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1. — Imcome cffects.

In the first paper cemain difficulties were
malysed which arise from the breakdown of
partial  equilibrium  analysis and from  the
digopolistic nature of the relationships,. We
have scen that the welasticitiess depend: 1) upon
exch other, 2) upon price reactions in oligopolis-
» e markets, 3) upon employment levels, 4) upon
the amount and the direction of price changes,
5) upon reactions in other trading countrics.
We shall in the following discuss: 1) more
fully the effect of employment and income
wriations both in the short and long run;
1) the effects of changes in the distribution of
income.

An alteration in the exchange rate will af-
fect income and employment in three ways of
which only. the first is usually analysed.

(3) There arc income cffects which arise

from the change in the volume of exports and

the balance of trade. These are supposed to be
brought about by the interplay of the w elas-
fiities » and have been fully analysed, notably
m Robinson. They need not detain us

(b} There are effects which arise from
dunges in the distribution of income within
the country. They are usually entirely neg-
kaed

(c) There are finally changes in the real
mome of the country which rosult from
dunges in the terms of trade.

Now all these cffects will alter saving, con-
:qﬁmandim'mmmdhcn:ﬂh:d:muﬂ

imports and the supply of exports. Thus
1 daterioration in l‘.l]tglﬂllﬂfﬂ‘:dl:lndi
®uction in real income is likely to reduce the

that it may give rise to inflationary movements
in money wages which would have the opposite
effect). A shift to profits is likely to raise
savings and hence to reduce the demand for
imports, The increased competitivencss of
domestic business with foreign industry will
rovide new investment opportunities, ctc. and,

¥ raising incomes, raise demand for imports.

2. — Short ruéf}%&mga in ncome,

We shall consider the shortrun effects on
effective demand and monetary stability in this
and the long-run cffects on the growth of capital
and income in a subsequent section. We shall
discuss the question how these changes affect
the concept of « price elasticitiesw and of
w equilibrium rates of exchanges. The first

" concept is relevant to value theory, the second

to welfare economics,

‘An alteration in the exchange rate is likely
to alter the level of effective &l«emnd for the
reasons given above. The customary treatment
of initial price effects, to be measured by price
clasticities, and consequential income effects, 1o
be measured by income clasticities and propen-
sities, is not satisfactory. Although the multip-
lier effects of changes in the balance of pay-
ments might conceivable be treated as « secon-
dary », the effects on income of changes in the
terms of trade and of distribution are simulta-
neous and amalytically inseparable from the
price changes. Exchange rate alterations are
ipro facte income alterations.  Moreover, if

these income changes give risc to cumulative

changes.

movements, the final reactions o price changes
will be irreversible, for cumulative movernents
are not symmetrical for upward and Jownward
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A further mitry is introduced’ into the
picture by ﬂ]l:?a};:luf petfect mobility of labour
and the lags duc to the time taken to adjust
the capital structure of the country. The short-
run effects of changes on investment depend
on the direction and extent of the changs. A
reduction in net investment is perhaps most
casily carricd out. Even here strong m‘pplnnm-
tarities might impede adjustments. AR increase
in net investment, rhpughjpm'haps_s!nmr t.:hm
a decrease, can be carried out more rapidly
than an actual dis-mvestment Bf durable capital.
The difference in lags however will tend 6
impart a deflationary bias into the system as
a whole — which can of course be counter-
acted. Investment decisions are discontinous in
any case and their timing will also be affected
by acrual or anticipated shifts in any.of the
schedules due to changes in exchange rates.

These in their turn will alter the relevant

propensities to consume and to import.

Against this, it is frequently argued that
one of the conditions of a workable « equili-
brium » ratc of exchange is the ':q_u;tipn Il:l
a e supply to agpregate demand in the
h;lii‘l:lggﬂcwnig:}; Only if inflation and’defla-
ticn or inflationary and deflationary pressures
are avoided can the rate of exchange be ex-
pected to work.

