
 Masterbook of Business and Industry (MBI) 

  

Muhammad Firman   (University of Indonesia -  Accounting )                      2 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
Introduction 
The study of international economics has never been as important as it is 
now. At the beginning of the 21stcentury, nations are more closely linked 
through trade in goods and services, through flows of money, and through 
investment in each others’ economies than ever before. Figure 1-1 shows 
that international trade for the United States has roughly tripled in 
importance compared with the U.S. economy as a whole. 
 
Figure 1-1: Exports and Imports as a Percentage of U.S. National Income 
Introduction 

 
 
Figure 1-2: Exports and Imports as Percentages of National Income in 1994 
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What is International Economics About? 
International economics deals with economic interactions that occur  
between independent nations. The role of governments in regulating 
international trade and investment is substantial. Analytically, 
international markets allow governments to discriminate against a 
subgroup of companies. Governments also control the supply of currency. 
There are several issues that recur throughout the study of international 
economics. 
 
The Gains from Trade 
Many people are skeptical about importing goods that a country could 
produce for itself. When countries sell goods to one another, all countries 
benefit. 
 
Trade and income distribution 
–International trade might hurt some groups within nations. 
–Trade, technology, and wages of high and low-skilled workers. 

 
 
 
 
 
 
 
 
 
 
 
What is International Economics About? 
 
The Pattern of Trade(who sells what to whom?) 
Climate and resources determine the trade pattern of several goods. In 
manufacturing and services the pattern of trade is more subtle. 
 
There are two types of trade: 
–Interindustry tradedepends on differences across countries. 
–Intraindustry tradedepends on market size and occurs among similar 
countries. 
 
How Much Trade? 
Many governments are trying to shield certain industries from 
international competition. This has created the debate dealing with the 
costs and benefits of protection relative to free trade. 
–Advanced countries’policies engage in industrial targeting. 
–Developing countries’policies promote industrialization:  
–Import substitutionversus export promotionindustrialization. 
 
The Balance of Payments 
Some countries run large trade surpluses. For example, in 1998 both China 
and South Korea ran trade surpluses of about $40 billion each. Is it good to 
run a trade surplus and bad to run a trade deficit? 
 
Exchange Rate Determination 
The role of changing exchange rates is at the center of international 
economics. 
 
International Policy Coordination 
A fundamental problem in international economics is how to produce an 
acceptable degree of harmony among the international trade and 
monetary policies of different countries without a world government that 
tells countries what to do. 
 
The International Capital Market 
There are risks associated with international capital markets: 
–Currency depreciation 
–National default 
 
International Economics:Trade and Money 
International trade analysis focuses primarily on the real transactions in 
the international economy. These transactions involve a physical 
movement of goods or a tangible commitment of economic resources. 
Example: The conflict between the United States and Europe over 
Europe’s subsidized exports of agricultural products  
 
International monetary analysis focuses on the monetary side of the 
international economy. That is, financial transactions such as foreign 
purchases of U.S. dollars. Example: The dispute over whether the foreign 
exchange value of the dollar should be allowed to float freely or be 
stabilized by government action 
 
International trade issues 
Part I: International Trade Theory 
Part II: International Trade Policy 
 
International monetary issues 
Part III: Exchange Rates and Open-Economy Macroeconomics 
Part IV: International Macroeconomic Policy 
 

 
 
Countries engage in international trade for two basic reasons: 

1. They are different from each other in terms of climate, land, 
capital, labor, and technology. 

2. They try to achieve scale economies in production. 
 
The Ricardian modelis based on technological differences across countries. 
These technological differences are reflected in differences in the 
productivity of labor. 
 
The Concept of Comparative Advantage 
On Valentine’s Day the U.S. demand for roses is about 10 million roses.  
Growing roses in the U.S. in the winter is difficult. Heated greenhouses 
should be used. The costs for energy, capital, and labor are substantial. 

CHAPTER 1 

INTRODUCTION 

CHAPTER 2 

LABOR PRODUCTIVITY AND COMPARATIVE 

ADVANTAGE 

EKONOMI INTERNASIONAL 
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Resources for the production of roses could be used to produce other 
goods, say computers. 
 
Opportunity Cost 
The opportunity cost of roses in terms of computers is the number of 
computers that could be produced with the same resources as a given 
number of roses. 
 
Comparative Advantage 
A country has a comparative advantage in producing a good if the 
opportunity cost of producing that good in terms of other goods is lower in 
that country than it is in other countries. 
 
Suppose that in the U.S. 10 million roses can be produced with the same 
resources as 100,000 computers. Suppose also that in Mexico 10 million 
roses can be produced with the same resources as 30,000 computers. This 
example assumes that Mexican workers are less productive than U.S. 
workers. 
 
If each country specializes in the production of the good with lower 
opportunity costs, trade can be beneficial for both countries. 

 Roses have lower opportunity costs in Mexico. 
 Computers have lower opportunity costs in the U.S. 

 
The benefits from trade can be seen by considering the changes in 
production of roses and computers in both countries. 
 
Table 2-1: Hypothetical Changes in Production 

 
 
The example in Table 2-1 illustrates the principle of comparative 
advantage: If each country exports the goods in which it has comparative 
advantage (lower opportunity costs), then all countries can in principle 
gain from trade. 
 
What determines comparative advantage? 
Answering this question would help us understand how country 
differences determine the pattern of trade (which goods a country 
exports). 
 
A One-Factor Economy 
Assume that we are dealing with an economy (which we call Home). In this 
economy: 

 Labor is the only factor of production. 
 Only two goods (say wine and cheese) are produced. 
 The supply of labor is fixed in each country. 
 The productivity of labor in each good is fixed. 
 Perfect competition prevails in all markets. 

 
The constant labor productivity is modeled with the specification of unit 
labor requirements: The unit labor requirementis the number of hours of 
labor required to produce one unit of output. 

 Denote with aLWthe unit labor requirement for wine (e.g. if 
aLW= 2, then one needs 2 hours of labor to produce one gallon 
of wine). 

 Denote with aLCthe unit labor requirement for cheese (e.g. if 
aLC= 1, then one needs 1 hour of labor to produce a pound of 
cheese). 

 
The economy’s total resources are defined as L, the total labor supply (e.g. 
if L= 120, then this economy is endowed with 120 hours of labor or 120 
workers). 
 
Production Possibilities 
The production possibility frontier(PPF) of an economy shows the 
maximum amount of a good (say wine) that can be produced for any given 
amount of another (say cheese), and vice versa. The PPF of our economy is 
given by the following equation: 
 

 
 
From our previous example, we get: 
 

QC+ 2QW= 120 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 2-1: Home’s Production Possibility Frontier  

 

 
 
Relative Prices and Supply 
The particular amounts of each good produced are determined by prices. 
The relative price of good X(cheese) in terms of good Y(wine) is the 
amount of good Y(wine) that can be exchanged for one unit of good 
X(cheese). 
 
Examples of relative prices: 

 If a price of a can of Coke is $0.5, then the relative price of Coke 
is the amount of $ that can be exchanged for one unit of Coke, 
which is 0.5. 

 The relative price of a $ in terms of Coke is 2 cans of Coke per 
dollar. 

 
Denote with PC the dollar price of cheese and with PWthe dollar price of 
wine. Denote with Ww the dollar wage in the wine industry and with wC 
the dollar wage in the cheese industry. 
 
Then under perfect competition, the non-negative profit condition implies: 

 If PW/ aW< wW, then there is no production of QW. 
 If PW/ aW= wW, then there is production of QW. 
 If PC/ aC< wC, then there is no production of QC. 
 If PC/ aC= wC, then there is production of QC. 

 
The above relations imply that if the relative price of cheese (PC/ PW) 
exceeds its opportunity cost (aLC/ aLW), then the economy will specialize 
in the production of cheese. In the absence of trade, both goods are 
produced, and therefore  
 

 
 
Trade in a One-Factor World 
Assumptions of the model: 
There are two countries in the world (Home and Foreign). 

 Each of the two countries produces two goods (say wine and 
cheese). 

 Labor is the only factor of production. 
 The supply of labor is fixed in each country. 
 The productivity of labor in each good is fixed. 
 Labor is not mobile across the two countries. 
 Perfect competition prevails in all markets. 
 All variables with an asterisk refer to the Foreign country. 

 
Absolute Advantage 
A country has an absolute advantagein a production of a good if it has a 
lower unit labor requirement than the foreign country in this good. 
 
Assume that aLC< a*LCand aLW< a*LW 

 This assumption implies that Home has an absolute advantage 
in the production of both goods. Another way to see this is to 
notice that Home is more productive in the production of both 
goods than Foreign. 

 Even if Home has an absolute advantage in both goods, 
beneficial trade is possible. 

 
The pattern of trade will be determined by the concept of comparative 
advantage. 
 
Comparative Advantage 
 
Assume that aLC/aLW< a*LC/a*LW(2-2) 

 This assumption implies that the opportunity cost of cheese in 
terms of wine is lower in Home than it is in Foreign. 

 In other words, in the absence of trade, the relative price of 
cheese at Home is lower than the relative price of cheese at 
Foreign. 

 
Home has a comparative advantage in cheese and will export it to Foreign 
in exchange for wine. 
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Figure 2-2: Foreign’s Production Possibility Frontier  
 

 
 
Determining the Relative Price Ather Trade 
What determines the relative price (e.g., PC/ PW) ather trade? To answer 
this question we have to define the relative supply and relative demand 
for cheese in the world as a whole. 

 The relative supplyof cheese equals the total quantity of cheese 
supplied by both countries at each given relative price divided 
by the total quantity of wine supplied, (QC+ Q*C)/(QW+ Q*W). 

 The relative demandof cheese in the world is a similar concept. 
 
Figure 2-3: World Relative Supply and Demand 
 

 
The Gains from Trade 
If countries specialize according to their comparative advantage, they all 
gain from this specialization and trade. We will demonstrate these gains 
from trade in two ways. First, we can think of trade as a new way of 
producing goods and services (that is, a new technology).  
 
Another way to see the gains from trade is to consider how trade affects 
the consumption in each of the two countries. The consumption possibility 
frontier states the maximum amount of consumption of a good a country 
can obtain for any given amount of the other commodity. In the absence 
of trade, the consumption possibility curve is the same as the production 
possibility curve. Trade enlarges the consumption possibility for each of 
the two countries. 
 
Figure 2-4: Trade Expands Consumption Possibilities 

 
A Numerical Example 
The following table describes the technology of the two counties: 
 
Table 2-2: Unit Labor Requirements 

 
 
The previous numerical example implies that: 
 

 
 
In world equilibrium, the relative price of cheese must lie between these 
values. Assume that Pc/PW= 1 gallon of wine per pound of cheese. Both 
countries will specialize and gain from this specialization. Consider Home, 
which can transform wine to cheese by either producing it internally or by 
producing cheese and then trading the cheese for wine. 
 
Home can use one hour of labor to produce 1/aLW= 1/2 gallon of wine if it 
does not trade. Alternatively, it can use one hour of labor to produce 
1/aLC= 1 pound of cheese, sell this amount to Foreign, and obtain 1 gallon 
of wine. In the absence of trade, Foreign can use one unit of labor to 
produce 1/a*LC= 1/6 pound of cheese using the domestic technology. Can 
it do better by specializing in wine and trading wine with Home for 
cheese? In the presence of trade, Foreign can use one unit of labor to 
produce 1/a*LW= 1/3 gallon of wine. Since the world price of wine is PW/ 
PC= 1 pound of cheese per gallon, Foreign can obtain 1/3 lb of cheese 
which is more than 1/6 lb. 
 
Relative Wages 
Because there are technological differences between the two countries, 
trade in goods does not make the wages equal across the two countries. 
A country with absolute advantage in both goods will enjoy a higher wage 
ather trade.  
 
This can be illustrated with the help of a numerical example: 

 Assume that PC= $12 and that PW= $12. Therefore, we have 
PC/ PW= 1 as in our previous example. 

 Since Home specializes in cheese ather trade, its wage will be 
(1/aLC)PC= ( 1/1)$12 = $12. 

 Since Foreign specializes in wine ather trade, its wage will be 
(1/a*LW) PW= (1/3)$12 = $4. 

 Therefore the relative wage of Home will be $12/$4 = 3. 
 Thus, the country with the higher absolute advantage will enjoy 

a higher wage ather trade. 
 
Misconceptions About Comparative Advantage 
Productivity and Competitiveness 
Myth 1: Free trade is beneficial only if a country is strong enough to 
withstand foreign competition. –This argument fails to recognize that 
trade is based on comparative not absolute advantage. 
 
The Pauper Labor Argument 
Myth 2: Foreign competition is unfair and hurts other countries when it is 
based on low wages. Again in our example Foreign has lower wages but 
still benefits from trade. 
 
Exploitation 
Myth 3: Trade makes the workers worse off in countries with lower wages. 
In the absence of trade these workers would be worse off. Denying the 
opportunity to export is to condemn poor people to continue to be poor. 
 

 
 
Comparative Advantage with Many Goods 
 
Setting Up the Model 
Both countries consume and are able to produce a large number, N, of 
different goods. 
 
Relative Wages and Specialization 
The pattern of trade will depend on the ratio of Home to Foreign wages. 
Goods will always be produced where it is cheapest to make them. For 
example, it will be cheaper to produce good i in Home if waLi< w*a*Li, or 
by rearranging if a*Li/aLi> w/w*. 
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Which country produces which goods? 
A country has a cost advantage in any good for which its relative 
productivity is higher than its relative wage. If, for example, w/w*= 3, 
Home will produce apples, bananas, and caviar, while Foreign will produce 
only dates and enchiladas. Both countries will gain from this specialization. 
 
Determining the Relative Wage in the Multigood Model 
To determine relative wages in a multigood economy we must look behind 
the relative demand for goods (i.e., the relative derived demand). The 
relative demand for Home labor depends negatively on the ratio of Home 
to Foreign wages. 
 

 
 
Adding Transport Costs and Nontraded Goods 
There are three main reasons why specialization in the real international 
economy is not extreme: 

1. The existence of more than one factor of production. 
2. Countries sometimes protect industries from foreign 

competition. 
3. It is costly to transport goods and services. 

 
The result of introducing transport costs makes some goods non traded. In 
some cases transportation is virtually impossible. Example: Services such 
as haircuts and auto repair cannot be traded internationally. 
 
Empirical Evidenceon the Ricardian Model 

 
 
Summary 
We examined the Ricardian model, the simplest model that shows how 
differences between countries give rise to trade and gains from trade. In 
this model, labor is the only factor of production and countries differ only 
in the productivity of labor in different industries. In the Ricardian model, a 

country will export that commodity in which it has comparative (as 
opposed to absolute) labor productivity advantage. 
The fact that trade benefits a country can be shown in either of two ways:  

1. We can think of trade as an indirect method of production. 
2. We can show that trade enlarges a country’s consumption 

possibilities. 
 
The distribution of the gains from trade depends on the relative prices of 
the goods countries produce. Extending the one-factor, two-good model 
to a world of many commodities makes it possible to illustrate that 
transportation costs can give rise to the existence of nontraded goods. 
The basic prediction of the Ricardian model-that countries will tend to 
export goods in which they have relatively high productivity-has been 
confirmed by a number of studies. 
 

 
 
Trade has substantial effects on the income distribution within each 
trading nation. There are two main reasons why international trade has 
strong effects on the distribution of income: 

1. Resources cannot move immediately or costlessly from one 
industry to another. 

2. Industries differ in the factors of production they demand. 
 
The specific factors modelallows trade to affect income distribution. 
 
The Specific Factors Model 
Assumptions of the Model 
Assume that we are dealing with one economy that can produce two 
goods, manufactures and food. There are three factors of production; 
labor (L), capital (K) and land (Tfor terrain). Manufactures are produced 
using capital and labor (but not land). Food is produced using land and 
labor (but not capital). Labor is therefore a mobile factor that can be used 
in either sector. Land and capital are both specific factors that can be used 
only in the production of one good. Perfect Competition prevails in all 
markets. 
 
How much of each good does the economy produce? 
The economy’s output of manufactures depends on how much capital and 
labor are used in that sector. This relationship is summarized by a 
production function. Theproduction function for good Xgives the 
maximum quantities of good Xthat a firm can produce with various 
amounts of factor inputs. For instance, the production function for 
manufactures (food) tells us the quantity of manufactures (food) that can 
be produced given any input of labor and capital (land). 
 
The production function for manufactures is given by  
 

 
where: 
QM is the economy’s output of manufactures 
K is the economy’s capital stock 
LM is the labor force employed in manufactures 
 
The production function for food is given by 
 

 
QF= QF (T, LF) (3-2) 
 
where: 
QF is the economy’s output of food 
T is the economy’s supply of land 
LF is the labor force employed in food 
 
The full employment of labor condition requires that the economy-wide 
supply of labor must equal the labor employed in food plus the labor 
employed in manufactures: 
 

 
 
We can use these equations and derive the production possibilities 
frontierof the economy. 
 
Production Possibilities 
To analyze the economy’s production possibilities, we need only to ask 
how the economy’s mix of output changes as labor is shithed from one 
sector to the other. Figure 3-1 illustrates the production function for 
manufactures. 
 
 
 
 
 

CHAPTER 3 

SPECIFIC FACTOR AND INCOME DISTRIBUTION 
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Figure 3-1: The Production Function for Manufactures 

 
 
The shape of the production function reflects the law of diminishing 
marginal returns. Adding one worker to the production process (without 
increasing the amount of capital) means that each worker has less capital 
to work with. Therefore, each additional unit of labor will add less to the 
production of output than the last. Figure 3-2 shows the marginal product 
of labor,which is the increase in output that corresponds to an extra unit 
of labor. 
 
Figure 3-2: The Marginal Product of Labor 
 

 
 
Figure 3-3: The Production Possibility Frontier in the Specific Factors 
Model  
 

 
 
Prices, Wages, and Labor Allocation 
How much labor will be employed in each sector? 
To answer the above question we need to look at supply and demand in 
the labor market. 
 
Demand for labor: 
In each sector, profit-maximizing employers will demand labor up to the 
point where the value produced by an additional person-hour equals the 
cost of employing that hour. 
 
The demand curve for labor in the manufacturing sector can be written: 

 
 
The wage equals the value of the marginal product of labor in 
manufacturing. The demand curve for labor in the food sector can be 
written: 

 
The wage rate equals the value of the marginal product of labor in food. 
 

The wage rate must be the same in both sectors, because of the 
assumption that labor is freely mobile between sectors. The wage rate is 
determined by the requirement that total labor demand equal total labor 
supply: 
 

 
 
Figure 3-4: The Allocation of Labor 
 

 
 
At the production point the production possibility frontier must be tangent 
to a line whose slope is minus the price of manufactures divided by that of 
food. Relationship between relative prices and output: 
 

 
Figure 3-5: Production in the Specific Factors Model 

 
 
What happens to the allocation of labor and the distribution of income 
when the prices of food and manufactures change? 
 
Two cases: 
–An equal proportional change in prices 
–A change in relative prices 
 
Figure 3-6: An Equal Proportional Increase in the Prices of Manufactures 
and Food 

 
When both prices change in the same proportion, no real changes occur. 
The wage rate (w) rises in the same proportion as the prices, so real wages 
(i.e. the ratios of the wage rate to the prices of goods) are unaffected. –
The real incomes of capital owners and landowners also remain the same. 
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When only PM rises, labor shifts from the food sector to the 
manufacturing sector and the output of manufactures rises while that of 
food falls. The wage rate (w) does not rise as much as PMsince 
manufacturing employment increases and thus the marginal product of 
labor in that sector falls. 
 
Figure 3-7: A Rise in the Price of Manufactures 
 

 
 
Figure 3-8: The Response of Output to a Change in theRelative Price of 
Manufactures 

 
 
Figure 3-9: Determination of Relative Prices 
 

 
Relative Prices and the Distribution of Income 
Suppose that PMincreases by 10%. Then, we would expect the wage to 
rise by less than 10%, say by 5%. What is the economic effect of this price 
increase on the incomes of the following three groups? 
–Workers 
–Owners of capital 
–Owners of land 
 
Workers: 
We cannot say whether workers are better or worse off; this depends on 
the relative importance of manufactures and food in workers’ 
consumption. 
 
Owners of capital: 
They are definitely better off. 
 
Landowners: 
They are definitely worse off. 
 
 
 
 

International Trade in the Specific Factors Model 
Assumptions of the model 
Assume that both countries (Japan and America) have the same relative 
demand curve. Therefore, the only source of international trade is the 
differences in relative supply. The relative supply might differ because the 
countries could differ in: 
–Technology 
–Factors of production (capital, land, labor) 
 
Resources and Relative Supply 
What are the effects of an increase in the supply of capital stock on the 
outputs of manufactures and food? A country with a lot of capital and not 
much land will tend to produce a high ratio of manufactures to food at any 
given prices. 
 
Figure 3-10: Changing the Capital Stock 

 
An increase in the supply of capital would shift the relative supply curve to 
the right. An increase in the supply of land would shift the relative supply 
curve to the left. What about the effect of an increase in the labor force? 
The effect on relative output is ambiguous, although both outputs 
increase. 
 
Trade and Relative Prices 
Suppose that Japan has more capital per worker than America, while 
America has more land per worker than Japan. As a result, the pretrade 
relative price of manufactures in Japan is lower than the pretrade relative 
price in America. International trade leads to a convergence of relative 
prices. 
 
Figure 3-11: Trade and Relative Prices 

 
The Pattern of Trade 
In a country that cannot trade, the output of a good must equal its 
consumption. International trade makes it possible for the mix of 
manufactures and food consumed to differ from the mix produced. A 
country cannot spend more than it earns. 
 
Figure 3-12: The Budget Constraint for a Trading EconomyQ1M 
 

 



 Masterbook of Business and Industry (MBI) 

  

Muhammad Firman   (University of Indonesia -  Accounting )                      8 

 

Figure 3-13: Trading Equilibrium 
 

 
 
Income Distribution andthe Gains from Trade 
To assess the effects of trade on particular groups, the key point is that 
international trade shifts the relative price of manufactures and food. 
Trade benefits the factor that is specific to the export sector of each 
country, but hurts the factor that is specific to the import-competing 
sectors. Trade has ambiguous effects on mobile factors. 
 
Could those who gain from trade compensate those who lose, and still be 
better off themselves? If so, then trade is potentially a source of gain to 
everyone.  The fundamental reason why trade potentially benefits a 
country is that it expands the economy’s choices. This expansion of choice 
means that it is always possible to redistribute income in such a way that 
everyone gains from trade. 
 
Figure 3-14: Trade Expands the Economy’s Consumption Possibilities 

 
 
The Political Economy of Trade:A Preliminary View 
Trade othen produces losers as well as winners. 
 
Optimal Trade Policy 
The government must somehow weigh one person’s gain against another 
person’s loss. Some groups need special treatment because they are 
already relatively poor (e.g., shoe and garment workers in the United 
States). Most economists remain strongly in favor of more or less free 
trade. Any realistic understanding of how trade policy is determined must 
look at the actual motivations of policy. 
 
Income Distribution and Trade Politics 
Those who gain from trade are a much less concentrated, informed, and 
organized group than those who lose. Example: Consumers and producers 
in the U.S. sugar industry 
 
Summary 
International trade othen has strong effects on the distribution of income 
within countries, so that it othen produces losers as well as winners. 
Income distribution effects arise for two reasons: 

1. Factors of production cannot move instantaneously and 
costlessly from one industry to another. 

2. Changes in an economy’s output mix have differential effects 
on the demand for different factors of production. 

 
A useful model of income distribution effects of international trade is the 
specific-factors model. In this model, differences in resources can cause 
countries to have different relative supply curves, and thus cause 
international trade. In the specific factors model, factors specific to export 
sectors in each country gain from trade, while factors specific to import-
competing sectors lose. Mobile factors that can work in either sector may 
either gain or lose. Trade nonetheless produces overall gains in the sense 
that those who gain could in principle compensate those who lose while 
still remaining better off than before. 
 
