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The Inappropriateness of Simple u,ﬁ]asticit}r »

Concepts in the Analysis of International Trade()

by

T. BALOGH and P. P. STREETEN

Recent disturbances in international ccono-
mic relations have once more focussed attention
on the analysis of the effects of changes in
exchange rates on the balance of international
payments. The method of analysing them by
constructing functions of demand and supply
of foreign u:h:ngc in terms of its price scems
o have been gencrally accepted without fur-
ther questioning. In an effort to come to deter-
minate conclusions which might serve as a
guide for policy, simple models have been
constructed, question whether the con-
dusions derived from them, indeed the con-
cepts usedd, can be applied to real life is usually

neglected. Income effects, if they arc analysed

it all, arc brought in as a subsequent « com-
plication ». Occasionally the further assumption
* B made that the clasticity of supply of exports
and imports underlying the function of the
spply and demand of a currency is infinite.
In all these manipulations the functions are
wnsidered to be smooth and continwous, in-
dependent of cach other and reversible. Hence
pantial equilibrium :nﬂ'_rm is applied 1o them
an

In this de a paper we shall
tontend that this approach to the problem is
emoncous. In the analysis of international
tonomic relations such concepts as « clastici
tes» (1) and « equilibrium » are inappropriate
m the fira pinct because the commonly used
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component o clasticities v are interdependent.

ermore, given supply and demand func-

‘tions or given « clasticitics » cannot be used

ides to poliey because the shape and posi-
mr;‘sm if thcpﬁ?ct bn of a « ﬁmninrn is mP;n.
tained) of the « functions » or the amount of
the « elasticities » will depend upon: 1) changes
in the market structure, 2) changes of the level
of income, 3) changes of the level of employ-
ment, 4) changes in the distribution of income,
5) changes in the relevant prices themselves,
6) reactions in other countrics. Some of these
factors cannot be separated analytically from a
proper examination of « elasticity » reactions;
others, though analytically separable, are sepa-
rated ‘at the cost of lack of realism and therefore
uscless for predictions or policy recommen-
dations. "In ather words, statements of the type
w devaluation i indicated if the sum of the
elasticities is... ctc. » have as linle meaning as
statcments, so fashionable in pre-Keynesian
days, like « unemployment will decrease on
wage-cuts nfnhhclmun]n{dwnmd for labour
is... ctc. ». There is no given demand schedule
irrespective of the measure propased. The véry
discussion in anticipation of measures and those
measures themselves will alter the « schedule ».
It is regrettable but inevitable that no single
inte the
of the old a h. This limitation is

im by the complexity of the
wﬂdm:tmqm artificially, and
mostly tacitly, assumes away. As far as policy
the argument of this paper
following eonclusions. 1) Ex-
e adjustments alone are unsuitable
whcrc international maladjustments

mrﬁi.
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arc large (2). 2) They are also unsuitable if
they would have to be used repestedly and
fairly frequently. 3) It is false to arguc’that
appreciation of a cumrency is always a remedy
when deficits cannot be eliminated by depreci-
ation becanse = elasticitics»  are o~ low.
4) Even when and where exchange rate alter-
ations promise to be suiable remedics, they are
likely to be insufficient unless accompanicd by
full employment (or ecven possibly over-full
employment) policies in creditor  countries;
measures to counteract undesirable distributi-
onal effects, or effects on intcrnal monctary
equilibrium, and possibly-measures against cer-
tain oligopolistic -or mongpolistic  reactions.

Many policy recommendations in the past seent -

w have disregarded the ovérwhelming impor-
tance of employment policy and the level of
employment for international economic adjust-
menis. ;

Not only the theoretical concepts and mea-
sures hitherto used in the analysis of foreign

trade adjusements are of doubtful value. Even

maore serious objections can be raised against
amempts 1o cswablish stadstically the order of
magnimude of these « elasticities », Quite apart
from the shortcomings of the data and of the
statistical methods used (3), not enoogh atten-
tion has been paid to certain logical Raws of
the procedures adopted and the lack of realis-
ation of their assumptions. Both the attempt to
use time serics and correlate data of differcent
periods for the same country, and the method
of comparing the relationship of data of the
same period of different countries, involve sime

{2) S Hoemar Hovaes, Tée Hisess Cherter, o Ame.
Econorsic Revicw »_ Juse, 1545.

