Macroeconomics Notes Chapter 6 Open Economy
Macroeconomics

The Foreign Exchange Market

The price of our currencyin terms of the other is known as exchange rate. This
exchange rate is also known as nominal exchange rate. The real exchange rate is
the ratio of foreign to domestic prices measured in the same currency. This is
defined as follows:

Real exchange rate = epfp

‘p’ is the domestic price of goods, ‘pf’ is the price level abroad, ‘c’ is the nominal
exchange rate. If the real exchange rate is equal to one, currencies are at
purchasing power parity. This means that goods cost is the same in two countries
when measured in the same currency.
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Open Economy

When the countries are engaged in trade relation with other countries, such
economies are known as open economies. An open economy is an economy which
has economic relations with other countries of the world with regard to goods and
services, financial assets, etc. In simple terms, an open economy engages trade in
terms of export and import with other countries.
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The Balance of Payments and Balance of Trade

The balance of payments (BOP) record the transactions in goods, services and
assets between residents of a country with the rest of the world. There are two main
accounts in the Bop — the current account and the capital account.

The current account records exports and imports in goods and services and transfer
payments. Trade in services denoted as invisible trade includes both factor income
and non-factor income. Transfer payments are receipts which the residents of a
country receives for free’, without having to make any present or future payments in
return. They consist of remittances, gifts and grants. They could be official or private.

The balance of exports and imports of goods is referred to as the trade balance.
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Balance of Payment Accounts

Balance of payments is a broad concept than balance of trade. Balance of payments
is a summary recorded of a country’s monetary transactions with the rest of the
world in specific time period, normally a year. Thus, balance of payment is the
complete record of the financial transaction made between a country and the rest of
the world. The balance of payments includes both visible and invisible transactions.

Double entry book keeping is used for recording the balance of payments of a
country. The transaction in balance of payments that results in the payments to
foreigners is entered in the debit side with a negative sign. Similarly, any transaction
resulting in a receipt from foreigners is entered in credit side with a positive sign. The
major accounts of balance of payments are (a) current account (b) capital account
(C) official reserve account (d) errors and omissions.






a) Current account: Current account is the record of export and import of goods,
services and transfer payments. The first two elements in the current accounts are
exports and imports. Export and imports of goods are called visible items in the
current account. Export and imports of services are called invisible items in the
current account. Invisible items may be factor services like labour, other factor
services like insurance, banking, etc. The most important components of invisible
items are net-factor income, non-factor income and transfer payments.

b) Capital account: The capital account records international purchases and sales of
assets such as money, stocks, bonds, etc. capital account transfers includes
investments, loans, baking capital, etc. Such transfers could be long-term transfers
or short-term transfers.

c) Official reserve accounts: The transaction of items in official reserve accounts are
carried out by the central bank and the Government of India. The items such as the
stock of gold, foreign securities, foreign exchange reserves, etc. are , included in
official reserve accounts.

d) Errors and omissions: It includes those items we couldn’t record in balance of
payments account. It is considered as the balancing item in the balance of payment
account.
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The Foreign Exchange Market

Foreign exchange market is the market in which national currencies are traded for
one another. The major participants in this market are commercial banks, foreign
exchange brokers and other authorized dealers and the monetary authorities. It is
important to note that although the participants themselves may have their own
trading centers, the market itself is worldwide. There is close and continuous contact
between the trading centers and the participants deal in more than one market. The
price of one currency in terms of the other is known as the exchange rate.
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Determination of The Exchange Rate

i) Flexible exchange rates: In a system of flexible exchange rates (also known as
floating exchange rates), the exchange rate is determined by the forces of market
demand and supply. In a completely flexible system, the central banks . follow a
simple set of rules — they do nothing to directly affect the level of the exchange rate,
in other words they do not intervene in the foreign exchange market and therefore,
there are no official reserve transactions).






i) Fixed exchange rates: Countries have had flexible exchange rate system ever
since the breakdown of the Bretton Woods system in the early 1970s. Prior to that,
most countries had fixed or what is called pegged exchange rate system, in which
the exchange rate is pegged at a particular level. Sometimes, a distinction is made
between the fixed and pegged exchange rates. It is argued that while the former is
fixed, the latter is maintained by the monetary authorities, in that the value at which
the exchange rate is pegged (the par value) is a policy variable — it may be changed.

There is a common element between the two systems. Under a fixed exchange rate
system, such as the gold standard, adjustment to BOP surpluses or deficits cannot
be brought about through changes in the exchange rate. Adjustment must either
come about ‘automatically’ through the workings of the economic system (through
the mechanism explained by Hume, given below) or be brought about by the
government.

A pegged exchange rate system may, as long as the exchange rate is not changed,
and is not expected to change, display the same characteristics.

iii) Managed floating: It is a mixture of a flexible exchange rate system (the float part)
and a fixed rate system (the managed part). Under this system, also called dirty
floating, central banks intervene to buy and sell foreign currencies in an attempt to
moderate exchange rate movements whenever they feel that such actions are
appropriate. Official reserve transactions are, therefore, not equal to zero.
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The Determination Of Income In An Open Economy

With consumers and firms having an option to buy goods produced at home and
abroad, we now need to distinguish between domestic demand for goods and the
demand for domestic goods.

National Income Identity for an Open Economy In a closed economy, there are three
sources of demand for domestic goods — Consumption (C), Government Spending
(G), and Domestic Investment (I).

WecanwriteY=C+1+G

In an open economy, exports (X) constitute an additional source of demand for
domestic goods and services that come from abroad and therefore must be added to
agstegate demand. Imports (M) supplement supplies in domestic markets and
constitute that part of domestic demand that falls on foreign goods and services.
Therefore, the national income identity for an open economy is
Y+M=C+Il+G+X

Rearranging, we get

Y=C+I+G+X-M

OR

Y=C+1+G+NX

where, NX is net exports (exports — imports). A positive NX (with exports greater
than imports) implies a trade surplus and a negative NX (with imports exceeding
exports) implies a trade deficit.
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Y+M=C+1+G+X
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Foreign Exchange Market






The price of our currency in terms of the other is known as exchange rate. This
exchange rate is alson kown as nominal excahnge rate. The real exchange rate is
the ratio of foreign to domestic prices measured in the same currency. This is
defined as follows:

Real exchange rate = ePfP

P is the domestic price of goods Pf is the price levels abroad. ‘c’ is the nominal
exchange rate.
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