Open Economy Macroeconomics Heil 3T HHE 3T

- An Open Economy is one il fefoyaeen s tH!
which interacts with other ey 2 it fafag= wegmt

Countries through various '} sideTaRR St
channels. So far we had BRI 371 <M 9

not considered this gl 34 I TR T UEe W
aspect and just limited to  fa9R & f&an o 3k &g

a closed economy in rfgaeer 9 9ifaa 3@ s
which there are no 9y favg @ I SELC) H TR

linkages with the rest of
the world in order to s &A1 fogetonr @ ©@ iR

simplify our analysis and qHRE AR 5 w A
explain the basic Al 93 Bl 9rd o,
macroeconomic AfershTeT Srefcaewed Tel &1 3
mechanisms. In reality, SemEl i Tifyd ®& & |

most modern economies 3 ﬁ'l
are open. There are three
ways in which these
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1. Output Market: An
Economy can trade In
goods and services with
other countries. This
widens choice in the
sense that consumers and
producers can choose
between domestic and
foreign goods.
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2. Financial Market :
Most Often an economy
can buy financial assets
from other countries.
This gives investors the
opportunity to choose
between domestic and
foreign assets.
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3. Labour Market : Firms
can Choose where to
locate production and
workers to choose where
to work. There are various
immigration laws which
restrict the movement of
labour between countries.
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B\ \

- Movement of goods has IRUflsh &9 9, a3l o

tradltlopally been seen as ANV H1, H9 SENT S
a substitute for the

movement of labour. We CATIT hi '"I?' <@ T %' eH,
focus on the first two gt <1 gl W faar w2
Iinkages. :I'hus_,da:l Obpen 59 Jh, @,ﬁ QWT ag é‘
economy is said to be one

that trades with other SIS IS O LS E I
nations in goods and ol ¥ AR HIdt 7 SR
services and most often, gt fa<ta afaufaat 9wt
alsc_> in flnar_lcml assets. sareone ﬂT{‘cﬁ'q %rﬁ 3fv fasg
Indians for instance, can X it
consume products which ScUTfed aEgeT sS4 T*_{
are produced around the gehd © 3R HRd @ e T3
world and some of the T 3T <91 &1 Fafa fear <
products from India are %I

exported to other
countries.
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* Foreign trade, therefore, £ qa;r{ fa3sit =R, 9d &1

influences Indian aggregate U 4T+l @ 9RR 9 gurfaa
demand in two ways. First,

when Indians buy foreign hdl .%' qJ4H, <id jq(ailq feeit
goods, this spending &gl ! Tgd @ @ ST g
escapes as a leakage from fHaT AT <9 9HET 00T k1 HH

the circular flow of income \ ]
decreasing aggregate & @‘1 I o 94« 9die 9

demand. Second, our g & ®9 4 fshifaa i %l
exports to foreigners enter fgdig, fa29n =t <t &9 ﬁrqh

as an injection into the F7d % I8 Wm OIHJ,
circular flow, increasing
aggregate demand for & fod waea @i A q9fs @

goods produced within the TU dgel 9d@ H 37d &Y &
domestic economy. ®9 O Y397 H@l 2
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« When goods move across Se Y& el o | a5l &l

rational borders, meney sy i 2, 9 fer 1
transactions. At the TRl W %l T W
international level there is  THl & T & el ¢ S fvdl ©
no single currency that is a'a'; Fl ﬁﬁﬁ:ﬁ[ q,ﬂ' T‘.[R.n' g3“ m' q,ﬂ‘

issued by a single bank. 71 IR feer i o9 favam &

the currency will maintain . .
a stable purchasing power. TR, frdt & = i fafr
Without this confidence, a o =gy & ©9 4 YN 81 Al

currency will not be used ST 3R 1 & ol & SHE o ®9

as an international medium

of exchange and unit of AN BN ik TN i W@ﬁq
account since there is no RIS &I & fS&h T I wifsd @l
international authority with 98 fai=g o o1 o fad o
the power to force the use 3 3 EI?IAFIFLEF{ .

of a particular currency in
international transactions.
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There are two aspects of
this commitment that has
affected its credibility —
the ability to convert freely
in unlimited amounts and
the price at which this
conversion takes place.
The international monetary
system has been set up to
handle these issues and
ensure stability In
international transactions.

I8 U uimufa sgen |ien A
I U el off| 30 a=raga
& q U8 © foE U
favagiaar &t gyuifaq fear 8-
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With the increase in the
volume of transactions,
gold ceased to be the
asset into which national
currencies could be
converted (See Box 6.2) .
Although some national
currencies have
international acceptability,
what is important in
transactions between two
countries is the currency In
which the trade occurs.
For instance, if an Indian
wants to buy a good made
in America, she would
need dollars to complete
the transaction.

Rl ok \EN HOgfg ok Wi,
o 98 yRgufa =t w1 foad
T wIFgal &t dafda fear s
Goh| (9199 6.2 &l 3@ )| Fafu
9 TR R 1 AqUS
nm?n% <t 29N o g @ o
§, 98 i Agaqul gl @
fSgR =R T S 21 SeeA
o fau, af i3 ardi™a iR
Y fafdfa oeg @< =T @
e &l qU & oh fau 34
Siell i 3E¥gahdl i
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If the price of the good is
ten dollars, she would
need to know how much it
would cost her in Indian
rupees. That is, she will
need to know the price of
dollar in terms of rupees.
The price of one currency
in terms of another
currency is known as the
foreign exchange rate or
simply the exchange rate.

