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19-2 Equilibrium in the Open Economy

S fa, e have discussed supply and demand in wo markets: the markt for loanable funds and the
‘market for foreign-currency exchange. Let’s now consider how these markets arerelated to each
othes.
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19-2a Net Capital Outflow: The Link
between the Two Markets
W beg by recapping what we've ez sofr i i chapte:We havebeen discussing v the
economy coodinaes fou mportant sl aonal seving (5) domeste

investment (1), net capital outlow (NCD), and net exports (NX). Keep in mind the fllowing
idensites:

S-r48C0

NCO - Nx.

nthe market for oanable funds,supply comes from national saving (5), demand comes from.
‘domestic nvestment () and net capital utflovs (NCO), and the real nteres rate balances supply and.
demand. 1 the marketforforeign-currency exchange, supply comes from net capial outllon (NCO),
‘demand comes from net exports (1), and thereal exchange rate balancs supply and demand.

Net capical outlowis the variable thatlinks these oo markets.Inthe market or oanable funds, net
captaloutflows i 3 pce of demand. An American who wantsto buy an aszet abrosd must insnce.
ehis purchase by obtaining resources i the U5, market forloanable funds. Inthe market for foreign-
currency exchange neecapita] outflovr i the source of suppls An American who wants to buy 31
ssset in anothes country st supply dollars o exchange them fo the currency of that county:

‘The key determinant ofnet capital outiow; s we have discussed is thereal interest rate When the
. nterest rat is high,owning U, asses is more atractve and US. net capieal ouelow islow.
‘Figure 3 shows this negative relatonship between the interest rate and ne capial ouflow: This net-
‘capial.outlow curve is thelnk between the market forloanable funds and the marketforforign-
currency exchange.

Figure 3 How Net Capital Outflow Depends on the Interest Rate
Because a higher domesticrealnterest rate makes domestic assets more atiractive, it reduces net
‘capital outflow. Note the position of zero on the horizontal axs: Net captal outfow can be positve:
or negative. A negative value of et capitl utfow means that the economy is experiencng a et
nflow of capita.

T
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19-2b Simultaneous Equilibrium in Two
Markets

We can now put ll the pieces of our model together in Figure 4. This igure shows how the market.
forloanabie funds and the marketfo foreign-currency exchange joindy determine the important
‘macrosconomic varisbles of an open sconomy:

< >

Panel (3)ofthe igure shows the market for loanable funds (cken rom Figure 1) As before, national
Saving s the source of the sapply o osnsble funds Domesticnvestment and net capital outnw 3ve
the source ofthe demand for loanable funds. The equilibrium rea interest rate 1) brings the
quanity of oanable funds supplied and the quantiy of oanable funds demanded into balance.

‘Panel (5) of the figure shows net capital outfow (aken from Figure 3) The interest rate comes from
‘panel (s) nd then decermines net captal utflons A higher interest rte st home makes domestic
‘assers more attracave, and this in turn reduces net capital outlow Therefore, the net-capital-
outlow curve in panel () slopes downward.

Panel (€) ofthe figure shows the markt for oreign-currency exchange (taken from Figure 2)
‘Because foreign assets must be purchased withforeign currency, the quantiy of net capital outlow
from panel(5) determines th supply of dollas t be exchanged intoforeign currencies. The real
exchange rte doss o affect netcapial outflows <0 the supply curve i vertica The demand for
dollars comes from net exports. Because a depreciation ofthe real exchange rate increases net
‘expores,the demand curve for foreign-currency exchange slopes downward. The equlibrium real
exchange ate () brings nto balance the quantity of dollrs supplied and the quantiy of dollars
demanded inthe market for foreign-currency exchange.

“The tvo markets shovwn i Eigure 4 determmine o relativeprices the e interest rte and the sl
exchange rate. The real interestrats determined i panel (2 is the price of goods and services inthe.
precent elsiveto goods s services in the future, The sl exchange ate decermined in panel (9 i
he priceof domestic oods and services relativ to foreign goods and services These o relative.
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prices adjust simultanously to balance supply and demand i these two markets. As they do so,
they determine national saving, domeste nvestment,net capital outlow, and net expors. We can.
usethis model o see how allthese variables change when some policy or event causes one of these
curves to shift.
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19-3 How Policies and Events Affect an Open Economy

