The Absorption Approach

Income - Expenditure Equilibrium occurs where

E = Y

where E = C + I + G + EX - IM

and Y  =   C + S + T

→ C +I+G +(EX – IM)=C+ S+T

(EX-IM) = (S-I) +(T-G)

      External            Private    Public

(Trade Balance equals to sum of planned net private sector saving & planned govt. budget balance.) 

Demand Management in Open Economies 

	
	Accommodating Capital Mobile
	Zero Capital Mobility

	Expansionary Fiscal Policy
	Effective (Y()

Trade deficit by foreign capital inflows.
	Ineffective (No change in Y)

(G = ↓I

Trade deficit offsets by ↓Ms

	Monetary Policy
	Ineffective (No change in Y) Trade deficits offsets by ↓M , because foreign capital inflows not forthcoming.
	Immaterial


1.     Derive the external balance curve in the absorption model.
The circular flow of income provides us with two ways of looking at the economy.  One 'loop' of the circular flow captures the production side of the economy in which factors of production transform raw materials into final output.  In this world, GDP is the final result of this activity and it can be likened to aggregate demand in the economy.  

On the other hand, the second half of the 'loop' captures payments made to factors of production for the work performed in producing societies output.  This constitutes GDI (gross domestic income) which can be looked upon as aggregate supply.  

As these two elements are two sides of the same coin, GDP = GDI in equilibrium (i.e.  AS = AD).  

For an open economy we may define GDP = C + I + G + (X - M) 

GDI = C + S + T 

C+I+ G+(X- M)=C+ S +T

If we define National Savings (NS) = S + (T - G) and substitute it in to this equation, it becomes (with some slight rearranging)

(X - M) = NS - I

The left hand side of this equation gives us the external component of equilibrium for our open economy and the r.h.s gives us the internal component.  This question asks us to model the l.h.s. 

Looking at the functional relationships given for each of the elements of this equilibrium condition we can see that assuming foreign income and the exchange rate constant, as domestic income increases so to does imports whilst exports remains unchanged.  Thus, the external balance is a negative function of income which we may diagrammatically represent as Figure 4.1 in B&F.
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 Figure 4.1

2.
Derive the internal balance curve in the absorption model and show equilibrium for the economy.
This question asks us to model the r.h.s. of the reduced form conditional equilibrium for the economy.  Again referring to the functional relationships given for each of the elements of this equilibrium condition, we can see that where interest rates are assumed constant, then as income increases so to does the NS element (via increased S and T).  Thus, the NS - I balance will increase as income increases which we may draw as given in Figure 4.2 of B&F.
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 Figure 4.2
Thus, if we place both of these diagrammatic representations together on the one diagram which has income (Y) on the x-axis and the X - M (current account) and NS - I balance on the y-axis we obtain a picture of various states of equilibrium for the internal and external sectors of the economy.  Where these two schedules intersect, it is at this level of income that both sectors are simultaneously in equilibrium and thus is the economy.

3.      In the absorption model, explain the effects of an exchange depreciation.
If we assume that an exchange rate depreciation improves the trade balance (remember the Marshall-Lerner condition), then for any given level of income the trade balance will improve.  

For example, consider Figure 4.4 in B&F, at Y0, the current account was previously in balance, but due to the exchange rate depreciation, the current account is now in surplus.  

The same can be said for any other income level we care to nominate: a depreciation of the exchange rate will improve the trade balance (though it will not necessarily move to a surplus, it may only offset the deficit).
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Figure 4.4
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Thus, in terms of overall equilibrium for our economy the effect of this change is depicted in Figure 4.5. 

Initial equilibrium at E0 with trade balance income at Y0
When e↑, TB curve upwards to (EX - IM)1
At Y0, trade moves into surplus at S0. 

Excess AD caused by increase in EX increases income. 

As Y↑, IM↑ and offset trade surplus at Y0. 

Process continues till new equilibrium El is reached 

Income has increase to Y1, but trade surplus has reduced to S1 

Under BOP accounting, trade surplus S1 is automatically offset by a corresponding capital account deficit I.e. surplus in TB is used to buy foreign assets. (Accommodating Capital Flow)
Economy settles at equilibrium El.
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On the other hand, we may assume Zero Capital Flows 

At El, if cross border capital movements are prohibited, then forex earned from trade surplus S1 will end up with central bank.  

There will be excess demand for domestic currency.

Central Bank sells domestic currency and buys the forex.  

Expansion of domestic money supply results. 

When Ms↑, credit conditions eases and interest drops.  

Investment increases.

Lower i & higher Investment shifts (Sn - I) to the right to (Sn - I)1.

New equilibrium at E2 with income Y2 and trade balance in equilibrium.

[image: image5.png](EX - IM)
(-0

(EX - M),



[image: image6.png](EX-1M)
[N

(EX- M),



4.
In the absorption model, explain the effects of expansionary fiscal policy.
Effects Of Expansionary Fiscal Policy With Accommodating Capital Flow

1. Initial equilibrium at Eo with income Yo.

2. Expansionary fiscal policy shifts the (Sn - I) curve to (Sn - I)1, increasing income from Yo to Y1. 

3. At new equilibrium El, trade balance has moved to deficit because the rise in income has increased demand for imports.

4. If capital is perfectly mobile, since G↑ and hence AD↑, interest i will rise too.

5. Trade deficit is being financed by foreign capital inflows and El will persist as long as foreigners are happy to lend to the home country at interest i.

6. Thus, the expansionary government spending policy has been successful in increasing the level of output in the economy.

Effects Of Expansionary Fiscal Policy With Zero Capital Flow

1. At El, if cross border capital movements are prohibited, then forex needed for financing trade deficit D1 will not be supply by foreigners.  

2. There will be excess demand for forex.

3. Central Bank sells forex and buys domestic currency to maintain the fixed e. 

4. Reduction of domestic money supply results.

5. When Ms↓, credit conditions tightens and interest rises.  

6. Higher i increases savings and lowers I

7. Shifts (Sn – I)1 back to (Sn - I)o
8. New equilibrium back at E2 (= EO) with income unchanged at Yo with trade balance in equilibrium.

9. Only G has increased => I↓ = G↑ since Y back to Yo.

10. Thus, the level of income in the economy is unchanged but its composition has changed as government spending is higher and investment is lower (investment has been 'crowded out').

5.
In the absorption model, explain the effects of expansionary monetary policy.
If government decides to ease credit conditions in the economy, it will cause interest rates to fall which will have the effect of stimulating investment.  This increase in investment has the effect of moving the NS – I schedule down as can be seen in Figure 4.10 in B&F.

Initial equilibrium at Eo with income Yo.

Expansionary monetary policy (e.g. buying of bonds) lowers interest i and expands credit conditions.

(Sn - I) curve shifts right to (Sn - I)1, and economy moves to El with trade deficit D1.

Even with perfect capital mobility, foreign capital inflows unlikely because easier credit lowers domestic returns and yields.

Central bank has to sells forex and buys domestic currency to finance trade deficit.

Domestic money supply reduced, drives up i and reduces domestic I.

(Sn - I) curve shifts back to (Sn - I)o and economy returns to Eo with income back at Yo
The end result is that irrespective as to the degree of capital mobility, monetary policy is ineffective.  Indeed, capital mobility only speeds up this adjustment process.  With perfect capital flows, as soon as the interest rate falls below the world interest rate, we would experience massive capital outflows and so a reversal through the loss of international reserves.

Effects Of Fiscal Policy Graph
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