This argument is based on the tacit mm:n%:r-
tion that the attempt to equatc aggregate supply
to =ggrcgar}~dﬂna[:d does not itself alter the
relevant propensities and schedules. Demand

d mppry functions, with respect to price and
ifirome arc assumed to be given and policy does

effiect them. If there are restrictions, de-
mand is frustrated and presses against the walls
of controls. But such asumptions are not al-
ways justified. Frequently, we are not dealing
wiE: comparable schedules in two situations,
one of which contains restrictions, the other of
which docs not. Pressures of excess demand
are often modified by the imposition or the
lifcing of restrictions, -

It is very doubtful whether one can speak
legitimately of the intensity of a given demand,
cxcrting a given inflatonary pressure against
controls. Controls often work more like canals
and drainage systems than like :bgnlm: dams,
by diverting and reducing inflationary pres-
sures and thus altering the underlying situation.
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Thus recommendations that a currency should
¢. g. be devalued so as to make the restoration
of « equilibrium » and the :hindnnn:mu of
controls possible, must face the following dif-
ficultics: First, the rise in im prices and
domestic prices resulting from iation and
decontrol may tself aggravate the danger of
inflation. Unless there is a substantial shift 1
non-invested profits in the export trades, con-
sumption and investment demand will tend w
exceed available supplies. If the additional
deflationary measurés are recommended in order

“ to make the devaluation and decontrol «cf.

fective », it ds by no means obvious thar this
would not involve a larger, more painful and
sacially less desirable reduction in consumption
and investment than that brought abour by
restrictions. Second, the availability of impory,
though at higher prices, may raise the propen.
sity to import compared with the situation in
which they were not available, Advertising,
joint demand, habit fo on and externil
diseconomics of consumption will play their
part. The forcign exchange problem may thus

be aggravated and even further-going deflatica
at home might have to be used in nn% to restone

 u equilibrium » in the foreign exchan

In short, restrictions on imports other tha
price restrictions often raise not only saving bet
the sity to save (partly through favos
rahle terms of trade which make money income
stabilisation casier) and reduce not(brnnlly -

ris but the ity to impore (by altenng
5y h:h&’rfc'rﬁfmismmmﬂ
why habits and tastes engendered by a fre
pricing system alone should be the « right>

Ones.

3. — Effects of changes in the rate of exchaspe
on income distribution.

A finite devaluation of the currency 10
facto alters the distribution of income both
within a country and between members of dif
ferent countrics and hence the fics 10
consume, invest and import. It is therefore
illegitimate to treat the problem as if it wer
a case of an infinitesimal variation whose co
sequences can be ne L ;

The internal effect of a devaluation wil
benefit export trades and those producing nh"
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* wics for imports, while the consumers of im-  fixed incomes are much more Acxible upwards

and also of substitutes for im will
m. Since wages must be :srumj:iﬂ:u be
gicky there will be a redistribution in favenr
of profits. This will be aggravated if imports
arc largely necessitics,

It &5 impossible to predict the net effect on
savings but it is very probable that there will
be a change. There arc three possibilities:
dther there will be an inflationary impetus

which might offset or more than offset any

improvement in the balanee from devaluation;
ar there may be a deflationary effect which
“would help the balance though possibly ar a
beavicr price than is necessary; or finally
internal monetary equilibrivm is maintained
bat the amount of savings and imports is al-
tered. In all three cases the movement in the
exchange rate and the ensuing reactions are
not likely to be reversible. Only in the case
of zerd net saving both before and after the
change and absence of any monetary cumulative
effects could one speak of determinate « elas-
ticities », were it not for the difficulties men-
tioped in previous sections. In addition, one
would have to take account of wade union
mactions to changes in the cost of living,
wcondary income changes resulting from the
o thange in the balance of trade (both on con-
- mmption and investment) and speculative mo-
¥ements in anticipation of price changes.

In multiplier analysis it is now genenally
mcognised thar ch in employment arc not
ealy a function l:-tgmr.ht aggrepate marginal
popentity to consume and changes in invest-
ment, but of the composiion of these ag-
gregates. Rarcly are analogous qualifications
:;Imd into the theory of d and

5es o iation. Yet

ol pt s

for imports and the supply of exports which

depends on the changes in the distribution of
meome will affect the relevant « clasticities ».