 
 
 
 
 

Figure 3A-1: Showing that Output Is Equal to the Area Under the Marginal  
 

 
 
Figure 3A-2: The Distribution of Income Within the Manufacturing Sector 
 

 
 
Figure 3A-3: A Rise in PM Benefits the Owners of Capital 
 

 
 
Figure 3A-4: A Rise in PM Hurts Landowners  
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In the real world, while trade is partly explained by differences in labor 
productivity, it also reflects differences in countries’ resources. 
 
TheHeckscher-Ohlin theory: 
Emphasizes resource differences as the onlysource of trade Shows that 
comparative advantage is influenced by: 
–Relative factor abundance (refers to countries) 
–Relative factor intensity (refers to goods) 
 
Is also referred to as the factor-proportions theory 
 
A Model of a Two-Factor Economy 
Assumptions of the Model 
An economy can produce two goods, cloth and food. The production of 
these goods requires two inputs that are in limited supply; labor (L) and 
land (T). Production of food is land-intensiveand production of cloth is 
labor-intensivein both countries. Perfect competition prevails in all 
markets. 
 
Figure 4-1: Input Possibilities in Food Production 
 

 
 
Factor Intensity 
In a world of two goods (cloth and food) and two factors (labor and land), 
food production is land-intensive, if at any given wage-rental ratio the 
land-labor ratio used in the production of food is greater than that used in 
the production of cloth: 
 

 
Example: If food production uses 80 workers and 200 acres, while cloth 
production uses 20 workers and 20 acres, then food production is land-
intensive andcloth production is labor-intensive. 
 
Figure 4-2: Factor Prices and Input Choices 

 
 
Factor Prices and Goods Prices 
Stolper-Samuelson Theorem (effect): 
If the relative price of a good increases, holding factor supplies constant, 
then the nominal and real return (in terms of bothgoods) to the factor 
used intensively in the production of that good increases, while the 
nominal and real return (in terms of bothgoods) to the other factor 
decreases. The reverse is also true. 
 
 
 

Figure 4-3: Factor Prices and Goods Prices 

 
Figure 4-4: From Goods Prices to Input Choices 

 
 
An increase in the price of cloth relative to that of food, PC/PF ,will:  

 Raise the income of workers relative to that of landowners, 
w/r. 

 Raise the ratio of land to labor, T/L, in both cloth and food 
production and thus raise the marginal product of labor in 
terms of both goods. 

 Raise the purchasing power of workers and lower the 
purchasing power of landowners, by raising real wages and 
lowering real rents in terms of both goods. 

 
Resources and Output 
How is the allocation of resources determined? Given the relative price of 
cloth and the supplies of land and labor, it is possible to determine how 
much of each resource the economy devotes to the production of each 
good. 
 
Figure 4-5: The Allocation of Resources 

 
  
Rybczynski Theorem(effect): 
If a factor of production (Tor L) increases, then the supply of the good that 
uses this factor intensively increases and the supply of the other good 
decreases for any given commodity prices. The reverse is also true. 
 
Figure 4-6: An Increase in the Supply of Land 

 
Figure 4-7: Resources and Production Possibilities 

CHAPTER 4 

RESOURCES AND TRADE : THE HECKSCHER OHLIN 

MODEL 



 Masterbook of Business and Industry (MBI) 

  

Muhammad Firman   (University of Indonesia -  Accounting )                      10 

 

 
An increase in the supply of land (labor) leads to a biased expansion of 
production possibilitiestoward food (cloth) production. The biased effect 
of increases (decreases) in resources on production possibilities is the key 
to understanding how differences in resources give rise to international 
trade.An economy will tend to be relatively effective at producing goods 
that are intensive in the factors with which the country is relatively well-
endowed. 
 
Effects of International Trade Between Two-Factor Economies 
Assumptions of the Heckscher-Ohlin model: 
There are two countries (Home and Foreign) that have: 
–Sametastes 
–Sametechnology 
 
Different resources, Home has a higher ratio of labor to land than Foreign 
does. Each country has the same production structure of a two-factor 
economy. 
 
Relative Prices and the Pattern of Trade 
Factor Abundance 
–Home country is labor-abundantcompared to Foreign country (and 
Foreign is land-abundantcompared to Home) if and only ifthe ratio of the 
total amount of labor to the total amount of land available in Home is 
greater than that in Foreign: 
 

L/T >L*/T* 
 

Example: if America has 80 million workers and 200 million acres, while 
Britain has 20 million workers and 20 million acres, then Britain is labor-
abundant and America island-abundant. –In this case, the scarce factorin 
Home is land and in Foreign is labor. 
 
When Home and Foreign trade with each other, their relative prices 
converge. The relative price of cloth risesin Home and declines in Foreign. 
In Home, the rise in the relative price of cloth leads to a rise in the 
production of cloth and a decline in relative consumption, so Home 
becomes an exporter of cloth and an importer of food. Conversely, the 
declinein the relative price of cloth in Foreign leads it to become an 
importerof cloth and an exporter of food. 
 
Figure 4-8: Trade Leads to a Convergence of Relative Prices 

 
Heckscher-Ohlin Theorem: 
A country will export that commodity which uses intensivelyits 
abundantfactor and import that commodity which uses intensivelyits 
scarce factor. 
 
Trade and the Distribution of Income 
Trade produces a convergence of relative prices Changes in relative prices 
have strong effects on the relative earnings of  labor and land in both 
countries: 
–In Home, where the relative price of cloth rises: Laborers are made better 
off and landowners are made worse off. 

 
–In Foreign, where the relative price of cloth falls, the opposite happens: –
Laborers are made worse off and landowners are made better off. 
 
Owners of a country’s abundant factors gain from trade, but owners of a 
country’s scarce factors lose. 
 
Difference between the specific factors model and the Heckscher-Ohlin 
model in terms of income distribution effects: The specificity of factors to 
particular industries is othen only a temporary problem. Example: 
Garment makers cannot become computer manufactures overnight, but 
given time the U.S. economy can shift its manufacturing employment from 
declining sectors to expanding ones. In contrast, effects of trade on the 
distribution of income among land, labor, and capital are more or less 
permanent. 
 
Factor Price Equalization 
In the absence of trade: labor would earn less in Home than in Foreign, 
and land would earn more. 
 
Factor-Price Equalization Theorem: 
International trade leads to complete equalization in the relative and 
absolute returns to homogeneous factors across countries. It implies that 
international trade is a substitute for the international mobility of factors. 
 
Has international trade equalized the returns to homogeneous factors in 
different countries in the real world? 
–Even casual observation clearly indicates that it has not. 
–Example: Wages are much higher for doctors, engineers, technicians, 
mechanics and laborers in the United States and Germany than in Korea 
and Mexico. 
 
Under these circumstances, it is more realistic to say that international 
trade has reduced, rather than completely eliminated, the international 
difference in the returns to homogeneous factors. 
 
Table 4-1: Comparative International Wage Rates (United States = 100) 

 
Three assumptions crucial to the prediction of factor price equalization are 
in reality untrue: 
–Both countries produce both goods 
–Both countries have the same technologies in production 
–Both countries have the same prices of goods due to trade 
 
One thing the factor-price equalization theorem does not sayis that 
international trade will eliminate or reduce international differences in per 
capita incomes. 
 
Table 4-2: Composition of Developing-Country Exports(Percent of Total) 

 
 
Empirical Evidence on the Heckscher-Ohlin Model 
Testing the Heckscher-Ohlin Model 
Tests on U.S. Data 
Leontief paradox : Leontief found that U.S. exports were less capital-
intensive than U.S. imports, even though the U.S. is the most capital-
abundant country in the world. 
 
Tests on Global Data 
A study by Bowen, Leamer, and Sveikauskas tested the Heckscher-Ohlin 
model using data for a large number of countries. This study confirms the 
Leontief paradox on a broader level. 
 
Table 4-3: Factor Content of U.S. Exports and Imports for 1962 

 
Empirical  
Evidence on the Heckscher-Ohlin Model 
Table 4-4: Testing the Heckscher-Ohlin Model 
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Tests on North-South Trade 
North-South trade in manufactures seems to fit the Heckscher-Ohlin 
theory much better than the overall pattern of international trade. 
 
The Case of the Missing Trade 
A study by Trefler in 1995 showed that technological differences across a 
sample of countries are very large. 
 
Table 4-5: Trade Between the United States and South Korea, 1992 (million 
dollars)

 
Table 4-6: Estimated Technological Efficiency,1983 (United States = 1) 

 
 
Implications of the Tests 
Empirical evidence on the Heckscher-Ohlin model has led to the following 
conclusions: 

 It has been less successful at explaining the actual pattern of 
international trade. 

 It has been useful as a way to analyze the effects of trade on 
income distribution. 

 
Summary 
The Heckscher-Ohlin model, in which two goods are produced using two 
factors of production, emphasizes the role of resources in trade. A rise in 
the relative price of the labor-intensive good will shift the distribution of 
income in favor of labor: The real wage of labor will rise in terms of both 
goods, while the real income of landowners will fall in terms of both 
goods. For any given commodity prices, an increase in a factor of 
production increases the supply of the good that uses this factor 
intensively and reduces the supply of the other good. The Heckscher-Ohlin 
theorem predicts the following pattern of trade: A country will export that 
commodity which uses intensivelyits abundantfactor and import that 
commodity which uses intensivelyits scarce factor.  
The owners of a country’s abundant factors gain from trade, but the 
owners of scarce factors lose. In reality, complete factor price equalization 
is not observed because of wide differences in resources, barriers to trade, 
and international differences in technology. Empirical evidence is mixed on 
the Heckscher-Ohlin model. Most researchers do not believe that 
differences in resources alone can explain the pattern of world trade or 
world factor prices. 
 
Appendix: Factor Prices, Goods Prices, and Input Choices 
 
Figure 4A-1: Choosing the Optimal Land-Labor Ratio 

 
Figure 4A-2: Changing the Wage-Rental Ratio 

 
 
Figure 4A-3: Determining the Wage-Rental Ratio 

 
 
Figure 4A-4: A Rise in the Price of ClothLand inputLabor input 

 

 
 
Previous trade theories have emphasized specific sources of comparative 
advantage which give rise to international trade: 

 Differences in labor productivity (Ricardian model) 
 Differences in resources (specific factors model and Heckscher-

Ohlin model) 
 
The standard trade model is a general model of trade that admits these 
models as special cases. 
 
A Standard Model of a Trading Economy 
The standard trade modelis built on four key relationships: 

 Production possibility frontier and the relative supply curve 
 Relative prices and relative demand 
 World relative supply and world relative demand 
 Terms of trade and national welfare 

 
Production Possibilities and Relative Supply 
Assumptions of the model: 
–Each country produces two goods, food (F) and cloth (C) 
–Each country’s production possibility frontier is a smooth curve (TT)  
 
The point on its production possibility frontier at which an economy 
actually produces depends on the price of cloth relative to food, PC/PF. 
 
Isovalue lines 
Lines along which the market value of output is constant 
 
 
 
 
 
 
 
Figure 5-1: Relative Prices Determine the Economy’s Output 

CHAPTER 5 

THE STANDARD TRADE MODEL 
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Figure 5-2: How an Increase in the Relative Price of Cloth Affects Relative 
Supply 

 
 
Relative Prices and Demand 
The value of an economy's consumption equals the value of its production: 
 

 
 
The economy’s choice of a point on the isovalue line depends on the tastes 
of its consumers, which can be represented graphically by a series of 
indifference curves. 
 
Indifference curves 
Each traces a set of combinations of cloth (C) and food (F) consumption 
that leave the individual equally well off 
 
They have three properties: 

1. Downward sloping 
2. The farther up and to the right each lies, the higher the level of 

welfare to which it corresponds 
3. Each gets flatter as we move to the right 

 
Figure 5-3: Production, Consumption, and Trade in the Standard Model 

 
 
If the relative price of cloth, PC/PF, increases, the economy’s consumption 
choice shifts from D1to D2. The move from D1to D2reflects two effects: 
–Income effect 
–Substitution effect 
 
It is possible that the income effect will be so strong that when PC/PFrises, 
consumption of both goods actually rises, while the ratio of cloth 
consumption to food consumption falls. 
 
 
 
 
 
 
Figure 5-4: Effects of a Rise in the Relative Price of Cloth 

 

 
 
The Welfare Effect of Changes in the Terms of Trade 
Terms of trade 
The price of the good a country initially exports divided by the price of the 
good it initially imports. A rise in the terms of trade increases a country’s 
welfare, while a decline in the terms of trade reduces its welfare. 
 
Determining Relative Prices 
Suppose that the world economy consists of two countries: 
 
Home (which exports cloth) 
–Its terms of trade are measured by PC/PF 
–Itsquantities of cloth and food producedare QCand QF 
 
Foreign (which exports food) 
–Its terms of trade are measured by PF/PC 
–Itsquantities of cloth and food producedare Q*Cand Q*F 
 
 
To determine PC/PF ,one must find the intersection of world relative 
supply of cloth and world relative demand. The world relative supply curve 
(RS) is upward sloping because an increase inPC/PF leads both countries to 
produce more cloth and less food. The world relative demand curve (RD) is 
downward sloping because an increase inPC/PF leads both countries to 
shift their consumption mix away from cloth toward food. 
 
Figure 5-5: World Relative Supply and Demand 
 

 
Economic Growth: A Shift of the RSCurve 
Is economic growth in other countries good or bad for our nation? It may 
be good for our nation because it means larger markets for our exports. It 
may mean increased competition for our exporters.  
 
Is growth in a country more or less valuable when that nation is part of a 
closely integrated world economy? It should be more valuable when a 
country can sell some of its increased production to the world market. It is 
less valuable when the benefits of growth are passed on to foreigners 
rather than retained at home. 
 
Growth and the Production Possibility Frontier 
Economic growth implies an outward shift of a country’s production 
possibility frontier (TT). 
 
Biased growth 
Takes placewhen TTshifts out more in one direction than in the other 
 
Can occur for two reasons: 
–Technological progress in one sector of the economy 
–Increase in a country’s supply of a factor of production 
A Standard Model of a Trading Economy 
 
 
 
 
Figure 5-6: Biased Growth 
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Relative Supply and the Terms of Trade 
 
Export-biased growth 

 Disproportionately expands a country’s production possibilities 
in the direction of the good it exports 

 Worsens a growing country’s terms of trade, to the benefit of 
the rest of the world 

 
Import-biased growth 

 Disproportionately expands a country’s production possibilities 
in the direction of the good it imports 

 Improves a growing country’s terms of trade at the rest of the 
word’s expense 

 
Figure 5-7: Growth and Relative Supply 

 
 
International Effects of Growth 
Export-biased growth in the rest of the world improves our terms of trade, 
while import-biased growth abroad worsens our terms of trade. Export-
biased growth in our country worsens our terms of trade, reducing the 
direct benefits of growth, while import-biased growth leads to an 
improvement of our terms of trade. 
 
Immiserizing growth 
A situation where export-biased growth by poor nations can worsen their 
terms of trade so much that they would be worse off than if they had not 
grown at all. It can occur under extreme conditions: Strongly export-biased 
growth must be combined with very steep RSand RDcurves. It is regarded 
by most economists as more a theoretical point than a real-world issue. 
 
Table 5-1: Average Annual Percent Changes in Terms of Trade 

 
 
International Transfers of Income: Shifting the RDCurve 
International transfers of income, such as war reparations and foreign aid, 
may affect a country’s terms of trade by shifting the world relative 
demand curve. 
 
Relative world demand for goods may shift because of: 

1. Changes in tastes 
2. Changes in technology 
3. Internationaltransfers of income 

 
The Transfer Problem 

 How international transfers affect the terms of trade 
 
Effects of a Transfer on the Terms of Trade 
When both countries allocate their change in spending in the same 
proportions (Ohlin’s point): TheRDcurve will not shift, and there will be no 
terms of trade effect. When the two countries do not allocate their change 
in spending in the same proportions (Keynes’s point):  –The RDcurve will 
shift and there will be a terms of trade effect. –The direction of the effect 

on terms of trade will depend on the difference in Home and Foreign 
spending patterns. 
 
Figure 5-8: Effects of a Transfer on the Terms of Trade 

 
 
Presumptions about the Terms of Trade Effects of Transfers 
A transfer will worsen the donor’s terms of trade if the donor has a higher 
marginal propensity to spend on its export good than the recipient. In 
practice, most countries spend a much higher share of their income on 
domestically produced goods than foreigners do. This is not necessarily 
due to differences in taste but rather to barriers to trade, natural and 
artificial.Import tariffs and export subsidies affect both relative supply and 
relative demand. 
 
Relative Demand and Supply Effects of a Tariff 
Tariffs drive a wedge between the prices at which goods are traded 
internationally (external prices)andthe prices at which they are traded 
within a country (internal prices). The terms of trade correspond to 
external, not internal, prices. 
Tariffs and Export Subsidies: Simultaneous Shifts in RS and RD 
 
Figure 5-9: Effects of a Tariff on the Terms of Trade 

 
 
Effects of an Export Subsidy 
Tariffs and export subsidies are othen treated as similar policies but they 
have opposite effects on the terms of trade. 
 
Example: Suppose that Home offers 20% subsidy on the value of cloth 
exported: 
–This will raise Home’s internal price of cloth relative to food by 20%.  
–This will lead Home producers to produce more cloth and less food. 
 
A Home export subsidy worsens Home’s terms of trade and improves 
Foreign’s. 
 
Figure 5-10: Effects of a Subsidy on the Terms of Trade 

 
Tariffs and Export Subsidies: Simultaneous Shifts in RS and RD 
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Implications of Terms of Trade Effects: Who Gains and Who Loses? 
The International Distribution of Income 
If Home (a large country) imposes a tariff, its welfare increases as long as 
the tariff is not too large, while Foreign’s welfare decreases. If Home offers 
an export subsidy, its welfare deteriorates, while Foreign’s welfare 
increases. 
 
The Distribution of Income Within Countries 
A tariff (subsidy) has the direct effect of raising the internal relative price 
of the imported (exported) good. Tariffs and export subsidies might have 
perverse effects on internal prices (Metzler paradox). 
 
Summary 
The standard trade model provides a framework that can be used to 
address a wide range of international issues and admits previous trade 
models as special cases. A country’s terms of trade are determined by the 
intersection of the world relative supply and demand curves. Economic 
growth is usually biased. Growth that is export-biased (import-biased) 
worsens (improves) the terms of trade. 
 
International transfers of income may affect a country’s terms of trade, 
depending if they shift the world relative demand curve. Import tariffs and 
export subsidies affect both relative supply and demand. The terms of 
trade effects of an export subsidy hurt the exporting country and benefit 
the rest of the world, while those of a tariff do the reverse. Both trade 
instruments have strong income distribution effects within countries. 
 
Appendix: Representing International Equilibrium with Offer Curves 
Figure 5A-1: Home’s Desired Trade at a Given Relative Price 

 
 
Figure 5A-2: Home’s Offer Curve 

 
Figure 5A-3: Foreign’s Offer Curve 

 
 
 
Figure 5A-4: Offer Curve Equilibrium 
 

 
 
 

 
 
Countries engage in international trade for two basic reasons: 

1. Countries trade because they differ either in their resources or 
in technology. 

2. Countries trade in order to achieve scale economies or 
increasing returns in production. 

 
Two models of international trade in which economies of scale and 
imperfect competition play a crucial role: 

1. Monopolistic competition model 
2. Dumping model 

 
Economies of Scale and International Trade: An Overview 
Models of trade based on comparative advantage (e.g. Ricardian model) 
used the assumptions of constant returns to scale and perfect 
competition: Increasing the amount of all inputs used in the production of 
any commodity will increase output of that commodity in the same 
proportion. 
 
In practice, many industries are characterized by economies of scale (also 
referred to as increasing returns). Production is most efficient, the larger 
the scale at which it takes place. 
 
Under increasing returns to scale: 

 Output grows proportionately more than the increase in all 
inputs. 

 Average costs (costs per unit) decline with the size of the 
market. 

 
Table 6-1: Relationship of Input to Output for a Hypothetical Industry 

 
 
Economies of Scale and Market Structure 
Economies of scale can be either: 
External 

 The cost per unit depends on the size of the industry but not 
necessarily on the size of any one firm. 

 An industry will typically consist of many small firms and be 
perfectly competitive. 

 
Internal 

 The cost per unit depends on the size of an individual firm but 
not necessarily on that of the industry. 

 The market structure will be imperfectly competitive with large 
firms having a cost advantage over small. 

 
Both types of scale economies are important causes of international trade. 
 
Imperfect competition 
Firms are aware that they can influence the price of their product. They 
know that they can sell more only by reducing their price. Each firm views 
itself as a price setter, choosing the price of its product, rather than a price 
taker. The simplest imperfectly competitive market structure is that of a 
pure monopoly, a market in which a firm faces no competition. 

CHAPTER 6 

ECONOMIES OF SCALE, IMPERFECT 

COMPETITION AND INTERNATIONAL TRADE 
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The Theory of Imperfect Competition 
 
Monopoly: A Brief Review 
Marginal revenue 
–The extra revenue the firm gains from selling an additional unit 
–Its curve, MR, always lies below the demand curve, D. 
–In order to sell an additional unit of output the firm must lower the price 
of all units sold (not just the marginal one). 
 
The Theory of Imperfect Competition 
 
Figure 6-1: Monopolistic Pricing and Production Decisions 
 

 
 
Marginal Revenue and Price 
Marginal revenue is always less than the price. –The relationship between 
marginal revenue and price depends on two things: 
–How much output the firm is already selling 
–The slope of the demand curve 
 
It tells us how much the monopolist has to cut his price to sell one more 
unit of output. 
 
Assume that the demand curve the firm faces is a straight line: 
 

 
 
Then the MR that the firm faces is given by: 
 

 
 
Average and Marginal Costs 

 Average Cost (AC) istotal cost divided by output. 
 Marginal Cost (MC) isthe amount it costs the firm to produce 

one extra unit. 
 
 
When average costs decline in output, marginal cost is always less than 
average cost. Suppose the costs of a firm, C, take the form: 
 

C= F+cxQ                        (6-3) 
 

 This is a linear cost function. 
 The fixed cost in a linear cost function gives rise to economies 

of scale, because the larger the firm’s output, the less is fixed 
cost per unit. 

 
The firm’s average costs is given by: 
 

AC= C/Q = F/Q+ c                              (6-4) 
 

 
 
 
Monopolistic Competition 
 
Oligopoly 

Internal economies generate an oligopoly market structure. There are 
several firms, each of which is large enough to affect prices, but none with 
an uncontested monopoly. Strategic interactions among oligopolists have 
become important. Each firm decides its own actions, taking into account 
how that decision might influence its rival’s actions. 
 
Monopolistic competition 
A special case of oligopoly. Two key assumptions are made to get around 
the problem of interdependence: 
–Each firm is assumed to be able to differentiate its product from its rivals. 
–Each firm is assumed to take the prices charged by its rivals as given. 
 
Are there any monopolistically competitive industries in the real world? 
Some industries may be reasonable approximations (e.g., the automobile 
industry in Europe) . The main appeal of the monopolistic competition 
model is not its realism, but its simplicity. 
 
Assumptions of the Model 
Imagine an industry consisting of a number of firms producing 
differentiated products. We expect a firm: To sell more the larger the total 
demand for its industry’s product and the higher the prices charged by its 
rivals, To sell less the greater the number of firms in the industry and the 
higher its own price. 
 
