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h the supply ond demend curves for imports and exports of"two

0"’

THE TERMS OF TRADE THE B..LANCE OF PAYMENTS AND SXCHANGE RATER
by
Hymen P Minsky
In the analysis of tariffs it has been srgued that the
imposition of & teriff mey improve the terms of treade &t the sam =
+ime thet it improves the balance of peyments. U‘The eargument

depends vwpon the specifivetion of the heome =nd the foreign er

elesticities of surply end demcnd,., The dependence offhe change in
the balance of payments ,ﬁ%ggﬁxa change in the exchange rate , wm
upon these Sewe- elasticities is well known. The effect of a change

in the exchange rete e#x upon the terms of trade 1s dependent upon

PRI, ’M
the same "varlables" as the balance of payments. the£e£orejﬂ&a$~
e e ag

conditions can be derlved. Them%&&ﬁkﬁaaiuLesults." there &=

are three possible types of "worlds",defined by the reaction egz;ir
the terms of trade and the balance of payments to a change in the
exchange ratei one in which both the terms of trade and the
balgnce of payments improvgJ one in which they both deteriorate,
eand & third in which the balance of payments improves while

the terms of trade deteriorates. Which world exists depends uponk

the elasticities of demand and supplye.

The analysis which follows takes as its point of departure

(o

countries" This means that the world with which we are concerned
is one in which internationsl licuidity exists. That is,neither

country hes s budget eguation in the sense that it has an "income"
that is the upper limit to its expenditures on imports; neither

country, during bhe tine period weesr conc=rnsd waeer , 1s
constrained to balance its imports by its exports. Therefore the
price-quantity relations reflected in the demand curves of each e
country repredent the guentity thet will be taken at the indicated
price., If a country were constrained to the spending ®f on foreign

commodities only the amount that it can earn by its eyports , then
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at any moment its demend gg%véyggrgsrectangular hyperbole with

unit elasticity, the total expenditure that the curve represents

6‘{;;>Eetermined by the supply of foreign currencyf;/’which in turn
ie determined by the supply curve of exports and the demend in the
second country for imports.2 change in either the supply conditien—
of exports or the foreign demend for imports would result in

4 ) ' 12
a shift of the first countrazé demand curve, so that the fixed ez
expenditure represented by the demand curve is equal to t he new

value of eyports. The price gquantity taken will be the inter-
section of this demand curve with the foreign ﬁRﬂ&iﬂ cu rve of
exports ; the changes in the quantity taken would represent

either shifts in the supply curve( exogenous to our analysis) or
they would trace out the second countri?s supnly curve and would
be the result of changes in the value of exports. In such a case ¥

we do not have the fou r independent elasticities® , the

constraint that for one country the demand for imports is limited
to the velue of exports eliminates the demand curve for imports as
& n independent varisble,

q\') Tf we 21so constrain the second country to importing only

the total value of its exports then the equilibrium point is the
intersection of the two su ply curves and we are close to the

Mershallian barter anaslysis, where there are only tio independent#
determinents of {he exchange balance; the supply curves in each @

_country. Such barter conditions may exist for a bankrupt country, k&
/Quﬁ’the ususl case is that i the period to period payments do not

neve to balance.This means that the demend and supply curves for e

exports and imports do not include gll of the items which enter =y
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' intoﬁﬁ. the balance of payments and which makes the proposition

that the balance of payments bvalances a trueism, Outside of the
demand and supply curves thaet we are analysing there are all the
movements of international liquidity such as gold moveménsgs,
interest payments and both long and short term capital movements,
With the recognitiocn that the demand and supply curves that we are
8 bout to analyse ggly/sg;;P the current trade items , we can takah
the demand‘and suuply éurves as, a given, assuming thet any discrews

pency in the current sccount can be made up in the financial sphe

Of course it is possible for a single country to run out of its - 4
ability to finance a discrepenéy in its current account., Such an
occurrence can be used as a definition of an internastional monetaxy
Crisks,

ﬁg\& There is anothsér and perhé—gs more serious omission in the
analysis which follows, income shifts in the two countries are ix

ignored. As is well known the induced shifts in income are

supposed to counteract any change in that arises from an equilibrimu..
in the balance of payments. If a country depreciates or deflates

in order to improve its bhalance of payments, xkm one of the effects
will be to alter the level of income in both countries, The

3~ .
depreciating country will export more which should result in a
higher income and therfore more imports, the appreciating country

will have a reduction in its level of income and therefore it will
import less.The net effect will tend to establish the previous
balance of payments position, As an example, if Britain attempts
to eliminate its import surplus from the United States by cutting
ks imports, the effect will be to lowsr income in the United

“4gtes which in turn will lower British egports, tending to re-
establish the previous position. "n the analysis that follows it &

is assumed that the level of income is maintained in each country



independent of the trade balancee. The country whose trade bslance
deteriorates increases internsl investment, the country whose trad
valance improves decresses internel investment, This means that
some form of interna¥ionsl monetary cooperation is postulated.

/{-)‘J The problem that we are going to be concerned with in

particular is the effect of & change in the exchange rate upon
the balance bof payments, defin®d to include only current items, T
and the terms of trade, which is also defined to include only
current items. The exclusion of the financial sphere will mean thsat
we can usge invarient supply and demand curves for imports and =xpmk
exports, that we have four independent determinents of the effect 8-

of a chenge in the exchange rates., The elimination of non currenth

items from the terms of trade anslysis means that it is possible
that in cases where our znalysis indi@ates an improvemnt in the
terms of trade , the fixed interest payments etc which constitute
a ypart of the totsl terms of trade may result in the total terms

of trade deteriorating.

<\\o The diegreme used in the enalysis of the effect of a chang

in the exchange rate upon the terms of trade and the balance of =

payments are the same. If a country deprecitates in the ratio K, tie

3

home demand curve and the home supply curve will be unchanged;” tle

foreign demand curve will shift upward ( 2 larger quantity will te
taken at thé %;ah;-‘;pricé in the domestic currency) end the foreign
supply curve will also shift upward( the Sdee ouantity will be
offered only at a higher price)

Home CIM)N“}-’) Fovf.'\r\ CExrv*’J)
S
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\“ [ ITn the 2bove disgram, theb balance of payments , before
deprecid tion is given by A1) (,Rx@) = ﬂ,@) 4)"0) . If dep-

reciation is to improve the balance of payments we must have that
[152) R)42) = £2) @n)] >[P0) Q)0 ~ 5,0 ¢

This same condition can be stated in the form:

gK(Px Qx ,9 4).-1) >0for improvement

= Ofor no change

< Ofor deterioration
of the trade balance.

o

r\\'
N\ In the smme diagrasm, the terms of trade, before depreciatim

Y | \
is ,é)/\). If depreciation is to gmprove the terms of trade we must

heve _) fﬂ.) This same condition can be stated in the form:

