


Chapter 13. Balance of Payments

nce of payments is also indispensable to banks, firms, and individuals
directly involved in international trade and finance.

'&ﬂ%ﬂﬁlﬁon of the balance of payments just given requires some clgnﬁcat;on_
tof all, it is obvious that the literally millions of transactions of the residents of a
with the rest of the world cannot appear individually in the balance of pay-

s some transactions in which the residents of foreign nations are not directly

volved —for examplE, when a nation’s central bank sells a portion of its foreign
ey holdings to the nation's commercial banks, TR S

An international transaction refers to the exchange of a good, service, or asset fou

I T

- which payment is_p_ggﬂ:gmfmquﬁe‘aﬂctwééﬁ the residents of one nation and the res-

fents of other nations. However, gifts and certain other transfers (for which no pay-

nientis fequired) are also includéd 1n a nation’s balance of payments, The question

. OFWMM‘;}JSO requires some clarification. Diplomats, mylitary

personnel, tourists, and workers who temporarily migrate are residents Mn

~ in which they hold citizérship. Similarly, a corporation is the resident of the nation

i which it §s Ticorporated, but its foreign branches and subsidiaries are not. Some

of these distinctions are, of course; arbitrary-and may lead to difficulties. For exam-

ple, a worker may start by emigrating temporarily and then decide to remain abroad

% permanently. IWQ@HOI]S such as the United Nations, the Interna-

=ui tional Monétary Fupd (IMF), thc‘W(;fHWﬁgB\‘l‘{T";ﬁd the World Trade Organization

(WT are. not.residents of the nation in which they are located. Also to be remenm-
bered is that the balance of payiments has a time dimension. Thus, it is the fow of
goods, services, gifts, and assets between the residents of 2 nation and the residents of
other nations during a particular period of time, usually a calendar year. '

In this chapter, we examine the international transactions of tHe United States

and other nations. In Section 13.2, we discuss some accounting principles used in

= the presentaéion of the balance of payments. In Section 13.3, we present and analyze
the integnational transactions of the United States for the year 2001. Section 13.4
then examines some accounting balances and the concept and measurement of bal-

~ ance-of-payments disequilibrium, Section 13.5 briefly reviews the postwar balance-
- of-payments history of the United States. Section 13.6 then examines the
international investment position of the United States. The appendix presents the
- method.ef measuring the balance of payments that all nations must use in reporting
to the International Monetary Fund. This ensures consistency and permits interna-
tional comparison of the balance of payments of different nations. The appendix
50 examines the reason that the current account balance for the world as a whole

s not balance, but instead shows large and persistent deficits.

>

ion, we examine some balance-of-payments accounting principles as a
ALt step in the presentation of the international transactions of the



gin with the distinction between credits and debits, and then

We examine double-entry bookkeeping.

13.2A Credits and Debits

Clntcrnat:ona] transactions are classified as credits or debits, Credit transactions are

those that involve the receipt of payments y from foreigners. Diébit transactions are
those that involve the making of payments fo foreigners, Credit transactions are
enteTet With a“positive sign, and debit transactions are entered with A negative sign
i INETAGON 'S BAARCE OFPAYIIEHES, e
“Thus, the export of goods and services, unilateral transfers ( gifts) received from
foreigners, and capital inflows are entered as credits (+) becayse they involve the
receipt of payments from foreigners. On the other hand, tNermpore of goods and
services, unilateral transfers or gifts mpade to foreigners, and capital outflows
\ involve payments to foreigners and ;reZn-tcred as debits (~) in the nation’s balance
of payments. »

Capital inflows can take either of two forms: an increase in foreign assets in
the nation or :lmi____ygi_og_i_g_tb;"natignlﬁ._.;%ﬁsé;i %bmi@; For example, when a2 UK.
resident purchases a U.S. stock, foreign assets in the United States increase. This ic
a capital inflow to the United States and is recorded as a credit in the U.S. balance
of payments because it involves the receipt of a payment from 2 foreigner. A cap-
ital inflow can also take the form of a reduction in the nation’s assets abroad. Eor
example, when a U.S. resident sells a foreign stock, U.S. -assets abroad decrease.
This is a capital inflow to_the United States (revessing the capital outflow that
occurred when the U.S. resident purchased the foreign stock) and is recorded as 2
credit in the U.S. balance of payments because it too involves the receipt of 2 pay-