A particular equation for the demand facing a firm that has these 
properties is: 
 

Q= Sx[1/n–bx(P–P)]                (6-5) 
 
where: 
–Q is the firm’s sales 
–S is the total sales of the industry 
–n is the number of firms in the industry 
–b is a constant term representing the responsiveness of a firm’s sales to 
its price 
–P is the price charged by the firm itself 
–P is the average price charged by its competitors 
 
Market Equilibrium 
All firms in this industry are symmetric. The demand function and cost 
function are identical for all firms. The method for determining the 
number of firms and the average price charged involves three steps: 

1. We derive a relationship between the number of firms 
and the average cost of a typical firm. 

2. We derive a relationship between the number of firms 
and the price each firm charges. 

3. We derive the equilibrium number of firms and the 
average price that firms charge. 

 
The number of firms and average cost 
–How do the average costs depend on the number of firms in the 
Industry? Under symmetry,P = P, equation (6-5) tells us thatQ= S/nbut 
equation (6-4) shows us that the average cost depends inversely on a 
firm’s output. We conclude that average cost depends on the size of the 
market and the number of firms in the industry: 
 

AC= F/Q+ c= nxF/S+ c             (6-6) 
 

The more firms there are in the industry the higher is the average cost. 
 
Figure 6-3: Equilibrium in a Monopolistically Competitive Market 
 

 
The number of firms and the price 
The price the typical firm charges depends on the number of firms in the 
industry. The more firms, the more competition, and hence the lower the 
price. In the monopolistic competition model firms are assumed to take 
each others’ prices as given. If each firm treats P as given, we can rewrite 
the demand curve (6-5) in the form: 
 

Q= (S/n+ S x b x P) – S x b x P           (6-7) 
  
The equilibrium number of firms 
Profit-maximizing firms set marginal revenue equal to their marginal 
cost,c. –This generates a negative relationship between the price and the 
number of firms in the market which is the PP curve: 
 

P= c+ 1/(bxn)                          (6-10) 
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The downward-sloping curve PPshows that the more firms, the lower the 
price each firm will charge. The more firms, the more competition each 
firm faces. The upward-sloping curve CC tells us that the more firms there 
are, the higher the average cost of each firm. 
–If the number of firms increases, each firm will sell less, so firms will not 
be able to move as far down their average cost curve. 
 
Limitations of the Monopolistic Competition Model 
Two kinds of behavior arise in the general oligopoly setting that are 
excluded by assumption from the monopolistic competition model : 
 
Collusive behavior: 

 Can raise the profits of all firms at the expense of consumers 
 May be managed through explicit agreements or through tacit 

coordination strategies 
 
Strategic behavior: 

 Is adopted by firms to affect the behavior of competitors in a 
desirable way 

 Deters potential rivals from entering an industry 
 
Monopolistic Competition and Trade 
The monopolistic competition model can be used to show how trade leads 
to   A lower average price due to scale economies, The availability of a 
greater variety of goods due to product differentiation, Imports and 
exports within each industry (intra-industry trade). 
 
The Effects of Increased Market Size 
The number of firms in a monopolistically competitive industry and the 
prices they charge are affected by the size of the market. 
Monopolistic Competition and Trade 
 
Figure 6-4: Effects of a Larger Market 

 
 
Gains from an Integrated Market: A Numerical Example 
International trade allows creation of an integrated market that is larger 
than each country’s market. It thus becomes possible to offer consumers a 
greater variety of products and lower prices. 
 
Example: Suppose that automobiles are produced by a monopolistically 
competitive industry. 
 
Assume the following: 
–b= 1/30,000 
–F= $750,000,000 
–c= $5000 
 
There are two countries (Home and Foreign) that have the same costs of 
automobile production. Annual sales of automobiles are 900,000 at Home 
and 1.6 million at Foreign. 
 
Figure 6-5: Equilibrium in the Automobile Market 
 

 

 
 

 
 
Table 6-2: Hypothetical Example of Gains from Market Integration 
 
 

 
 
Economies of Scale and Comparative Advantage 
 
Assumptions: 
There are two countries: Home (the capital-abundant country) and 
Foreign. There are two industries: manufactures (the capital-intensive 
industry) and food. Neither country is able to produce the full range of 
manufactured products by itself due to economies of scale. 
 
Figure 6-6: Trade in a World Without Increasing Returns 
 

 
 
If manufactures is a monopolistically competitive sector, world trade 
consists of two parts : 
 
–Intraindustry trade : The exchange of manufactures for manufactures 
–Interindustry trade : The exchange of manufactures for food 
Monopolistic Competition and Trade 
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Figure 6-7: Trade with Increasing Returns and Monopolistic Competition 
 

 
 
 
Main differences between interindustry and intraindustry trade : 
Interindustry trade reflects comparative advantage, whereas intraindustry 
trade does not. The pattern of intraindustry trade itself is unpredictable, 
whereas that of interindustry trade is determined by underlying 
differences between countries. The relative importance of intraindustry 
and interindustry trade depends on how similar countries are. 
 
The Significance of Intraindustry Trade 
About one-fourth of world trade consists of intra-industry trade. Intra-
industry trade plays a particularly large role in the trade in manufactured 
goods among advanced industrial nations, which accounts for most of 
world trade. 
 
 
Table 6-3: Indexes of Intraindustry Trade for U.S. Industries, 1993 
 

 
 
Why Intraindustry Trade Matters 
Intraindustry trade allows countries to benefit from larger markets. The 
case study of the North American Auto Pact of 1964 indicates that the 
gains from creating an integrated industry in two countries can be 
substantial. Gains from intraindustry trade will be large when economies 
of scale are strong and products are highly differentiated. For example, 
sophisticated manufactured goods. 
Monopolistic Competition and Trade 
 
The Economics of Dumping 
Price discrimination : The practice of charging different customers 
different prices 
 
Dumping 
The most common form of price discrimination in international trade. A 
pricing practice in which a firm charges a lower price for an exported good 
than it does for the same good sold domestically . It is a controversial issue 
in trade policy and is widely regarded as an unfair practice in international 
trade. Example: As of April 2002, the United States had anti-dumping 
duties on 265 items from 40 different countries. 
 
Dumping can occur only if two conditions are met: 
–Imperfectly competitive industry 
–Segmented markets 
 
Given these conditions, a monopolistic firm may find that it is profitable to 
engage in dumping. 
 
Figure 6-8: Dumping 
 

 
 
Reciprocal Dumping 
A situation in which dumping leads to two-way trade in the same product 

It increases the volume of trade in goods that are not quite identical. Its 
net welfare effect is ambiguous: 
–It wastes resources in transportation. 
–It creates some competition. 
 
The Theory of External Economies 
Economies of scale that occur at the level of the industry instead of the 
firm are called external economies. There are three main reasons why a 
cluster of firms may be more efficient than an individual firm in isolation: 

1. Specialized suppliers 
2. Labor market pooling 
3. Knowledge spillovers 

 
Specialized Suppliers 
In many industries, the production of goods and services and the 
development of new products requires the use of specialized equipment 
or support services. An individual company does not provide a large 
enough market for these services to keep the suppliers in business. A 
localized industrial cluster can solve this problem by bringing together 
many firms that provide a large enough market to support specialized 
suppliers. This phenomenon has been extensively documented in the 
semiconductor industry located in Silicon Valley. 
 
Labor Market Pooling 
A cluster of firms can create a pooled market for workers with highly 
specialized skills. It is an advantage for: 
–Producers : They are less likely to suffer from labor shortages. 
–Workers : They are less likely to become unemployed. 
 
Knowledge Spillovers 
Knowledge is one of the important input factors in highly innovative 
industries. The specialized knowledge that is crucial to success in 
innovative industries comes from: 
–Research and development efforts 
–Reverse engineering 
–Informal exchange of information and ideas 
 
External Economies and Increasing Returns 
External economies can give rise to increasing returns to scale at the level 
of the national industry.  
 
Forward-falling supply curve 
The larger the industry’s output, the lower the price at which firms are 
willing to sell their output. 
The Theory of External Economies 
 
External Economies and the Patter of Trade 
A country that has large production in some industry will tend to have low 
costs of producing that good. Countries that start out as large producers in 
certain industries tend to remain large producers even if some other 
country could potentially produce the goods more cheaply. Figure 6-9 
illustrates a case where a pattern of specialization established by historical 
accident is persistent. 
 

 
 
Trade and Welfare with External Economies 
Trade based on external economies has more ambiguous effects on 
national welfare than either trade based on comparative advantage or 
trade based on economies of scale at the level of the firm. An example of 
how a country can actually be worse off with trade than without is shown 
in Figure 6-10. 
 
Figure 6-10: External Economies and Losses from Trade 

 
Dynamic Increasing Returns 
Learning curve 
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 It relates unit cost to cumulative output. 
 It is downward sloping because of the effect of the experience 

gained though production on costs. 
 
Dynamic increasing returns 
A case when costs fall with cumulative production over time, rather than 
with the current rate of production. Dynamic scale economies justify 
protectionism. Temporary protection of industries enables them to gain 
experience (infant industry argument). 
 
Figure 6-11: The Learning Curve 

 
Summary 
Trade can result from increasing returns or economies of scale, that is, 
from a tendency of unit costs to be lower at larger levels of output. 
Economies of scale can be internal or external. The presence of scale 
economies leads to a breakdown of perfect competition. Trade in the 
presence of economies of scale must be analyzed using models of 
imperfect competition. In monopolistic competition, an industry contains a 
number of firms producing differentiated products. Intraindustry trade 
benefits consumers through greater product variety and lower prices. In 
general, trade may be divided into two kinds: 

1. Two-way trade in differentiated products within an industry 
(intraindustry trade). 

2. Trade in which the products of one industry are exchanged for 
products of another (interindustry trade). 

 
Dumping occurs when a firm charges a lower price abroad than it charges 
domestically. Dumping can occ ur only if two conditions are met: 

1. The industry must be imperfectly competitive. 
2. Markets must be geographically segmented. 

 
External economies give an important role to history and accident in 
determining the pattern of international trade. When external economies 
are important, countries can conceivably lose from trade. 
 
 

 
 
Classification of Commercial Policy Instruments 
 

 
 
Basic Tariff Analysis 
Tariffs can be classified as: 
 
Specific tariffs 
Taxes that are levied as a fixed charge for each unit of goods imported. 
Example: A specific tariff of $10 on each imported bicycle with an 
international price of $100 means that customs officials collect the fixed 
sum of $10. 
Ad valorem tariffs 

Taxes that are levied as a fraction of the value of the imported goods. 
Example: A 20% ad valorem tariff on bicycles generates a $20 payment on 
each $100 imported bicycle. 
 
A compound duty (tariff) is a combination of an ad valorem and a specific 
tariff. Modern governments usually prefer to protect domestic industries 
through a variety of nontariff barriers, such as: 
–Import quotas : Limit the quantity of imports 
–Export restraints : Limit the quantity of exports 
 
Supply, Demand, and Trade in a Single Industry 
Suppose that there are two countries (Home and Foreign). Both countries 
consume and produce wheat, which can be costless transported between 
the countries. In each country, wheat is a competitive industry. Suppose 
that in the absence of trade the price of wheat at Home exceeds the 
corresponding price at Foreign. This implies that shippers begin to move 
wheat from Foreign to Home. The export of wheat raises its price in 
Foreign and lowers its price in Home until the initial difference in prices 
has been eliminated. To determine the world price (Pw) and the quantity 
trade (Qw), two curves are defined: 
 
Home import demand curve 
Shows the maximum quantity of imports the Home country would like to 
consume at each price of the imported good. That is, the excess of what 
Home consumers demand over what Home producers supply:  
 

MD =D(P) –S(P) 
 

Foreign export supply curve 
Shows the maximum quantity of exports Foreign would like to provide the 
rest of the world at each price. That is, the excess of what Foreign 
producers supply over what foreign consumers demand:  
 

XS =S*(P*) –D*(P*) 
 

Figure 8-1: Deriving Home’s Import Demand Curve 
 

 
 
Properties of the import demand curve: 

1. It intersects the vertical axis at the closed economy price of the 
importing country. 

2. It is downward sloping. 
3. It is flatter than the domestic demand curve in the importing 

country. 
 
Figure 8-2: Deriving Foreign’s Export Supply Curve 
 

 
 
Properties of the export supply curve: 

1. It intersects the vertical axis at the closed economy price of the 
exporting country. 

2. It is upward sloping. 
3. It is flatter that the domestic supply curve in the exporting 

country. 
 
 
 
 
 
 
 
Figure 8-3: World Equilibrium 
 

CHAPTER 8 

THE INSTRUMENTS OF TRADE POLICY 
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Useful definitions: 
The terms of tradeis the relative price of the exportable good expressed in 
units of the importable good. A small countryis a country that cannot 
affect its terms of trade no matter how much it trades with the rest of the 
world. The analytical framework will be based on either of the following: 
Two large countries trading with each other A small country trading with 
the rest of the world 
 
Effects of a Tariff 
Assume that two large countries trade with each other. Suppose Home 
imposes a tax of $2 on every bushel of wheat imported. –Then shippers 
will be unwilling to move the wheat unless the price difference between 
the two markets is at least $2. 
 
Figure 8-4 illustrates the effects of a specific tariff of $t per unit of wheat. 
 

 
 
In the absence of tariff, the world price of wheat (Pw) would be equalized 
in both countries. With the tariff in place, the price of wheat rises to PT at 
Home and falls to P*T(= PT–t) at Foreign until the price difference is $t.  
 
–In Home: producers supply more and consumers demand lessdue to the 
higher price, so that fewer imports are demanded. 
 
–In Foreign: producers supply less and consumers demand more due to 
the lower price, so that fewer exports are supplied. 
 
Thus, the volume of wheat traded declines due to the imposition of the 
tariff. The increase in the domestic Home price is less than the tariff, 
because part of the tariff is reflected in a decline in Foreign’ s export price.  
If Home is a small country and imposes a tariff, the foreign export prices 
are unaffected and the domestic price at Home (the importing country) 
rises by the full amount of the tariff. 
 
Figure 8-5: A Tariff in a Small Country 
 

 
Measuring the Amount of Protection 

In analyzing trade policy in practice, it is important to know how much 
protection a trade policy actually provides. One can express the amount of 
protection as a percentage of the price that would prevail under free 
trade. Two problems arise from this method of measurement: 

1. In the large country case, the tariff will lower the foreign export 
price. 

2. Tariffs may have different effects on different stages of 
production of a good. 

 
Effective rate of protection 
One must consider both the effects of tariffs on the final price of a good, 
and the effects of tariffs on the costs of inputs used in production. The 
actual protection provided by a tariff will not equal the tariff rate if 
imported intermediate goods are used in the production of the protected 
good. Example: A European airplane that sells for $50 million has cost $60 
million to produce. Half of the purchase price of the aircraft represents the 
cost of components purchased from other countries. A subsidy of $10 
million from the European government cuts the cost of the value added to 
purchasers of the airplane from $30 to $20 million. Thus, the effective rate 
of protection is (30-20)/20 = 50%. 
 
Costs and Benefits of a Tariff 
A tariff raises the price of a good in the importing country and lowers it in 
the exporting country. As a result of these price changes: 

 Consumers lose in the importing country and gain in the 
exporting country 

 Producers gain in the importing country and lose in the 
exporting country 

 Government imposing the tariff gains revenue 
 
To measure and compare these costs and benefits, we need to define 
consumer and producer surplus. 
 
Consumer and Producer Surplus 
 
Consumer surplus 
It measures the amount a consumer gains from a purchase by the 
difference between the price he actually pays and the price he would have 
been willing to pay. It can be derived from the market demand curve. 
Graphically, it is equal to the area under the demand curve and above the 
price. Example: Suppose a person is willing to pay $20 per packet of pills, 
but the price is only $5. Then, the consumer surplus gained by the 
purchase of a packet of pills is $15. 
 
Figure 8-6: Deriving Consumer Surplus from the Demand Curve 
 

 
 
Figure 8-7: Geometry of Consumer Surplus 
 

 
 
Producer surplus 
It measures the amount a producer gains from a sale by the difference 
between the price he actually receives and the price at which he would 
have been willing to sell. It can be derived from the market supply curve. 
Graphically, it is equal to the area above the supply curve and below the 
price. Example: A producer willing to sell a good for $2 but receiving a 
price of $5 gains a producer surplus of $3. 
 
 
Figure 8-8: Geometry of Producer Surplus 
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Measuring the Cost and Benefits 
Is it possible to add consumer and producer surplus? We can 
(algebraically) add consumer and producer surplus because any change in 
price affects each individual in two ways: 
–As a consumer 
–As a worker 
 
We assume that at the margin a dollar’s worth of gain or loss to each 
group is of the same social worth. 
 
Figure 8-9: Costs and Benefits of a Tariff for the Importing Country 
 

 
The areas of the two triangles band d measure the loss to the nation as a 
whole (efficiency loss) and the area of the rectangle emeasures an 
offsetting gain (terms of trade gain). The efficiency lossarises because a 
tariff distorts incentives to consume and produce. Producers and 
consumers act as if imports were more expensive than they actually are. 
Triangle b is the production distortion lossand triangle dis the 
consumption distortion loss. The terms of trade gainarises because a tariff 
lowers foreign export prices. If the terms of trade gain is greater than the 
efficiency loss, the tariff increases welfare for the importing country. In the 
case of a small country, the tariff reduces welfare for the importing 
country. 
 
Figure 8-10: Net Welfare Effects of a Tariff 
 

 
 
Other Instruments of Trade Policy 
 
Export Subsidies: Theory 
 
Export subsidy 
A payment by the government to a firm or individual that ships a good 
abroad. When the government offers an export subsidy, shippers will 
export the good up to the point where the domestic price exceeds the 
foreign price by the amount of the subsidy. It can be either specific or ad 
valorem. 
 

 
An export subsidy raises prices in the exporting country while lowering 
them in the importing country. In addition, and in contrast to a tariff, the 
export subsidy worsens the terms of trade. An export subsidy 
unambiguously leads to costs that exceed its benefits. 
 
Figure 8-12: Europe’s Common Agricultural Program 
 

 
 
Import Quotas: Theory 
An import quota is a direct restriction on the quantity of a good that is 
imported. Example: The United States has a quota on imports of foreign 
cheese. The restriction is usually enforced by issuing licenses to some 
group of individuals or firms. Example: The only firms allowed to import 
cheese are certain trading companies. In some cases (e.g. sugar and 
apparel), the right to sell in the United States is given directly to the 
governments of exporting countries. An import quota always raises the 
domestic price of the imported good. License holders are able to buy 
imports and resell them at a higher price in the domestic market. The 
profits received by the holders of import licenses are known as quota 
rents. 
 
Welfare analysis of import quotas versus of that of tariffs–The difference 
between a quota and a tariff is that with a quota the government 
receivesnorevenue. In assessing the costs and benefits of an import quota, 
it is crucial to determine who gets the rents. When the rights to sell in the 
domestic market are assigned to governments of exporting countries, the 
transfer of rents abroad makes the costs of a quota substantially higher 
than the equivalent tariff. 
 
Figure 8-13: Effects of the U.S. Import Quota on Sugar 
 

 
Voluntary Export Restraints 
Avoluntary export restraint (VER)is an export quota administered by the 
exporting country. It is also known as a voluntary restraint agreement 
(VRA). VERs are imposed at the request of the importer and are agreed to 
by the exporter to forestall other trade restrictions. 
 
 
A VER is exactly like an import quota where the licenses are assigned to 
foreign governments and is therefore very costly to the importing country. 
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A VER is always more costly to the importing country than a tariff that 
limits imports by the same amount. The tariff equivalent revenue becomes 
rents earned by foreigners under the VER. Example: About 2/3 of the cost 
to consumers of the three major U.S. voluntary restraints in textiles and 
apparel, steel, and automobiles is accounted for by the rents earned by 
foreigners. A VER produces a loss for the importing country. 
 
Local Content Requirements 
A local content requirementis a regulation that requires that some 
specified fraction of a final good be produced domestically. This fraction 
can be specified in physical units or in value terms. Local content laws have 
been widely used by developing countries trying to shift their 
manufacturing base from assembly back into intermediate goods. Local 
content laws do not produce either government revenue or quota rents. 
Instead, the difference between the prices of imports and domestic goods 
gets averaged in the final price and is passed on to consumers. Example: 
Suppose that auto assembly firms are required to use 50% domestic parts. 
The cost of imported parts is $6000 and the cost of the same parts 
domestically is $10,000. Then the average cost of parts is $8000 (0.5 x 
$6000 + 0.5 x $10,000).  Firms are allowed to satisfy their local content 
requirement by exporting instead of using parts domestically. 
 
Other Trade Policy Instruments 
 
Export credit subsidies 
A form of a subsidized loan to the buyer of exports. They have the same 
effect as regular export subsidies.  
 
National procurement 
Purchases by the government (or public firms) can be directed towards 
domestic goods, even if they are more expensive than imports. 
  
Red-tape barriers 
Sometimes governments place substantial barriers based on health, safety 
and customs procedures. 
 
Table 8-1: Effects of Alternative Trade Policies 

 
Summary 
A tariff drives a wedge between foreign and domestic prices, raising the 
domestic price but by less than the tariff rate (except in the “small” 
country case). In the small country case, a tariff is fully reflected in 
domestic prices. The costs and benefits of a tariff or other trade policy 
instruments may be measured using the concepts of consumer and 
producer surplus.  

 The domestic producers of a good gain 
 The domestic consumers lose 
 The government collects tariff revenue 

 
The net welfare effect of a tariff can be separated into two parts: 

1. Efficiency (consumption and production) loss 
2. Terms of trade gain (is zero in the case of a small country) 

 
An export subsidy causes efficiency losses similar to a tariff but 
compounds these losses by causing a deterioration of the terms of trade. 
Under import quotas and voluntary export restraints the government of 
the importing country receives no revenue. 
 
Appendix I: Tariff Analysis in General Equilibrium 
Table 8AI-1: Free Trade Equilibrium for a Small Country 

 
 
Table 8AI-2: A Tariff in a Small Country 

 
 
Table 8AI-3: Effect of a Tariff on the Terms of Trade 

 
Table 8AII-1: A Monopolist Under Free Trade 

 
Table 8AII-2: A Monopolist Protected by a Tariff 
 

 
Table 8AII-3: A Monopolist Protected by an Import Quota 
 

 
 
Table 8AII-4: Comparing a Tariff and a Quota 
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Free Trade and Efficiency 
The efficiency argument for free trade is based on the result that in the 
case of a small country, free trade is the best policy. A tariff causes a net 
loss to the economy. A move from a tariff equilibrium to free trade elim 
inates the efficiency loss and increases national welfare. 
 
Figure 9-1: The Efficiency Case for Free Trade 

 
 
Table 9-1: Estimated Cost of Protection, as a Percentage of National 
Income 

 
 
Additional Gains from Free Trade 
Protected markets in small countries do not allow firms to exploit scale 
economies. Example: In the auto industry, an efficient scale assembly 
should make a minimum of 80,000 cars per year. In Argentina, 13 firms 
produced a total of 166,000 cars per year. The presence of scale 
economies favors free trade that generates more varieties and results in 
lower prices. Free trade, as opposed to “managed” trade, provides a wider 
range of opportunities and thus a wider scope for innovation. 
 
Political Argument for Free Trade 
A political commitment to free trade may be a good idea in practice. Trade 
policies in practice are dominated by special-interest politics rather than 
consideration of national costs and benefits. 
 
National Welfare Arguments Against Free Trade 
Activist trade policies can sometimes increase the welfare of the nation as 
a whole. There are two theoretical arguments againstthe policy of free 
trade: 

1. The terms of trade argument for a tariff 
2. The domestic market failure 

 
The Terms of Trade Argument for a Tariff 
For a large country (that is, a country that can affect the world price 
through trading), a tariff lowers the price of imports and generates a terms 
of trade benefit. This benefit must be compared to the costs of the tariff 
(production and consumption distortions). It is possible that the terms of 
trade benefits o f a tariff outweigh its costs. Therefore, free trade might 
not be the best policy for a large country. 
Figure 9-2: The Optimum Tariff 

 

 
 
Optimum tariff 
The tariff rate that maximizes national welfare. It is always positive but 
less than the prohibitive rate that would eliminate all imports. It is zero for 
a small country because it cannot affect its terms of trade. 
 
