Unit 6: Open Economy: International Trade and Finance
[bookmark: _2p2csry]Balance of payments accounts
Topic 1: Balance of trade
Difficulty Level 2
1. If an economy sells more goods and services to the rest of the world than it purchases from the rest of the world then that economy has a
(A) trade deficit
(B) trade surplus
(C) trade balance
(D) budget deficit
(E) budget surplus
2. Which of the following will increase the trade deficit of the United States?
(A) South American citizens increasing tourist visits to the United States
(B) United States firms buying capital goods from Japan
(C) The United States selling 1 million tons of soy to India
(D) The United States dollar depreciating in the foreign exchange market
(E) A United States company being hired to perform environmental services in China
3. If consumers buy more domestic goods and fewer imported goods, how will the trade balance move and how will equilibrium income be affected?
Trade Balance	Equilibrium Income
(A) Toward deficit	Increases
(B) Toward deficit	Decreases
(C) Toward surplus	Increases
(D) Toward surplus	Decreases
(E) Toward surplus	Is unaffected
4. Which of the following will most likely cause an increased deficit in an economy’s balance of trade?
(A) A decrease in tariffs imposed by its trading partners
(B) Rising imports and declining exports
(C) An increase in the domestic price level relative to its trading partners
(D) A depreciating currency
(E) A decrease in capital inflow
5. There will be a decrease in the United States trade deficit if there is an increase in
(A) United States demand for Chinese goods
(B) The value of foreign currency relative to the U.S. dollar
(C) The federal budget deficit
(D) U.S. interest rates relative to other countries
(E) The price level in the U.S. relative to other countries
Topic 2: Current account
Difficulty Level 2
6. Which of the following would be a current account transaction?
(A) A United States firm builds a retail store in the United Arab Emirates.
(B) China buys United States Treasury bonds.
(C) A South Korean manufacturer pays a U.S. company to ship goods overseas
(D) The United States Federal Reserve purchases Chinese currency
(E) A Canadian firm purchases stock in a United States corporation
7. Which of the following transactions is NOT counted in the current account in the United States balance of payments?
(A) A United States firm purchases mining equipment from a Japanese manufacturer.
(B) An Argentinian investor receives a dividend payment from a United States corporation.
(C) United States consumers purchase computer equipment made in China.
(D) An immigrant in the United States sends money to her family in Ecuador.
(E) A Swedish corporation purchases a lumber corporation in the United States.
8. The current account includes which of the following transactions?
I. An American restaurant owner buys cheese from an Italian cheesemaker.
II. An Italian auto corporation purchases stock in an American auto corporation.
III. An American auto corporation pays a dividend to Italian stockholders.
(A) I only.
(B) II only.
(C) I and II only.
(D) I and III only.
(E) I, II, and III.
9. If an economy has a current account deficit, there will be a
(A) government budget surplus
(B) deficit in the balance of payments
(C) deficit in the financial account
(D) surplus in the financial account
(E) balance of trade surplus
Topic 3: Financial account
Difficulty Level 2
10. Which of the following is an example of foreign direct investment?
(A) A United States citizen purchasing corporate bonds issued by a Dutch firm
(B) A Japanese financial institution purchasing U.S. dollars
(C) A German appliance manufacturer building an assembly plant in the United States
(D) The Chinese central bank purchasing United States Treasury bills
(E) An immigrant worker in the United States sending money to his native country
11. The purchase of corporate bonds issued by a French corporation by Chinese investors will be included in China’s
(A) financial account
(B) current account
(C) imports
(D) foreign direct investment
(E) trade deficit
12. Suppose an American furniture company purchases a manufacturing plant in Indonesia. This purchase is included in Indonesia’s
(A) financial account
(B) current account
(C) surplus account
(D) imports
(E) [bookmark: _147n2zr]balance of trade
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Answers - Unit 6: Open Economy: International Trade and Finance
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Topic 1: Balance of trade
Difficulty Level 2
1. CORRECT ANSWER: B
When more exports are sold than imports are purchased, then an economy has a trade surplus. In other words, the value of this economy’s net exports is positive.
INCORRECT ANSWER
Since this economy is exporting more than it is importing, the value of its net exports is positive.
2. CORRECT ANSWER: B
The trade deficit concerns only the value of goods and services imported and exported from an economy. When U.S. firms purchase goods from Japan, the value of imports to the U.S. economy increases, moving the trade balance toward deficit.