b — e

e ment from foreigners . :
| The definition of dapital inflows to the United States as increases in foreign assets
e in the United States or reductions in U.S, assets abroad can be confusing and is

somewhat unfortunate, but this is the terminology actually used’in all U.S. govern-
ment publications. Confusion can be avoided by remembering that when a for-

eigner purchases a U.S. asmign assets in the United States), this
iﬁwm&%f a payment from foreigners. Therefore, it is a capital inflow, or

credit. Similarly, when a U.S. resident sells a foreign asset (a reduction in U.S. assets
- abroad), this also involves a payment from oreigners; therefore, it too represents a
- capital inflow to the United States and a credit. Both an increase in foreign assets in
- the United States and a reduction in U.S. assets abroad are capital inflows, or credits,
- because they both involve the receipt of payment from foreigners.

(On the other hand, capital outflows can take the form of either an increase in .
- mation’s assets abroad or a reduction in foreign assets in the nauon because both
lve a payment to foreigners. For example, the purchase of a U K. treasury bill by
resident increases U.S. assets abroad and is a debit because it involves a pay-
to foreigners. Similarly, the sale of its U.S, subsidiary by a German firm reduces
1 assets in the United States and js. also a debit because it involves a payment
c:g)(T he student should“su;i.c_'l_)tr;\ these definitions and examples carefully,
stery of these important cgt}?@pt};i};‘rcqxcial to understanding what follows.)
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~ The fi .:f ii:cmﬂnh};g bal 'r;ce in the memoranda at the bottom of Table 13.1 is the
ﬁalanr;p']un:_gqulq. ade. In 2001, the United States exported $719 billion and
Imported ;l,l#ﬁ‘tbﬂem_;,qf goods, for a net debit balance on goods of (-)$427 bil-
- lion. On the other hand, the United States had a net credit balance on services of
$69 billion (from the $279 billion export of services minus the $210 billion import
of services). Thus, the United States had a net debit balance on goods and services of
(-)$358 billion. The United States also had a net credit balance of (+)$14 billion on
investment income (from the $284 billion interest and dividends earned on US.
investment abroad minus the $269 billion income payments on foreign assets in the
United States and a $1 billion rounding error). The United States therefore had a
net debit balance on goods, services, and income of (-)$344 billion.

Adding the net debit balance of (-)$49 billion of unilateral transfers to the net
debit balance of (-)$344 billion on goods, services, and income, we get the current
accqunt net debit balance of (-)$393 billion. Thusézhe current account lumps
- together all sales and purchases of currently produced goods and services, invest-

ment incomes, and unilateral transfers and provides the link between the nation’s
internatiapal transactions and its national income. Specifically, a current account -
su)1131u5 stimulates domestic produc;i_gn and income, while a current account deficit
dampens domestic production and Tncome. Y This link between the nation’s interna-
tional trade and current account and its nafional income will be examined in detail
in Chapter 17.) . ”
e The change in U.S.-owned assets abroad and foreign-owned assets in the United
States, other than official reserve assets, gives the capital account of the United
States. This measures the change in the stock of all nonreserve financial assets. The
Jjustification for excluding financial reserve assets from the capital account is that
changes in reserves reflect government policy rather than market forces. Thus, the
capital account of the #fnited States shows a net increase in U.S.-owned assets
abroad (a capital outflow of the United States) of (-)$366 billion (from the total of
~ —$37%billion minus the —$5 billion net increase in U.S. official reserve assets) and a
g ".;‘,pet increase in foréign—owncd assets in the United States (a capital inflow to the
~ United States) of $748 billion (from the total of $753 billion minus the +8$5 billion
5 increase in foreign official assets in the United States). Thus, the United States had
credit balance (a net capital inflow) in its capital account of (+)$382 billion
) billion +$748 billion) in 2001,
“transactions in the current and capital accounts are called autonomous
s:because they take place for business or profit motives (except for uni-
nsfers) and independently of balance-of-payments considerations.
mous items aré sometimes referred to as “the items above the line.” On the

