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Preface

This book is about basic econgmic theory as it applies to the international exchange
of goods, services, and financial assets. It has been my aim that the reader who
works carefully through it will emerge with a knowledge of the basic economic
theory that illuminates much of real-world policy discussion and daily activity of
international exchange. Although theoretical in orientation and systematic in ap-
proach, this book is intended for any reader with some exposure to introductory
economics and high school algebra and geometry.

Because the book specializes in basic theory, the classroom teacher who uses it
will have maximum latitude to fashion the course to his or her own specifications by
introducing appropriate supplementary topics and materials. It can be used as the
basis of a course in the theory of international exchange, or it can provide the basic
theory for a course emphasizing either public policy issues or the day-to-day prac-
tice of interational trade and finance.

International economics is often presented as a strangely divided subject. The
‘“‘real”” exchange relationships are worked out, often on the assumption of barter
exchange, in a section on the ‘“‘pure theory of international trade;”” money prices
and payments are then taken up under the general heading of ‘‘international
finance’" or *‘international monetary relations.”” And all too often the relationships
between the real and the monetary formulations are pretty much left to the reader’s
imagination. For example, the relationships among domestic and foreign commod-
ity markets, markets for financial assets, and the foreign exchange market are not
clearly presented; and therefore, among other shortcomings, the differences and the
relationships between transitory portfolio adjustment transactions and continuous
commodity flows are inadequately treated.

The subject matter of this book is not organized around a real-monetary dis-
tinction; throughout, 1 emphasize the interrelationships between the real and the
monetary. Instead, I approach the subject of international economics as a straight-
forward extension of the microeconomic and macroeconomic analyses found in the
typical introductory economics course. The microeconomics of international ex-
change is covered in part two. The discussion there concemns the economic princi-
ples that help to explain what goods, services, and financial assets are exchanged
internationally and how the intemational exchange of these items affects the patterns
of production and consumption, and the economic well-being, of the trading parties.
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Part three deals with the macroeconomics of international exchange; that is, it deals
with the relationships between the level of international exchange and the levels of
total production, total expenditure, and average price.

In part one, the rationale for international exchange is considered, and the
concepts used to record and analyze international transactions are discussed. Part
four is essentially an elaboration on the alternative ways to handle imbalances that
occur during the international exchange of goods, services, and financial assets.

At the end of the book, the reader will find some suggestions for further
reading. Throughout the book special topics of interest to some readers, but not
crucial for all readers, are presented in chapter appendices. To encourage and
facilitate the reader’s participation, several suggested analytical exercises are intro-
duced in the text immediately after applicable principles have been discussed.

Earlier drafts of various parts of this book have been used for classroom
instruction, and I have been aided in my writing by the commentary of many
students and colleagues. I especially wish to thank Professors John O. Ward,
University of Missouri-Kansas City; K. Laurence Chang, Case Western Reserve
University; Duane Kujawa, Florida Internationale University; Thomas J. Grennes,
North Carolina State Univ.; and William F. Laird, Florida State University; who
read the manuscript at various stages of development. I also wish to thank John B.
McHugh and Frances Margolin of the Charles E. Merrill Publishing Company for
their patience and helpful suggestions. Only I should be blamed for the errors that
may remain on the following pages.

This book is dedicated to my wife, Barbara, whose patient understanding and
acceptance of the opportunity costs of book writing are deeply appreciated. It is also
dedicated to my sons, Matthew and Steven, ages twelve and eight, respectively, in
recognition of their ebullient, albeit as yet untutored, enthusiasm for economics.

A. Ross Shepherd
Kansas City, Missouri



Contents

part one INTRODUCTION

1 The Rationale for International Exchange 3

The Importance of International Exchange 3. Domestic Exchange and Interna-
tional Exchange 4. The Purpose and Plan of this Book 5. Appendix I: The
Nature of Economic Theory 6.

