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A. Balance of Payments (cont)




Fundamental BOP Identity

Any international transaction automatically gives rise to two
offsetting entries in the balance of payments resulting in a
fundamental identity:

Current Financial Capital
Account + Account + Account = 0
Balance Balance Balance

Net International Investment Position

NIIP is a country’s net foreign wealth, the difference between
foreign assets owned by domestic residents and domestic
assets owned by foreigners.

Gross Foreign Assets
( What foreigners owe to us)

Gross Foreign Liabilities
( What we owe to foreigners)
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Current Account and Changes in NIIP

From the BOP identity,

Current Financial Capital
Account = — Account + Account
Balance Balance Balance
Current Account >0 <= Financial Account <> Increase in NIIP

+ Capital Account <0
The country imports more assets than it exports,
thus increasing its NIIP.

Current Account < 0 €<= Financial Account <> Decrease in NIIP
+ Capital Account >0

The country exports more assets than it imports,
thus decreasing its NIIP.
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Japan’s Current Account and NIIP

Bank of Japan
Billions of yen

300,000

250,000

200,000

150,000 —Net Foreign Wealth
100,000 —Current Account
50,000

A e

US Gross Foreign Assets and Liabilities

Assests, liabllilties
(ratic to GDP)

14

1.2

14

0.8 (Gross toreign liabilities
’ ~

0.6
0.4 4

i
Gross foreign assests
0.2 4

v] L e S S S e e LN S s S S S S B S S S B S B S
1976 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1989 2001 2003 2005

From Krugman, Obstfeld, and Melitz (2011), p.345.
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Why Current Account relates to NIIP?

Suppose a country exports 100 cars, but imports only 80 cars.

The current account surplus of 20 cars is the value of lending
to foreigners, which the country will be repaid in the future.

The equal change in net foreign wealth.

Do financial transactions affect NIIP in any way?

Suppose domestic residents buy a share of stock from
foreigners by bank transfer. What happens to NIIP?

Financial transactions affect only “gross” foreign assets and
liabilities with no change in “net” foreign assets.

Official International Reserve Assets

Financial account also records the transactions of
“official international reserve assets” by the central

ank.
“Official international reserve assets” is foreign assets
held by the central bank to cushion against instability in
international markets.

“Official international reserve assets” includes
foreign( mainly, US) government bonds, foreign ( mainly,
US) currency, gold and accounts at the IMF.

10
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Official Reserve Account /
Changes in Reserve Assets

Financial Account

® Official Reserve Assets = Official Reserve Account
® All Other Assets = Non-Reserve Portion of the FA

v Decreases in reserve assets by the domestic central bank
are a credit (+).

v’ Increases in reserve assets by the domestic central bank
are a debit ( - ).

Notice that official reserve account is in deficit when the
central bank has increased the reserve assets.

11
Fundamental Identity Again
Current Financial Capital
Account Account Account | = 0O
Balance Balance Balance
Current Non- Changes in Capital
Account Reserve FA Reserve Account | = 0
Balance Balance Assets Balance
Current Non- Capital Changes in
Account Reserve FA Account Reserve | =0
Balance Balance Balance Assets
\ Y )
Capital and Financial Account 1
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Japan’s BOP for 2011

Ministry of Finance

(HUAE ; {8, %)
(Y100 million, %)
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Japan’s BOP for 2011 (cont.)

Financial Account
Direet investment
Partfolio investment
(Excl. securities lending)
Financial derivatives
Other investment
(Excl. securities lending)

Capital Account

Capital & Financial Account

g W 75,819 — UZ,416 168,235
L= - < —102,997|  — 52,140 — 50,858
[T < 57,207 — TL170 128,377
(RESE VRS LS | 2B I 54,7800  — TO.B56) ( 134,436)
& @R A B S 14,045 6,701 7,345
EOfb B 107,564 24,193 83,371
(RE VR 3 B ) 09947 © 3LE46) 77,301
EofhE &R X — 4,804 7,272
< N 4 — 67,220 175,507
b 15 B i ) R — 52,035 — 62,904
w2 R - 42,2&27 — 17,337 — 24,945

Changes in Reserve Assets

Errors & Omissions
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Japan’s BOP 1985 - 2011

Bank of Japan

¥100 million
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B. Exchange Rates

Equilibrium in the FX Market




Exchange Rates

The exchange rate is the “price” of one currency
measured in terms of another currency.

The yen/dollar exchange rate is the “price” of dollar

measured in terms of yen.
It is expressed as “80 yen per dollar” or “¥80/S.”

17

Depreciation and Appreciation

Depreciation is a decrease in the value of currency
relative to another currency.

Dollar’s depreciation: ¥80/S = ¥79/S
Depreciated currency is less valuable and therefore can
buy smaller amount of another currency.

Appreciation is an increase in the value of currency
relative to another currency.

Dollar’s appreciation: ¥80/S - ¥81/S
Appreciated currency is more valuable and therefore can
buy larger amount of another currency.

