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Supplement Readings

(1) s3.1. 1

(2) Eftb3Zi#it: Baumol, William, J. 1999. "Retrospectives: Say's Law.” Journal of
Economic Perspectives, 13 (1): 195-204.

(3) Efth3Zilit: NaTioNaL INcoME: WHERE IT CoMES FROM AND WHERE IT GOES
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Basic Assumptions in This Course

Assumption 1

For convenience, we assume G' =0, NFP=0, TR=0, and INTE = 0. J

It implies G= G, T=1, GDP=GNP=Y, CA= NX, Y= Y- T.

olis
™ = Y+ EP- (T-TR-INT)
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Outline

1 Classical Real Economy
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Production Function: Homogeneity

Definition 1

A function f: R" - R, y=f(x1,x2,-, Xn), is said to be homogeneous of degree k if

f(t-x1, txp,, t-xn) = . f(x1, %0, *, Xn). %7‘/{&%& (1)J

Theorem 2

Suppose a differentiable function f: R" = R, y= f(x1, X0, -, xn), is homogeneous of
degree k.

i. The partial derivatives of f is homogeneous of degree k—1. That is, for every

j=1,n, fetnita, =, tar= tF Fia, o, xp)
-t—f;lﬁ‘ltI;l =, 1) = 5 (0 s, )
= fi(txq, o txg, o txn) =t F(xq, o X Xn); )

Fetniba, - tam= t* Fia, -, xn)
ii. Euler’s theorem holds: ﬁ 4 #‘5' KT AR, o, CHa) £t Vafrattn, -, 420)= kEF iRy, %) AN
AtF B, Xn) 4t Nt E i, %) = k2 i, %)

> |kf(x1,---,x,,) =x1A(x1, -+ Xn) + -+ Xnfn(x1, -+, Xn), | 3)

where f; denotes the partial derivative of f with respect to the jth argument.
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Production Functlon Neoclassical Properties

Let Y(t) = F[K(t), L(¢), A(t)] denote a production function where Y is the flow of
output produced at time t, K is the durable physical input or physical capital input at

time t, L is the labor input at time t, and Ais the level of knowledge or technology at

time t. K and L are two rival inputs while A is a non-rival input.

Definition 3 (Neoclassical Properties)
=R 14

A production function F: R3 - Ry, Y= F(K, L, A), twice differentiable in K and L, is

neoclassical if it satisfies the following properties:

i. Constant returns to scale or homogeneity of degree one in K and L. -R#%&

F(AK, AL A)=A-F(K,L,A), VA>O0.

ii. Positive and diminishing returns to private inputs. Loy
F(K, L,A)>0, F (K L,A)>0,
FKK(K, L, A) < 0, FLL(K’ L, A) <0.
iii. Inada conditions.

lim Fi = lim Fj = +00, lim Fx= lim F; =0.
K—0 K L—-0 L K—oo K L—oo L

i =
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Markets for Factors: Demands for Inputs

A firm has to make a decision of how much capital and labor it should
employ. The objective of the firm is to maximize the economic profit.

max PxF(K LA -WxL-RxK

T=PeFLEl A) -+ BE) np b g
! e - .k =5
The first-order conditions are 5 - Phtb b —k=0 = fetkh =5 &R8E
R 4OL -ws= M{L W
oL ~ L ff/b/é) w=o0 > FLI ,L):F *PA- %

Fi(K L,A)=W/P, Fk(K L A)=R/P W BT

which determine demands for capital and labor in the factor markets. The
slopes of demand curves are negative since F;; <0 given K and Fxx <0

given L. Fklk,1)=§=

%{FFLF,‘L)> [
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2z R ©
HFD 2 Classicism wRitR 10 /24



Markets for Factors: Determination of Factor Prices

The Labor Market The Rental Market

LS KS

MRS

R
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Given J and existing capital stock, private investment is /( r).