ﬂﬁaﬂaﬁaﬁmlow%ﬁ
39 I8 S Sie s T
Wmﬁwﬁaﬂmw
g T IIT &t g1 &t fhdt
31 I &I X1 oh ®9 H HiAd
&t faszft fafma <X s1gan 9@
w9 4 faftma T *ed =
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« The Balance Of Payments 3T _H’gﬂq
« The balance of payments A
ASRAT 9qee (BOP) Tl
(BOP) record the A > ¢ (, 3ﬁ'3 oy @a;
transactions in goods, S8y Frafel forea
services and assets =9, T ffy=a wmfa q,
between residents of a EEHT 2 99 | OIHJ, I

country with the rest of the I gfrgigay a; @—rla—r[ H1

world for a specified time \
period typically a year. fqaRor 21 SR qqc & ]

There are two main q&y @d g % el @l 3R
accounts in the BOP — the q\rrﬁ A |

current account and the

capital accounti .
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Current Account

Current Account is the record
of trade Iin goods and services
and transfer payments. Figure
6.1 illustrates the components
of Current Account. Trade in
goods includes exports and
imports of goods. Trade in
services includes factor
income and non-factor income
transactions. Transfer
payments are the receipts
which the residents of a
country get for ‘free’, without
having to provide any goods or
services In return. They consist
of gifts, remittances and
grants.
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« Buying foreign goods is ﬁ%sﬁ £ | Er{@q G, SR <90

expenditure from our o0\ % Jom Ie ﬁﬁ.ﬂ ]
country and it becomes the

income of that foreign %' sHfere, foseit aeqett *
country. Hence, the LC L 31943 A B, SR 29 |
purchase of foreign goods Re] ISt 3R |AST i =i
or imports decreases the + 7 FT 2 %I = YER,

domestic demand for goods )
and services in our country.  fI&eIl &l A s=H JAYEr fial

Similarly, selling of foreign 4 8UR <IT &l 3™ 1;'IT‘?I gidl =
goods or exports brings st =R oy o ] ¥ a1

income to our country and

adds to the aggregate qaret w1 wel SR W H Jfg

domestic demand for goods & @
and services in our country.
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Components Of Current Account

Income

Net Investment

Current
| Account |
Trade In Goods Tradfe In Transfer
| |
(E;prtzlrts Of Net Factor Net Non - G%:\ms S
oods Income Factor Income s
, Remittances
Shipping, Land Grants
Imports Of Net Income Banking
£X From Insurance,
Good . )
Compensatio | | Tourism
n Of Software
Employee Services, Etc.



Open Economy Macroeconomics Gcil 3T HHtE 3T

Balance On Current Account
Current Account is in balance
when receipts on current
account are equal to the
payments on the current
account. A surplus current
account means that the nation
is a lender to other countries
and a deficit current account
means that the nation is a
borrower from other countries.

9le] ©d H o
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Current Account Surplus Balanced Current Current Account Deficit
Account

Receipts > Payments Receipts = Payments Receipts < Payments
Balance on Current e Grd o Hqed & q °9h
Account has two =R %
components: . . S
e Balance of Trade or AT bl Hed <p Al
Trade Balance aid %

e -Balance on Invisibles " 31SYT Ul 1 Hger
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Balance of Trade (BOT)

Is the difference between
the value of exports and
value of imports of goods of
a country in a given period
of time. Export of goods is
entered as a credit item in
BOT, whereas import of
goods is entered as a debit
item in BOT. It is also
known as Trade Balance.

YR ¥daq (BOT)
frdit 391 o Tk Hiv=a

\0

quaaty v, faatal it 3

)

dal
Y

& el ®l ST T aegan

T

faid &t (BoT) ® wHhfse foar
ST & 97 37T sl (BOT) B
efde fHar a1 21 S9! AR

gqe Hf wed 2
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BOT is said to be in balance BOT Elﬁ ﬂ‘(\[ﬁvﬁ[ FET Gr?n S |

when exports of goods are a&g3n o frata, aegst o

equal to the imports of .
goods. Surplus BOT or Trade T % S0 B © 1 BOT §

surplus will arise if country AT AUar AR AT aHl
exports more goods than 2l & 59 T:lﬁ'§ 297 ATl i
what it imports. Whereas,

Deficit BOT or Trade deficit ST &, T3l &1 Faid sifereh
will arise if a country &l 3| AR HT BOT a9 B
imports more goods than S| aﬁ-g‘ <91 faial i 3Tder,
what it exports. Net

Invisibles is the difference g*@ F1 AP AW F
between the value of | 1o a4 L T W h

exports and value of imports T fif¥=a safy ® gy y wst
of invisibles of a country in a & fafat @ ol & W

' iod of time. . .
given period of time - WY
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Invisibles include services, M5y ugl ° fafa= %(sﬁ' )
transfers and flows of g gﬁ areft 91T Wﬁ'{“ﬁ'
income that take place

between different a1 311-:[ gaTe M gﬁ %'
countries. Services trade qqr3tl o NI |H, SUKHE aAl
includes both factor and ﬁ—{_g-w:[ 3 < snfaer faa
non-factor income. Factor ST %I YR 3 N SR
income includes net .

international earnings on & el S =, I qen
factors of production (like '{Eﬁ) q g fraa sradwia
labour, land and capital). e ) sTife fRaT ST %I
Non-factor income is net

sale of service products Har-3carst St STRTSIUHT,

like shipping, banking, T, T, gireas |ga]
tourism, software services, anfe 4@ ytw faaa faswt i

ete. R-SUTH g wEd T
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Capital Account

Capital Account records all
international transactions
of assets. An asset is any
one of the forms in which
wealth can be held, for
example: money, stocks,
bonds, Government debt,
etc. Purchase of assets is a
debit item on the capital
account. If an Indian buys a
UK Car Company, it enters
capital account
transactions as a debit item
(as foreign exchange is
flowing out of India).