What policy would the terms of trade argument dictate for export sectors? 
An export subsidy worsens the terms of trade, and therefore 
unambiguously reduces national welfare. Therefore, the optimal policy in 
export sectors must be a negative subsidy, that is, a tax on exports. Like 
the optimum tariff, the optimum export tax is always positive but less than 
the prohibitive tax that would eliminate exports completely. 
 
The Domestic Market Failure Argument Against Free Trade 
Producer and consumer surplus do not properly measure social costs and 
benefits. Consumer and producer surplus ignore domestic market 
failuressuch as: 

 Unemployment or underemployment of labor 
 Technological spillovers from industries that are new or 

particularly innovative 
 –nvironmental externalities 

 
A tariff may raise welfare if there is a marginal social benefitto production 
of a good that is not captured by producer surplus measures. 
 
Figure 9-3: The Domestic Market Failure Argument for a Tariff 
 

 
 
The domestic market failure argument against free trade is a particular 
case of the theory of the second best. The theory of the second beststates 
that a hands-off policy is desirable in any one market only if all other 
markets are working properly. If one market fails to work properly, a 
government intervention may actually increase welfare. 
 
How Convincing Is the Market Failure Argument? 
The are two basic arguments in defense of free trade in the presence of 
domestic distortions: 

1. Domestic distortions should be corrected with domestic (as 
opposed to international trade) policies. Example: A domestic 
production subsidy is superior to a tariff in dealing with a 
production-related market failure. 

2. Market failures are hard to diagnose and measure. Example: A 
tariff to protect urban industrial sectors will generate social 
benefits, but it will also encourage migration to these sectors 
that will result in higher unemployment. 

 
 
 
 
Income Distribution and Trade Policy 

CHAPTER 9 

THE POLITICAL ECONOMY OF TRADE POLICY 
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In practice, trade policy is dominated by income distribution 
considerations. The desires of individuals get more or less imperfectly 
reflected in the objectives of government. There exist models in which 
governments try to maximize political success. 
 
Electoral Competition 
Political scientists argue that policies are determined by competition 
among political parties that try to attract as many votes as possible. 
 
Assumptions of the model: 

 There are two competing political parties. 
 The objective of each party is to get elected. 
 Each party has to decide on the level of the tariff imposed (this 

is the only policy available). 
 Voters differ in the tariff they prefer. 

 
What policies will the two parties promise to follow? 
Both parties will offer the same policy consisting of the tariff that the 
median voter(the voter who is exactly halfway up the lineup) prefers. 
 
Figure 9-4: Political Competition 
 

 
 
Collective Action 
This approach views political activity as a public good. For instance, the 
imposition of a tariff protects all firms in an industry, but the lobbying 
costs for imposing the tariff are covered by only a few firms. Trade policies 
that impose total large losses that are spread among many individual firms 
or consumers may not face opposition. Industries that are well organized 
(or have a small number of firms) get protection. 
 
Modeling the Political Process 
Interest groups “buy” policies by offering contributions contingent on the 
policies followed by the government. 
 
Who Gets Protected? 
Two sectors seem to get protected in advanced countries: 
 
Agriculture 
Farmers are well organized and the structure of the U.S. government 
enhances their political power. 
 
Clothing 
Both textiles and apparel have enjoyed substantial protection. This sector 
employs less skilled workers and it is unionized as well. 
 
Protection is very likely to diminish in the future in both sectors (due to 
international trade negotiations). 
Income Distribution 
 
Table 9-2: Effects of Protection in the United States ($ billion) 
 

 
 
 
 
International Negotiations and Trade Policy 
International integration has increased from the mid-1930s until about 
1980 because the United States and other advanced countries gradually 
removed tariffs and nontariff barriers to trade.  
 
 
 
 
Figure 9-5: The U.S. Tariff RateInternational Negotiations and Trade Policy 

 

 
 
How was the removal of tariffs politically possible? 
The postwar liberalization of trade was achieved through international 
negotiation. Governments agreed to engage in mutual tariff reduction. 
 
The Advantages of Negotiation 
It is easier to lower tariffs as part of a mutual agreement than to do so as a 
unilateral policy because: 
–It helps mobilize exporters to support freer trade. 
–It can help governments avoid getting caught in destructive trade wars. 
 
Table 9-3: The Problem of Trade Warfare 

 
 
In Table 9-3, each country has a dominant strategy: Protection. Even 
though each country acting individually would be better off with 
protection, they would both be better off if both chose free trade. In game 
theory, this situation is known as a Prisoner’s dilemma.  Japan and the U.S. 
can establish a binding agreement to maintain free trade. 
 
International Trade Agreements: A Brief History 
Internationally coordinated tariff reduction as a trade policy dates back to 
the 1930s (the Smoot-Hawley Act). The multilateral tariff reductions since 
World War II have taken place under theGeneral Agreement on Tariffs and 
Trade (GATT), established in 1947 and located in Geneva. It is now called 
the World Trade Organization (WTO). The GATT-WTO system is a legal 
organization that embodies a set of rules of conduct for international 
trade policy.  
 
The GATT-WTO system prohibits the imposition of: 

 Export Subsidies(except for agricultural products) 
 Import quotas(except when imports threaten “market 

disruption”) 
 Tariffs(any new tariff or increase in a tariff must be offset by 

reductions in other tariffs to compensate the affected 
exporting countries) 

 
Trade round 
A large group of countries get together to negotiate a set of tariff 
reductions and other measures to liberalize trade. Eight trade roundshave 
occurred since 1947 . The first five of these took the form of “parallel” 
bilateral negotiations (e.g., Germany with France and Italy). The sixth 
multilateral trade agreement, known as the Kennedy Round, was 
completed in 1967. This agreement involved an across-the-board 50% 
reduction in tariffs by the major industrial countries, except for specified 
industries whose tariffs were left unchanged. Overall, the Kennedy Round 
reduced average tariffs by about 35%. –The so-called Tokyo round of trade 
negotiations (completed in 1979) resulted in: 

 Reduced tariffs 
 New codes for controlling the proliferation of nontariff barriers, 

such as VER’s. 
 
An eighth round of negotiations, the so-called Uruguay Round, was 
competed in 1994. 
The Uruguay Round 
Its most important results are: 
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–Trade liberalization 
–Administrative reforms 
 
Trade Liberalization 
The average tariff imposed by advanced countries decreased by almost 
40%. More important is the move to liberalize trade in two important 
sectors: agricultural and clothing. 
 
From the GATT to the WTO 
Much of the publicity surrounding the Uruguay Round focused on its 
creation of the WTO. 
 
How different is the WTO from the GATT? 
The GATT was a provisional agreement, while the WTO is a full-fledged 
international organization. The GATT applied only to trade in goods, while 
the WTO included rules on trade in services (the General Agreement on 
Trade in Services (GATS)) and on international application of international 
property rights. The WTO has a new “dispute settlement” procedure which 
is designed to reach judgments in a much shorter time. 
 
Benefits and Costs 
The economic impact of the Uruguay Round is difficult to estimate. 
However, estimates of the GATT and of the Organization for Economic 
Cooperation and Development suggest a gain to the world economy as a 
whole of more than $200 billion annually once the agreement is fully in 
force. Most economists believe that these estimates are too low. The costs 
of the Uruguay Round will be felt by well-organized groups, while much of 
the benefit will accrue to diffuse populations. 
 
Preferential Trading Agreements 
Nations establish preferential trading agreementsunder which they lower 
tariffs with respect to each other but not the rest of the world. The GATT-
WTO, through the principle of non-discrimination called the “most favored 
nation” (MFN) principle, prohibits such agreements. The formation of 
preferential trading agreements is allowed if they lead to free trade 
between the agreeing countries. 
 
Free trade can be established among several WTO members as follows: 

1. A free trade areaallows free-trade among members, but each 
member can have its own trade policy towards non-member 
countries. Example: The North American Free Trade Agreement 
(NAFTA) creates a free trade area. 

2. A customs unionallows free trade among members and 
requires a common external trade policy towards non-member 
countries. –Example: The European Union (EU) is a full customs 
union. 

3. A common marketis a customs union with free factor 
movements (especially labor) among members. 

 
Are preferential trading agreements good? 
It depends on whether it leads to trade creation or trade diversion. 
 
Trade creation 
Occurs when the formation of a preferential trading agreement leads to 
replacement of high-cost domestic production by low-cost imports from 
other members. 
 
Trade diversion 
Occurs when the formation of a preferential trading agreement leads to 
the replacement of low-cost imports from non members with higher-cost 
imports from member nations. 
 
Summary 
 
There are three arguments in favor of free trade: 
 

1. The efficiency gains from free trade 
2. The additional gains from economies of scale 
3. The political argument 

 
There are two arguments for deviating from free trade: 
 

1. The terms of trade argument for a tariff 
2. The domestic market failures 

 
In practice, trade policy is dominated by considerations of income 
distribution. Political parties adopt policies that serve the interests of the 
median voter. Groups that are well organized (or small groups) are othen 
able to get policies that serve their interests at the expense of the 
majority. International negotiation helps reduce tariffs in industrial 
countries and avoid trade wars.  
 
The GATT is the central institution of the international trading system. The 
most recent worldwide GATT agreement also sets up a new organization, 
the WTO. Three kinds of preferential trading agreements are allowed 
under the WTO: free trade areas, customs unions, and common markets. 
Preferential trading agreements can be good or bad depending on the 
magnitude of trade creation and trade  
 
 
 
 
 
Appendix: Proving that the Optimum Tariff is Positive 
 

Figure 9A-1: Effects of a Tariff on Prices 
 

 
 
Figure 9A-2: Welfare Effects of a Tariff 
 

 
 

 
 
There is a great diversity among the developing countriesin terms of their 
income per capita. Why are some countries so much poorer than others? 
For about 30 years ather World War II trade policies in many developing 
countries were strongly influenced by the belief that the key to economic 
development was creation of a strong manufacturing sector. –The best 
way to create a strong manufacturing sector was by protecting domestic 
manufacturers from international competition. 
 
Table 10-1: Gross Domestic Product Per Capita, 1999 (dollars) 
 

 
 
Import-Substituting Industrialization 
From World War II until the 1970s many developing countries attempted 
to accelerate their development by limiting imports of manufactured 
goods to foster a manufacturing sector serving the domestic market.The 
most important economic argument for protecting manufacturing 
industries is the infant industry argument. 
 
The Infant Industry Argument 
It states that developing countries have a potentialcomparative advantage 
in manufacturing and they can realize that potential through an initial 
period of protection.It implies that it is a good idea to use tariffs or import 
quotas as temporary measures to get industrialization started. Example: 
The U.S. and Germany had high tariff rates on manufacturing in the 
19thcentury, while Japan had extensive import controls until the 1970s. 
Problems with the Infant Industry Argument 

CHAPTER 10 

TRADE POLICY IN DEVELOPING COUNTRIES 
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It is not always good to try to move today into the industries that will have 
a comparative advantage in the future. Example: In the 1980s South Korea 
became an exporter of automobiles, whereas in the 1960s its capital and 
skilled labor were still very scarce.  
 
Protecting manufacturing does no good unless the protection itself helps 
make industry competitive. Example: Pakistan and India have protected 
their heavy manufacturing sectors for decades and have recently begun to 
develop significant exports of light manufactures like textiles. 
 
Market Failure Justifications for Infant Industry Protection 
Two market failures are identified as reasons why infant industry 
protection may be a good idea: 
 
Imperfect capital markets justification 
If a developing country does not have a set of financial institutions that 
would allow savings from traditional sectors (such as agriculture) to be 
used to finance investment in new sectors (such as manufacturing), then 
growth of newindustries will be restricted. 
 
Appropriability argument 
Firms in a new industry generate social benefits for which they are not 
compensated (e.g. start-up costs of adapting technology). 
Import-Substituting Industrialization 
 
Promoting Manufacturing Through Protection 
 
Import-substituting industrialization 
The strategy of encouraging domestic industry by limiting imports of 
manufactured goods. Many less-developed countries have pursued this 
strategy. Has import-substituting industrialization promoted economic 
development? Many economists are now harshly critical of the results of 
import substitution, arguing that it has fostered high-cost, inefficient 
production. 
 
Why not encourage both import substitution and exports?  
A tariff that reduces imports also necessarily reduces exports. Until the 
1970s many developing countries were skeptical about the possibility of 
exporting manufactured goods. In many cases, import-substituting 
industrialization policies dovetailed naturally with existing political biases. 
Import-Substituting Industrialization 
 
Table 10-2: Exports as a Percentage of National Income, 1999 
 

 
 
Results of Favoring Manufacturing: Problems of Import-Substituting 
Industrialization 
Many countries that have pursued import substitution have not shown any 
signs of catching up with the advanced countries . Example: In India, ather 
20 years of economic plans between the early 1950s and the early 1970s, 
its per capita income was only a few percent higher than before. Why 
didn’t import-substituting industrialization work the way it was supposed 
to? –The infant industry argument was not as universally valid as many 
people assumed. 
 
Import-substituting industrialization generated: 
–High rates of effective protection 
–Inefficient scale of production 
–Higher income inequality and unemployment 
Import-Substituting Industrialization 
 
Table 10-3: Effective Protection of Manufacturing in Some Developing 
Countries (percent) 

 
 
Problems of the Dual Economy 
Most developing countries are characterized by economic dualism. A high-
wage, capital-intensive industrial sector coexists with a low-wage 
traditional sector. Dualism is associated with trade policy for two reasons: 
Dualism is probably a sign of markets working poorly (market failure case 
for deviating from free trade). The creation of the dual economy (an 
economy that is characterized by economic dualism) has been helped by 
import-substitution policies. 
 
 
 
The Symptoms of Dualism 

Development othen proceeds unevenly and results in a dual economy 
consisting of a modern sector and a traditional sector. The modern sector 
typically differs from the traditional sector in that it has: 
–Higher value of output per worker 
–Higher wages 
–Lower returns to capital 
–Higher capital intensity 
–Persistent unemployment (especially in urban areas) 
 
Dual Labor Markets and Trade Policy 
The symptoms of dualism are clear signs of an economy that is not 
working well, especially in its labor markets.  
 
Wage differentials argument 
The wage differences between manufacturing and agriculture is a 
justification for encouraging manufacturing at agriculture’s expense.  –
When there is a wage differential, the manufactures wage (WM) must be 
higher than the food wage (WF). 
 
Figure 10-1: The Effect of a Wage Differential 
 

 
 
The Harris-Todaro model 
It links rural-urban migration and unemployment that undermines the case 
for favoring manufacturing employment, even though manufacturing does 
offer higher wages. Countries with highly dualistic economies also seem to 
have a great deal of urban unemployment. An increase in the number of 
manufacturing jobs will lead to a rural-urban migration so large that urban 
unemployment actually rises. It helps the wage differentials argument to 
be in disfavor with economists. 
 
Trade Policy as a Cause of Economic Dualism 
Trade policy has been accused both of: 

 Widening the wage differential between manufacturing and 
agriculture 

 Fostering excessive capital intensity 
 
Wage differentials are viewed as: 

 A natural market response 
 The monopoly power of unions whose industries are sheltered 

by import quotas from foreign competition 
 
Export-Oriented Industrialization: the East Asian Miracle 
From the mid-1960s onward, exports of manufactured goods, primarily to 
advanced nations, was another possible path to industrialization for the 
developing countries. 
 
High performance Asian economies (HPAEs) 
A group of countries that achieved spectacular economic growth. In some 
cases, they achieved economic growth of more than 10% per year. 
 
The Facts of Asian Growth 
The World Bank’s definition of HPAEs contains three groups of countries, 
whose “miracle” began at different times : 

 Japan (ather World War II) 
 The four “tigers”: Hong Kong, Taiwan, South Korea, and 

Singapore (in the 1960s) 
 Malaysia, Thailand, Indonesia, and China (in the late 1970s and 

the 1980s) 
 
The HPAEs are very open to international trade 
Example: In 1999, exports as a share of gross domestic product in the case 
of both Hong Kong and Singapore exceeded 100% of GDP (132 and 202 
respectively). 
 
Export-Oriented Industrialization: the East Asian Miracle 
 
Trade Policy in the HPAEs 
Some economists argue that the “East Asian miracle” is the payoff to the 
relatively open trade regime. The data in Table 10-4 suggests that the 
HPAEs have been less protectionist than other, less developing countries, 
but they have by no means followed a policy of complete free trade. Low 
rates of protection in the HPAEs helped them to grow, but they are only a 
partial explanation of the “miracle.” 
 
 
Table 10-4: Average Rates of Protection, 1985 (percent) 
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Industrial Policy in the HPAEs 
Several of the highly successful economies have pursued industrial policies 
(from tariffs to government support for research and development) that 
favor particular industries over others. Most economists have been 
skeptical about the importance of such policies because: HPAEs have 
followed a wide variety of policies, but achieved similarly high growth 
rates. The actual impact on industrial structure may not have been large. 
There have been some notable failures of industrial policy. 
 
Other Factors in Growth 
Two factors can explain the rapid growth in East Asia: 

 High saving rates 
 Rapid improvement in public education 

 
The East Asian experience refutes that: 

 Industrialization and development must be based on an inward-
looking strategy of import substitution. 

 The world market is rigged against new entrants, preventing 
poor countries from becoming rich. 

 
Summary 
Trade policy in less-developed countries is concerned with two objectives: 
promoting industrialization and coping with the uneven development of 
the domestic economy. Government policy to promote industrialization 
has othen been justified by the infant industry argument. Many less-
developed countries have pursued policies of import-substituting 
industrialization. These policies have fostered high-cost, inefficient 
production. 
 
Most developing countries are characterized by economic dualism. Dual 
economies have a serious problem of urban unemployment. The 
difference in wages between the modern and traditional sectors have 
sometimes been used as a case for tariff protection of the industrial 
sector. The HPAEs have industrialized not via import substitution but via 
exports of manufactured goods. 
 

 
 
Two controversies over international trade arose in the 1980s and 1990s. 
In the 1980s a new set of sophisticated arguments for government 
intervention in trade emerged in advanced countries. These arguments 
focused on the “high-technology” industries that came to prominence as a 
result of the rise of the silicon chip. In the 1990s a dispute arose over the 
effects of growing international trade on workers in developing countries. 
 
Sophisticated Arguments for Activist Trade Policy 
There are two kinds of market failure that seem to be present and relevant 
to the trade policies of advanced countries: 

1. Technological externalities 
2. The presence of monopoly profits in highly concentrated 

oligopolistic industries 
 
Technology and Externalities 
 
Externalities 
Firms in an industry generate knowledge that other firms can also use 
without paying for it. In high-tech industries firms face appropriability 
problems. Example: In electronics, it is common for firms to “reverse 
engineer” their rivals’ designs. 
 
The Case for Government Support of High-Technology Industries 
Subsidize the activity with externalities, not all activities in an industry. For 
instance, R&D (as opposed to manufacturing) should be subsidized. 
 
How Important Are Externalities? 
Externalities are hard to measure empirically. Problems of appropriability 
at the level of the nation(as opposed to the firm) are less severe but still 
important even for a nation as large as the United States. 
 
Imperfect Competition and Strategic Trade Policy 
In some industries where there are only a few firms in effective 
competition: The assumptions of perfect competition will not apply. Firms 
will make excess returns(profits). There will be an international 
competition over the excess returns. A subsidy from the government to 
domestic firms can shift the excess returns from foreign to domestic firms. 
 
 
 
The Brander-Spencer Analysis: An Example 

There are only two firms (Boeing and Airbus) competing, each from a 
different country (United States and Europe). There is a new product, 150-
seat aircraft, that both firms are capable of making.  Each firm decides 
either to produce the new product or not. 
 
Table 11-1: Two-Firm Competition 

 
 
Equilibrium outcome is A= 0 and B=100: Airbus does not produce and 
Boeing produces. 
 
Table 11-2: Effects of a Subsidy to Airbus 

 
 
A subsidy of 25 to Airbus given by Europe results in A=125, B=0. 
 
Problems with the Brander-Spencer Analysis 
Insufficient information to use the theory effectively . The exact payoffs of 
the firms cannot easily be obtained.. Industries in isolation, A policy that 
succeeds in giving U.S. firms a strategic advantage in one industry will tend 
to cause strategic disadvantage elsewhere. Foreign retaliation, Strategic 
policies are beggar-thy-neighbor policiesthat increase our welfare at other 
countries’ expense. 
 
Table 11-3: Two-Firm Competition: An Alternative Case 

 
 
Equilibrium outcome is A=0 and B=125; Boeing produces and Airbus does 
not. 
 
Table 11-4: Effects of a Subsidy to Airbus 

 
 
A subsidy of 25 to Airbus given by Europe results in A=5, B=5. 
 
Globalization and Low-Wage Labor 
The rise of manufactured exports from developing countries is one of the 
major shifts in the world economy over the last generation. The workers 
who produce these goods are paid low wages and work under poor 
conditions. 
 
The Anti-Globalization Movement 
It became a highly visible presence chronologically: 
 
1980s 
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Alleged threat of competition from Japan in the United States 
 
Early 1990s 
Substantial concern in both the United States and Europe over the effects 
of imports from low-wage countries on the wages of less-skilled workers at 
home. 
 
Second half of the 1990s 
Alleged harm that world trade was doing to workers in the developing 
countries. 
 
1999 
Demonstrations disrupted the meeting of the World Trade Organization in 
Seattle. 
 
Trade and Wages Revisited 
Activists argue that globalization makes workers in developing-country 
export industries worse off. Example: Wages in Mexico’s 
maquiladoraswere below $5 per day, and conditions were appalling by 
U.S. standards. Economists argue that despite the low wages earned by 
workers in developing countries, those workers are better off than they 
would be if globalization had not taken place. 
 
Table 11-5: Real Wages 

 
 
Labor Standards and Trade Negotiations 
International trade agreements can improve wages and working 
conditions in poor countries by incorporating A system that monitors 
wages and working conditions and makes the results of this monitoring 
available to consumers.  
 
Formal labor standards 
They are conditions that export industries are supposed to meet as part of 
trade agreements. They have considerable political support in advanced 
countries. They are strongly opposed by most developing countries. 
Globalization and Low-Wage Labor 
 
Environmental and Cultural Issues 
Environmental standards in developing-country export industries are much 
lower than in advanced-country industries. The incorporation of 
environmental standards in trade agreements can cause: 

 Improvements in the environment 
 Potential export industries in poor countries to shut down 

 
Globalization has led to a homogenization of cultures around the world. 
Example: McDonald’s is now found almost everywhere. 
 
The WTO and National Independence 
Free trade and free flow of capital has undermined national 
sovereignty.WTO monitors not only the traditional instruments of trade 
policy, but also domestic policies that are de facto trade policies. 
 
Summary 
New arguments for government intervention in trade emerged in the 
1980s and 1990s. In the 1980s the new theory of strategic trade policy 
offered reasons why countries might gain from promoting particular 
industries. In the 1990s a new critique of globalization emerged, focused 
on the effects of globalization on workers in developing countries. 
 
There are two sophisticated arguments for activist trade policies: 

1. Governments should promote industries that yield 
technological externalities. 

2. Brander-Spencer analysis. 
 
With the rise of manufactured exports from developing countries, a new 
movement opposed to globalization has emerged. Low wages paid to 
export workers. 
 
 
 
 
 
 
 
 
 
 
 

 
 
Microeconomics 
It studies the effective use of scarce resources from the perspective of 
individual firms and consumers. 
 
Macroeconomics 
It studies how economies’ overall levels of employment, production, and 
growth are determined. It emphasizes four aspects of economic life: 
–Unemployment 
–Saving 
–Trade imbalances 
–Money and the price level 
 
The national income accounts and the balance of payments accounts are 
essential tools for studying the macroeconomics of open, interdependent 
economies. 
 
