominal exchange rte < 80 yen
‘per dollar, then  price for American iceof $100 per bushel s equivalent 1o 8000 yen per bushel.
American ices hlf a5 expensive asJapanese rice The rea exchange rate is bushel ofJapanese rice
per bushel of American rice.
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183 A First Theory of Exchange-Rate Determinatiol
Purchasing-Power Parity

‘Eschange races vary substantialy over time. In 1970, US. dolla could be used t buy 365 German
‘marks or 627 Italian lira. n 1998, 25 both Germany and Italy were geting ready to adopt the euro as
heir common currency, 2 US.dolla bought 1.76 German marks or 1,737 Ialian lira In other words,
overthis period,the value of the dolla fel by more than half compared to the mark, while it more
than doubled compared o the ira

‘What explains thes Large and opposite changes? Economists have developed many models ©o
‘explain how exchange rates are determined, each emphasizingjustsome of the manyforces a work.
Here we develop the simples theory of exchange rate,clled purchasing-power parity: This
heory statesthat  uni o any given currency should be able to buy the same quantity of goods n ll
‘countries Many economists believe that purchasing-power pariy describesthe forcesthat
determine exchange racesinthe long run. We now consider the logic n which this long run theory.
of exchange rates is bazed, 32 wel = the theory's implications and imitations.
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18-3a The Basic Logic of Purchasing-Power
Parity

“The theory of purchasing powes parity i based on a principl caled the I of e price. This ve
‘asserts that  good maust sel for the same price n all locations. Otherwise,there would be
opporcunies for profi lefe unesploited. For example,suppose thatcoffes beans sold for less i
Seattl than n Dallas. A person could buy cofeein Seatle for 52y, $4  pound and then sell itin
Dallas for $5a pound, making a profi of $1 per pound from the differencein price The process of
aking advantage ofprice diferences or the same item in diflerent markers i called arbivage.In
our example, a5 people took advantage o this arbitrage opportunity,they would increase the
demand for coffee n Seatle and increasethe supply in Dallz. The price of coffee would ise i
Seattl (1 response o greater demand) and fll in Dllas (i response to greater supply) This
Process would continue untl, evencuall, the prices were the same in the fwo markets.

Now consider how the law of one price appies tothe nternational markeplace. 12 dollar (or any
other curvency) could buy more coffe i the United States thanin Japan, internationsl raders could
profitby buying coffe in the Usited States and selling it inJapan. This export of coffee from the
‘United tates o Japan would drive upthe US. priceof coffe and drive down the Japanese pice.
‘Conversely, if dollar could buy more coffe in apan than n the United Sate, raders could buy.
coffee i Japan and sel i inthe Uniced Sates. This import of cofeeintothe Usited States from Japan.
would drive down the . price ofcoffee and drive up the apanese price In the end, the law of one.
price talls usthat  dollar must buy the same amount of cofeeinal countris.

“Thislogic leads ustothe theory o purchasing-power parity. According toths theory, a currency.
‘must have the same purchasing power i all counties That i, 2 US: dollar mustbuy the same.

quanity of goods n the Uited States and Japan, and a Japanese yen mustbuy the same quantityof
goods in Japan and the Urited State. Indeed,the name ofthis theory describes it well. Paricy means
cquality nd purchasing power refers o the value of money n terns of he quantity of goods i can.
by, Purchasing-power pariy states that  unit of  currency must have the same real value i every.
country.
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18-3b Implications of Purchasing-Power
Parity

‘What does the theory of purchasing povwer paity sy about exchange ates? It tells usthat the
‘nominl exchange rate btuveen the currencies of o countries depends on the price level n those
‘countrie. 12 dollar buysthe same quantity of goodsinthe United States (where prices are
‘measured n dollars) as in Japan (where prices are measured n yen), then the number ofyen per
dollar mustrelec the prices of goods n the United tates and apan. For example, i 2 pound of
coffescosts 500 yen i Japan and 5 inthe United States, then the nominal exchange rate mustbe
100 yen per delar (500 yen/$5 = 100 yen per dollr). Othervise the purchasing power o th dollar
‘would notbe the sme inthe o countries,

