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In this chapter: 

● Exchange rate and its economic impacts.

● Balance of payments and financial flows around the world.

● Structural deficits and how they limits emerging countries.

● Fixed or flexible currency regimes?

● Free or controlled capital flows?

● Industrialization by import substitution versus export-oriented 

industries.

● The United States and its advantages by printing the world’s 

currency.



Currency manipulations misperceptions

Since 2000, China has been accused of manipulating its currency. 

However, in different ways, countries all over the world manipulate 

their currencies. (e.g. the Fed changing the interest rate)

What matters is the deleterious effects of currency manipulations, not 

the manipulations themselves. 

This chapter will help us look at economic policies and their effects in 

an OPEN economy.
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Exchange Rate: Definition, Appreciation, 
Depreciation
Exchange rate is the number of units of foreign currency per unit of 

local currency.

Usually, use as the base currency the one with the higher value. E.g. 

110¥ per USD.

Exchange rate movements mean that the relative price of currencies is 

changing i.e. One currency appreciates against the other. Appreciation 

happens when one currency becomes stronger, and depreciation means that 

it is now weaker, when compared to other currencies.



Coffee and Tea Analogy

Think of two different currencies as two simple goods. An exchange rate 

is the relative price of these two goods. Let’s say, coffee and tea. 

Coffee can become either more expensive or cheaper than tea. A more 

expensive coffee is the same as stating that coffee has appreciated 

against tea. A cheaper coffee is the same as it being devalued in 

relation to tea. 



The Conventional Way to Display Exchange Rate Movements over Time



Importance of Exchange Rates

Depreciations and appreciations are important because they affect social 

welfare.

Exchange rates influence macroeconomic variables through inflation and 

aggregate demand.



Devaluations and Inflation

Currency devaluations generate inflation. 

There are three reasons why a devaluation results in inflation: 

 By changing the price of imported final goods.

 By changing the price of imported intermediary goods.

 By changing the price of export goods in the local market.



Devaluations and Inflation 

 A company imports final and intermediary goods. Its costs are mainly 

in foreign currency but not its revenues. As the local currency

devalues, costs go up, which results in lower supply and higher 

prices. 

 As the local currency devalues, exports become more attractive, the 

supply of tradable goods in the local market shrinks and prices go 

up, until there are no arbitrage opportunities.



Appreciations and Deflation

Stronger currencies make imports and the local price of export goods 

cheaper. 

This is why many countries try policies that would strengthen their 

currencies when facing high inflation. 



Open Economy Model

In the open economy, Y = C + I + G + X – IM, hence currency movements 

affect the economy through aggregate demand. 

Exchange rates movements echo the total exports and imports, with 

devaluations jolting exports and appreciations squeezing imports. 

When currencies become weaker (devalue or depreciate), there is a 

tendency for GDP growth to increase because of rising exports but there 

is also an inflationary pressure. As currencies become stronger 

(appreciate) growth should slow down, but so should inflation.  



Open Economy Model: A Few Reminders

It is important to note that currency movements do not have an 

instantaneous on growth and inflation. 

Also, the impact on inflation comes before changes on economic growth. 

Why?

While imports become more expensive as soon as importers have to 

replenish inventories, companies cannot automatically change the amount 

they export; it takes some time for currency signals to affect 

production and marketing decisions. 
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What is the foreign currency market? 

The foreign currency market is a representation of the myriad of reasons 

that locals and foreigners have to conduct transactions in other 

currencies in a local economy. 

Each transaction in a currency is recorded in a country’s Balance of 

Payments (BoP). By analyzing the changes in the BoP over time, we can 

identify situations of external fragility, effects of currency crises, 

and mechanisms through which governments intervene in foreign exchange 

markets.



Foreign currency market: the Role of USD

For the sake of 

simplicity, all 

transactions are 

recorded in one foreign 

currency: The US Dollar. 