2 The Balance of Payments 13

The Balance of Payments Defined /3. The Structure of the Balance of Pay-
ments /4. An Example /3. Equilibrium in the Balance of Payments
/6. Multilateral Balance and Multilateral Clearing /8.

part two THE MICROECONOMICS OF INTERNATIONAL EXCHANGE

3 A Price-Theoretic Model of Exchange 23

Some Simplifying Assumptions 23. Some Geometrical Tools 24. As-
sembling the Model 27.  Autarky Equilibrium 27.

4 Free Trade 31

From Autarky Equilibrium to Free Trade Equilibrium 3/. A Digression on
Method 33. The Equilibrium Exchange Rate 34. Equilibration of the Foreign
Exchange Market: Flexible Exchange Rates 35. Balanced Trade Under a Flexi-
ble Exchange Rate 39. The Equilibration of the Foreign Exchange Market:
Fixed Exchange Rates 39. Appendix 4: Elasticities, Exchange Rate Changes,
and the Balance of Payments 4/.

5 Comparative Advantage: The Direction of Free Trade 45

Autarky Price Ratios and the Equilibrium Exchange Rate 46. Autarky Price
Ratios and Opportunity Costs 48. The Sources of Comparative Advantage 50.



vi Contents

The Heckscher-Ohlin Theory 5/. Comparative Advantage and the Aver-
age Price Level 5/. Comparative Advantage and Productive Efficiency
52. Comparative Advantage as ‘‘Unfair’’ Competition 54. Appendix 5: The
Heckscher-Ohlin Theory of Comparative Advantage 54.

6. Comparative Advantage: The Gains from Trade 57

The Gains from Trade: The Country 57. An Alternative Demonstration of the
Gains from Trade 59. An Interim Conclusion 62. The Gains from Trade:
Individuals 62. Appendix 6: Trade and Factor Prices 64.

7 Barriers to International Exchange 69

Transport Costs and Market Prices: The Car Market 69. The Incidence of
Transport Costs 70. Transport Costs and Comparative Advantage 7/. Trans-
port Costs and Market Prices: The Textile Market 7/. Transport Costs and the
Foreign Exchange Market 72. Taxes on Imports (Tariffs) 73. The Effects of a
Tariff 73. Rationales for Tariffs 74. A Final Word 82. Export Taxes
82. Import Quotas 83. Export Quotas 84. Miscellaneous Barriers to Opti-
mal International Exchange 85. Appendix 7-1: The Terms of Trade 87. The
Terms of Trade and Index Numbers 87. Terms-of-Trade Concepts 88. Ap-
pendix 7-2: The Effective Rate of Protection 90. Appendix 7-3: The Effects of
Changes in Supply and Demand Conditions Under Tariffs and Quotas 92.

8 The Trade Offer Curve Analysis 97

Derivation of the Trade Offer Curves 97. Tariffs and the Terms of Trade
100. Tariffs and the Gains from Protection /0/. Export Taxes /02. Quotas
103. Appendix 8: The Theory of Customs Unions /04,

9 The Non-Speculative Exchange of Financial Assets 109

The Price of Financial Assets and the Rate of Interest /09. The Demand for
Financial Assets //0. The Supply of Financial Assets ///. The Autarky Mar-
ket for Financial Assets ///. The International Market for Financial Assets
113. Financial Assets and the Balance of Payments //5. The Exchange Rate
and the Exchange of Financial Assets //6. Financial Assets and Comparative
Advantage //8. Impediments to the Exchange of Financial Assets //8. Ap-
pendix 9: The Price of Bonds and the Market Rate of Interest //9.

10 The Speculative Exchange of Financial Assets 123

Expectations and Interest Differentials /23. . The Consol Market and Specula-
tion /23. Speculation and Exchange Rate Stability /27. Exchange Rate Insta-
bility and International Exchange /30. The Forward Market for Foreign Ex-
change /3/. Interest Arbitrage /32. Summary /33. Appendix 10: Covered
Interest Arbitrage /34.