) of, f.‘.uuﬂ.uﬁrlsbjﬁtn'r.ﬂmrr. Thew
t5 eriticiag the semieally exloulined « claicivies » servesd

price hassum) a8 & sstabl dy for dnegmibdeism,
They were meart o dopel the docbty thar had rises o0 s
resslt ed the Jow o ok ey s i od by the statithchan.
Bat thew very wneful oiticiems of oode satigeal mohadi pay
Tetle amention to the objections snalysed in thiv paper, which
ez doube an the powdbility of estblisking any toviworiby hd
Mﬂ_mmﬂMﬁHuﬂ. It seem thas
wven il it i wroc that the « requined clamicities » are smuller
thanawss thoopht, asd. that the -« scrusl cluticites s are larger
e statisticrann tcfl w, the defisitieem used by both the critice
and the criticited arc mifleading,  Forcen which ase [gnored
by their apumptions are likcly to swamp the favourable effeo
of Ervourable elasticities.  The aticmpend  rchabilitation | of
devstuation ment, o that exsent, fail,

*
plifications or negléct of interrelationships,
which reduce the value of the results obtained,
Indecd, the price and income w elasticitiess
and propensitics thus obtained really amoan
to nothing more than historical deseription
and ean yield no inference to cansal relatios.
ship. In the absence of knowledge of the func.
tional connection between the path of adjus.
ment and its end position no predictions can
be made. Any formal equations (e.g. o
« optimum tariffs » or the eriteria for suceefl
devaluation) purporting to provide a basis for
accurate extrapolation, really do not give mor
than description derived from past data which
are of small use for gauging furure possibilities,

1. —/ The ipuppropn'ﬂ'.r;'nﬂ‘.r of partial equili
brisem analysis,

Thé schedules of the demand and supply
for foreign exchange, like the schedules of the
demand and supply for labour or for saving
and investment, are aggregates to which the
technique of demand and supply curves, with
its implicit assumption of ings remain-
ing equal, must be applied with great caution,

even in the case of simple models companaiee -

stasics (4)., When it comes to lysing ac-
tual situations the comparative lt::];;ﬁlmch

" breaks down. Not only will the chanjge-in on¢

{4} This abjection on the plase of comparative stacic ssalya
in similar oo Mr. Smarea’s entichim; This poing of vew, [i2
the particulir equilibrim analysin) sssumed thar the Gosdition

of prodection and the demand for 3 commadity ca be o,

sdered, i ropeet o amall veristiom, o bring  pracoaln
indepeadint, both in pegard to each othar and in relises w
the sapply and demsnd of 2l other commodities. I3 b wd
known that mch sn asumption would not be iSgiEmer
merely became the indepradonie may ot be absolusely podes,
s, in Dilt, bt mever can ber and 2 alight degres of isterde
denor moy be o everlooked | withowt disadvantape W it s
b0 qpuastities of the sevond order of wmall, s wosld be de
wcane i the elfect (for exampls, s bncresss of wow) of o verines

i the indmitry which we propow to helste weie @ omd

partlally on the peice of the produrs of cther indmiim,
thei latter gffect were 80 influence the demand for the profas
of the first indusiry,  Bat, o qoune, it @8 a very diffees
e, aed (he il becomen illeginmey, wha 1
varistion in the quantity prodeccd by the indusiry asder o
widerstion sets up 8 foroe which acts direaly, not mercly upe
its own costs, bt she wpon the comi el other inddmesion) s
wiich & coe the conditions of the » particelar equilines
whﬁchﬂwuijﬂldu_ihhnhh"w,lﬂﬁilﬂm
pouible  without flction, 0 meglect collaseral | elletis
Cf., Lawy of Returnp Unidder Competitive Conditions, « The B
pomic jousnil v, 1gaf, p. 5384,
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of the varizhles resulr in a change of the same
order of magnitude in the others, but dynamic
effects: will be ser in motion which might
swamp the original cause of the change.
" Wherever forcign trade forms a more than
negligible part of country's national income,
ial equilibrium analysis is no longer ap-
plicable. It is no longer legitimate to draw up a
demand . curve for imports on the assumption
that all other prices remain the same. The
demand for imports will not be independent
of the change of prices of home-produced goods.
That is to say, the conventional demand curve
based on the assumption thar other things
remain the same, is subject to shifts, These
shifts themselves are not simple, as some
models try to envisage, but the result of an
intricate network of relationships. Thus if, for
example, we devilue our currency, demand for
imports will depend :

(a) upon the supply « elasticity » of home-
produced goods which are substitutes for im-
ports, which in turn is affected by;

{b) the home supply « elasticity » of and
the forcign demand « elasticity » for our ex-

. For the su w elasticity » of home
mtum “for ml;rglﬂ}; will I:eqih'tallﬁ, the
greater the diversion of fictors (and goods)
wed up in increasing exports. A substantial
increase in exports leaves fewer factors available
for substituting home goods for imports:

~ (c) the changes in income distribution ac-
companying the demand and supply changes
which will alter the propensities to save, invest,
and import (5).