To see more fully how this works, it is hlpful tuse just a bitof mathematics Suppose that i the
price of a basket o goods inthe United States (measured indollars), P istheprice of a basket of
goods in Japan (measured in yen), and.e s the nominl exchange rate (the number of yen 2 dollar
‘can buy). Now consider the quantity of goods a dollar can buy at home and abroad. At home, the.
price levl is P, so the purchasing power of $1 at home i 1/F. That is, a dolla can buy 1/P quantity
of goods. Abroad,a dolar can be exchanged into ¢ units of foreign currency; which in turn have.
‘purchasing power ¢/F - For the purchasing power of  dollar t be the same in the two countries it
mustbe the case that

1P = e/p
‘With rearrangemen, his equation becomes
1= PP

Noticethatthelef side of this equstion s constant and the right sid i the resl exchange rte.
Thus, i the purchasing power o te dolar i ahways thesame at home and abroad, then the real
exchange rate—he relacive price of domesti and foreign goods—cannot change.

Tosee theimplication of this analyss for the nominal exchange race, we can rearrange the last
cqustion to zolve fo the nominl exchange rate:

o= PP,

Thati,the nominal exchange rat equals the ratio of the foreign prie level (measuredin unis of
the foreign currency) o the domestic pricelvel (measured n unis of the domestic curenc).
According tothe heory of purchasing-power pariy the nominal exchange ate between the currencies
of o countries st reflect thepricelvels n hose countries.

Akey mplication oftistheory isthat nominal exchange rates chang when pricelevels chang. A5
e s inthe preceding chapten the pice level in any country adjusts o bring the quantity of
‘money supplied and the quantiy of money demanded into balance. Because the nominal exchange
rate depends on the price levels, it also depends on the money supply and demand i each country.
‘When  central bank in any country increases the money supply and causes the price level o ise, it
als0 causes that country's currency o depreciate relaive t other currencies in the world.Inather
words, when the central bank prines large quancicesof money, hat money loses value both in terms of
he goods and servies it can buy and in terms of the amount of other currencesic can biy.

‘We can now answer the question that began this secton: Why did the US. dolar lose value
‘compared tthe German mark and gain value compared 1o the Itlian ira? The answer is that
‘Germany pursued a less inflationary monetary policy than the United States, and tly pursued a
‘more inflationary monetary policy. From 1970 t 1998, inflation inthe United States was 5.3 percent.
per year. By contrast,inflation was 3.5 percent in Germany and 9.6 percent in Italy, As US. prices
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‘But the hisorical essons oftheira and the mark will apply o the euro as well Whether the US.
dolar buys more or fewer euros 20 years from now than ¢ does today depends on whether the
‘Euopesn Central Bask produces more or ez infition in Europe than the Federsl Reserve doss in
the United States.
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18-3c Limitations of Purchasing-Power
Parity

Purchasing-porwer pariy provides a simple modelof how exchange rates are determined. For
understanding many economic phenomens, th theory works well.In partieula it can explain many.
Long term trends,such as the depreciation of the U, dolla agains the German mark and the
appreciation of the . dellr againt th Ializn lira. It canalso explain the major changes in
exchange rates that oceur during hyperinfatons.

‘Yot thetheory of purchasing:povwer parcy i not completely accurate. Thats, exchange rates do not
alvays move o ensurethata dolla has thesame real value in all countrie allthe time. There are
‘o reasons th theory of purchasing povwer parity does not huays hold in practice.

“The first reason i that many goods ae not easily traded.Imagine, for nstance, that haireuts are
more expensivein Paris tha s Newr York. Internationsltravelers might void gecing thie hsveuts
inParis, and some haiseutters might move from New York t Paris. Yet such arbitrage would be oo
imited o eliminate the differences in price. Thus,the deviaton from purchasing-power parity
‘migh persis, and a dolla (o uro) wonld continue tbuy less of haireut n Paris than n New
ork.

