Bachelor of Arts (Honours) in
Economics
DSE-III
INTERNATIONAL ECONOMICS

Block - 4
BALANCE OF TRADE AND PAYMENTS
UNIT - 1 CONCEPTS AND COMPONENTS OF BALANCE OF
TRADE & BAOLANCE OF PAYMNTS
UNIT - 2 DIS-EQUILIBRIUM IN BALANCE OF PAYMENTS
UNIT - 3 MEASURES TO CORRECT DEFICIT IN BOP
UNIT-4

ELASTICITY APPROACH TO DEVLUATION

UNIT-5 FOREIGN TRADE MULTIPLIER CONCEPTS AND
IMPLICATIONS

The Course follows the UGC prescribed syllabus for BA(Honours)
Economics Under Choice Based Credit System (CBCS).

Course Writer
Ms. Gita Devi Gupta
Academic Consultant, Economics
Odisha State Open University
Sambalpur

Programme Coordinator
Dr. Ashish Dash
Academic Consultant, Economics
Odisha State Open University,
Sambalpur

Material Production
Dr. Manas Ranjan Pujari
Registrar
Odisha State Open University, Sambalpur
(CC) OSOU, September 2021. Media and International Communication is
made available under a Creative Commons Attribution-ShareAlike 4.0
http://creativecommons.org/licences/by-sa/4.0

Printed by:

UNIT-1: CONCEPTS & COMPONENTS OF BALANCE OF
TRADE & BALANCE OF PAYMENT
Structure:
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1.1 Introduction
1.2 Balance of Trade
1.3 Balance of Payments
1.4 Significance of Balance of Payment
1.5 Components and Structure of BOP
1.6 Disequilibrium in Balance of Payment
1.7 Types of Disequilibrium
1.8 Cause of Disequilibrium in Balance of Payment
1.9 Measures to Correct Disequilibrium in Balance of Payment
1.9.1. Monetary Measures
1.9.2. Non-Monetary Measures
1.10 Let Us Sum Up
1.11Model Questions
1.12 Keywords
1.13 References
1.14 Text Book
1.15 Reference Books

1.0 LEARNING OBJECTIVES
After studying this unit, the students shall be able to understand various concepts and
aspects with regard to Balance of payment such as:


Balance of Trade



Balance of Payments



Significance of Balance of Payment



Components and Structure of BOP
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Disequilibrium in Balance of Payment



Types of Disequilibrium



Cause of Disequilibrium in Balance of Payment



Measures to Correct Disequilibrium in Balance of Payment

1.1 INTRODUCTION
―Trade is a basic economic concept involving the buying and selling of goods and
services with compensation paid by the buyer to the seller, or exchange of goods or
services between parties. Trade can take place within an economy between producers
and consumers. International Trade allows countries to expand markets for both goods
and services that otherwise may not be available to it. It is the reason why an American
consumer can purchase between Japanese, German or American car. As a result of
international trade, the market contains greater competition and therefore more
competitive prices, which brings the cheaper product home to the consumer‖.
―Trading globally between nations allows consumers and countries to be exposed to
goods and services unavailable in their own countries. Almost every kind of product
can be found in international market: food, clothes, spare parts, oil, jewellery, wine,
stocks, currencies and water. Services are also traded: tourism, banking, consulting and
transportation. A product that is sold to the global market is an export and a product
that is brought from the global market is an import. Import and export are accounted for
in a country‘s current account in the balance of balance‖.

1.2 BALANCE OF TRADE

―The balance of trade (BOT), also known as the trade balance, is a financial statement
that captures the nation‘s import and export of commodities with the rest of the world.
In other words, it refers to the difference between the monetary value of the country‘s
imports and exports over a given time period. It deals with the net profit or loss that a
country incurs from the import and export of goods. Transition related to goods is
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included in Balance of Trade. The BOT is an important component in determining a
country‘s current account‖.
The formula for calculating trade balance is as follows:
Balance of Trade = Value of Exports- Value of Imports
Where,


Value of Exports is the value of goods and services that are sold to the
buyers in other countries.



Value of Imports is the value of goods and services that are brought from
sellers in other countries.

Balance of trade specifies a country‘s trade excess and trade deficit It is worth
noting here that, a country‘s trade balance is not enough to determine the economic
strength or weakness of the country.The effects of trade balance on the economy also
depends on factors like trade policies, size of trade imbalance and the duration of
positive or negative trade balance.

1.3 BALANCE OF PAYMENTS
Balance of payments (BOP) of a country is a systematic summary statement of a
country‘s international economic transactions during a given period of time, usually a
year. It presents a summarized and classified record of all receipts on account of goods
exported, services rendered and capital received by residents and payments made by
them on account of goods imported, and services received from rest of the world and
capital transferred to the non-residents or foreigners. -Reserve Bank of India. The
International Monetary Fund (IMF) defines the term Balance of Payments more
precisely as follows – ―the balance of payments is a statistical statement that
systematically summarizes for a specific time period, the economic transactions of an
economy with the rest of the world. Transactions, for the most part between residents
and nonresidents, consist of those involving goods, services, and income; those
involving financial claims on, and liabilities to, the rest of the world; and those (such as
gifts) classified as transfers, which involve offsetting entries to balance – in an
accounting sense - one sided transaction.‖ In a general sense, Balance of Payments
Odisha State Open University, Sambalpur
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(BOP) of a country is records all the economic transactions that take place between the
residents of a particular country and the residents of all the other countries of the world
during a particular period of time which is usually taken to be a year. Thus, transactions
of a country such as export and import of goods and services, sale and purchase of
foreign assets, FDI and portfolio investment as well as borrowing from and lending to
the rest of the world are part of BOP..

1.4 SIGNIFICANCE OF BALANCE OF PAYMENT
The study of Balance of Payments of a country serves several purposes which include:


Acts as an indicator of financial position of a country as an economic barometer
it compares a nation‘s economic progress vis-à-vis the rest of the world



Provides useful ingpmation for the formulation of a country‘s key economic
policies including: monetary, fiscal and trade policies.



It helps in evaluation the impact and influence of foreign trade on the level of
national income of a country.

1.5 COMPONENTS AND STRUCTURE OF BOP
A Country‘s BOP can broadly be classified as below:


Current Account



Capital Account



Other Components

Current Account
The current account of the balance of payments comprises of all those transactions
which pertain to income, trade in goods & services, and unilateral transfers. The current
account records following items:

Merchandise Exports & Imports


Usually exports are estimated on free on board (f.o.b.) basis signifying that the
transportation expenses, costs of insurance etc. are not included
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Imports are estimated on carriage, insurance and freight (c.i.f.) basis which
signifies that the transportation costs, costs of insurance and freight get
included.

Invisible Exports & Imports – These are also known as service exports & imports.
They constiute another main component of a country‘s current account. Significant
invisible items include – travel, insurance, transportation, investment income in the
form of profits, dividends, etc. and Government not included elsewhere .
Unilateral Transfers – The third component of the current account is unilateral
transfers or transfer payments which includes grants, gifts etc. either received from
(credits) or send to (debits) abroad. They are transaction, without having any quid pro
quo. The unilateral transfers may be either official or private.

Capital Account

The capital account records international movement of loans and investments and
depicts a change in a country‘s position regarding the foreign assets and liabilities. The
capital account majorly comprises of –

Borrowing from & Lending to Foreign Countries:- Borrowing from foreign
countries are credit entries ( they constitute receipts from foreign nations). Lending to
foreign nations are debit entries (as theuy are payments made to to foreign nations).
This lending or borrowing could be of short term i.e., up to one year or long term i.e.,
more than one year. While borrowings can be treated as net sale of assets to foreigners,
the lending to foreign countries represents the net purchases of assets from foreigners.
Direct Investment & Portfolio Investment – ―Direct investment‖ is investment in
enterprises located in one country but controlled by residents of another country. Direct
investment takes place in the form of investment in subsidiaries or branches by parent
companies situated in some other country.
Odisha State Open University, Sambalpur
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Portfolio investment signifies buying foreign securities which do not involve any claim
on ownership or control of foreign companies. Thus, in a broader sense, real or income
generating transactions are recorded into current account of BOP, while capital or
financial transactions are recorded into capital account of BOP.

Other Components
Apart from the above mentioned two main accounts, a country‘s BOP also records
some other transactions like Transactions with IMF
 SDR allocations
 Errors & Omissions and
 Official settlements / Reserve account.
The following Table shows the basic structure of a balance of payments statement:
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Table 1.1: Balance of Payments Statement- Basic Structure
SL.NO

Particulars

Credits (+)

Debits (-)



Exports



Imports



Goods



Goods

CURRENT



Services



Services

ACCOUNT



Unilateral Transfer



Unilateral

1

Receipts

from

abroad (Gifts and

Transfer

Receipts from abroad
(Gifts and Grants)

Grants)
2

CAPITAL
ACCOUNT

a) Foreign

a) Foreign Countries‘

Countries‘

lending

/

Net

Borrowing / Net

purchases

of

sale of assets to

from foreigners

foreigners.