Contents vil

11

part three

12

13

14

15

International Exchange Under Monopoly

Marginal Revenue and Marginal Cost: A Brief Review /37. Free Trade Equi-
librium Under Monopoly /39. The Effect of Exchange Rate- Variations
143, Market Equilibrium and Economic Welfare /44. Tariffs and Quotas
147. Price Discrimination /47. Cartels /49. Appendix 11-1: The Use of a
Tariff to Control a Foreign Export Monopoly /5/. Appendix 11-2: The Multi-
national Corporation (MNC) /54.

An Income-Theoretic Model of a Trading Country

Selecting an Analytical Model /65. National Income Equilibrium without In-
ternational Exchange /67. National Income Equilibrium with International Ex-
change /68. The Foreign Trade Multiplier /69. The Working of the Foreign
Trade Multiplier /70. The Foreign Trade Multiplier and the Balance of Pay-
ments /72. Injections and Leakages /73.

National Policies and National Equilibrium: |

The Savings Minus Investment (S — I) Curve /76. The Exports Minus Imports
(X — M) Curve 176. National Income Equilibrium /76. Monetary and Fiscal
Policies: A Brief Review /78. The Balance of Payments and the Money Stock
180. Full Employment and the Balance of Payments /8/. Policies to Shift the
X ~ M Curve /82. Inflation and the Balance of Payments /83. Economic
Growth /83. Stabilization Policy and Growth Policy /84. The Capital Ac-
count and the Balance of Payments /85. The Rate of Interest and the Balance of
Payments /87. A Final Word /87.

National Policies and National Equilibrium: Il

Asset Adjustments with an Integrated Capital Market /89. Monetary Policy
Under a Fixed Exchange Rate /92. Monetary Policy under a Flexible Exchange
Rate /93. Fiscal Policy under a Fixed Exchange Rate /93. Fiscal Policy
under a Flexible Exchange Rate /94. A Comparison /95. Coordinated Mone-
tary and Fiscal Policies /97. Recent Experience /98.

International Equilibrium

The Single Economy /99. Interdependent National Incomes 200.  Equilibrium
and Economic Policy 203. Income Equilibrium and the Balance of Payments
204, Shifts of the Income Equilibrium Curves 206. Propagation of Income
and Balance of Payments Changes: an Example 206. Appendix 15: The Rela-
tive Slopes of the Income Equilibrium Lines and the Balance of Payments Line
209.

137

THE MACROECONOMICS OF INTERNATIONAL EXCHANGE

165

175

189

199



viii Contents

part four INTERNATIONAL PAYMENTS SYSTEMS

16 Adjustment-Liquidity Mechanisms 213

Freely Fluctuating Rates 2/5. A (Modem) Gold Standard 275. A Gold Ex-
change Standard 220. Key Currencies Only: A Paper Standard 224.

17 International Payments Systems in the Twentieth Century 227

The End of the Classical Gold Standard 227. The Attempted Restoration of the
Gold Standard 228. The Collapse of the Restored System 228. The Interna-
tional Monetary Fund 229. The IMF System from 1946 to 1958 230. The
IMF System from 1958 to 1971 23/. The Collapse of the IMF System and the
Emergence of Quasi-Flexible Exchange Rates 233.

Suggested Reading 235

Index 242



part one

INTRODUCTION



I oIiEE, 75 E e BEPDFiIE 17 17) : www. ertongbook. com



The Rationale for 1
International Exchange

Why do nations exchange goods and services? Why do they borrow and lend (that
is, exchange financial assets)? The detailed answers to these questions will be
discussed in part two of this book. In the meantime, we shall accept the intuitively
plausible idea that nations exchange goods, services, and financial assets for the
same basic reason people do — namely, because they are better off as a result of
such exchanges. First, it is clear that without international exchange, many coun-
tries would simply find it impossible to obtain certain goods. Countries without
petroleum deposits, for example, must cither import petroleum or do without it.
Second, with respect to those goods and services which countries can supply to
themselves, international exchange permits each to concentrate on what it does best,
as compared to the rest of the world, and thus to achieve the efficiencies resulting
from the division of labor and economic specialization. Just as it is economically
inefficient for an individual person to try to produce everything he or she consumes,
it is economically inefficient for an individual country (or particular region within
that country) to attempt to produce everything its inhabitants consume.