, transact niofficial reserve assets are called accommodating trans-
the line”) because they result from and are needed to bal-
bris. The accommodating or below-the-line items forr_n
t;/and: the balance on the official reserve account 1s
ents balance.
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These cross rates are consistent because
[ $1=€1= /064
A 1

and there is no possibility of profitable arbitrage. Héwever, if the dollar price of the

euro were $0.96 in New York, with the other exchange rates as indicated previously,

then it would pay to use $0.96 to purchase €} in New York, use the €1 to buy

£0.64 in Frankfurt, and exchange the £0.64 for $1 in London, thus realizing a

$0.04 profit on each euro so transferred)ON the other hand, if the dollar price of
the euro was $1.04 in New York, it would”pay to do just the opposite—that is, use
$1 to purchase £0.64 in London, exchange the £0.64 for €1 in Frankfurt, and
exchange the €1 for $1.04 in New York, thus making a profit of $0.04 on each euro
so transferred. i

As in the case of two-point arbitrage, triagngular arbitrage increases the demand

for the currency in the monetary center Where the currency is cheaper, increases
the supply of the currency in the monetary center where the currency is more
expensive, and quickly eliminates inconsistent cross rates and the profitability of fur-
ther arbitrage. As a result, arbitrage quickly equalizes exchange rates for each pair of
currencies and results in consistent cross rates among all pairs of currencies, thus
unifying all international monetary centers into a single market.

F Exchange Rate and the Balance of Payments -
..2:‘ | We can examine the relationﬁhi__p bctwc(a'njﬂhe E_qxﬁ;:h_ang_( rate and the nation’s bal-
i ance of payments with Figure 14.2, which is identical to Figure 14.1 except for the

b ~ addition of the new demand curve for euros labeled D’g. We have seen 4m Chapter

- 13 that the U.S. demand for euros (Deg) arises from the U.S. d®mand for imports of
g ~ goods and services from the European Union, from U.S. unilateral transfers to the
~ European Union, and from U.S. investments in the European Mongtary Union (a
- capital outflow from the United States). These are the autonomous debit transac-
f the United States that involve payments to the European Monetary Union.
other hand, the supply of euros:(Se) arises from U.S. exports of goods and
to the European Monetary Union,from unilateral transfers received from
iropean Monetary Union, and from the EMU investments in the United
apital inflow to the United States). These are the autonomous credit trans-
the United States that involve payments from the European Monetary
> are assuming for simplicity that the United States and the European
nion are the only two economies in the world and that all transactions
take place in euros.) - i Aol o
Se, the equilibrium exchanige rate'is R ='$/€ = 1 (point E in Fig-
ch €200 million are demanded and supplied per day)(exactly as in
/ suppose that for whatever reason (such as an increase i U.S.
oducts) the U.S. autonomous dematid for euros shifts up to D'e.
nted to maintain the exchange rate fixed at R = 1, U.S. mon-
d have to satisfy the excessy demand for euros of TE (€450
e 14.2) M@qm &sqw@?hgjmngs of euros. Alter-
-autho d have to purchase dollars (thus adding to

N
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=" FIGURE 14.2. Diﬁcqulhbrlum under a Fixed and a Flexible Exchange Rate System.

With Dg and Sg, e aﬂmbrlum is at point E at the exchange rate of R = $/€ = 1, at which

L the quantlh‘%@f - demarided and supplied are equal at €200 million per day. If De
' shifted up to D’g, the Uml;é,sd States:could.anaintain the exchange rate at R = 1 by satsfying
- (&nt’gf" its bﬁ‘icml 'éixm reserves) the excess demand of €250 million per day (TE in the fig-
L ure).With aﬁeely fléxible ‘excharige’rate sistcm the dollar would depreciate until R = 1.50
- (point E”in the ﬁgure) 1If, on the othe# hand, the United States wanted to limit the depreci-
' ation of the dollar to'R'='1:25 under a managed float, it would have to satisfy the excess
dsmmd* nf € 100 .tmslhom per dayf (WZ in the figure) out of its official euro reserves.

