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Chapter 15

Net Exports and International Finance

Start Up: Currency Crises Shake the World
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15.1 The International Sector: An Introduction

LEARNING OBJECTIVES
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Figure 15.1U.S. Exports and Imports Relative to U.S. Real GDP, 1960Ð2011

The chart shows exports and imports as a percentage of real GDP from 1960 through 2011.

Source:Bureau of Economic Analysis, NIPA Table 1.1.6 (revised February 29, 2012).
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Figure 15.2U.S. Real GDP and Imports, 1960Ð2011

The chart shows annual values of U.S. real imports and real GDP from 1960 through 2011. The observations lie quite
close to a straight line.

Source: Bureau of Economic Analysis, NIPA Table 1.1.6 (revised February 29, 2012).
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Relative Prices
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Figure 15.3Changes in Net Exports and Aggregate Demand

In Panel (a), an increase in net exports shifts the aggregate demand curve to the right by an amount equal to the
multiplier times the initial change in net exports. In Panel (b), an equal reduction in net exports shifts the aggregate
demand curve to the left by the same amount.
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Case in Point: Canadian Net Exports Survive the LoonieÕs
Rise
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15.2 International Finance

LEARNING OBJECTIVES
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Equation 15.2

Accounting for International Payments
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Figure 15.4A Change in the Exchange Rate Affected the U.S. Current and Capital Accounts in 1997 and 1998

Turmoil in currency markets all over the world in 1997 and 1998 increased the demand for dollars and decreased the
supply of dollars in the foreign exchange market, which caused an increase in the U.S. exchange rate, as shown in
Panel (a). Panel (b) shows actual values of the U.S. exchange rate during that period; Panel (c) shows U.S. balances
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on current and on capital accounts. Notice that the balance on capital account generally rose while the balance on
current account generally fell.

Deficits and Surpluses: Good or Bad?
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Case in Point: Alan Greenspan on the U.S. Current
Account Deficit

.;8�:EBJ<A:�/�-��6HEE8AG�466BHAG�789<6<G�;4F�:8A8E4G87�6BAF<78E45?8�4?4E@�
�HG	�<F�G;8E8�64HF8�9BE�4?4E@��#A�4�FC886;�<A��868@58E���	�9BE@8E� 878E4?
,8F8EI8��;4<E@4A��?4A�!E88AFC4A�4A4?LM87�J;4G�;8�988?F�4E8�G;8�64HF8F�B9�G;8
:EBJ<A:�789<6<G�4A7�8KC?4<AF�;BJ�G;8�/�-��6HEE8AG�466BHAG�789<6<G�@4L	�HA78E
68EG4<A�6<E6H@FG4A68F	�786E84F8�BI8E�G<@8�J<G;BHG�4�6E<F<F�

T#A�(BI8@58E���	�#�ABG87�G;4G�J8�F4J�?<GG?8�8I<78A68�B9�FGE8FF�<A�9HA7<A:�G;8
/�-��6HEE8AG�466BHAG�789<6<G�8I8A�G;BH:;�G;8�E84?�8K6;4A:8�E4G8�9BE�G;8�7B??4E	
BA�A8G	�;47�786?<A87�@BE8�G;4A����F<A68�84E?L�����Q�.JB�L84EF�?4G8E	�?<GG?8
;4F�6;4A:87�8K68CG�G;4G�BHE�6HEE8AG�466BHAG�789<6<G�;4F�:EBJA�FG<??�?4E:8E��'BFG
CB?<6L�@4>8EF�@4EI8?�4G�G;8�F88@<A:�84F8�J<G;�J;<6;�G;8�/A<G87�-G4G8F
6BAG<AH8F�GB�9<A4A68�<GF�6HEE8AG�466BHAG�789<6<G�

T)9�6BHEF8	�789<6<GF�G;4G�6H@H?4G8�GB�8I8E
<A6E84F<A:�A8G�8KG8EA4?�785G	�J<G;�<GF
4GG8A74AG�E<F8�<A�F8EI<6<A:�6BFGF	�64AABG�C8EF<FG�<A789<A<G8?L���G�FB@8�CB<AG	
9BE8<:A�<AI8FGBEF�J<??�54?>�4G�4�:EBJ<A:�6BA68AGE4G<BA�B9�6?4<@F�4:4<AFG�/�-�
E8F<78AGF�Q�4A7�J<??�58:<A�GB�4?G8E�G;8<E�CBEG9B?<BF��Q�.;8�E<F8�B9�G;8�/�-�
6HEE8AG�466BHAG�789<6<G�BI8E�G;8�C4FG�786478�4CC84EF�GB�;4I8�6B<A6<787�J<G;�4
CEBABHA687�A8J�C;4F8�B9�:?B54?<M4G<BA�G;4G�<F�6;4E46G8E<M87�5L�4�@4=BE
4668?8E4G<BA�<A�/�-��CEB7H6G<I<GL�:EBJG;�4A7�G;8�786?<A8�<A�J;4G�86BAB@<FGF
64??�;B@8�5<4F��#A�5E<89	�;B@8�5<4F�<F�G;8�C4EB6;<4?�G8A78A6L�B9�C8EFBAF	�G;BH:;
94687�J<G;�6B@C4E45?8�BE�FHC8E<BE�9BE8<:A�BCCBEGHA<G<8F	�GB�<AI8FG�7B@8FG<6
F4I<A:F�<A�G;8�;B@8�6BHAGEL��.;8�786?<A8�<A�;B@8�5<4F�<F�E89?86G87�<A�F4I8EF
<A6E84F<A:?L�E846;<A:�46EBFF�A4G<BA4?�5BE78EF�GB�<AI8FG�<A�9BE8<:A�4FF8GF��.;8
E<F8�<A�/�-��CEB7H6G<I<GL�4GGE46G87�@H6;�B9�G;BF8�F4I<A:F�GBJ4E7�<AI8FG@8AGF�<A
G;8�/A<G87�-G4G8F��Q

