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E,m‘\ibn'um ‘n Swmall Open Econemies

o Swell open conomies differ 1n Fwo imporieit way s,

1.) The interest rebe i3 Exogenous (or given)
2.) Housckoﬂs now Confnd‘ 2 'MM&

problem, nCy ﬂ.c: can InvesE 17 e/'ther
domeshc Capita] of foreiyn bonds.

J W«H"\ new Consis¥s o~F clm'ms

¢ That 15, housebol
LT #om"ners > B" y andl claims o domesht cuprhl, K,

W| = K‘."‘:’B*‘

« However, wWith no uncertainty or defou/t rsk,
+he Fwo assets become periect subshtures.
No arbitrese implies Fhey must Pherehore offer
he Some return, Nence, domeshe InvesH mens
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Beuond +his point all domest saviag qets
blzn:e!ld ingg‘ -Forea‘gv. l;;n"s, “d ?



Comw\en’-g

1) Later we discuss a moee interesh'ng angl realishre
foﬂ-%).‘o allocehon problem, Lventurs zau)j,

2.) The fact Hhat olomesh'c coprsl ¢ foreign bowdls

Lh'dupes means there )'s no
are perfect 5u6s e;“ ng o E5z, and

'w qenerali't I'n
'0?::.‘;‘“3’ ";.:m":z us.’dcnd-s own HC ¢ml,°,¢

dewesiie copitel stoc K,

Resowrce Com streint

+ To chavacherive the t’w"o'&ﬂ'um' weé nee&d fo
Combine the PPF with the c”m,dt resource
constvaint,
e For notahional S\'Mph‘c"", assume 9= ) anol B: z0,

 As before, the househo lof 6«0”# constraim 1S,
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¢ Y +Hluusl.h/c wm"!b 'm perred
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on nek Foretun ASSETS.
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T‘DC “Sepdvm‘v'o" TAeorem N

o Note thet 'Fo'he'o'v? the e’m‘]o'&ﬂ'«m ’n Smal/
open economics onsists of 2 olishnck S‘h}’f :

1) Piek +he prodw.‘Hm point (pt. B ia prewvim® ’n.,l.)
Fhof meximi2es +he Cconomy s wea/th
Q* '.’ ) F’.ﬂ" ﬂc

(evalucted af world priees) .
peint on the PPF Fhab 1% )"‘haew} b Fhe

resownvee COnS')‘Yan'F.
2.) Picl +he best point ow Fhe Resouree Constralnt
?\), Thet 18, final Phe

Cet. A in previous Qre
P.‘ﬂ*‘ h"'h"' h awn Iudf#k{(ngc C“VVC,

* Hence ) " Ccvr"l”“" ) c.loml cconom'cs ) " ofen
econowmies preduchon olecisions are completely
Q;gaﬂ\hi Yo v»m Conwmpﬁon dCG\'Si'ons .
OPHM\I produchion * invesFmend 15 )'ndcpu\dcm‘-
# All Mot mabers 's phe wov/of

PrC'FGMMGS .
‘nhecesh rete ¢ Fhe domeshic preoluchon Funchon,



Commen‘\'s

) "_J_‘..".‘.'.‘_“.'-‘Qf the Sgparehion Theorem will breal(
down i labor enters The pnducﬁbn Funchon
and Consumphon ¢ /eisure enfer non-sgpaved |
1 +he uHM'a funchon, ¢

not apf/’ - Consumph v
decisions will of course depend on Investment
clecisions , Sthee Inves Pment affec#s Fhe Hrotfe/
resouvces available Jo be Consumeel,

2.) The converse does

3-) T‘\e Se’nnb‘on Tleorem ¥ He k" ,'n*m'/,'o"
behind The Felolstein - Horioke Parle,
‘) v" +he Seran\bim nCNCM, ng s

no necessary rddwn:lfp between S +I.
Keamso‘na I o» S S‘wuu ]mduce a
low R owel ingiyni heart ¢ shuts,
Felolstein 3 Horioka founsl Fhe 0ppOS/FE.



Comparabive Stehis

¢ Suppose @, A, FLk) ard Bo® AFLK,)
o Led's Consider 3 Fypes of Shocks

1.) Temporary Praduchiviby Shock L A, 4)

2y Permancet Produchivity Sheck LAY and Aud )

3.) World Toberst Robe Sheck L r<d ],
Tempore P“JW.HW. S)\ot)( (S« F.‘,, 9 iy F.Nw.'a’ ’mp)u)O

1) Leftward pavallel shifp of PPR

2.) v doesn'¥ chanye
= investment anel Qa

3.) Cbnsump'l\'m- Smuﬂn'na
=5 CA }  (since Sy o L

don'¥ CJ\M\’C
iwplies € ¥ Jess Hhan Q)4
X thhn‘*)
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Figure 3.9: The effect of a temporary output decline in the small-open
economy with production
c
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Figure 3.10: A decline in the world interest rate from r* to r*’
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Permanent Produckivity Shoek

) New A;\L o =) K;J’ <ﬂ;F'(k,)= H-f")
=N T, J

2) @, For two recsans | 1) Ay
2) ¥

3) Thevefore 3 Byl mec Han &,

=n ST
= cAT ($%tand Id).

World Twhere Rete S’\ﬂ-k (see fig, 3410 in previons ,np'u),
W) Y =D K, o i | (F'tiey) = 1kr*)

2.) Subshiwhion effect = C, T
i? S & (Q. 'S 30'"0-.)

W) eAd (sS4, IT)

(\'\ov) does his campere to response F Crdowment wmylz



B Useful Shordewt

s Rlﬂov«b\\ eumiv\inq‘ clm\ve; In the PPF, Resource
Construint, awel Tadifference Curves 7«,‘{-‘

informeative , for trany weshons we oon '+
need +heb much deta//, Often 14 1's Subbeient

o work divectly with S ¢ T Lm’)»:, These
Con cas.‘k} be combined to illustnie Fhe CA

CAtr)

S(at,f) "




Werld Twterest Rabe Shoeik (r*t)

CA(Y, 6))

rt=>cat
(deficits shrinks)

T'emﬁnq Pfu'uc')'iw'h Lncrense A1)
r

S, @)

AN ST, T constant
=) CAT (dehut shrinks)
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New CA is less reponsive, since domeshe /afesest
rete rises.



L"ﬂe Countries

o The sum of all CA; musk be 2¢ro, Let's suppose
Fhe world Just consistS of the U.S. ¢ China,
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Asc + Regpemse ia “Smell" economy

D, =D, Respomse 'a closed uomm,

- Rup«me of lar 4e coun{vv lies behween
Fhet of elosed + small ‘open eummu
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