For example, in the 

Chinese foreign currency 

market, 

Quantity of 
USD in China

DUSD

SUSD

e

QUSD
QSUSD=QDUSD

Exchange Rate (CNY per 1USD)



Foreign Currency Market in the US

In America, because the Fed issues the world currency, the supply and 

demand for foreign currency is a representation of the holdings of the 

US dollar by foreigners.

In that sense, we can think of the American dollar market as being made 

up of two parts: the dollars floating around the American economy and 

the holdings of US dollars by foreigners.

Non-residents, including individuals, companies and countries, would 

hold US dollars for carrying out trade, offshore financial transactions, 

tourism, or simply as a store of value. 



Currency Movements in the Foreign Currency Market

Assume that the 

Russian economy has a 

freely floating 

exchange rate

Quantity of 
USD in Russia

DUSD

SUSD

e

QUSD
QSUSD=QDUSD

Exchange Rate (RUB per 1USD)



Assume that there is an 

increase in inflows of a 

foreign currency (USD) in the 

Russian economy, because of a 

strong performance of Russian 

exporters

Capital inflows into the 

Russian economy would shift 

the relative supply of US 

dollars, moving it from SUSD to 

S’USD. The result is an 

appreciation of the rouble 

(from e to e’), with a higher 

relative quantity of foreign 

     

Quantity of 
USD in Russia

DUSD

S’USD

e'

Q’USD

Exchange Rate (RUB per 1USD) SUSD

e

QUSD



Trade-Weighted Index

A trade-weighted index compares a country’s currency with those of its 

most important trade partners. E.g. The US with Europe, Japan, China and 

Mexico.

A trade-weighted index would put distinct weights to an average of the 

euro, yen, yuan, and peso. Increases in the index mean that the American 

dollar, is appreciating against its trade partners, and decreases 

represent a depreciation of the greenback. 



Trade-Weighted Index



Flight to Safety

A phenomenon in which investors move their money from relatively 

volatile markets to safe assets. A great example would be the situation 

of the USD after the financial crisis:

● From 1996 to 2002, the dollar increased in value, depreciated from 

2002 to 2008 before sharply appreciating again after the crisis

● Even though the crisis started in the US, economic agents still 

considered the US to be a safe economy

● This led investors to park their money in the safest possible 

assets, including US Treasury bonds



Brexit and the weakening of the pound

Brexit was a huge shock to the British - and world - economy, and the 

shock came from a change in expectations. 

If investors believed that leaving the EU would benefit the UK, the 

pound should have become stronger with Brexit. 

However, what really happened? 



Brexit and the weakening of the pound



Brexit and the weakening of the pound

As can be seen from the graph, the pound dropped steeply after the 

result of the referendum. This is because most investors believed that 

Brexit was bad for the British economy. 

As a result, money flowed out of the UK, some of it into the rest of the 

European Union, leading to the strengthening of the euro. 



Brexit and the weakening of the pound

Quantity of 
GBP in Europe

DGBP

SGBP 2016

1.325= e2016

QGBP

S’GBP 2017

Q’GBP

1.163= e2017

Exchange Rate (EUR per 1GBP)



Brexit and the weakening of the pound

 In January 2016 one pound bought 1.325 euros.

 With the Brexit vote, the euro strengthened by over 10% against the 

British currency.

 If Leavers are right and this will lead to future prosperity, the 

pound should recover its value against the euro.
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What is the Balance of Payments?

 The balance of Payments (BoP) is the sum of all transactions between 

residents and nonresidents over a particular period, usually a year.

 It represents all the different reasons why agents would require or 

offer American Dollars in the local market. E.g. tourists going to 

and from the local market.

 The BOP is a system that registers and classifies all entries and 

exits of foreign currency into sub-accounts. 

 Balance of trade: all the entries of foreign currency due to its 

exports and subtracts the exit of foreign currency due to its 

imports.



Categories of the Balance of Payments

The Balance of Payments has three main categories: 

 Current Account: shows flows of goods, services, primary income, and 

secondary income between residents and nonresidents.