Ken=Ie+0-8)ke g 1(E+8) -1ires)
e
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Generalization of the Labor Market
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Full Employment

Definition 4

The full-employment level of labor is an equilibrium level where the
aggregate demand for labor is equal to the aggregate supply after the
complete adjustment of nominal wage rate and the price of final goods.
The output is called the full-employment output, potential output or
natural level of output if labor is at full-employment level. The rate of
unemployment corresponding to the full-employment level of labor is called
the natural rate of unemployment. &% %%

The full employment of labor implies there is no involuntary
unemployment. The definition of full employment can be generalized to
other factor-markets.
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Distribution of National Income

The maximized economic profit is
Economic Profit = Px F(K,L,A) = Px Fy x L= Px Fxx K=0

where the last equation uses homogeneity of degree one. Thus the
economic profit is zero.

Output Y=MPLxL +MPKxK
= Labor Income

+ Capital Income + Depreciation of Capital
FHmia
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Loanable Funds Market: Equilibrium

A S_v_ A A The equilibrium in the factor market deter-
S=Y-C-G mines the output: Y = F(K,L,A) 2 Y. In
equilibrium, Yo=v¥P implies
77 tox
Y=CY=T)+I(n+G
Ut
F¥mier Y- C—-G=I(r)
(Y-T-0O)+(T-G)=1I(r)
Private Saving + Public Saving = I(r)
National Saving S=I(r)

It implies that the supply of loanable funds
is equal to the demand for loanable funds.

N
O Loanable Fun’ds
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Loanable Funds Market: Generalization
If C= C(Y-T,r), then S(r) = Y-C(Y-T,n-G
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Markets of Goods and Services: Equilibrium

% #
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Say's Law

Jean-Baptiste Say (1803) introduced the idea in his work, A Treatise on
Political Economy. (see Wiki)

“It is worth while to remark, that a product is no sooner created, than
it, from that instant, affords a market for other products to the full
extent of its own value. When the producer has put the finishing hand
to his product, he is most anxious to sell it immediately, lest its value
should diminish in his hands. Nor is he less anxious to dispose of the
money he may get for it; for the value of money is also perishable. But
the only way of getting rid of money is in the purchase of some product
or other. Thus, the mere circumstance of the creation of one product
immediately opens a vent for other products.”

Proposition 5 (Say's Law)
Supply creates its own demand. %%4lEE % J
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Supplement Readings

(1) M11.2, M13.2; S4.4, S4. iR, S6.2. 1

(2) Efb3zik: B85 {Die Falscher (The Counterfeiters)) (2007), BB5 (—HIF%
(The Island)) (2018)

(3) Efth3Z@it: THE MONETARY SYSTEM: WHAT IT Is AND HOow IT WORKS

(4) Efb3Z#k: InFraTiON: ITS CAUSES, EFFECTS, AND SOCIAL COSTS
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1 The Monetary System

2 Classicism wRitR 6/33



Creation of Money 4#iz4

Private bank's balance sheet

/3 z
egggsip?ﬁhe bank deposits on which you can

write checks). B%:gs pay a positive interest but they cannot be used for tran§g:tions.
4 X

Money is used for transactions and pays§§ interest. It includes two types of money:
Currency Ecoins and bills) and checkable

Activities Assets Liabilities

Dwarf sells bonds to the cen-  Vault Cash (R) -b Checkable Deposits +b
tral bank and deposits the zh
money in private banks

Vault Cash (R)  b(1-0) ¢ ricksek

Loan to Tom

Loan -b(1-0)
Tom's deposits Vault Cash (R) -b(1-6) Checkable Deposits +b(1-0)
Vault Cash (R) +b(1-60)?
Loan to Jerry Loan b (1-0)2
Jerry's deposits Vault Cash (R) -b(1-6)2 ' Checkable Deposits +b(1-0)?
Total Assets -b/6 Total Liabilities +b/6 3’&%&&&7]_
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fPikst i %5y HBE

M = The money supply, the aggregate money, or the money gock

B = The monetary base &Ly | fafi¥ifp>
D = Checkable deposits

R = Total bank reserves = Vault Cash + Resgﬁfj—eaggsns %E/N%/NEE
CU = Currency held by the nonbank public 4?%&11 /M,\%ﬁ/ﬂify

0 = R/D = The banks' desired reserve-deposit ratio® T&;’Kﬁi%é‘%
¢p = CU/D = The public’s desired currency-deposit ratio.