b) Direct & Portfolio

assets

Investment in Foreign
b) Direct

&

Countries

Portfolio
Investment

by

Foreign
Countries
3

Errors & omissions

4

Overall balance of payments

5

Official settlement/reserves account

1.6 DISEQUILIBRIUM IN BALANCE OF PAYMENT
The credit and debit sides are written balanced in the BOP, it may not always remain
balanced. Very often, either the debit side exceeds the credit side (referred to as deficit)
or the credit side exceeds the debit side (referred to as surplus) which engenders an
imbalance in the BOP account which is referred to as disequilibrium.
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Favourable Trade Balance
―Many countries execute trade policies that motivate trade surplus. These
nations prefer to sell more products and receive more capital for their residents,
believing this translates into a higher standard of living and a competitive advantage for
domestic companies. For some, this holds true, especially over the short term.
Unfortunately, to maintain a trade surplus, some nations resort to trade protectionism.
They defend domestic industries by levying tariffs, quotas, or subsidies on
imports. Soon, other countries react with retaliatory, protectionist measures, and a trade
war ensues. Inevitably, the outcome for consumers is higher cost which reduced
international commerce, and diminished economic conditions for all nations‖.
Unfavourable Trade Balance
―Sometimes, a trade deficit can be unfavorable for a nation, especially one whose
economy depends heavily on the export of raw materials. Generally, this type of nation
imports a lot of consumer products. As a result, its domestic businesses don't gain the
experience needed to make value-added products. Rather, its economy becomes
increasingly dependent on global commodity prices, which can be highly volatile‖.
Surplus in BOP
When the autonomous receipts (credits) are more than autonomous payments
(debits), the balance of payments will be in surplus or favorable. To state it otherwise,
if total credits exceed total debits in the current and capital account (including errors &
omissions), the balance of payments will say to be in surplus. This surplus is settled
with an equal amount of net debit in the official reserves account.
Deficit in BOP
When the autonomous receipts (credits) are less than autonomous payments
(debits), the balance of payments will be in deficit or unfavorable or adverse. To state it
differently, when total debits exceed total credits in the current and capital accounts
(including errors & omissions), the BOP is said to be in deficit. This deficit is settled
with an equal amount of net credits in the official reserve account.
Odisha State Open University, Sambalpur
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1.7 TYPES OF DISEQUILIBRIUM
Dis-equilibrium in the balance of payments can be categorized as follows: i.

Temporary Disequilibrium
―Temporary disequilibrium in the form of deficits or surpluses tends to last
for a short span of time. They are the result of temporary alterations in the
economy like - crop failure, seasonal fluctuations, effect of weather on
agricultural production, etc. Such disequilibrium may occur once a while
and gets automatically corrected. It does not pose a serious problem for a
country.‖

ii.

Fundamental Disequilibrium
Economists generally define fundamental disequilibrium as ―a deep-rooted
persistent deficit or surplus in the BOP of a country.‖ It is therefore, longterm in nature and an issue of concern for the country undr consideration.

iii.

Cyclical Disequilibrium
―Cyclical fluctuations in the business activity also leads to Balance of
Payments disequilibrium. Cyclical disequilibrium occurs because


Trade cycles come after different routes and patterns in different
nations.

iv.



Different countries follow different stabilization programs.



Differences in price and income elasticities of demand for imports‖

Structural Disequilibrium
―Structural disequilibrium happens as a result of structural changes in the
economy. Some of the structural changes would covers – changes in
technology, changes in tastes and preferences, changes in long – term
capital movements etc.‖
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1.8 CAUSE OF DISEQUILIBRIUM IN BALANCE OF PAYMENT

The major causes behind the disequilibrium in BOP are discussed below
Growth of Population
Most countries undergo acceleration in the population and in some like India and China
the population is not only bulk but increases at a faster rate. Imports become imperative
to satisfy the needs of increasing population base.
Development Programs
Developing countries which have started upon planned development programs require
importing capital goods, some raw materials which are not available at home and
highlyefficient and expert manpower. To pursue long-term development, imports of
these items for quite a long time become necessary which engenders a BOP deficit.
Demonstration Effect
It has been observed that people in developing countries try to adapt to the consumption
pattern of the people in developed nations, due to which their imports tend to increase.
If the exports do not rise at the same time, the balance of payments might become
unbalanced.
Natural Factors
Sometimes, natural factors such as floods, famines etc. can adversely affect the
agricultural and industrial production in a particular year. Due to low level of
production, the country will be able to export less and will need to import more, thus
causing disequilibrium in the BOP.
Cyclical Fluctuations
Trade cycles such as boom, recession etc. can affect the balance of payments by
influencing the level of a country‘s exports. For instance, in case of a boom in the
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markets, the exports of a country will get an enhancement due to the increased demand
from the other countries; this will cause disequilibrium in the BOP.
Inflation
Due to rapid economic development, income and price levels experience an increment.
Due to this, imports get increased while exports get reduced, thus, experiencing a
deficit in the BOP.
Strategies of Poor Marketing
The developed nations follow advanced marketing strategies due to which their exports
increase. Whereas, developing nations‘ experience a deficit due to their poor marketing
strategies.
Flight of Capital
Speculators tend to withdraw their funds from the developing nations whenever there is
any adverse news related to their economy. Due to this, developing nations lose foreign
exchange and gold reserves which the investors invest in more stable economies i.e., in
developed nations. This capital movement causes disequilibrium in the developing
countries‘ BOP.
Globalization
Due to globalization, there has been more liberal and open atmosphere for international
movement of goods, services and capital. Competition has been increased as a result of
globalization of international economic relations. The emerging new global economic
order has brought in certain problems for some countries which have resulted in the
BOP disequilibrium.
Implication in Disequilibrium in Balance of Payment
BOP disequilibrium is viewed as undesirable for a country. However, the inference of
disequilibrium depends on time, location and situation .
With respect to location, it could be said that a surplus in the merged current and capital
accounts should be viewed desirable for a country. Whereas, a deficit in the merged
current and capital account should be considered as undesirable for the country.
Odisha State Open University, Sambalpur
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With respect to time, a temporary disequilibrium may not be an important concern,
however, if the disequilibrium is persistent, it is indeed a great concern for the country
and needs corrective policy interventions.
A fundamental disequilibrium (in the form of deficit) is undesirable because
 Under a fixed exchange rates regime, it compels the country to go for
Devaluation, while under flexible exchange rates it causes depreciation
in the External value of the currency.
 It would enlarge the external debt of the country and may lead to
external debt trap.
 It leads to exhaustion in forex reserves and again makes the position of
country extremely endangered.
 It makes the country totally dependent on the loans supplied by
international organizations and foreign governments and raises serious
doubt about the maintenance of its external sovereignty.
It is viewed that disequilibrium in the form of surpluses is very scarcewhile
disequilibrium in the form of deficits is a regular phenomenon. Hence, in practice, the
term disequilibrium is normally connected with deficits in BOP.

1.9 MEASURES TO CORRECT DISEQUILIBRIUM IN BALANCE
OF PAYMENT
Solution to correct balance of payment disequilibrium lies in earning more forex
through reducing imports or additional exports. Quantitative changes in imports and
exports require policy changes. Such policy measures are in the form of monetary,
fiscal and nonmonetary measures. Some of these methods are explained below:
1.9.1. Monetary Measures
Deflation
Deflation signifies a situation of falling prices. Deflation as a measure can be used to
correct disequilibrium in case there is deficit disequilibrium i.e., when the country‘s
imports exceed its exports.
Odisha State Open University, Sambalpur
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There are two ways to effect deflation in the economy viz. monetary measures such as
bank rate, open market operations etc. and fiscal measures such as increased taxes,
reduced public expenditure etc. Deflation tends to make domestic goods relatively
cheaper to foreign goods, which increases the domestic exports. Simultaneously, the
domestic demand for foreign goods falls due to increased taxes and reduced income; it
results into a decline in domestic imports. This all will tend to favourably affect our
balance of payment position. However, Deflation would achieve its intended effect only
when the exchange rates do not alter in between.
Change in the Exchange Rate: Under Fixed Exchange Rate- Devaluation
Devaluation means bringing down of the value of domestic currency in relation to
foreign currency through a deliberate attempt by the monetary authorities. While
depreciation is affected through the interaction of market forces, devaluation is
enforced through the official and deliberate attempt of the concerned monetary
authority. When India‘s BOP worsened in 1991, IMF suggested devaluation. India
devalued its currency by 18 to 20% in terms of various other currencies. The very next
year, India experienced a decline in its imports and a rise in exports, thus, having the
intended effect. Generally, devaluation as a measure is used in case of serious adverse
balance of payment situation.
Change in the Exchange Rate: Under Flexible Exchange Rate- Depreciation
Exchange depreciation means decline in the rate of exchange of domestic currency in
relation to foreign currency. This hinted that the country is following a flexible
exchange rate policy.Suppose the rate of exchange between Indian rupee and US dollar
is $1 = Rs.40. If India encounters an adverse balance of payments with regard to U.S.A,
the Indian demand for US dollar will hike. The price of dollar in terms of rupee will
jump up. As a result, dollar and rupee will appreciate and depreciate its value
respectively in relation to one another. The new exchange rate may be say $1 = Rs.50.
This signifies 25% exchange depreciation of the Indian currency.
Exchange depreciation will encourage exports and reduce imports because exports will
become cheaper and imports costlier. Hence, a favourable balance of payments would
emerge to pay off the deficit.
Odisha State Open University, Sambalpur

Page 13

Exchange Control
It is an extreme and rare step taken by the monetary authority to enjoy complete control
over the exchange dealings. In this situation, the central monetary authority directs all
the exporters to relinquish their forex to it which leads to concentration of forex
reserves in the hands of the monetary authority. Simultaneously, the central authority
restricts the supply of forex only for essential goods. However, this is only a temporary
remedy and not a permanent solution.
1.9.2 Non-Monetary Measures
A deficit country along with Monetary measures might adopt some non-monetary
measures too which will either restrict imports or promote exports. These measures
have been mentioned below:
Tariffs
―Tariffs are duties (taxes) imposed on imports. When tariffs are imposed, the prices of
imports would increase to the extent of tariff. This will tend to reduce the desire for
imported goods and induce domestic producers to produce more of import substitutes.
The imports of non-essential goods can substantially be reduced through this measure‖.
Quantitative Restrictions / Quotas
Under this system, the government fixes the maximum quantity of a particular
commodity that can be imported in a particular period. This leads to improvement in
the BOP situation by limiting imports tariff or Custom Quotas


Unilateral Quotas



Bilateral Quotas



Mixing Quotas



Import Licensing

Export Promotion
―Under this measure, the government can resort to some export enhancing measures
such as tax incentives to exporters, credit facilities and monetary incentives to
exporters, provision of marketing facilities etc. The government may also help to
Odisha State Open University, Sambalpur
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encourage export through exhibition, trade fairs; conducting marketing research & by
providing the required administrative and diplomatic support to cater to the potential
markets‖.
Import Substitution
―A country may resort to import substitution to reduce the volume of imports and make
it self-reliant. Fiscal and monetary measures can be taken on to motivate industries
producing import substitutes. Industries producing import substitutes require special
attention in the form of various concessions, which comprise tax concession, technical
assistance, subsidies etc. It is generally believed that non-monetary measures are more
effective than the monetary measures‖.