Having developed a model o explain howkey varibles are determined in 1 open.
‘economy;we can now use the model t analyze how changs in policy and other eventsaler the
‘economy's equiibrium. As we proceed, keep inmind that our model i just supply and demand in
o markets: the mrket fo losnable funds and the masketfo freiga-currency exchange. When
using the model to analyze any event. we can apply the three steps outlined in Chapter & First we
determine which ofthe supply and demand curves the event affect. Second, we determine the
directon in which the curves shife. Third, we use the supply-and-demand diagrams to ecamine how
hese shifsaler the economy's equilirium.
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19-3a Government Budget Deficits

‘When we first discussed the supply and demand for oanable funds ealier in the book,we examined.
the effcts of government budget deficts, which occur when government spending exceeds
governmentrevenue, Because a government budget defict represents ngagive public saving it
reduces national saving (the sum of publicand private saving). Thus,  government budget deficit
reduces the supply of oanabie funds, drives up the interest rate, and crowds out investment.

Nowwlet’s consider theeffcts of 2 budgt defcit in a open economs: Firs, which curve n our model
shifts? s in 2 closed economy, the iniialimpact o th budget defict i on nationalsaving and,

herefore, on the supply curve for oanable funds. Second, in which directon does his supply curve
<hif? Again  in 3 closed = budget defctrepresents negacive public aving so t reduces
national saving and shifs the supply curve for loanable funds o the lef. This i shown a theshift
froms, 105, in panel (s) of Figure s

Figure's The Efecs of s Government Budget Deficit
W gt i 30 ek rees e of e s Tom 15, e (3 T s s

I % 1
1 L EE\

O hird and final sep s o compare theold and new equiibia. Panel 3) shows theimpact of a US.
‘budget deficcon the US. market for oanable funds. Wit fewver funds avalabe for orrowers in US.
‘Financial markets,the inerest rate rises from 1, tor, to balance supply and demand. Faced witha
igher interest rae, borrowwersinthe market fo loanable unds choose to borrow lss. This change
= epresented in the igure 2 the movement from poist  to pot B slon the demand curve for
loanable funds.In particulas hovsshelds and irmsrediuc the purchases o capital good Asin
closed economs; budset deficits crowd out domesti nvestment.

Inan open economy, however the reduced supply ofloanable funds has additional effecs. Panel (5)
Shows that theincrease in the interest ratefrom , o r, reduces net capital ouflow (This fll n net.
capical outlowis also art of the decrease n the quantity of loanable funds demanded n the

‘movement from point A to point B in panel (s).) Because saving kept at ome now earns higher rates
of return, investing sbrosd s less attractve, and domestic residents buy fevver foreign assets. Higher
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interest rates also attract foreign investors, who want to eam the higher returns on US. assets. Thus,
‘when budget defcits rase interest rates,both domestic and foreign behaviors cause . net capital
outlow o il

‘Panel (c) shovws how budges deficits ffct the market for oreign-currency exchange, Because net
capital outflow s reduced, Americans need le= foreign currency to buy foreign scsets snd.
herefore, supply fewer dollrsinthe marketfor oreign-currency exchange, The supply curve for
dollars shift efurare from 5, o . The reduced supply of dollars causes the resl exchange rate o
appreciate from B, to . Thatis he dollar becomes more valusbl compared t foreign currencies.
“This appreciaton, i turn, makes U5 goods more expensive compared to foreign goods. Because
‘people both n the United Sates and abroad switch their purchases away from the more expensive
5. goods, exporesfrom the United Statesfall and imporesintothe United Sttes rise For both,
reasons, US. net exportsfall. Hence, in an open economy, government budges defcc raise real
interest race,crowd out domescic investment,cause the currency o appreciate, and push th trade
balance cowand deficc

Animportant example ofthislesson occurred inthe United States n the 1980, Shordy ater Ronald
Feagan was elected president in 1980, th fiscal plicyof the U. federal government changed.
dramatically. The prsident and Congress enacted large cutsintaves, butthey did not cut
overnment spending by neasly s mch. The resul vas alarge budget deficic Our model of the
‘open economy predicts that such  policy should haveled . trade deficit and i fact it did, as we
savwina case study in the preceding chaptar. Because the bude deficit and trade defict during this
period were o closely related in both theory and practice, they were nicknamed the owin dficis We
Should nor, however, view these twins s identical,for many factors beyond fscal policy can.
influence the trade defici.
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19-3b Trade Policy

‘A srade policy s  government policy that directly influences the quantit of goods and services
thata country importsor exports Trade policy takes various forms, usually with the purpose of
supportnga particular domesticindustry. One common trade policy s 2 tariff taxon imported
‘goods. Another is an impore quotz,  limit on the quantity of a good produced abroad that can be sold
domesticall.