IS @

ISt @rar, sREgfaat & 9us
AT ARl il TS hidl B
qfgmfa o9 &1 @A &1 &z o
®Y BT 71 99, Y31, Wi,
YT, GHRT FHUT 3
yfgmfaat <1 ' gSi-ad o
efde =t It 21 A€ i3 9
Th 9, <h. BR Sl Sl G
g al 98 3@ YSit @ oh AR
%1, efae ug o gfasdl & a1 2@
(Fife faszit fafg &1 9@ 49
T J491E 8 @l )|
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On the other hand, sale of
assets like sale of share of
an Indian company to a
Chinese customer is a
credit item on the capital
account. Fig. 6.2 classifies
the items which are a part
of capital account
transactions. These items
are Foreign Direct
Investments (FDIs), Foreign
Institutional Investments
(Flls), external borrowings
and assistance.

U O

g, g, . 9 Gt T,
qRAT U S IR h1 fashl
Teh il AR &t fasht ®E0
7St @ *t wfee g 21 fa=

6.2 31 HSl hT IThI0T HLdl

2

St 91e] @1d o ARl & A

4

21 I8 T gy fasuh faf
(Flls) faovit geemmEa fa=
(Flls) Ta_3M BT qe 9grdl
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Components Of Capital Account

Capital Account

Investments External AEx;ternnaI
| Borrowings —5—5—?3—9—9—
i Examples:
:?:\:z;:ment Examples: Government Aid,
Net Factor External Inter-
Income Commercial governmental,
Examples : FDI gﬁ::(t)r\t,::gms, M_ultilateral and
Equity Capital, Debt Bilateral Loans
Reinvested
Earnings and
other Direct Examples :
Capital Flows Fll, Offshore
Funds
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Balance on Capital Account 11\Tvﬁ Tl e

Capital account is in balance $
e ) _ SHETdl 9qad | &idl 8@ o9
when capital inflows (like receipt t}? "o e eI

of loans from abroad, sale of qstt sAdyare (S faw 9@
assets or shares in foreign #U1 Y, faseit swafal o
companies) are equal to capital =t &} fawt) q\gﬁ T vareEl
outflows (like repayment of (ﬁ@ S G S e A

loans, purchase of assets or

shares in foreign countries). Sl oh A Al W

Surplus in capital account arises &7 E{<d1) & dUa Bd &

wnen capltalinflows s reser s a4 st 7 &
’ S YSit STdyarg, gt @ |

deficit in capital account arises )
when capital inflows are lesser @l d9 Bidl @ S it

than capital outflows. Tdars q‘:q” a1l Yarel 9§ &Y

gid 2
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Balance of Payments Surplus Wﬁ—}‘i@ﬁ?{ 3R ==
and Deficit Sl sErErl @1 R & e fw

The essence of international

payments is that just like an R ST 3T ﬁ\.’m & T
individual who spends more than el <hl, UREHIEl SEeht 3Ll JHR
her income must finance the dh, 3T =T oh 3T hl QU Rl

difference by selling assets or by Yedl . 3 YR ISEC D
borrowing, a country that has a El?l j EHEI 3 (= z?f ;1[ o ﬁ:ﬁﬁ

deficit in its current account
(spending more than it receives Y W 99 9 3ifeeh ¥ g I el

from sales to the rest of the 34 39T 9ROl 6l 99hT A1
world) must finance it by selling Roli ¥ U1 ol ST HH b

assets or by borrowing abroad.
Thus, any current account deficit ! eIl €1 38 WehR, TRl i =]

must be financed by a capital gl =i bl Fae ‘Fﬁ Gl ey
account surplus, that is, a net 31efiq et 11’5& yae 9 faaaifia
capital inflow. T BT D)
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Current account + Capital account O

The country could use its
reserves of foreign exchange
in order to balance any deficit
in its balance of payments.
The reserve bank sells
foreign exchange when there
iIs a deficit. This is called
official reserve sale. The
decrease (increase) in official
reserves is called the overall
balance of payments deficit
(Surplus).

dofeqeh ®7 A, T W AW
"l i ddidd & oh oA,
39+ faqeit fafma el <t
3IYGNT hT Fehdl @1 S H1ET Bl
g at fiod d% faReit fafme
S=ar 21 38 St S
fasma w1 Srar @1 ifuswiien
ol ® wH (Ffg) HT Fa
I -F e ©meT (AfHa)
%gd 2l
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Autonomous and @R 3R gHEHST o e
Accommodating Transactions 31"(|Ti"$ﬂ'£[ anfefs St =1

International economic

transactions are called HAq14d $§.| S{ldl % EE] @‘rlﬁ‘r[,
autonomous when A e | fasHar i q
transactions are made due to FE 3TeTTET, fa 3ﬁ-{
some reason other than to ) .

bridge the gap in the balance IO ST % 319»1{‘([\33
of payments, that is, when d BOP &l JIM ¥ Wds Bid 1

they are independent of the T&h SR A9 HHET B hdl e
state of BOP. One reason = Wa &) SR e ¥ ‘O

could be to earn profit. These | iy
items are called ‘above the % I A AR’ Hed

line’ items in the BOP .
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Accommodating transactions
(Termed ‘below the line’
items), on the other hand, are
determined by the gap in the
balance of payments, that is,
whether there is a deficit or
surplus in the balance of
payments. In other words,
they are determined by the
net consequences of the
autonomous transactions.