�;4CG8E����(8G��KCBEGF�4A7�#AG8EA4G<BA4?� <A4A68

�����#AG8EA4G<BA4?� <A4A68 ���



T�66BE7<A:?L	�<G�<F�G8@CG<A:�GB�6BA6?H78�G;4G�G;8�/�-��6HEE8AG�466BHAG�789<6<G�<F
8FF8AG<4??L�4�5LCEB7H6G�B9�?BA:
G8E@�F86H?4E�9BE68F	�4A7�G;HF�<F�?4E:8?L�58A<:A�
�9G8E�4??	�J8�7B�F88@�GB�;4I8�588A�45?8�GB�9<A4A68�BHE�<AG8EA4G<BA4?�6HEE8AG
466BHAG�789<6<G�J<G;�E8?4G<I8�84F8�<A�E868AG�L84EF�

T�HG�7B8F�G;8�4CC4E8AG�6BAG<AH87�E<F8�<A�G;8�789<6<GF�B9�/�-��<A7<I<7H4?
;BHF8;B?7F�4A7�ABA9<A4A6<4?�5HF<A8FF8F�G;8@F8?I8F�E89?86G�:EBJ<A:�86BAB@<6
FGE4<A���18�7B�ABG�G;<A>�FB����A7�7B8F�<G�@4GG8E�;BJ�G;BF8�789<6<GF�B9�<A7<I<7H4?
86BAB@<6�8AG<G<8F�4E8�58<A:�9<A4A687��-C86<9<64??L	�7B8F�G;8�E868AG�:EBJ<A:
CEBCBEG<BA�B9�G;8F8�789<6<GF�58<A:�9<A4A687	�A8G	�5L�9BE8<:A8EF�@4GG8E��Q

T#9�G;8�6HEE8AG?L�7<FGHE5<A:�7E<9G�GBJ4E7�CEBG86G<BA<F@�<F�6BAG4<A87�4A7
@4E>8GF�E8@4<A�FH99<6<8AG?L�9?8K<5?8	�6;4A:<A:�G8E@F�B9�GE478	�<AG8E8FG�E4G8F	
4FF8G�CE<68F	�4A7�8K6;4A:8�E4G8F�J<??�64HF8�/�-��F4I<A:�GB�E<F8	�E87H6<A:�G;8�A887
9BE�9BE8<:A�9<A4A68	�4A7�E8I8EF<A:�G;8�GE8A7�B9�G;8�C4FG�786478�GBJ4E7
<A6E84F<A:�E8?<4A68�BA�<G��#9	�;BJ8I8E	�G;8�C8EA<6<BHF�7E<9G�GBJ4E7�9<F64?
<AFG45<?<GL�<A�G;8�/A<G87�-G4G8F�4A7�8?F8J;8E8�<F�ABG�4EE8FG87�4A7�<F
6B@CBHA787�5L�4�CEBG86G<BA<FG�E8I8EF4?�B9�:?B54?<M4G<BA	�G;8�47=HFG@8AG
CEB68FF�6BH?7�58�DH<G8�C4<A9H?�9BE�G;8�JBE?7�86BAB@L�U

Source���?4A�!E88AFC4A	�T#AG8EA4G<BA4?�#@54?4A68FU��FC886;	��7I4A6<A:
�AG8ECE<F8��BA98E8A68	�&BA7BA	��A:?4A7	��868@58E��	����	�4I4<?45?8�4G
;GGC���JJJ�9878E4?E8F8EI8�:BI�5B4E77B6F�FC886;8F�����������
7894H?G�;G@�

�;4CG8E����(8G��KCBEGF�4A7�#AG8EA4G<BA4?� <A4A68

�����#AG8EA4G<BA4?� <A4A68 ���

http://www.federalreserve.gov/boarddocs/speeches/2005/200512022/default.htm
http://www.federalreserve.gov/boarddocs/speeches/2005/200512022/default.htm


ANSWERS TO TRY IT !  PROBLEMS
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15.3 Exchange Rate Systems

LEARNING OBJECTIVES
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Free-Floating Systems
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Managed Float Systems
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Fixed Exchange Rates
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Figure 15.5Maintaining a
Fixed Exchange Rate
Through Intervention

Initially, the equilibrium price of
the British pound equals $4, the
fixed rate between the pound and
the dollar. Now suppose an
increased supply of British
pounds lowers the equilibrium
price of the pound to $3. The
Bank of England could purchase
pounds by selling dollars in order
to shift the demand curve for
pounds toD2. Alternatively, the

Fed could shift the demand curve
toD2by buying pounds.
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Figure 15.6The Anatomy of a Currency Collapse

Weakness in the Japanese economy, among other factors, led to a reduced demand for the baht (Panel [a]). That put
downward pressure on the bahtÕs value relative to other currencies. Committed to keeping the price of the baht at
$0.04, ThailandÕs central bank bought baht to increase the demand, as shown in Panel (b). However, as holders of
baht and other Thai assets began to fear that the central bank might give up its effort to prop up the baht, they sold
baht, shifting the supply curve for baht to the right (Panel [c]) and putting more downward pressure on the bahtÕs
price. Finally, in July of 1997, the central bank gave up its effort to prop up the currency. By the end of the year, the
bahtÕs dollar value had fallen to about $0.02.
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Case in Point: The Euro
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15.4 Review and Practice

Summary
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CONCEPT PROBLEMS
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