Let’ consider the macrosconomic impact of trade policy: Suppose thatthe U, auto industy,
‘concerned about competiton rom Japanese automakers, comvinces the US. government to impose
uiota on the mumber of cars that an be imported from Japan.In making thir case,lobbyiss or the
‘auto indusery assere that the trade restricton would shrink thesize of the U, rade defici. Are they
right? Our model,lustrated i Figure 6 offers an answer.

Figures The Efects of an Import Quota

10 U, g e 3 e oot e i T T B e o
e (2t xon )T oy e .3 o o (o s ) B ghen -
xange o A 3 e o oran o Goae I et - ange s, 600 e PR 0m D,
5, il ) T e 1 s o G 8 S o 1 1 T
o1t f o e s e e 07, PR e et o PO i on PR e

bt iy

‘The firs step in analyzing the trade policy i t determine which curveshifs. The iniial impactof
the import restriction i, not surprisingls on imports. Because net exports qual exports minus:
imports,the policyalso affects net exports. And because net expors arethe source of demand for
dollarsinthe markt for foreign-currency exchange, the policy affets the demand curve n this:
masker.

The second stepi todetermine the direcion n which this demand curve shifs. Because the quota
restricts the number ofapanese cars sold n the Uited State, i reduces mports ¢ any given real.
‘exchange rate. Net exports,which equal exports minus imports, will therefore risefor any given real.
‘exchange rate. Because foregners need dollars t buy US: et exporss thre s an inereased demand
for dllars i the market forforeign-currency exchange. This increase n the demand fordollas s
“hownin panel (c) of Siguse 6 asthe shift from D © D1
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‘The thirdstep i t compare the old and new equilibra. As we cansee in panel (), the increase in
the demand fordollars causes the real exchange rat to appreciae from £, to ;. Because nothing
has happened in the market for loanable funds in panel (2, there i no change in the rea interest
rate. Because there s no change inthe real interet rate thre s also no change in et capial
ontflow shown in panel (). And because there s no chang ia e capital utflows there can b 5o
Change in net exports,even though the import quota has reduced impors.

Temight seem puzsling that net expors say thesame whsle imports . This puzle i resolved by
noting the change n thereal exchange rate When the dollar ppreciates in valueinthe market for
foreign-currency exchange, domestic goods become more expensiverelaive toforegn goods. This
‘appreciation encourages imports and discourages exports. and both of these changes work tooffset:
the direc increase in et exports e t the import quota. Inthe end, an import quota reduces both.
imports and expores, bt et expores (exports mimus imports) re unchanged.

‘We have thus come to: surprising implication: Trade policiesdo no afec the trade balance, That i,
policies that dircely nfluence exports or mpores o not alter net exports. This conclusion seems

less surprising if one ecall the sccounting dentity:

Net exports equal net capial utflw; which equals national saving minus domesticnvestment.
‘Trade policies do not alter the rade balance because they do mot altr national saving or domestic
investment.For given lvels of natonal saving and domesti nvestment, the real exchange rate

‘adjuss t keep the rade balance the same,regardless of the trade polices the government puts in

‘Although trade polices do not afect a country's overal trade balance,these policies do afect
‘specific frms,industries, and countries, When the US. governiment imposes 3n import quota on
Japanese cars, Generl Motors hasless competiton from abroad and willell more cars. At the same.
‘ime, becausethe dolla has appreciated in value, Bosing, the U, aircrafe maker will find i harder
€0 compete with Alrbus, the European aireraft maker US. exports of arerafe vl all and US.
imporesof aircraft will ise In this case, the import quota on Japanese cars will increase net expores
of cars and decrease net exports of planes. In addition it willncrease net exports rom the United.
States o Japan and decrease net exports from the United States to Europe, The overal rade balance.
of the US. economs; however, staysthe same.