1.10. LET US SUM UP
Balance of Payments (BOP) of a country is a systematic and summarized record of a
country‘s economic transactions with other countries during a particular span of time,
generally a year. It shows a classified statement of (i) all receipts from export of goods
and services and capital received by residents ii) all payments for import of goods and
services and capital transferred to the non-residents or residents of foreign countries.
The BOP of country depicts the changing international financial position of the country
and supports in formulating the country‘s monetary, fiscal and trade policies.

The BOP is broadly divided into categories i.e., Current Account and Capital Account.
The current account records all those transactions that pertain to trade of goods,
services and unilateral transfers. On the other hand, the capital account records all
transactions in the country‘s financial assets and private and official investments. To
state in otherwise, the capital account depicts flow of loans and investments and thus
depicts a change in the country‘s foreign assets and liabilities. In a broader sense, real
or income generating transactions are recorded in current account of BOP, while capital
or financial transactions are recorded into capital account of BOP. In addition to the
above mentioned two types of accounts, BOP of a country also records some other
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transactions like Transactions with IMF, SDR allocations, Errors & Omissions and
Official settlements / Reserve account.

Albeit the credit and debit sides are written balanced in the BOP, it may not always
remain balanced. Very often, either the debit side exceeds the credit side (referred to as
deficit) or the credit side exceeds the debit side (referred to as surplus) which engenders
an imbalance in the BOP account which is referred to as disequilibrium. Disequilibrium
in BOP can be categorized as Temporary disequilibrium, Fundamental disequilibrium,
cyclical disequilibrium and Structural disequilibrium.There are many reasons due to
which disequilibrium in BOP is engendered such as population growth, development
progress, demonstration effects, cyclical effects and inflation etc. which can be
corrected through monetary measures such as deflation and devaluation and nonmonetary measures such as tariffs and quotas.

1.11 MODEL QUESTIONS
1. What is Balance of Payments? Explain the difference between Balance of trade
and Balance of Payment.
2. Explain the Causes of Disequilibrium in Balance of Payments.
3. Explain the Monetary Measures to Correct Disequilibrium in Balance of
Payment.
4. What are the Non-Monetary Measures to correct Disequilibrium in BOP?
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1.12 KEY WORDS
Balance of Trade:

Nation‘s import and export of commodities.

Balance of Payment:

A statistical statement that systematically summarizes for a
specific time period, the economic transactions of an economy
with the rest of the world.

Deficit in BOP:

When the autonomous receipts (credits) are less than
autonomous payments (debits).

Surplus in BOP:

When the autonomous receipts (credits) are greater than
autonomous payments (debits).

Demonstration Effect:

People in developing countries try to adapt to the consumption
pattern of the people in developed nations, due to which their
imports tend to increase.
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UNIT-2: DIS-EQUILIBRIUM IN BALANCE OF PAYMENT
Structure:
2.0 Learning Objective
2.1 Introduction
2.1.1 Disequilibrium in Action
2.1.2 Reasons for Dis-Equilibrium
2.1.3 How Is Disequilibrium Resolved?
2.2 Balance of Payment
2.2.1 Balance of Payment- Meaning and Definition
2.2.2 Balance of Payment: Accounting Principles
2.2.3 Disequilibrium in Balance of Payment
2.2.4 Cause of Disequilibrium in Balance of Payment
2.3 Let us Sum up
2.4 Model Questions
2.5 Key words
2.6 References
2.7 Textbooks
2.8 Reference Books

2.0 LEARNING OBJECTIVE
After going through this unit, learners will be able to

2.1



Understand the meaning and definition of Balance of Payment.



Understand the concept of Disequilibrium in Balance of Payment.



Understand the causes of Disequilibrium in Balance of Payment.

INTRODUCTION
Disequilibrium is a situation where because of the internal and/or external

forces the market to fall out of balance. This can either be short-term due to a change
in variable factors) or it culd also be due to some long-term structural imbalances.In
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other words,Disequilibrium occures when external or internal forces results in a
disruption in a market's demand-supply equilibrium (supply and demand mis-match).
Factors such as government intervention, labour market inefficiencies and
unilateral action by a supplier or distributor cancausedisequilibrium in the market,
which is generally resolved when market enters into a new state of equilibrium.
At times, when the price of a commodity or service changes. the proportion of
goods supplied to the proportion demanded becomes imbalanced, leading to a
disequilibrium in the market for the product and services. This theory was originally
put forth by John Maynard Keynes.Keynes noted that there are severlvariable factors
that affect financial markets today that true equilibrium is more of an idea or an ideal
state of affaires.
A market in equilibrium is said to be operating efficiently as its quantity
supplied equals its quantity demanded. This is where the market would be in
equilibrium and the price is market- clearing,having neither excess nor deficit for a
good or service. Equilibrium is thus the state in which market supply and demand
balance each other to arrive at an equilibrium price..
Generally, prices go down due to over- supply of goods or services causes,
which results in higher demand.
Similarly, an under- supply or shortage causes prices to go up resulting in low
demand. The balancing effect of supply and demand results in a state of equilibrium.
Disequilibrium occurs when this adjustment of supply, demand, and/or prices fail to
work as in line with the theory.
2.1.1 Disequilibrium in Action
Below is a hypothetical growth depicting supply and demand in the market for wheat.
Pe is the single price in the graph below that incentivizes both suppliers and consumers
to engage in an exchange as Pe, depicts a balance in the supply and demand for wheat.
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Figure 2.1 : Supply and demand for wheat
It may be noted in figure 2.1 that when the price of wheat increases to P2,
suppliers will be willing to provide more wheat from their storage barns to sell in the
market.Being attracted by the higher profitsmargines. At the same time, consumers
may reduce the purchase of the quantity of wheat as the price is now higher than
before in the market. Thisimbalance has created a situation in the market where
quantity supplied has excided the quantity demanded, causing a disequilibrium in the
market for wheat.

The surplus in the figure 2.1 is represented by the difference between Q 2 and
Q1, where Q2 is the quantity supplied and Q1 is the quantity demanded. Given the
excess commodity supplied, suppliers will want to quickly sell the wheat before it gets
reeking, and will proceed to reduce the sales price. Economic theory suggests that in a
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free market, the market price free for wheat will eventually fall to P e if the market is
left to function without any interference.
At wheat = P1(price lower than equilibrium price) consumers are ready to
purchase more wheat (Q2). At the same time the supplyer will alsosupply a lesser
amount of wheat (Q1) to sell as the priceP1 may be too low to cover their marginal
costs of production. Leading to a shortage of wheat as the quantity demanded exceeds
the quantity supplied for the commodity.
Since resources are not allocated efficiently, the market is said to be in
disequilibrium. In a free market, it is expected that the price would increase to the
equilibrium price as the scarcity of the good forces the price to go up.
2.1.2 Reasons for Dis-Equilibrium


When a supplier sets a fixed price for a good or service for a certain time
period. ( sticky prices), Under this situation there will be a shortage if the
quantity demanded increases in the market for the good or service.



Government intervention. If the government sets a floor or ceiling for a good
or service, the market may become inefficient if the quantity supplied is
disproportionate to the quantity demanded. For example, if the government sets
a price ceiling on rent, landlords may be reluctant to rent out their extra
property to tenants, and there will be excess demand for housing due to the
shortage of rental property.



Disequilibrium for e.gcan occur in thelabour market when the government sets
a minimum wage, when thestipulated floor price is higher than the labor
market equilibrium price, there will be an excess supply of labor in the
economy.
When the current account of a country is at a deficit or surplus, its balance of
payment (BOP) is said to be in disequilibrium. A country’s balance of
payments is a record of all transactions conducted with other countries
during a given time period. Its imports and exports of goods are maintained
under the Current Account section of the BOP. A significant deficit on the
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current account where imports are more than exports would result in
disequilibrium.
The US, UK, and Canada have large current account deficits. Likewise, when
exports are greater than imports, creating a current account surplus, there is
disequilibrium. China, Germany, and Japan have large current account
surpluses.
Balance of payments disequilibrium can occur when there is an imbalance
between domestic savings and domestic investments. A deficit in the current
account balance will result if domestic investments are higher than domestic
savings since the excess investments will be financed with capital from foreign
sources. In addition, when the trade agreement between two countries affects
the level of import or export activities, balance of payments disequilibrium will
surface.
Furthermore, changes in an exchange rate when a country‘s currency is
revalued or devalued can cause disequilibrium. Other factors that could lead to
disequilibrium include inflation or deflation changes in the foreign exchange
reserves, population growth, and political stability.
2.1.3 How Is Disequilibrium Resolved?
Disequilibrium is a result of a mismatch between the market forces of supply
and demand which is generally resolved through market forces or government
intervention.
For instance, the excess labor supply situation can be corrected through a
process of investment in training workers to make them fit for new jobs. Innovations
in manufacturing , supply chain, or technology can also correct imbalances between
supply and demand.