The second reason that purchasing:povver paricy does not bways hold i that even tradable goods
are not alays perfect substitutes when they are produced in diffrent countrie. For example, some

prefer German cars, and ochers prefer A cars. Moreover astes can.
chang over time. I German cars suddenly become more populas, the increase in demand will drive
upthe price of German cars compared to American car. Decpite this ifference i prices i the two.
‘markers, there might be no opportunicy for pofiable arbirage because consumers do not view the.
o cars 2 equivalent.

Thus, both because some goods are not radable and because some tradable goods are not perfect:
substcutes fo ther foreign counterpares, purchasing power parcy i not a perfect theory of
exchange-rate detern For these reasons,real fucuuate over

Nonetheless, the theory of purchasing power parity does provide a useful st step n
understanding exchange rates. The basiclogic is prsuasive: s the real exchange rate drifsfrom the
vl predicted by purchasing:porwer parity people have greate incentive to move goods across
national borders Evenif the forces of purchasing-power parit do not completelyfix the real
exchange ate they provide  rescon to expect that changes i theresl exchange rate ve most often
small or temporary: As aresul, large and persistent movements in nominal exchange rates ypicaly
reflect changes n pric levels at home and abroad.

You can find a Big Mac amost anywhere you look.

@TESTING/ SHUTTERSTOCKCOM




image19.png
184 Conclusion

‘The purpose of this chapter has been t develop some basic concepts that macrosconomists e to
‘study open economies.You should now understand how  nacion's rade balance s related o the
internstionsl fovsof capitl and howr stionl saving can diferfrom domesti nvestiment n 3n open
economy: You should understand tht when 3 nation i running #trade surplus, it st be sending
‘capial broad, and that when s running a rade defict, it must b experiencing 2 capialinflow.
‘You should also understand the meaning of the nominal and real exchange rates, a wel s the
implicatons and limittions of purchasing-power parity a5  theory of how exchange rates are.
derermined.

‘The macroeconomic variables defined here offer astating point for analyzing an open economy’s
interactions with the ret of he world. Inthe next chapter we develop 3 modelthat can explain what
etermines these varibles. We can then discuss how various events and policies ffct s country's
rade balance and the rate st which nations make exchanges in world markets.
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Chapter Introduction

‘When you decide o buy 2 car, you may compare th latest models offered by Ford and Toyoa When.
‘sou take your next vacation. you may consider spending it on 2 beach in Florida or in Mesxico. When
ou stare saving for your retrement, you may choose between a mutual fund that buys stock i US.
‘companies and one that buys stockinforeign companies. In all thse cases, you are paricpating not
justin the U5 economy but also in economies around the world.

International trade yields clear benefit: Trade allows people to produce what they prodice best and
0 consume the greatvariey of goods and services produced around the world. Indeed,one of the
Ten Principlesof Economics bighlighted in Chapter 1 s that trade can make everyone beter of
Internationsl trade can aise living standands n ll countries by allowing esch country o specizize
in producing those goods and service in which it has 2 comparative advantage.

5o ar our development of macroeconomics has lrgelyignored the economy'sineraction with,
other economies around the world. For most questions in macroeconomis,international ssues are
peripheral. For instance, when we discuss the natural rate of unemployment and the causes of
inflacion, the effecs of nternational trade can safely be ignored. Indeed, o keep their modelssimple,
macrosconomiss often scsuime s closed scomomy—an economy that does not nteract with cher.

‘Yot when macrosconomists study an gpen sconemy—an economy that interacts recly withother
‘economies around the world—they encounter a whle set of ev issues. Thischapter andthe next
provide an introduction t open-economy macroeconomic. We begin in this chapter by discussing
the key macrosconomic variables that describe an open economy's interactions in world markets.
“You may have noticed mention ofthese variables—expors,imports, he trade balance, and exchange
rates—in the news. Our firtjob i t understand what these data mean. I the next chapter we
develop 3 model t explain how these varisbles e determined snd how they ar sffected by various
government policis.
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18-1 The International Flows of Goods and Capital

A open ecomomy interacts with other econormies in o ways: I iy and sell good and services
in world product markets, and i buys and sll captal asses such as stocks and bonds in world.
financial maskets, Here we dizcuss these two acuvites and the cloe relsionship between them.
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18-1a The Flow of Goods: Exports, Imports,
and Net Exports
‘Exporssaredomestclly produced goods andservice thatae sold sbroad and ymports are
foregn-produced goods and sevces thatresold domesticlly When Boeing the US.ivrac
‘manufaceure buldsa plan and sel 0 AirFrance, the sle s an export o th Unied Saes nd.
an mporsforFrancs When Vole, the Swedishcar mamifacurer,makes 3 car and sells £ 102 US.
reidenthe sae i 2 mportforth Unied Staes nd an exportfor Sweden.