The monetary base? is defined as total liabilities of the central bank.

B = Reserve deposits + Vault cash+ CU = R+ cus
M= D+ CU.

M D+CU 1+c¢p

B R+CU:9+CD B

AL AN SEARE AT

1
A banking system with 6 < 1 is called fractional reserve banking while the one with 6 = 1 is called 100% reserve banking.

2
The monetary base is also called high-powered money, the central bank money, or outside money. Outside money is the
quantity of money coming from outside of the private sector. The New Palgrave.

Reserve deposites or balances are balances held by depository institutions in master accounts and excess balance accounts
at the central bank. Vault cash plus CU is called currency in circulation, which is outside the Treasury and the central bank.

2 Classicism wRitR 8/33



Measuring Money %7

The monetary base, B, is also called M. 2 There are two widely used
definitions of the overall money M® (the aggregate money, the money
supply, or the money stock):

(1) M]_ o 1+CDB

0+cp

(2) My which composes M; and other assets that are somewhat less
moneylike but almost checkable.

The US money stock measures can be found at Federal Reserve Statistical

Release ( http://www.federalreserve.gov/releases/H6/).

M,-/}

s e

f+co My= 97652,,5
M, DM,

2In China, My is just measured as CU.
2 Classicism wRitR
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2 Classical Monetary Theory
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The Transactions Form of the Quantity Equation
xR PG oh:

The relationship between transactions and money is called the quantity
equation or the equation of exchange. The transactions form of the
quantity equation is formulated by Simon Newcomb (1885) and
popularized by Irving Fisher (1911).
Gy wawEy Ty 3R
Money x Velocity = Price x Transactions
MxV=PxT
Wir %% &

where Vis the transaction velocity of money (the number of times
money enters into transactions), T is the total number of transactions
during some period of time, P is the price of a typical transaction. The
quantity equation is an accounting identity.

2 Classicism wRitR
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From an Identity to a Theory

Assumption 1

The velocity of money is constant since it is determined by institutional
factors and could be regarded as fixed for the short run.

Under assumption 1, the quantity equation becomes the quantity theory of
money:

MxV=PxT, (1)

where M, T, and V are determined by other forces; P is determined
endogenously.

Disadvantages: The number of transactions is difficult to measure. The

volume of transactions includes final goods and services, (intermediate

goods, and existing assets. %wﬁg % Wbz, EREMEE,

The role of money: It serves as the medium of exchange. It is ‘in n;%tion.'
Al
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The Income Form of the Quantity Equation 4w, % s0r&74%

Pigou (1927) replaced gross transactions with income transactions in the
quantity equation.

Money x Velocity = Price x Output
e O § Mx V= Px Y?ﬂlrjdf
where V'is the income velocity of money (the number of times money
enters income), Y'is the output, and P is the price of one unit of output.
(1) Vis constant under assumption 1.
(2) M is controlled by the central bank.
(3) Yis determined by factor supply and the production function.
(4) P is determined endogenously.
The quantity theory of money implies that the quantity of money
determines nominal GDP under assumption 1.
Due to V=0, it also implies |, 1+ InV = [nP+iY

