The Open Economy
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Imports and Exports as a Percentage of Output: 2012 While international
trade is important for the United States, it is even more vital for other countries.

Data from: International Monetary Fund.
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» The Role of Net Exports (NX)
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Trade Surplus

Balanced Trade

International Flows of Goods and Capital: Summary

This table shows the three outcomes that an open economy can experience.

Trade Deficit

Exports = Imports

Net Exports = 0
Y>C+1+G

Saving > Investment
Net Capital Outflow > 0

Exports = Imports

Net Exports = 0
Y=C+1+G

Saving = Investment
Net Capital Outflow = 0

Exports < Imports

Net Exports < 0
Y<C+1+G

Saving << Investment
Net Capital Outflow < 0
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> HHO: NX=(Y-C-G)-1=S-1
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Case Study: The U.S. Trade Deficit
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(a) The U.S. Trade Balance
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(b) U.S. Saving and Investment
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Case Study: Why Doesn’t Capital Flow to Poor Countries?

In the real world, capital flows from poorer
countries, such as China, Nigeria, Venezuela, and
Vietnam 1n 2013, to richer countries, such as the
United States.

From one perspective, the direction of international
capital flows 1s a paradox. The phenomenon of
diminishing marginal product says that capital should
be more valuable where capital 1s scarce.

F(K,L)=AK*L™
MPK =aA(L/K)™ y
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This prediction, however, seems at odds with the
international flow of capital represented by trade
imbalances. Capital does not seem to flow to those
nations where 1t should be most valuable. Instead of

pital-rich countries like the United States lending to
pital-poor countries, we often observe the opposite.

1y 1s that?
One reason 1s that there are important differences

among nations other than their accumulation of capital.

A second reason capital might not flow to poor

nations 1s that property rights are often not enforced. 22
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> —irEfE (law of one price)
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