The net exports of sy country arethe diffrence between the vlueof s xports and the value of
itsimports:
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et exports = Value of conntey's exports - Valueofcounty's mports.

The Boeing sale raises . net exports, and the Vol sale reduces . net xpores. Because et
exporestellus whether 2 country i, n total,aseller or a buyerin world markets for goods and.
Services nee exparts are sl called the rade balance. If et exports ar positve, exports e
greater than imporss, ndicating that the country sells more goods and services abroad than it buys
from other counries. In thi case, the country s said to run 2 srade surplus fnet exports are
negative, exports areles than imports ndicating that the country sells fevver goods and services
abroad than it buys from other counties In this case, the counery i said to run 2 trade defict. IFnet
‘exports are zer0, s expores an imports are exactly equal an the country i said t have balaneed
rade
Inthe next chaptes we develop  theory that explains an economy’strade balance. but even at this
early stage, itis easy o think of many factors that might influence 2 country's exports,imports, and.
et exports. Those factorsinclude the following:

+ The tastes of consumers for domestic and foreign goods.

« The prices of goods at home and abroad

+ The exchange rates at which people can use domestic currency t buy foregn currencies

+ The incomes of consumers st home and sbrosd

+ The cost of ransporting goods from country to country

+ Government policies toward international trade

A5 these variables change, o does the amount of nternational zrade.

“But were not justtaking about buying a car—wee taking about confronting this country's rade:
defit with Japan.”
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18-1b The Flow of Financial Resources: Net
Capital Outflow

So fa we discussed how residentsof an open economsy participate in world markets fo goods and.
Services In additon.residents of an open economy parcicipatein world financial markets. A US.
resident with $25,000 could use that money to buy a ca from Topota o instead.to buy stockin the
Topota Corporation. The firt ransaction would represent a flow of goods, whereas thesecond.
‘would represent a flow of capital.

“The term net capital oueflow refer to the iffrence betveen the purchase o foreign sscets by
domestic residents and the purchase of domestic asses by foreigners:

Purchaseoffoxeign asses by dommesti resdents
~ Purchase of domestic ssets by oeigace.

‘When 3 . resident buys stock in Petrabras, the Brazilian energy company, the purchase increases
hefirt term on the right sde ofthis equation and, herefore increases US. nt capial ouflow:
‘When a apanese esident buys a bond issued by the US. governmen, the purchase increzses the.
second term on theright sde ofthis equation and, therefore, decreases U, ne capial outfiow:

“The flow o capital becween the U, economy and the rest o the world takes two forms. If
MeDonald's opens up  fastfood outetn Russia, thatis an examle of foregn diret investment.
Alternacivel ifan Amesican buys stockin  Russian corporation, hat = an example of forsign
pordol invesoment. I the it case,the American owner (McDonald's Corporation) actively
‘manages the investment, whereas inthe second case,the American owner (the stockholder) has 2
‘more passive role. In otk cases, . residents are buying assets located n another country, 5o both.
purchases increase US. net capial utflovs
“The net caital outflow (sometimes called necforeign invescment) can be sither positive or negative.
‘When s positve, domestic residents are buying more foreign assetsthan foregners are buying
domestie assers. Capital i said to be flowing out ofthe country:. When the et capial ouflow i
negative, domestic residents are buying les foreign assetsthan freigners are buying domestic:
‘assers. Capital i sid o be flowing intothe country. Thatis, when net capital outflow s negative, 2
country is experiencing a capialinflow.
‘We develop atheory to explain net capial outlow inthe next chapter Here et consider briely
Some ofthe more important variable that nfluence net capial ouflow:

* The realnterest rates paid on foreign assets

+ The real interest raes paid on domestic assets

+ The perceived economie and palitcal risks of holding assets broad.