M Y
G+EER TPty Memi
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sy

Historical Data on U.S. Inflation and Money Growth. Each point represents a decade.
The horizontal axis shows the average growth in the money supply (as measured by M2)
over the decade, and the vertical axis shows the average rate of inflation (as measured
by the GDP deflator). The positive correlation between money growth and inflation is
evidence for the quantity theory's prediction that high money growth leads to high
inflation. The coefficient of correlation is 0.79.
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International Data on Inflation and Money Growth. Each point represents a country.
The horizontal axis shows the average growth in the money supply (as measured by a
broad monetary aggregate) from 2007 to 2019, and the vertical axis shows the average
rate of inflation (as measured by the CPI). Once again, the positive correlation is
evidence for the quantity theory’ s prediction that high money growth leads to high
inflation.
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The Quantity Theory of Money and China

A 2 3 4
growth rate of M2

@ [nflation implied by GDP deflator Fitted values
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The quantity theory of money states that the central bank, which controls
the money supply, has ultimate control over the rate of inflation. If the
central bank keeps the money supply stable, the price level will be stable.
If the central bank increases the money supply rapidly, the price level will
rise rapidly.

“Inflation is always and everywhere a monetary phenomenon.”

by Milton Friedman (July 31, 1912—November 16, 2006)
The great economist who won the Nobel Prize in economics in 1976.
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Cambridge Cash Balance Approach 4i# #Wes4

U788 YR
Pigou (1917), Ma?']shall (1923), and Key§e51(1923) assumed that the demand for
money would be a proportion of income. The demand for money, MP can be
written as Kt P m* ﬁfﬁﬁ%?’ M

MV'PYH MP = kPY 4
> M= VET kPT (k’;)
where PY is the nominal income, k is a constant which is the quantity of real
money balances demanded for one unit of income. In equilibrium, the demand for
money, MP, is equal to the supply of money, M. The Cambridge approach to the
quantity equation can be expressed to be

M = kPY,

which is equivalent to the income form of the quantity equation if k=1/V. If
people want to hold a lot of money (a high k), then money circulates slowly (a
low V).

Advantages: It fits with the Marshallian demand—supply apparatus.

The role of money: It is a temporary abode of purchasing power. It is ‘at rest.
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Interest Rate and Inflation: the Fisher Effect

The Fisher equation is given by
It = e+ T,

where 7141 = Pr1/P:— 1 is the ex post inflation rate; r; is the ex post real
interest rate. The ex ante version of the Fisher equation is
Tt Ak
iy = ,,tq +E:7Tt41,
L Tk acge]
where [E;7T:,1 is the expected inflation rate; rf is the ex ante real interest
rate. In this case, 1’:‘ is determined by the equilibrium in the loanable funds
market. An increase in [E;7Ts1 by one percentage point leads to an
increase in the nominal interest rate by one percentage point. The

one-to-one relation between IE;7t;.1 and the nominal interest rate is called
the Fisher effect. #Zzx

2 Classicism wRitR 19/33



Evidence of the Fisher Effect

Nominal interest 14 —
rate (percent) Correlation = 0.81
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Inflation and Nominal Interest Rates Across Countries. This scatterplot shows the
average nominal interest rate on short-term Treasury bills and the average inflation rate
in 40 countries from 2007 to 2019. The positive correlation between the inflation rate

and the nominal interest rate is evidence of the Fisher effect.
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Costs of Inflation @m&#

The costs of expected inflation:

9%
1. Sﬁoiﬁ'ather cost of inflation. The Fisher effect implies that inflation raises the
nominal interest rate which lowers the demand for real money balances. Thus

%Ie;pgle have to go to banks more frequently than before. ﬁ’&%ﬁ-’&ﬂM*
2 er?u costs. Producers have to change their posted prices more frequently than
before. 45164748 i~ %P Ak
3. Microeconomic inefficiencies due to variability of relative prices when producers
e 58 AR B TR .z o i : p N
cannot (§:Z ange their prices flexibly. ’fﬂxq”]”ﬁ%@rb/;ﬁh%‘blﬂr i wmgﬂﬂm
4%, U
4. Xﬁzt%_ﬁ?g tax burden, often in ways that lawmakers did not intend.
Mg . , .
5. Inconvenience of living in a world with a changing standard. Money is a standard
with which we measure economic transactions.
The costs of unexpected inflation:
1. Redistribution of wealth among individuals. TARG & 8983458 9 &% 1%

