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KEY CONCEPTS

CHAPTER 15: Open Economy

- The budget constraint for the home country is

PYt + Rt−1B
f
t−1 = P (Ct + ItGt) + (Bf

t −Bf
t−1) + (Ht −Ht−1)

- Bf
t −Bf

t−1 : balance on capital account.

- Outflow of capital: Bf
t −Bf

t−1 > 0

- Inflow of capital: Bf
t −Bf

t−1 < 0

- Trade Balance: PYt − P (Ct + It + Gt) = Net Exports

- National Savings: St = PYt + Rt−1B
f
t−1 − P (Ct + Gt)

- Current-account balance = (Bf
t −Bf

t−1) + (Ht −Ht−1) Net foreign investment

= PYt − P (Ct + It + Gt) + Rt−1B
f
t−1:

Trade Balance + Net factor income from abroad

= St − P (It + Gt) National Saving net of Domestic Invetsment

- Surplus (Deficit) on current account: CAB> 0(< 0)

- Terms of Trade: P denotes the price of home country produced good. P̄ denotes the

index price of a basket of world goods. Suppose the home country exports all the produced

good and domestic consumption and investment rely on imported goods.

- Terms of trade: P
P̄

- The current balance now becomes:

CAB = PYt + Rt−1B
f
t−1 − P̄ (Ct + It + Gt)

QUESTION 1 (Current account balance)

The Current-Account Balance is initially positive. Assume that a permanent positive

shock to production affects a small country in an open economy. Assume that the shock

increases the MPK. What are the effects on CAB and interest rate? What are the effects

if the same shock hit a large country in an open economy?
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QUESTION 2 (A change in the Terms of Trade - Ex 15.9)

We considered in the text a change in the terms of trade that reflected a disturbance from

the rest of the world. Suppose instead that a negative supply shock at home leads to an

increase in the relative price of the home country’s tradable goods. What are the effects

from this type of disturbance on the home country’s.

(a) Wealth and consumption of various good?

(b) Current account balance?

QUESTION 3 (A Two-Country Model of the Current-Account Balance -

Ex 15.7)

Suppose that the world consists of two countries, A and B, that are roughly of the same

size. Consider a temporary supply shock that affects the production function in country A

but not in country B. What are the effects on the real interest rate and the current-account

balances in the two countries?

QUESTION 4 (PPP and Interest Rate Parity)

Derive the formulas for Purchasing power parity and Interest rate Parity in absolute form.

Derive the IRP in relative form.
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