Similarly, the « elasticity » of supply of im-
ports is a2 function of the home « elasticity » of
seoply of exports and of the forcign = elasticity »
o demand for our exports. If foreigners spend
@m0 on osr exports after devaluation in terms
of their own currency, goods and factors will
be releated abroad, which will make it more
&fficult for them to divert resources from their

(our imports) to their home market,
the prices of their cxports are reduced.
A lower total iture on our expors, on

the other hand, will make this diversion easier

©05) Thin parsicular aipeet, however, will be treated in @
. m- - E = R T

~ fewer Factors are available o

and thus increase tMitf of supply of
their exports (i.e. ports).- Both home
demand and supply « elasticities » depend upon
the foreign demand and supply « clasticitics »
and, by the same reasoning the foreign « elas-
ticities » _depend upon of the home « elastici-
ties ». The « elasticitics » are therefore inter-
dependent.

- To apply to this type of relationships the
term « price elasticity » is therefore misleading,
The reactionsfo price changes are lumped toge-
ther into an clasticity concept as if they were
similar to the reaction experienced in lf")lc case
of a commodity the demand for which is an
infinitely small fraction of total demand. In
this latter case the repercussions can legitimately
be neglected, whereas in our case, just as in the

case of the minmnal economic. equilib-

rium, reactio
other prices (6).
Assume two countrics, A and B, A ex-
ports textiles and B exports wheat, but both
produce some wheat and some textiles them-
selves. A depreciates its currency. Textile pro-
ducers in A will now have an inducement to
export more, for the price of textiles in B will
have risen in terms of A's currency. How great
will be the increase in A's textile exports for
a given rise in their price in B? How great ir
the supply u elasticity n of A's exports? This
will depend on a number of factors, but amongst
them on A's demand « elasticity » for imported
wheat. 1F its demand is « inelastic » factors will

determined by shifts in

- be released for the production of textile expors.

If, on the other hand, its demand for wheat
imports is « elastic », the increase- in exparts
for any given risc in their price will be smaller.
But A’s demand « clasticity » for wheat im-
ports is not given independently. It depends
on a number of factors, amongst them on “its
supply « elasticity » of textile exports. The
more textiles are exported for any given rise in
their price (in B in terms of A's currency), the
uce whear at
home, and, hence, the lower the demand « elas-
ticity » for wheat imports, The answer to our
original question, what determines the supply
6) Thit caplaing’the parsdar thet the formulse elsborased

for the Jevel « aptimam « tariffe i baed scemingly an ferripn
< clasticitics = alone: they Implicity comtaln o large clement of

L ﬂ!bﬂﬂl!hﬁd%rrmmh“.
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« clasticity » of A's cxports, is that it is panly
ﬂutm:gp}ly " clxstici:tyﬁar:: exports itself. The
same can be shown to hold for any other of
the « clasticitics ».

This interdependence does not, of course,
mean circularity. A determinate solution would
result when the various « elastiities » are con-
sistent with onc another, But the important
point is that a country’s response to price
changes is not simply a function of o tasies »
and « technical conditions », but 915;1-3 m
of the changes in demand and supply a
which will determine the availability of substi-
tutes and factors to produce substitutes. It s
well known that e g. the supply « elasticity »
of exponts is partly a function of the demand
« elasticity » for imports. If the latter is low
a large amount of purchasing power will be
absorbed by dearer imports, thus setting free
domestic products for exports and/or faciors

capable of producing exports. But one must

rermember that the demand « elasticity » for im-
ports depends, in turn, on the supply « clas-
ticity » of cxports. For d¢mand will be more
elastic, the smaller the increase in the supply
of exports which absarbs factors that could be
used for producing import substirutes. “And the
two home « clasticitics » will depend upon the
foreign « clasticitics », because the latter codeter-
mine the changes in exports and imports. Thus,
- a low foreign supply elasticity, for example,
coupled with a low home demand = clasticity »
will reduce the home supply « elasticity ». For
if home « clasticity » is less than unity,
the value of imports will rise by less, the smaller
is, the foreign supply « elasticity » and thus

goods and factors will be released for
export purposes than would have been avai-
lable, had the forcign supply clasticity been