2.2

BALANCE OF PAYMENT

Balance of Payment (BoP) is one of the most important concepts when it comes to
foreign and international trade in India. Balance of Payment refers to all recordings of
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the economic transition of one country with the rest of the world. In the following
banking awareness, study notes, we shall explore BoP concerning its meaning, features,
structure, and more. The BoP is a statement carrying all the transactions between
entities in one country and other countries over a specified period. It is also known as
Balance of International Payments. It summarizes a country‘s individual, corporate
firms, and government entities complete with the bodies of other countries. The BoP
transition comprises goods, services, and capital along with transfer payments like
remittances and foreign aid. ―The main purpose of the balance of payments is to inform
the government of the international position of the nation and to help it in its
formulation of monetary, fiscal, and trade policies. Governments also regularly consult
the balance of payments of important trade partners in making policy decisions.The
information contained in a nation‘s balance of payments is also indispensable to banks,
firms, and individuals directly or indirectly involved in international trade and finance.
The definition of the balance of payments just given requires some clarification. First of
all, the literally millions of transactions of the residents of a nation with the rest of the
world cannot appear individually in the balance of payments. As a summary statement,
the balance of payments aggregates all merchandise trade into a few major categories.
Similarly, only the net balance of each type of international capital flow is included.
Furthermore, the balance of payments includes some transactions in which the residents
of foreign nations are not directly involved— for example, when a nation‘s central bank
sells a portion of its foreign currency holdings to the nation‘s commercial banks.
The exchange of a good, service, or asset (for which payment is usually required)
between the residents of one nation and the residents of other nationsis regarded as
international transaction. This also includes unilateral transfers like gifts (for which no
payment is required).
The question that [ who is a resident of a nation?] needs to be clear at first.
Diplomats, military personnel, tourists, and workers who temporarily migrate are
residents of the nation in which they hold citizenship.
Similarly, a corporation treated as an artificial person is the resident of the nation in
which it is incorporated. BOP is the flow of goods, services, gifts, and assets between
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the residents of a nation and the residents of other nations during a particular period,
usually a calendar year.
2.2.1 Balance of Payment – Meaning & Definition
According to Kindleberger, ―The Balance of Payments of a country is a systematic
record of the economic transitions between its resident and residents of foreign
countries. As part of the foreign trade and international trade norms, each country
enters into economic contracts with the other countries in the world‖. As a result of
such agreements and transitions, the particular country receives payment from the other
countries. Balance of Payments is a statement of accounts of these receipts and
payments.
Generally, a country deals with the other countries in the following items
a) Visible items (import and export of visible goods)
b) Invisible items (import and export of services)
c) Capital Transfer (Capital receipts and Payment like investment in India by
foreign parties)
2.2.2 Balance of Payments-Accounting Principles
In this session, we shall attempt to understand the distinction between debits and credits
and the meaning of double-entry bookkeeping.
Credits and Debits
Under International trade transactions are classified as credits (involving the receipt of
payments from foreigners and entered with a positive sign) or debits (involving the
making of payments to foreigners and entered with a negative sign). The export of
goods and services, unilateral transfers (gifts) received from foreigners, and capital
inflows are entered as credits (+) as they involve the receipt of payments from
foreigners. On the other hand, the import of goods and services, unilateral transfers or
gifts made to foreigners, and capital outflows involve payments to foreigners and
therefore, entered as debits (–)
Financial inflows (outflows ) result in
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(a) an increase (reduction) in foreign assets in the nation
(b) or a reduction (increase) in the nation‘s assets abroad.
Double- Entry Book keeping
Under the framework of Double-entry bookkeeping all international transactions are
recorded twice, once as a credit and once in the debit of an equal amount in BOP.
Any transaction that increases the external purchasing power (sourses of foreign
exchange) of a country is treated as a credit entry. These transactions include:


Exports of goods and services



Borrowing from abroad (as it increases capital inflow)



Any decrease in Foreign exchange reserve or gold reserve of a country‘s
monitary authority.

Any transaction that reduces the external purchasing power of a country is treated as a
debit entry. These transactions include:


Invisible and merchandise imports.



Lending abrod resulting in a capital out flow.



Any increase in Foreign exchange reserve or gold reserve of a country‘s
monitary authority.

2.2.3 Structure of Balance of Payment (BoP)
The component of BoP is categorized as:
Capital Account
Current Account
Overall Balance of Payment
Capital Account


It involves the capital transactions, which create either assets

or

liabilities.Foreign Direct Investment, Foreign Portfolio Investment, External
borrowing, and Reserve accounts with the Central Bank are part of capital
account transactions.
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Current Account


It includes the current, short-term, and ongoing transitions (for e.g. trading in
goods and services, current unilateral transfers and investment incomes etc.). It
reflects the nation‘s net income

The Overall BoP is the total of the country‘s balance of payment on capital and current
account. In Balance of Payment (BoP) the sum of Current Account & Capital Account
will be zero in the absence of any errors and omission.
2.2.4 Disequilibrium in Balance of Payment
Several reasons such as differences in the value of exports and imports cause
disequilibrium in the balance of payment. The disequilibrium may be either minus,
deficit, unfavourable side or plus, surplus, or favourable side. Let us know the
favourable and unfavourable balance of payment concept.
Favourable Balance of Payment
When the receipts are more than the payments, then there is a favourable balance of
payment. Such a situation increases foreign exchange reserve. The export of goods and
services and capital receipts is more than that of the imports. It is also known as surplus
BoP.
Bf=R-P >0
Bf= Favourable BoP
R-P>0 = Receipts are greater than Payments or their difference is
positive
Unfavourable Balance of Payment
This is an unfavourable BoP when the payments are more than the receipts. Such a
situation reduces foreign exchange reserves. As well, the export of goods, capital
receipts, and services are less than imports. It is also termed a deficient balance of
payment.
Bu=R-P <0
Bu=Unfavourable BoP
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R-P<0=Receipts are less than Payments or their difference is negative.
Equilibrium in Balance of Payment
When the capital receipts and exports (both visible and invisible items) of a country are
equal to its capital imports and payments (visible and invisible) then it is called
equilibrium in the Balance of Payments.
B=R-P=0
B=Balanced BoP
R=Receipts
P=Payments
2.2.5 Causes of Dis equilibrium in Balance of Payment
However, the following are the important cause of producing a disequilibrium in the
Balance of Payments (BOP) of a country.
a)

Unfavourable Balance of Trade

Import exceeding export – huge development and investment programs in the
developing economies are the root causes of disequilibrium in the balance of payment.
Their propensity to import goes on increasing for want of capital for rapid
industrialization, while exports may not be boosted up to that extent as these are the
primary producing countries. Moreover, their export quantum of primary commodities
may decline as newly created domestic Industries may require them. Thus, there will be
structural changes in the Balance of payments and structural disequilibrium will result.
b)

Cyclical Fluctuations, their Phases, and amplitude

Cyclical fluctuations induced by the operations of the trade cycle produce cyclical
disequilibrium in a country‘s BOP. For instance, a recession in foreign countries may
easily cause a fall in exports and exchange earnings of home country exporting to
country facing recession and there by resulting in BOP disequilibrium in home country.
c)

The burden of Payment of Foreign Debt
o Heavy borrowing for a country my result in an adverse balance
o Leavy lending country will tend to have a favorable BoP
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o A deficit balance may be observed when the loan is rapid.
d)

Speedy Economic Development

When there is rapid economic development, the resultant increase in income and the
marginal propensity to import coupled with a rise in comparative price level certainly
encourages imports and discourages exports resulting in a deficit in Balance of
Payments.
e)

Inflationary Spiral at Home

Price inflation within the country may result in disequilibrium in the Balance of
payments. Under these circumstances the rise in prices of export items causes a decline
in the volume of exports. At the same time, such inflation within the country may also
increase the volume of imports. Both these factors adversely affects the BoP.
f)

Capital Movements

The capital movement (massive inflow) or (large outflow) also causes disequilibrium in
the Balance of Payment.
g)

Natural Factor
Further there are certain natural factorsNatural calamities, ,failures of rains& floods
may also cause disequilibrium in the Balance of Payments by adversely affecting
agricultural and industrial production in the country. Such adverse impact in
production often leads to a decline (increase) in Exports (imports) causing a
discrepancy in the country‘s Balance of payments.

h)

Demonstration Effects
The demonstration effect is another most important factor causing the deficit in the
Balance of payments of the country, especially in an underdeveloped nation. When
people of the underdeveloped Nations come into effect with the people of advanced
countries due to economic and other social and political relations there will desire to
have western-style goods and patterns of consumption. So that their propensity to
import rises whereas their export quantum may remain the same or may even
decline with the increase in income thus causing an adverse BOP for the country.
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i)

High Population Growth

Presecnce of a large population and its high rate of growth specially in poor countries
may adversely affects the BOP position of a nation as such nations would oten have an
increased imports requirements and lesser capacity to export goods and services.
j)

Political Factors

The political factors like the existence of political instability may, cause a decline in
exports and an increase in imports. and there by can produced a serious disequilibrium
in its away.

2.3

LET US SUM UP

The balance of payments is a summary statement of all the transactions of the residents
of a nation with the rest of the world during a particular period, usually a year.
Its informs international position of the nation in terms of its trade balance.
International transactions are classified as credits or debits. Credit transactions under
international trade involves the receipt of payments from foreigners where as Debit
transactions involves payments to foreigners. Credit transactions includes (a) export of
goods and services (b) unilateral transfers from foreigners, and (c) capital and financial
inflows are credits entered with a positive sign in BoP account. The import of goods
and services, unilateral transfers to foreigners, and capital and financial outflows are
entered with a negative sign as debit items. In a nation‘s balance of payments, each
transaction is recorded twice following a double-entry bookkeeping framework― once
as a credit and once as a debit entry ensuring total credits = total debits (including the
statistical discrepancy) for the balance of payments statement as a whole.
All transactions in the current, capital, and financial accounts other than official
reserve assets (including financial derivatives) are called autonomous transactions. If
total debits on these autonomous items exceed total credits, the nation has a deficit in
its balance of payments equal to the net debit balance. The deficit is then settled by an
equal net credit balance on the accommodating, official asset, or reserve transactions.
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The opposite is the case for a balance of payments surplus. This measure of the balance
of payments is called the official settlements balance.
Further the measure causes of disequilibrium in the Balance of Payment are
also highlighted in this unit.

