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An open economy is one that interacts freely with other economies
around the world. Openness has three specific aspects:

(i) Openness in the goods markets: that is, the economy buys and
sells goods and services in world product markets. Consumers
and firms can choose between domestic goods and foreign

goods.

(i) Openness in financial markets: that is, the economy buys and
sells capital assets such as stocks and bonds in world financial
markets. Financial investors can choose between domestic
assets and foreign assets.
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(iif) Openness in factor markets: that s, the ability of firmg
0} 1 . 3 - ©
where to locate production, and of workers to choose W}:hoosﬁ‘
work. In what follows we focus on the first two dimeng; el
>10ns (¢

openness.

1.2 OPENNESS IN GOODS MARKETS .
THE FLOW OF GOODS

——

icés that are produced domestically and
ds and services that are produced abrogg
Boeing, an American aircraf

Exports are goods and serv

sold abroad. Imports are goo

and sold domestically. When i . .
manufacturer, builds a plane and sells it to Air India, sale is an export

for the United States and an import for India. When Tata, the Indian
car manufacturer, makes a car and sells it to a U.S. resident, the sale
is an import for the Unites States and an export for India.

Net exports of any country are the difference between the value of
its exports and the value of its imports.

Net exports = Value of a country's exports - Value of a country's

. (1)

imports
The net exports of a country are also known as the country’s trade

balance.

Net exports tell us whether a country is, in total, a seller or a buyer
in world markets for goods and services. This is why net exports
are also called the trade balance. The trade balance is the value of a
country’s exports minus the value of its imports (i.e., net exports).

If net exports are positive, exports are greater than imports. This

means that the country §ells more goods and services abroad than it

buys from other countries. In this case, the country is said to runa
-trade surplus.

If net exports are negative, exports are less than imports. This means
that the country sc?lls fewer good and services abroad than it buys
from other countries. In this case the country is said to run a trade

deficit.
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Ifm.llL-\} (;1 l]s are zero, the country’s exports and imports are exactly
equal, and the country is said to have balance trade.

ATO ATE QOUOT LA A A . ‘
There are several factors which explain an economy’s trade balance.
These include:

(i) The tastes of consumers for domestic and foreign goods.
(if) The prices of goods at home and abroad.

(iii) The exchange rates at which people can use domestic currency
to buy foreign currencies.

(iv) The incomes of consumers at home and abroad.
(v) The cost of transporting goods from country to country.

(vi) Government policies towards international trade.

Changes in any/all of these can influence the amount of foreign
trade.

. FLOW OF FINANCIAL RESOURCES - NET
CAPITAL OUTFLOW |

}

Net capital outflow refers to the difference between the purchase of
foreign assets by domestic residents and the purchase of domestic

assets by foreigners.

Net capital outflow = Purchase of foreign assets by domestic
residents - Purchase of domestic assets by foreigners .. (2)

When an American buys stock in the Sony corporation, a Japanese
MNC, the purchase increases the first term in the right side of
Equation (2), and therefore increases U.S. net capital outflow. When
a Japanese resident buys a bond issued by the U. S. government, the
purchase increases the second term on the right side of Equation
(2), and therefore decreases U.S. net capital outflows.
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The flow of cap; ; i "
pital abroad takes two forms. If McDonald's Opens
'.faSt food outlet in India, that is an example of foreign g;;
mvestment. On the other hand, if an American resident buys gt
in an Indian corporation, that is an example .Of foreign portfolj,
investment. In the first case, an American owner is actively Managing
the investment. In the second case, the Americar.l owner has a Passive
role. But in both cases U.S. residents are buying asset§ located in
another country, so both purchases increase U.S. net capital outflow.

€ct
Ock

Net capital outflow or net foreign investment can be either positjye
or negative.

When the net capital outflow is positive, it means domestic residents
are buying more foreign assets than foreigners are buying domestic
assets. Capital is said to be flowing out of the country.

When the net capital outflow is negative, it means domestic residents
are buying less foreign assets than foreigners are buying domestic
assets. Capital is said to be flowing into the country; i.e., the country
is experiencing a capital inflow. -

The important factors that influence net capital outflow are:
() The real interest rates paid on foreign assets.
(i) The real interest rates paid on domestic assets.

) (i) The perceived economic and politic

/ broad al risks of holding assets
' abroad.

(iv) The government

. policies that affect foreign ownership of
domestic assets.

14 TRADE BALANCE AND Gpp
__ CAlcutations

i

J—

We have thus seen that an Open economy interacts with the rest of

the world in two.ways ~ In world markets for goods and services,
and world financial markets.
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a country’s xports measure an imt
‘o . ‘ an imbalance
N&f measures an imbalan (\1Pm|lw and its imports. Net capital outflow
‘ - . 4 ¢ ‘l‘
ance between the amount of foreign assets bought
- ) b D L W J }’ !

by domestic resi

A SUIC ICS]C‘C] v

k. foreigners s and the amount of domestic assets t

3 gners. stic assets bought by

i
apital outflows each measure a type of

[tﬂi‘ i

- An important fact of

whole,}theqe]\lrg::'db;)f accounting states that, for an economy as a
S 1ables must always be the same. That is, net capital

'ij, -
- outtlow (NCO) equals net exports (NX).
NCO = NX
k - .. (3)
quation (3) holds because every transaction that affects one side of

this equation affects the other side by exactly the same amount.

n that must hold because of
defined and measured. To
s and services and the
f the same coin consider

. This equation is. an identity - an equatio
) the way the Ve.1r1ables in the equation are
see that the international flow of good
international flow of capital are two sides 0
the following : |
- (1) When a nation is running a trade surplus; (NX > 0, i.e., net
exports are positive), it is selling more goods and services to
foreigners than it is buying from them. What is it doing with
. the foreign currency it receives from the net sale of goods and
: services abroad? It must be using it to buy foreign assets. Thus,
] capital is flowing out of the country; (NCO > 0).

s running a trade deficit; (NX <0, i.e., net exports
it is buying more goods and services from
elling to them. How is it financing the net
services in world markets? It must

pital is flowing into the country

i

~ (2) Whena nation i
| are negative),
foreigners than it is s
purchase of these goods and
be selling assets abroad. Ca

(NCO < 0).