The treatment of the cffects of exchange
iation in terms of four independent given
demand and supply = clasticities » oversimplifics
‘and falsifies the problem. A change in any onc
of them will inevitably affect the others, usually
after a time. The assumption of the constancy
of o clasicitics » in time, even if we ignorc
changes of income, employment and distribu-
tion, is therefore hardly justified. An autono-
mous change in any onc will have incvitable -
repercussions upon all others, ;

Determinate and independent demand elas.

ticities could be atumed if supply were infini.
tely clastic. Since this is impossible in con.
ditions of full employment, it would involve
the assumption of unemployment and excess
capacity. Bu this case which i the most favou-
rable to an analysis in terms of given demand
« elasticitics », is Jeast suited to policy recom-
mendation of exchange rate adjustments, Not
only is demand likely to be highly « in:!aﬁi:-
without any relicf from low supply welasticitiess
{as would be the case under full employment)
but deficits arising in conditions of unemploy-
ment are not necessirily signs of disequilibria

“which should be cured by exchange rate adjus.

ments, - i

2. — Asymmetrical reactions retulting from
employment effects.

Many authors assume in their analysis of

foreign exchange problems both independent

and smooth demand and supply function. Io
the last section it was ar v the, functions
are interdependent. ‘In/ this section we shal

consider certain reactions t changes in the -

tial price

value of the currency and consequenti
rical rex

changes which may lead to asym
cﬁnnﬁf the type which is occasio
malized in « kinked n curves. The view tha
functions tend to be smooth depends on coup-
ling the assumption of full employment with
that of high Aexibility and absence of oligopoly.
In actual fact imperfect flexibility and induced
income variation.will tend to produce differest
reactions to changes in the rate of exchang:
(different « elasticitics w) according to the diree
tion of the change for two rcasons, Fint
because of oligopolistic relationships betwees
firms. Second because of oligopolistic relatioe-
ships between countries, Both are largely 3
function of the level of employed capital and
Iman er €a .

TP'l:twsu ru'ftr exports at full employmes!
will y be «inclastic » for a price n¥
and « elastic » for a fall because home dn‘muﬂ
can easily absorb exportable R L

it were, the suction from a fully employed and

relatively riskless Horne market which Iremﬂﬂ
in this asymmetry: goods are more easily &
sorbed than released in response to price il
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grations. A low su u clasticity » con

Jed with a low furﬂ.gnphﬁcmmd « l:IIJtIﬂI]'Pi-

will mitigate the fall in foreign exchange re-

ceipts, and coupled with a high foreign demand

u clasticity » will reduce the increase in thosc

receips.

If, on the other hand, unemployment and
excess capacity prevail, supply o elasticities » for
price rises may be high, approaching infinity,
epecially in industrial and plantation econo-
mies and might be low for further price falls
as the resistance of the trade unions against wage
cuts is undermined, and bankruptcy forces (and
gnables) recapitalisation, even if the exchange
qate of the country is held rigid in face of the
depression, This however is not the full story.

The limitation of international reserves, and
the necessity to remain competitive would, in
a world without commercial restrictions and
without currency control have the same effects
upon the policics of comntrics as excess capacity
in oligopolistic conditions has on the policies
of firms, It would make demand inelastic for
downward and elastic  for upward price
movements, For a country which cannot afford
i have its reserves further depleted would be
forced to follow a devaluation or deflaton
abroad with much greater force than it would”
be inclined to follow an appreciation or inflation

ibroad. In other words, price cuts will be ac-

*mpanicd by price cuts of rival products but
price rises will mot. This effect will reinforce
the asymmetry brought about by entrepreneurial
rexctions.