T a0y given change fn the exchang vie

wll have different effects upon supply and

dmand according to different ntial
thanges in income distribution. “

; changes are not reversibile and any
gveh change in the terms of trade is always
®iquely related to a change in income distri-
&‘im._ But it is well known that contractually

 effects must be

than downwards, A country whose workers
have once betiefited from an improvement in
the terms of trade and have grown used to a
certain standard of living may find it difficult
to enforce the return to the old low real wage
lgvel if a defigit should demand such a readjust-
ment. The worsening of the terms of trade
might be brought about by unemployment, by
a reduction in profits or in costs, but it is
most unlikely that the movement will be paral-
lel and symmetrical to the original upward
shift. Hence « elasticitics » will be different for

C or downward movements, according to
f:’“d g

altered distribution of incomes. This is
another reason for asymmetrical reactions.
Just as «clasticities » cannot be defined
without provisos about changes in the income
distribution rerehin a country, so provisos have
to be made concerning the distribution of in-
come (per head) letween countries. Changes
in the distribution of income will affect demand
and supply « elasticities » at least for three
reasons: First, because they will change the
composition of demand and supply. Secondly,
because they will change the rates of growth of
real dncome (by affecting saving and invest-
mient) and thirc{ljr, because they will affect the
case or difficulty of maintaining monetary
equilibrivm and preventing cumulative mo-
yements. . i
Hitherto we have discussed the difficultics
that arise in the formulation « of elasticity » con-
cepts if the distributional effects of price changes
are irreversible. These « elasticitics » are often
used to recommend methods of achieving.an
« equilibrium » through an « equilibrium » ex-
change rate in the balance of . The
concept of an « equilibrium » is cften taken to

- stand for a desirable state of affais. A few

remarks may therefore be appropriate about the
welfare implications of :;Epuquilihrim ® rate
of mchmH ge- tlu: :
ere again the two of distributional
; comidc:ca??muml and inter-
national. The choice between foreign exchange
and import restrictions of luxuries, combined
with « overvalution » on the one hand; and of
an « equilibrium v rate, through devaluation
without restrictions on the other, is not ane be-
tween &« disequilibrium » and an « equilib-
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rium » but rather between two types of domestic

policies of * distribution. The concept of an

« equilibrium rate » 4s meaningless for welfare

theory. :

The same is truc of the effects upon the

distribution of income between different coun-

tries.  Again, restrictions coupled with « over-

valuation » are not necessarily a sign of « dis-
cquilibrium ». In so far as restrictions are L

1o prevent an undesirable deterioration in the
1erms of trade of a country whose standard of
living is threacned, devaluation would not
produce « equilibrium » in a sense in which it
is something commendable: If the principle of
the desirability of  reducing cxtreme inetua-

qualities in international income distribution i,
accepted (analogous, though not nnc_tssanly

identical to those widely accepted for internal
income distribution) (1) and if other means of
income transfer (loans and grants) are Imprac-
ticable, then the « overvalued » rate combined
with restrictions is nearer to an « equilibrium »

sate in a normative sense than the so-called |

« equilibrium » rate (2).

: , ;
4. — Egualibritin and static theory.

The simple theory of exchange rate adjust-
ment :swmfs a zero Jevel of net investment and
net saving. Without changes in the level of
effective demand and without changes in capital
equipment, a definite meaning might con-
ceivably be given to an « cquilibrium rate of
exchange » with the qualifications discussed in
previous ions. Put potitive saving and
investment create a number of problems. In
the prtviﬁlu:cdiomithlgmﬂﬂnt.thc

te of saving and investment will be altered
exchange rate alterations in an imreversible

w5 plar a-sinalier role imtrrnatesally dthan iermally
:m irrﬂ::u'r igmerant o wasdardy in other coRBSIice.
Secondly, it i diverpencies from babraun] coneusmption rl_tbtl'l'
thas the stucdune Jevel of comumprion thet make people (within
Tt} foc] beoer or wonie Sff. Thus the isemational pein-
ﬁﬂrmﬂhﬂmmwd}wm_ﬁmw
hqwuummﬂhﬁﬂihqm Thiis
ioam i thmmhm
that Alrics snd Asia zre, much pooter thas Wistern Earope,
t:}b&ﬁmhhﬁmﬁm.ifmmm
Mﬁmﬂmmﬂmtﬂmwuu
3 Ifé&l“ inm in the benefiting L
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manner and that cven in the short run the
effects on real income and on monetary stability
must not be neglected, In the long run, when
capital and. real income must be assumed 1w
grow, two additional problems arise for the
definition of an « equilibrium Cichange rate s,