+ The government policies that afec foreign ownmership of domestic ssets

For example, consider . investors deciding whether t buy Mexican government bonds or US.
government bonds. (Recal that a bond i, n effet,an 10U of the issuer) To make this decision, US.
investors compare theresl interest rates offered o the o bonds. The higher s bond'sresl nterest

into accon the risk that one ofthese governments might defulton s debe (dhat i, not pay
interest or principal wheni isdue), s well as any resricions that the Mexican government has
imposed, or might impose n the future, o foregn investors in Mexico.
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18-1c The Equality of Net Exports and Net
Capital Outflow

‘We have seen that an open economy nteracts withthe rest of the worldin wo ways—in world
markets for goods and services and in world fnancial maket= Net xports nd neecapial outflow
‘each measure a type ofmbalance i these markets. et expors measure an imbalance betweena
‘country's exports and is impores. Net capical outlow meastres an imbalance between the amovunt
of foreign asses bought by domestie residents and the amount of domestic ssets bought by
foreigners.

A important butsubtlefact of accounting states that, for an economy 25 2 whole, net capital outlow
(¥00) must ahvays equal netexports (¥1):

NCO - NX

“This equation holds because every ransaction that affects one sde of this equation afects the ather.
side by exactly the same amount. This equation is an idenity—an equation that must hold because
ofhow the variablesinthe equation are defined and measured.

To seewhy this accounting identit s true, e’ consider an example. Imagine that you are a
computer programmes residing i the United Satez. One ds: you write some software and sellito
‘2 Japanese consumer for 10,000 yen. The saleofsoftwarei an export of the United States,s0 it
increases U, net exports. What else happens to ensurethat this identity holds? The answer
‘depends on what you do with the 10,000 yen you are paid.

Firs, Lo’ suppose that you simply suf the yen in yous mattress. (We might say you have a yen for
yon) In this case, you are using some of your income t inves in th Japanese economy: Thatis, 2
‘domestic resident (you) has acquired a foreign asst (the Japanese currency). The increase in US.
et expores s matched by an increase in the US. net capcal outflow.

More reslizicaly howeves if o v o invest in the apanese economy you wori't do o by
holding on o Japanese currency: More ikely you would use the 10,000 yen to buy stock ina
Japanese corporation,or you might buy a apanese government bond.Yet the reslt of yous decision
is much the same: A domestic resident ends up acquiring aforeign asset. The incresse in US. et
capital outfions (the purchace of the Japanese stock or bond) exactly equals the ncrease n US. net
‘exports (che sale o sofoware).

L' none change the example. Suppose thatnstead of using the 10,000 yen to buy  Japsnese 3zt
‘o use them t buy  good made inJapan, such as a Sony TV. As a result of he TV purchase, US.
imporesincrease. Together,the software export and the TV mport represent balanced wrade.
Because exports and imports increase by the same amount,net exports are unchanged. In this case,
o American ends up acquiring  foreign aset and no foreigner ends up acquiring a US. asset o
there s also no impact on US: et capial ouflow:

4 sl possibilty s that you £0 o local bk o exchange your 10,000 yen for US.dollas. But this
dossrit change the situstion because the bank now haz o do zomething with the 10,000 yen. Itcan
by Japanese assets (2 US. net capital outflow) ¢ can buy a Japanese good (2 US. impord) ot can
sell the yen to another American who wants to make such a ransaction.Inthe end, S, net exports
must equal U net capical outlow.

This example all ststed when 3 US. progeamine sold some soffiare sbroad, bt the story is much.
the same when Americans buy goods and servicesfrom other countries. For ecample, if Walmart
by $50 millon of clohing from China and sellsi o American consumers, something must happen
<o hat $50 millon. One possibiliyisthat China could use the $50 million o invest n the US.
‘economs: This capital inflow from China might take the form of Chinese purchases of US.
‘sovernment bonds.n this case, the puschase of the clothing recuces U net exports, and the sle of
‘bonds reduces U netcapial outlow: Alternatively China could s the $50 million to buy a plane