Pal) Pn(' }9!-« (% )> D for improvement

= O for no change
£ O for deterioration

in the terms of trade.
[ It is obvious that the effect of a change in the exchange 1
,r,ate upon the terms of trade and the balanace of payments depends p
/upon the home and foreign elasticities of demand and supply: that &
is% slopes of the Suppl‘y and demand curves at the:f.ntersection

| and to the shift in the curves due to the depreciation., ' If we esmm

assuﬁe th€t the elasticity of demand in the foreign country is ©o
the price of exports in the hpme currency will rise by the ‘full
amount of the depre01{‘t10n, that is the price in the forelgn
currency will remain unchanged . The price of impotts will r;se
less thah proportionately to the de“precia"tion. "he terms of

trade will improve. The value of imports will very as the home

elasticity of demand, the value of exports will increase at least i

in proportion to the depreciation. Whatever the domestic elasticity

of supply of exports, the balance of payments will improvee.
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If the elasticity of demand in the home country is infinitg
the price of imports willremein unchanged, the price of exports wx

will rige , the temms of trade will improve. ihe value of exports

-~
will increa se, the value of impotrts will decrezse, the balonce %

offf psyments and the termf of trade both# improve,

Kome (Trp=t) Fivee o czf,j, 5.
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If the elasticity of demand in both countries is zero, the

price of imports will rise by the full depreciation ratio, the
foreign price remaining unchanged; the terms of trade deteriorate;

simile Yily the value of imports increases, the value of exports m

remgqins unchanged ; the balance of payments deteriorates,
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Py meens of 2 very simple manipulation of the balance of
pg\yments relation and the terms of trade relation given above,

the result of a change in the exchange ratio upon the balance of

payments and the terms of trade can be d€ rived, If we write as
above;
M Price of Imports
= ¢ vantity of Imports
PX= Price of Exports
Qg = Quantity of Exports
we can by using the familar relations of Joan Robinson write
Elasticity of supply of exports cf'f. = f&% ¥
: X A (_.
Elasticity of demand for exports 7], = Pi%f—ﬁ »;;;'
Elasticity of supply of imports _damr /. Al
y pply i Cania = 480/l

Elasticity of demand for"imports 71/»1" e P}?ﬂ/@%@ﬂ*
T he depreciation ratio K= ‘(&from 7La"‘nd éﬁabove ist

Kz AQx Ox +Npdlal),
N« Px G x

0 K = ol fu Qn =A@ P
f,‘._ Pn Qﬂ

If wd differentiate R fx Q,-mQr,with respect to R,

multiply numerator and denoming tor by K from above we get that the

balance of peymentd will improve if (assuming PxQn“an t the old
exchange rate and ignoring second order differentisls throughout ) @

y Il @ zz’h. Ep (NMe VNt N N (1384 +E ){>0
(Ex+Mar ) EmrN)

will deteriorate if the sbovex expression is < 0, will be un-

changed if it is =0,
"he sWove gives us the by now familias#® condition that

/)1,-.*7?..“7, is sufficient for a#mprovement in the balance of

payments



y 8
If we differentiate eokdt the terms of trade % with
respect to x, substituting the expressions for kK given above

we get that the terms of trade wil

improve if
"2) K V} Na N - Iy 2~

6

Z 0 (

Fn (.Z*rnv)Cf,....}M..-))

will deteriorate if the above expression is <0, will be unchenged T
if 1t 1s=0,

rs j*/ Z**/ Py Qn, /,/, @, end K are ell 7 0, the

conditions given above for the terms of tresde and the baslance of

payments depend solely upon the numerator. #or the balence of
payments we have that if

3 > [1‘ Eal Ny N —-I) 1My 77'---(2;"‘2—1"955(imp]:'ovement)

= O (no change )

<O (deteriorate)
end for the terms of triude we have that if

y 1 i

- O {improvemans)
=0 ( no change )
<O

(deteriorate
Let us assume that the terms of trade improve

NeHe ~E,8. 70

M N mlehEn ' X ,C/\>O)
substituting this value of 7,7 inJabove we get

L
?4. f'k- (7,(1‘*}71-»"/) *(Z,pZA..‘YA)(.Ef )-f...._+l)
:f,,‘ fm(’)?qs f%,_fjf‘ffm‘) f}(fg ;.(f_,,-;) which is

always 7 O, "‘hereforefve have theorem T
THEOREM T:

e

If the terms of trade improve, or remein unchanged , ag o
a result of a depreciation, the balance of payments will improve. @)

~
Let us & “sume that the bala nce of ps yments deteriorates:

N, N (14 Lp 18 D8 (N2371.-1) Ko

o PN v BT (105,58 ),
S
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This implies ‘“’?; <[ s or Wy He—=L, & < O which means ,¥&
with all the elasticities 2O that we have:

mheorem 1I, if the balance of payments deteriorates, or remains
wnchanged as a result of a depreciation, the terms of trade must

deterioratw.
. heorems T and [T leave a  ra nge within which the terms®

of trade mey deteriorate while the bé lance of payments improves.
Thet is , a deterioration in the terms of tra de implies nothing

about the balance of payments and an 1mprovement of the balance
of payments implies nothing about the terms of trade. However by
using the familiar proposition that if /A the
balance of payments must improve as a dididing line, we can set
up values of the elasticities of demend and supply for which the

terms of trade improve or deteriorate.

_f the belence of payments improves we have, from 2 above;
U Fiiel gty vl

[':’!“- '+{4*f~.
a....,/f 17 _l'nﬂ‘n’““

.f the terms of trade improve we have from / & bove

N+ M-

P
, L~ om !
o for the balance of payments to improve while the terms &

trade improve we have 774 N ) - N~ -N—
5— e 7 P A=A i
) (s T [+ 8y » £

1f )7 +7).7| then the only restrigtion upon the elasticities of

supply is the same as neld for an improvement in the terms of, !

trade without taking the balance of payments into account:

777 N ? f,
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If % 7‘-)/4_ ‘/ » the maximum value of %%__is //7’ .

5o for the improvement in the balance of payments, given
77»;\ XD <[ = %o be consistent with ndimprovemp-nt in the terms of
trade, it is necessary to have 5(;, f‘..__ < {/1 oo This means that etk

either a) Conilih g
or b ) either Zf,or Z«, is almost zero. 5
S If the terms of trade deteriorate, we have / 2 ﬂ'z’Mfrom L7/
[112:-\_.

f

[ ! sbove. So for the balence of payments improving to imply—thet the ¢
, peym mp ng A S

terms of trade deterioraty”#d heve: _ i
If ,,.*f)z_?/,no restrictions are implied on the s/, except that

| /(7: oA 75

! 1f ”’)1,1»%_“_ </, then fEx as for large elarticities of supply

’; Zt.i,v—increeses fagter then I"’Zf* Z\, we have , with any fixed
l numerstor e maximum value to the Z !: for which

| Ne N |~ W = Vs

|
|

|
I
i
|
j

holds. Ubviously the lower limit to the Z',; iefthe value of Z,:)fﬁ,. .

il Yt Moe L %?ijso what iy .. 7 /y is sufficient

W&k e 1
I 4-we gpecify values for %Zm_we can by assuminng. ~golve

thg equation {7,, )/...._. 23 ] — ")7:_ _.)7“.
2- g L S
ok ] £ 2002~
to get the meximum values for which the balance. of e yments
AL
improves. A teble of velues of maximum pror gpecified values of

Ve A V. follows. (c//
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Maximum values of [.,12’,.‘__ for which balance of payments improves

given that the demand elasticities 774,77 < {

7 |
;t:gr.l 25 233 W4 T W8
1 .25 .24 3 .4 1,0 2.0

«25 424 L5 89 1,1 T.5 XXX

5333 .69 1.0 1.3 & X
o4 o4 Lol oRn 240K X
bl et EE G EST A S € X X X
P et o O LI € X 3 % 24