 Financial Account: shows net acquisition and disposal of financial 

assets and liabilities.

 Capital Account: shows credit and debit entries for non-produced 

non-financial assets and capital transfers between residents and 

nonresidents.



Categories of the Balance of Payments

 The sum of the balances in the current and capital accounts 

represents the net lending (surplus) or net borrowing (deficit) of 

the economy with the rest of the world. 

 This is conceptually equal to the net balance of the financial 

account. 

 In other words, the financial account measures how the net lending 

to or borrowing from nonresidents is financed. 



Categories of the Balance of Payments

The trade balance (exports – imports), and all service flows, like 

tourism, royalties from patents, profits from foreign direct investment 

(FDI) and interest from international loans are part of the current 

account. 

When money flows in or goes out for the ownership of assets, either 289 

| Page financial or physical, it is part of the capital account. E.g. 

FDI 



Stocks and Services

All investments generate flows. When profits from these investments flow 

back to headquarters, they are counted on the balance of services and 

income.

The link between initial investments (which in technical jargon are a 

measure of stock) and their later flows is called service. 

Royalties repay investments in technology or efforts put into writing a 

book; They are the services of these investments. 

Always separate any kind of investment into two main components: 

● The main investment = stock

● The flow it generates = service



The Balance of Payments

 By design, the BoP is always balanced.

 If there is no statistical discrepancy (errors and emissions), then 

changes in reserve assets = changes in current + capital + other 

financial accounts.

 The current account is a representation of the trade account (a 

measure of flows).

 The capital and financial accounts change as ownership of assets is 

transferred from residents to nonresidents.

 The BoP identifies currency movement flowing in and out of the 

country - the supply and demand and the reason exchange rates move.



Examples of Currency movements

Assume a country now exports 

more. The increase in exports 

(X) results in foreign capital 

inflow and thus a pressure on 

the currency to appreciate

As supply increases from SUSD
to S’USD, there is more 

foreign currency in the local 

market (QUSD to Q’USD) and the 

local currency appreciates, e 

to e’.

Quantity of 
USD in local market

DUSD

S’USD

e'

Q’USD

Exchange Rate (X per 1USD) SUSD

e

QUSD



Examples of Currency movements

Assume that households and 

businesses have less confidence 

in the local government. The 

result would be an outflow of 

foreign currency through the 

capital account (short-term 

capital).

As demand increases from DUSD to 

D’USD, more foreign currency is 

used (QUSD to Q’USD) and the local 

currency depreciates, e to e’, 

until agents stop sending money 

abroad.

Quantity of 
USD in local 
market

DUSD

D’USD

e'

Q’USD

Exchange Rate (X per 1USD) SUSD

e

QUSD



The Example of the Japanese Economy 

The Japanese economy illustrates how the relative prices of local 

currencies fluctuate according to the relative strength of the economy. 

From the 1950s to the early 1990s the Japanese economy grew at an annual 

rate of more than 7%, during which the  the yen appreciated 

substantially against the greenback; from 357¥ per USD to less than 120¥ 

per USD in 1991. 



The Example of the Japanese Economy 
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Flexible Exchange Rates

In the case of a fully flexible exchange rate, the current, financial 

and capital accounts balance each other out and there are no changes in 

foreign reserves.

Throughout the business cycle, the local currency devalues as recession 

hits, and appreciates as the economy expands. This dynamic makes 

exchange rates anti-cyclical. How? 

Consider investment. As the economy expands, more international capital 

flows into the country, strengthening the currency. As the economy 

cools, capital flows out of the country and the currency weakens. 



Trade and Financial Channels

Interactions between countries affect exchange rates, and there are two 

channels which are affected: The Trade and Financial Channels. 

Trade Example: A recession in China affects the rest of the world through 

the trade channel: its trade partners suffer a decrease in the demand for 

their products, lose exports, and there is a pressure for the devaluation 

of their currencies. 

