EC 290: Chapter 7 Notes
The IS relation in the Open Economy
The Demand for Domestic Goods

The demand for domestic goods in an open economy:
Z = C + I + G – εQ + X
C + I + G make up the domestic demand for goods
 
2 adjustments to the model
1. Subtract imports – the price of foreign goods in terms of domestic goods. This is what εQ stands for – the price times the quantity of imports. The exchange rate (price of foreign goods in terms of domestic goods) multiplied by the total amount of imports
2. We add exports
The Determinants of the Demand for Domestic Goods
The determinants of C, I, and G
In an open economy, C,I, and G are not modified by much if at all
How consumers spend still depends on income and wealth
The exchange rate affects the composition of consumption between domestic and foreign goods but not the overall level of consumption or investment – may affect whether firms buy domestic or foreign machines but not total investment

Domestic demand: C + I + G = C(Y – T) + I(Y, i ) + G
				             (   +    )    ( +, - ) 
Assume consumption depends positively on disposable income (Y – T) and investment depends positively on (Y) and negatively on (i) and (G) as a given

The Determinants of Imports
The quantity of Q depends on the overall level of domestic demand – the higher the level of demand, the higher is the demand for all goods, both domestic and foreign
Q also depends on the real exchange rate – the higher the price of foreign goods relative to domestic goods

Q = Q(Y, ε)
	   ( +, -)

The Determinants of Exports
The export of one country is the import of another
Foreign imports depend on foreign activity and the relative price of foreign goods

X = X(Y*, ε)
         ( + , + )

An increase in foreign income increases the foreign demand for all goods, some of which falls on Canadian exports, increasing X
An increase in ε makes Canadian goods relatively more attractive leading to an increase in exports
For Canada, Y* is usually American Income and ε is usually the real exchange rate between Canada and the US
Fig 7-1
DD plots domestic demand (C + I + G) as a function of output
An increase in output increases demand but less than one for one
Lines are drawn instead of curves for convenience
Fig 7-1b
To arrive at the demand for domestic goods we first subtract imports and that gives us AA
The distance between DD and AA equals imports, εQ
Because the quantity of imports increases as Y increases, so does the distance between DD and AA

2 facts about AA
1. AA is flatter than DD: as income increases, some domestic demand falls on foreign goods. As income increases, the domestic demand for domestic goods increases less than does total domestic demand
2. As long as some of the additional demands falls on domestic goods, AA has a positive slope: an increase in income leads to some increase in the demand for domestic goods

Fig 7-1(c) 
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