THE IMPORTANCE OF INTERNATIONAL
EXCHANGE

International exchange has become a vital part of modern economic activity. Con-
sider the case of the United States. Although exports represent only about 7 percent
of total American production, export business is extremely important for certain
U.S. industries. In 1973, the United States exported 67 percent of its wheat crop.!

The percentages and ratios in this section are taken from, or calculated from data shown in, the U.S.
Bureau of Census’ Statistical Abstract of the United States: 1975 (96th ed.). Washington, D.C., 1975.
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For some other commodities, the percentage of production exported that year was:
comn (for grain) 22 percent, soybeans 35 percent, cotton 38 percent, tobacco 42
percent, fats and oils 42 percent, sulfur 16 percent, molybdenum 64 percent, and
magnesium 26 percent. Exports are also important for many high-technology U.S.
companies producing aircraft, automobiles, and various kinds of machinery.

Equally significant is the importance of imports for U.S. production and con-
sumption. Nearly 54 percent of the fishery products and about 21 percent of the
lumber consumed in the United States in 1973 was imported. In that year the United
States imported over five times as much bauxite (which is refined into aluminum) as
it produced domestically; for iron ore the ratio of imports to domestic production
was one-half, for copper one-third, and for uranium four-fifths. In that same year,
96 percent of the nickel, 18 percent of the lead, 67 percent of the tin, and 23 percent
of the rubber consumed in the United States was imported. Without international
exchange U.S. consumers would have (with the negligible exception of hothouse
production) no coffee, tea, or bananas; and U.S. producers would have no chrome
and little cobalt or manganese. The disappearance of foreign automobiles, cameras,
clothing, sporting goods, perfumes, radios, and wines would distress many U.S.
consumers. About 40 percent of America’s daily consumption of petroleum is
imported. The Arab oil embargo, imposed in October 1973, made it abundantly
clear to America that even a relatively small decrease in the availability of a vital
commodity can wreak havoc with U.S. production and consumption. As nothing
else in recent history, this episode demonstrated the crucial importance of interna-
tional exchange for the U.S. economy.

DOMESTIC EXCHANGE AND
INTERNATIONAL EXCHANGE

Although the underlying rationale for international exchange is the same as for
domestic exchange, there are four salient features that distinguish the economic
environment of international exchange from that of domestic exchange. Fxrst inter-
national exchange takes place across exchange rates. That is, in international ex-
change, unlike domestic exchange, prices of the same commodity are quoted in
different currencies; and the rates of exchange between currencies establish the
terms on which quotations in one currency are translated into quotations in other
currencies.

“Second, the international mobility of labor is severely limited by immigration
laws, whereas domestic labor mobility is usually unrestricted by legal barriers. The
upshot of international restrictions on labor mobility is wage differentials between
countries that give rise to differences in costs of production. These differences
motivate, in turn, greater international exchange of goods and services. In short, the
international immobility of labor causes increased international exchange of goods
and services.

-+ Third, the mobility of goods between countries is typically less free than their
domestic mobility because governments impose tariffs, quotas, and other barriers.
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These barriers cause the same goods to have different equilibrium prices in different
countries.

Fourth, the domestic macroeconomic policies (that is, monetary and fiscal
policies) of a government tend to result in similar changes in prices and production
throughout the nation; different governments, on the other hand, may be pursuing
dissimilar policies, so different economies may be experiencing dissimilar changes
in price and production levels. These developments will affect the flows of interna-
tional exchange in ways that will be explored in part three of this book.2

THE PURPOSE AND PLAN OF THIS BOOK

As I said in the preface, this book is about basic economic theory as it applies to the
international exchange of goods, services, and financial assets. It is my aim that you
emerge from a study of it with a knowledge of the basic economic theory that
illuminates both international economic policy and the day-to-day practice of inter-
national exchange.