* First, it will no longer be possible to con-

struct a model with a positive rate of growth

(wtrend ) because that rate of growth inscli
cannot be asumed to be given. If it were
independent of the fluctuations” round it, 2
dynamic model might replace the static assump.
tion of zero net investment, The relative rates
of growth of real income in different countries
will give rise to disequilibria and the manner

~in which these discquilibria are adjusted will

affect the rates of growtls of real income. Thus
a series of devaluations, even if they were prag-
icable, might slow down the relative rate of
income growth in the deficit country and :IE
vate the difficulties of adjustment in
EUJT,. whilst ¢, g. policies with less detrimental
effects on the terms of trade and hence (foreiga

' trade) productivity might facilitate furure ad-

justments by raising the relative n:rmh of i
come and productivity inthe deficit country.
It it one of the difficulties of static equilibrivm

theory that it requires a dynamic theory of
gm;':fy.ﬁ (domestic and forcign) before it can &
_applied to actual conditions "%I;n#mm

dynamic changes are themselves a funttion of
the adjustments envisaged by static equilibrivm
theory. The concept of an « equilibrium ri
of exchange» is ambiguous because any cat
rate of exchange alters the conditions underly-
ing the moving « equilibrium ».

The sccond -problem is this: if we asume
that real income grows atr different rates B
diffcrent countries, a permanent cause of -
balance arises which impairs the application of
such concepts as sclasticiticss and « equilibriun
rates » if applied to the long run. In the csc

“of two countries, cach expanding at a difficyent

rate, an equilibrium_exchan c rate is oo
ceivable if cither of two possibilities is realized:
cither the rapidly cxpanding country has a s

ficicntly high income elasticity of demand for
imports to provide a market which aful{ﬂi #
the same rate as its exports {or a suficienty
high income « elasticity » of demand for i
exportable goods fo 'rcd,ucn the rate of gr

“Eachange Ratt snd Nations] Infodi

of cxports sufficiently 1o maintain balance).
Relative inequalities will then increase cu-
mulatively and cyclical instability will probably
be aggravated but there would be no secular
-pressure to deflate or devalue on the more
sowly expanding country. Or clse the rapicly
expanding country must inflate its costs and
prices (or the slowly growing country deflatc
its costs and prices) sufficiently fast to prevent
unbalance. In this case, given favourable price
welasticities n 2 balance might be maintain-
ed, again, at the cost of cumulative inequality
and possibly cyclical instability.
If cither of these conditions are fulfilled the
napidly expanding country will not tend to
erate cxport surpluses. Apant from the un-
desirability of these processes on grounds of
equity and stability, the assumptions are fiot
likely to be fulfilled. Tt is well known that the
income w elasticities » of demand for imports
are likely ro be low and thar the pressure to
inflate on a potential creditor country is weaker
than the pressure to deflate on a potential debror
country.  The monetary authorities in the po-
tential creditor country may not want to inflate
mfficientdly, for distributional or internal sta-
bility reasons; even if they wanted they may
not succeed in expanding credit®and raising
prices sufficiently; cven if they succeeded the
w2l expenditure on the country's exports may
ride as its prices rise. Thus the brunt of the
pressure would fall on the deficit country with

@élh deplorable consequences of deflation.