National income accounting 
Records all the expenditures that contribute to a country’s income and 
output 
 
Balance of payments accounting 
Helps us keep track of both changes in a country’s indebtedness to 
foreigners and the fortunes of its export-and import-competing industries 
Introduction 
 
The National Income Accounts 
 
Gross national product (GNP) 
The value of all final goods and services produced by a country’s factors of 
production and sold on the market in a given time period . It is the basic 
measure of a country’s output. GNP is calculated by adding up the market 
value of all expenditures on final output: 

1. Consumption : The amount consumed by private domestic 
residents  

2. Investment : The amount put aside by private firms to build 
new plant and equipment for future production 

3. Government purchases : The amount used by the government 
4. Current account balance : The amount of net exports of goods 

and services to foreigners 
 
Figure 12-1: U.S. GNP and Its Components, 2000 
 

 
 
National Product and National Income 
National Income 
It is earned over a period by its factors of production. It must equal the 
GNP a country generates over some period of time. One person’s spending 
is another’s income (i.e., total spending must equal total income). 
 
Capital Depreciation, International Transfers, and Indirect Business Taxes 
 
Adjustments to the definition of GNP: 
Depreciation of capital 
–It reduces the income of capital owners. 
–It must be subtracted from GNP (to get the net national product). 
 
Net unilateral transfers of income 
–They are part of a country’s income but are not part of its product. 
–They must be added to the net national product. 
 
Indirect business taxes 
–They are sales taxes. 
–They must be subtracted from GNP. 
Gross Domestic Product (GDP) 

CHAPTER 12 
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It measures the volume of production within a country’s borders. It equals 
GNP minus net receipts of factor income from the rest of the world. It 
does not correct for the portion of countries’ production carried out using 
services provided by foreign-owned capital. 
 

1. Consumption : The portion of GNP purchased by the private 
sector to fulfill current wants 

2. Investment : The part of output used by private firms to 
produce future output 

3. Government Purchases : Any goods and services purchased by 
federal, state, or local governments 

 
The National Income Identity for an Open Economy 
It is the sum of domestic and foreign expenditure on the goods and 
services produced by domestic factors of production : 
 

Y= C+ I+ G+ EX–IM                    (12-1) 
 
where: 
–Y is GNP 
–C is consumption 
–I is investment 
–G is government purchases 
–E Xis exports 
–IM is imports 
 
In a closed economy,  
 

EX = IM = 0. 
 

An Imaginary Open Economy 
 
Assumptions of the model: 
There is an economy, Agraria, that can only produce wheat. Each citizen of 
Agraria is both a consumer and a farmer of wheat. The Agrarian 
government appropriates part of the crop to feed its army. Agraria can 
import milk from the rest of the world in exchange for exports of wheat. –
The price of milk is 0.5 bushel of wheat per gallon, and at this price 
Agrarians want to consume 40 gallons of milk. 
 
 
Table 12-1: National Income Accounts for Agraria, an Open Economy 
(bushels of wheat) 
 

 
 
The Current Account and Foreign Indebtedness 
 
Current account (CA) balance 
The difference between exports of goods and services and imports of  
goods and services (CA = EX–IM).  
 
A country has a CA surplus when its CA> 0.  
A country has a CA deficit when its CA < 0. 
 
CA measures the size and direction of international borrowing. –A 
country’s current account balance equals the change in its net foreign 
wealth. 
 
CA balance is equal to the difference between national income and 
domestic residents’ spending : 
 

Y –(C+ I + G)= CA 
 

CA balance is goods production less domestic demand. CAbalance is the 
excess supply of domestic financing. Example: Agraria imports 20 bushels 
of wheat and exports only 10 bushels of wheat (Table 12-1). The current 
account deficit of 10 bushels is the value of Agraria’s borrowing from 
foreigners, which the country will have to repay in the future. 
 
Saving and the Current Account 
National saving (S) 
The portion of output, Y, that is not devoted to household consumption, C, 
or government purchases, G. It always equals investment in a closed 
economy. A closed economy can save only by building up its capital stock 
(S =I). An open economy can save either by building up its capital stock or 
by acquiring foreign wealth (S = I +CA). A country’s CAsurplus is referred to 
as its net foreign investment. 
 
Private saving (Sp) 
The part of disposable income that is saved rather than consumed.  
 

Sp= I+ CA–Sg= I+ CA–(T–G) = I+ CA+ (G–T)           (12-2) 
 
T is the government's “income” (its net tax revenue) 
Sg isgovernment savings (T-G) 
 
Government budget deficit (G–T) 

It measures the extent to which the government is borrowing to finance its 
expenditures. 
 
The Balance of Payments Accounts 
A country’s balance of payments accounts keep track of both its payments 
to and its receipts from foreigners. Every international transaction 
automatically enters the balance of payments twice: once as a credit (+) 
and once as a debit (-). 
 
Three types of international transactions are recorded in the balance of 
payments: 

1. Exports or imports of goods or services 
2. Purchases or sales of financialassets 
3. Transfers of wealth between countries . They are recorded in 

the capital account. 
 
Examples of Paired Transactions 
A U.S. citizen buys a $1000 typewriter from an Italian company, and the 
Italian company deposits the $1000 in its account at Citibank in New York. 
That is, the U.S. trades assets for goods. This transaction creates the 
following two offsetting entries in the U.S. balance of payments:  

 It enters the U.S. CA with a negative sign (-$1000). 
 It shows up as a $1000 credit in the U.S. financial account. 

 
A U.S. citizen pays $200 for dinner at a French restaurant in France by 
charging his Visa credit card. That is, the U.S. trades assets for services. 
This transaction creates the following two offsetting entries in the U.S. 
balance of payments: 

 It enters the U.S. CAwith a negative sign (-$200). 
 It shows up as a $200 credit in the U.S. financial account. 

 
A U.S. citizen buys a $95 newly issued share of stock in the United 
Kingdom oil giant British Petroleum (BP) by using a check drawn on his 
stockbroker money market account. BP deposits the $95 in its own U.S. 
bank account at Second Bank of Chicago. That is, the U.S. trades assets for 
assets. This transaction creates the following two offsetting entries in the 
U.S. balance of payments: 

 It enters the U.S. financial account with a negative sign (-$95). 
 It shows up as a $95 credit in the U.S. financial account. 

 
A U.S. bank forgives $5000 in debt owed to it by the government of 
Bygonia. This transaction creates the following two offsetting entries in 
the U.S. balance of payments: 

 It enters the U.S. capital account with a negative sign (-$5000). 
 It shows up as a $5000 credit in the U.S. financial account. 

 
The Fundamental Balance of Payments Identity 
Any international transaction automatically gives rise to two offsetting 
entries in the balance of payments resulting in a fundamental identity: 
 

Current account + financial account + capital account = 0          (12-3) 
 
Table 12-2: U.S. Balance of Payments Accounts for 2000 (billions of dollars) 

 

 
Slide 12-427 
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The balance of payments accounts divide exports and imports into three 
categories: 
 

1. Merchandise trade : Exports or imports of goods 
2. Services : Payments for legal assistance, tourists’ expenditures, 

and shipping fees 
3. Income : International interest and dividend payments and the 

earnings of domestically owned firms operating abroad 
 
The Capital Account 
It records asset transfers and tends to be small for the United States. 
 
The Financial Account 
It measures the difference between sales of assets to foreigners and 
purchases of assets located abroad. 
 

 Financial inflow (capital inflow) : A loan from the foreigners 
with a promise that they will be repaid 

 Financial outflow (capital outflow) : A transaction involving the 
purchase of an asset from foreigners 

 
The Statistical Discrepancy 
Data associated with a given transaction may come from different sources 
that differ in coverage, accuracy, and timing. This makes the balance of 
payments accounts seldom balance in practice. Account keepers force the 
two sides to balance by adding to the accounts a statistical discrepancy. 
It is very difficult to allocate this discrepancy among the current, capital, 
and financial accounts. 
 
Official Reserve Transactions 

 Central bank : The institution responsible for managing the 
supply of money 

 Official international reserves : Foreign assets held by central 
banks as a cushion against national economic misfortune 

 Official foreign exchange intervention : –Central banks othen 
buy or sell international reserves in private asset markets to 
affect macroeconomic conditions in their economies. 

 
Official settlements balance (balance of payments) 
The book-keeping offset to the balance of official reserve transactions. –It 
is the sum of the current account balance, the capital account balance, the 
nonreserve portion of the financial account balance, and the statistical 
discrepancy. Example: The U.S. balance of payments in 2000 was -$35.6 
billion, that is, the balance of official reserve transactions with its sign 
reversed. A country with a negative balance of payments may signal that it 
is running down its international reserve assets or incurring debts to 
foreign monetary authorities. 
 
Table 12-3: Calculating the U.S. Official Settlements Balance for 2000 
(billions of dollars) 

 
 

 
Case Study: Is the United States the World’s Biggest Debtor?  

 
At the end of 1999, the United States had a negative net foreign wealth 
position far greater than that of any other single country. The United 
States is the world’s biggest debtor. However, the United States has the 
world’s largest GNP. 
 
Table 12-4: International Investment Position of the United States at Year 
End, 1998 and 1999 (millions of dollars) 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
Table 12-4: Continued 



 Masterbook of Business and Industry (MBI) 

  

Muhammad Firman   (University of Indonesia -  Accounting )                      30 

 

 

 
 
Summary 
A country’s GNP is equal to the income received by its factors of 
production. GDP is equal to GNP less net receipts of factor income from 
abroad, measures the output produced within a country’s territorial 
borders. In a closed economy, GNP must be consumed, invested, or 
purchased by the government. In an open economy, GNP equals the sum 
of consumption, investment, government purchases, and net exports of 
goods and services. 
 
All transactions between a country and the rest of the world are recorded 
in its balance of payments accounts. The current account equals the 
country’s net lending to foreigners. National saving equals domestic 
investment plus the current account. Transactions involving goods and 
services appear in the current account of the balance of payments, while 
international sales or purchases of assets appear in the financial account. 
 
The capital account records asset transfers and tends to be small in the 
United States. Any current account deficit must be matched by an equal 
surplus in the other two accounts of the balance of payments, and any 
current account surplus by a deficitsomewhere else. International asset 
transactions carried out by central banks are included in the financial 
account. 
 
 
 
 
 
 
 
 
 

 
 
Introduction 
Exchange rates are important because they enable us to translate different 
counties’ prices into comparable terms. Exchange rates are determined in 
the same way as other asset prices. The general goal of this chapter is to 
show: 

 How exchange rates are determined 
 The role of exchange rates in international trade 

 
Exchange Rates and International Transactions 
An exchange rate can be quoted in two ways: 
 
Direct : The price of the foreign currency in terms of dollars 
Indirect : The price of dollars in terms of the foreign currency 
 
Domestic and Foreign Prices 
If we know the exchange rate between two countries’ currencies, we can 
compute the price of one country’s exports in terms of the other country’s 
money. Example: The dollar price of a £50 sweater with a dollar exchange 
rate of $1.50 per pound is (1.50 $/£)x(£50) = $75. 
 
Two types of changes in exchange rates: 
 
Depreciation of home country’s currency 
A rise in the home currency prices of a foreign currency. It makes home 
goods cheaper for foreigners and foreign goods more expensive for 
domestic residents. 
 
Appreciation of home country’s currency 
A fall in the home price of a foreign currency. It makes home goods more 
expensive for foreigners and foreign goods cheaper for domestic residents. 
 
Exchange Rates and International Transactions 
 
Exchange Rates and Relative Prices 
Import and export demands are influenced by relative prices.  
 
Appreciation of a country’s currency: 
–Raises the relative price of its exports 
–Lowers the relative price of its imports 
 
Depreciation of a country’s currency: 
–Lowers the relative price of its exports 
–Raises the relative price of its imports 
 
Table 13-2: $/£ Exchange Rates and the Relative Price of American 
Designer Jeans and British Sweaters 
 

 
 
The Foreign Exchange Market 
Exchange rates are determined in the foreign exchange market. The 
market in which international currency trades take place 
 
The Actors 
The major participants in the foreign exchange market are: 
–Commercial banks 
–International corporations 
–Nonbank financial institutions 
–Central banks 
 
Interbank trading 
Foreign currency trading among banks. It accounts for most of the activity 
in the foreign exchange market. 
Exchange Rates and International Transactions 
 
Characteristics of the Market 
The worldwide volume of foreign exchange trading is enormous, and it has 
ballooned in recent years. New technologies, such as Internet links, are 
used among the major foreign exchange trading centers (London, New 
York, Tokyo, Frankfurt, and Singapore). The integration of financial centers 
implies that there can be no significant arbitrage. The process of buying a 
currency cheap and selling it dear. 
 
Vehicle currency 
A currency that is widely used to denominate international contracts made 
by parties who do not reside in the country that issues the vehicle 
currency. Example: In 2001, around 90% of transactions between banks 
involved exchanges of foreign currencies for U.S. dollars. 
 
 
 
Spot Rates and Forward Rates 

CHAPTER 13 
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Spot exchange rates 
Apply to exchange currencies “on the spot” 
 
Forward exchange rates 
Apply to exchange currencies on some future date at a prenegotiated 
exchange rate 
 
Forward and spot exchange rates, while not necessarily equal, do move 
closely together. 
 
Figure 13-1: Dollar/Pound Spot and Forward Exchange Rates,1981-2001 

 
 
Foreign Exchange Swaps 
Spot sales of a currency combined with a forward repurchase of the 
currency. They make up a significant proportion of all foreign exchange 
trading. Exchange Rates and International Transactions 
 
Futures and Options 
Futures contract 
The buyer buys a promise that a specified amount of foreign currency will 
be delivered on a specified date in the future. 
 
Foreign exchange option 
The owner has the right to buy or sell a specified amount of foreign 
currency at a specified price at any time up to a specified expiration date. 
 
The Demand for Foreign Currency Assets 
The demand for a foreign currency bank deposit is influenced by the same 
considerations that influence the demand for any other asset. 
 
Assets and Asset Returns 
Defining Asset Returns 
The percentage increase in value an asset offers over some time period. 
 
The Real Rate of Return 
The rate of return computed by measuring asset values in terms of some 
broad representative basket of products that savers regularly purchase. 
 
Risk and Liquidity 
Savers care about two main characteristics of an asset other than its 
return: 

 Risk : The variability it contributes to savers’ wealth 
 Liquidity : The ease with which it can be sold or exchanged for 

goods 
 
Interest Rates 
Market participants need two pieces of information in order to compare 
returns on different deposits: 
–How the money values of the deposits will change 
–How exchange rates will change 
 
A currency’sinterest rateis the amount of that currency an individual can 
earn by lending a unit of the currency for a year. Example: At a dollar 
interest rate of 10% per year, the lender of $1 receives $1.10 at the end of 
the year. 
 
Figure 13-2: Interest Rates on Dollar and Deutschemark Deposits,1975-
1998 

 
 
Exchange Rates and Asset Returns 

The returns on deposits traded in the foreign exchange market depend on 
interest rates and expected exchange rate changes. In order to decide 
whether to buy a euro or a dollar deposit, one must calculate the dollar 
return on a euro deposit. 
 
A Simple Rule 
The dollar rate of return on euro deposits is approximately the euro 
interest rate plus the rate of depreciationof the dollar against the euro. 
The rate of depreciationof thedollar against the euro is the percentage 
increase in the dollar/euro exchange rate over a year. The expected rate of 
return difference between dollar and euro deposits is: 
 

where: 
 R$= interest rate on one-year dollar deposits 
 R€= today’s interest rate on one-year euro deposits 
 E$/€= today’s dollar/euro exchange rate (number of dollars per 

euro) 
 Ee$/€= dollar/euro exchange rate (number of dollars per euro) 

expected to prevail a year from today 
 
When the difference in Equation (13-1) is positive, dollar deposits yield the 
higher expected rate of return. When it is negative, euro deposits yield the 
higher expected rate of return. 
 
Table 13-3: Comparing Dollar Rates of Return on Dollar and Euro Deposits 

 
 
Return, Risk, and Liquidity in the Foreign Exchange Market 
The demand for foreign currency assets depends not only on returns but 
on risk and liquidity. There is no consensus among economists about the 
importance of risk in the foreign exchange market. Most of the market 
participants that are influenced by liquidity factors are involved in 
international trade. Payments connected with international trade make up 
a very small fraction of total foreign exchange transactions. Therefore, we 
ignore the risk and liquidity motives for holding foreign currencies. 
 
Equilibrium in the Foreign Exchange Market 
Interest Parity: The Basic Equilibrium Condition 
The foreign exchange market is in equilibrium when deposits of all 
currencies offer the same expected rate of return. 
 
Interest parity condition 
The expected returns on deposits of any two currencies are equal when 
measured in the same currency. It implies that potential holders of foreign 
currency deposits view them all as equally desirable assets. The expected 
rates of return are equal when: 
 

 
 
How Changes in the Current Exchange Rate Affect Expected Returns 
Depreciation of a country’s currency today lowers the expected domestic 
currency return on foreign currency deposits. Appreciation of the domestic 
currency today raises the domestic currency return expected of foreign 
currency deposits. 
 
Table 13-4: Today’s Dollar/Euro Exchange Rate and the Expected Dollar 
Return on Euro Deposits When Ee$/€= $1.05 per Euro 
 

 
 
 
 
 
 
Figure 13-3: The Relation Between the Current Dollar/Euro Exchange 
Rateand the Expected Dollar Return on Euro Deposits 
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The Equilibrium Exchange Rate 
Exchange rates always adjust to maintain interest parity. Assume that the 
dollar interest rate R$, the euro interest rate R€, and the expected future 
dollar/euro exchange rate Ee$/€, are all given. 
 
Figure 13-4: Determination of the Equilibrium Dollar/Euro Exchange Rate 

 
 
Interest Rates, Expectations,and Equilibrium 
The Effect of Changing Interest Rates on the Current Exchange Rate. An 
increase in the interest rate paid on deposits of a currency causes that 
currency to appreciate against foreign currencies. A rise in dollar interest 
rates causes the dollar to appreciate against the euro. A rise in euro 
interest rates causes the dollar to depreciate against the euro. 
 
Figure 13-5: Effect of a Rise in the Dollar Interest Rate 

 
 
Figure 13-6: Effect of a Rise in the Euro Interest Rate 

 
 
The Effect of Changing Expectations on the Current Exchange Rate 
A rise in the expected future exchange rate causes a rise in the current 
exchange rate. A fall in the expected future exchange rate causes a fall in 
the current exchange rate. 
 
Summary 
Exchange rates play a role in spending decisions because they enable us to 
translate different countries’ prices into comparable terms. A depreciation 
(appreciation) of a country’s currency against foreign currencies makes its 
exports cheaper (more expensive) and its imports more expensive 
(cheaper). Exchange rates are determined in the foreign exchange market.  

An important category of foreign exchange trading is forward trading. The 
exchange rate is most appropriately thought of as being an asset price 
itself. The returns on deposits traded in the foreign exchange market 
depend on interest rates and expected exchange rate changes. 
 
Equilibrium in the foreign exchange market requires interest parity.For 
given interest rates and a given expectation of the future exchange rate, 
the interest parity condition tells us the current equilibrium exchange rate. 
A rise in dollar (euro) interest rates causes the dollar to appreciate 
(depreciate) against the euro. Today’s exchange rate is altered by changes 
in its expected future level. 
 

 
 
Introduction 
Factors that affect a country’s money supply or demand are among the 
most powerful determinants of its currency’s exchange rate against 
foreign currencies. This chapter combines the foreign-exchange market 
with the money market to determine the exchange rate in the short run. 
It analyzes the long-term effects of monetary changes on output prices 
and expected future exchange rates. 
 
Money Defined: A Brief Review 

1. Money as a Medium of Exchange : A generally accepted means 
of payment 

2. Money as a Unit of Account : A widely recognized measure of 
value 

3. Money as a Store of Value : A transfer of purchasing power 
from the present into the future 

 
What Is Money? 
Assets widely used and accepted as a means of payment. Money is very 
liquid, but pays little or no return. All other assets are less liquid but pay 
higher return. 
 
Money Supply (Ms) :   Ms= Currency + Checkable Deposits 
 
How the Money Supply Is Determined 
An economy’s money supply is controlled by its central bank. 
 
The central bank: 
–Directly regulates the amount of currency in existence 
–Indirectly controls the amount of checking deposits issued by private  
   banks 
 
Three factors influence money demand: 

1. Expected return 
2. Risk 
3. Liquidity 

 
Expected Return 
The interest rate measures the opportunity cost of holding money rather 
than interest-bearing bonds. A rise in the interest rate raises the cost of 
holding money and causes money demand to fall. 
 
Risk 
Holding money is risky. An unexpected increase in the prices of goods and 
services could reduce the value of money in terms of the commodities 
consumed. Changes in the risk of holding money need not cause 
individuals to reduce their demand for money. Any change in the riskiness 
of money causes an equal change in the riskiness of bonds. 
 
Liquidity 
The main benefit of holding money comes from its liquidity. Households 
and firms hold money because it is the easiest way of financing their 
everyday purchases. A rise in the average value of transactions carried out 
by a household or firm causes its demand for money to rise. 
 
Aggregate money demand 
The total demand for money by all households and firms in the economy. 
It is determined by three main factors: 
 
–Interest rate : It reduces the demand for money. 
–Price level : It raises the demand for money. 
–Real national income : It raises the demand for money. 
 
The aggregate demand for money can be expressed by: 
 

Md= PxL(R,Y)                 (14-1) 
where: 

 P is the price level 
 Y isreal national income 
 L(R,Y) is the aggregate real money demand 

 
 
Equation (14-1) can also be written as: 
 

CHAPTER 14 

MONEY, INTEREST RATES, AND EXCHANGE 

RATES 
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Md/P= L(R,Y)                     (14-2) 
 
Figure 14-1: Aggregate Real Money Demand and the Interest Rate 
 

 
 
Figure 14-2: Effect on the Aggregate Real Money Demand Schedule of a 
Rise in Real Income 

 
 
Equilibrium in the Money Market 
The condition for equilibrium in the money market is: 
 

Ms= Md               (14-3) 
 
The money market equilibrium condition can be expressed in terms of 
aggregate real money demand as: 
 

Ms/P = L(R,Y)             (14-4) 
 
 
Figure 14-3: Determination of the Equilibrium Interest Rate 

 
 
Interest Rates and the Money Supply 
 
An increase (fall) in the money supply lowers (raises) the interest rate, 
given the price level and output. The effect of increasing the money supply 
at a given price level is illustrated in Figure 14-4. 
 
 
 
 
 
 
Figure 14-4: Effect of an Increase in the Money Supply on the Interest Rate 
 

 
 
Output and the Interest Rate 
An increase (fall) in real output raises (lowers) the interest rate, given the 
price level and the money supply. Figure 14-5 shows the effect on the 
interest rate of a rise in the level of output, given the money supply and 
the price level. 
 
Figure 14-5: Effect on the Interest Rate of a Rise in Real Income 

 
 
The Money Supply and the Exchange Rate in the Short Run 
 

 Short run analysis : The price level and the real output are 
given. 

 Long run analysis : The price level is perfectly flexible and 
always adjusted immediately to preserve full employment. 

 
Linking Money, the Interest Rate, and the Exchange Rate 
The U.S. money market determines the dollar interest rate, which in turn 
affects the exchange rate that maintains the interest parity. Figure 14-6 
links the U.S. money market (bottom) and the foreign exchange market 
(top). 
 
Figure 14-6: Simultaneous Equilibrium in the U.S. Money Market 
 

 
 
 
 
 
 
 
The Equilibrium Interest Rate: The Interaction of Money Supply and 
Demand 
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Figure 14-7: Money-Market/Exchange Rate Linkages 
 

 
 
U.S. Money Supply and the Dollar/Euro Exchange Rate 
What happens when the Federal Reserve changes the U.S. money supply?  
An increase (decrease) in a country’s money supply causes its currency to 
depreciate (appreciate) in the foreign exchange market.  
 