In chapter 2 we will discuss the concepts used to record and analyze the interna-
tional flows of goods, services, and financial assets. Part two deals with the micro-
economics of international exchange. That is, it deals with the economic principles
that help to explain what goods, services, and financial assets are exchanged inter-
nationally, and how the international exchange of these items affects the patterns of
production and consumption, and the economic well-being, of the trading parties.
Part three deals with the macroeconomics of international exchange. That is, it deals
with the relationships between the level of international exchange and the levels of
total production, total expenditure, and average price. In part four, the focus is on
an elaboration of the alternative arrangements for handling the imbalances that
occur during the international exchange of goods, services, and financial assets.

At the end of the book you will find some suggestions for further reading.
Throughout the book topics of special interest are presented in the chapter appen-
dices. To facilitate your study, there are several suggested analytical exercises in the
text; in each case, the exercise immediately follows a discussion of the applicable
principles. '

*You may feel that I have overlooked an important difference between international and domestic
exchange, namely, the magnitude of transportation costs. The reason I have not listed transportation
costs as a difference is that neither the distance to be shipped nor the cost per mile per unit of weight
relates systematically to the internal versus external character of the exchange. For example, Buffalo and
Montreal are geographically and economically closer than Buffalo and Seattle.
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The Nature of

Appendix 1

Economic Theory

This book deals with economic theory as it is applied to an analysis of the interna-
tional exchange of goods, services, and financial assets. This appendix is written

especially for those readers who doubt that economic theory is relevant to the *‘real
world.”’

ECONOMICS: THE SCIENCE OF MEANS

Economics has been called the science of means, in contrast to theology and
philosophy, which consider, among other things, the proper ends of human en-
deavor. This definition does not mean that economists avoid making judgments
concerning ends (value judgments); indeed, they make them all the time. It does
mean that education in economics helps people discern the most efficient means to
certain ends, but contributes little or nothing unique to their ability to assess the
ethical quality of those ends. For example, the professional economist has special
knowledge concerning the most expeditious way to reduce inflation, but no special
ability to assess the ethical quality of an income redistribution caused by inflation,
better than, say, physicists and physicians.

What Is and What Ought To Be
As an economist, then, a person will make positive statements about what is pre-
dicted to occur if some particular thing is done; as an informed citizen, he will also
make normative statements, about what, according to his ethical standards, ought to
be done. Both kinds of statements are obviously important, but we must keep the

two types of statements separated in our thinking because they must be handled
differently.

Normative Statements
Normative statements are subjective and cannot be tested by any known procedure
for winning the agreement of all reasonable people. Reasonable people may differ
concerning normative statements; after all efforts at peaceful pursuasion have been
exhausted, the parties must either agree to disagree, or the implications of one view
must be imposed upon the behavior of all parties by means of democratic (vote) or
undemocratic (fiat) coercion. A little reflection makes it clear that this category of
statements is very large and very important. Indeed, it encompasses that body of
social decisions we commonly refer to as the law. But the fact remains that the
science of economics has nothing to contribute to the analysis of purely normative
statements. (At least nothing beyond training in orderly processes of thought, and,

one hopes, intellectual civility, which may also be acquired by study in other
fields.)
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Positive Statements

Positive statements are objective and can, at least in principle, be tested by known
scientific procedures for winning the agreement of all reasonable people. If a test is
not only conceivable but feasible, it will eventually be conducted; and a positive
statement will either (1) be revealed as being consistent with observable phenome-
na, in which case it is retained (tentatively) as a useful addition to our (tentative)
knowledge, or (2) be revealed as being inconsistent with that evidence, in which
case the statement is rejected. The next step is to see how positive statements are
generated.

THEORIZING OR MODEL BUILDING

The word model is a particularly useful synonym for the word theory, and it is
therefore widely used in discussions of formal economics. First, when we speak of a
model, we immediately think of some simplified version of a more complex reality
(for example, a model airplane); and this is precisely what a theory is‘;Second we
recognize that models can range from very simple and crude versions to extremely
complicated and sophisticated versions, and it is the same with theories? Thll‘d we
understand that we can manipulate and experiment with a model in ways that would
be very difficult, very costly, or both, or simply impossible, with the real thing.
This is also true of a theory.