qurEifsa el

(@i & =E &l USl) &

IO AT &l fauHdr

SN Bl & 31Uid 59

-G | el Bl AYEl
Afye Bl 3 Ikl H 9 WA

a1 & fHaa uft
fryif@ gid ®

o

&

!
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Errors and Omissions Ffe R <
It is difficult to record all T 31‘(I'{'f"?:|?1 et K 2 B

international transactions
accurately. Thus, we have a yHR ¥ e s #fa @)

third element of BOP (apart 3d: &R UTH BOP 1 Ueh Wil
from the current and capital e (dTe] X St @t oh
accounts) called errors and sifafia) @ iﬁ:’ sk &g =1

omissions which reflects this. . ) ~
Table 6.1 provides a sample yfafsfaa ard 21 arfasr 6.1

of Balance of Payments for A & SERA-Gdeq &l Th
India. Note in this table, there T T F 1 =M AR

iIs a trade deficit and current i
account deficit but a capital ~ $9 QlcI] W SR el @, e

account surplus. As a result, @I} & ¥ § wfdd Ysit @
BOP is in balance. %1 Afu &1 heaea®d BOP
gqo o @)
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BOP Deficit Balanced BOP BOP Surplus
Overall Balance < O Overall Balance = 0 Overall Balance > 0

Reserve Change > 0 Reserve Change = 0 Reserve Change < 0
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The balance of payments accounts I8 @™ 1 3R A
presented above divide the e, o # e e ®

transactions into two accounts, . % it
current account and capital ST<dl e—dle] ©Idl a1

account. However, following the new ¥€IdIl| a4 AU T hiY
accounting standards introduced by g1 Balance of Payments and
the Ir_lternat!qnal Monetary Fund in International Investment Position
the sixth edition of the Balance of Manual & 33 TR o T3
Payments and International .

Investment Position Manual (BPM6) el ARS Tl Lﬁb‘ﬁ S %

the Reserve Bank of India also made 939 9RdE fisd d& 7 o,
changes in the structure of balance ayeyi- qqee &l 9& 8
of payments accounts. According to fead fFa ¥ 99 s 9

the new classification, the

transactions are divided into three  3TTOR, Wt &I 9 @Al o

accounts: current account, financial 41 I %— dlc] ©IdT, fa<da
account and capital account. STl qen ‘Fﬁ Il
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The most important change is
that almost all the transactions
arising on account of trade In
financial assets such as bonds
and equity shares are now
placed in the financial account.
However, RBI continues to
publish the balance of payments
accounts as per the old system
also, therefore the details of the
new system are not being given
here. The details are given in
the Balance of Payments
Manual for India published by
the Reserve Bank of India in
September 2010.

g Ayl yRedy a8 @ fa
fodta sfgmfaat 9 wie iR
gfaadl oI ° SUR o SR,

e dIdd 9t el
@ ¥ @ fea @ 2

9 fadd
NIE X

qRdE fiod o 1ot i gt

JUTlell oh TUR B 3

RUIERGIGE

@il &l Y1 & @I 21 3:
Tl W T TreR & faERen
T2l a1 <1 WN I8 faaun 9r©di
fiod d% g fgawr 2010 &
YhIi3ld Balance of Payments

Manual § 3Ucisy 2|
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Balance Of Payments For India (In Million USD)

No . Item
1. Exports (of goods only) faid (shdaa ol{«gl,?:ﬁ' <h)
2. Imports (of goods only) 3T (Shdd ol{«gl,?:ﬁ' hl)
3. Trade Balance (2-1) SaT9R ddeH (2-1)
4. (Net) Invisibles (4a+4b+dc) (Facdl) 3IEIT WR 52 4a+db+dc)

a. Non-factor Services ﬁ'{—B‘TI?FI @HTQ
b. Income 3¥
c. Transfers S&TdlUl

5. Current Account Balance ( 3+ 4) dl¢] drd &l Y ( 3+ 4)

Capital Account Balance dlc] ©d I I

(6a + 6b + 6¢c + 6d + 6e + 6f) 6a + 6b + 6¢ + 6d + 6e + 6f)
a. External Assistance (net) 918 9edl (THa)

b. External Commercial Borrowings (net) 9T&l AUl FUl
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Balance Of Payments For India (In Million USD)

c. Short-term Debt 3IcUchlcild U
d. Banking Capital (net) of which

dfew gsit (faw) foad 15 R fart s
Non-resident Deposits (net)
e. Foreign Investments (net) of which (6eA + 6eB) W

ﬁla?'l (ﬁlﬁ?’l) ISESL 6eA + 6eB)
A. FDI (net) e fasei fawr (faa)

¢

B. Portfolio (net) Ui Whifaral (fHae)
F. Other Flows (net) 314 9dig (THdd)

7. Errors and Omissions 3'2 113[ g
8.  Overall Balance (5 + 6 + 7) il U

9. Reserves Change IRfert # fiadq
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DIQIL L

The Foreign Exchange Market fgevil fafqag dNR

So far, we have considered
the accounting of
international transactions on
the whole, we will now take
up a single transaction. Let
us assume that a single
Indian resident wants to visit
London on a vacation (an
import of tourist services).
She will have to pay in
pounds for her stay there.
She will need to know where
to obtain the pounds and at
what price. As mentioned at
the beginning of this chapter,
this price is known as the
exchange rate.

AT AR & d@lh W I
&Y H fauarR & o 9vdE 3« 8d
frdl T @R &l =4l & =
Y-l hifst T T 9RdA™ fardt
gel faam o fod &3 &1 I
(qed 991 &l A[™[) 9 Sl
Aqredl 21 ded H 38 oh fod 39
W # Y ST S SH T8
SIFR &1 3mavgehdr st fo dis
%8l 4 IR fry wHd W T fwd
ST Hehd =1 S T ygd TS foman
ST T 8, 39 siud = ‘fafma

' Hed el
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The market in which national 98 9NR foad Ui {1

A

anothor is known as the | 1 TPSR @ =R g
foreign exchange market. 3_{}' faeit fafma s %ed

The major participants in the 21 39 9NR & g gfayri
foreigh exchange market are ICE IR ED a%';’ faesit fafaa

commercial banks, foreign :
exchange brokers and other e T 3 SIS e

authorised dealers and 3R 51 yifgesrt & @)

monetary authorities.
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DIQIL L