The absence of a firm full employment
pelicy will, beyond a certain point, have the
mme effect in a « rich » country as the insuf.
ficiency of reserves in poor areas: the sereditors
wountry will resist attempts by others to wipe
ot the deficit as the reduction of the favou-
rible balance would create unemployment. On
the other hand — . g. Germany carly in 1950
— they would gladly supply more exports
dfor take fewer imports, Thus both small
mserves and the absence of full employment

plicies induces oligopolistic uymm:t'rlfl of
A :

A similar asymmetry will prevail on the

dmand side. In conditions of overfull em."

poyment the demand for imports becomes

b

ui

relatively « inelastic » fof foreign price rises (cf.
the sale of Belgian steel to :If:‘lg.s. at rising
prices) and' « elastic » for foreign price cums,
Price riscs will not beas strong a deterrent, as
price reductions’are 3 stimulus to impors. This
tendency will be reinforced if home producers
of ‘import substitutes — who are likely to be
working at or above capacity — follow the
price riscs of igports but are unwilling to match
price reductions, They follow rises because they
can thus easily increase their profits; they
refuse o follow reductions because they do not
object to having the pressure of excess demand
reduced by foreign supplics.

Conversely in conditions of heavy unem-
‘ployment and excess capacity, demand probably
becomes o ind@c w for price cuts because
domestic competitors try to match these cuts,
refusing to, allow their excess capacity w be
increased further; and it will be highly « clas-
ticw to price riscs because domestic supplies
can be substituted without a rise in their prices.
The downward « inelasticity » will be reinfior-
ced if losses have been suffered and Anancial
reserves exhausted, while certain fixed costs
have to be met. The inducement to cut prices
and not to allow overheads to swell further will
then be strong.

This means devaluation as a remedy will
be handicapped in boom conditions, when
demand abroad might be expected to be « elas-

“ticw, by the low supply « elasticities » of the

devaluing country. Hence a large devaluation
would be required in order to be effective and
the objections to such a large devaluation arise
out of its effects on real income and the home
inflationary situation. Low supply « elastici-
tics » which ‘may - be the of technical
limitations or, in the case of manufactured
products, of monopaolistic pricing policies which

. have the same effect as rapidly rising costs, will

affect the terms of trade less unfavourably
than hi y uclasticities ». The low
demand « clasticity » for imports will not, on
the other hand, be cased by a low foreign

. supply « elasticity ».

In a depression, the hopes which might be
aroused by high supply « elasticities n arc
dashed by low foreign demand « clasticitics ».
It appears therefore that the rehabilitations of
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devaluation as a suitable ‘remedy which are
based on the fact that low supply « clasticitics »
relieve difficulties created by Jow demand « elas-
ticities w must be related to employment and
capacity levels. The situation then no longer
looks so hopeful. :

There is also another type of asymmetry,
besides the price and output policies of firms
in imperfectly competitive markets which is
causcd by the policies of cownfries, Unless there
is rigid adherence to an international code of
rules, any attempt to shortcut piecemeal adjust-
ments by measurcs dffecting the ahole economy
indiseriminately, e. g. tariffs, _restrictions or
devaluation, will be matched by competing
countries (7). Whole countries will behave ana-
logously to oligopolistically competing firms and
their reactions cannot be neglected. Reactions
to the generation of import surpluses will be

for a number of reasons more rapid and more

drastic than artempted cure of export surpluses,
especially if the reserve position of the « cre-
ditor v countries is not comfortable. Even if it
were the employment effect might ferce retaliat-
ion (e. g. U.5. measures against the import of
gloves, hats, watches, etc.). | L
One of the conclusions is that the main-
tenance of full employment, or perhaps even
what is now termed « over-full » employment
in surplus countrics is 2 necessary (though not
a sufficient) condition of success if any attempe
to adjust international disequilibria through the
price mechanism, ie. by devaluation or ap-
preciation as contrasted with direct controls.
supply elasticitics might be overcome in
tirke by the depreciating country through fiscal
icy. Retaliatory actions to pricc reductions
cither on the part of private firms or of whole
countries are less probable if the creditors are
in any case fully employed. If unemployment
prevails in the surplus country, exchange rate
adjustment will be unsuitable. International
institutional rds against unemployment
arc thercfore of the utmost importance if a
restoration of the international price mechanism

13} The habin of talking shout o clisticities » without spe-
cifying the proicnt and expected leved of cmployment in 2l
countrics wnder comsiderstion is highly misdesding.  The pure
= clasticities » ol demand snd su of erporn and smporty
are largely deiermined by the level of employment,

L
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it to be arempied withour results fatal w
weaker countrics (B):

3. — dAsymmetrical reactions reslting from
pariables other than price.