Minimum values Off;,. = fm\.;fOI: which :bem-s terms of trede
deteriorate given demé nd 'elg_sfticities 774, 99 A R

7/317‘ S o 2533 04-. 07 '0'8
.1

25 .16 .25 280 t3%e 387 lae

FER L B e s Gl (e D ¢

bl R BRGARE T - SR o (o X X
AT 0626 A2 s XK X X X
.8 .28 X % X X X

Tf the sum of the elasticities of demand is less than 1,
the re is a relativély restricted renge of v6 lues of the supply
elésticities which will result in the terms of trade deteriorating
Z %t the same time that the balance of payments improves. ror
exemple, from the tables above if /)74-"":25; 72,,,1.7 we get that®the ma
maximum value of [4.> Z..‘?)‘_%he mipimum value is . s B ?ﬁe
neareﬂ%,.ry_j.s to 1 the gresté T the renge, for example if ?7_,-—,; 7[gt'he

maximum velue of (:: 76... = %the minimum velue is .2,
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In the snelysis of & classical gold standerd mechanism, the

effect of an unfavorable bsleance of payments is to depress -imternsl

prices in the “unfavorable" country, raise them in the "gaining"

country; the quantity taken and the price in each country would

change so that xkE automstically en equilibrium position would
result at which there would be mE a ﬁ;éﬁhced payment position at an
eltzred ( deterioréf}ed from the view of the "unfavorable" country)
terms of trade. With inelestic demand awm# the cuantity taken

chenges but slightly in both countries; the value of imports may

¢ for
therefore increase, of exports decrease xﬁ the ‘"unfavorable ¢xmX
export

country. Lfﬁﬁupply varies greatly with chenges in price, the
higher foreign price shifting supply from domestic to foreign
demand, in the deflating country, or shifting supply from Xxwm.
foreign to domé Sstic demend in the infleting country, w}would
have thdf'both the terms of trade and the balance of payments

move against the deflating country. <The same supply and demand

conditions which result in esn unfavorable movement of both the
terms of trade and the belance of payments when & country
depreciates will result in 2n unfavorable movemnt with the

classicel gold stendazd mechanismj. fixed and flexlble exchangé‘s

|"‘ o

are equivlient with respec?&o therr“dependence upon $he home and
foreign elasticities of demand and supplyc

The txadltlonal tneory of international payments asserted
that & depreciation would improve the balance of payments , but
only 2t the price of a deterioration in the terms of trzde. 1n the
reconsideration of the theory of. exchenges , following the first wiie
World ‘ar, as & result of the Lerman reparaticns problem, iffwas

recognised thet "a sufficiently inelastic ‘demend for a c untry's E
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exports may lead to a shrinkage in the favoreble balance of trade
in consecuences of sacrifices in the terms of trsde” and that a "
" highly inelastic demend for imports on the part of Germaqy ‘

would serve to augment the diffioulty."lDEVen thought x incomplete ‘

in not recognising the dependence of the result upon the sipply
conditions , it marked a bresk with the traditional theory.

in the tradit: onal theory the unfavorable belance oé‘
payments really was a messure of the too high price level or

exchange ratey for .the deficit country; the unfavorable balance of
payments wa'ls a measure Qf the deficit country getting more than

it was giving in the terms of trade."ueprediation or deflation
would correct both the terms of’ tresde and the balance of payments.
On the other hand, the "fact"that depreciation results in a movement
in the temms of traae .against the depreciating country would act as
a constraint upon ‘the mx use of depreclatlon for anything but

a fundementsl dieequilibrium.

LN order for the sbove normative view to hold in the world,
it is recessery=and sufficient that the sum of the demsnd elasticiiSs
be greater than one and thé 't the product of the supply elasticities
be greﬂter then the product of the demend elastlcitlegj that is
elastic gnpp%y and even more elactic &gggnﬁx conditions.

1f the demend elasticitikes are large and the supply elasticifeo

3 , : 1 :
small, then we would navgi¥he belance of payments would improve andk

the terms of trade w.uld also improve as & result of a depreciatiom.
thet would seem to be a world in which true beggar-my -neighbor
policies would seem to work.

If the demand elasticities are small, N+ W <[ end the

supply elasticities are z large , then both the terms of trade and




1 3x
the balance of payments would deteriorate upon m depreciation, we i

nave a world in which appreciation ( or internasl inflation) would
work; that is , in which if a country reised its internsl price level
1t would be better off. However, the usual result of such a sibueh

situation has been the imposition of direct controls, erbitrarily

1imiting imports or by systems of blocked accounts trying to force

egports, attificislly reaising the elasticity of demend for exports.
The above eanalyeis lezves us with three possible types of

worlde: one id@hich both the terms of trade.and the balance of

payments improve; e cobond 4 which the ‘terms of trade deteriorate

while the belance of pgyuments improves; and & third in which both th
the terms of trede and the ba laﬁce of pgjments deteriorates as &

result of depreciation,

The conventional policy recomendations of economists,
centering around free or at least non-discriminatory trade where
fundamentsl disequilibria in the balance of pgyments are met with
either deprecistion of deflation is consistent with the second type

of world. If you are in the second type of world, where the balance

of payments and the terms of trade do not move together, each
country can be left to i¥s zwn set 1ts own exchange rete; for any
surplus on current account would be the result of & country teking
more unfavorsble terms of tradé then it could have, which results

in a lowering of the domestic standerd of living,

1f the world is of the first kind, where both the terms of &

trade and the balance of jayments imppove upon depreciation unilatéhmfl

control of exchange rates would be undewirable for true beggar ~my—
neighbor trade policies are possible, Although such s world mey
exist, with elastic demend and inelastic suiply, it is not (j?e
same as the beggar-my-nelghbor world of business cycle poliey fér
in a depression it cen be ascumed thet the supply elasticities are
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high, Altnough for & sgingle underemployed country in a full employwms
ment world, it may be true thet , due td the supply elesticities of

jmports being glmost zero, both mey improve,

1he present internatiorel monetary difficulties may revolve
around the poscibility that the world really is of the third kind,
where the effect of 2 depreciation is to deterior:te hoth the termsh
of trade 9nd.the balance of payments. 'f we take  the hard currency

cointries snd the soft currency countries as units, we ma y heve a

situstion in whiwh the demend conditions are inelastic,é“the supply

conditions elastic between them. the inelasticity of demand for hem-

hard currency commodities may be due to two ceaffses. Lhe commodities
exported by the hesrd currency countries may be those conventional

necegsities whose demand ig "normally" inelastic. the soft ' currency
countries wmay so regulate the importation of hard currency commodsdk

- ities by means of import XisgEmemsx licenses that any “reasonable "

price increase would not affect the cuantity taken, Fhe inelasticity
of demend iﬁf?‘ﬁﬁmaﬁﬁ tor soit currency commodlties by hard
currency countrles may be due to the qmsll vart that the foreign
price is in the domestic price of foreign produced g00dS,

It 1s ucuvll“'overlooked in the dlscus 81on of the effect
of a depreciation om a deflation that: there is a difference

between the elasticity of demand for imports end the elasticity of
demend for foreign commoaltle% /ﬁhe export price is but 2 pert, and
cometimes & small pertjof the the price of the commodity to the :
buyer in the foreign country. in addition to the export price

tne finel price includes trensportation costs, both within and

outside of the buying country, the tariff =nd the processing end
celling costs within the buying country, Lf the costs within the imk

importingﬁountry are fixed , then =ny change in the export orice w

will result in e smaller percertzge chzrnge in tk :
T entage \CORTHD he finsl @elldi
oL SelLllnDg pamie
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price. T he foreign consuvmer reacts to the domestic selling price

of the foreign commodity, €o givéﬁh any elasticity of demand by

: : consumers
the importing country’\ the elesticity of demend for the

export will be smaller,

‘s on example we can take the well documented cese of ™
vScoteh Thiskey', The British export price of Scotch “hiskey is
$1. "The final selling price within the united States is, let us se-