Foreign Exchange Rate faesnt fafaa <X
Foreign Exchange Rate (also frevht fafma =€ (R wiead

called Forex Rate) is the price

of one currency in terms of X Al Fed °) TH Al &I
another. It links the currencies <& a1 Elﬁ'q?l g1 ¥g fafa=
of different countries and il qﬁ 1131 i q,—&ﬁ g
enables comparison of . e P .

international costs and prices. )
For example, if we have to pay 1 oI % ° geEw =

Rs 50 for $1 then the 3BT oh fau Ifg g9 =
exchange rate is Rs 50 per o’k & ford T 50 3 U=d
dollar. ’

? a1 fafmma &1 ¢ T9d 50 ufa
Sic B
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DIQIL L

Demand for Foreign faeeit fafaa =t =

Exchange People demand o i LUEL = 9 F T

foreigh exchange because: ) . o
Fife 3 3 33 | IU AR

they want to purchase goods

and services from other @szi' QAT Ar8d % d fasan
countries; they want to send #! SR 99 9@ ® 3k 9
gifts abroad; and, they want frdt 391 1 fada it

to purchase financial assets

of a certain country. %! TS 9Ed @)



Open Economy Macroeconomics gil AT qHiE

DIQIL L

A rise in price of foreign fafma T 9 gfg =am (“<TC|'€ﬁ
exchange will increase the &% ®9 ®) TUY A H1 | =

cost (in terms of rupees) of
purchasing a foreign good. o Hut gidl % IR HAEEY

This reduces demand for faeell fafma =1 |+t %9
imports and hence demand 2 S gfe 3= 9@ 99M
for foreign exchange also s

decreases,
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Supply of Foreign Exchange

Foreign currency flows into
the home country due to the
following reasons: exports by
a country lead to the
purchase of its domestic
goods and services by the
foreigners; foreigners send
gifts or make transfers; and,
the assets of a home country
are bought by the foreigners.

[ S ———

frdl @y #, fassit g1 *01
yare F= SRUTEe gl 2—
T& 3 o FEfa @, faRiyEt
g TR a&ge AR daren &l
g ® gfg w@ 2; faw
SYER A9 @ o faefymt g
WY &l IREufaar Edel Sl
2
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Determination of the
Exchange Rate

Different countries have
different methods of
determining their currency’s
exchange rate. It can be
determined through Flexible
Exchange Rate, Fixed
Exchange Rate or Managed
Floating Exchange Rate.

ﬁﬁmc‘\{ C IR BT R
3TCT-3Te Q9T hi, 3TUAT HST
fafaa ¢ =1 fAyior &6 &t
T ST YOIferar 21 SHeh
fatdt fafma X feer fafma X
AYar gaiyd fadl faffma X
o g fuifa fear s g
2|
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Flexible Exchange Rate

This exchange rate is determined
by the market forces of demand
and supply. It is also known as
Floating Exchange Rate. As
depicted in Fig. 6.1, the
exchange rate is determined
where the demand curve
intersects with the supply curve,
l.e., at point e on the Y - axis.
Point q on the x - axis
determines the quantity of US
Dollars that have been
demanded and supplied on e
exchange rate. In a completely
flexible system, the Central
banks do not intervene in the
foreign exchange market.

DIQIL L

fatdt fafaa <
I faf1a <, 9

T "I 3R

o wfEEn g FuiRa e
21 =8 faudt fafa < ot +ed
21 st i faa 6.1 § @

T 21 fafma <€ 9gr fayifa
gidt @ @1 Al o9, Yfd a% &l

hTedl @ 3194f?l\y31

&k e fdg W

X 31¥ W q J.TH. Sicl i

faf < 9T =
3k gfd =1 fe@ma

STH et |/
21 quiqan

fatdl qumedt o, shetg d@ faewi
fafa IR 4 sy &

Sl |
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Rs/$

The Exchange Rate e*

Amount Of Foreign Exchange

$
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DIQIL L

Suppose the demand for qH cifsrd foh fajeit aggatt
foreign goods and services sk Sarei &1 G 9 St 3
increases (for example, due to ot .
increased international (SITETene, ARdrEl g fasm
travelling by Indians), then as o ffye I E h HRIN)
depicted in Fig. 6.2, the a S e 6.2 o

demand curve shifts upward 2
and right to the original ™ % GIRICED k\l

demand curve. The increase in O ok oh Hidl 3R H hl

demand for foreign goods and EUD) ﬁqu T STl 2 faesn
services result in a change In T2 sﬁ'{ e
the exchange rate.

q ¥ gfg fafma «1 A
S<olle ATt 2 |
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DIQIL L

Increase in exchange rate fafma <@ o gfig =1 arcad 2
implies that the price of foreign f& faosht L e’ F FOq
currency (dollar) in terms of Y T (ew) % w9 A EI‘G?

domestic currency (rupees) has

increased. This is called T 21 38 el g1 (FqA) I
Depreciation of domestic faceit =1 (Soi) o ®9 |
currency (rupees) in terms of =T FEd %I =t it foeelt

foreign currency (dollars). .
Similarly, in a flexible exchange fafma <X sgaee o SHAdM,

rate regime, when the price of G949 qiq Al (¥9A) 1 hiHd,
domestic currency (rupees) in i L (Sferl) & ®9 ¥

terms of foreign currency

(dollars) increases, it is called  ¥© 3'!5“ e @ 3/ = qAT
Appreciation of the domestic (Fqqt) i, fadeit g1

currency (rupees) in terms of (—6.1%,'-@') *+ g q cng qﬁ&r:
foreign currency (dollars). T ¥
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Rs/$

el
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Speculation qzjaﬁ-ﬁ

Money in any country is an o n
asset. If Indians believe mﬁ[ U 3= W AP
that British pound is going aftgufd 21 afs aRdtal *t 9%
to increase in value relative favara @ T fafewr Wis & qoa o
to the rupee, they will want  wu3i 1 smgeq ?{rTsI SERCI R ICE]

to hold pounds. Thus
exchange rates also get e, @ 3 de F AW T @

affected when people hold R ST fagcivur # 98 AF
foreign exchange on the forn Sirar & % e &1 <,

expectation that they can sk g feer w3 ﬁb_gl et

make gains from the

appreciation of the g & Hehdll ? 3 zud farwi
currency. fafma & @t SR gfd o e

SRl
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Interest Rates and the
Exchange Rate