 
Figure 14-8: Effect on the Dollar/Euro Exchange Rate and Dollar Interest 
Rate of an Increase in the U.S. Money Supply 
 

 
 
Europe’s Money Supply and the Dollar/Euro Exchange Rate  
An increase in Europe’s money supply causes a depreciation of the euro 
(i.e., appreciation of the dollar). A reduction in Europe’s money supply 
causes an appreciation of the euro (i.e., a depreciation of the dollar). The 
change in the European money supply does not disturb the U.S. money 
market equilibrium. 
 
Figure 14-9: Effect of an Increase in the European Money Supply 
 

 
 
Money, the Price Level, and the Exchange Rate in the Long Run 
 
Long-run equilibrium  

Prices are perfectly flexible and always adjusted immediately to preserve 
full employment. 
 
Money and Money Prices 
The money market equilibrium (Equation 14-4) can be rearranged to give 
the long-run equilibrium price level : 
 

P= Ms/L(R,Y)            (14-5) 
 
An increase in a country’s money supply causes a proportional increase in 
its price level. 
 
The Long-Run Effects of Money Supply Changes 
A change in the supply of money has no effect on the long-run values of 
the interest rate or real output. A permanent increase in the money supply 
causes a proportional increase in the price level’s long-run value. This 
prediction is based on the money market equilibrium condition: Ms/P=Lor  
 

P= Ms/L. 
 

This condition implies that  
 

 
The inflation rate equals the monetary growth rate less the growth rate for 
money demand.  
 
Empirical Evidence on Money Supplies and Price Levels 
In a cross-section of countries, long-term changes in money supplies and 
price levels show a clear positive correlation.  
 
Figure 14-10: Monetary Growth and Price-Level Change in the Seven Main 
Industrial Countries, 1973-1997 
 

 
 
Money and the Exchange Rate in the Long Run 
A permanent increase (decrease) in a country’s money supply causes a 
proportional long-run depreciation (appreciation) of its currency against 
foreign currencies. 
 
Inflation and Exchange Rate Dynamics 
Inflation : A situation where an economy’s price level rises. 
Deflation : A situation where an economy’s price level falls. 
 
Short-Run Price Rigidity versus Long-Run Price Flexibility. The short-run 
“stickiness” of price levels is illustrated in Figure 14-11. 
Slide 14-515 
 
Figure 14-11: Month-to-Month Variability of the Dollar/DM Exchange Rate 
and of the U.S./German Price-Level Ratio, 1974-2001 
 

 
 
Inflation and Exchange Rate Dynamics 
A change in the money supply creates demand and cost pressures that 
lead to future increases in the price level from three main sources: 
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–Excess demand for output and labor 
–Inflationary expectations 
–Raw materials prices 
 
Permanent Money Supply Changes and the Exchange Rate 
How does the dollar/euro exchange rate adjust to a permanent increase in 
the U.S. money supply? Figure 14-12 shows both the short-run and long-
run effects of the increase in the U.S. money supply. 
 
Figure 14-12: Effects of an Increase in the U.S.Money Supply 
 

 
 
Figure 14-13: Time Paths of U.S. Economic Variables Ather a Permanent 
Increase in the U.S. Money Supply 
 

 
 
Exchange Rate Overshooting 
The exchange rate is said to overshoot when its immediate response to a 
disturbance is greater than its long-run response. It helps explain why 
exchange rates move so sharply form day to day. It is a direct result of 
sluggish short-run price level adjustment and the interest parity condition. 
 
Summary 
Money is held because of its liquidity. Aggregate real money demand 
depends negatively on the opportunity cost of holding money and 
positively on the volume of transactions in the economy. The money 
market is in equilibrium when the real money supply equals aggregate real 
money demand. By lowering the domestic interest rate, an increase in the 
money supply causes the domestic currency to depreciate in the foreign 
exchange market. 
 
Permanent changes in the money supply push the long-run equilibrium 
price level proportionally in the same direction. These changes do not 
influence the long-run values of output, the interest rate, or any relative 
prices. An increase in the money supply can cause the exchange rate to 
overshoot its long-run level in the short run. 
 

 
 
Introduction 
The model of long-run exchange rate behavior provides the framework 
that actors in asset markets use to forecast future exchange rates. 
Predictions about long-run movements in exchange rates are important 
even in the short run. In the long run, national price levels play a key role 
in determining both interest rates and the relative prices at which 
countries’ products are traded. The theory of purchasing power parity 
(PPP)explains movements in the exchange rate between two countries’ 
currencies by changes in the countries’ price levels. 
 
The Law of One Price 
Law of one price 
Identical goods sold in different countries must sell for the same price 
when their prices are expressed in terms of the same currency. This law 
applies only in competitive markets free of transport costs and official 
barriers to trade. Example: If the dollar/pound exchange rate is $1.50 per 
pound, a sweater that sells for $45 in New York must sell for £30 in 
London.–It implies that the dollar price of good i is the same wherever it is 
sold : 
 

 
 
Purchasing Power Parity 
Theory of Purchasing Power Parity (PPP) 

 The exchange rate between two counties’ currencies equals the 
ratio of the counties’ price levels. 

 It compares average prices across countries. 
 It predicts a dollar/euro exchange rate of: 

 

 
 
By rearranging Equation (15-1), one can obtain: 
 

 
PPP asserts that all countries’ price levels are equal when measured in 
terms of the same currency. 
 
The Relationship Between PPP and the Law of One Price 
The law of one price applies to individual commodities, while PPP applies 
to the general price level. If the law of one price holds true for every 
commodity, PPP must hold automatically for the same reference baskets 
across countries. Proponents of the PPP theory argue that its validity does 
not require the law of one price to hold exactly. 
 
Absolute PPP and Relative PPP 
Absolute PPP 
It states that exchange rates equal relative price levels. 
 
Relative PPP 
It states that the percentage change in the exchange rate between two 
currencies over any period equals the difference between the percentage 
changes in national price levels. Relative PPP between the United States 
and Europe would be: 
 

 
 
Monetary approach to the exchange rate 
A theory of how exchange rates and monetary factors interact in the long 
run. 
 
 
The Fundamental Equation of the Monetary Approach 

CHAPTER 15 

PRICE LEVELS AND THE EXCHANGE RATE IN THE 
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Price levels can be expressed in terms of domestic money demand and 
supplies: 
 

 
 
The monetary approach makes a number of specific predictions about the 
long-run effects on the exchange rate of changes in: 
 
Money supplies 
An increase in the U.S. (European) money supply causes a proportional 
long-run depreciation (appreciation) of the dollar against the euro. 
 
Interest rates 
A rise in the interest rate on dollar (euro) denominated assets causes a 
depreciation (appreciation) of the dollar against the euro. 
 
Output levels 
A rise in U.S. (European) output causes an appreciation (depreciation) of 
the dollar against the euro. 
 
Ongoing Inflation, Interest Parity, and PPP 
Money supply growth at a constant rate eventually results in ongoing 
inflation (i.e., continuing rise in the price level) at the same rate. Changes 
in this long-run inflation rate do not affect the full-employment output 
level or the long-run relative prices of goods and services. The interest rate 
is not independent of the money supply growth rate in the long run. The 
international interest rate difference is the difference between expected 
national inflation rates: 
 

 
 
The Fisher Effect 
A rise (fall) in a country’s expected inflation rate will eventually cause an 
equal rise (fall) in the interest rate that deposits of its currency offer. 
Figure 15-1 illustrates an example, where at time t0the Federal Reserve 
unexpectedly increases the growth rate of the U.S. money supply to a 
higher level. 
 
Figure 15-1: Long-Run Time Paths of U.S. Economic Variables ather a 
Permanent Increase in the Growth Rate of the U.S. Money Supply 

 
 
In this example, the dollar interest rate rises because people expect more 
rapid future money supply growth and dollar depreciation. The interest 
rate increase is associated with higher expected inflation and an 
immediate currency depreciation. Figure 15-2 confirms the main long-run 
prediction of the Fisher effect. 
 
Figure 15-2: Inflation and Interest Rates in Switzerland, the United States, 
and Italy, 1970-2000 

 
A Long-Run Exchange Rate Model Based on PPP 

 
 

 
 
Empirical Evidence on PPP and the Law of One Price 
The empirical support for PPP and the law of one price is weak in recent 
data. The prices of identical commodity baskets, when converted to a 
single currency, differ substantially across countries. Relative PPP is 
sometimes a reasonable approximation to the data, but it performs 
poorly. 
 
Figure 15-3: The Dollar/DM Exchange Rate and Relative U.S./German Price 
Levels, 1964-2000 

 
 
Explaining the Problems with PPP 
The failure of the empirical evidence to support the PPP and the law of 
one price is related to: 

1. Trade barriers and nontradables 
2. Departures from free competition 
3. International differences in price level measurement 

 
Trade Barriers and Nontradables 
Transport costs and governmental trade restrictions make trade expensive 
and in some cases create nontradable goods. The greater the transport 
costs, the greater the range over which the exchange rate can move. 
 
Departures from Free Competition 
When trade barriers and imperfectly competitive market structures occur 
together, linkages between national price levels are weakened further. 
 
Pricing to market 
When a firm sells the same product for different prices in different 
markets. It reflects different demand conditions in different countries. 
Example: Countries where demand is more price-inelastic will tend to be 
charged higher markups over a monopolistic seller’s production cost.  
 
 
 
International Differences in Price Level Measurement 
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Government measures of the price level differ from country to country 
because people living in different counties spend their income in different 
ways. 
 
PPP in the Short Run and in the Long Run 
Departures from PPP may be even greater in the short-run than in the long 
run. Example: An abrupt depreciation of the dollar against foreign 
currencies causes the price of farm equipment in the U.S. to differ from 
that of foreign’s until markets adjust to the exchange rate change. 
 
Figure 15-4: Price Levels and Real Incomes, 1992 
 

 
 
The Real Exchange Rate 
It is a broad summary measure of the prices of one country’s goods and 
services relative to the other's. It is defined in terms of nominal exchange 
ratesand price levels. The real dollar/euro exchange rate is the dollar price 
of the European basket relative to that of the American: 
 

 
 
Example: If the European reference commodity basket costs €100, the U.S. 
basket costs $120, and the nominal exchange rate is $1.20 per euro, then 
the real dollar/euro exchange rate is 1 U.S. basket per European basket. 
 
Beyond Purchasing Power Parity: A General Model of Long-Run Exchange 
Rates 
Real depreciation of the dollar against the euro 
A rise in the real dollar/euro exchange rate. That is, a fall in the purchasing 
power of a dollar within Europe’s borders relative to its purchasing power 
within the United States Or alternatively, a fall in the purchasing power of 
America’s products in general over Europe’s. A real appreciation of the 
dollar against the euro is the opposite of a real depreciation. 
 
Demand, Supply, and the Long-Run Real Exchange Rate 
In a world where PPP does not hold, the long-run values of real exchange 
rates depend on demand and supply conditions. There are two specific 
causes that explain why the long-run values of real exchange rates can 
change: 

1. A change in world relative demand for American products 
An increase (fall) in world relative demand for U.S. output 
causes a long-run real appreciation (depreciation) of the dollar 
against the euro. 
 

2. A change in relative output supply 
A relative expansion of U.S (European) output causes a long-run 
real depreciation (appreciation) of the dollar against the euro. 

 
Nominal and Real Exchange Rates in Long-Run Equilibrium 
Changes in national money supplies and demands give rise to the 
proportional long-run movements in nominal exchange rates and 
international price level ratios predicted by the relative PPP theory. From 
Equation (15-6), one can obtain the nominal dollar/euro exchange rate, 
which is the real dollar/euro exchange rate times the U.S.-Europe price 
level ratio: 
 

 
 
Equation (15-7) implies that for a given real dollar/euro exchange rate, 
changes in money demand or supply in Europe or the U.S. affect the long-
run nominal dollar/euro exchange rate as in the monetary approach. 
Changes in the long-run real exchange rate, however, also affect the long-
run nominal exchange rate. 
 
The most important determinants of long-run swings in nominal exchange 
rates (assuming that all variables start out at their long-run levels): 

 A shift in relative money supply levels 
 A shift in relative money supply growth rates 
 A change in relative output demand 
 A change in relative output supply 

When all disturbances are monetary in nature, exchange rates obey 
relative PPP in the long run. In the long run, a monetary disturbance 
affects only the general purchasing power of a currency. This change in 

purchasing power changes equally the currency’s value in terms of 
domestic and foreign goods. When disturbances occur in output markets, 
the exchange rate is unlikely to obey relative PPP, even in the long run. 
 
Table 15-1: Effects of Money Market and Output Market Changes on the 
Long-Run Nominal Dollar/Euro Exchange Rate, E$/€ 

 
 
Figure 15-5: The Real Dollar/Yen Exchange Rate, 1950-2000 

 
 
Figure 15-6: Sectoral Productivity Growth Differences and the Change in 
the Relative Price of Nontraded Goods, 1970-1985 

 
 
International Interest Rate Differences and the Real Exchange Rate  
In general, interest rate differences between countries depend not only on 
differences in expected inflation, but also on expected changes in the real 
exchange rate. Relationship between the expected change in the real 
exchange rate, the expectedchange in the nominal rate, and expected 
inflation: 
 

 
 
 
Combining Equation (15-8) with the interest parity condition, the 
international interest gap is equal to: 
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Thus, the dollar-euro interest difference is the sum of two components: 
–The expected rate of real dollar depreciation against the euro 
–The expected inflation difference between the U.S. and Europe 
 
When the market expects relative PPP to prevail, the dollar-euro interest 
difference is just the expected inflation difference between U.S. and 
Europe. 
 
Real Interest Parity 
Economics makes an important distinction between two types of interest 
rates: 
 

 Nominal interest rates : Measured in monetary terms 
 Real interest rates : Measured in real terms (in terms of a 

country’s output), Referred to as expected real interest rates  
 
The expected real interest rate (re) is the nominal interest rate (r)less the 
expected inflation rate (e). Thus, the difference in expected real interest 
rates between U.S. and Europe is equal to: 
 

 
 
By combining this equation with Equation (15-9), one can obtain the 
desired real interest parity condition : 
 

 
 
The real interest parity condition explains differences in expected real 
interest rates between two countries by expected movements in the real 
exchange rates. Expected real interest rates in different countries need not 
be equal, even in the long run, if continuing change in output markets  is 
expected. 
 
Summary 
Absolute PPP states that the purchasing power of any currency is the same 
in any country and implies relative PPP. Relative PPP predicts that 
percentage changes in exchange rates equal differences in national 
inflation rates. The law of one price is a building block of the PPP theory. It 
states that under free competition and in the absence of trade 
impediments, a good must sell for a single price regardless of where in the 
world it is sold. 
 
The monetary approach to the exchange rate uses PPP to explain long-
term exchange rate behavior exclusively in terms of money supply and 
demand. The Fisher effect predicts that long-run international interest 
differentials result from different national rates of ongoing inflation. The 
empirical support for PPP and the law of one price is weak in recent data. 
The failure of these propositions in the real world is related to trade 
barriers, departure from free competition and international differences in 
price level measurement. 
 
Deviations from relative PPP can be viewed as changes in a country’s real 
exchange rate. A stepwise increase in a country’s money stock leads to a 
proportional increase in its price level and a proportional fall in its 
currency’s foreign exchange value. The (real) interest parity condition 
equates international differences in nominal (real) interest rates to the 
expected percentage change in the nominal (real) exchange rate. 
 

 
 
Introduction 
Macroeconomic changes that affect exchange rates, interest rates, and 
price levels may also affect output.This chapter introduces a new theory of 
how the output market adjusts to demand changes when product prices 
are themselves slow to adjust. A short-run model of the output market in 
an open economy will be utilized to analyze: 

 The effects of macroeconomic policy tools on output and the 
current account 

 The use of macroeconomic policy tools to maintain full 
employment 

 
Determinants of Aggregate Demand in an Open Economy 
 
Aggregate demand 
The amount of a country’s goods and services demanded by households 
and firms throughout the world. 
 
The aggregate demand for an open economy’s output consists of four 
components: 

3. Consumption demand (C) 
4. Investment demand (I) 
5. Government demand (G) 
6. Current account (CA) 

 
Determinants of Consumption Demand 
Consumption demand increases as disposable income (i.e., national 
income less taxes) increases at the aggregate level. –The increase in 
consumption demand is less than the increase in the disposable income 
because part of the income increase is saved. The CA balance is viewed as 
the demand for a country’s exports (EX) less that country's own demand 
for imports (IM). The CA balance is determined by two main factors: 

1. The domestic currency’s real exchange rate against foreign 
currency (q= EP*/P) 

2. Domestic disposable income (Yd) 
 
How Real Exchange Rate Changes Affect the Current Account 
An increase in q raises EX and improves the domestic country’s CA. Each 
unit of domestic output now purchases fewer units of foreign output, 
therefore, foreign will demand more exports. An increase q can raise or 
lower IMand has an ambiguous effect on CA. IM denotes the value of 
imports measured in terms of domestic output. 
 
There are two effects of a real exchange rate: 

1. Volume effect : he effect of consumer spending shifts on export 
and import quantities 

2. Value effect : It changes the domestic output worth of a given 
volume of foreign imports. 

 
Whether the CA improves or worsens depends on which effect of a real 
exchange rate change is dominant. We assume that the volume effect of a 
real exchange rate change always outweighs the value effect. 
 
How Disposable Income Changes Affect the Current Account 

 An increase in disposable income (Yd) worsens the CA. 
 A rise in Yd causes domestic consumers to increase their 

spending on all goods. 
 
Determinants of Aggregate Demand in an Open Economy 
 
Table 16-1: Factors Determining the Current Account 
 

 
 
The Equation of Aggregate Demand 
The four components of aggregate demand are combined to get the total 
aggregate demand: 
 

D= C(Y–T) + I+ G+ CA(EP*/P, Y–T) 
 

This equation shows that aggregate demand for home output can be 
written as: 
 

D= D(EP*/P, Y–T, I, G) 
 
The Real Exchange Rate and Aggregate Demand 
An increase in q raises CA and D. 

 It makes domestic goods and services cheaper relative to 
foreign goods and services. 

 It shifts both domestic and foreign spending from foreign goods 
to domestic goods. 

 A real depreciation of the home currency raises aggregate 
demand for home output. 

 –A real appreciation lowers aggregate demand for home 
output. 

 
Real Income and Aggregate Demand 
A rise in domestic real income raises aggregate demand for home output. 
A fall in domestic real income lowers aggregate demand for home output. 
 
Figure 16-1: Aggregate Demand as a Function of Output 

 
 
How Output Is Determined in the Short Run 
Output market is in equilibrium in the short-run when real output, Y, 
equals the aggregate demand for domestic output: 
 

CHAPTER 16 
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Y= D(EP*/P, Y–T, I, G)              (16-1) 
 
Figure 16-2: The Determination of Output in the Short Run 
 

 
 
Output, the Exchange Rate, and Output Market Equilibrium 
With fixed price levels at home and abroad, a rise in the nominal exchange 
rate makes foreign goods and services more expensive relative to 
domestic goods and services. Any rise in qwill cause an upward shift in the 
aggregate demand function and an expansion of output. Any fall in qwill 
cause output to contract. 
 
Output Market Equilibrium in the Short Run: The DD Schedule 
Figure 16-3: Output Effect of a Currency Depreciation with Fixed Output 
Prices 

 
 
Deriving the DD Schedule 
DDschedule 
It shows all combinations of output and the exchange rate for which the 
output market is in short-run equilibrium (aggregate demand = aggregate 
output). It slopes upward because a rise in the exchange rate causes 
output to rise. 
 
Figure 16-4: Deriving the DD Schedule 

 
 
Factors that Shift the DD Schedule 

1. Government purchases 
2. Taxes 
3. Investment 
4. Domestic price levels 
5. Foreign price levels 
6. Domestic consumption 
7. Demand shift between foreign and domestic goods 

 
A disturbance that raises (lowers) aggregate demand for domestic output 
shifts the DD schedule to the right (left). 
 
 
Figure 16-5: Government Demand and the Position of the DDSchedule 

 
Asset Market Equilibrium in the Short Run: The AASchedule 
AASchedule 
It shows all combinations of exchange rate and output that are consistent 
with equilibrium in the domestic money market and the foreign exchange 
market. 
 
Output, the Exchange Rate, and Asset Market Equilibrium 
We will combine the interest parity condition with the money market to 
derive the asset market equilibrium in the short-run. The interest parity 
condition describing foreign exchange market equilibrium is:  
 

R= R* + (Ee–E)/E 
where:  

 Ee is the expected future exchange rate 
 R is the interest rate on domestic currency deposits 
 R* is the interest rate on foreign currency deposits 

 
The R satisfying the interest parity condition must also equate the real 
domestic money supply to aggregate real money demand: 
 

Ms/P=L(R, Y) 
 

Aggregate real money demand L(R, Y) rises when the interest rate falls 
because a fall in Rmakes interest-bearing nonmoney assets less attractive 
to hold. 
 
Figure 16-6: Output and the Exchange Rate in Asset Market Equilibrium 

 
 
For asset markets to remain in equilibrium: 
A rise in domestic output must be accompanied by an appreciation of the 
domestic currency. A fall in domestic output must be accompanied by a 
depreciation of the domestic currency. 
 
Deriving the AA Schedule 
It relates exchange rates and output levels that keep the money and 
foreign exchange markets in equilibrium. It slopes downward because a 
rise in output causes a rise in the home interest rate and a domestic 
currency appreciation. 
 
Figure 16-7: The AA Schedule 

 
 
Factors that Shift the AASchedule 
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1. Domestic money supply 
2. Domestic price level 
3. Expected future exchange rate 
4. Foreign interest rate 
5. Shifts in the aggregate real money demand schedule 

 
Short-Run Equilibrium for an Open Economy: Putting the DDand AA 
Schedules Together 
A short-run equilibrium for the economy as a whole must bring 
equilibrium simultaneously in the output and asset markets. That is, it 
must lie on both DDand AAschedules. 
 
Figure 16-8: Short-Run Equilibrium: The Intersection of DDand AA 
 

 
 
Figure 16-9: How the Economy Reaches Its Short-Run Equilibrium 

 
 
Temporary Changes in Monetary and Fiscal Policy 
Two types of government policy: 

1. Monetary policy : It works through changes in the money 
supply. 

2. Fiscal policy : It works through changes in government spending 
or taxes. 

 
Temporary policy shifts are those that the public expects to be reversed in 
the near future and do not affect the long-run expected exchange rate. 
Assume that policy shifts do not influence the foreign interest rate and the 
foreign price level. 
 
Monetary Policy 
An increase in money supply (i.e., expansionary monetary policy) raises 
the economy’s output. The increase in money supply creates an excess 
supply of money, which lowers the home interest rate. As a result, the 
domestic currency must depreciate (i.e., home products become cheaper 
relative to foreign products) and aggregate demand increases. 
 
Figure 16-10: Effects of a Temporary Increase in the Money Supply 
 

 
 
Fiscal Policy 
An increase in government spending, a cut in taxes, or some combination 
of the two (i.e, expansionary fiscal policy) raises output. The increase in 
output raises the transactions demand for real money holdings, which in 

turn increases the home interest rate. As a result, the domestic currency 
must appreciate. 
 
Figure 16-11: Effects of a Temporary Fiscal Expansion 
 

 
 
Policies to Maintain Full Employment 
Temporary disturbances that lead to recession can be offset through 
expansionary monetary or fiscal policies. Temporary disturbances that lead 
to overemployment can be offset through contractionary monetary or 
fiscal policies. 
 
Figure 16-12: Maintaining Full Employment Ather a Temporary Fall in 
World Demand for Domestic Products 
 

 
 
Figure 16-13: Policies to Maintain Full Employment Ather a Money-
Demand Increase 
 

 
 
 
Inflation Bias and Other Problems of Policy Formulation 
Problems of policy formulation: 
 
Inflation bias 

• High inflation with no average gain in output that results from 
governments’ policies to prevent recession 

• Identifying the sources of economic changes 
• Identifying the durations of economic changes 
• The impact of fiscal policy on the government budget 
• Time lags in implementing policies 

 
 
 
Permanent Shifts in Monetary and Fiscal Policy 
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A permanent policy shift affects not only the current value of the 
government’s policy instrument but also the long-runexchange rate. This 
affects expectations about future exchange rates. 
 