S8Y, SS5. TLet us assume that the entire difference in the two

prices is dollar costs, and that they are fixed. If the elasticity
of demand for Scotch :Whiskey  in the United States is 2, end if

the British depreciate by 20% , the united States Price would be
%4,80. The ‘merican price changes by 4%, the emount taken will
inecrease by &, The elasticity of demand for the export Scotch Whimg
“hiskey is +this 8% divided by the sritish price chenge 2Uh oT Wb,
which is considerably less than 1. 13 |

Of course the exemole Chosen is an exf?éme one due to the
high tax on alcoholic bebWerages in the United S:ates. ﬂbwevér if thke
mé\ﬁor part of a countrggs expofts ere commodities sold a2t retail
in the foreign country,y the effect of 2 high tariff berrier ,

combined with the large part thet domestic costs are to total
costs is to mzke the elssticity of demand for exports small, evenxia

though the elasticity ol demend for the exported commodity in the -
importing country may be high.

Thus & circle is completed. ﬂhginning with an enalysis of the
monetary mechanism in intermetionel trédelwe find that the monetary
mechanisms behavior is . determined by trade policy. The ability of

s country to affect its balance of payments position by means of

the monetary mechenism is slight if (1) the other countries have

restrictive trede pxxf pféctices & s the clessical mechanism of

adjustment by means of relative price changes depends upon the
I %t -l‘f‘—,"f A ',“ o . o) I

I, e
e,
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nature of foreign demend elasticities which are determined irjaart
by trade policy, and (2) the deficit countries demend for imports
is 4inelastic either as a result of the nature of the imports or
as a result of policy,

Lf the monetary technicues as outlined in the Internationsl

sonetary rund are to work it is necessary tha t demand 5%234%%3;;5,
be sizeable, ln the préﬂent world that may be possible only by
increasing the demand elasticities  in the hard currency countries
for soft currency goods. i+f this is true the foundation of inter-
national monetary stability is ie&rade policy; and if we put conteﬂﬂ’

into the pard currency, soft currency langusge used above, in the

united states wariff Policy.




1
FOOTNOTES

1 pl. As is proven below (p.9 Theorem 1I) balance of pgyments

geteriorating implies that the terms of trade deteriwate, therefore
the fourth possible combinetion, of the balance of payments det-

joreting while the terms of trade improve cannot exist,

2 p3.lhe qﬁantity.of exports will not decrease, slthough the value 8
of exports may. \ncreased exports will mean that , with the interndl
price level being unchanged , income in the home currency will

. LI
increas €.

3 p4 this paper will be carried out in terms of the home currency.

ldentical results are obtained in the foreign currencye.



mootmotes to page T,
i Y
L’_-. . for the follimw ézlalysis see diagrem 1 pgd above)
‘nen country 1 Biffersxxiaisx depreciates the demand for

imports in the second country, im its own currency , will not

change., In translating this invarient foreign demend curve at °/t
the new exchenge rate into the currency of country 1, the pre;fﬁ'{r:!)jﬁ
depreciat|ion guantity will be =mXa& teken &t & higher price;‘ “Thisg d‘j{,,/j
qiientity however will be offered only at a higher price, therefordk;\-p%

rd

A i

there is a decrease in the quantity teken.; a movement along the

demend curve, The net result is aZprice change in the domestic
currency Of K- dﬂ-". The change in the of"uan‘bi‘ty taken is ef,z." .

o » dx
‘he elasticity ofgemand for exports 727‘2 dgf K-drx. . A
a1 LIS A
similé T & rgument holds for the elasticity of sup'ﬁly of imports: B-

gn inve riant foreign supply price, tra nslated into the domestic
currency ¥ at the new exchd nge rete, will result in a netZ:hange 1

in price of n-d/é‘.

A
3,/ This formuls appears in Metzler's article in the Burvey of
Contemporary Economics p. 226. Lt is equivalent to the formula whih
appears in a footnote to Joan rnobinson's chapter on the foreign

Ixchanges(rp 91 in the reprint of the chapter in Readings in The

Theory of Internationsl Trade, The Blakiston Compeny, Philedelphia
1949) To get the Metzler form from the Robinson form you set irebis-e—
Robinsons Eq=ip and cross multiply. 2&s is usual in Economics it
is necessd ry to translate symbolism.

A.0, Hirschman in The R:sziew of sconomics and Statisties,

#ebruary 1949 operates by keeping the value of exports not equal

to the value of imports, but by setting the elasticities of
supply.bo.lﬁs results are obtainable from the above formula. Lt

is necessary to meke either the simplifying assumption that

2 - - oo in
exports equal imports or that the supply elasticities are
order to reduce the number of variables to a more manegeable number



rootnote to p 7 2

in this argument we can readily assume thst exports equal imports b
by setting appropriate "zero" levels for the current account items

at the level of the net finaneigl transactions,




rootnotes

6 p. 8 The numerator, which is all that is pertinent to the '
following analysis is equivelent to the humerator im given in JOan

tobinson | Beggar my Neighbor $olicies’’ p400 Readings in (Nter-
national uirade,
7 peBe with>\=0 in the proof above, the balance of payments must

improve.

8p.9. With [ > W+, + W”W“ (H’(;r)l_)/ 2o < [ which

29—-’
1mp11es that the tz Ims of trade deter1orate. e

RO Ar LA & M s 00 Y -*/cmrm )72
2~C)7*ri‘72«v“_)

10 p 12. rrofessor xllis "The squilibrium aate of rxchange' in

saplorations in kconomics,

11 p 14. ‘the beggar-my neighbor pmd#x business cycle policy involvea
a sacrifice in the terms of trade.

12 p 15. use Chun Chang “Review of Nconomic Studies 1945-46 inter-
national Comparison of Bemand for_Iﬁports“ p62 "rrom the point of
view of heme consumers the cost of buylng imported commodities is

not the price mfxxhx ouoted by the foreign sellers, but the quoted &

price c.i.f, plus import duties. Anylchange in (ariff is equivalemnt
to an increase ori decrease in import price.". un:p63 he also says
(footnote) that 1mport prlce— price.+ customs revenue/ quantity.