‘The effects of tade policies are,therefore, more microeconomc than macrosconomic. Alhough
‘advocatesof trade policies sometimes suggest (contrary to what our model predicts)that these
‘policies can alter a country’ rade balance, they are usually more motivated by concerns about
partcular frms orindustries. One should notbe surprised, for nstance, o hear an executive from.
General Motors advocating impore quotasfor Japanese car. Economiss usually oppose such rade
‘policis.Free rade allows economies to specializein doiag whatthey do best, making residents of
all countries better off. Trade resricions nterfere with these gains from rade and, ths, reduce.
oversl economic wellbeing.
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193¢ Political Instability and Capital Flight

1n 1994, politcal nstabiliyin Mexico, including the ssassination of a prominent policcaleader;
‘made sworld financial markets nervous. People began o view Mexico as 3 much lessstable country
han they had previously though. They decided t pul some of their assets outof Mexico and move.
hese funds tothe United St and othes *sse havens” Such  srge and sudden movement o fnds
onutofa country iscalled capital fight.Tosee the implications of capitalflightfo the Mexican
‘economs; we again follow ous threesteps for analyzing 2 change in equiibrium, but this time, we
‘apply our model o the open economy rom the perspective of Mexico rather than the United Sates.

‘Consider firs which curvesin our model capialflight affects. When investors around the world
bserve politcal problems in Mexico,they decide o sell some ofther Mexican assets and use the
proceeds t by U, assets. This ac increases Mexican net capial outflow and, therefor, affects
oth market in our model Mostobviously, it affects the net-capital-outlow curve,and tisin turn.
influences the supply of pesos in the market fo foreign-currency exchange. In additon, because the
demand for losnsble funds comes from both domesti investment and net capital ouflows capital
figh afects the demand curve i the market for oanable funds.

Noww consider the divecton n which these curves shife When net capital outow incresses, here s
greater demand forloanable funds to finance these purchases of capital ssets abroad. Thus, 5.
‘panel (3) of Fgure 7 shows,the demand curveforloanablefunds shifts to the right from D, 1o Dy In
‘additon, because net capital outflow s higher for any interest rat,the net.<apitaloutlow curve
also shifs o the right from.

Figure 7 The Efecs of Capital Flight

i G e 3ty T g ) T 5 e 5
St et 12 s 1 e 0 Coree e G R % o % 5 Dy
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To see the effetsof capitl fight on the Mexican sconomy; we compare the od and new equilbria
‘Panel (3) of Figure 7 shows that theincreased demand for oanble funds causes the interest rate i
Mexico orvise fromr, o .. Panel () shows that Mexican net capial outflow increases. (Although.
the ise inthe interest rate does make Mexican asets more attracaive thisonly pardy offsets the
impact of capital fight on net capital outlow) Panel (¢ shows tht the increase i net capital
outflow eisesthe supply of pezos i the market for foreign-currency exchange from 5, to .. Thatis,
25 people y to get outof Mexican asset,thereis alarg supply of pesos o be converted into
dolars. This increasein supply causesthe peso to depreciatefrom F o 5. Thus,capialfight from
Mexico increases Mexican nceres rates and decreasesthe valus of he Mexican pesoin the markes for
foreign-currency exchange. This i exactly what was observed in 1994, From Novermber 1994 t
March 1995, the interestrate an short-term Mexican government bonds rose from 14 percent 70
percent, and the peso depreciated in value from 29 t 15 US. cents per peso.
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‘These price changes that resul rom capital figh influence some key macroeconomie quantiies.
“The deprecistion of the urvency makes exports chesper and imports more expensive pushing the
rade balance toward surplus. At the same ime, th increasein the interest rate reduces domestic
investment, slowing capital accumulation and economic growth.

(Capitalflight has s Largest impact o the countyfrom which capital i fleeing but it also affects:
other countries. When capitalflows out of Mexico into the United Sates, fo instance, it has the
‘opposite effect on the US. economy as it has on the Mexican economs: In particula the rise in
Mexican net capital outflow coincides with  fall i US. net capitl ouelow: A the peso depreciates
i value and Mexican nterest rates ise, the dollar appreciatesin value and S, interet ratesfall
The size o this impact on the U, economy s small, hovwever, because the sconoms of the United
Statesis much larger than that of Mexico.