A Permanent Increase in the Money Supply 
A permanent increase in the money supply causes the expected future 
exchange rate to rise proportionally. As a result, the upward shift in the 
AAschedule is greater than that caused by an equal, but transitory, 
increase (compare point 2 with point 3 in Figure 16-14). 
 
Figure 16-14: Short-Run Effects of a Permanent Increase in the Money 
Supply 
 

 
 
Adjustment to a Permanent Increase in the Money Supply 
The permanent increase in the money supply raises output above its full-
employment level. As a result, the price level increases to bring the 
economy back to full employment. Figure 16-15 shows the adjustment 
back to full employment. 
 
Figure 16-15: Long-Run Adjustment to a Permanent Increase in the Money 
Supply 

 
 
 
A Permanent Fiscal Expansion 
A permanent fiscal expansion changes the long-run expected exchange 
rate. If the economy starts at long-run equilibrium, a permanent change in 
fiscal policy has no effect on output. It causes an immediate and 
permanent exchange rate jump that offsets exactly the fiscal policy’s direct 
effect on aggregate demand. 
 
Figure 16-16: Effects of a Permanent Fiscal Expansion Changing the Capital 
Stock 

 
 
 
Macroeconomic Policiesand the Current Account 
XXschedule 
It shows combinations of the exchange rate and output at which the 
CAbalance would be equal to some desired level. It slopes upward because 

a rise in output encourages spending on imports and thus worsens the 
current account (if it is not accompanied by a currency depreciation). 
It is flatter than DD. 
 
Monetary expansion causes the CA balance to increase in the short run 
(point 2 in Figure 16-17). Expansionary fiscal policy reduces the CA 
balance. If it is temporary, theDDschedule shifts to the right (point 3 in 
Figure 16-17). If it is permanent, both AA and DD schedules shift (point 4 in  
 
Figure 16-17: How Macroeconomic Policies Affect the Current Account 

 
 
Gradual Trade Flow Adjustment and Current Account Dynamics 
 
The J-Curve 
If imports and exports adjust gradually to real exchange rate changes, the 
CAmay follow a J-curve pattern ather a real currency depreciation, first 
worsening and then improving. Currency depreciation may have a 
contractionary initial effect on output, and exchange rate overshooting will 
be amplified. It describes the time lag with which a real currency 
depreciation improves the CA. 
 
Figure 16-18: The J-Curve 

 
 
Exchange Rate Pass-Through and Inflation 
The CA in the DD-AAmodel has assumed that nominal exchange rate 
changes cause proportional changes in the real exchange rates in the short 
run. 
 
Degree of Pass-through 
It is the percentage by which import prices rise when the home currency 
depreciates by 1%. In the DD-AAmodel, the degree of pass-through is 1. 
Exchange rate pass-through can be incomplete because of international 
market segmentation. Currency movements have less-than-proportional 
effects on the relative prices determining trade volumes. 
 
Summary 
The aggregate demand for an open economy’s output consists of four 
components: consumption demand, investment demand, government 
demand, and the current account. Output is determined in the short run 
by the equality of aggregate demand and aggregate supply. The economy’s 
short-run equilibrium occurs at the exchange rate and output level. 
 
A temporary increase in the money supply causes a depreciation of the 
currency and a rise in output. Permanent shifts in the money supply cause 
sharper exchange rate movements and therefore have stronger short-run 
effects on output than transitory shifts. If exports and imports adjust 
gradually to real exchange rate changes, the current account may follow a 
J-curve pattern ather a real currency depreciation, first worsening and 
then improving. 
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Appendix I: The IS-LM Model and the DD-AA Mode 
 
Figure 16AI-1: Short-Run Equilibrium in the IS-LM Model 
 

 
 
Figure 16AI-2: Effects of Permanent and Temporary Increases in the 
Money Supply in the IS-LM Model 

 
 
Figure 16AI-3: Effects of Permanent and Temporary Fiscal Expansions in 
the IS-LM Model 

 
 
Figure 16AII-1: Change in Output and Saving 
 

 
 

Appendix III: The Marshall-Lerner Condition and Empirical Estimates of 
Trade Elasticities 
 

 
 
 

 
 
Introduction 
In reality, the assumption of complete exchange rate flexibility is rarely 
accurate. Industrialized countries operate under a hybrid system of 
managed floating exchange rates. A system in which governments attempt 
to moderate exchange rate movements without keeping exchange rates 
rigidly fixed. A number of developing countries have retained some form 
of government exchange rate fixing. 
 
How do central banks intervene in the foreign exchange market? 
 
Why Study Fixed Exchange Rates? 
Four reasons to study fixed exchange rates: 

1. Managed floating 
2. Regional currency arrangements 
3. Developing countries and countries in transition 
4. Lessons of the past for the future 

 
Table 17-1: Exchange Rate Arrangements (As of March 31, 2001) 
 

 
 

 
Why Study Fixed Exchange Rates? 

CHAPTER 17 

FIXED EXCHANGE RATES AND FOREIGN 

EXCHANGE INTERVENTION 
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Central Bank Interventionand the Money Supply 
The Central Bank Balance Sheet and the Money Supply 
 
Central bank balance sheet 
It records the assets held by the central bank and its liabilities. It is 
organized according to the principles of double-entry bookkeeping. Any 
acquisition of an asset by the central bank results in a + change on the 
assets side of the balance sheet. Any increase in the bank’s liabilities 
results in a + change on the balance sheet’s liabilities side. 
 
The assets side of a balance sheet lists two types of assets: 
 
Foreign assets 
Mainly foreign currency bonds owned by the central bank (its official 
international reserves) 

Domestic assets 
Central bank holdings of claims to future payments by its own citizens and 
domestic institutions 
 
The liabilities side of a balance sheet lists as liabilities:  
–Deposits of private banks 
–Currency in circulation 
 

Total assets = total liabilities + net worth 
 

Net worth is constant. 
The changes in central bank assets cause equal changes in central bank 
liabilities. Any central bank purchase of assets automatically results in an 
increase in the domestic money supply. Any central bank sale of assets 
automatically causes the money supply to decline. 
 
Foreign Exchange Intervention and the Money Supply 
The central bank balance sheet shows how foreign exchange intervention 
affects the money supply because the central bank’s liabilities are the base 
of the domestic money supply process. The central bank can negate the 
money supply effect of intervention though sterilization. 
 
Sterilization 
 
Sterilized foreign exchange intervention 
Central banks sometimes carry out equal foreign and domestic asset 
transactions in opposite directions to nullify the impact of their foreign 
exchange operations on the domestic money supply. With no sterilization, 
there is a link between the balance of payments and national money 
supplies that depends on how central banks share the burden of financing 
payments gaps. 
 
Table 17-2: Effects of a $100 Foreign Exchange Intervention: Summary 
 

 
 
The Balance of Payments and the Money Supply 
If central banks are not sterilizing and the home country has a balance of 
payments surplus. An increase in the home central bank’s foreign assets 
implies an increased home money supply. A decrease in a foreign central 
bank’s claims on the home country implies a decreased foreign money 
supply. 
 
How the Central Bank Fixes the Exchange Rate 
Foreign Exchange Market Equilibrium Under a Fixed Exchange Rate 
The foreign exchange market is in equilibrium when: 
 

R= R* + (Ee–E)/E 
 

When the central bank fixes Eat E0, the expected rate of domestic 
currency depreciation is zero. The interest parity condition implies that E0 
is today’s equilibrium exchange rate only if:  
 

R= R*. 
 
Market Equilibrium Under a Fixed Exchange Rate 
To hold the domestic interest rate at R*, the central bank’s foreign 
exchange intervention must adjust the money supply so that: 
 

MS/P = L(R*, Y) 
 
Example: Suppose the central bank has been fixing Eat E0and that asset 
markets are in equilibrium. An increase in output would raise the money 
demand and thus lead to a higher interest rate and an appreciation of the 
home currency. The central bank must intervene in the foreign exchange 
market by buying foreign assets in order to prevent this appreciation. If 
the central bank does not purchase foreign assets when output increases 
but instead holds the money stock constant, it cannot keep the exchange 
rate fixed at E0. 
 
A Diagrammatic Analysis 
 
To hold the exchange rate fixed at E0when output rises, the central bank 
must purchase foreign assets and thereby raise the money supply. 
 
 
 
 
 



 Masterbook of Business and Industry (MBI) 

  

Muhammad Firman   (University of Indonesia -  Accounting )                      44 

 

Figure 17-1: Asset Market Equilibrium with a Fixed Exchange Rate, E0 
 

 
 
Stabilization Policies With a Fixed Exchange Rate 
Monetary Policy 
Under a fixed exchange rate, central bank monetary policy tools are 
powerless to affect the economy’s money supply or its output. Figure 17-2 
shows the economy’s short-run equilibrium as point 1 when the central 
bank fixes the exchange rate at the level E0. 
 
Figure 17-2: Monetary Expansion Is Ineffective Under a Fixed Exchange 
Rate 

 
 
Fiscal Policy 
How does the central bank intervention hold the exchange rate fixed ather 
the fiscal expansion? 
 
The rise in output due to expansionary fiscal policy raises money demand. 
To prevent an increase in the home interest rate and an appreciation of 
the currency, the central bank must buy foreign assets with money (i.e., 
increasing the money supply). The effects of expansionary fiscal policy 
when the economy’s initial equilibrium is at point 1 are illustrated in Figure 
17-3. 
 
Figure 17-3: Fiscal Expansion Under a Fixed Exchange Rate 

 
 
Changes in the Exchange Rate 
Devaluation 
It occurs when the central bank raises the domestic currency price of 
foreign currency, E.  
 
It causes: 
–A rise in output 
–A rise in official reserves 
–An expansion of the money supply 
 
It is chosen by governments to: 
–Fight domestic unemployment 
–Improve the current account 
–Affect the central bank's foreign reserves 

 
Revaluation 
It occurs when the central bank lowers E. In order to devalue or revalue, 
the central bank has to announce its willingness to trade domestic against 
foreign currency, in unlimited amounts, at the new exchange rate. 
 
Figure 17-4: Effects of a Currency Devaluation 
 

 
Output, YExchangerate, E 
 
Adjustment to Fiscal Policy and Exchange Rate Changes 
Fiscal expansion causes Pto rise. 
–There is no real appreciation in the short-run 
–There is real appreciation in the long-run 
 
Devaluation is neutral in the long-run. 
 
Figure 17-5: A Low-Output Liquidity Trap 
 

 
 
Figure 17-6: Fixing the Exchange Rate to Restore Full Employment 
 

 
 
Balance of Payments Crises and Capital Flight 
 
Balance of payments crisis 
It is a sharp change in official foreign reserves sparked by a change in 
expectations about the future exchange rate. 
 
 
 
 
 
 
Figure 17-7: Capital Flight, the Money Supply, and the Interest Rate 
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The expectation of a future devaluation causes: 

1. A balance of payments crisis marked by a sharp fall in reserves 
2. A rise in the home interest rate above the world interest rate 

 
An expected revaluation causes the opposite effects of an expected 
devaluation. 
 
Capital flight 
The reserve loss accompanying a devaluation scare . The associated debit 
in the balance of payments accounts is a private capital outflow. 
 
Self-fulfilling currency crises 
It occurs when an economy is vulnerable to speculation. The government 
may be responsible for such crises by creating or tolerating domestic 
economic weaknesses that invite speculators to attack the currency. 
 
Managed Floating and Sterilized Intervention 
Under managed floating, monetary policy is influenced by exchange rate 
change. Perfect Asset Substitutability and the Ineffectiveness of Sterilized 
Intervention When a central bank carries out a sterilized foreign exchange 
intervention, its transactions leave the domestic money supply unchanged. 
 
Perfect asset substitutability 
The foreign exchange market is in equilibrium only when the expected 
return on domestic and foreign currency bonds are the same. Central 
banks cannot control the money supply and the exchange rate through 
sterilized foreign exchange intervention. 
 
Imperfect asset substitutability 
Assets’ expected returns can differ in equilibrium. Risk is the main factor 
that may lead to imperfect asset substitutability in foreign exchange 
markets. Central banks may be able to control both the money supply and 
the exchange rate through sterilized foreign exchange intervention. 
 
Foreign Exchange Market Equilibrium Under Imperfect Asset 
Substitutability 
When domestic and foreign currency bonds are perfect substitutes, the 
foreign exchange market is in equilibrium only if the interest parity 
condition holds: 
 

R= R* + (Ee–E)/E                   (17-1) 
 
This condition does not hold when domestic and foreign currency bonds 
are imperfects substitutes. 
 
Equilibrium in the foreign exchange market requires that: 
 

R= R* + (Ee–E)/E+ p                    (17-2) 
 
where: 
p is a risk premium that reflects the difference between the riskiness of 
domestic and foreign bonds 
 
The risk premium depends positively on the stock of domestic government 
debt: 
 

p= p(B–A)           (17-3) 
 
where: 
B isthe stock of domestic government debt 
A is domestic assets of the central bank 
 
 
The Effects of Sterilized Intervention with Imperfect Asset 
Substitutability 
A sterilized purchase of foreign assets leaves the money supply unchanged 
but raises the risk adjusted return that domestic currency deposits must 
offer in equilibrium. Figure 17-8 illustrates the effects of a sterilized 
purchase of foreign assets by the central bank. The purchase of foreign 
assets is matched by a sale of domestic assets (from A1 to A2). 
Managed Floatingand Sterilized Intervention 
 
 
 
Figure 17-8: Effect of a Sterilized Central Bank Purchase of Foreign Assets 
Under Imperfect Asset Substitutability 
 

 
 
Evidence on the Effects of Sterilized Intervention 
Empirical evidence provides little support for the idea that sterilized 
intervention has a significant direct effect on exchange rates. 
 
The Signaling Effect of Intervention 
 
Signaling effect of foreign exchange intervention 
An important complicating factor in econometric efforts to study the 
effects of sterilization. Sterilized intervention may give an indication of 
where the central bank expects (or desires) the exchange rate to move. 
This signal can change market views of future policies even when domestic 
and foreign bonds are perfect substitutes. 
 
Reserve Currencies in the World Monetary System 
Two possible systems for fixing the exchange rates: 
 
Reserve currency standard 
Central banks peg the prices of their currencies in terms of a reserve 
currency. The currency central banks hold in their international reserves. 
 
Gold standard 
Central banks peg the prices of their currencies in terms of gold. 
 
The two systems have very different implications about: 
–How countries share the burden of balance of payments financing 
–The growth and control of national money supplies 
 
The Mechanics of a Reserve Currency Standard 
The workings of a reserve currency system can be illustrated by the system 
based on the U.S. dollar set up at the end of World War II. –Every central 
bank fixed the dollar exchange rate of its currency through foreign 
exchange market trades of domestic currency for dollar assets. Exchange 
rates between any two currencies were fixed. 
 
The Asymmetric Position of the Reserve Center 
The reserve-issuing country can use its monetary policy for 
macroeconomic stabilization even though it has fixed exchange rates. The 
purchase of domestic assets by the central bank of the reverse currency 
country leads to: 
 
–Excess demand for foreign currencies in the foreign exchange market 
–Expansionary monetary policies by all other central banks 
–Higher world output 
 
The Gold Standard 
Each country fixes the price of its currency in terms of gold. No single 
country occupies a privileged position within the system.  
 
The Mechanics of a Gold Standard 
Exchange rates between any two currencies were fixed. 
Example: If the dollar price of gold is pegged at $35 per ounce by the 
Federal Reserve while the pound price of gold is pegged at £14.58 per 
ounce by the Bank of England, the dollar/pound exchange rate must be 
constant at $2.40 per pound. 
 
Symmetric Monetary Adjustment Under a Gold Standard 
Whenever a country is losing reserves and its money supply shrinks as a 
consequence, foreign countries are gaining reserves and their money 
supplies expand. 
 
Benefits and Drawbacks of the Gold Standard 
 
Benefits: 

 It avoids the asymmetry inherent in a reserve currency 
standard. 

 It places constraints on the growth of countries’ money 
supplies. 

 
Drawbacks: 

 It places undesirable constraints on the use of monetary policy 
to fight unemployment. 

 It ensures a stable overall price level only if the relative price of 
gold and other goods and services is stable. 

 It makes central banks compete for reserves and bring about 
world unemployment. 
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 It could give gold producing countries (like Russia and South 
Africa) too much power. 

 
Bimetallic standard 
The currency was based on both silver and gold. The U.S. was bimetallic 
from 1837 until the Civil War. In a bimetallic system, a country’s mint will 
coin specified amounts of gold or silver into the national currency unit. 
Example: 371.25 grains of silver or 23.22 grains of gold could be turned 
into a silver or a gold dollar. This made gold worth 371.25/23.22 = 16 times 
as much as silver. It might reduce the price-level instability resulting from 
use of one of the metals alone. 
 
The Gold Exchange Standard 
Central banks’ reserves consist of gold and currencies whose prices in 
terms of gold are fixed. ach central bank fixes its exchange rate to a 
currency with a fixed gold price. It can operate like a gold standard in 
restraining excessive monetary growth throughout the world, but it allows 
more flexibility in the growth of international reserves. 
 
Summary 
There is a direct link between central bank intervention in the foreign 
exchange market and the domestic money supply. When a country’s 
central bank purchases (sells) foreign assets, the country's money supply 
automatically increases (decreases). The central bank balance sheet shows 
how foreign exchange intervention affects the money supply. The central 
bank can negate the money supply effect of intervention through 
sterilization. 
 
A central bank can fix the exchange rate of its currency against foreign 
currency if it trades unlimited amounts of domestic money against foreign 
assets at that rate. A commitment to fix the exchange rate forces the 
central bank to sacrifice its ability to use monetary policy for stabilization. 
Fiscal policy has a more powerful effect on output under fixed exchange 
rates than under floating rates. Balance of payments crises occur when 
market participants expect the central bank to change the exchange rate 
from its current level. 
 
Self-fulfilling currency crises can occur when an economy is vulnerable to 
speculation. A system of managed floating allows the central bank to 
retain some ability to control the domestic money supply. A world system 
of fixed exchange rates in which countries peg the prices of their 
currencies in terms of a reserve currency involves a striking asymmetry. A 
gold standard avoids the asymmetry inherent in a reserve currency 
standard. A related arrangement was the bimetallic standard based on 
both silver and gold. 
 
Appendix I: Equilibrium in the Foreign Exchange Market with Imperfect 
Asset Substitutability 
 
Figure 17AI-1: The Domestic Bond Supply and the Foreign Exchange Risk 
Premium Under Imperfect Asset Substitutability  

 
 
Appendix III: The Timing of Balance of Payments Crises 
Figure 17AIII-1: The Timing of a Balance of Payments Crisis  
 

 
 
 
 

 
 
Introduction 
The floating exchange rate system, in place since 1973, was not well 
planned before its inception. By the mid-1980s, economists and 
policymakers had become more skeptical about the benefits of an 
international monetary system based on floating rates.  
 

 Why has the performance of floating rates been so 
disappointing? 

 What direction should reform of the current system take? 
 
This chapter compares the macroeconomic policy problems of different 
exchange rate regimes. 
 
The Case for Floating Exchange Rates 
There are three arguments in favor of floating exchange rates: 

1. Monetary policy autonomy 
2. Symmetry 
3. Exchange rates as automatic stabilizers 

 
Monetary Policy Autonomy 
Floating exchange rates: 
Restore monetary control to central banks. Allow each country to choose 
its own desired long-run inflation rate 
 
Symmetry 
Floating exchange rates remove two main asymmetries of the Bretton 
Woods system and allow Central banks abroad to be able to determine 
their own domestic money supplies. The U.S. to have the same 
opportunity as other countries to influence its exchange rate against 
foreign currencies 
 
Exchange Rates as Automatic Stabilizers 
Floating exchange rates quickly eliminate the “fundamental 
disequilibriums” that had led to parity changes and speculative attacks 
under fixed rates. Figure 19-1 shows that a temporary fall in a country’s 
export demand reduces that country’s output more under a fixed rate 
than a floating rate. 
 
Figure 19-1: Effects of a Fall in Export DemandA 

 
 
The Case Against Floating Exchange Rates 
There are five arguments against floating rates: 

1. Discipline 
2. Destabilizing speculation and money market disturbances 
3. Injury to international trade and investment 
4. Uncoordinated economic policies 
5. The illusion of greater autonomy 

 
Discipline 
Floating exchange rates do not provide discipline for central banks. Central 
banks might embark on inflationary policies (e.g., the German 
hyperinflation of the 1920s). The pro-floaters’ response was that a floating 
exchange rate would bottle up inflationary disturbances within the country 
whose government was misbehaving. 
 
Destabilizing Speculation and Money Market Disturbances 
Floating exchange rates allowdestabilizing speculation. Countries can be 
caught in a “vicious circle” of depreciation and inflation. Advocates of 
floating rates point out that destabilizing speculators ultimately lose 
money. Floating exchange rates make a country more vulnerable to money 
market disturbances. Figure 19-2 illustrates this point. 
 
 
Figure 19-2: A Rise in Money Demand Under a Floating Exchange Rate 

CHAPTER 19 

MACROECONOMIC POLICY AND COORDINATION 

UNDER FLOATING EXCHANGE RATES 
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Injury to International Trade and Investment 
Floating rates hurt international trade and investment because they make 
relative international prices more unpredictable: 

 Exporters and importers face greater exchange risk. 
 International investments face greater uncertainty about their 

payoffs. 
 
Supporters of floating exchange rates argue that forward markets can be 
used to protect traders against foreign exchange risk. The skeptics replied 
to this argument by pointing out that forward exchange markets would be 
expensive. 
 
Uncoordinated Economic Policies 
Floating exchange rates leave countries free to engage in competitive 
currency depreciations. Countries might adopt policies without 
considering their possible beggar-thy-neighbor aspects. 
 
The Illusion of Greater Autonomy 
Floating exchange rates increase the uncertainty in the economy without 
really giving macroeconomic policy greater freedom. A currency 
depreciation raises domestic inflation due to higher wage settlements. 
 
Table 19-1: Inflation Rates in Major Industrialized Countries, 1973-1980 
(percent per year) 
 

 
 
Figure 19-3: Nominal and Real Effective Dollar Exchange Rates Indexes,  
1975-2000 

 
 
Macroeconomic Interdependence Under a Floating Rate 
 
Assume that there are two large countries, Home and Foreign. 
Macroeconomic interdependence between Home and Foreign: 
 
 
Effect of a permanent monetary expansion by Home 

–Home output rises, Home’s currency depreciates, and Foreign output ay 
rise or fall. 
 
Effect of a permanent fiscal expansion by Home 
–Home output rises, Home’s currency appreciates, and Foreign output 
rises. 
 
Table 19-2: Unemployment Rates in Major Industrialized Countries, 1978-
2000 (percent of civilian labor force) 
 

 
 
Table 19-3: Inflation Rates in Major Industrialized Countries 1981-2000, 
and 1961-1971 Average (percent per year) 

 
 
Figure 19-4: Exchange Rate Changes Since the Louvre Accord 

 
 
What Has Been Learned Since 1973? 
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Monetary Policy Autonomy 
Floating exchange rates allowed a much larger international divergence in 
inflation rates. High-inflation countries have tended to have weaker 
currencies than their low-inflation neighbors. In the short run, the effects 
of monetary and fiscal changes are transmitted across national borders 
under floating rates. 
 
Figure 19-5: Exchange Rate Trends and Inflation Differentials, 1973-2000 

 
 
 
Ather 1973 central banks intervened repeatedly in the foreign exchange 
market to alter currency values. Why did central banks continue to 
intervene even in the absence of any formal obligation to do so? 
–To stabilize output and the price level when certain disturbances occur 
–To prevent sharp changes in the international competitiveness of 
tradable goods sectors 
 
Monetary changes had a much greater short-run effect on the real 
exchange rate under a floating nominal exchange rate than under a fixed 
one. 
 