Whenever competition is monopalistic or
oligopalistic and when changes in income are
significant the simplifying assumption that pric
is the chief variable is unsound, Frequently i
is argued that although depreciation may make
matters worse in the short run because demand
will be inclastic, it is likely to improve the
balance in the long run when welasticities s

“will be higher. We shall argue below that in

the « long-rues multiplier and investment ef:
fects will have had time to work themselves ow
with the result thar any price effects will be
swamped, Let us disregard these effects for
the time being and aceept the assumption that
other things remain the same as far as income
and employment is concerned. The argument
then rests on the assumption that a readjust
ment of the productive stryettire andjor of the
overcoming of market-imperfections will rake
time. But this ignores the fact that the intercm
to be displaced need also time to organise their
defence and that imperfections and u elas

[F} Thus the experts’ repon ssbmisied 10 UN.O, ca o3
tional and Intermational Messures for Full Employment » b o
ke warmly welcomed av it puts forwsrd schemes to deal om
paly with this problem buat abe of the clofely related problen

of unequsl techmical progress. The cffect of the 1 der,

puation supgerts pather thin weskens ewr conclusion, The
effeors of devabusiion weee swamped by the US, revivel. The
peice of the madn US, jmports from the devalustion arc st
ia term of dollars,  Ax the wame time the DIl of US. agen
peboes wn checked and US, drlim‘fd.ltlh’ﬁ!uﬂl:*
fovomrable effey of devalastion on the compedtive position of
v deviluing coustris wai por camcelled by ferher defa
tiom ia the U8, Thus the sperficial impressica that che &5
king redaction in UL 8, expors was due lo a high dossad

i plntcisies s i lagely mileading.  The omploymest far

B o e e e
Bt ceriain g0 onene, Iﬂm"mﬂh\d-rliui;'ﬁl_ﬁfl'
we of ex belped v muintakn sabibry, e A
f,.uﬂﬂuarm tham Arcasie of devalaston, Th
reduction of dellar expores won dechded wpin 35d sctually bope
phudﬂﬂmhmﬂmthllhmlmﬂﬁ
wobume of U, 8, exporss from the baw poin, Ml_!'u:rhh#‘
in U, 8, exparty evcuried when home demand in the L5

was risg the mﬁm elfert by U, 5, banines o rosss

foreign marken Any reversal of the wend in B
U. 8, woiild besel s renewsd acuie dellar coivis,  Reoont 5
rience (b canfim Iy the saprome Importance o
Pusimess sctivity in the dominana coundry, the L. 5., on
matlonal econamic resd juiment,

ticitics » can also be builc up by scllers in dme.
An gmack on, say, the American marker will
hrcm'nm%tcamum:r—mackumuit

iscs to be successful.  The whole concepe
st:lnhug-mn demand schedule in conditions
of uncerainty and oligopoly is of dubious
value, If advertising is successful in capeurin
2 market it is likely 1o be no less :uocr.slfu%
when resistance or the struggle for recapture
are organised.

In order to analyse the relationship between

ice changes and quantitics demanded a
ﬁhcr of variables besides shifis in demand
dve to advertising are relevant which are fre-

tly ignored, Thus, demand is not only a
ﬁ::ion of price but also of a change of price.
Price changes shake customers our of their rut
and make them experiment. Strictly speaking,
demand curves do not apply, for the amount
demanded will depend upon the size and the
speed of the preceding change in price. Steps
oo such a o curve » are not reversible and not
only point elasticitics but also arc elasticitics
become meaningless. The cequilibriumy price,
i any, 15 codetermined by the path by which
it is reached. : :

Price is not the only impostant variable
determining demand: the speed of delivery, ©
mailable stock, discounts and terms of payment
e others. The existence of unemployment

“mually bestows advantages upon a country with

mpect to deli dates and the availabili
ﬂhﬂfrﬂlh:fﬂlznnﬂdfmds. Iti'limtfr
point whether and how much unem

would spell greater all-round internal Hexibility,
but there is no doubs that excess capacity, plen-
tful stocks and a reservoir of labour will make
for speedier deliverics of orders in existing, and
ker eapacity to undertake work in new, lines of
peduction. The real cost of this of com-
paitive advantage is barne by the unem-
ployed, and nr:tanMmmdr in ]DWl:rt costs and
mess. In order to become more competitive,
prater cificiency and price redoction might be
dlittle use in comparison with the creation of
memployment and excess capacity (however
frectional)