In the short run, another
factor that is important in
determining exchange rate
movements is the interest
rate differential i.e. the
difference between
interest rates between
countries. There are huge
funds owned by banks,
multinational corporations
and wealthy individuals
which move around the
world in search of the
highest interest rates.

DIQIL L

e W R skt
IAYhld H fafma T & fAuiRe
" T TEU HR$ A AE@YUl sidl

2, v = W fad9<s wed 2|

3IUfq IIM oh o9 AN Bl
AW 21 4%, Jguey fom

T
3R

ot i, fasma Aty o @

Td & TSt sifus s o

o i

& fau S =9 R B G
R fayd & 9o i =)

ER
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DIQIL L

Income and the Exchange g 3k fafmg <<
Rate _ e 3 ® gfg gt 2, @ Sunisa

When income increases,
consumer spending o =g | Al Elﬁ&' gidt B ae

increases. Spending on Ifad a3t W =99 § Hi 9fg
imported goods is also likely &} gy it &1 S@ ™M@ a@dl
to increase. When imports 2 @ faesit fafma =1 °in o=

iIncrease, the demand curve
for foreign exchange shifts R SR e gt @1 sud srlq\

to the right. There is a ST & Uod § 3@ siar 21 afg
depreciation of the domestic foeeft o o T{FT&' Sl % at

currency. If there is an

increase in income abroad ] fata 9 gfg =i fsed
as well, domestic exports fﬁlﬁ?ﬁ fatma &1 gfd o e i

will rise and the supply  foree ' Aqed o feufa &

curve of foreign exchange
shifts outward. On balance, IEELW 1 o BM 8l I Hehll

the domestic currency may © SiIX &1 *f
or mav not deonreciate.
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Exchange Rates in the Long
Run

The purchasing Power (PPP)
theory is used to make long-run
predictions about exchange rates
in a flexible exchange rate
system. According to the theory,
as long as there are no barriers
to trade like tariffs (taxes on
trade) and quotas (quantitative
limits on imports), exchange
rates should eventually adjust so
that the same product costs the
same whether measured In
rupees in India, or dollars in the
US, yen in Japan and so on,
except for differences in
transportation.

DIQIL L

el | faf i <

At H T fafma < gomelt |
fafma <X o 9oy | gEigaE s
o fou swa-—wifaa guar fagia =1
3w fman S @1 39 fagia &
YR 59 hig AURE YIS
S- Mw (AMfE H) AR Diel
(3T bl |ET <l 9i|r) =& afl,
faf e <X wa: guEifsa @ SmaE
3 U YR o 3R i i,
9% 9Rd U ¥ § A1 G T
MR § Sier | Agdl SIH § 94
o = 9 81, 9uE & st %
qfiee =™ o 3iat B!
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DIQIL L

Fixed Exchange Rates fee fafma

In this exchange rate system, S o
Juielt §, TR
the Government fixes the = <&

exchange rate at a particular fafa < =1 T & favw QT LY
level. In Fig. 6.3, the market fruifia = it 81 99 63 d IeIR

determined exchange rate is & fifig fafr <€ ‘e’ 1 fipe ot

e. However, let us suppose
that for some reason the aM i fh 9Ra TR Tl

Indian Government wants to SRR il <l SgMl dm®d e,
encourage exports for which  ggoh o 39 PRI o fo v4d

it needs to make rupee & Gl HE 2 98w e

cheaper for foreigners it .
would do so by fixing a higher ¥ 50 9fd Sie’ bl o9dHH X ¥

exchange rate, say Rs 70 per 4t fafma <€ (S8 +@& 70 9fd

dollar from the current SleR) T Hh HL Ghal 2
exchange rate of Rs 50 per

dollar.




Open Economy Macroeconomics gil AT qHiE

Rs./ $

el

e2
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In a fixed exchange rate ﬁ:sqI 1%|ﬁrq'q QI g‘uT?ﬁ é»? 3dd,

system, when some

government action increases
the exchange rate (thereby, fafma <t wedi @ (39 YR

making domestic currency e oI &l G&T HA) dl 9

cheaper) is called Devaluation. ¢ W' Fzd %I @-ﬁ REU D
On the other hand, a , , s '

Revaluation is said to occur, 3% ¥ eld %\ il
when the Government feer faf e < gomet <6
decreases the exchange rate  3<7q, YR fafFHa T =1 He
(thereby, making domestic dt

currency costlier) in a fixed
exchange rate system.
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DIQIL L