2.4

MODEL QUESTIONS

1.

What is meant by the balance of payments?

2.

What are credit transactions and debit transactions? Which are the broad
categories of international transactions classified as credits and debits?

3

What is double-entry bookkeeping? Why does double-entry bookkeeping
usually involve an entry called statistical discrepancy? How does such a
statistical discrepancy arise?

4.

What are the causes of Disequilibrium in the Balance of Payment?

2.5

KEY WORDS

Disequilibrium:

A situation where internal and/or external forces
prevent market equilibrium from being reached or cause
the market to fall out of balance.

Double

Entry

Book An international transaction is recorded twice, once as a

Keeping

credit and once in the debit of an equal amount.

Current Account

Deals with the current, short-term, and ongoing
transitions such as trading in goods and services, current
unilateral transfers and investment incomes, etc.

Capital Account

Involves the capital transactions, that is, those which
create assets and/ or liabilities.
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UNIT-3: MEASURES TO CORRECT DEFICIT IN BOP
Structure:
3.0 Learning Objective
3.1 Introduction
3.2 Cause of Deficit in Balance of Payment
3.3 Various Measures to Correct Deficit in the Balance of Payment
3.4 Let us Sum up
3.5 Model Questions
3.6 Key words
3.7 References
3.8 Text Books
3.9 References Books

3.0 LEARNING OBJECTIVES
After studying this module, you shall be able to


Learn the concept of Balance of Payment –Deficit and Surplus Situation



Cause of Deficit in Balance of Payment



Various Measures to Correct Deficit in the Balance of Payment

3.1 INTRODUCTION
Balance of Payment discloses whether the nation manufactures enough economic
output to pay for its growth and meet the requirements for its import. Just like an
individual who expends more than their earnings must finance the difference amount by
selling assets or by borrowing in the similar way a nation having shortfall in its current
account (expending more than it receives from sales to the rest of the world) must
finance it by selling assets or by borrowing abroad. Hence, any current account shortfall
or deficit must be financed by a capital account surplus, i.e. by a net capital inflow:
Current Account+ Capital Account=0
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A balance of Payment deficit is a situation when autonomous receipts are less than
autonomous payments.
[Current A/c + Capital A/c Receipts] < [Current A/c + Capital A/c Payments]
A balance of Payment surplus is a situation when autonomous receipts are more than
autonomous payments.
[Current A/c + Capital A/c Receipts] > [Current A/c + Capital A/c Payments]

3.2

CAUSE OF DEFICIT IN BALANCE OF PAYMENT OR

UNFAVORABLE BALANCE OF PAYMENT
The urge for Faster Economic Development specially by the developing countries
requires import of machines, technology, and other equipment which leads to a high
level of outflows of foreign exchange resulting in a deficit in the BOP account.
Continuous and persistent rise in the general price level of a country (inflation in
home country) makes foreign goods relatively cheaper and thereby increases the
demand for imports causing a deficit in the Balance of Payment.
Political Instability and disturbances creat uncertainty which inturn leads to a large
capital outflows and lesser inflows of foreign funds creating an adverse position in the
Balance of Payment. Frequent changes in government, unstable tax structure, etc. result
in loss of trust of foreign investors and discourage inflows of capital. Under such
sinario domestic investors also prefer to invest outside the economy- pushing Balance
of Payment into an adverse position
Changes in taste, preferences, fashion, style in favour of foreign goods equires more
imports due to the higher demand for imported goods and leads to a deficit in the
balance of payment.
Demonstration effect and the urge for adopting the foreign pattern of consumption.
ieads to a rise in imports leading to a deficit in the Balance of Payment.
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Population explosion in underdeveloped nations, also generally, results in large-scale
imports and thereby causes a deficit in the Balance of Payment.

3.3 VARIOUS MEASURES TO CORRECT DEFICIT IN THE
BALANCE OF PAYMENT
Monetary Policy (Deflation)
By adopting a deflationary monetary policy (i.e. by raising the bank rate and restricting
credit). It is possible to make export attractive and imports relatively costlier. The
policy of money contraction or deflection keeps exchange rates unaffected and tries to
correct the deficit in the Balance of payments through domestic changes. However,
while farming such policy the side effects of deflation must be kept in mind, being
inexpedient, its side effects (unemployment and poverty) has to be kept in mind.
Exchange Depreciation
A decline in the rate of exchange of one country‘s currency in terms of another is
known as Depreciation.Under flexible exchange rates, the disequilibrium in the balance
of payments is automatically solved by the forces of demand and supply for foreign
exchange. Depreciation encourages exports and discourages imports and thereny helps
in solving BoP problems..
Devaluation
Devaluation (reduction in the official rate at which one currency is exchanged for
another) can also be used as an effective tool to make exports attractive. .Devaluation
makes the goods cheaper for foreigners. The export will rise and import declines.The
success of Devaluation, however, depends on certain following factors.


The demand elasticity for the export >1.



The supply elasticity for the import > 1.



No retaliated action from other nations

The following are the major drawbacks of devaluation


Danger of leading the economy to inflationary tendencies.
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Perceived as an acknowledgment of a country‘s economic weakness.



puffs up the burden of Debt servicing.



Expected results are not immidiate.

Exchange Control
Exchange Control can be adopted by Restricting the use of foreign exchange by the
central bank. It may require all the exporters to surrender their foreign exchange
earnings to Central Bank. Under exchange control, the central bank releases foreign
exchanges only for essential imports.This is the most direct method of curbing imports.
However, exchange control offers no permanent solution to the problem of persistent
disequilibrium in BOP. It can at best be justified only as a temporary measure,
Fiscal Policy-Import Duties
Under this policy, import traffic tariff duties are imposed to make the import dearer in
order to check and reduce imports.and thereby making Balance of payments favorable.
Import Policy (Import Quotas)
Under this mechanism, the government fixes a maximum quantity or value of a
commodity to be imported. This in turn reduces the deficit and thereby the Balance of
payments, the position is improved.
Stimulating / Improvising Export
To correct disequilibrium in the Balance of payments, exports must be increased; the
government may adopt export promotion programs for this purpose which include
subsidies, tax concessions to exporters, marketing facilities incentives for exporters,
reducing export duties, etc.
Foreign Loans
The government can also secure loans from foreign banks or foreign governments to re
duce the deficit in the balance of payments. This helps the government to remove the
deficit in the Balance of payments as the repayment of these loans is spread over a long
period.. During this period, the government shuld take majors to improve its foreign
exchange position.
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Encouragement to Foreign Investment
The government induces the foreigners to invest in the country offering them all sorts
of investor incentives and concessions. This provides the government with extra foreign
exchanges which are utilized to reduce the deficit in the Balance of Payments.
Incentives to Foreign Tourists
The government promote turism industry and thereby encourages foreign tourists to
visit the country. This increase the foreign exchange earnings of the country which
helps in reducing deficit in the Balance of Payment can be reduced.
Automatic Measures
If the country‘s BOP was unfavorable, the demand for foreign exchange exceeded its
supply, and consequently, the exchange value of its currency went down. The fall in its
exchange value encouraged exports while it discouraged imports. The equilibrium in
BOP was automatically restored after the lapse of some time. The opposite process
worked when the Balance of payments of the nation turned favorable. The automatic
measures , however may not produce the desired results in a short period and may not
be effective in dealing with a serious and fundamental disequilibrium in the BOP.
Miscellaneous Measures
These include developing import-substituting industries, postponing debt payments,
checking on inflation, checking on smuggling, etc. All of these may help in correcting
Disequilibrium in the Balance of Payment.
Devaluation or Expenditure –Switching Policy
Devaluation as an expenditure switching policy causes expenditures to be switched
from foreign to domestic goods as the country‘s exports rise and the country produces
more to meet the domestic and foreign demand for goods with a reduction in imports.
Consequently, the balance of payments deficit is addressed.
Expenditure Reducing Policies:
A deficit in the Balance of Payment implies an excess of expenditure over income. To
correct it, expenditure and income should be brought into equality. For expenditure
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reduction, both monetary and fiscal policies are used. A contractionary or tight
monetary policy relates to increasing the interest rate to reduce the money supply and a
contractionary fiscal policy relates to a reduction in government expenditure and or
increase in taxes. Thus expenditure-reducing policies reduce aggregate demand through
higher taxes and interest rates, thereby reducing expenditure and output.

3.4

LET US SUM UP

Thus, in this unit, causes of deficit in Balance of Payment, Economic factors
contributing to BoP problem and the measures to correct the deficit in Balance of
Payments such as Monetary Policy (Deflation), Exchange Depreciation, Devaluation,
Exchange Control, Fiscal Policy-Import Duties, Import Quotas, Export-promotion,
Foreign Loans, Encouragement to Foreign Investment, Automatic Measures,
Miscellaneous Measures, Devaluation or Expenditure –Switching Policy, Expenditure
Reducing Policies have been discussed.

3.5

MODEL QUESTIONS
1. What are the causes of the deficit in the Balance of Payment?
2. What are the various methods to correct the deficit in the Balance of
Payment?

3.6

KEYWORDS

Expenditure Sswitching

Macro economic policies that alters the compositions of
a notion‘s expenditure on foreign and domestic goods.

Exchange Control

Govt. imposed restrictions on sale and purchase of
foreign currencies.