4l 3

. T

3;1(1 supply euros to the foreign exchange market to
he euro (a depreaatlon of the dollar) In either case, the

’
; f o

P "ﬁ‘? i ] "h_:

‘ﬁi’h’» other hand, the Umtcd States operated under a freely flexible exchange
Y lhstﬂ ﬁxdhaﬂgem would rise (i.., the dollar would depreciate) from R
7.1.50, at which the quantty of euros demanded (€300 million per
he quannty supplied (point E”in Figure 14.2). In this case, the
oflose any of its official euro reserves. Indeed, international
ely. unnecessary inder such a system. The tendency for an
;autonomous transactions would be completely elimi-
of the dollar with respect to the euro.
floating exchange rate system of the type in opera-
‘authorities can intervenesin foreign exchange mar-
n (or appreciation) of the dollar. In the preceding
limit the depreciation of the dollar to R = 1.25







:_;_Monétary Approach to

ch émge Rates
ik [

In this scctilon we examine the monetary approach to the balance of pay-
ments. This approach was started toward the end of the 19605 by Robert Mundell
and Harry Johnson and became fully devel

oped during the 1970s. fhe monetary
approach represents an extension of do

_ ‘ mestic monetarism (stemming from the
E o Chicago school) to the international economy it that it views the
- m

balance of pay-
€N as an essentially monetary phenomenon, That is, mbWﬁEm
Man adjustment in the nation’s balance of
payments_)ln Section 15.3A we  examine the monetary approach u T fixed
exchange rates, in Section 15.38 we examine the ‘monetary apMH%ﬂ&‘{Eﬁ,
o exchange Tates, in Section 15.3C we show how exchaj ge rates are determined
B ~according o the monetary approachWWs*discuss the effect of
g expectations on exchange rates. ' i el

0 i »
2 )(‘ & '
e

TPl
3A Monetary Approach under Fixed Exchange Rates
- 7 Thc monetary approach begins by postulating that ',the; défnand for nominal money

- ces 1s positively related to the level of nominal national income and is stable in
i, R the lo

ong run. Thus, the equation for the demand for money can be writteq as:
MyShkpy, =10 BIDTS AR @ asa

. where M, = quantity demanded of nominal money balances

k = desired ratio of nominal money balances to nominal national come
P = domestic price level

Y = real output ‘ ksl it

':'}l?ﬂ-;'Eqmtion (15-3), PY is the nominal national income or Gutput (GDP). This is
| med to be at or to tend toward full employnient'—‘ih"'t']ip-_ lb‘l_ig run. The symbol k
the desired ratio of nominal money balances to nominal national income; k is also

1/V, where V is the velocity of circulation ‘of rﬁbney or the number of
llar turns over in the economy during a year.With P”(and thus k) depend-
wtitutional factors and assumed to be constant, M is a stable and positive
n of the domestic price level and real national mcjbnieP
ple, if GDP = PY = $1'billion and "= 5/(s0 that =1/’ = 1/5), then
= (1/5)($1 billion) = $200 million.M&iﬂugﬁ?‘dbtfin'cluded in Equa-

the demand for money is also related, 'bur"ih_?_éi‘sél?‘l& the interest rate

i !EE - e :.I ‘ \‘ pendix to
5 the sy, e, we s o
tion's nominal GDP, and will work with Equati
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h(m)'"mme-m“ﬁm”l’fmmm.aut}lori-ties keep D consta-nt,.rF-wilhuhimatél?vm' to

increase )(a: surplus in: the nation’s balance of payments) by $4 million, so that the
natons‘money supply also increases by $20 million (the $4 million increase in F.
times the money multiplier of m = 5) @ch a balance-of-payments surplus could be
gnemtqd--&om asurplus in the current account or the capital account of the natice
OW: this surplus:arises is not important at this tme; eXCept to note that the exces
demand for mt:'z/nvﬁﬂa lead to a balance-of-payments surplus that increasés M, by
n

the same amount/ On the other hand, an excess in the stock of money supplied will
lead to an outflowofreserves (a balance-of-payments deficit) sufficient to eliminate
the excess supply of money in the nation.

