Chapter 38: Open economy macro: exchange rate and trade policy

This chapter introduces the discussion of the balance of payments (BOPs) and its components, the current account (CA) and capitol accounts (KA), and the official transactions accounts. It also discusses exchange rates and trade policy. The BOPs is the sum of all economic transactions between the residents (households, firms & governments) and the residents of the rest of the world. It summaries information about one country is exports, imports, earnings on domestic assets owned. It can be broken into:
1-     Current account: all payments concerning the purchase or sale both goods, of services and gifts. 
a- Merchandise the exchange of goods
b-  The exchange of services
c- Unilateral transfers (gifts) 
 
Any transaction that leads to a payment by a nation’s residents or governments is recorded as minus (deficit). While any transactions that leads to a receipt by a nation’s residents is recorded as plus (surplus) and if it is minus sign, money is going out and if it is plus sign, money is coming in BOPs account (see your text book for 1987 and 1999 BOPs account of the U.S.).
1- Current account 
a-  Merchandise of goods 
· Exports

· Imports
· Balance of trade
b- Services
· Exports
· Imports
· Balance of trade
A+B=C Balance on goods and services
D=Net investment income
E= Net unilateral transfer payments
C+D+E=F= Balance on current account
G: Capital account (KA) 
· capital inflow => foreign capital coming into U.S.
· capital outflow: U.S. capital going abroad 
  
H= Balance on capital account
 F+H=I=current account + capital account 
J= official transactions account, which is the government’s holding of foreign currency.
 I + J must sum to zero.
Official transactions account includes foreign currency, gold, a government’s agency that holds foreign assets, and some others.
 
The current account consists of the merchandise of goods account, the service account, the net investment account, and the unilateral transfer payments accounts. All short-term flows of payments are included. The balance of trade is the difference between the value of exports (goods and services) and the value of imports (goods and services).
- Unilateral transfer payments U.S. aid, gifts, and other payments to the rest of the world. This includes military, economic aid and other forms of gifts from both government and individuals. Also income earned by foreigners on U.S. investment and income earned by Americans on foreign investment are part of service imports and exports. The capital account includes all long -term flows of payments, such as stocks, bonds and real-estate. For example payments by foreigners for U.S. real and financial asset – payments by U.S. citizens for foreign assets = net capital inflow.  
Net capital inflow represents a demand for dollar because to buy U.S. assets foreigners need dollars. When a government buys its own currency, it trying to hold up its currency’s price whereas it sells its currency by depressing the value of its currency.
 
 
There is a relationship between the current account and capital and capital account assuming no interventions by central banks.  That is the CA + KA =0. Or  - CA (deficit) = +KA (surplus).
A Balance of Payment deficit implies that there will be downward pressure on the value of the nation’s currency and vice-versa.
 By definition, the 3 Accounts (CA, KA, and OTA) must sum to zero since they are an accounting identity.  Therefore, the supply of currency, including governments, must equal the demand for currency, including government’s. 
 
II. Exchange rates:
· Foreign market: the market for buying and selling      currencies.  

·  Foreign exchange rate is the price of one currency in terms of another.   For example, a particular exchange rate between francs and dollars that would prevail depends on the current demand for and supply of francs and dollars.  For every U.S. transactions concerning imports of foreign goods and services imply a supply of dollars and demand for some foreign currency, and vice-versa for export transactions.
 
Why does the demand for dollars slope downward?
As the price of the dollar increases, the quantity of dollars decreases, so the demand curve slopes downward.
That is to say as the price of dollars in terms of francs increases, the number of francs required to buy one dollar increases. That is the relative price of American goods and services to the residents of France increases.
And therefore, the French will buy fewer American goods and thus the quantity of dollars demanded by the French will fall down.
 
Why does the supply of dollars slope upwards?
As the price of dollar in terms of francs increases the quantity supplied of dollars increases. Therefore the supply curve slopes upward.
  The determinants of exchange rates:
1- A change in country’s prices:  If there is more inflation in the U.S. than other countries then foreign goods will become cheaper. That is the demand by U.S. for foreign currencies will increase and foreign demand for dollars will decrease. Therefore, the increase in U.S. prices will shift the dollar supply to the right and the dollar demand to the left and the value of the dollar will decline (depreciation). A depreciation is a decrease in the value of a currency in terms of other currencies.
2- Changes in income: If the county’s income falls, then the demand for imports declines. As a result the demand for foreign currency to buy those imports falls too.   That is the supply of foreign currency to buy the foreign currency falls. The price of the country’s currency relative to foreign currency increases (appreciation). Appreciation is an increase in the value of a currency in terms of other currencies.
3-  Interest rate changes:  A rise in country’s interest rates relative to other countries will increase demand for that country’s assets.
4-  Changes in productivity:  If a county’s productivity increases relative to other countries then its product will be more competitive in world markets and the demand for its exports will increase. Therefore, the demand for its currency will increase.
5- Perceptions of economic stability.
 Fixed exchange rates:
Flexible exchange rates:
Partially flexible exchange rates:
