International Trade & Finance
Instructor: Mark Tomass

Class Notes # 5
Short-term Determinants of Interest Rates, International Capital Movements, 

and Exchange Rates
The market for borrowing and lending money is commonly called the loanable funds market (LF).  The price according to which these funds borrowed or lent is the interest rate (r).  Below, we shall construct a simplified framework with which to explain the forces that determine interest rates in an open economy.

The relationship between the domestic interest rate (rd) and the world interest rate (rw) determine the foreign supply of loanable funds (SF) shown on graph (1) bellow.  When rd  = rw, SF is zero.  When rd > rw, SF is positive and vice versa.  The higher the domestic interest rate, the greater the foreign net supply of loanable funds or lending by foreigners (LF).  At low values of the domestic interest rate, foreigners will borrow rather than lend, thus leading to negative lending or to borrowing by foreigners (BF).
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The impact of international lending on the total domestic supply of loanable funds (Sd + SF) is shown on graph (2).  We add the foreign net supply of loanable funds to the net supply of loanable funds from households to obtain the total domestic supply of loanable funds.  At an interest rate which equals to the world's rate of interest rw, foreigners lend nothing, so the total supply of loanable funds equals the supply of households.  At a domestic interest rate higher than rw, foreigners are net lenders of the amount LF, so the total supply of loanable funds is more than the supply of households.  At a domestic interest rate below rw, foreigners are net borrowers of the amount BF, so the total supply of loanable funds is less than the supply of households.
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In the open economy, the total demand is the demand for borrowing to finance investment (DI) plus the demand for government borrowing to cover the budget deficit (DG).  The equilibrium domestic rate of interest (r1) in the loanable funds market is determined by the total supply (Sd + SF) and total demand (DI + DG) as shown on graph (3).  At the domestic rate of r1 > rw, investment borrowing is at BI, government borrowing is BI + G - BI, domestic lending is at Ld, and foreign lending is the distance LF.
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Alternatively, graph (4) below shows net foreign borrowing when the domestic interest rate is below the world rate.
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The effect of international lending on the foreign exchange market

In order for foreigners to lend, they buy domestic securities.  However before they lend they have to buy the domestic currency.  Their demand for domestic currency is added to the foreign demand for domestic currency to purchase domestic export goods.  The difference between imports and exports is the amount of domestic currency bought by foreign investors to lend on the domestic market.  On graph (5) below, this amount equals to Ddc2 - Ddc1.  Notice that once international lending is allowed, equilibrium implies that imports equal the sum of exports and net lending by foreigners (trade deficit).  This means that if trade is balanced, net international lending must be zero.  

This model assumes that imports and exports are only functions of the exchange rate.  If foreigners decide to lend less, Ddc2 shifts to Ddc1.  This would lead to the depreciation of the domestic currency and thus to a decrease in imports and an increase in exports.
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The effect of international borrowing from the domestic market

Graph (6) demonstrates a case when foreigners borrow from the domestic market.  In order to borrow from the domestic market, foreigners sell their bonds in exchange for domestic currency.  Then, they convert the domestic currency into theirs.  This creates the additional supply of domestic currency in foreign exchange markets (Sdc2).  At equilibrium, exports equal imports plus net borrowing by foreign countries (trade surplus).  If exports equal imports then international borrowing equals zero.
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Spending and income in an open economy
The expenditures of domestic households, firms, and government include:

Domestic Expenditures = Consumption + Investment + Government Spending

and

Income = Consumption + Investment + Government Spending + Exports - Imports

therefore,

Income = Domestic Expenditures - Imports + Exports

We can see that if imports are higher than exports (- NX) then domestic expenditures are higher than income and vice versa.  You may ask how domestic expenditures can be higher than domestic income.  The answer is that domestic agents borrow the difference between domestic expenditures and income from foreigners.  That is:

Domestic expenditures - Income = Net Lending by Foreigners

You may ask another question.  Where does the income that is not spent go?  The answer is shown at the equation bellow:

Income - Domestic expenditures = net borrowing by foreigners

The balance of payments and the impact of fiscal and monetary policy 

We will define few terms.  We refer to the difference between merchandise exports and imports as the balance of trade.  We refer to the cumulative balance on goods, services, and transfers is called as the balance on current account.  The balance on capital account is net foreign investment and lending.  The cumulative balance on current and capital account is the balance of payments.  Equilibrium in the foreign exchange markets implies that the balance of payments should be zero.  There is a relationship between a trade deficit and foreign lending.  Graphs (3) and (5) explain this relationship.  Graphs (4) and (6) explain the relationship between a trade surplus and foreign borrowing.  

a. Fiscal Policy: The immediate consequences of an increase in government borrowing

The demand for loanable funds increases on graph (3) and the resulting higher interest rate leads to higher domestic and foreign lending while investment borrowing decreases (crowding out).  An increase in foreign lending means an increase in demand for domestic currency on graph (5).  This leads to an appreciation of the domestic currency, which is an increase in the exchange rate of the domestic currency.
b. Monetary Policy: The immediate consequences of an increase in the money supply

The supply of loanable funds (Sd + SF) shifts to the right in graph (3), leading to a lower interest rate.  Borrowing for investment increased (government borrowing stays the same because it is not a function of the interest rate), while households and foreigners lend less.  A decrease in LF = foreign lending shifts the demand for domestic currency to the left on graph (5), leading to a depreciation of the exchange rate and thus to an increase in exports (X) and a decrease in imports (M).  We summarize:
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�   SF:  net foreign supply of loanable funds


	LF:  foreign lending


	BF:  foreign borrowing


	Qs1: quantity supplied of foreign funds


	-Qs2: negative quantity supplied of foreign funds (or quantity of domestic funds borrowed)


�	BI:  investment borrowing


	BG:  government borrowing


	BF:  borrowing by foreigners


	Ld:  domestic lending


	LF:  lending by foreigners


	DI:  demand for investment


	DG:  demand for government spending


	Sd:  domestic supply of loanable funds





�	Sdc:  supply of domestic currency (for imports)


	Ddc:  demand for domestic currency


	Ddc1:  demand for dc (for export goods)


	Ddc2:  demand for dc (for exports + bonds or CDs)


�	Sdc1:  supply of dc (for imports)


	Sdc2:  supply of dc (for imports + purchase of foreign bonds)
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