18
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Imports/Exports of Goods

iPod

$200

-
—‘——
—

¥16,000

/

Commercia
Bank Demand for the US goods

- Demand for the dollar

Demand for the Japanese goods
-> Supply of the dollar
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Imports/Exports of IOUs

us
Entrepreneur

¥16,000

I’ /

Commercia
Bank Demand for the US assets

- Demand for the dollar

Demand for the Japanese assets
-> Supply of the dollar

20
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Demand and Supply of Dollar

Yen/Dollar Exchange Rates
= Price of the Dollar

A

N

Demand for the Dollar

Demand for the US
goods/services
(Imports)

Demand for the dollar-
denominated assets

Supply for the Dollar

Demand for the Japan
goods/services
(Exports)

Demand for the yen-
denominated assets

21

Composition of an Individual’s Wealth

Total Wealth ¥500,000

Dollar assets

Yen assets

Suppose you want to have more dollar assets.

>< Dollar assets

Yen assets

For a short period, you can’t add dollar assets to

your total wealth.

Dollar assets

Yen assets

You can only replace part of your yen assets with

dollar assets, by selling yen assets and buying dollar

assets.

22
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When you want to increase dollar assets;

1. Sell part of your yen assets for yens.
2. Buy dollars in exchange for yens.
3. Buydollar assets for dollars.

Demand for dollar assets < Demand for the dollar

When you want to increase yen assets;

1. Sell part of your dollar assets for dollars.
2. Sell dollars in exchange for yens.
3. Buyyen assets for yens.

Demand for yen assets & Supply of the dollar

23

Asset Approach

Transactions of “stock” of assets:

® Transaction of “accumulated” assets

=» Volume of transactions can be large.
® Transaction of “existing” assets

=» Transactions can happen in a minute.

A large amount of demand/supply of the assets could rise
for a very short time.

For a short period of time, the demand and supply of the
dollar are mainly driven by the demand for the dollar/yen
assets, rather than the demand for the US/Japan goods.

An Asset Approach to the Short-term
Exchange Rate Determination

24
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“Export and import transactions are small relative to
the amount of domestic and foreign assets at any
given time. For example, foreign exchange
transactions in the United States each year are well
over 25 times greater than the amount of U.S.
exports and imports. ” ( Mishkin, p.511)

25

When dollar assets are more attractive than yen assets,
investors try to replace part of yen assets with dollar
assets: demand for the dollar.

When dollar assets are less attractive than yen assets,
investors try to replace part of dollar assets with yen
assets: supply of the dollar.

What factors make dollar assets more/less attractive than
yen assets ?

What factors affect the demand and supply of the dollar?

=» Asset returns
26
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Interest Rates and Asset Returns

Asset returns: the percentage increase in value an

asset offers over some time period.

A currency’s interest rate: the amount of a currency
an individual earn by lending a unit of the currency for

a year.

27

Interest Rates and Asset Returns

Today

1year
after

¥100,000

Interest
rate of 0.03

¥101,712.5

$1,287.5

Dollar return of dollar denominated asset

= interest rate of that asset ( =(0.03))

Yen return of dollar denominated asset

101,712.5 -100,000
= : : 0.017125

100,000

28
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Generally, the Yen return on dollar denominated assets is
not equal to the interest rate of dollar denominated

assets.
® [f the dollar appreciates against the yen, the yen return

on dollar assets is greater than the interest rate.
® [f the dollar depreciates against the yen, the yen return
on dollar assets is smaller than the interest rate.

29

Simple Rules for Returns on Foreign Assets

Today YC

$C/E,

Interest
) rate

1year " 3
ey LSRR <

Uncertain today.
Must be replaced by an “expected” value,
which is denoted by Ef.

30
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Simple Rules for Returns on Foreign Assets

Re= i 4 B2 Fo
EO
Expected rate of Int t rate of Expected rate
yenreturnof | = nterestrate oty of dollar
a dollar asset o
a dollar asset appreciation

All else equal,

® Anincrease in the interest paid on dollar-denominated
assets raises the expected rate of yen return of the
assets

® A depreciation of the “current” dollar raises the
expected rate of yen return of the assets

® A depreciation of the “future” dollar lowers the
expected rate of yen return of the assets

31
Depreciation of the Current Dollar
How changes in the current exchange rate affect
the expected yen return on dollar assets when E7 =80
—E
R®= 0.03+ 80 -,
EO
Today’s Expected Expected yen
yen/dollar yen/dollar return on dollar
exchange rate exchange rate assets
81 80 0.01765
80 80 0.03
79 80 0.04265
78 80 0.05564
32
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Expected yen return
on dollar assets R°

0.05 . ]
001 o (leen EE 22603
0.03 /\
0.02
0.01 \.
0 T T T T
78 79 80 81 82

Today’s yen/dollar
exchangerate E;
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Depreciation of the Future Dollar
How changes in the future exchange rate affect
the expected yen return on dollar assets when E; =80
ES —
R®=~ 0.03+ 1 80
Today’s Expected Expected yen
yen/dollar yen/dollar return on dollar
exchange rate exchange rate assets
80 81 0.0425
80 80 0.03
80 79 0.0175
80 78 0.005
34
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Expected yen return
ondollar assets R®
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exchange rate E
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