Mr uhang s price seems to be midway between the two prices
1 would argue are pertinent: the pricex%e recieved by the exporting

country and the final selling pridé in the importing country. mr.

vha ng's pri@e seems ¢f>be the whdlesale purchasers price, if we
wish to analyse the effect of & depreciation upon the receipts of
foreign currency, then as the entire change must be assumed to take
place in the export price , mr uhangé; measured elasticities of
demand heve an upward bias due ot the inclusion of the tariff. kven

including this bias his mescured elasticities are <1




rootmotes
13 p 16. L& a 1j,costs except the export price are fixed, and if the

export price isl/n th of the finsl selling price, the elesticitiesx

of demandxmfxfor exports is 1,n th of the elasticity off demand for & i
the import,
|

"

e




il 15RHS OF TRADE  THE B/LANCE OF PAYMENTS AND EXCHANGE RATES

by
Hymen P Minsky ,wiéwktsh
In the enalysis of teriffs it hes been ergued that the ﬁfjikidii
Vsz50-57

imposition of a tariff wey improve the terms of trade a% the soam
time thet it improves the balance of payments, ‘"he srgument
depends upon the specifigation of'the home and the foreign ex

elesticitieé of supply and demend, The dependence of he chenge in
the belance of payments ,§%§S§xa change in the exechenge rate , up
upon theee same elasticities is well known, The effect of a chmnge
in the exchenge rste ¢fx upon the terms of trade is dependent upon
the seme "verisbles" as the balance of payments, therefor Jjoint

conditione can be derived. The essentiel results are that there &Pe

cre three possible types of "worlds",defined by tae reaction of thk
the terms of trade esnd tae balance of payments to a change in the
exchange rete, one in which both the terms of trede and the
belgnce of payments improve. one in which they both deteriorete,
and & third in which the pvelance of payments improves while

the terms of trade deterioretes. Which world exists depends uponk
the elasticities of demend end supplye

The enalysis which follows tekes as its point of deperture
the supply snd demand curves for imports and exports af"two
countries" This meane thet the world with which we =re concerned
ie one in which internstionsl licuidity exists, That is neither

country acg © vudget equetion in the sense that it hes an "{ncome"
that is the upper limit to its expenditures on imports; neither

country, during the time period we are concerned with , is
constrained to balance its imports by its exports. Therefore the
price-quantity relations reflected in the demand curves of each c@
country repredent the ouantity thet will be taken et the indicated
price., If a country were constrained to the spending ®»X on foreign
commodities only the amount thet it can earn by its eyports , then




at eny moment 1ite demand gﬁ?v%??grgsrectangular hyperbole with
l unit elasticity, the totel expenditure that the curve represents

is determined by the supply of foreign currency... which in turn
is determined by the supply curve of exports and the demand in +the
second country for imports," chenge in either the supply conditim
of exports or the foreién demend for imports would result in

a shift of the first countried demend curve, so0 that the fixed em
expenditure represented by the demend curve is egual to t he new
value of eyports. $he price guantity taken will be the inter-af
gosEeR 9%4KE18,88880%: 098 HhERIRS ¥8ﬁ2%g%owrep%‘ésé}’&
either shifts in the supply curve( exogenous to our analysis) or
they would trace out the second countries sup:ly curve and would

be the result of chenges in the value of exports, In such 2 case w
we do not have the fou r independent elasticitiesk , the

conatraint that for one country the demand for imports is limited

to the value of exports eliminstes the demand curve for lmports es

e n independent variable,

Tf we 21so constrein the second country to importing only
the total value of its exports then the equilibrium point is the

intersection of the two .u ply curves and we are close to the

Mershallian barter anslysis, where there are only tio independentd
determinents of he exchenge balance; the supply curves in each @&

country. such barter conditions may exist for a bankrupt count t
éﬂ% d%uai case is that in the pef&od to period paymeg%s do nsiy'

have to belance,This mesns that the demend and supply curves for e
exports and importe do not include all of the items which enter inb




intokx tne balence of payments &and which makes the proposition
that the balance of paymente belances a trueism, Outside of the
demand 2nd supply curves thet we are analysing there zre sll the
movements of internationsl liquidity such as gold movemanss,
interest psyments and hoth long snd short term canital movements.
“ith the recognition that the demand 2nd supply curves that we are
a bout to m=palyse =nly cover the current trade items , we can teked
the demand ¢nd supply curvss =& a given, assuning that =ny discrea

pency in the current account can be mede up in the financizl sphem

Of course it is possible for & single country to run out of its
ability to finance & discrepency in its current acco.nt. Such an
occurrence can be used ac & definition of an internationel monetery
cristke,

There is anothér &nd perha ps more serious omission in the
analysis which follows, income shifts in the two‘countries are ix

ignored., s ig well known the induced shifts in income are

supposed to countersct any chanse in thet arises from an ecuilibrim
in the balance of payments. If e country deprecistes or deflates .
in order to improve its balance of payments, the one of the effects

will be to alter the level of income in both countries, The

depreciating country wi'l export more which should result in =
higher income and tierfore more imports, the apyreciating country

will have e reduction in its level of income and therefore it will
import lese,The net efiect will tend to establish the previous
balence of payments position, f£= an example, if Britsin attempts
to eliminate its imoort surplus from the United S“tetes by cutting
iste imports, the effect will be to lower income in the United
atates which in turn wiil lower British egpnorts, tending to re-

esteblish the previous position, "n the enalysis that follows it ®

ic assumed that the level of income is meintained in each couvntry




independent of the trade belance, The country whose trade belance
deteriorstes increases intermsl investment, the country whose trade
bzlance improves decrezces internsl invewﬁment; This ﬁeans th=t
gsome form of interna¥ion=1 monetery cooperstion is postulated.

The problem that we are going to be concerned with in

particular is the elfect of & change in the exchange rate upon

the balance 6f payments, definrd to include only current items,

and the terms of trede, which is also defined to include only
current items, The exclusion of the financiel sphere will mean thet
we can use invarisnt supply end demend curves for imports snd sxprk
exporte, thet we have four independent determinents of the effect 6

of & chenge in the exchange rates, The elimination of non currenth

items from the terms of trade enalysis means thet it is possible
thet in cases where our snglyels indidates sn improvemnt in the
terms of trade , the fixed interest payments etc which constitute
a vort of the totel terms of trede may result in the totsl terms
of trsde deteriorating,.

The disgrems used in the analysis of the effect of = cheng

in the exchange rate upon the terms of trade and thelbalance of psy
peymenis are the seme. If & country depreciates in the raetio X, tl»
home deménd curﬁe and the home supply curve will be unchanged,1 the
foreign demend curve will shift upward ( a larger quantity will te
taken at the smae price in the domestic currency) and the foreign
supply curve will slso shift upward( the smee quentity will be

offered only at & higher price)

:
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In the above diagram, the' balance of paymente y before

;| /
[ '}f '}

deprecia tion is given ‘l:);yh Pl ; s « If dep-

l:i,'.,_""(,r),""'_s‘"/‘,f)\:l/\ ,K'xli.\ |"‘h

e g

reciation is to improve the balagf I payments we mus (Ax&y&ﬁhat
P

This same condition can be stated in the form‘
4. f;,J s "

T \
TR AR Cy Wy 3020 for improvement

' —~ O for no chenge
< for deterioration
of the trade balance,

,»; In the smme disgrem, the terms of trade, before depreciatim
is ,// T depreciation is to ‘dmprove the terms of trade we must

have' F r\/’, ;; x J, This same oondition cen be stated in the form:

5":5 £ \v."'
! ey £t m.-(t '!‘ 4-"" il '.)

- e for improvement

Z 0 for no change
< {J) for deterioration

in the terms of trade.