The advantages of free discounts and easy
s of payments are largely a funcion of the |
me of the firm. Large monopolistic concerns
Fith more information about their customers
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have advantages in forcgoing liquidity and
shouldering rli;:'[c‘l which Ein'[;“'a.'l.lgl ﬁrq;m, liuugh
passibly more efficient and offering lower prices,
cannot emulate. Similar advantages accrue
countrics with ofganised capital markets,

There are numerous other impartant factors
amongst which only investment outlay on
initial advertising can be mentioned here, where
again the large firm has an advanage. Thus
monopoly and unemployment bestow advan-
tages in factors determining demand which
are often of greater significance than price
variations. An analysis which pays only at-
tention to price and quantity variations neglects
these other variables which play a more im-
portant part the oligopolistic armoury than
price competitions

4 — Small o, large depreciation,

Sometimes it is arpued that if a small
depreciation is not effective, a large one must
be, for demand must, at some price, become
clastic. To this, there are two replies; firse,
it is now well recognized that price adjustments
often fail to do their work where the changes
are very large. A large depreciation may merely
give rise to an additional bout of inflation and
aggravate the foreign exchange difficulties (g).

Thus the country may not succeed in cur-
railing imports and pushing exports. IF it docs

succeed, on the other hand, by applying

deflationary. measures, the reduction of imports
and the foregoing of exportable goods will
necessitate a reduction in the standard of living.
Now the same results in the correction of the
foreign balance can be achieved with a smallgr
reduction in the standard of living if import
reductions are selective and not indiscriminate,
The change in the composition of imports can
be more suitably geared w domestic social
policics than if the work is left to the price

mechanism (10).

.mnhm.ﬁimmm r.p. should argpue
that it is a point in favour of devaluatiom that impoft consrols

Lwill e mare  enily - adminisered afier devaluation without

pointidy oo thel the barden o merely shified and dometic
snt-inflstionary - controls - sre s under  sddationa]  srain.
(AL Switwms, = Review of Eéonomics and Stadisticy " g,
and « Quanterly Journal af Rrohomics s, 15500,

(1o} Sie FProrer Mrsorown, The Hapeea Charter, loc. ot
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We conclude that depreciation may not be
able to bring about the desired adjustment or,
if it does suceeed, it will be at a cost which may
well be too high. Infinitesimally small chahges
in the exchange rate, o which the analytical
and policy objections apply with less force, arc
likely to be incfiective. Large changes, on the
other hand, cannct be analysed in terms of
constant « clasticitics ». The fact thar a large
depreciation will make demand more « clagtic »
docs not strengthen the case for devalvation if
income and employment cffects swamp the
price cffects or if the reduction in redl income
is unnccessarily and undesirably severe.

5. — Depreciation’v. apprecuation.

The argument that appreciation would im-
prove the balance where depreciation fails
because of low uelasticitics» rests on very special
assumptions. In order to refute it, it is not

to assume kinks in the curves al-
though the existence of certain kinks will
strengthen the conclusions which can also be
derived from smooth curves. It is quitc suf-
ficient 1 assume that elasticities change in a
certain way with the movement in the exchange
rate in order to show that it is not true that
some change in foreign exchange rates will
always bring about a restoration _of equilibrium.
Quite apart from dynamic complications to
which we have referred and which we shall
discuss again, it is perfectly possible that even
in the casc of smooth demand and supply
functions both appreciation and depreciation
will worsen the balance. We ignore here the
that the curves representing demand
supply of forcign exchange beg the whale
ion of the four aclasticities » because
eath of them lumps together two, e.g. the
demand for forcign currency expresses both the
demand = elasticity » for imports and their
y « clasticity ».