Symmetry 
The international monetary system did not become symmetric until ather 
1973. Central banks continued to hold dollar reserves and intervene. The 
current floating-rate system is similar in some ways to the asymmetric 
reserve currency system underlying the Bretton Woods arrangements 
(McKinnon). 
 
The Exchange Rate as an Automatic Stabilizer 
Experience with the two oil shocks favors floating exchange rates. The 
effects of the U.S. fiscal expansion ather 1981 provide mixed evidence on 
the success of floating exchange rates. 
 
Discipline 
Inflation rates accelerated ather 1973 and remained high through the 
second oil shock. The system placed fewer obvious restraints on 
unbalanced fiscal policies. Example: The high U.S. government budget 
deficits of the 1980s. 
 
Destabilizing Speculation 
Floating exchange rates have exhibited much more day-to-day volatility. 
The question of whether exchange rate volatility has been excessive is 
controversial. In the longer term, exchange rates have roughly reflected 
fundamental changes in monetary and fiscal policies and not destabilizing 
speculation. Experience with floating exchange rates contradicts the idea 
that arbitrary exchange rate movements can lead to “vicious circles” of 
inflation and depreciation. 
 
International Trade and Investment 
International financial intermediation expanded strongly ather 1973 as 
countries lowered barriers to capital movement. For most countries, the 
extent of their international trade shows a rising trend ather the move to 
floating. 
 
Policy Coordination 
Floating exchange rates have not promoted international policy 
coordination. Critics of floating have not made a strong case that the 
problem of beggar-thy-neighbor policies would disappear under an 
alternative currency regime. 
 
Are Fixed Exchange Rates Even an Option for Most Countries? 

Maintaining fixed exchange rates in the long-run requires strict controls 
over capital movements. Attempts to fix exchange rates will necessarily 
lack credibility and be relatively short-lived. Fixed rates will not deliver the 
benefits promised by their proponents. 
 
Directions for Reform 
The experience of floating does not fully support either the early 
advocates of that exchange rate system or its critics. One unambiguous 
lesson of experience is that no exchange rate system functions well when 
international economic cooperation breaks down. Severe limits on 
exchange rate flexibility are unlikely to be reinstated in the near future. 
Increased consultation among policymakers in the industrial countries 
should improve the performance of floating rates. 
 
Summary 
The weaknesses of the Bretton Woods system led many economists to 
advocate floating exchange rates before 1973 based on three arguments:  

1. Floating rates would give countries greater autonomy in 
managing their economies.  

2. Floating rates would remove the asymmetries of the Bretton 
Woods system.  

3. Floating rates would quickly eliminate the “fundamental 
disequilibriums.” 

 
Floating would encourage monetary and fiscal excesses and beggar-thy-
neighbor policies. Floating rates would be subject to destabilizing 
speculation and retard international trade and investment.  Between 1973 
and 1980 floating rates seemed on the whole to function well. A sharp 
turn toward slower monetary growth in the U.S. contributed to massive 
dollar appreciation between 1980 and early 1985. The experience of 
floating does not fully support either the early advocates of that exchange 
rates system or its critics. 
 
Appendix: International Policy Coordination Failures 
 
Figure 19A-1: Hypothetical Effects of Different Monetary Policy 
Combinations on Inflation and Unemployment 
 

 
 
 
Figure 19A-2: Payoff Matrix for Different Monetary Policy Moves 
 

 
 
 

 
 
Introduction 
European Union countries have progressively narrowed the fluctuations of 
their currencies against each other. This culminated in the birth of the 
euro on January 1, 1999.  
 
 
 
This chapter focuses on the following questions: 

 How and why did Europe set up its single currency? 
 Will the euro be good for the economies of its members? 

CHAPTER 20 

OPTIMUMCURRENCY AREAS AND THE 

EUROPEAN EXPERIENCE 
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 How will the euro affect countries outside of the European 
Monetary Union (EMU)? 

 What lessons does the European experience carry for other 
potential currency blocks? 

 
Figure 20-1: Members of the Euro Zone as of January 1, 2001 
 

 
 
Table 20-1: A Brief Glossary of Euronyms 
 

 
 
European Currency Reform Initiatives, 1969-1978 
 
The Werner report (1969) 
It set out a blueprint for the stage-by-stage realization of Economic and 
Monetary Union by proposing a three-phase program to: 
–Eliminate intra-European exchange rate movements 
–Centralize EU monetary policy decisions 
–Lower remaining trade barriers within Europe 
 
Two major reasons for adopting the Euro: 
–To enhance Europe’s role in the world monetary system 
–To turn the European Union into a truly unified market 
 
The European Monetary System, 1979-1998 
Germany, the Netherlands, Belgium, Luxemburg, France, Italy, and Britain 
participated in an informal joint float against the dollar known as the 
“snake.” Most exchange rates could fluctuate up or down by as much as 
2.25% relative to an assigned par value. The snake served as a prologue to 
the more comprehensive European Monetary System (EMS). Eight original 
participants in the EMS’s exchange rate mechanism began operating a 
formal network ofmutually pegged exchange rates in March 1979. 
 
Capital controls and frequent realignments were essential ingredients in 
maintaining the system until the mid-1980s. –Ather the mid-1980s, these 
controls have been abolished as part of the EU’s wider “1992” program of 
market unification. During the currency crisis that broke out in September 
1992, Britain and Italy allowed their currencies to float. In August 1993 
most EMS currency bands were widened to ±15% in the face of continuing 
speculative attacks. 
 
German Monetary Dominance and the Credibility Theory of the EMS 
Germany has low inflation and an independent central bank. It also has the 
reputation for tough anti-inflation policies.  
 
Credibility theory of the EMS 
By fixing their currencies to the DM, the other EMS countries in effect 
imported the German Bundesbank’s credibility as an inflation fighter. 
Inflation rates in EMS countries tended to converge around Germany’s 
generally low inflation rate. 
 
 
 
 
 
 
 
 
 
Figure 20-2: Inflation Convergence Within Six Original EMS Members, 
1978-2000 
 

 
 
The EU “1992” Initiative 
The EU countries have tried to achieve greater internal economic unity by: 

 Fixing mutual exchange rates 
 Direct measures to encourage the free flow of goods, services, 

and factors of production 
 
The process of market unification began when the original EU members 
formed their customs union in 1957. The Single European Act of 1986 
provided for a free movement of people, goods, services, and capital and 
established many new policies. 
 
European Economic and Monetary Union 
In 1989, the Delors report laid the foundations for the single currency, the 
euro. 
 
Economic and monetary union (EMU) 
A European Union in which national currencies are replaced by a single EU 
currency managed by a sole central bank that operates on behalf of all EU 
members. 
 
Three stages of the Delors plan: 

1. All EU members were to join the EMS exchange rate 
mechanism (ERM) 

2. Exchange rate margins were to be narrowed and certain 
macroeconomic policy decisions placed under more centralized 
EU control 

3. Replacement of national currencies by a single European 
currency and vesting all monetary policy decisions in a ESCB 

 
Maastricht Treaty (1991) 

1. It set out a blueprint for the transition process from the EMS 
fixed exchange rate system to EMU. 

2. It specified a set of macroeconomic convergence criteria that 
EU countries need to satisfy for admission to EMU. 

3. It included steps toward harmonizing social policy within the EU 
and toward centralizing foreign and defense policy decision. 

 
EU countries moved away from the EMS and toward the single shared 
currency for four reasons: 

1. Greater degree of European market integration 
2. Same opportunity as Germany to participate in system-wide 

monetary decisions 
3. Complete freedom of capital movements 
4. Political stability of Europe 

 
The Euro and Economic Policy in the Euro Zone 
 
The Maastricht Convergence Criteria and the Stability and Growth Pact 
The Maastricht Treaty specifies that EU member countries must satisfy 
several convergence criteria: 
 

1. Price stability 
Maximum inflation rate 1.5% above the average of the three 
EU member states with lowest inflation 
 

2. Exchange rate stability 
Stable exchange rate within the ERM without devaluing on its 
own initiative 
 

3. Budget discipline 
Maximum public-sector deficit 3% of the country’s GDP 
Maximum public debt 60% of the country’s GDP 

S 
Figure 20-3: Behavior of the Euro’s Exchange Rates Against Major 
Currencies 
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A Stability and Growth Pact (SGP) in 1997 sets up: 

 The medium-term budgetary objective of positions close to 
balance or in surplus 

 A timetable for the imposition of financial penalties on counties 
that fail to correct situations of “excessive” deficits and debt 
promptly enough 

 
The European System of Central Banks 
It consists of the European Central Bank in Frankfurt plus 12 national 
central banks. It conducts monetary policy for the euro zone. It is 
dependent on politicians in two respects: 

–The ESCB’s members are political appointments. 
–The Maastricht Treaty leaves exchange rate policy for the euro 
zone ultimately in the hands of the political authorities. 

 
The Revised Exchange Rate Mechanism 
It defines broad exchange rate zones for EU countries that are not yet 
members of EMU against the euro. It specifies reciprocal intervention 
arrangements to support these target zones. It is referred to as ERM 2. 
 
It was viewed necessary in order to: Discourage competitive devaluations 
against the euro by EU members outside the euro zone. Give would-be 
EMU entrants a way of satisfying the exchange rate stability convergence 
criterion 
 
The Theory of Optimum Currency Areas 
 
Theory of optimum currency areas 
It predicts that fixed exchange rates are most appropriate for areas closely 
integrated through international trade and factor movements. 
 
Economic Integration and the Benefits of a Fixed Exchange Rate Area: 
GGSchedule 
 
Monetary efficiency gain 
The joiner’s saving from avoiding the uncertainty, confusion, and 
calculation and transaction costs that arise when exchange rates float. It is 
higher, the higher the degree of economic integration between the joining 
country and the fixed exchange rate area. 
 
GGschedule 
It shows how the potential gain of a country from joining the euro zone 
depends on its trading link with that region. It slopes upward. 
The Theory of Optimum Currency Areas 
 
 
 
 
 
 
 
 
Figure 20-4: The GG Schedule  
 

 
 
Economic Integration and the Costs of a Fixed Exchange Rate Area: The 
LL Schedule 
 
Economic stability loss 
The economic stability loss that arises because a country that joins an 
exchange rate area gives up its ability to use the exchange rate and 
monetary policy for the purpose of stabilizing output and employment. It 
is lower, the higher the degree of economic integration between a country 
and the fixed exchange rate area that it joins.  
 
LL schedule 
It shows the relationship of the country’s economic stability loss from 
joining. It slopes downward. 
The Theory of Optimum Currency Areas 
 
Figure 20-5: The LLSchedule 

 
 
The Decision to Join a Currency Area: Putting the GG and LL Schedules 
Together 
The intersection of GG and LL 
Determines a critical level of economic integration between a fixed 
exchange rate area and a country. Shows how a country should decide 
whether to fix its currency’s exchange rate against the euro 
 
Figure 20-6: Deciding When to Peg the Exchange Rate 

 
 
The GG-LLframework can be used to examine how changes in a country’s 
economic environment affect its willingness to peg its currency to an 
outside currency area. Figure 20-7 illustrates an increase in the size and 
frequency of sudden shifts in the demand for the country’s exports.  
 
 
Figure 20-7: An Increase in Output Market Variability 
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What Is an Optimum Currency Area? 
It is a region where it is best (optimal) to have a single currency. Optimality 
depends on degree of economic integration: 
–Trade in goods and services 
–Factor mobility 
 
A fixed exchange rate area will best serve the economic interests of each 
of its members if the degree of output and factor trade among them is 
high. 
 
Figure 20-8: Intra-EU Trade as a Percent of EU GDP 

 
 
Table 20-2: People Changing Region of Residence in 1986 (percent of total 
population) 
 

 
 
Case Study: Is Europe an Optimum Currency Area? 
Europe is not an optimum currency area: 

 Most EU countries export form 10% to 20% of their output to 
other EU countries. 

 EU-U.S. trade is only 2% of U.S. GNP. 
 Labor is much more mobile within the U.S. than within Europe. 
 Federal transfers and changes in federal tax payments provide 

a much bigger cushion for region-specific shocks in the U.S. 
than do EU revenues and expenditures. 

 
Figure 20-9: Divergent Inflation in the Euro Zone 

 
The Future of EMU 

If EMU succeeds it will promote European political as well as economic 
integration. If EMU fails the goal of European political unification will be 
set back. Problems that the EMU will face in the coming years: 

1. Europe is not an optimum currency area. 
2. Economic union is so far in front of political union. 
3. EU labor markets are very rigid. 
4. SGP constrains fiscal policies. 

 
Summary 
Fixed exchange rates in Europe were a by-product of the Bretton Woods 
system. The EMS of fixed intra-EU exchange rates was inaugurated in 
March 1979. In practice all EMS currencies were pegged to the DM. On 
January 1, 1999, 11 EU countries initiated an EMU by adopting a common 
currency, the euro. Greece became the 12th member two years later. 
 
The Maastricht Treaty specified a set of macroeconomic convergence 
criteria that EU countries would need to satisfy to qualify for admission to 
EMU. The theory of optimum currency areas implies that countries will 
wish to join fixed exchange rate areas   linked to their own economies 
through trade and factor mobility. The EU does not appear to satisfy all of 
the criteria for an optimum currency area. 
 
 

 
 
 
Introduction 
The macroeconomic problems of the world’s developing countries affect 
the stability of the entire international economy. There has been greater 
economic dependency between developing and industrial countries since 
WWII. This chapter examines the macroeconomic problems of developing 
countries and the repercussions of those problems on the developed 
countries. Example: Causes and effects of the East Asian financial crisis in  
 
Income, Wealth, and Growth In the World Economy 
The Gap Between Rich and Poor 
The world's economies can be divided into four main categories according 
to their annual per-capita income levels: 
–Low-income economies 
–Lower middle-income economies 
–Upper middle-income economies 
–High-income economies 
 
Has the World Income Gap Narrowed Over Time? 
Industrial countries have shownconvergence in their per capita incomes. 
Developing countries have not shown a uniform tendency of convergence 
to the income levels of industrial countries.  

 Countries in Africa and Latin America have grown at very low 
rates. 

 East Asian countries have tended to grow at very high rates. 
 
Table 22-2: Output Per Capita in Selected Countries, 1960-1992(in 1985 
U.S. dollars) 

 
 

CHAPTER 22 

DEVELOPING COUNTRIES : GROWTH, CRISIS,AND 

REFORM 
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Table 22-1: Indicators of Economic Welfare in Four Groups of Countries, 
1999 

 
 
Structural Features of Developing Countries 
Most developing countries have at least some of the following features: 

1. History of extensive direct government control of the economy 
2. History of high inflation reflecting government attempts to 

extract seigniorage from the economy 
3. Weak credit institutions and undeveloped capital markets 
4. Pegged exchanged rates and exchange or capital controls 
5. Heavy reliance on primary commodity exports 
6. High corruption levels 

 
Figure 22-1: Corruption and Per Capita IncomeStructural Features of 
Developing Countries 

 
 
Developing Country Borrowing and Debt 
The Economics of Capital Inflows to Developing Countries 
Many developing counties have received extensive capital inflows from 
abroad and now carry substantial debts to foreigners. Developing country 
borrowing can lead to gains from trade that make both borrowers and 
lenders better off. 
 
Table 22-3: Current Account Balances of Major Oil Exporters, Other 
Developing Countries, and Industrial Countries, 1973-2000 (billions of 
dollars) 

 

 
The Problem of Default 

Borrowing by developing countries has sometimes led to defaultcrises. The 
borrower fails to repay on schedule according to the loan contract, 
without the agreement to the lender. 
 
History of capital flows to developing countries: 

 Early 19thcentury : A number of American states defaulted on 
European loans they had taken out to finance the building of 
canals. 
 

 Throughout the 19th century : Latin American countries ran 
into repayment problems (e.g., the Baring Crisis). 

 
 1917 : The new communist government of Russia repudiated 

the foreign debts incurred by previous rulers. 
 

 Great Depression (1930s) : Nearly every developing country 
defaulted on its external debts. 

 
Alternative Forms of Capital Inflow 
Five major channels through which developing countries have financed 
their external deficits: 
–Bond finance 
–Bank finance 
–Official lending 
–Direct foreign investment 
–Portfolio investment in ownership of firms 
 
This channel has been reinforced by many developing countries’ efforts at 
privatization. 
 
Figure 22-2: Privatization in Africa 

 
 
The five types of finance can be classified into two categories: 
Debt finance : Bond, bank, and official finance 
Equity finance : Direct investment and portfolio purchases of stock shares 
 
Latin America: From Crisis to Uneven Reform 
Inflation and the 1980s Debt Crisis in Latin America 
In the 1970s, as the Bretton Woods system collapsed, countries in Latin 
America entered an era of inferior macroeconomic performance. 
 
Unsuccessful Assaults on Inflation: The Tablitas of the 1970s 
 
1978 : Argentina, Chile, and Uruguay all turned to a new exchange-rate-
based strategy in the hope of taming inflation. 
 
Tablita : It is a preannounced schedule of declining rates of domestic 
currency depreciation against the U.S. dollar. It is a type of exchange rate 
regime known as a crawling peg. It declined the rate of currency 
depreciation against the dollar by reducing the rate of increase in the 
prices of internationally tradable goods to force overall inflation down. 
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Figure 22-3: Current Account Deficits and Real Currency Appreciation in 
Four Stabilizing Economies, 1976-1997 

 

 
 

 
 

 
 
The Debt Crisis of the 1980s 
The great recession of the early 1980s sparked a crisis over developing 
country debt. The shift to contractionary policy by the U.S. led to: 

 The fall in industrial countries' aggregate demand 
 An immediate and spectacular rise in the interest burden 

debtor countries had to pay 
 A sharp appreciation of the dollar 
 A collapse in the primary commodity prices 

The crisis began in August 1982 when Mexico’s central bank could  no 
longer pay its $80 billion in foreign debt. By the end of 1986 more than 40 
countries had encountered several external financial problems. 
 
Reforms, Capital Inflows, and the Return of Crisis 
 
Argentina 

 1970s –It tried unsuccessfully to stabilize inflation through a 
crawling peg. 

 1980s –It implemented successive inflation stabilization plans 
involving currency reforms, price controls, and other measures. 

 1990s –It adopted a currency board (peso-dollar peg). 
 2001-2002 –It defaulted on its debts and abandoned the peso-

dollar peg. 
 
Brazil 

 1980s –It suffered runaway inflation and multiple failed 
attempts at stabilization accompanied by currency reforms. 

 1990s –It introduced a new currency (the real pegged to the 
dollar), defended it with high interest rates, and decreased 
inflation under 10%. 

 
Chile 

 1980s –It implemented more reforms and used a crawling peg 
type of exchange rate regime to bring inflation down gradually. 

 1990-1997 –It enjoyed an average growth rate of more than 8% 
per year and a 20% inflation decrease. 

 
Mexico 

 1987 –It introduced a broad stabilization and reform program 
and fixed its peso’s exchange rate against the U.S. dollar. 

 1989-1991 –It moved to a crawling peg and crawling band. 
 1994 –It joined the North American Free Trade Area and 

achieved 7% inflation. 
 
East Asia: Success and Crisis 
The East Asian Economic Miracle 
Until 1997 the countries of East Asia were having very high growth rates. 
 
What are the ingredients for the success of the East Asian Miracle? 
–High saving and investment rates 
–Strong emphasis on education 
–Stable macroeconomic environment 
–Free from high inflation or major economic slumps 
–High share of trade in GDP 
 
22-4: East Asian CA/GDP 

 
 
Asian Weaknesses 
Three weaknesses in the Asian economies’ structures became apparent 
with the 1997 financial crisis: 

1. Productivity : Rapid growth of production inputs but little 
increase in the output per unit of input 

2. Banking regulation : Poor state of banking regulation 
3. Legal framework : Lack of a good legal framework for dealing 

with companies in trouble 
 
The Asian Financial Crisis 
It stared on July 2, 1997 with the devaluation of the Thai baht. The sharp 
drop in the Thai currency was followed by speculation against the 
currencies of: Malaysia, Indonesia, and South Korea. All of the afflicted 
countries except Malaysia turned to the IMF for assistance. The downturn 
in East Asia was “V-shaped”: ather the sharp output contraction in 1998, 
growth returned in 1999 as depreciated currencies spurred higher exports. 
 
Table 22-5: Growth and the Current Account, Five Asian Crisis Countries 

 
 
Crises in Other Developing Regions 
 
Russia’s Crisis 

 1989 –It embarked on transitions from centrally planned 
economic allocation to the market. These transitions involved: 
rapid inflation, steep output declines, and unemployment. 

 1997 –It managed to stabilize the ruble and reduce inflation 
with the help of IMF credits. 

 2000 –It enjoyed a rapid growth rate. 
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Table 22-6: Real Output Growth and Inflation: Russia and Poland, 1991-
2000 (percent per year) 

 
 
Brazil’s 1999 Crisis 
It had a public debt problem. It devalued the real by 8% in January 1999 
and then allowed it to float. The real lost 40% of its value against the 
dollar. It struggled to prevent the real from going into a free fall and as a 
result it entered into a recession. The recession was short lived, inflation 
did not take off, and financial-sector collapse was avoided. 
 
Argentina’s 2001-2002 crises 
Its rigid peg of its peso to the dollar proved painful as the dollar 
appreciated in the foreign exchange market.  

 2001 –It restricted residents’ withdrawals from banks in order 
to stem the run on the peso, and then it stopped payment on 
its foreign debts. 

 –2002 –It established a dual exchange rate system and a single 
floating-rate system for the peso. 

 
Lessons of Developing Country Crises 
The lessons from developing country crises are summarized as: 

1. Choosing the right exchange rate regime 
2. The central importance of banking 
3. The proper sequence of reform measures 
4. The importance of contagion 

 
Reforming the World’s Financial “Architecture” 
The Asian crisis convinced nearly everyone of an urgent need for 
rethinking international monetary relations because of two reasons: 

1. The fact that the East Asian countries had few apparent 
problems before their crisis struck 

2. The apparent strength of contagion through the international 
capital markets 

 
Capital Mobility and the Trilemma of the Exchange Rate Regime 
The macroeconomic policy trilemma for open economies: 
–Independence in monetary policy 
–Stability in the exchange rate 
–Free movement of capital 
 
Only two of the three goals can be reached simultaneously. Exchange rate 
stability is more important for developing than developed countries. 
 
Reforming the World’s Financial “Architecture” 
 
Figure 22-4: The Policy Trilemma for Open Economies 

 
 
Proposals to reform the international architecture can be grouped as 
preventive measures or as ex-post measures.  
 
“Prophylactic” Measures 
Among preventive measures are: 
–More “transparency” 
–Stronger banking systems 
–Enhanced credit lines 
–Increased equity capital inflows relative to debt inflows 
 
The effectiveness of these measures is controversial. 
 
Coping with Crisis 
The ex-post measures that have been suggested include: 

 More extensive lending by the IMF 
 Bankruptcy proceeding for the orderly resolution of creditor 

claims on developing countries that cannot pay in full. 
 
 

A Confused Future 
In the years to come, developing countries will experiment with: 
–Floating exchange rates 
–Capital controls 
–Currency boards 
–Abolition of national currencies and adoption of the dollar or euro for 
domestic transactions 
 
Summary 
There are vast differences in per-capita income between countries at 
different stages of economic development. Because many developing 
economies offer potentially rich opportunities for investment, it is natural 
that they have current account deficits and borrow from richer countries. 
In the 1970s countries in Latin America entered an era of distinctly inferior 
macroeconomic performance. Despite their excellent records of high 
output growth and low inflation, key developing countries in East Asia 
were hit by currency depreciation in 1997. Proposals to reform the 
international architecture can be grouped as preventive measures or as 
ex-post measures. The architecture that will ultimately emerge is not at all 
clear. 
 
 
 
 


