Lecture Twenty-Seven:
Balance of Payments and Exchange Rates Determination
{Open Economies, Balance of Payments Accounts, Current Account, Capital Account, Foreign Exchange Market, Flexible Exchange Rates, Fixed Exchange Rates}

Open Macroeconomics I

2
Open Economies

1.
Until now, we have been considering closed economies: that is, economies that only have internal transactions
2.
A more complete perspective must consider the external sector as well.

i.
Open economies are economies that transact with other economies.


ii.
An agents in one economy transact with agents in another economy through purchasing foreign currency and selling domestic currency: that is, through trading currencies.


iii.
Exchange rates determine the price of one currency in terms of another currency.


iv.
Exchanges between dollars and a foreign currency happen when (a) foreigners wish to buy U.S. goods or assets; or when (b) U.S. residents and governments wish to buy foreign goods or assets.

4.
Thus, we need to look at the nature of foreign economic transactions and the determination of exchange rates.


i.
The balance of payments accounts summarizes the transactions of goods and assets between U.S. and foreign residents


ii.
Exchange rates are determined in the foreign exchange market or are fixed by policy.
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Balance of Payments Accounts

1.
The Balance of Payments Accounts records debits and credits.


i.
Credits: all earnings from foreign activities of U.S. residents and the U.S. government.


ii.
Debits: all expenditures of U.S. residents and the U.S. government abroad.


iii.
Notes, double-entry bookkeeping implies that each credit must be matched by a debit.


iv.
Whereas the overall balance of payments must balance by definition, subcategories of foreign transactions might not balance.

2.
Current Account (CA): transactions of goods and services and foreign transfer payments


i.
Merchandise Trade Balance: measures exports (credit) minus imports (debit) of goods; i.e. computers, grains, cars, cameras, bananas, etc.


ii.
Net services: the money value of exported services (credit) less the money value of imported services (debit); e.g. financial, insurance, shipping, etc.  Income from ownership of financial securities (i.e., dividends from stocks and interests payments from bonds) also are included.

iii.
Net Transfers: the money value of transfer payments from abroad to U.S (credit) less the money value of transfer payments abroad from U.S. (debit); e.g. public and private aid, pension payments, grants. etc. 


iv.
The current account balance is the sum of the trade balance, net services, and net transfers.


3.
Capital Account (KA): transactions of capital assets


i.
Capital Inflow (credit): purchase of U.S. assets by foreign residents or foreign direct investment.  


ii.
Capital Outflow (debit): purchase of foreign assets by U.S. residents or direct investments abroad by U.S.


iii.
A capital account surplus can be thought of as borrowing.  That is, when capital inflows exceed capital outflows, the U.S. is receiving more foreign funds then providing domestic funds abroad.

4.
If all transactions are recorded correctly, then, -CA = KA, unless there is central bank intervention.


i.
A current account deficit is financed by a capital account surplus ( a trade deficit is financed by borrowing funds from abroad.


ii.
A current account surplus is accompanied by a capital account deficit.


iii.
In reality, not all transactions are recorded correctly, so statistical discrepancies exist.


iv.
Central banks (e.g. U.S. Fed) can intervene in order to affect the exchange rate and the current and capital accounts.


v.
When the Fed lowers its holdings of foreign reserves it registers as a credit (a sale of foreign currency) on the US BOP.


vi.
When a non-US Central Banks increase their dollar holdings it registers as a credit (buying dollars) on the US BOP.
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The Market for Foreign Exchange and Exchange Rates Determination

1.
The foreign exchange market is where national currencies are traded for each other.


i.
To transact internationally, currencies must be exchanged.


ii.
The demand for foreign currencies by U.S. residents and governments is called the demand for foreign exchange.


iii.
Any U.S. expenditure abroad represents a demand for foreign currency: total debits in BOP = foreign exchange demand.


iv.
Any foreign earnings of U.S. residents and governments represents a supply of foreign currency: total credits in BOP = foreign exchange supply
2.
Consider a two-country case: the U.S. and a foreign country, say Europe.


i.
The exchange rate is the relative price of the dollar and the euro: expressed as the price of the euro in terms of dollars: (=DC/FC or the amount of dollars one euro can purchase. 


ii.
If ( up, then the euro is worth more or has appreciated and the dollar is worth less or has depreciated.  

iii.
If ( down, then the euro is worth less or has depreciated and dollar is worth more or has appreciated.


iv.
We plot the foreign exchange market π-ForEx space.  In this case, the dollar value of euros (i.e. π) is on the vertical axis and the quantity of euros is on the horizontal axis.


v.
Suppose ( increases ( then a dollar buys less foreign exchange ( the cost of a foreign good in terms of dollars has increased ( imports will decline ( Thus, the demand curve for foreign exchange (Dfe) is downward sloping. 


vi.
Suppose ( increases ( then a euro buys more dollars ( the cost of a U.S. good in terms of euros has decreased ( exports will rise ( Thus, the supply curve for foreign exchange (Sfe) is upward sloping.
2.
Flexible Exchange Rates


i.
Without intervention, we would expect ( to adjust to allow market-clearing.


ii.
Suppose we start at market-clearing with (0 and there is a shock shifting Dfe to the right (e.g., from increase in demand for European cars) ( excess demand for foreign exchange.


iii.
This will put upward pressure on ( ( as ( rises, import demand will decrease as a dollar affords less European goods and export demand will rise as a euro affords more U.S. goods.


iv.
At (1 (a) the foreign exchange market will again be in market-clearing; (b) the dollar is worth less.  Thus, the exogenous increase in import demand causes the dollar to depreciate.

3.
Fixed Exchange Rates.


i.
We now consider how central banks can intervene to affect the value of currencies.


ii.
In the ForEx market we constructed, all the determinants of foreign exchange demand and supply are motivated independently; the transactions are not undertaken to manipulate the exchange rate.

iii.  Central banks can perform official reserve transactions as a policy tool to manipulate exchange rates.


iv.
Consider how central bank intervention can peg or fix an exchange rate.


iv.
Suppose the US central bank wishes to peg the exchange rate at (0=1.3 and that the foreign exchange market would clear at (*=1.5

v.
Since the market-clearing exchange rate is above the pegged exchange rate, the dollar is overvalued and the euro is undervalued.


vi.
To keep the exchange rate from rising to (*, the U.S. central bank must intervene by selling euros at (0.  If the Federal Reserve Bank will sell for the undervalued price of the euro, then no one will pay more elsewhere.  Similarly, if the U.S. central bank will buy dollars at the overvalued price of the dollar, no one will accept less elsewhere.


vii.
To maintain the peg, the U.S. central bank must provide the foreign exchange necessary to meet the excess demand.


viii.
The excess demand for foreign exchange indicates a balance of payments deficit (CA+KA<0) since expenditures abroad (Dfe) exceed earnings from abroad (Sfe).  The deficit must be financed continuously by central bank intervention, that is, supplying more euros each time period.


































