
Lecture 18

Chapter 19: Open Economy Macro:
Fixed Exchange Rates

• Linking each country’s model to the other
countries’ models

• Balance of payments

• Import demand

• Twin deficits

• Export demand

• Trade feedback effect

• Price feedback effect





NOTATION

• Y output or income

• C consumption

• I investment

• G government purchases of goods and
services—exogenous

• TR government spending on transfer pay-
ments (a negative tax)—exogenous

• t tax rate—exogenous

• TAX taxes

• T net taxes (TAX − TR)

• Yd disposable income (Y − T )

• r interest rate

• P price level

• PM price of imports (cost variable)—
exogenous

• Z “Z” variables in Fed rule—exogenous



• IM imports

• EX exports



AS/AD MODEL WITH IMPORTS

• Yd ≡ Y − T Definition

• C = a + bYd Behavioral (households)

• I = d− e · r Behavioral (firms)

• Y = C + I +G+EX− IM Equilibrium
condition

• TAX = tY Behavioral (government)

• T ≡ TAX − TR Definition

• P = δ+εY +ζPM Behavioral (AS curve,
firms)

• r = αY +βP +γZ Behavioral (Fed rule)

• IM = θ + mY Import demand (house-
holds, firms, government)



SOLUTION of MODEL
Y = C + I +G + EX − IM

= a + b(Y − tY + TR) + d
−e · (αY + β[δ+ εY + ζPM ] + γZ) +G
+EX − θ −mY

Let q = 1− b + bt + eα + eβε +m.
Reduced form equation is:
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If b = .75, t = 1/3, e = .3, ε = .3, α = .3,
β = .3,m = .2, then q = 0.817 and so 1

q = 1.22.
This compares to q = 0.617 and 1

q = 1.62 when
m = 0.
Why is the government spending multiplier
smaller when import demand is added?








