Exercise walk-through

Real Interest Rates and
International Capital Flows

AP Macroeconomics



Open Economy: Trade & Finance
I—Capital flows

Real rates and international capital flows

Money chases the best return, so real

interest rates drive capital
flows The stronger currency then
real rate 1 above the world makes exports dearer, push-
ing the current account toward
l deficit.
capital inflow — foreigners buy assets
l So a financial-account surplus (capital in)

offsets a current-account deficit — the two
buy the currency = it appreciates accounts tie together.
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Balance of Payments Accounts

trade in goods

(physical exports & im-
ports)

the

trade in services (tourism,

banking)

current
account

primary income (wages,
profit, interest)

.

secondary income (trans-
fers, aid)

The four parts of the current account
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Exchange Rates and Net Exports, continued

Appreciation Depreciation
(currency rises in value) (currency falls in value)
exports dearer, exports cheaper,
Imports cheaper -» imports dearer -
exports fall, imports rise||exports rise, imports fall

Appreciation makes exports dearer and imports cheaper; depreciation does the
reverse
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Exam tips

m The current account and financial account are mirror images and sum to zero.

m Always draw the forex graph for the currency named, and label its price with
that currency; one currency appreciating is the other depreciating.

m A depreciation raises net exports (exports cheaper); an appreciation lowers them.

m Higher domestic real interest rates attract capital inflows — currency appreciates
— net exports fall.

m Link it all: a budget deficit raises the real rate, appreciates the currency, and can
widen the trade deficit (twin deficits).



AP Macroeconomics

Exercises 2.1:2.3

2.1 State the effect of a higher domestic real interest rate on capital flows. 1]

2.2 State how capital inflows affect the demand for the currency. 1]

2.3 State the connection between the financial account and the current account. 1]



AP Macroeconomics

Exercises 2.1:2.3

2.1 State the effect of a higher domestic real interest rate on capital flows. 1]

2.1

o it attracts capital inflows

2.2 State how capital inflows affect the demand for the currency. 1]

2.2

o it raises the demand for the currency

2.3 State the connection between the financial account and the current account. 1]

2.3

« they broadly offset each other (a financial-account surplus matches a current-account
deficit)



AP Macroeconomics

Exercises 3.1-3.2

3.1 A higher domestic real interest rate attracts

D A capital outflows
B capital inflows

C more imports
D lower saving

3.2 Capital inflows the demand for the domestic currency.
D A raise
B lower

C do not change
D remove
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Exercises 3.1-3.2

3.1 A higher domestic real interest rate attracts

D A capital outflows
B capital inflows

C more imports
D lower saving

3.1B

e capital inflows.

3.2 Capital inflows the demand for the domestic currency.
D A raise
B lower

C do not change

D remove

3.2 A

e raise.



AP Macroeconomics

Exercise 3.3 (a)

3.3 A country raises its real interest rate above the world rate.

(a) State the effect on capital flows.



AP Macroeconomics

Exercise 3.3 (a)

3.3 A country raises its real interest rate above the world rate.

(a) State the effect on capital flows.

(a)

o capital flows in
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Exercise 3.3 (b)

3.3 A country raises its real interest rate above the world rate.

(b) State the effect on the demand for its currency.
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Exercise 3.3 (b)

3.3 A country raises its real interest rate above the world rate.

(b) State the effect on the demand for its currency.

(b)

e it rises



AP Macroeconomics

Exercise 3.3 (¢)

3.3 A country raises its real interest rate above the world rate.

(c) State the effect on the exchange rate.
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Exercise 3.3 (¢)

3.3 A country raises its real interest rate above the world rate.

(c) State the effect on the exchange rate.

()

e the currency appreciates