The events thatwe have been describing in Mexico could happen to sny economy n the world, snd.
infact, they do from time t time. In 1997, the world learned thatthe banking systems of several
Asian economies,including Thailand,South Korea, nd Indonesia, were a o near the point of
‘bankruptey and his news induced capital o fle from these nations. In 1998, the Russian.
government defauled on s debe, prompting internatonal investors t take whatever money they
‘could and run. A smiar (but more complicated) setof events unfolded in Argentina in 2002.In each
of these cases of cpital g, the esultsweve much s ou model predics: ising iterest ates and
2 falling currency:
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19-4 Conclusion

International economics i a topi ofincreasing importance. More and more, American citzens are
buying goods produced abroad and producing goods t be sold overseas Through mutual funds and.
‘other nancil intitutions,they borrouw and lend in world financial markets. As a result 2 full

‘analysis of the 1. cconomy requires an understanding of how the US. conomy nteracts with ther
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Chapter Introduction

(Over the past three dacades,the United Sates has consitently imported move goods and services
han it has exported. Thatis, U net expors have been negtive, While conomiss debate whether
these trade defcits are aproblemfor the U, cconoms; the nation's business communiy often bas 2
strong opinion. Many business eaders claim thatthe trade deficts reflect unfais competiton:
Foreign firms are allowed to sel heir products in . markers,they contend, while forsign
covernments impede U rms from selling US. products sbroad.

Imagine that you ae the resident and you want t end these trade defiits What should you do?
Should you ty o limit imports, perhaps by imposing 2 quota on textles from China or ars from
Japas? Or shosld you ty to influence the nation’s trads deficitin some other way?

“To understand the actors that determine 2 country's rade balance and how government polices
canaffec it we need a macrosconomic theory that explains how an open economy works. The.
preceding chapter introduced some of the key macroeconomic variables that describe an economy's
relatonship with other economies, ncluding net exports, net capital outflow, and the real and
‘mominal exchange rate. Tis chapter develops 2 model that dentifes th force that determine
these variables and explain how these varizbles are elated t one another.

To develop this macrosconomic modsl of an open economy, we build on our previous analysis n two.
ways. Firs, the model takes the economy's GDP a5 given. We assume thatthe economy’s output of
goods and service, a5 measured by real GDP,is determined by the suppliesofthefactors of
production and by the available production technology that tura these inputsinto output. Second,
the model takes the economy’spriceleve as given. We assume that the pricelevel adjusts to bring
the supply and demand for money into balance.Inother words, this chapter takes a5 3 starting point.
the lessons learned in previous chapters aboutthe determination of the economy's output and price

“The goal of the modsl n this chapter i o highlight the forces that determine the economy's rade
balance and exchange ate In one sense, the model is simple: It applis the tool of supply and
demand to 31 open economy: Vet the model s alzo more complicated than others e have seen
‘because i involveslooking simultaneously ¢ wo related market: the market for oanable undss
‘2nd the market forforeign-currency exchange. After we develop this model of the open economy, we
‘useit to examine howw various events and policis afect the conomsy/'s trade balance and exchange
rate. We will then be able to determine the government policiesthat are most kel toreverse the
rade deficis that the US. economy has experienced over the past three decades.
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191 Supply and Demand for Loanable Funds and for
Foreign-Currency Exchange

To understand the forces a work n an open economy, we focus on supply and demand in two
‘markets. The firt i the marketforloanable funds, which coordinatesthe economs's saving,
investment, and flow ofoanable funds abroad (calle the netcapital utflow). The second i the
‘market for foreign-currency exchange, which coordinates people who want to exchang the
domestic currency for the currency ofother countrie. Inthis section,we discuss supply and
emand in esch of these markets separately. n the next sacion, we put these markets together to
‘explan the overall equilirium for an open economs:
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19-1a The Market for Loanable Funds

‘When wefirst analyzed the roleofthe financial system in Chapter 13, we made the simplifying
‘assumption that the financial system consiss of only one market, called the market forloanable
funds. Al savers go o this market to deposicther saving, and all borrowvers o to this market o get
heir loans. I this market, there s ome nterestrat,which is both the return o saving and the cost
ofborroning.

To understand the market for oanable funds in an open economs; the place o star is theidentity
discussed in the preceding chapter:

s
Saving

1 + weo
Domesticnvestment -+ Net capitloutllow.

‘Whenever  nation saves a dolla of it income, it can use that dollar to finance the purchase of
domestie captal o to fnance the purchase of an asse abroad. The oo sdes of this identity
sepresent the o ides o the marketfo losnsble funds. The supply of oansble funds comes from
national saving (5, and the demand for loanable funds comes from domesticinvestment (1) and net
capital outflons (NCO).