/o It is obvious thet the effect of 'a change in the exchange
fate upon the terms of trade &nd the balanace of payments depends p
upon the home and foreign elasticities of demand and supply: that &
is the slopes of the supply and demand curves at theJ’ intersection
end to the shift in the curves due to the depreciation, If we asm

assume ths t the elasticity of demend in the foreign country is!‘”’o
the price of exports in the hame currency will rise by the full
emount of the deprecig tion, that is the price in the foreign
currency will remain unchanged , The pricis of impotrts will rise
less thab proport.onately to the de precia tion, "he terms of
trade will improve, The value of imports will vary as the home

elasticity of demand, the velue of exports will increase at least R
in proportion to the depreciation. ‘hatever the domestic elasticity
of supply of exports, the balence of peyments will improve.
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If the elasticity of demand in the home country is infinity
the price of imports willremein unchenged, the price of exports mk
will ride , the terms of trade will improve, The velue of exports

will increa se, the value of imports will decrezse, the balance ofp
ofx peyments end the termd of trade bothe improve,.

e s ( Ex e A )
)
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If the elasticity of demand in both countries is zero, the

price of imports will rise by the full depreciation ratio, the
foreign price remaining unchanged; the terms of trade deteriorate;

simila rily the value of imports increeses, the value of exports m

reme. ins uncihmnged ; the balance of payments deteriorates.
Il LIM,»’“) Z"‘IW (ix)’;de)
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Ry mesns of £ very eimple menipulation of the b=lence of
pa ymente relstion .nad the terms of trede relation glven above,

the result of = change in the exchange ratio upon the balance of

peyments snd the terms of trede can be de rived. If we write as
above §

Py Price of Imports

QM’ 2 uventity of Importse
PX= Price of Exporte
Oy = (uentity of Exports

we can by using the femilsr relations of Joan Robinson write

Teasticity of supply of exports E,,_i _’c':-_%"
x

Tlesticity of demand for exports 7(4- -d - ,{1}
5& iK™ P
Tlasticity of supply of imports £ - —"'Q’,’/-?nﬁ.—'aj;.d
71 agticity of demend for imports ’)’IM__. _ VudBn .
‘q '
7 he depreciastion retio K= Al erom ?zr_a nd ﬁ,,abo{r‘ed-{.g

K = A8 FPx +71 4ACx
%4";&5

[ > Eomedly Q. -AQr_

& ,//‘1 Qr -
It wa aifferentinte B PxOx—=frlyith respect to K,

multiply numerator and denomine tor by K from sbove we get that tie

and

palance of peymentd will improve if ( assuming ¢ xQ,.’f:r@qat the 0ld

exchange rate and ignoring second order diffemn‘b‘lals throughout)

d) =k T P 2’5'* Pa (Mo il ) ¥ W A (11E22T=) V5 0
(Se+ 72 ) (& n +71)

will deteriorate if the sbovex expression is < 0, will be un=

changed if 1t ig =0. :
~he shove gives us the by now familiarf condition that

n‘rn\_‘?(is sufficient for animprovenent in the halance of

peyments




| o :
‘Lf we differendiate etéd the terms of trade 7, with
revpect to i, substituting the expressions for X given above

we get that the terms of trade will improve if

Wi SiynSin
2/ K %‘; r Ay) ?i ¥ N ) 72
will deteriorate if the & ve e&preseion is <0, will be unchenged £

1f 1t 18=0. ],
TRV 2’.\./ /A Qx )’;1} Onj end K are ell 7 0, the

conditions given above for the terms of tresde and the belance of
payments depend solely upon the numeretor, ror the balence of
payments we have thet 1f
y s S (M + WMo ~1) 1My e (i**f‘*fyw( improvement)
= © (no change )
< o (deteriorate)

egnd for the terms of trede we have that if
y 771« N - ff 5’« 2 ©O \improvemant)
= O ( no change )
< O (deteriorate

Let us sssume that the terms of trade improve g~ rew a WVI""\’A
NyN. &g fmtd (Azy0)
subst ituting this velue of /7, in obove we get

S (g + 1) +E € A) L £S5 +1)
P 3t T (77, ey as e B E e ey R

slways 2 O, ' herefore%'e hmre theorem T _
THROREY T: If the terms of trade improve, or remain unchanffed y 88

a result of s depreciation, the balance of payments will improve.

uet us & ssume that the bela nce of pe yments deterioratess, rewcine

onihineh™ N W (14 Cr T ) + 5 S (Nas77-1) KD
o Ly Wl 1 g (13 £ )
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o, °
This implies [: T < .or 7¢ Y = ‘- i <o which means , &

with all the elesticitiws 7 Othat we have:

Theorem II, If the belence of psyments deteriorates, or remasins
unchenged as a result of a deprecistion, the terms of trade must
deteriorate, |

" heorems T and I 1leave & ra nge within which the terms®

of trade m&y deterioraté while the be lance of payments improves.
Thet is , & deteriorution in the terms of traz de implies nothing

about the balance of payments snd an improvement of the balance
of payments implies nothing about the terms of trade. However by
using the femiliar proposition thet if /4 +#7)— > |  the
belance of payments must improve os & dividing line, we can set
up veluee of the elasticities of demeznd &nd supply for which the

terms of trade improve or deteriorate,

If the belence of payments improves we have, from) above;

77,,, 77~ 1_- 771 == J ;““"'
e ———— 7
SO e I 84 # £~
1=y = Vrne
G ’( / Sl X DA ’{_,'." ' .-,_a{_

/ + {‘Y 9(%- ‘ C (
.f the terms of trmnde improve we have from ‘7/ & bove
N Wi )
.0 for the balance of peyments to imptove while the terms &
| = W= )~

trade lmprove we héave Ny /28 i
p" 7/?/+€47(€~._

5 Tl
If ')7,,.+}7~ 7| then the only restriction upon the elasticities of
supply 1s the same as held for an improvement in the terms of
trade without taking the balance of paymente into acc_gun{r!

77“”%754? 2



0% R

If 77¢+7/m</, the meximum value of 7 /. is Za e e

So for the improvement in the balance of payments, given-

77;., r)fh, < | to be consistent with elﬁmprovemant in the terms of

trade, i1t is necessary to heve f»f ‘/\( 9o "his means that esdm
either a) {1—*’ ZM.. “ - A
or b) eitheré;r or i-‘. is almost zero. i

& A
Lf the terms of trade deteriorate, we have | 7 —3—2;: from L/

: % “nnr,
above. So for the balance of paymen‘ts improving to imply that thes
L A
terms of trade deteriorszile we have: / 2 M‘*—* 7 Yz
@ SpA i L E s
/
7‘,1“;7% /J’\O restrictions are implied on! the gd, except Thet

f; okt U TS
s 777 .. <[, then fmx as for large elasticities of supply

5,2\ incresses faster then /+c€;+§;’ we have , with any fixed

numeratorje maximum va2lue to the (‘: ¢ for which
M’ P4 /,_______..}«’f; z ;Z:“
Emn / i 8 ~ + e
}"
holds. uUbviously the lower limit to the o 1s}he value of &7{, Ml

With 77,,.1- V= } Y. )’L\c./so that (g 7 4.  is sufficient

/ 2 ? E‘,n'"_' e v :
lirwe ;;écn.fy values I’or?/ﬁ}z“__we can by assumingg"f\solve
the equation Mg Yo . /M:
SR (203

to get the maximum valuves for which the balance of 12 yments

improves. A table of vslues of maximum ﬁ-for specified values of

?)7, ’}Zk_f ollows,
/
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Maximum values of [,, i Z_ for which balance of payments improves
given that the demand elasticities W,&f Y, < [

Y
;;::* P SR AP e Ry R

A s 01 P T ArSRreer e Ry I NS o I35 )
o 25 1624 4D 69 1,1 7.5 XXX
$33 .3 .69 1,0 1,3 X X