U —— _

Scanned with CamScanner



stment are im.portant to its long
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trv's saving and mvcci
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w saving and inves

dsand capita
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qum
consider ho
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outflow.

A country’s gross
consumption, (C); 1 .
net exports, (NX)- We write t

y=C+1+G+NX
\ (4

s domestic product, (Y), is defined in terms o
avestment, (I), government purchases (G), ang
his relationship as:

Total expenditure on the economy’s output of goods and servicesi
the sum of expenditure on consumption, investment, governmeni
S;rchas;;,, and net exports. Consumption depends positively on
pro%ouS?tioil ﬂi?)m:;l éYn-e T)..Investment depends positively on
procuction, Spe,n ding (G)g?Stlxziily on the real interest rate, (r).

given. Net exports (NX) depends on

imports and exports. (The
: im
at the end of the Chap(ter), portand export functions are discussed

- f th :

Saving (S) ¢ ONSumptiop of the Nation ¢ -
reflect thil, faélts €quals y _ Eglcj overnmenthat is left after paying
' G. If we rearrg;lg;hg ses. National
quation (4) to

.. 5)
... (6)
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However, because net exports (

7

NX) also equals net capital outflow

'

NCO) as shown in Equation (;
( X 1own in Equation (3), we can rewrite Fquation (6) as;

S=1+NCO

Equatlon (7) shows that the country’s saving must equal i
investment plus its net capit ‘
citizens save a rupee of their incom
be used to finance accumulation of domestic capital or i

al outflow. In other words, w
e for their future, that rupee can

to finance the purchase of capital abroad.

In a clo'sed economy, net capital outflow is zero, t
equals investment. An open econ
domestic investment and net capital outfl
investment and international capital flows are i

s domestic investment, its net

When a country’s saving exceeds it
s that the nation is using sOme

capital outflow is positive. This mean
of its saving to buy assets
_investment exceeds its saving,
This means that foreigners are f

abroad. When a

purchasing domestic assets.

The following table su
of goods and services

msu

e (7)

ts domestic
hen Indian

t can be used

herefore saving

omy has two uses for its saving;
OW.

Thus, saving,
nseparably linked.

country’s domestic

its net capital outflow is negative.
inancing some of this invest

p the implications of international flows
for GDP calculations:

de Balance Outcomes for

ment by

Table 1 : Summary of Tra
Gross Domestic Product (GDP)

S.N.| Trade Deficit Balanced Trade Trade Surplus
1. |Exports <Imports Exports = Imports Exports > Imports
2. | Netexports <0 | Net exports =0 | Net exports = 0
3. |[yY<Cc+I1+G Y=C+1+G Y>C+1+G
4. |Saving < Saving = Saving >

Investment Investment Investment
5. |Net Capital Net Capital Net Capital
Outflow <0 Outflow =0 Outflow > 0

— e, -
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pend on the real exchange r.ate (the Pric

etic 000ds in terms Of foreign goods - cllett-aﬂstm fnex’F Chapter).
d.mnestlt gO, ensive domestic goods gr_e relative to f)rEIgn So0q.
Themo;eesf\};r foreign goods are relatwely to domestic goods), i
g::;::aercls thpe domestic .dema.nd for foreign goods. So, 3 highe,
exchange rate leads to higher imports. |

Jome
and foreigl

| g
Imports also clearly de :

It follows that the import function may be written as :

M=M (Y, €) : (8)
(+, ) ,

The import function in Equation (8) tells us:

() An increase in domestic income or an increase in domest;
output, (Y), leads to an increase in imports, (M). This positive
effect of income on j '

: Imports is shown by the os .
Y in the equation, "1y the positive sign, under

(11) An increase in the r 4
: eal
Imports, (M), Thj 2l exchange rate

"ENS ighay g CPe Or domestic goo

N foreign income, Hight
®Manq fe,. all goods, bot!
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foreign and d :

gn anda aomestic 2 . .
(DOT tic. So higher foreign income leads to hi h
exports. ) eads to higher

They depend als
| \ so on the real exc T i
‘ i . e (‘ b o ) > » 1
odll domestic cor e o ‘yammurs /.umg(, rate. The higher the price of
g o fgr. 1»;. .umb of foreign goods, the lower the foreign
" 5 domestic goods. In other words, the higher the real
exchange rate, the lower are exports.

g % v .
. Let Y* denote foreign income (or foreign output). We can accordingly
write the export function as:

f of

er), X = X (Y*, | |

ool Y _)) .. (9)
the »

The export function in Equatioh (9) tells us :

Y*), leads to an increase in

(i) An increase in foreign income, (
the positive sign

exports. This positive effect is captured by
below Y* in the equation.
(¢), leads to a decrease in

-8 (i) Anincrease in the real exchange rate,
ative sign below € in

| exports. This effect is captured by the neg
the equation.

i A AL T T T

© REVIEW QUESTIONS

der
1. Explain the concept of an open economy in terms of openness in goods
markets. - '
sein | 2. Explain the concept of trade palance in the context of openness in
o ON goods markets.
ts GDP calculations.

e trade balance impac

of trade b ment

qon- | 3. Explain how th
alance for savings, invest

4. What are the implications
and GDP? |
Write a note on net exports.

Write a note on net capital outflows.

Write a note on export and import functions.
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