Loanable funds should be interprered as the domestically generated fow of resources avalablefor
capital accumulacion The purchase of a capita asset adds tothe demand forloanabe funds,
regardiessof whether that aset i located athome (1) o abroad (NC0). Because net capical outlow
canbe either posicve or negatve it caneither 3dd o o subtract from the demand forloanabe
funds that arises from domestic nvestment. When NCO > 0, the county s experiencing anet
utlow of capital;the net purchase of capial overseas adds to the demand for domesticaly
generated loanable funds. When NCO <, the counery i experiencing a net nflow of capital the
capital resources coming from abroad reduce the demand for domestically generated loanable
funds.

Az we lessmed in our esslir discussion of the marketfor losnsble funds the quantiy of oansble
funds supplied and the quanity oflosnsble funds demanded depend on the resl nterestrate. A
higherreal interest rats encourages people tosave and, herefore, aise the quantiy of oanabe
funds supplied. A higher interest rate also makes borrowing to finance capital rojects more cosdly;
hus i discourages investment and rediice the quantity ofloanable funds demanded.

In additon to influencing natonal saving and domestic investment,thereal interest rate in 2
country sfece that country's et capital outflows To see why, consider two mutal fands—one n the
‘United Sates and one in Germany—deciding whether to buy 3 US. government bond or a German
government bond. Each mutual fund manager would make tis decsion in part by comparing the
realinterest ates i the United States and Germany. When the US. rea interest rate rise, the US.
‘bond becomes more attractve t both mutualfunds. Thus, an ncrease i the US. realinerest rte
discourages Americans from buying foreign assets and encourages foreigners t buy US. assets. For
‘both reasons,  high U. eal interest race reduces US. net capical outflow:

‘Weillustratethe market forloanble funds with the familar supply-and-demand diagram in Fgure
1.4 n our earieranalyss of the financialsystem, the supply curveslopes upward because a higher
interec e incresses the quantiy of losnsble funds supplied. snd the demand curve dlopes
dowvmueard because a higher nterest rate decreases the quantity of loanable funds demanded. Unlike
he sitation in our previous discussion, however, he demand side ofthe market now represents
‘both domesticinvestment and net capital outlow: That i, in an open economy,the demand for
Ioanable funds comes not oy from those who want loanable funds to buy domestc capital goods
‘bt slzo from those who want losnsble funds to by forsign sscets.
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Figure 1 The Market for Loanable Funds

“The interest rate in an open economy, as1n 3 dosed economy, is determined by the supply and
‘demand forloanable funds. National saving i the source of the supply ofloanable funds. Domestic
investment and net capital outflow are the sources of the demand for loanable funds. At the
‘equibrium interest rate, the amount that people ant to save exactly balances the amount that
‘people want to borrow for the purpose of buying domestic capital and foreign assets.

‘The interes rate adjuss o brin the supply and demand for loanable funds into balance. I the
interest rate were below the equilirium level the quantity of oanable funds supplied would be less
than the quantity demanded. The resulting shortage of loanable funds would push the interestrate.
‘upward. Conversel ftheinteret rate were above the equlibrium level,the guanticy of oanable
funds supplied would exceed the quantity demanded. The surplus ofloanable funds would dive the
interes rate downuward. At the equilibrium interest rate, the supply of oanable unds exactly
‘alances the demand. In other words,a the equilbrium interest race, he amount that people want
‘save exaccly balances th desired quantices of domesticinvescmen and et capial outflow.
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19-1b The Market for Foreign-Currency
Exchange

‘The second market in our model o the open sconomy is the market for foreign-currency exchange.
Participantsinthis market trade U, dollars i exchange forforign currencies. To understand the
market forforeign-currency exchange, we begin vith another identiy from the last chapter:

Neo - Nx
Netcaptaloutflow — Net expats

“Thisidentity sates that the imbalance betueen the purchase and sal of capial assets Bbroad (NCO)
quals the mbalance between exports and imports of goods and services (NX). For exampl, when
the US. economy i runninga rade surplus (1> 0),forigners are buying more U, goods and.
Servicesthan Americans e buying foreign goods and services. What are Americans doing with the
foreign curvency they sre geting from this net sle of goods snd services abrosd? They mustbe
‘buing foreign assets, 5o U, capital i flowing abroad (NGO > 0). Conversely, i he United States s
running a trade defici (VX < ), Americans are spending more on foreign goods and servicesthan
they are carning from selling abroad. Some ofthis spending must be inanced by selling American
assers abroad, so foreign capial i flowing into the United Sates (NCO <0).