2. It hurts individuals living on fixed income.}ﬂﬁ%&)\/\%ﬂﬁu}g}h v Hx1h
3. Individuals with imperfect information often have price-misperceptions which
distort their decisions. 7f’.?,’i1i,@}‘%~$§mi%’@% > BWEE
One benefit of inflation: A 2 percent wage cut in a zero-inflation world is, in real
terms, the same as a 3 percent raise with 5 percent inflation,
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Determination of Price
The Equilibrium in the Money Market 4&1’71??@93”%'

*H %i Price of Money
1/P

b | \
1P, Y L

Priceof Y
P

M° MS

PO \
MP=kPY
M, M, M M, M, M
(a) S(p.72) (b)
Nicolaus Copernicus (1517), Memorandum on Monetary Policy.
Faf
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mv=pPY
BoAe 4 -y Akt
G

Determination of Price
Schumpeter's AS—AD Framework of Classical Theory

PA Pl

AS

Example 1 (MIZR5E*®)

T
PN RUTRER? PEARRT: SHBRESE HRIFISEFISIFNE.
...... BERRE R BRI RHNTRIRRE.

3
Schumpeter, Joseph A., 1954, History of Economic Analysis, Great Britain: Routledge.
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Money supply 4 g Price level (index
(paper marks) 1913 = 100)
1070 110"
18 Price level
1034 (right scale) - 10”
10" 100
10 - Money supply -0
(left scale)
102 \ e
101 -0
108 ‘ ‘ 107
1922 1923 1924 1925
Year

The quantity of money and the general price level in Germany from January 1922 to
December 1924.

Example 2 (MIZR5E®)
{RNE TN AR M B E T ? J
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The Classical Dichotomy &# =%%
The real aspect of an economy: %Ei Ef '27/‘#%/%’; i;-: SN T))

Firm: maxProfit = KP, LP } { W/P,R/P,r.
——

Household: K° =K, [° =1L Output Y= F(K, L, A).
Tty T

The nominal aspect of the economy: %g%}’ﬁ; Wikl o

Cambridge Equation: MP = kPY
Central Bank: M° =M
Tt 7% —— Inflation Rate 7

= P=M/(kY)

= Nominal Interest Rate i = r+=

In the classical macroeconomic theory, the real and the nominal aspects of
an economy can be analyzed(separately, which is called the classical
dichotomy. That is, the real variables such as Y, R/P and W/P can be
determined completely without consideration of the money supply, price,
and nominal interest rate. Therefore, money as a veil is neutral.

iR riem
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Example 3

52 (—HHiFXk) B, SRS E
RIEET, BEATIBAIImEE R AIRE
1? SESEHAXR?

K

e
IR

38
R

XBEW, REXAMERE, 18]
MEEICEIE, R =mHE
=AY B, RFEERY, #H9
LUAiekig, Rz, Xhgtharld
B—1],

KR, X—P=, sERsOan?
‘%ﬁﬁ%&?\%ﬁfﬁﬂﬂo IMERE

HaBR?
X4RE, BrRikE, 8eR=m+

Falk,
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Outline

3 Horizons of Macroeconomics
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From the long run to the very long run

P > 18 K
ASy, ASg, ASy, ASpyy Ay,
\
D E
g c
19
9] B
ke,
a
A AD,,
AD00
AD90
ADSO
AD,
Y70 Yeo Ya0 Yoo Yo Y
Output, income from Dornbusch
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Horizons of Macroeconomics

YB3 ki A
(1) In the short run, aggregate supplies of factors are fixed (K, L) while
wages and prices are sticky. Involuntary unemployment of factors
— — /,"
saepcould occur (L< L K<K). Rl i
(2) In the long run, aggregate supplies of factors are fixed (K, L) while
wages and prices are flexible. There is no involuntary unemployment
%Wm%of factors (L = L, K = K). Bhirilgth
(3) In the very long run, aggregate supplies of factors change; wages and
prices are flexible.