Financial Example: If the Fed increases the target interest rate, 

investors from around the world have an incentive to move part of their 

assets to America in search of higher yields, leading to an appreciation 

of the USD.
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Structural Deficits and Surpluses

 Structural Deficit: A constant outflow that, if not compensated by 

inflows in other accounts, leads to an enduring devaluation 

pressure.

 The US and UK are good examples of countries with structural 

deficits because they are net importers. 

 Structural Surplus: Usually associated with a pressure on the local 

currency to appreciate.

 Germany, South Korea and Norway are examples of countries with 

structural surpluses, because of their continuous positive net 

exports.



Surpluses and Deficits around the world

Source: World Bank



Surpluses and Deficits around the world

 Since the 2000s Germany’s trade surplus has been increasing, 

surpassing USD 200 billion per year in 2007.

 The US trade deficit has not yet been lower than USD 300 billion in 

this century, and should continue to be large, as America is a 

natural sponge for the world’s products.



Source: World Bank

Surpluses and Deficits around the world



Surpluses and Deficits around the world: Norway 
Case

 In relative terms, Norway has had the highest trade surplus - from 

2000 to 2010 Norway’s trade balance was worth approximately 14% of 

GDP annually. 

 The huge surplus generates a continuous pressure on the krone, which 

makes Norway one of the most expensive countries in the world.

 Most of Norway’s structural trade surplus comes from oil, given the 

country’s massive reserves.

 Oil prices fell in 2014 and 2015 and with them the trade surplus 

declined, but it is still much higher than the average net-importing 

OECD country.



Sectoral Imbalances

Currencies move according to the relative strength of the economies but 

their movements also depend on those economies’ sectoral imbalances. 

E.g. Germany has had a surplus in its trade account since the early 

1990’s, which puts pressure on the Euro to appreciate. Germany’s net 

exports of goods and services turned positive in the mid 1990s and have 

increased in relevance over time. 



Germany’s Sectoral Imbalance

Germany’s trade balance increased from 1% of GDP in 1999 to almost 8% of 

GDP in 2015. 



Germany’s Sectoral Imbalance

If net transfers are negligible, there are two options for balancing the 

surplus: 

1. The financial and capital accounts would have to be negative in the 

same amount; OR

2. The country would be accumulating reserves.

In this case, the second one occurred. 



Germany’s Sectoral Imbalance

 Due to the fact that Germany is part of the Eurozone, this surplus 

affects all the other countries in the EU by putting pressure on the 

Euro to appreciate.

 This leads to less net exports by other countries in the Eurozone, 

resulting in an economic loss as most of the markets in the region 

were suffering from a growth gap, which would have been ameliorated 

were it not for Germany’s surplus.

The situation highlights the tradeoffs involved in building an 

integrated economic bloc.



Structural Deficits in Emerging Markets

In some emerging countries, structural deficits in the balance of 

services and income tend to cause devaluation pressures and have even 

caused currency crises which led to hyperinflation. 

Inflows of foreign direct investment and loans later leave countries as 

profits, interest and amortization. 

Emerging countries also tend to be net importers of technology, and 

hence their royalties rubric tends to show annual net outflows. 



Brazil’s Balance of Services and Income

Balance of services and income, Brazil, 1947-2015, in current USD million.



Brazil’s Balance of Services and Income

 Every single year from 1947, there has been a net outflow, with the 

amount growing as the country developed.

 From 2011 to 2016 the average outflow of the balance of services and 

income was USD 75 billion.



How do Currency Crises Occur? 

As foreign money leaves, there is an upward pressure on the local 

currency. This leads to inflation, and if money continues to leave, 

result is an inflationary spiral. 

In the 1980’s, when borrowing was far easier than today, many countries 

in Latin America suffered from currency crises. With their gigantic 

primary deficits, the debts left the countries insolvent and led to 

hyperinflation in Brazil, Argentina and Chile, among others. 

Today, many emerging countries try to accumulate foreign reserves to use 

them as a cushion against rapid capital outflows.
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