(Our model of the open aconomy trest the two sdes of this identity 3 representing the two sides of
the market for foregn-currency exchang. Net capital ouflow representsthe quantiy of dllars
suppliedforthe purpose of buying foregn assets. For example, when 2 US. mutual fund wanes to
‘buy a Japanese government bond, i needs t change dolars into yen, 5o it supplies dollas n the
‘market forforeign-currency exchange. Net exports represent the quantity of dollars demanded for
the purpose of buying US. net exports of goods and services. For example, when a Japanese airline
wants o buy a lane made by Bosing it needs to change its yen ino dollrs, o i demands dollars in
the market forforsign-currency exchangs.

‘What price balances the supply and demand in the marketfo foreign-currency exchange? The
answer s the real exchange ate. As we sav in the preceding chaptar the real exchange rate s the
reltiveprice of domestic an foreign goods and.therefor, i  key determinant of et exports.
‘When the Us. real exchange rate ppreciates, . goods become more expensive relative t foreign.
goods, making U, goods less ttracive to consumers both at home and abroad. As  resul,exports.
from the United States sl and imports o the United Satesris, For both ressons, et expores fall.
Hence,an appreciation of the rea exchange rae reduces the quantiy of dollars demanded in the
market forforeign-currency exchange.

Figure 2 shows supply and demand i the market for foreign-currency exchange. The demand curve
lopes dovwanward fo the resson wejustdiscussed: A bigher real exchange rate makes US. goods
‘more expensive and reduces the quantity of dollars demanded t buy those goods. The supply curve
s vertical becausethe quantity of dollars supplied fo net capital outflow does not depend on the.
real exchange rate. (As discussed earlier,net capital oulow depends on the real interest rate. When
discussing the market for foreign-currency exchange,we take thereal nterest rate and net capital:
outiowas given)
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Figure 2 The Market for Foreign-Currency Exchange

‘The real exchange rate is determined by the supply and demand for foreign-currency exchange.
“The supply of dolars to be exchanged no foregn currency comes from net capital outfion.
Because net capitl utfow does not depend on the real exchange rate, the supply curve s
Verticl, The demand for dolers comes from net exports. Because a lower real exchange rate
stimulates net exports (and thus increases the quantity of dolars demanded to pay for these net
‘xports), the demand curve slopes dowmward. At the equilbrium real exchange rate, the rumber of
olars people supply to buy foreign assets exactly balances the number of dolars people demand
tobuy net exports.

e
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Iemighe seem strange a firt that neecapitaloutlow does o depend on th exchange ate At all,
2 higher xchange value of the U dollar not only makes foreigngoods less expensive for American
‘buyers butalso makes foreign asetslss expensive, One might guess thatthis would mkeforeign
assets more atractive, But remember that an American nvestorwill eventually want o turn the
forign asse, as wllas any profits earmed o . back nto dllar.For example, a high value o the
dollar make ¢ e expensive for an Americanto by stock i aJapanese company but when that
Stock paysdividends, those will b n yen. Astheseyen are exchanged fo dolar,th high value of
the dollar means that the dividend wilbuy fewer dllas. Thus, changesinthe exchange rate
influence both the cost o buyingfoeign asses and the benefitof cwning them, and these o
effects offze eachother For these reasons,our modelofthe apen economy positsthat net capial
outfinsdoes not depend on the eal exchange rate, asrepresented by th vertical supply curve in
gue2.

The real exchange rate moves t ensure quilirium inthis marke. e adjuststo balance the supply.
‘and demand for dollarsjus a the price of any good adjuststo blance supply and demand fo that
g00d.fthe real exchange race were below the equilibrium level, the quantiy of dollars supplied
‘would be less than the quantity demanded. The resulting shortage of dollae would push the valu of
he dollar upward. Conversey, i the real exchange ate were above the equilibrium level, the
‘quantity of dollars supplied would exceed the quantiy demanded. The surplus of dollars would.
drivethe value of the dollar dovwnvard. At the equilbrium el exchange ate, the demand fordollars
by foreigners arising from the US: mt exporc o goods and services exaccly balances the supply of
dollars from Americans arising from US. net capial autflow.