Merits and Demerits of Flexible faqdt 3Rk fer fafa = yonferi

and Fixed Exchange Rate

Systems o Ny 3?'( R

The main feature of the fixed R fafma <X yonelt =61 q&a @R
exchange rate system is that there 38 favagFiaal ¢ f6 WHR TH
must be credibility that the ffvga TR X fafmg <) < & R

government will be able to maintain @y o Tem B fer At
the exchange rate at the level

specified. Often, if there is a deficit YOt < SfdTd Sgd BOP | Siferer |
in the BOP, in a fixed exchange rate 3144l Hidl I 31 WA IRF i

system, governments will have to <1 ITART X, TEHR 3 AT &I T
intervene to take care of the gap by 3 & ) Tely =t ¥ afe <

use of its official reserves. If people =1 9 T 96 S 76 TR ¥ 9
know that the amount of reserves

is inadequate, they would begin to ST Y FH § @ A TR HY

doubt the ability of the government &R U &l s\ WH &t &HAT W
to maintain the fixed rate. g 1 TN 2
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This may give rise to Y A 1 AHH FgMI

speculation of devaluation.
STd IExei]
When this belief translates into TE favard T

aggressive buying of one TR TS H a7 S 8
currency thereby forcing the 3R THR FHt 51 & A
government to devalue, it is & fe@ aeg w5 a1 . 4l =g

said to constitute a speculative
attack on a currency. Fixed ST T ST STThAvT &ed

exchange rates are prone to 2| TR fafma X, 39 1R
these kinds of attacks, as has oh SR oh S Bidl @

been withessed in the period a1 &5 9
dZd dsyd YU
before the collapse of the K Telt ok

Bretton Woods System. Tt § g # @ T
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DIQIL L

The flexible exchange rate feer fafHa <X 9oiedl, 9K

system gives the government F1 s T 9o S 2
d
more flexibility and they do not )

need to maintain large stocks of 3R 375} W 1331 % faemma
foreign exchange reserves. The I8l &1 Widh Tal @1 TSl

major advantage of flexible fawdt fafa T yoredt &1 T

exchange rates is that )
movements in the exchange rate dgl oy de ? fo fafma <

automatically take care of the " qftadd, BOP °h 31f4H 3R

surpluses and deficits in the e i Wd: <GUTd hY odd
BOP. =y
I
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DIQIL L

Managed Floating gafea okt
Without any formal international  c—n Nefir araisg guzia

agreement, the world has moved .
on to what can be best described o fo1 fava o 9w fafma

as a managed floating exchange YUTlell &1 33T g1, {99 399 &Y
rate system. It is a mixture of a o geafua faedt fafma < gomeh

flexible exchange rate system
(the float part) and a fixed rate el ST Gehdl o1 I8 T fafma

system (the managed part). Under 3X TUTTeil (QftawmT) 3R feoR <
this system, also called dirty quTTell (Yaferd 9mr) o1 fagoer @)

floating, central banks intervene )er SR fawdt w9 * =9 gumeht
to buy and sell foreign currencies

in an attempt to moderate ¥ g o fafma | # R/R
exchange rate movements a1 h IS E Cop | @ O]

whenever they feel that such %1 gHfad gHS & a9 facqi
actions are appropriate. '
' PPropn sl &1 HI-fa%d Hih ey

%Ll 2
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Exchange Rate Management:
The International Experience
The Gold Standard:

From around 1870 to the
outbreak of the First World
War in 1914, the prevailing
system was the gold standard
which was the epitome of the
fixed exchange rate system.
All currencies were defined in
terms of gold; indeed some
were actually made of gold.
Each participant country
committed to guarantee the
free convertibility of its
currency into gold at a fixed
price.

DIQIL L

fafmg T ydy: A=
A

TGO 9T 1870 9 1914 ®
goq fava g5 o 3IRY &84 &
WuigE g ydafaa o, St fa
feeR fafHa <X YuTleit <t
aR-dd &f 91l 99 ffgar g+
o ®9 0 qRufyd &t Sdt el
qrEdd H, 9 d 9 &t & &l
ofl I TEHN I THh
faf=ga &ma 9 STuAt {51 S+l
qad &9 9 gRad-igar st e
A o foau yfaag em
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This meant that residents
had, at their disposal, a
domestic currency which
was freely convertible at a
fixed price into another
asset (gold) acceptable in
international payments. This
also made it possible for
each currency to be
convertible into all others at
a fixed price.

DIQIL L

g9l 3 g8 o fd gds W

Y

oh TamEl 31a Q391 it R 43

%1 SO giEUfa (HiHT) ok &9
? T ff¥=d +iHd ) g ®9
9 qfiadT % Fhd & AR G
AT AN & ®9 4

ik

5

d o1 398 98 ot 99d
fo Tk Y= SEd W

gcdsh 291 kil o1 gUd fowdt wt
sl o ®9 4 9Radq g«

TS|
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Price levels were falling all
over the world in the late
nineteenth century, giving
rise to social unrest. For a
period, silver supplemented
gold introducing
‘bimetallism’. Also,
fractional reserve banking
helped to Economise on
gold. Paper currency was
not entirely backed by gold;
typically countries held
one-fourth gold against its
paper currency.

DIQIL L

%IId sl TR a1 @+ o fag
B T8 94 &l gid # 4 gfdaed
i gfg 3eadsh sl @RHEl ¥
ga-1 AT | i 1 3R A8l
g 9 1941 vassl o IAUs H
R fava ¥ iHd W o fir@Ee
A, S99 gurs 9 319diy &t
TG 9¢ M8l Th 99 GiA o
ITEYHh oh ®Y W ISl 1 FATT
& g3 39 fgurgam’ wsr T
qiH o IF &l &H HE o faT
g g sfhm @ ot 1=y
fiaefll *rrsl g1 &1 91 61
Tﬁ:ﬂqﬂﬁﬂﬁml
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DIQIL L

Another way of economising | W fafyre <91 + & T arers

on gold was the gold
exchange standard which | S R % 9] @l

was adopted by many ol W1 %I @9q &l HA
countries which kept their aﬂﬁ &t TE ggfd @i fafma
money exchangeable at fixed HM &t e <91 o iR fhan

prices with respect to gold .
but held little or no gold. T FH usfd # Wi % W

Instead of gold, they held the &R &Ha W A1 &1 faf17d

currency of some large frar <1 &, dfea 3uah fau
country ('I_'he Urrlted States o =3 941?5[ T YAl HD e
or the United Kingdom)

which was on the gold ue € el St i a’T
standard. Il 9 fedl o€ ]9 (HgH

T 31qe fae) i ga1 td
o, Sl Ui X 3renfa
o
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The Bretton Woods System:
The Bretton Woods
Conference held in 1944 set
up the International
Monetary Fund (IMF) and the
World Bank and
reestablished a system of
fixed exchange rates. This
was different from the
international gold standard
in the choice of the asset in
which national currencies
would be convertible. A two-
tier system of convertibility
was established at the
centre of which was the
dollar.