The nation, therefore, has no contrd] over its money supply under a fixed
exchange rate system in the long run. Thatis, the size of the nation’s money supply
will be the one that is consistent with equilibrium in its balance of payments in the
long run)On.ly a reserve~currency country, such as the United States, retains control
over its money supply in:the long run under a fixed exchange rate system because

Toreigners willingly hold dollars, |

To summarize, a surplus in;the nation’s balance of payments results from an excess

in the gock of money demanded that is not satisfied by domestic monetary authorities.
#=" On the other hand, a;defidit in the nation’s balance of payments results from an excess
"3( in the stock of money:supplied that is not eliminated or corrected by the nation’s mon-
¥ y etary authogities (The nation’s balance-of-payments surplus or deficit is temporary
"”'r. - and self-correcting’in the long run)that is, after the excess demand for or supply of
RES money is eliminated through an 6w or outflow of funds, the balance-of-pay-
B ments surplus or deficit is corrected and the international flow of money dries up
and comes to an end. Thus, exgept for a currency-reserve country, such as the
- United States, the nation has no control over its money supply in the long run
- under a fixed exchange rate system.

e

ary Apﬁroafchundﬁ_r Flexible Exchange Rates
Jnder a ﬂéx’ible exc ang r gp' system, balance-of-payments disequilibria are imme-

LA

changes in exchange rates without any international
s, under a flexible exchange rate system, the nation
s money supply and monetary policy. Adjustment
he change in domestic prices that accompanies the change
1gc rate. For example, a deficit in the balance of payments (resulfing
ccess money supply) leads to an automatic depreciation of the nation’s
hich causes prices and therefore the demand for money to tise suffi-
b the excess supply of nfoney and automatically eliminate the bal-
ents deficit,” - Ay
hand, a surplus in the balance of payments (resulting from an excess
tr?!r}i}ﬁcaﬂy leads to an appreciation of the nation’s currency,
o redu d@ﬂ}°§“° prices, t:ux,eliminating the excess demand for

f-| ?Q’mc“t‘ surplus)Whereas under fixed exchange rates, a
ibrium i1 defided as and results from an international
o that the nation has no control over its money supply


















'g.:.,'Sta;bi.lity of Foreign Exchangé.Mﬂf'kefﬁ.

In this section, we examine the meanings of and the conditions for stability of the
foreign exchange market. We have a stablg foreign exchange market when a dis-
turbance from the equilibrium exchange rate gives rise to automatic forces that
push the exchange rate back toward t.l_;m-_,cqu' ibrium, level. \X/_e' h‘*f"e an unstable
foreign exchange market when‘g dllstu_rbancc from equilibrium pushes the
exchange rate further away from equilibrium. . ——

Stable and Unstahle Fbre,ign-l.lﬂﬁc'h:ahgg Market§

A foreign exchange market is stable when'the supply curve of foreign exchange is
positively sloped or, if negatively sloped, is less elastic ‘(steeper) than the demand
curve of foreign exchange. A foreign exchange market is unstable if the supply
curve is negatively sloped and more elastic (flatter) than the demand curve of for-
eign exchange. These conditions are illtistrated in Figure 16.3.
The left panel of Figure 16.3 repeats De and 'Se from Figure 16.1. With De and
Se, the equilibrium exchange rate 4R ='$1.20/€1,’at which the guantity of euros
demanded and the quantity supplied are equal at €10 billion ggr year (point E in the

EEA=SE  ooie R I s e -

N\T

1.40— —
B 1.20-
e 00— L C
JL L T O B T_A o] |"'*-1"'1'L-S|€'1‘ 51""5 L LR e 1?61 :
= Ip ~Qe 04 >~ Qe 0 -V -~

e 9 10 11 12 8 9 1041 42 8 9 10 11 12
| (Billions) . {(Billions) (Billions)

§ 16.3.  Stable and Unstable Foreign, Exchange Markets. In all three panels, the
year. If, for whatever reason, the equilibrium is disturbed and the exchange rate

R = $1/€1, the excess demand for foreign exchange in the left and center pan-
ush the exchange rate back up toward the equilibrium rate, but the excess supply
| exchange in the right panel will catse’the exchange rate to fall even tower. Sim-
$1.40/€1, the excess supply in the _,--lei:t;.-,-,@tl.',lﬁl,.?mt:f panels will drive the
down toward R = $1.20/€1, but the excess, demand in the right panel will
ange rate even higher. Thus, the lcﬂ]; a‘q(filgeg}s%gpgﬂ‘g;b %cpﬁxgtstablc markets,