Deficit:

When payments exceeds receipts

Monetary Policy

Policy relating to money supply

Fiscal Policy

Policy pertaining to tax expenditure and subsidy

Odisha State Open University, Sambalpur

Page 37

3.7 REFERENCE
Salvatore Dominick, International Economics-11th Edition
M.L Jhingan, International Economics-6th Edition
Anupama, K., & Koshy, J. (2019). Balance of Payment Disequilibrium. International
Journal of Management & Development Studies, 3(10), 27-35

3.8 TEXT BOOKS
Mannur H. G ( Recent Edition) International Economics, Vikash Publishing

3.9

REFERENCES BOOKS

Salvatore Dominick, International Economics, WileIndia.
Sodersten Bo and Reed J, International Economics, McMillan Publisher

Odisha State Open University, Sambalpur

Page 38

UNIT-4: ELASTICITY APPROACH TO DEVALUATION
Structure:
4.0 Learning Objective
4.1 Introduction: The Elasticity Approach
4.2 Marshall Learner Condition
4.3 The Absorption Approach
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4.5 Let us Sum up
4.6 Model Questions
4.7 Keywords
4.8 Answers to Model Questions
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4.10 Textbooks
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4.0

LEARNING OBJECTIVES

After going through this module, you, as a student of Economics will be able to

4.1



Understand the meaning of the term Elasticity to Approach



Understand the Marshall Learner Condition to Devaluation



Understand the Absorption Approach to Devaluation



Understand the Monetary Approach to Devaluation

INTRODUCTION: THE ELASTICITY APPROACH

The elasticity approach to the balance of payments demonstrates how the change in
the value of the currency affects a country's balance of payments. This approach
assumes that if the BOP is in equilibrium, When a country devalues a currency, it
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improves the balance of payments under ideal conditions known as the MarshallLerner condition explained in section 4.2.

4.2 MARSHALL-LERNER CONDITION
Marshall-Lerner condition studies the conditions under which exchange rate changes
restore equilibrium in BOP by devaluing a country‘s currency. This approach is related
to the price effect of devaluation.
Assumptions:
This analysis is based on the following assumptions:
1. Perfectly elastic supplies of exports.
2. Product prices are fixed (in terms of domestic currency).
3. Income levels are fixed in the country devaluing its currency.
4. There is a large supply of imports.
5. The country‘s current account balance equals its trade balance.
The Theory:
Under the above assumptions, devalueaion of a country‘s currency, leads to a rise in the
domestic prices of its imports and reduction in the foreign prices of its exports Thus,
devaluation helps to improve the BOP deficit of a country.
But the extent to which it will succeed depends on the country‘s price elasticities of
domestic demand for imports and foreign demand for exports. This is what the
Marshall-Lerner condition states:
When the sum of price elasticities of demand for exports and imports in absolute terms
is greater than unity, devaluation will improve the country‘s balance of payments.
Symbolically:
ex + em> 1, where
ex = demand elasticity of exports and
em = demand elasticity for imports.
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On the contrary, if the sum of price elasticities of demand for exports and imports, in
absolute terms, are less unity, ex + em< 1, devaluation will worsen (increase the deficit)
the BOP.
If the sum of these elasticities in absolute terms is equal to unity, ex + em = 1,
devaluation has no effect on the BOP situation which will remain unchanged.
Devaluation reduces the domestic prices of exports in terms of the foreign currency.
With low prices, exports increase. The extent to which they increase depends on the
demand elasticity for exports. It also depends on the nature of goods exported and the
market conditions. If the country is the sole supplier and exports raw materials or
perishable goods, the demand elasticity for its exports will be low. If it exports
machinery, tools, and industrial products in competition with other countries, the
elasticity of demand for its products will be high, and devaluation will be successful in
correcting a deficit.
Devaluation has also the effect of increasing the domestic price of imports which will
reduce the import of goods. How much the volume of imports will decline depends on
the demand elasticity of imports. The demand elasticity of imports, in turn, depends on
the nature of goods imported by the devaluing country. If it imports consumer goods,
raw materials, and inputs for industries, its elasticity of demand for imports will be low.
It is only when the import elasticity of demand for products is high that devaluation will
help in correcting a deficit in the balance of payments. Thus, it is only when the sum of
the elasticity of demand for exports and the elasticity of demand for imports is greater
than one that devaluation will improve the balance of payments of a country devaluing
its currency.
The J-Curve Effect:
Empirical evidence shows that the Marshall- Lerner condition is satisfied in the
majority of advanced countries. But there is a consensus among economists that both
demand-supply elasticities will be greater in the long run than in the short run. The
effects of devaluation on domestic prices and demand for exports and imports will take
time for consumers and producers to adjust themselves to the new situation.
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The short-run price elasticities of demand for exports and imports are lower and they do
not satisfy the Marshall-Lerner condition. Therefore, to begin with, devaluation makes
the BOP worse in the shortrun and then improves it in the longrun. This traces a Jshaped curve over time. This is known as the J-curve effect of devaluation. This is
illustrated in Fig. 4.1 where time is taken on the horizontal axis and deficit- O surplus
on the vertical axis. Suppose devaluation takes place at time T.
In the beginning, the curve / has a big loop which shows an increase in BOP deficit
beyond D. It is only after time T1 that it starts sloping upwards and the deficit begins to
reduce. At time T2 there is equilibrium in BOP and then the surplus arises from T2 to J.
If the Marshall-Lerner condition is not satisfied, in the long run, the J-curve will flatten
out to F from T2.

Fig-4.1: J curve Effects
However, in case the country is on a flexible exchange rate, BOP will get worse when
there is a devaluation of its currency. Due to devaluation, there is an excess supply of
currency in the foreign exchange market which may go on depreciating the currency.
Thus, the foreign exchange market becomes unstable and the exchange rate may
overshoot its long-run value.
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Criticisms:
The elasticity approach based on the Marshall-Lerner condition has the following
defects:
1. Misleading:

The elasticity approach which applies the Marshallian concept of elasticity to
solve the BOP deficit is misleading as


it has relevance only to incremental change along a demand or supply curve
and to problems dealing with shifts in these curves.



it assumes constant purchasing power of money

2. The use of Partial Elasticities make this approach unrealistic
The elasticity approach has been criticized on the ground that it uses partial
elasticities which exclude all factors except relative prices and quantities of exports
and imports. This applies only to single-commodity trade rather than to a multicommodity trade.
3. Supplies not Perfectly Elastic:

The Marshall-Lerner condition assumes perfectly elastic supplies of exports and
imports which is unrealistic. This is because the country may not be in a position to
increase the supply of its exports as and when they become cheap as a result of the
devaluation of its currency.

4. Partial Equilibrium Analysis:

The elasticity approach assumes domestic price and income levels to be stable
within the devaluing country and there are no restrictions on using additional
resources in production for exports. These assumptions corresponds to partial
equilibrium analysis. It, therefore, ignores the feedback effects and thereby fails to
capture the effects of devaluation that spread to the entire economy.
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5. Inflationary:
Devaluation , even if it succeeds in improving the balance of payments situation,
increases domestic incomes in export and import-competing industries. Income
thus increased will affect the BOP directly by increasing the demand for imports,
and indirectly by increasing the overall demand leading to inflation within the
country.
6. Ignores Income Distribution:
The elasticity approach ignores the effects of devaluation on income distribution.
Devaluation leads to the reallocation of resources. It takes away resources from the
sector producing nontraded goods to the export and import-competing industries.
This will tend to increase the incomes of the factors of production employed in the
latter sector and reduce that of the former sector.
7. Applicable in the Long Run:
As discussed above in the J-curve effect of devaluation, the Marshall-Lerner
condition is applicable in the longrun and not in the short. This is because it takes
time for consumers and producers to adjust themselves when there is a devaluation
of the domestic currency.
8. Ignores Capital Flows:
This approach applies to BOP on the current account or balance of trade. But BOP
deficit of a country is mainly the result of the outflow of capital. It thus ignores
BOP on the capital account. Devaluation as a remedy is meant to cut imports and
the outflow of capital and increase exports and the inflow of capital.

4.3 THE ABSORPTION APPROACH
The absorption approach to the balance of payments adopts general equilibrium in
nature and is based on the Keynesian national income relationships. Therefore, it
is, also known as the Keynesian approach. It is based on the income effect of
devaluation as against the price effect (as used in elasticity approach). According to
this theory, if a country has a deficit in its balance of payments, it means that
people are ‗absorbing‘ more than what they produce. Similarly, if they have a
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surplus in the balance of payments, they are absorbing less. Expenditure on
consumption and investment is less than national income. Here the BOP is defined
as the difference between national income and domestic expenditure.This approach
was developed by Sydney Alexander.

The analysis can be explained in the following form
Y=C + Id+G + X-M …….. (1) where,
Y is the National Income,
C is the consumption expenditure,
Id total domestic investment,
G is autonomous government expenditure,
X represents Exports and
M represents Imports.
The sum of (C+ Id +G) is the total absorption designated as A,
and the balance of Payment (X-M) is designated as B.
Thus, equation becomes
Y=A+B
Or
B=Y-A…. (2)
which means that BOP on the current account is the difference between national
income (Y) and total absorption (A).

BOP can be improved by either increasing domestic income or reducing
absorption. For this purpose, Alexander advocates devaluation because it acts both
ways. First, devaluation increases exports and reduces imports, thereby increasing
the national income.

The additional income so generated will further increase income via the multiplier
effect. This will lead to an increase in domestic consumption. Thus, the net effect
of the increase in national income on the balance of payments is the difference
between the total increase in income and the induced increase in absorption, i.e.
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DB = DY-DA … (3)

Total absorption (DA) depends on the marginal propensity to absorb when there is
devaluation. This is expressed as ―a‖.

Devaluation also directly affects absorption through the change in income which
we write as D.
Thus DA = a DY + DD … (4)

Substituting equation (4) in (3), we get
DB = DY-aDY-DD or
DB = (1 – a) DY-DD … (5)

The equation points toward three factors that explain the effects of devaluation on
BOP. They are:
(i) the marginal propensity to absorb (a),
(ii) change in income (DY), and
(iii) change in direct absorption (DD).
It may be noted that since a is the marginal propensity (MP) to absorb, (1 – a) is the
propensity to hoard or save. These factors, in turn, are influenced by the existence
of unemployed or idle resources and fully employed resources in the devaluing
country.