The Keynesian macroeconomics corresponds to the short-run analysis; the
classical macroeconomics focuses on the long-run analysis; and economic
growth theories correspond to the very-long-run analysis.
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Horizons of Macroeconomics

SRR ARG S AR

KR E BRI G 2 op xS e AR . g, RATA K
AR — BB, FE AN 3R 3B

KERR A AR AR A R A M, B O AR 2 4T T 3 B R 0y 2 LR
FCRBROBATRE, b TN, B AR R 3 Ko R,
WX —BEOEERRE XA FANELEFERT — RGBT N AK
WEREERTHABE . FHEL TN — MR H R RN E AR,
IKEPS = e i

WHE AR ELE)U4F AL 36 T8 W, AR AR A 4T T B R B9 2 b
B TR KAARLR B B B A ST 4, T LR R
e TR B A o 2 BB R 4R R K A T 3 A 1R
W NTRF G RUAT A . KRR R A Ay AR, 5
Shs FE K HARZR B KA 5 3 Ao R AL BE R WY

BRI A — AT DU LU+ 4 S B K, R AR EL A 4
KRG BAEERURLERE. Z2HFMKERENLEF+EH
2 S B R R A K P K 1
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Outline

4 STEHMEBEER
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FEMEER R

(1) E4Z the quantity theory of money, Cambridge cash balance approach, the Fisher

effect.
(2) FREAZIROFOAFFUHAZIROIEAK, RF-EHAMA?
(3) HEEFFFEH, MERIATRER? HARHETSE?
(4) MO REE: SMETENAREZENINARSEES.
; R Y= P
1= C(-T> +Iin+G

- M

Yoz = TV
Y 2
% "~
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STEHM SRR

1 (E2, p.176 )
RIED TR, RS Ta 25 A SR AIE0? |
2 (E2, p.349)
IRED RIS, BAENEF A AT — R EIEC AT AR ECIATS
FOMAHRESE? )
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DREFUHLHAMER TRERAYPPT

V4 J5 4 BF

Part 2 Classical Theory
Lecture 2C A Classical Open Economy

LRI IMRMERRR R AANN

Jian LI L miswr
7 (W) kM
Department of International Economics and Trade -----------

Nanjing University

HIBF LR fg s
WEEN LT F R
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Supplement Readings

(1) M14.1; S11.1, S11.2. 1
(2) Eft3@t: Tue OrpENn EcoNnomy

"M BB IS, S IBRIRINTIERLRRAE,
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FIHR

(1) ERNEZFRE,
(2) EEAEZFRE,
(3) EESIEHER,

2 Classicism
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Outline

1 Exchange Rates
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Exchange Rates

Definition 1

The nominal exchange rate, denoted by e, is the price of the domestic
currency in terms of foreign currency. The real exchange rate, denoted by
€, is the price of domestic goods in terms of goods of a foreign country.

Let P denote the price of domestic goods, P* denote the price of goods of
a foreign country. The real exchange rate can be written as

. ep
e=exP/P. €70k

If € is high, foreign goods are relatively cheap and domestic goods are
relatively expensive. Other things being equal, a higher real exchange rate
implies that a country imports more and exports less. Therefore the net
exports NX is decreasing in €.