A7 SO 0 beie, T, SR, i T BT TG X
I T R R D ) RIS b N ¢
e e VI X X b oA ¢

Minimum values of Z;zgw for which texme terms of trede
deteriorate given demg nd el§ gticitieé 74,,‘ +}74~ ‘-/ s

5%55*.1 25 .33 o4 JT LB
.l .1 016 018 .2 .26 .28

25 .16 .25 280 :38e a#® a2

o33 1873297 0433 13T i X X

7 WERG, AR |- TR v el ) | RN g
STETSDE X X X X
B 28X b X X X

Tf the sum of the elasticities of demand is less than 1,
the Ye is a2 relatively restricted range of va lues of the supply
elasticities which will result in the terms of trade deteriorating

5% the same time that the balance of payments improves. For

exsmple, from the tables above if 774. =.15_;77\,=.7 we get that the mele
meximun velue of &> 2-*7) the minimm value is .7 2 .ﬁe
nearem W,f?lgs to 1 the greate T the range, for example 1f 7]*-.11
meximum velue of &’z--"“ 7the minimm velue is 2.

=Y
ylt he
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In the snelysis of = classicel gold standerd mechanism, the
effect of an unfavoreble bzlénce of payments is to deprese intermsl
prices in the ‘unfavorasble" country, rsise them in the "geining"
countrys the quantity teken and the price in eech country would

chenge so that thE autometicelly sn eouilibrium position would
result ot which there wonld be xmm o éié\nced paynent position 2t an
eltored ( deterioré ted from the view of the "unfavorable' country)
terme of trade,  ¥ith inelsstic demand smd  the quantity taken
chenges bhut slightly in both countries; the value of lmportu mey
therefore increases. of exports decrecse xﬁrthe "unfavorable dxx

export
countrye. lf 5uyply varies greatly with choanges in price, the

highexr forelgn price shifting pupply-from domestic to forelgn
demand, in the deflating country, or shifting supply from Lxzm
foreign to doﬁg\stic demend in tho inflqting country, wéﬁould
heve tha@’both the terms of trnde end the bplance of payments

‘move againest the defleting country. The same_vupolv and demsnd

conditions which AR R unfevorsble movement ‘of both the
terms of trede end thehﬁélnnce'of_bayméﬁtsthen # country
depreciates will result in an unfavorﬂbié'movemnt with' the
claselecrl £old standyrd'mechsniSm; fixed end flexible, exchange g

ere equivldent wita reapecg%o their dupendence vpon the home £nd
foreign elegticities oi demend end supply.

The traditional theory of international psyments asserted
that & deprecietion would improve the balence of psyments , but

only &t the price of =a deterioretion in the terms of trade. in the

reconsideration of the theory of exchanges , following the Tirst w=dit-

World ‘ar, es & result of the Germen reparstions problem, r¢'was

recognised thet "a sufficiently inelastic demend for a c untry's E
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exports mey lead tc a shrinkage in the favorsble balance of trede
in consecuences of secrifices in the terms of trede” end that e "
" highly inelestic demsnd for imports on the part of Germangz

would serve to augment the difficulty."” “Ven thought X incomplete

in not recognising the dependence of the result upon the siinnly
conditions ,, it merked = break with the traditionsl theory.

In the treditional theory the unfavoreble belance of
payments really wss. s mersure of the too high price level or

exchange retey for tne deficit country; the unfavorable balance of
payments wéd s & measure of the deficit country getting more then

it was giving in the terms of trades Lepreciation or deflation
would correct both the.terms of trude and the belance of peayments.
On the other haﬁd, the "fact"thet depreclation results in a movemert
in the terms of trade sgesinst the depreciating country would act as
e constraint upon the »r use of deprecistion for anything but

a fundementel disequilibrium,

iN order for the sbove normative view to hold in the world,
it is necesesry end sufficient that the sum of the demrnd elesticifjies
be greater thon one #nd th# t the product of the supply elesticities
be greater the n the product of the demend ela*ticitieg} th=t is
elretic gnp J and even more clactic §Rﬁg%§h conditions,

I{f the demsend elzsticitges acre large =nd the supply elasticilS

: thn% !
3 we w he le balance of ;
small, toen ve would Love,uie payments would improve andh

the terms of trade w uld lgo improve £s & result of o deprecimtion,
thet would seem to be & world in which true beggar -my-neighbor
policies would ceem to vork

Tf the demand elscticities:are small, ;7;+‘}LI // , end the
supply elsesticlties are x large then both the terms of trede snd
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the balance of payments would deteriorate upon & depreciation, we lm

have & world in which appreciation ( or internel inflation!' would
work;that is , in which if & country reised ite internal price level
it would bhe better off, However, the ususl result of such a sitwudr

aitvetion has been the imposition of direct controls, zrbitrerily
1limiting imports or by systems of blocked meccounts trylng to force

eyports, attificially rﬁising the elssticity of demand for exports,.
The above anelysis lesves us with three poseible types of

worlds: one lgﬁhich both the terms of trade and the balance of

peyments improve; & second in which ‘the terms of trude deteriorate

while the bslunce of ppyments improves; and & third in which both ta
the terms of trede and the b4 lance of pﬁyments dgtériorutes 0e 8

result of depreciation,

' The conventionel policy recommendations of economists,
centering arcund freé'orjat-ieést'hon;discriminatory trede where
fundamental dioequilibria in the balance of pgyﬁents are met with
either deprecistion of deflation is consistent with the second type
of world, If you are in the second type of world, where the bslanee

of peyments end the terms of trade do not move together, each
country can be left to e nyx set its SWn exchange rafe; for any
surplug on current zecount would be the result of & country toking
more unfevorable terms of trade then it could have, which reéults

in & lowering of the domestic stendsrd of living,
if the world is of the first kind, where both the terms of =

trede end the balance oi’ cayments lmppove upon depreciation unilatéba}
control of exchenge rates would be undesirable for true beggar -my-
neighbor +trede policles ere possible, £lthough such & world may
exist, with elestic demend =nd inelesstic su;ply, it 1is not the

seme as the beggar—my-neighbor world of business cycle poliey for

in a depression it cen be sscumed that the supply elasticities are




_ 15
nigh. /lthough for & single underemployed country in & full employss
ment world, it may be true thst , due td the supnly elasticities of
imports being almost zero, both mey improve. ot X

‘the present internatiorel monetery diffiéﬁlties mey revolve
around the possibility that the world really ie of the third kind,
vhere the effect_of 2 depreciation is to deteriorste both the termsd
of trede £nd the balsnce of payments. 1fwe take the hard currency

countries end the ‘soft currency countries éé'units, we mé ¥ heve &
gituation in whieh the demand conditions are inelastic,j the supply

conditions elastic between them. The inelasficity of demend for hewt
hard currency commoditieé'may be -due: to two caijses, The commodities
exported by the hard currency countries may be those conventicnal
necessities whose demand is "normelly" inelastic, The soft currengy
countries: may so0 regulete the importatioﬁ of herd currency commodde -

ities by means of import IiEcERRERERX licenses that eny "ressonsble!

price inererse would not effect the quantity teken, The inelasticity
of demand toY{7aEmMENA for soft currency commodities by hard
burrency countries mey be due to the emmll p= 4 that the foreign
price ig in the domestic price of foreign produced 0048,