The alternative would be a series of ex-
thange depreciations. But clearly, the notion of
an « equilibrium rate of change » of « exchange
mtes » is artificial. Anticipations alone would
make it nugatory. Even if it were imperfectly
foreseen, it would lead to a series of financial
aises.  Speculative forces would swamp the
wderlying « real » forces and  expectations
shout the equilibrium rate of change of the ox-
dunge rate would produce grave disequili-

bia. The wellknown vicious spiral of in-

fation and devaluation would be at work, for
mternal price rises will also be anticipated and
will agpravate the difficulties. Capital flight to
the countries against which the currency is ex-
pated o be depreciated will be encouraged

with very awkward effects on current atcount =

tamsactions. It appears that the concept of a
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constantly moving rate- of ‘exchange creates
more difficulties.than, ves.

Like the rate of infercst, the u equilibrium
rate of exchange » does not depend only on the
level of effective demand but also on the rate
of growth of real income. It will both affect
this ratc of growth (which, as we have scen
abave, is a function of productivity, an impor-
tant function of which is the value productivity
of the terms of trade) and be affected by it.
This weakeng the case of the elasticity optimists
who argue that it is the long-run « elasticity »
that matters if devaluation is considered and
that it is likely to be high. The longer the run,
the more time will have passed for investment
and real income effects to work themselves out
and swamp the price effects of devaluation, It

- 15, of course, on the face of it, not obvious in

which directiol effects will work in any
particular case. ‘But the concept of a long run
o elasticity » of demand is unwarranted and the
concept of a long-run equilibrium rate of change
in the exchange rate is, quite exceptional cir-
cumstances apart, selfdefearing,

-;.:;Prffm'l'dm'.

The use of the concept of « elasticity » in
e analysis of international economic problems

s been shown to disregard complications of

a sufficient order of magnitude to render the
procedure inappropriate. Thee various functicns,
the « elasticities » of which are supposed 1o
govern the reaction of the balance of payments
to the variations of exchange rates, have been
shown to be interrelated in such a way that the
caleulation of elasticities may involve indeter-
minacy as the Functions are shifted and pro-
bably distorted.

Secondly, we found, as one would sexpect
in the case of functions which n*pm:ngmacm
cconomic aggregates, that the state of em-
ployment in the constituent units has dn im-
portant bearing on the reactions of the balance
of payments to changes in the rate of foreign ex-
change and tends to render them irreversible
and unique. Thirdly, the traditional analysis
tends to neglect variables other than price-quan-
tity relations, and thus gives an over-simplificd
viege of these relationships.  Fourthly, finite
changes in the rate of exchange alter not merely
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the distribution of the national income but also
the size of the real income. Thus not only the
savings and investment schedules are chariged,
but with them cumulative movements are en-
gendered quite apart from the secondary mul-
tiplicr effects of the change in the balance
which alone has received alteration.

If all those factors are taken into account
it would seem that'the practical men who have
always been disinclined to permit changes in’
foreign exchange rates once they were establish-
ed, were more often right than cconomists.

Although some of our arguments point in
the opposite direction, ir appears that, on ba-
lance, they Iead to the advocacy of 4 gicater

degree of cxchange rate stability than is popular

to-day.. Though cxchange rate alterations are
suitable in rome conditions, their value is
doubeful if the necessary adjustments are large.
And it is likely that in the literature the size
of the required adjustment has been underesti-
mated and the effectivencss of devalyation in
bringing about any given adjustment overes-
timated. Hence slight adjustmerit may be inef-

_qualify and modify these models

fective and large changes may throw the whol:
international system into movements, the final
consequences of which arc exceedingly uncer-
tain. Weaker countrics who cannot take risks
would feem likely to suffer most.

We have also scen that exchange rate alte-
rations are unsuitable remedics if they would

have to be used repeatedly in fairly short in.

tervals. Finally, evén where their application

promises to be a remedial, they ought always
to be considésed in conjunction with full em-
ploymient and international distributional effects
and effects on internal monetary stability. Only
if no excessive sacrifices of these alternative
objectives are required can one advocate deva.
luation with a clear conscience. Orthodax

. theory, based on the safety of partial equilibria

and the wariation method, }uﬁ from the
same deficiency as the th o justify
certain wage policies:’ Far-reaching practical
meastres are prescribed on the basis of simple
abstract models without consideration how 1o

order 1o
adapt them to real life. P