NX = NX(e), NX'(e)<0

2 Classicism wRitR 5/20



O TFEMS (M, 2019, p.182)
S SOCBREAER (SHX) A, BI—Fh 6t e ks —
WHEE, HeFfmn. AILEAWFAFMIRMN F L. —MEEERN
%, RHAAERMERFRWEIME TR MAE, BIEE 1 BAEE 100 AL SR
NS 2 AR E ST, ORI IS . Xk, XA FHER, 3%
FAPLAN TR AT AR TS >, BIARTRFHE, IR TR, Wi, 1R
THi% S A E R X AMME R SRR o F—Foh R, BURESME TR
AAEEHINAE . BRIEE—ERAL (401 BAL) A E 58 oA R0
W DBANTANT, WOURR RS H TR AR A AR [ 48 T R S —
FOB, MM E EAET, BAAASTR BT RE S i Ah st i, wateil, Shm
MBS BRI 2R B B b A T AR I, AS TR F AR I
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Purchasing Power Parity

Proposition 2 (The Law of One Price) -#144 .

17\

If markets are perfectly coﬁs;)etltlve and there are no fr/ tions, then
identical goods sold in different locations must sell for the same price in
terms of a common currency.

Proposition 3 (Purchasing Power of Parity [PPP]) Wikt %% 7%

If markets are perfectly competitive and there are no frictions, then the

real exchange rate € is equal to 1. e-i=. Se= };_*

Proposition 3 implies e = P*/P, which is called absolute PPP. In form of
growth rate,

e_p P
e P+ P
which is called relative PPP.
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Uncovered Interest Parity #Rbsh#|83#r

Proposition 4 it
If capital mobility is perfect, then equilibrium in the foreign exchange

market implies the uncovered interest parity:? ¥+ 1 114
—_—
6 €
— usp: (1+i¥;er
1 + It ceveved. et‘_. »
. . mna T
or the uncovered real interest parity: Cr (1415
3, _ . Sw l]l 1ttg= —/———
Hi_ (R (o) eu;:m M 11 Fen
48 = (T "1 (14 €t
e Bt (R +re=(1+rp)
+ A m T t+1

Parity: the quality or state of being equal or equivalent; equivalence of a commodity

price expressed in one currency to its price expressed in another. — from Webster

[ [N
2 (1) = Ut A . A
=m,a~,(l’¢«l et:& > I+Y¢=[HVZ')_6£1
€ (B4
ok
't"

=t ’ a ‘E' 2 Classicism wRitR
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Assumptions

Definition 5

An economy is a small open economy if it is a small part of the world
market and the net capital flow of the economy has only a negligible effect
on the world interest rate. An economy is allarge open economy if it is a
large part of the world market and the net capital flow of the economy has
a significant effect on the world interest rate.

v

Assumption 1 (Perfect Capital Mobility [PCM]) F3%##%%

Residents of a country have full access to world financial markets.

Assumption 2 (Static Expectations of €) ¥4 .L47gd

e —
€1 =€t et

Assumption 3

PPP does not hold. € #1 »
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Outline

2 Case: Small Home vs. Large Foreign
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Case: Small Home vs. Large Foreign (Assumptions 1-3)

Assumptions 1 and 2 imply r=r*. For a small open economy, r* is exogenous.

1. Market for Goods and Services b"’ﬁ e

Y=CY-T)+I(r)+ G+ NX(e). .
—A /p‘gli@%
The only endogenous variable is NX(e) which plays a role of equating the left-hand side
and the right-hand side.

2. Market for Loanable Funds 3 = Tr— C (Yv-‘?) = Ey

S=1(r") + NX(e).
The difference between the supply and demand for loanable funds is called (net foreign
investment (NFI).

3. Market for Foreign Exchange

S—I(r") = NX(e). .
YINE % fr B &

S—I(r*) captures supply of domestic currency or demand for foreign currency; NX

captures demand for domestic currency or supply of foreign currency.

YRR EYs
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Y=c(Y-T) +1(r*)+ G+ MALE). B=Y=1<%

Classical Small Open Economy with PCM and Floating €

TClos

o=

S=Lh+ Mie)

vs

CtI+G 2 domestic absorbtion = YW

Factor Price SRR

Factor Supply

M*

Sl Bts
A%t X4k Tyt M m”.