Tt is usuelly overlooked in the discus sion of the effect

of & deprecistion or a deflation that there is & difference

between the elasticity of demend for imports and the elasticity of
demend for foreign commodities, The export price is but e part, and
ecometimes a small part of the the price of the commodity to the
buyer in the foreign courtry. In sddition to the export price

the finel price includes trensportation costs, both within and -
outside of the buying country, the tariff =2nd the proceseing amd

gelling coste within the buying country, If the costs within the e

importingﬁountry are fixed , then =ny change in the exprort price =

w:'a_.ll recult in 2 smzller percentnge chenge in the final sel‘l.ihg pasi
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pricees T he foreign consumer recacts to the domestic selling price

of the foreign commodity, o givéjn eny elesticity of demand by

consumers
the imvorting countryy\gheNthe elesticity of demand for the

export will be smeller,

ds an example we cen tske the well documented cose of *
"Scotch "hiskey®, "he Rritish export price of fcotch Vhiskey is
1l, '"he {inel selling price within fhe United States is, let us ee_

s8y, 35, Let us assume that the entire difference in the two

prices is dollar costs, sand fhét they are fixed, If the elasticity
of demand for ~cotch WhiSkéy in the United States is 2, and if

the British depreciate by 204 ., the United States‘?rice would be
¥4,80, The ‘mericen price changos'by=¢%, the amount.taken will
increase by 8%, The elasticity of demsnd for the export Scoteh thﬂk'
“hiskey is this 87 divided by the Fritish price chgnge 204 or .4,
which is considerably less then 1,

0f course the examplé'chosen i3 an extreme one due to the
high tax on alcoholic be¥ersges in the nited ?iﬁtes. However if tle
méfaor pért of = countrzfs exports fre commodities sold =t retall
in the foreign countrytﬁ the efiect of = high teriff basrrier ,
combined with the larse psrt that domestic costs are to total

costs is to make the elasticity of demand for exports small, evensis-

though the elasticity oi demand for the exported commodity in the in—
importing country may be high.

thus & circle is completed, “€ginning with en anslyseis of the
monetary mechenism in internetional trade we find that the mone tary
mecheni sms behavior is determined by trede policy, The zbility of
a country to affect its bslence of payments position by meane of

the mbnetary mechenism is slight 1f (1) the other countries heve

/‘5
restrictive trade prEf prectices # & the classical mechanism of

adjustment by meens of relative price changes depende upon the

gt s i
LS8

4._;: ‘
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nature of foreign demend elasticities which are determined igﬁart
by trede policy, end (2) the deficit countries demand for imports
is #inelestic either ss e result of the neture of the imports or
as & result of peolley.

1f the monetary techniques as outlined in the ' Internetionsl

Bonetary lund are to work it is necessary tha t demand ;

be sizereble., Ln the predent world thet may be possible only by
increasing the demand elasticities 'in the herd currency countries
for soft currency goods, If this is true the foundation of inter—
national monetary'Stability is ieﬁrﬁde policy; and if we put conterfi™
into the hard currency, soft cufrency language used above, in the
United states “ariff roliey.



Tootmotes to page 7
I-F. ( for the follimz a?lalysis see diagram 1 pgé4 above)
‘nen country 1 RAiffererkiatsx depreciates the demand for

imports in the second country, in its own currency , will not

change. In translating this invariant foreign demand curve at "I’y
the new exchange rate into the currency of country 1, the pre- ,J;Ajﬁr‘
depreciation gquantity will be mmk# teken et & higher pric " This u"ﬂ o
quantity however will be offered only at a higher price, thereforek 'k%
there is a decrease in the qusntity taken,; a movement along the ﬁf}’ i

demand curve, The net result is aZprice change in the domestic
currency of K- 4'5;. The chenge in the @ uantity teken is q?: .
The elesticity ofdemand for export . A& nd"" e A

i J e e 77"‘ ax/ K™ Px
simile r s Dgument holds for the elasticity of supply of imports: n

en inva riant foreign supply price, tra nslated into the domestic
currency ¥ at the new excha ¥ nge rate, will result in a net change 1

in price of kK~ dé-'.

M -
3./This formula sppears in Metzler's article in the Burvey of
Contemporary Economics p. 226, It is equivalent to the formula whih
sppears in a footnote to Joan Robinson's chepter on the foreign

Exchanges(Pp 91 1in the reprint of the chapter in Readings in The

Theory of International Trade, The Blakiston Company, Philadelphia
1949‘) To get the Metzler form from the Robinson form you set Rebodadds
Robinsons Eq=Ip and cross multiply. /s is usual in Feonomics it
is necessa ry to translate symbolism.

A.0, Hirschman in The Péyiew of Economics and Statistics,
vebruary 1949 operates by keeping the value of exports not equal

to the value of imports, but by setting the elasticities of
supplé('ﬂo JHis results are obtainable from the above formula. It
is necessary to make either the simplifying assumption that
exports equal imports or that the supply elasticities are ™o in

order to reduce the number of variebles to e more menagesble numb
: er




rootnote to p 7 2

In this argument we cen readily assume that exports equal imports p
by setting appropriate "gero" levels for the current account items
at the level of the net financial transactions,



"ootnotes

& o b The numerstor, which is ull that is pertinent to the

following enelyels ie equivelent 1o the humerstor im given in J0an
Robinson Beggar my Neighbor f%licies p400 Headings in Ifter-
national drade,

7 pete "ith A=0 in the proof above, the halsnce of paymentg must

imnrove, : )7
8pe%s With / 2 Vv N )Ziﬁ (/+ Cat ZIL)/' ?*;’ 5 / vhich

jmclies that the te Tms of trf.lca deteriorate,

% 10. ¢ -2--n¢'n~«-U"Lmn~M ______ Lllﬁh_~r)tn+ \)

2(N++N~=1)
10 p 12, 'rofescor £1lis “The fMocuilibrivm .ete of ixchenge” in

neploretions in Lconomics,

11l p 14, The begger mny neighbor .pokse business cycle policy involves
g sucrifice in tne terms of trade,

12 p 15, Ise Chun Chang "“Revi w of lconomic ‘tudies 1945=46 Inter—
nati nel Comparison of Remend for Imports® pbr "from the point of
view of home consumers the cost of buying imicorted commodities is
not the price mfxsha- ci:oted by the forelegn sellers,; but the quoted g

price c.i.fe plus import dvties,  ‘ny .change in Teriff is ecuivelent
to &n inereaze or decreace in import price,". Om'p€3.he £lso says
(footnote) thet import pri¢e¥ price : ecustoms revenue/ auantity,

Mr Cheng's nrice seems to be midwey between the two nrices
I 'would srgue are pertinenti tine pricerﬂn recieved by tihe exporting

country ond tae Tinsl weliing price in the importing country, iir,

vhe ng's priQe seems ot be the wholesule purchusers price, If we

wigh to onelyse the eifect of & depreciztion uwpon the lecelpt& of

foreign curreney, then ez the entire change must be spssumed to teke

place in the export price , iir Changés mezsured elausticities of

demand have sn upward biges due vﬂ;tﬂe inclusion of the tariff. Lven

including this biss his measured elasticities are £1




rootmnotes J
o 3w ¢ 4
13 p 164 IF g IJJ:os—:ts except the export price are fixed, snd if the
export price isl/n th of the) final sel? ing price, tha elastici nﬁ;{x

of demand=séefor exports ie 1/n th of the elasticity of demand for &

the import,
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