Be careful not to choose D. Although a depreciation of the U.S. dollar may be caused by a trade deficit, this depreciation could also be caused by a change in capital flows, which does not directly concern the trade balane.
INCORRECT ANSWER
The trade deficit grows when exports decrease or imports decrease.
3. CORRECT ANSWER: C
Since net exports are increasing (moving toward a positive value, or surplus), aggregate demand is increasing, which results in an increase in equilibrium income.
INCORRECT ANSWER
The value of imports is decreasing, which moves moves net exports toward a positive value. This change will also increase aggregate demand. How do these changes affect the trade balance and equilibrium income?
4. CORRECT ANSWER: B
An economy’s trade balance moves toward deficit when its imports increase and its exports decrease. The value of its net exports moves toward negative.
INCORRECT ANSWER
An increased deficit in the balance of trade means the value of imports is rising and the value of exports is declining.
5. CORRECT ANSWER: B
The U.S. trade deficit will decrease if its exports increase and/or its imports decrease. For this outcome to occur, the value of the U.S. dollar must depreciate relative to other currencies (i.e., other currencies appreciate relative to the dollar). The trade deficit would then decrease because U.S. goods and services would feel relatively inexpensive to foreign buyers.
INCORRECT ANSWER
For the U.S. trade deficit to decrease, U.S. goods and services need to become a more attractive purchase to foreign buyers.
Topic 2: Current account
Difficulty Level 2
6. CORRECT ANSWER: C
The current account measures the flow of goods, services, and income from one nation to another. Current account payments create no liability for future payments. The payment from the South Korean manufacturer to the U.S. shipping company represents a payment for services rendered by another economy. This payment creates no liability for future payments between these two firms. This would be counted as a credit in the U.S. current acccount and a debit in the South Korean current account.
INCORRECT ANSWER
The current account measures the flow of goods, services, and income from one nation to another.
7. CORRECT ANSWER: E
The purchase of the lumber company by a Swedish firm represents the purchase of a physical asset in the United States, so it is counted in the financial account. This purchase creates a liability for the future—profits from the lumber company will be paid to the Swedish firm in the future. The other choices represent transactions that do not involve liabilities for the future—they are “one and done” transactions.
INCORRECT ANSWER
Current account transactions do not involve future liabilities—they are “one and done” transactions. In other words, current account transactions do not create the necessity for future transactions.
8. CORRECT ANSWER: D
The current account includes transactions that do not create future liability, including the purchase of goods and a payment of profits. These payments are not required to recur in the future. The purchase of stock in a foreign corporation creates a liability for the stock-issuing corporation, who owes the stockholder shares of profits or assets in the future.
INCORRECT ANSWER
It is misleading to assume that the current account transactions only include payments for goods and services. The current account includes any transactions that do not create future liabilities, such as one-time transfers of funds.
9. CORRECT ANSWER: D
A current account deficit is also known as a trade deficit, which means this country has made more payments for goods, services, income, and transfers to the rest of the world than it has received from abroad for the same reasons. The money to pay for these current account transactions must have an origin, so they must be from a surplus in the financial account from payments by foreigners for domestic assets.
INCORRECT ANSWER
According to the balance of payments model, the current account and the financial account must balance.
Topic 3: Financial account
Difficulty Level 2
10. CORRECT ANSWER: C
Foreign direct investment involves the purchase of factors of production in another economy for use in that economy. Examples of direct foreign investment usually include a the purchase of a factory in the domestic economy by a foreign firm, such as when Volkswagen (a German company) constructed an auto factory in the United States. Such transactions are counted in the financial account.
INCORRECT ANSWER
Be sure to distinguish between the purchase of financial assets in a foreign economy from making direct investment purchases of capital goods.
11. CORRECT ANSWER: A
The purchase of foreign financial assets by Chinese investors represents a debit from China’s financial account.
Incorrect answer: Is China buying an asset from the French corporation or goods and services? These different types of purchases would be categorized differently in China’s balance of payments account.
12. CORRECT ANSWER: A
The American company’s purchase of productive capital in Indonesia is represented in the financial account because the transaction creates a future liability. The manufacturing plant will owe its output and profits to the American firm and the American firm will owe wages to the workers in Indonesia.
INCORRECT ANSWER
Transactions that create future liabilities are included in the financial account while those that do not are included in the current account. Imports and the balance of trade concern purchases of final goods and services.
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