The process of theorizing, or model building, begins with the identification of
some problem that requires explication. Next, terms to be used in the model are
defined. Then assumptions are laid down, and this point is where confusion and
misunderstanding frequently develop.

Assumptions in Positive Economics

A set of assumptions is simply a series of statements, each of which is treated for
purposes of the model as true. These statements can be well-established scientific
ideas, empirical generalizations, intuitive suggestions, bizarre assertions — any-
thing. Not all assumptions will be equally good, of course, but good or bad, they
are all assumptions.

These statements (assumptions) are made for one or more of four reasons. (1) The
most obvious but not necessarily the most likely reason is that the author of the
theory believes that the world is exactly the way the assumption says it is. (2) The
model is intended to apply only to that segment of the real world for which the
assumption is satisfied. If the author assumes, for example, that perfect competition
prevails in a labor market, he or she may not intend to assert that al// labor markets
are perfectly competitive, but rather that the model is only applicable to those
markets that are perfectly competitive. (3) A third possible reason is that the
statement is used merely to exclude extraneous ideas. If the author assumes, for
example, that there is no government taxation, he may be saying that taxation does
not affect the results of the model, so forget about it. (4) An extremely important
type of assumption is the convenient fiction, that is, a contrary-to-literal-fact state-
ment that is treated as true in order to simplify the problem at hand sufficiently to
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obtain certain basic insights. Such simplifying assumptions are necessarily part of
any theory; they are what make the construct a model of reality rather than merely a
detailed description of it.

Lest you suppose that a detailed description would be preferable, note that such a
description would ultimately tell us all there is to know about a single Boeing 747
aircraft, for example, but never yield a model that highlighted the important com-
mon characteristics of all airplanes. (Indeed, the term Boeing 747 denotes a very
complex and detailed aircraft model, rather than any individual aircraft, because no
two Boeing 747 aircraft will be identical in every measurable respect.) If you have
doubts about this point, you might ask yourself how you would answer the question,
‘““What is an airplane?”’ You would almost certainly respond by describing an
abstract model that reveals the crucial common characteristics of all airplanes. You
would do this rather than exhaustively describe a single Boeing 747, because the
model, which abstracts in many ways from any real airplane, is more important to
someone who wants to learn generally useful things about the real world. It is
altogether true that in order to understand the real world we must abstract from it;
theorizing is therefore the most practical of endeavors.

Conditional Predictions

After a set of assumptions has been laid down, the model builder proceeds to deduce
the logical consequences of that set of statements. In doing so, he often finds
mathematical techniques invaluable because they help him to maintain logical rigor,
which is to say that they help him avoid contradictions in his deductions. These
deductions are variously called logical consequences, deductions, hypotheses, and
conditional predictions. The last term is particularly useful because it correctly
connotes that these logical results take the form ‘‘if x, then y’’ — for example, ‘‘if
government spending increases, then employment will rise.’’ Note that there is no
attempt to prophesy the future; no attempt is made to prophesy that government
spending will increase. The model predicts only that if government spending in-
creases, then employment will rise. The prediction (employment will rise) depends
upon the fulfillment of the antecedent condition (an increase in government spend-
ing).

In this book, you will often encounter.statements like ‘‘An increase in the ex-
change rate will make imports more expensive.”” This is just a conveniently
shortened way of saying ‘‘The model that we are using predicts that if there is an
increase in the exchange rate, imports will become more expensive.’’

Testing the Model

After a model has been constructed and its conditional predictions deduced, it needs
to be tested in two ways. First, its internal logic should be checked for inconsisten-
cies. This merely means that the work should be reviewed for logical errors.

* Second, it should be empirically tested to see if its predictions are consistent with
observed events in the real world. Empirical testing is of two sorts: the first, which
merely compares the predictions of the model to the day-to-day observations of
experience, is called casual empiricism. "The other, which proceeds according to the
canons of formal statistical science, is formal empiricism.