In fg. (i) the demand for foreign exchange
is represented by D and the supply of foreign
exchange by 5. The rate of [ per § is plotted
onthe ¥ axis so that 'an upwards movement
represents depreciation and the total receipts or
expenditure in terms of § are plotted on the X

]
axis. If we start from a position isequil
ibtium (D etceeding §) wiil)hwzn qwm
of OR, both a depreciation to OR' and an ap
preciation to OR" will worsen the deficit. The
lh:lp: of the curves is a perfectly possible one,
at least over a range. The only limitation of
their shape is that the D corve must slop
down to the right (dollar expenditure on im.
ports with cerain negligible: exceptions mux
decrease after depreciation) and the 5 cure
which may slope to the right or to the left can-
not slope to the left in such a way s to decreasc
the arch of the rectangle OMEQ (fig. ii). This
rectangle is the £ outlay on exports which can-
not (with certain negligible exceptions) decrease.
Hence at some point the S curve will cut the D
curve from below and this will be a point of
stable equilibrivm E. -

Put thissenay well be one of these cas
where the invisible hand does its work by
strangulation,

The difficultics of adjustment are aggravated
if the curves at the ruling rate are kinked
(Fig. iii). We have ar that the change of

" the exchange rate itself will tend to make for

such a kink so that whatever the exchange
rate happens to be, in somec itions any

alteration of it will'ledd to an increase in the

deficit. I

The position may be similarly |represented

_in terms of £. The supply of dollars in terms

of pounds constitutes the demand unds
in terms of dollars, We trace the § po
[ rate on the Y axis and the total rmuig
and outlays on the X axis. Fig: (iv)

case where depreciation to R’ (which is now
a downward movement on the Y axis) and
appreciation to-OR" both deteriorate the bs-
lance; Fig. (v) shows the «inevitable equil
brium » exchange rate which results from the
fact that the total sterling expenditure mug
dcumnmpuim;bemlhtbm
must cut the S curve from above and this wil
be a point of stable « equilibrium » E. Fig- (v)
shows kinked demand and supply curves, the
kink depending on the exchange
which has come to be established. Although
tthtunc_unilaPc:or.luﬁgh:nrmlh
left, its slope to the right upon devaluation cn
in the worst case be a rectangular hyperbola for
the demand for dollars, expressed by the ¢

:?x.:

The (mavpropriatmoe of Sqnwk = Elasticiy ¢ Conécpt i the Amilyis of lasermatmonal Tracde

Fig. (i)

Fig. iy

Fig- (i)
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tangle under the D curve, can at worst be
constant.

Similar kinks in the schedules may also be
the result of the fact that international competi-
tion is oligopolistic not merely in the scnsc of
entreprenenrial reactions in the markers of most
manufactured goods but also in the sense, des-
cribed at greater length elsewhere (11) that the
reactions of the competing national economies
policy changes in (powerful) cconomics are of
an oligopolistic character. In their policy decis-
ions they take note of the policy of the countrics
with which they compete (12). To give an ex-

(11} £p. T. Bnimew, The Tercrnational Implicifion; of Fall
Employment, in « The E ics of Full Employment », Orufaord,
Univenity Tnstitute of Statitics, ragy. i

{£2) This seduces the snabyeical value of effort 19 cireuns.
vent abe ebvieu dnd, agknowlodeed “diinoalties of the Cinke

cearelation anslysis of claficities by an analyis of simil=,

tascously eximing relations beoween the price and the quamity
af fmi,gﬂ rranmactions of differem tountriss, The faey abar
lower prices were amsociazed with higher capert Fgurer does
nes permit v to coscksde thar, had | the dountries saffering
froen higher prices sedaced their prices, their exports wanld
fsve risen in the proportion iedicaced by the relation of prices
and exporss: berween high snd. Jow: cost comiperies, | This dilf.
caliy i far moee baslc and incradicable than the obrious sta.

e

ample, devaluation or deflation in a powerful
country which has the impact effect of making
all entreprencurs in that country mage compen.
tife abroad, has uswally been auwtorpatically fol
lowed by the competing economics as they
would otherwise have been denuded of liquid
reserves. Appreciation, on the other hand, necd
not be followed by appreciation or inflation
abroad. Indeed unless the rest of the world &
already fully stretched the appreciation will lead
to a loss of trade (13). Hence's country contem-

" plating a change in its exchange rate is in a

analogous position to the oligopolistic ene
prencur whose behaviour has beén represented
by a kihked demand curve. The reactions need
not be certain, The mere risk may be a suf.
ficient reason to refrain from experiments if
the country’s international liquidity position is
precarious, 4

tivtical diffeulty gf mesiaring relstive prices in a workl whe
even cerbain raw malerlali e g, coal, were anld im highly
imperfect markees,

{13} Under certain circumstances . g when the appreca.
ing {or inflatingy country s the mais wpplier of rvsential com-
modities ity custeeners mdght gain 0 ibey folbowed we (rp
the ULS, in mgub-47),