Effects of Devaluation on BOP:

1. Marginal Popensity to Absorb:
To take the MP to absorb, it is less than unity (a< 1), with idle resources in the
country, devaluation will increase exports and reduce imports. Output and
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income will rise and BOP on the current account will improve. If, on the other
hand, a > 1, there will be an adverse effect of devaluation on BOP. It means
that people are absorbing more or spending more on consumption and investing
more. In other words, they are spending more than the country is producing. In
such a situation, devaluation will not increase exports and reduce imports, and
the BOP situation will worsen. Under conditions of full employment if a > 1,
the government will have to follow expenditure reducing policy measures along
with devaluation whereby the resources of the economy are so reallocated as to
increase exports and reduce imports. Ultimately, the BOP situation will
improve.
2. Income Effects:
Let us take the income effects of devaluation. If there are idle resources,
devaluation increases exports and reduces imports of the devaluing country.
With the expansion of export and import-competing industries, income
increases. The additional income so generated in the economy will further
increase income via the multiplier effect. This will lead to improvement in the
BOP situation. If resources are fully employed in the economy, devaluation
cannot correct an adverse BOP because national income cannot rise. Rather,
prices may increase thereby reducing exports and increasing imports, thereby
worsening the BOP situation.

3. Terms of Trade Effect:
The effect of devaluation on national income is also through its effects on the
terms of trade. The conditions under which devaluation worsens the terms of
trade, national income will be adversely affected, and vice versa. Generally,
devaluation worsens the terms of trade because the devaluing country has to
export more goods to import the same quantity as before. Consequently, the
trade balance deteriorates and national income declines. If prices are fixed in
the buyer‘s (other country‘s) currency after devaluation, the terms of trade
improve because exports increase and imports decline. The importing country
pays more for increased exports of the devaluing country than it receives from
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its imports. Thus, the trade balance of the devaluing country improves and its
national income rises.
4. Direct Absorption:
Devaluation affects direct absorption in several ways. If the devaluing country
has idle resources, an expansionary process will start with exports increasing
and imports declining. Consequently, income will rise and so will absorption. If
the increase in absorption is less than the rise in income, BOP will improve.
Generally, the effect of devaluation on direct absorption is not significant in a
country with idle resources. If the economy is fully employed and has also a
BOP deficit, national income cannot be increased by devaluing the currency.
So, an improvement in BOP can be brought about by a reduction in direct
absorption. Domestic absorption can fall automatically as a result of
devaluation due to the real cash balance effect, money illusion, and income
redistribution.
5. Real Cash Balance Effect:
When a country devalues its currency, its domestic prices rise. If the money
supply remains constant, the real value of cash balances held by the people
falls. To replenish their cash balances, people start saving more. This can be
possible only by reducing their expenditure or absorption. This is the real cash
balance effect of devaluation. If people hold assets and when devaluation
reduces their real cash balances, they sell them. This reduces the prices of
assets and increases the interest rate. This, in turn, will reduce investment and
consumption, given the constant money supply. As a result, absorption will be
reduced. This is the asset effect of the real cash balance effect of devaluation.
6. Money Illusion Effect:
The presence of money illusion also tends to reduce direct absorption. When
prices rise due to devaluation, consumers think their real incomes have fallen,
even though their money incomes have risen. They have the money illusion
under whose influence they reduce their consumption expenditure or direct
absorption.
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7. Income Re-distribution Effect:
Direct absorption falls automatically if devaluation redistributes income in
favor of people with a high marginal propensity to save and against those with
a high marginal propensity to consume. If the marginal propensity to consume
of workers is higher than those of profit-earners, absorption will be reduced.
Further, when money incomes of lower-income groups increase with
devaluation, they enter the income tax bracket. When they start paying income
tax, they reduce their consumption as compared with higher income groups that
are already paying the ‗tax. This leads to a reduction in absorption in the case
of the former. Income redistribution also takes place between production
sectors after devaluation. Those sectors whose prices rise more than their costs
of production earn more profits than the other sectors whose costs rise more
than their prices. Thus, the effect of devaluation will be to redistribute income
in favor of the former sectors. Devaluation will also redistribute income in
favor of sectors producing and selling traded goods and against non-traded
goods sectors. Prices of traded goods rise more than that of non-traded goods.
As a result, profits of producers and traders and wages of workers producing
traded goods rise more as compared to those engaged in non-traded goods.

8. Expenditure-Reducing Policies:
Direct absorption is also reduced if the government adopts expenditurereducing monetary-fiscal policies which are deflationary. They will make
devaluation successful in reducing the BOP deficit. But they will create
unemployment in the country.
Criticisms:
The absorption approach to BOP deficit has been criticized on the following grounds:


Neglects Price Effects: This approach neglects the very important price effects
of devaluation.

Odisha State Open University, Sambalpur

Page 49



Calculation Difficult: Analytically, it appears to be superior to the elasticity
approach but propensities to consume, save and invest cannot be accurately
calculated.



Ignores Effects on Other Countries: The absorption approach is weak in that
it relies too much on policies designed to influence domestic absorption. It does
not study the effects of a devaluation on the absorption of other countries.



Not Operative in a Fixed Exchange Rate System: The absorption approach
fails as a corrective measure of BOP deficit under a fixed exchange rate system.
When prices rise with devaluation, people reduce their consumption
expenditure. With the money supply remaining constant, the interest rate rises
which brings a fall in output along with absorption. Thus, devaluation will have
little effect on the BOP deficit.



More Emphasis on Consumption: This approach places more emphasis on the
level of domestic consumption than on relative prices. A mere reduction in the
level of domestic consumption for reducing absorption does not mean that
resources so released will be redirected to improving the BOP deficit.

4.4 THE MONETARY APPROACH
The monetary approach to the balance of payments is an explanation of the overall
balance of payments. It explains changes in the balance of payments in terms of the
demand for and supply of money. According to this approach, ―a balance of payments
deficit is always and everywhere a monetary phenomenon.‖ Therefore, it can only be
corrected by monetary measures.
Assumptions:
This approach is based on the following assumptions:
(i)

The Law of one price‘ holds for identical goods sold in different countries,
after allowing for transport costs.

(ii)

There is perfect substitution in consumption in both the product and
capital markets which ensures one price for each commodity and a single
interest rate across countries.
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(iii)

The level of output of a country is assumed exogenously.

(iv)

All countries are assumed to be fully employed where wage-price
flexibility fixes output at full employment.

(v)

It is assumed that under fixed exchange rates the sterilization of currency
flows is not possible on account of the law of one price globally.

(vi)

The demand for money is a stock demand and is a stable function of
income, prices, wealth, and interest rate.

(vii)

The supply of money is on multiple monetary bases which include
domestic credit and the country‘s foreign exchange reserves.

(viii)

The demand for nominal money balances is a positive function of
nominal income.

Given these assumptions, the monetary approach can be expressed in the form of the
following relationship between the demand for and supply of money:
The demand for money (MD) is a stable function of income (Y), prices (P), and rate of
interest (i) MD=f(Y, P, i) ………(1)
The money supply (Ms) is a multiple of the monetary base (m) which consists of
domestic money (credit) (D) and the country‘s foreign exchange reserves (R). Ignoring
m for simplicity which is a constant,
Ms = D + R................................ (2)
Since in equilibrium the demand for money equals the money supply,
Md = Ms ………………………..(3)
Or Md = D + R [MS = D + R] … (4)
A balance of payments deficit or surplus is represented by changes in the country‘s
foreign exchange reserves.
Thus Î‖ R = DMD -DD … ……..(5)
Or Î‖ R = B … …………………..(6)
Where B represents the balance of payments which is equal to the difference between a
change in the demand for money (DMD) and a change in domestic credit (DD).
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A balance of payments deficit means a negative B which reduces R and the money
supply. On the other hand, a surplus means a positive B which increases R and the
money supply. When B = O, it means BOP equilibrium or no disequilibrium of the
BOP. The automatic adjustment mechanism in the monetary approaches is explained
under both the fixed and flexible exchange rate systems. Under the fixed exchange rate
system, assume that MD = Ms so that BOP (or B) is zero. Now suppose the monetary
authority increases the domestic money supply, with no change in the demand for
money. As a result, Ms > M0, and there is a BOP deficit. People who have larger cash
balances increase their purchases to buy more foreign goods and securities. This tends
to raise their prices and increase imports of goods and foreign assets. This leads to an
increase in expenditure on both current and capital accounts in BOP, thereby creating a
BOP deficit. To maintain a fixed exchange rate, the monetary authority will have to sell
foreign exchange reserves and buy domestic currency. Thus, the outflow of foreign
exchange reserves means a fall in R and domestic money supply. This process will
continue until Ms = MD and there will again be BOP equilibrium. On the other hand, if
Ms < MD at the given exchange rate, there will be a BOP surplus. Consequently,
people acquire domestic currency by selling goods and securities to foreigners. They
will also seek to acquire additional money balances by restricting their expenditure
relative to their income. The monetary authority on its part will buy excess foreign
currency in exchange for domestic currency. There will be an inflow of foreign
exchange reserves and an increase in the domestic money supply. This process will
continue until Ms = MD and BOP equilibrium will again be restored. Thus, a BOP
deficit or surplus is a temporary phenomenon and is self-correcting (or automatic) in
the longrun.
Criticisms:
The monetary approach to the balance of payments has been criticized on several
counts:
1. Demand for Money not Stable:
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Critics do not agree with the assumption of stable demand for money. The
demand for money is stable in the long run but not in the short run when it
shows less stability.
2. Full Employment not Possible:
Similarly, the assumption of full employment is not acceptable because there
exists involuntary unemployment in countries.
3. One Price Law Invalid:
Frankel and Johnson are of the view that the law of one price holds for identical
goods sold is invalid. This is because when factors of production are drawn into
sectors producing non-trading goods, the excess demand for non-traded goods
will spill over into reduced supplies of traded goods. This will lead to higher
imports, and disturb the law of one price for all traded goods.
4. Market Imperfections:
There are also market imperfections that prevent the law of one price from
working properly in many markets for traded goods. There may be price
differentials due to the lack of information about overseas prices and trade
regulations faced by traders.
5. Sterilisation not Possible:
The assumption that the sterilization of currency flows is not possible under
fixed exchange rates, has not been accepted by critics. They argue that ―the
sterilization of currency flows is entirely possible if the private sector is willing
to adjust the composition of its wealth portfolio about the relative importance of
bonds and money balances, or if the public sector is prepared to run a higher
budget deficit whenever it has a balance of payments deficit with which to
contend.‖
6. The link between BOP and Money Supply is Not Valid:
The monetary approach is based upon a direct link between the BOP of a
country and its total money supply. This has been questioned by economists.
The link between the two depends upon the ability of the monetary authority to
neutralize the inflows and outflows of foreign exchange reserves when there is a
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BOP deficit and surplus. This requires some degree of sterilization of external
flows. But this is not possible due to the globalization of financial markets.
7. Neglects Short Run:
The monetary approach is related to the self-correcting long-run equilibrium in
a BOP. This is unrealistic because it fails to describe the short time through
which the economy passes to reach the new equilibrium. As pointed out by Prof.
Krause, the monetary approach‘s ―concentration on the long-run assumes away
all of the problems that make the balance of payments a problem.‖
8. Neglects Other Factors:
This approach neglects all real and structural factors which lead to
disequilibrium in BOP and concentrates only on domestic credit.
9. Neglects Economic Policy:
This approach emphasizes the role of domestic credit in bringing M equilibrium
and neglects economic policy measures. According to Prof. Currie, the balance
of payments equilibrium can also be ―achieved by expenditure-switching
policies working through real flows and government budget.‖ Conclusion:
Despite these criticisms, the monetary approach is realistic in that it takes into
consideration both domestic money and foreign money. Emphasis is not on
relative price changes, but on the extent to which the demand for real money
balances will be satisfied from internal sources, through credit creation, or from
external sources through surplus or deficit in the balance of payments. A
balance of payments deficit or surplus can be corrected through changes in
money supply and their consequent effects on income and expenditure, or more
generally on production and consumption of goods.