BT IR E=

ST d8d YUlleil:

1944 ® ded IS8 oA |
AU ST HiY (R TH.TE. )
3 favd o'k <t TUYAT g5
e fafma €T gomedt =t wt
RAIGAT i | gREufaal ok
991 o ®9 0 I€ AdU< ™
EuigE 9 9= o1, foad us<i™
HIHT &l gfEd-ta == =1
Hifgat =1 gRad-aar &t fgad™
Uil st TATYT ! T3, Toraeh
ghg o SfeR sl @1 T4
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BT IR E=

The Current Scenario : a?f:tn:[ RIECY LR
Many countries currently have adae o s o9 ° feer fafrma
fixed exchange rates. The X . .

X T $D 3 AT HFgA H

creation of the European

Monetary Union in January, Sie’ H Aftrepiferd i @1 S,
1999, involved permanently 1999 ¥ IO Iﬁ-m o9 gs
fixing the exchange rates ENP ) Y 2 w3

between the currencies of the .
members of the Union and the sg fafa < et ©9 9

introduction of a new common  fayifiq g3 3 T T UE AT
currency, the Euro, under the T 1 S R T s g

management of the European ) R o
Central Bank. From January, D d% o yay ¥ SR fea

2002, actual notes and coins TN S, 2002 @ drEdfaes Ate
were introduced. So far, 12 of 3:ﬁ-{ ﬁ:ﬁl@? g <’4| T'al 39 doh 25

the 25 b fth Yo ¥
e mem -erSO e ﬁ 19 \ qqa; ﬁ 'ﬂ:ﬁ

European Union have adopted
the euro. Elﬁ STl %|
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Exchange Rate Management:
The Indian Experience

India’s exchange rate policy has
evolved in line with intemational
and domestic developments.
Post-independence, in view of the
prevailing Bretton Woods system,
the Indian rupee was pegged to
the pound sterling due to its
historic links with Britain. A major
development was the devaluation
of the rupee by 36.5 per cent in
June, 1966. With the breakdown
of the Bretton Woods system , and
also the declining share of UK in
India’s trade, the rupee was
delinked from the pound sterling
in September 1975.

IO

fafa T 9dY: ARG A

A i

fafoa T Hifa sTadsi

3R 23 fama o @iy fawfaa

g3 21 WaAdl & 9K 9T IIH
ALY 1 gfte § AR Ul
faea o @y tfaeifas ddy &

h

L4l

e wfel

5

H AfYyesifad

| 5[, 1966 ® ¥4 hI 36.5

Tiaerd AT Teh HedqUl ol
o9t ST JeH FAg¥Al o faEes

3R 9 & AR ® FARS

f
K

U oh 31I oh e+ 9 faaey,

1975 R Ui €fdm 9 Tqd 6l
ga9Y-fa=8g & <o ™= ?
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During the period between
1975 to 1992, the exchange
rate of the rupee was
officially determined by the
Reserve Bank within a
nominal band of plus or
minus 5 per cent of the
weighted basket of
currencies of India’s major
trading partners. The
Reserve Bank intervened on
a day-to-day basis which
resulted in wide changes in
the size of reserves. The
exchange rate regime of this
period can be described as
an adjustable nominal peg
with a band.

BT IR E=

1975@@?{{ 1992 deh i Ay
o SRF *9d &1 fafma X ardiE
fisd d o g fuifa it et
S 9Rd o 9 ANIRe ffEiR
%l sl oh A 9 oh +/- 5%
AT oh ARE 9t o
Jaifd grar o s S
YR W ST HLr oamn f5ad
Arfera ffy & R & =S
qiEd gl oMl 39 dafy &1
fafTaa T =gaer &1 9uiq TS
Uzt oh WY AN AfYehifeld oh
qUEiS{ oh ®9 | fodr ST gadl
2|
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DIQIL L

The beginning of 1990s saw 1990 o 3IRH ® ddl &l &iHd H
significant rise In olil prices st gfig gﬁ 3t |t o

and suspension of
remittances from the Gulf o HROT WISl & & § &7 &I

region in the wake of the 3T &k TN 399 3 3= 230t
Gulf crisis. This, and other IR A=ty faw @ ara o
domestic and international ST .
developments, led to severe ndet ® T @
balance of payments TR

problems in India.
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DIQIL L

Open economy - Tail JYHITEA

Current account deficit - |lc] ©TdrTd ¥

Autonomous and accommodating transactions - Hifger 3R
ardfaes fafma T

Purchasing power parity - ssa-31fad 9ol

Depreciation - Hag™

Fixed exchange rate - f&R fafma X

Managed floating =9aferd faddl

Marginal propensity to import Open economy multiplier -

T 1 GHTd Ygfa Yot STefsTa<en s
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DIQIL L

Balance of payments - 3Q&-HdolA

Official reserve transactions - 3T¥hI{h STRI&d
Nominal and real exchange rate - T faffHa X
Flexible exchange rate - T€ial faf@a X
Interest rate differential - s X fad<s

Devaluation - 3dqcg4

Demand for domestic goods - SI3c] 9% &t AP
Net exports - faa fA=ia