nel depicts an unstable market.
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EFigure 16.3). If, for whatever reason, the exc rate fellto R = §1/€1,
would be an excess demand for euros (a deficit in the U.S. balance of payments)
€4 billion (4B), which would automatically push the exchange rate back up '
i the equilibrium rate of R = $1.20/€1. On the other hand, if the exc rate |
o R = $1.40/€1, there would be an excess quantity supplied of euros (a surplus
balance of payments) of €3 billion (NR), which would automatically drive
:-n_di%ack mfn toward the equilibrium rate of R = $1.20/€1. Thus, the
nge market shown in the left panel of Figure 16.3 is stable.
 The eenter panel of Figure 16.3 shows the same Dg as in the left panel, but Se is 4
¢ ryovw tively sloped but steeper (less elastic) than De. Once again, the equilib- |
T miw rate is R = $1.20/€1 (point E). At the lower than equilibrium
Reees rate' R = $1/€1, there is an excess demand for euros (a deficit in the U.S.
44 balance 'of payments) equal to €1.5 billion (UB), which automatically pushes the
exchmge rate back up toward the equilibrium rate of R = $1.20/€1. At the higher
than equilibrium exchange rate of R = $1.40/€1, there is an excess supply of euros.
(a am'plus in the U.S. balance of payments) of €1 bllhon (NT), which auwmanca]]x
pqshm;thefexchange rate back down toward the equilibrium rate of R = $1.20/€1.
In this case also, the foreign exchange market is stable.
47 prab e figh gpaqel of Figure 16.3 looks the same as the center panel, but the labels

ter : (m{gm e]ashc) than De. The equ1hbr1um exchange rate is still R
Bl 1.20, ._-,1 (pmpt ﬁ) },\lvow, however, at any exchange rate lower than equilibrium,
' D wrﬂp# ,13 an, exqﬂss Mntzty supphgd of euros, w}nch automatically drives the

@ ' Y l/ﬁ], thge is an excess quannty supphed of euros of €1.5 bxlhon (U’ B

‘whi -'i hes the exchange rate even lower and farther away from R = $1.20/€
g .ﬁ:'fhe other hand, at R = $1.40/€1, there is an excess quantity demanded for
~ euros of €1 ‘billion (N'T’), which automatically pushes the exchange rate even

: mdhrthcr away from the equilibrium rate. Thus, the foreign exchange

ht panel is unsrable

m;hfr than reduces a balance- of—payments disequilibrium. Then a revalu :-f‘
"Rre(:lanon rather than a devaluation of the deficit nation’s currency 18
elim 'natc or reduce a deficit, while a devaluation would be necessary to
lus These pohmes are _]ust the opposne of those required under a sta:

“hlance— f—payments dlsequﬂlbnum with a deprecmtlom
deficit nation’s currency) become important.

LN

1!iié’l:‘‘(‘Jondltmn |

¢ shape of the demand and supply curves of foreign excha.ngg_
e rather easy (as indicated above) to determine whether |
ket in a particular case was stable or unstable and, if stable,



$1ze of the depreciation or devaluation required tocorrect a deficit in ithe lbalanceof
Payr.lilgnts. Unfortunately, this is not the case As a result, we can only infer whether the
foreign exchange market is stable or dnstabie and 'E,@ elasticity of the demand and
¥ Sl}gply of foreign exchange from the demand for and supply of the nation’s imports
B 5 and exports. | el solin i ot i
7 The condition that tells us whéther the foreign Kjii'ﬁalﬂse market is stable or
- unstable is the Marshall-Lerner condition, The general formulation of the Mar-
shall-Lerner condition is very complex :md1 i presented in Section A16.2 in the
R appendix. Here we present and discuss tlhc simpli ied S@i&n that is generally used.
This is valid when the supply curves of imports and Xpe %ﬁé ,,91»(‘7.«;.354 and Sy) are both
infinitely elastic, or horizontal, Then the M"l‘t“ nall-1 _“lf"":‘f d.‘f‘?ﬁ‘?‘.t“’“ indicates a
stable foreign exchange market if the sum\gf 't1|1; rice el;nst_x_c‘nues of thg demand for
imports (D)) and the demand for exports (I ) lf _%PSQ?UR? terms, 1s greater than 1.
If the sum of the price elasticities of Dy and Dy is Igss than 1, the foreign exchange
market is unstable, and if the sum of these two,démand elasticities is equal to 1,2
change in the exchange rate will leave the balance of paymentstunchanged.
~ For example, from the left panel of Figure 16.2 we can vistalize that if Dy, were
vertical and Sy horizontal, a depreciation or devaluation of the dollar would leave
the U.S. demand for imports and thus the quantity of euros demanded by the United
States completely unchanged. By itself, this would _J‘*c’_:ifvéi{cl'ig:_U.S. balance of payments
unchanged. From the right panel of Figure 16.2, we can visualize that given a hori-
zontal S that shifts down by the percentage depreciation or devaluation of the dol-
lar, the quantity of euros supplied to th&United Statés rises, remains unchanged, or
~ fall, depending on whether Dy is price' elastic, unitary elastic, oinelastic, respec-
- avely. Thus, the sum of the price elasticities of Dj; and Dy is equal to the price elas-
- ity of Dy (because we have here assumed Dy to have zero price elasticity), and the
- US. balance of payments improves if the elasticity of Dy is greater than#.
. If Dy is negatively sloped so that it falls or shifts down by the amount of the
epreciation of the dollar, the quantity of euros dcmancfgdby the United States
s, and this, by itself, improves the U.S. balance of )}‘giﬁnients The reduction in the

