HANDOUT ON OPEN ECONOMY GOODSMARKET
Define two obj ects:

Domestic aggregate demand (this is demand by domestic agents for domestic goods)
DD=C+1+G

Aggregate demand (this is demand by all agents for domestic goods)
ZZ=DD+NX=C+I|+G+X-eM

Recall our behavioral assumptions
oC/oY >0

oM/3Y >0

OX/de >0

OM/de <0

3XIBY" >0

ZZ=Y

ok wdr

Very important notes:

1. DD =ZZ only when NX = 0 which implies that net exports are zero at the level of income where the DD
and ZZ curves cross

2. ODD/dY = dC/dY > dZZ/Y = dDD/dY + dNX/JY = &C/dY - edM/dY
Thisinequality istrue because € > 0 and assumption 2 above, and implies that the slope of the ZZ curveis
flatter than the slope of the ZZ curve. The flatter slope aso implies that the multiplier is smaller in the
open economy than the closed economy

3. WhenY =0, ZZ > DD because when Y = 0 we still have X > 0. Thisimpliesthe intercept of the ZZ curve
denoted by ZZ, islarger than the intercept of the DD curve denoted by DD,. Note the following:

DDy=Co+1+G where if C=cy+ ¢;*(Y-T) we have Co = ¢o — &*T
ZZy= DDy + NX, = DDy + X -eM, where M is imports when domestic income is zero

Proof that increasein Y” ALWAY Simprovesthe trade balancein this model:
Note that, P, and Pare assumed to be fixed. First figure out the effect on aggregate demand.
Assume consumption, exports, and imports are linear in incond&/8% = ¢;, dX/3Y" = %, anddM/3Y = m,.

The old equilibrium income Y = ZA1-c,+emy). Since equilibrium output linear in autonomous spendingvi&Z
can write

AY = AZZy(1-c,+emy)

Note further that the change in foreign income does not affect domestic aggregate demand sARP ka@ebut
more importantly,

AZZo = ADDg+ANX g = AX-£*AMg = X,AY" > 0

So the ZZ curve shifts up by®»\Y" and equilibrium income increases Y = x,AY"/(1-ci+emy) > 0.

Since net exports are linear in income, we can \file= mAY and thus

ANX = AX-eAM = x,AY -e*mAY = x,AY [1-emy/(1-ci+emy)] = XAY (1-¢)/(1-¢+emy) > 0

Note ANX can be decomposed into two effefids = ANX, andeAM. The exports component is the impact effect

of higher foreign output and thus demand for exports, and the second term corresponds to the increase in imports
that the increase in exports creates due to rising equilibrium income.



Effects of a Real Depreciation and the Marshall Lerner Conditoin:

For simplicity, assume M = m,Y/e and X = x;Y & which are consistent with our behavioral assumptions above, and
the Marshall-Lerner condition, the latter of which is shown below.

The impact effect of areal depreciation on autonomous net exportsis

ANXq = AX-AEM) = XY > 050 AZZo= XY~

Thisimplies (note the new multiplier due to different functional form for imports)
AY = XY /(1-ci+my)

As net exports are linear in equilibrium income and the real exchange rate

ANX = AX-A(EM) = XY -mAY = x.Y (1-¢))/(1-ci+my) > 0



