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Suppose Egpeso =$0.015, Egcs =$0.80, and E ¢ jpes, =$0.0125
If you have $400, can you make a profit?
A triangular trade occurs in the following way.
* First, the arbitrager buys Canadian dollars.
* Then he sells his Canadian dollars in exchange for Mexican pesos.

* Finally, she sells Mexican pesos for U.S. dollars.
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China:
B _ cA

—— > —— > 0 because income balance < 0.
GDP ~ GDP

China receives negative net investment income.

Argentina:

TB cA
—>0>— incom lan 0.
GDP> >GDP because income balance <

Argentina is a large net debtor, so it makes interest payments to the rest of the world.
GNDI>GNEBHA{t 4
CA=S-1

GDNI 7 1~ /2 1R % :all the resources that are available to home country to finance
expenditure.

BEHE R TSR BIRIOOME, ST ENERERMNIRS ERESCH, GNE:

GNE + CA + FA + KA = GNE
Resource;;wailable Extra resou;E;s available
to home country due to income to the home country

due to asset trades
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* Recall that the external wealth equals the total external assets minus
external liability

e W=A-1L

* The change in external wealth at period t:

« AW,= (IM,, — EX,,) + Capital gains = —FA, + Capital gains

* By assumption, there is no capital gains:

o AW,=—FA; = CA, + KA,

* By assumption, there is no unilateral transfers and capital transfers
 AW,=TB;+ NFIA;

* By assumption, assets and liabilities are paid the same real interest rate r*
s AW, =TB;+r"W;_4

Extending the theory to the Long Run

TB, N TB, N TB; N TB, N
PT+7r) @A+r)2 A+1r)3 A+r)t

—(1 + r*) W_1 = TB() +

Minus the present value of
wealth from last period Present value of all present and future trade balances

Note the fact that TB = GDP - GNE

GDP GDP GNE GNE
(1+7r)W_; + GDP,y + Ly L+ .. = GNEy + LS 2
NI @+r)  @A+r) 1+7r)  @A+71)?
Present value of
wealth from last period Present value of present and future GDP

Present value of present and future GNE

Present value of country’s resources Present value of country’s spending

* The LRBC says that, in present value terms, a country’s expenditures (GNE)
must equal its production (GDP) plus any initial wealth.

* The LRBC therefore shows quite precisely how an economy must live within
its means in the long run.
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0 = Presentvalueof TB =  Presentvalue of Q — Presentvalue of C
Initial wealth Present value of GDP Present value of GNE

is zero

Open economy : a temporary shock
The present value of present and future output in each period:

100 100 100 100
* P+t (1+0.05)2 + (1+0.05)3 79 + 505 = 2079
. PR o 1 Ct Yoo Qt _
LRBC requires: ).;2, o005y = Yizo 005 = 2079
* Optimal consumption under LRBC is :
. e Ct — Vo C — _c _ _
Ltzo (1+0.05)t Lzo (1+0.05)t ¢+ 0.05 2079=C=99
BEPPTIIESI: « How Balance of Payments work?
e At period 0,

* TB=GDP—-GNE=79-99 =-20

* Implying FA = 20 and external wealth Wy = —20

* At period 1 and onwards,

e TB=GDP—-GNE=100—-99=1.And NFIA=1r"Wy=-0.05X% 20 = -1
s AW, =TB+1r'W,.y=1—-1=0foreacht>1

« Consumption can be smoothed through international borrowing!
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An open economy with Investment opportunity shock « How BOP works?
Period Present Value * At pe rIOd 0'

0 1 2 3 4 5 = ¢ TBO =100—-104-16 = -20
Output GDP Q 100 105 105 105 105 105 2,200 . WO — CAO + W_1 — _20
Expenditure C 104 104 104 104 104 104 2,184 ° °
oy At period 1,

I 16 0 0 0 0 0 16 R TB1:105—104.—O:1

Trade T8 —-20 +1 +1 +1 +1 +1 0
balance ° NFIAl = r*WO = 5% x—-20=-1
:ectof;itor NFIA | 0 Ir -1 ) -1 -1 -1 -1 - . CAl — TB1 + NFIA1=1_1=0
:s:;ad ® Wl =CA+ Wo =0-20=-20
Current a [Z20)[ o o 0 0 —_— _ * The economy run a trade deficit to
account — finance investment and consumption
External w -20| | —20 —20 —-20 —20 -20 .. - in period 0.
wealth

* And run a trade surplus when output
is higher in later periods.

Note: All variables take the same values from period 1 onward.

* Trade surplus offsets the interest
payments.
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Impact on:

Exchange Policy Interest Exchange Investment, Trade Output,

Rate Rate, i Rate, E I Balance, Y

Regime TB

Floating Monetary J 0 1 12 1
expansion
Fiscal 1 d 1 d 1
expansion

Fixed Monetary 0 0 0 0 0
expansion
Fiscal 0 0 0 d 1
expansion
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PPP puzzle, JTLER|FEM:. ILHPPPARRAZAYH A
Balassa-Samuelson Model. The Balassa-Samuelson Effect: relationship between

productivity and the real exchange rate. When compared with other countries, a
country experiencing an increase in productivity will see incomes and wages rise and
will see its price level rise, meaning that its real exchange rate will appreciate.