uantity of euros demanded by the United States is greater the larger is the price
ticity of Dy Now, even if the price elasticity of Dy is less than 1 so that the
ty of euros supplied falls as a'result of the tti"f:’prem:).1::1,06’I of the dollar, the U.S.
of payments will still improve as long as the reduction in the quantity of enros
led by the United States is greater than the reduction in the "q‘iianﬁtf of euros supplied
nited States. For this to be the case, the'lélﬁij'i‘6%&%‘?1&5&&3'&%' of Dy and Dy
er than 1, The greater the amount by which the sum of these two elas-
ds 1, the greater 1s the improvement in the U’ . balance of payments for
ciation or devaluation of the dollar, """ 5 g B
‘ - A0 ey e Y. lieq
: S o DI e SR b Gt 1
: B SN DO  BRGERh Lk
L the Real World . B B o
mine how the price elastigity o

d and present some real-wc




‘Tﬁt\mgrs ﬁ“_ "o'a qf condition postulates a stable foreign exchange market if the
- e price el ‘ﬁqtnc's of the demand for imports and the demand for exports
ol &i Value. However, the sum of these two elasticities will have to
Iy pre: tgt‘ than 1 for the nation’s demand and supply curves of foreign
e 05 B bt ?ﬁhﬂy elastic to make a depreciation or devaluation feasible -

ationary) as a method of correcting a deficit in the nation’s |

us, it is very important to determine the real-world value of
city of the demand for imports and exports.
srld W it was widely believed not only that the foreign exchange |
: maxktt m‘; Lal I‘iﬁ but it the demand for and the supply of foreign exchange were

very clastxc t ars" a" among others, advanced this view in his Money, Credit and

merce, pu bl.ii%l di in 1923, but offered no empirical support for his belief. _.

u‘f-ing.tﬁ ED \ é number of econometric studies were undertaken to mea-

su:;e price elast:c‘I cs m mternatxonal trade. Two representative studies were under- §

taken by Chang, on.e in 1945 to measure the price elasticity of the demand for

*  imports in 21 nations for which data existed from 1924 to 1938, and the other in

1948, to measyre the price elasticity of the demand for exports of 22 nations over 1

ge same Henaa Chang found that the sum of the demand elasticities on the aver- _

barely exceeded 1 so that while the foreign exchange market was stable, the
dggg;d and : su ply '”rvcs of foreign exchange were probably fairly steep and

c (i.eas _' ) d":S& rather than as De and Se in Figure 16.1). Other stud- *

L_'&-'- ies r&hcﬂ sumlar cont:iusnons COnﬁrmJng that the sum of the elasticities of the

l'ﬁ'ﬂegland for m;ports and the demand for exports was either below or very close to *

~ 1in abso value. Thus, the prewar elasticity optimism was replaced by postwar *

smusm. |

writing in 1950, Orcutt provided some convincing reasons for the view |

) tt'echmque used to estimate elasticities led to gross underestimation 1
in international trade. In short, it was likely that Marshall had |
vhile the new econometric estimates, though seemingly more |

y to be far off the mark.