E

\

MP = kPY

\ \ A q
77777777777 TClos F~=======-~ e &
(EEp%i
It Factor Demand
it c+I+G(Y)
o Funds o v % o Quantity
(a) Market for Loanable Funds (¢) Market for Goods () Markets for Factors
NFI = T 1P = ArX(€)

NFI

NX(e)

Money o

(b) Market for Money

Jian LI

Y
(d) Classical AS-AD

G As AT

2 Classicism

0 NX,NFI
(f) Market for Foreign Exchange
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A Reduction in Home's Saving B#1#% 7%

AR, G
The Market for Loanable Funds The Market for Foreign Exchange
Real Ky Real — .
interest exchange S—1(r")
rate, r rate, € <
\ A
/ €
B \,\
NFI <0
NX (€)
1(r) R
“ ]
Loanable Funds NFI 0 NX

Example 1 (MIZR5E¥)
HEBIRSST, WFREFEER? Y %8R, ]
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Outline

3 Case: Large Home vs. Large Foreign
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Case: Large Home vs. Large Foreign (Assumptions 1-3)

> 1
t=d

Large Home : NX(e) = Y-C(Y-T)-G-I(r); ©
Large Foreign : NX*(1/e) = Yemic (T/* —7'*) -G - (), @

Perfect Capital Mobility : r=r-;
The World is closed : NX(e) + NX*(1/e) = 0. ®

=5+S =N +I(r).
OIO¥HKA® 0= Y+Y*-C-G-T-ce- 15
= 0= $-In) +3* - ™)
= T+3*= Lin+I*rn
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Case: Large Home vs. Large Foreign (Assumptions 1-3)

Real N Real 5°
interest interest

H F
rate, r’ rate, r

\ z
\NFI”>0 -ErR \

! " NFI" <0 -
\ 2 1(r)
\I,,M

Loanable Funds Loanable Funds
(a) Home Country (b) Foreign Country
Real NFI? Real V545" %/ﬂJﬂT Wor ’J mﬁ ro
exchange interest =
A
rate, " rate,r” fﬁbfﬁ} ’VP.I /NPIP
E‘Ill Eg o W,
NX"(e)
"(r)=1"+1"
0 NX Loanable Funds
(¢) Foreign Exchange Market (d)The Wolrd
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A Reduction in Home's Saving

Real st Real 57
interest interest
rate,r < mte,rF
\ .

, wrL » T A MPL 4ty NPTV

"R "R T .

=1 * ] .

r r wELF= wpr®

7 1°(r)
1"(r)
Loanable Funds Loanable Funds

(a) Home Country (b) Foreign Country

Real NFI" Real SVo514S
exchange . interest lﬁ
rate, €" H rate, 1" Example 2 (XJLI;J'\ 10N )
\' —| «—|
o HERMLAEEET, NAREFEAR
et 1 r W, 2?2
'K " K w, W7
el |l E, re ) 0
NX"(e)
1" (r)=1"+1"
0 NX Loanable Funds
(¢) Foreign Exchange Market (d)The Wolrd
2 Classicism wRitR 17 /20

Jian LI



Outline

4 STEMEBEER

2 Classicism wRitR 18/20



FEMEER R

(1) ERChRCERRTE.
(2) E4Z The law of one price, PPP, uncovered interest parity.

(3) 7E Small home-large foreign 1885, SERRF=H, SCBRFUZE. NFI. NX FISCPRCE
AMARTE?

(4) 7E large home-large foreign &8, SLFRF=H. SERRFIZR. NFI, NX FISEFRCER
WMERE?

(5) FMRRDHEE: IMETENRETEBRTRNAHRSEHES.
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BTiEEMREHER

1(E2 p.84)
RIED TREMMR, FSEFFRMROTTFERLIRICERIE?

RIEDTREHMMR, A4 1830 FEREFFRD=EFREN "BREFE"?

HRIEDTEEMR, NS5 FRIR F R RN RENE?
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