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Open Economy Notes
1.0pen Economy
It is one in which trading is done with other nations in goods and service and most
often in financial assets.
2.Balance of Payment It is a systematic record of all economic transaction between
the residents of a country, and the rest of the world during a year.
3.Current Account
Transactions relating to trade in goods and services and transfer payment constitute
the current account.
Components of Current Account
(i)Visible Trade (ii) Invisible Trade (iii) Transfer Payment
4.Capital Account It represents international capital transactions which include sale
and purchase of assets such as bonds equities, lands, loans, bank account etc.
Components of capital account
(i) Foreign Investment
(i) Loans
(iii) Banking Capital Transaction.
5. Balance of Trade It means the systematic records of visible imports and exports in a
given year.
BOP = Visible Exports — Visible Imports
6.Autonomous Transaction
It refers to those international economic transaction which are taken with the motive of
profit.
7.Accommodating Items
All the items related to the monetary transfers correcting balance of payments dis
equilibrium are accommodating items.
8.Foreign Exchange Market
The market in which forei.cn currencies are bought and sold is called the foreign
exchange market.
9.Foreign Exchange Rate
The rate at which one currency i exchanged for other is known as the rate of
exchanges n foreign exchange rate.
10.Fixed Exchanges Rate
System It refers to the rate ni exchange fixed by the government.
It has two important variants



()Gold standard system of exchanges rate.

(ii)Bretton woods system of exchanges rate.

11.Determination of Foreign Exchange Rate

It i determined by the forces of supply and demand in the foreign exchanges market.
12.Devaluation

It is the fall in the value of domestic currency in relation to foreign currency as planned
by the government In a situation exchanges rate is fixed by government.
13.Depreciation

It is the fall in the value of domestic currency in relation to foreign currency in a
situation when exchange rate is determined by the forces of demand and supply in tin
international money market.

14.Managed Floating

It is a system that allows adjustments in exchanges rate according to set of rules and
regulation which are officially declared in the foreign exchanges market.

Foreign Exchange And Its Related Concepts

1. Foreign exchange refers to all the currencies of the rest of the world other than the
domestic currency of the country. For example, in India, US dollar is the foreign
exchange.

2. The rate at which one currency is exchanged for another is called Foreign Exchange
Rate.

In other words, the foreign exchange rate is the price of one currency stated in terms of
another currency. For example, if one U.S dollar exchanges for 60 Indian rupees, then
the rate of exchangeis 1S =Rs. 60 or 1 Rs = 1/60 or 0.0166 U.S. dollar.

3. Foreign exchange market is the market where the national currencies are converted,
exchanged or traded for one another.

4. Functions of a foreign exchange market

(a) Transfer Function: Transfer function refers to transferring of purchasing power
among countries.

(b) Credit Function: It implies provision of credit in terms of foreign exchange for the
export and import of goods and services across different countries of the world.

(c) Hedging Function: Hedging function pertains to protecting against foreign
exchange risks. Where Hedging is an activity which is designed to minimize the risk of
loss.

5. Sources of demand of foreign exchange:

The demand (or outflow) of foreign exchange comes from the people who need it to
make payments in foreign currencies. It is demanded by the domestic residents for the
following reasons:

(a) Imports of Goods and Services: When India imports goods and services, foreign
exchange is demanded to make the payment for imports of goods and services.



(b) Tourism: Foreign exchange is demanded to meet expenditure incurred in foreign
tours.

(c) Unilateral Transfers Sent Abroad: Foreign exchange is required for making
unilateral transfers like sending gifts to other countries.

(d) Purchase of Assets in Foreign Countries: It is demanded to make payment for
purchase of assets, like land, shares, bonds, etc. in foreign countries.

(e) Repayment of loans to Foreigners: As and when we have to pay interest and repay
the loans to foreign lenders, we require foreign exchange.

(d) Speculation: Demand for foreign exchange arises when people want to make gains
from appreciation of currency.

6. Reasons for ‘Rise in Demand’ for Foreign Currency:

The demand for foreign currency rises in the following situations:

(a) When price of a foreign currency falls, imports from that foreign country become
cheaper. So, imports increase and hence, the demand for foreign currency rises. For
example, if price of 1 US dollar falls from Rs. 60 to Rs. 55, then imports from the USA
will increase as American goods will become relatively cheaper. It will raise the
demand for US dollar.

(b) When a foreign currency becomes cheaper in terms of the domestic currency, it
promotes tourism to that country. As a result, demand for foreign currency rises.

(c) When price of a foreign currency falls, its demand rises as more people want to
make gains from speculative activities.

7. Demand curve of foreign exchange is downward sloping:
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(a) Demand curve of foreign exchange slopes downwards due to inverse relationship



between demand for foreign exchange and foreign exchange rate.

(b) In figure, demand for foreign exchange (US dollar) and rate of foreign exchange are
shown on the horizontal axis and vertical axis respectively.

(c) The demand curve [USS] is downward sloping. It means that less foreign exchange
is demanded as the exchange rate increase

(d) This is due to the fact that rise in the price of foreign exchange increases the rupee
cost of foreign goods, which make them more expensive. As a result, imports decline.

Thus, the demand for foreign exchange also decreases.

8. Sources of supply of foreign exchange: The supply (inflow) of foreign exchange
comes from the people who receive it due to the following reasons.

(a) Exports of Goods and Services: Supply of foreign exchange comes through exports
of goods and services.

(b) Tourism: The amount, which foreigners spend in the home country, increases the
supply of foreign exchange.

(c) Remittances (unilateral transfers) from Abroad: Supply of foreign exchange
increases in the form of gifts and other remittances from abroad.

(d) Loan from Rest of the world: It refers to borrowing from abroad. A loan from U.S.
means flow of U.S. $ from U.S. to India, which will increase supply of Foreign
exchange.

(e) Foreign Investment: The amount, which foreigners invest in our home country,
increases the supply of foreign exchange.

(f) Speculation: Supply of foreign exchange comes from those who want to speculate
on the value of foreign exchange.

9. Reasons of‘rise in supply’ of foreign currency: The supply of foreign currency rises
in the following situations:

(a) When price of a foreign currency rises, domestic goods become relatively cheaper.
It induces the foreign country to increase their imports from the domestic country. As a
result, supply of foreign currency rises. For example, if price of 1 US dollar rises from
Rs. 60 to Rs. 65, then exports to USA will increase as Indian goods will become
relatively cheaper. It will raise the supply of US dollars.

(b) When price of a foreign currency rises, foreign direct investment (FDI). from rest of
the world increases, which will increase the supply for foreign exchange.

(c) When price of a foreign currency rises, supply of foreign currency also rises as
people want to make gains from speculative activities.

10. Supply curve of foreign exchange is upward sloping:
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(a) Supply curve of foreign exchange slopes upwards due to positive relationship
between supply for foreign exchange and foreign exchange rate, which means that
supply of foreign exchange increases as the exchange rate increases.

(b) This makes home country’s goods become cheaper to foreigners since rupee is
depreciating in value. The demand for our exports should therefore increase as the

exchange rate increases.
(c) The increased demand for our exports will translate into greater supply of foreign

exchange.
Thus, the supply of foreign exchange increases as the exchange rate increases.
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