cgd_by Orcutt for the belief that the early econometric studmsa
I J_fdcnesnmatcd the price elasticity of the demand for imports |
fi‘qm the identification problem in estimation. This 1s“1
a%d of F;gure 16.4. This figure is similar to the right panel of Fig- :
ﬁhﬁ(}w? the cffeqt of a depreciation or devaluation of the dollar oﬁ
ket \ ‘hen the foreign demand curve and the U.S. supply curve’
ssed in terms of the foreign currency (euros). Suppose thaq*i
‘_?rcspecdvely, the equilibrium points actually observed before’u
States devalues its currency or allows it to depreciate (w1th
| Figure 16.4 being observed). The downward shift from Sxto
is due to the depreciation or devaluation of the dollat (as in ¢ Bg
16.2). The depreciation or devaluation of the dollar does not
tor U.S. exports.
1 as'a:change in tastes for U.S. exports) occurs, then the
curve of U.S. exports is inelastic, as shown by Dy in
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“ . consistent either with nonshifting inelastigidemand curve’ Dot with ‘elastic demand curve

# 5 1 D’ shifting down to D”x. The estimation techniques used in'the 1940s ended up measur-

. ing the elasticity of (inelastic) demand curve Dy even when the relevant demand curve was
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gure 16.4. However, equilibrium points E and E* are also consistent with elas-
demand curve D’, which shifts down to D% as a result, for exfmple, of
ced foreign tastes for U.S. exports. Regression analysis will always measure
> low elasticity of demand Dy even if the true demand is elastic and given by
x and D" (i.e., regression techniques fail to identify demand curves D’k and
. Since shifts in demand due to changes in tastes or other unaccounted forces
atly occur over time, estimated elasticities are likely to greatly underesti-
ue elasticities. R e
mated elasticities of the 1940s also measured short-run elasticities in that
on quantity responses to price changes over a period of one year or
omberg (1973) have identified five possible lags in the quantity response
! international trade. These are the recognition lag before the price




5.5 The J-Curve Effect and Revised BIastieiir =27
Not only agt:,.féhqf#tm-réhsticities in international trade likely to be much smaller
thanlang-mtnqn elasticities, but nation’s trade balance may actually worsen soon

after a devaluation or depreciation, before improving later on. This is due to c
8 i Y fimports to rise faster than export prices

tendency of the demestic-currency price of imj ise fas
soon after the devaltiation or depreciation, with quantities initially not changing
v much ' rises and the quantity of imports falls,

very much. Qver time, the quantity of exports
rices catch up with import prices, sO that the initial deterioration in the

and export ] .
wce is halted and then reversed. Economists have called this ten-

nation’s trade ba ; .
dency of a nation’s tx de balance to first deteriorate before improving as a result of

a devaluation g_;leytgﬁgtion‘ in the nation’s currency the J-curve effect. The rea-
son 1s that.wﬂg_lén the nation’s net ‘trade balance is plotted on the vertical axis and

cime is plotted on the hotizontal axis, the response of the trade balance to a devalu-
ation or deprecidtion looks like the curve of a J (see Figure 16.5). The figure
. assumes that the original trade balance was zero.

Empirical studies by Harberger (1957), Houthakker and Magee (1969), Stern, Francis,
gand"..-Sg'lmadmr'-(igZ&), Spitaeller (1980), Artus and Knight (1984) (summarized and

B ®eviewed by Goldstein and Khan, 1985), and Marquez (1990) attempted to overcome
: some of the estimation problems raised by Orcutt. These studies generally confirmed
. theexstenc e of a J-curve effect but also came up with long-nin elasticities about twice
- as High as those found in empirical studies of the 1940s. The upshot of all of this is that
 real-world elasticities.are likelysto be high enough to ensure stability of the foreign
change market in the'short run and also to result in fairly elastic demand and sup-
schedules for foreign exchange in the long run. In the very short run (i.e., during
t six months), however, the so-called impact elasticities are small enough to result
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EH'eStirtmg from the ‘origin and a given trade balance, a &
@MWH’S étirrency will first result in a deterioration of the §

showing a net improvement (after time A). Ui



