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IT approach Metzler diagram with 
closed capital account 

                Intertemporal Approach to the CA*

Investment Boom with closed capital account 
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IT approach Metzler diagram investment 
boom with open capital account 

Open Capital Account 
r

interest GDS (savings)
rate

r *

  S          I I,S 

Investment Boom raises GDI but not r*

Investment boom is larger.... 

*see chapter 6 of Sachs and Larraine (1993)
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Capital flight (fall in GDS) with closed 
capital account 

Imperfect Capital Mobility
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Capital flight (fall in GDS) with open 
capital account 

Metzler Diagrams
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Capital inflows lead to RER appreciation, always (q falls)  

Figure 6.4a

NT

Goods QNT = CNT

  qB = PT/PNT

  qA   PT = ep*

Traded Goods QT

Figure 6.4: Capital Inflows always cause an appreciation of

the real exchange rate, RER or q = PT/PNT where PT = ep*.

Fixed Exchange Rate:  PT is fixed so PN must increase.

(capital inflows are generally inflationary)

Flexible Exchange rate: PT = ep* may fall, or PN may increase.

(capital flows cause Inflation to rise or fall)

Capital Inflows appreciate RER
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NT sector Productivity Growth attenuates appreciation in q  

NonTraded Figure 6.4b
Goods

QNT = CNT

  qB = PT/PNT

  qA   PT = ep*

Traded Goods QT

Figure 6.4B: Capital Inflows cause less RER appreciation if the NT

sector gets a boost in investment as in TWM (2004) .

(RER or q = PT/PNT where PT = ep*)
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IT Model: Sachs and Larraine Chapter 6 page 151
Metzler Diagram
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IT Model: Sachs and Larraine Chapter 6 page 151
Metzler Diagram



IT Model: Sachs and Larraine Chapter 6 page 151
Metzler Diagram



Aid inflows: to absorb or not to 
absorb?, donor vs. country prioties

Mixed 

Change in CA deficit 10% 0% 5%

Change in Government Deficit 10% 0 10%

Change in public debt (% of GDP) 0 -10% 0

Change in reserves or reduction

   in foreign debt  (as a % of GDP) 0 10% 5%

Effect on RER Appreciates None Appreciates

Effect on inflation none reduced some

Scenario 1:  

Donor View

Scenario 1: 

Domestic  

Consider a 10% of GDP increase 

in Foreign Aid given directly the 

the government



IT Model: Sachs and Larraine Chapter 6 page 174
Metzler Diagram



IT Model: Sachs and Larraine Chapter 6 page 176
Metzler Diagram



IT Model: Sachs and Larraine Chapter 6 page 151
Intertemporal consp diagram Diagram



IT Model: Sachs and Larraine Chapter 6 page 151
Intertemporal consp diagram Diagram



IT Model: Sachs and Larraine Chapter 6 page 151
Past US CA deficit, $ gov very strong what happened after?



IT Model: Frankel & Razin Chapter 5
typo: discount rate should be the same  d = a1 

see p. 167



IT  Approach, intertemporal consuption diagram:
Frankel & Razin Ch 5 page 165  



IT  Approach, intertemporal consuption diagram:
Frankel & Razin Ch 5 page 166  



IT  Approach, intertemporal consp: Frankel & Razin Chapter 5   



IT  Approach, intertemporal consumption diagram: 
Frankel & Razin Ch 5   p. 163



Consumption Augmenting Capital inflows  

Figure 2C

C2 Poor cty: high return to K2

Same time preferences

Low World Interest rate

slope = - (1+ r*)

Rich cty: low return to K2

C1

Consumption Augmenting Case:

  Return to investment higher in the small country



Consumption tilting capital inflows  

Consumption Augmenting Capital Inflows

Large (patient) Country

C2 Figure 2A

  slope = - (1+ r*)

Small impatient Country

Consumption Tilting: 

  Same PPF, different preferences. 

C1



Consumption Augmenting Capital inflows  

C2 Figure 1

low world interest rate r*

slope = - (1+ r*)

High Autarky rA in small country  

F(K1) + K1 C1

No investment in K2

F(K1) + K1 - K2

A

B

D



Case study Poland (thank you Helena)
Figure 1: GDP per capita Growth in Constant Prices (source?)

GDP per capita Growth

Constant Prices
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Case study Poland (thanks Helena)
Figure 2: Nominal Exchange Rates: USD/FX (source?)



Case study Poland (thanks Helena)
Figure 3: Current Account Balance as % of GDP

(source?)

Current Account Balance
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Case study Poland 
Figure 3: Current Account Balance as % of GDP

(source?)

Eston

ia

Hungar

y Latvia Poland

GDP per capita 

Growth

2008 -5.2% 0.8% -3.9% 4.9%

2010 2.3% 0.8% -0.6% 3.4%

2015 3.2% 3.1% 4.2% 4.2%

Current 

Account (% of 

GDP)

2008 -9.7% -7.1% -13.1% -5.1%

2010 4.2% 0.5% 5.5% -2.4%

2015 -4.0% -1.8% -2.5% -2.4%

Inflation Rate

2008 7.0% 3.5% 10.4% 3.3%

2010 3.8% 3.5% 1.3% 2.4%

2015 2.5% 3.0% 1.4% 2.5%

Figure 5: Inflation Rate- % change from previous year
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Table 1: Summary of Key Statistics