4.5 LET US SUM UP
From the above discussion, it is clear about the elasticity approach to the balance of
payments that it demonstrates how the change in the value of the currency affects a country's
balance of payments. The elasticity approach tries to predict the outcome policy changes will
have on the balance of payments. We have also known important concepts like Marshall
Learner‘s Condition, The Absorption Approach, and The Monetary Approach.
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4.6 MODEL QUESTIONS
1.

Explain the Marshall Learner‘s Condition –Its Assumption and Criticism?

2.

Explain briefly the Absorption Approach?

3.

Explain briefly the Monetary Approach?

4.7 KEY WORDS
Elasticity Approach To BOP:

Demonstrates how the change in the value of the
currency affects a country's balance of payments.

Devaluation:

An official reduction in the exchange value of a
currency by a lowering of its gold equivalency or
its value relative to another currency.

Real Cash Balance Effect:

The effect on the spending changes in the real
value of money balances.

Money Illusion

The individual tends to view their income and
wealth in a nominal term as opposed to real terms.
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5.0 FOREIGN TRADE MULTIPLIER- CONCEPT AND
IMPLICATIONS
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5.0 LEARNING OBJECTIVES

After studying this unit, the learner will be able to:


Understand the meaning of Foreign Trade Multiplier, its assumptions, and
criticism.



Understand Income Determination in a Closed and Open Economy.



Understand Foreign Repercussion



Understand the concept of External and Internal Balance



Understand the role of Monetary and Fiscal Policy
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5.1 INTRODUCTION: FOREIGN TRADE MULTIPLIER
R. F. Kahn, introduced the concept of multiplier known as the Employment Multiplier.
The Employment Multiplier studies the effect of changes in employment on changes in
income as per which ∆Y = ke times ΔE.
∆Y represents change in income.
Ke represents Employment Multiplier
∆E stands for initial change in Employment.
Lord J. M. Keynes extended this concept of R F Khan and introduced Investment
Multiplier. The Post Keynesian economists (specially Mr. Leighton) extended the
Keynes multiplier developed in the context of an closed economc framework to the
open economic framework for the compution of foreign trade multiplier.
Assumptions behind the Foreign Trade Multiplier
1. Full employment in domestic economy.
2. Existance of the direct trad relationship between the domestic and foreign
countries.
3. There is prevalience of a fixed exchange rate system.
4. The multiplier is based on the instantaneous process without time lag.
5. Absence of accelerator, tariff barriers and exchange control.
6. Domestic Investment (Id) and Government Expenditure are assumed to be
constant.
7. The analysis applicable to only two countries.

5.2 INCOME DETERMINATION IN A CLOSED ECONOMY
In a closed economy the total national income is equal to the total of private
spending i.e., C + I and the Government Spending i.e., G. When national income is
looked at from the angle of total expenditure, it represents the expenditure side of the
total national income of the country.
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Algebraically,
Y = C + I + G-------(5.1)
Y = national income.
C = Consumption expenditure.
I = investment expenditure.
G = Governmental expenditure.
In a closed economy with no government intervention-, the total national
income will be equal to the sum of consumption and investment expenditure.
Algebraically,
Y = C + I -------(5.2)
C = f (Y)
Since consumption is an indigenous variable, it depends upon total national
income. As income rises consumption rises too but it rises at a diminishing rate
I ≠ f (Y)
Since Investment is an exogenous variable, it is not a function of total national
income.
Y = C + S---------(5.3)
Y = C + I---------(5.4)
Thus ,it is evident from equation 5.3 and 5.4 that the investment will be equal
to savings.
Algebraically, S = I
Accordingly, the change in savings will also be equal to the change in
investment and vice versa. Algebraically
∆S=∆I
Keynes Multiplier depends upon the marginal propensity to consume (MPC)
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Algebraically,
K = f (MPC)
K stands for Multiplier.
f stands for a functional relationship.
MPC stands for marginal propensity to consume [ change in consumption (∆C )
upon a change in income (V) i.e. MPC=∆C/∆Y
There are two limiting cases to marginal propensity to consume viz.
i)

MPC is always positive i.e., and vary between zero.to 1 (excluding
upper and lower specified limits)
Mathematically,
0 < ∆C/∆Y<1,

[K=f (∆C/∆Y)]

Since the Multiplier is a function of MPC, the multiplier also has two limiting
cases.
i)

The Multiplier will always be greater than one.

ii)

The multiplier will never be equal to infinity.

Mathematically,
1<K<α
If K is equal to 1 then there will be no meaning to the multiplier because the original
value will not change for example 10 *1 = 1. It means a multiplier is meaningful only
when it is greater than one. For example, 10 * 2 = 20.
K is a ratio between income increasesand to increase in investment.
Algebraically
K=∆Y/∆I
∆K stands for Multiplier.
∆Y stands for change in National Income
I stand for change in Investment.
Odisha State Open University, Sambalpur

Page 59

Since we are interested in the income propagation through Multiplier
with the initial change in investment given let us take out Y from the
equation ∆Y = K. ∆I
It means the ultimate increase in income will be K times change in
investment i.e., ∆I* K.
K= f(∆C/∆Y)
I=∆C/∆Y+∆S/∆Y
i.e., 1 is equal to MPC + MPS. MPC stands for Marginal Propensity to
Consume. MPS stands for Marginal Propensity to save.
Formulae for calculation of Multiplier
K=1/1-∆C/∆Y
K=1/∆S/∆Y
K is the reciprocal of MPS.
Let us assume that the value of ∆I is 1,000 crores rupees and the value
of MPC i.e., ∆C/ ∆Y = ¾ hence ∆S/∆ Y = ¼.
Substituting the values in the formulae we get,
K=1/1-3/4
K=1/1/4
K=4
Substituting the values we get,
∆ Y = Rs.4/- * 1000 crores
Y = Rs. 4000/- crores

5.3 INCOME DETERMINATION IN AN OPEN ECONOMY
Keynes's concept of closed Economy-Multiplier was extended to open economy by Mr.
Leighton. This extended version of multiplier is termed as Foreign Trade Multiplier. or
Export Multiplier which captures the effect of change in exports on change in income.
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In the open economy export do not depend upon the national income of an economy. It
gets determined exogenously through the external factors like taste and preferences of
the residents of the foreign country and the national income of the foreign countries. On
the other hand imports (indogeneous) get determined by the national income of an
economy.
Algebraically :
M = f (Y)
M stands for imports.
f stands for functional relationship.
Y stands for total National Income.
There is a direct and positive relationship between imports and National
Income. As total national income rises imports rise too and vice versa.
X ≠ f (Y)
X stands for exports.
≠ It signifies not.
f stands for a functional relationship.
Y stands for Total National Income.
In an open economy, an equilibrium level of national income gets established when
savings are equal to investment and imports are equal to exports.
Algebraically,
S=IM=X
S stands for savings.
I stand for Investment.
M stands for Imports.
X stands for Exports.
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The equilibrium condition of national income in an open economy will be
as follows:
Y=C+I+X–M
In a closed economy equilibrium of income takes place when savings are
equal to investment.
Algebraically
S=I
While in an open economy the equilibrium of national income takes
place when investment plus exports are equal to savings plus imports.
Algebraically
I+X=S+M
I + X stand for Investment and exports which are injections. When they
are injected into the economy, they bring an increment to national
income.
S + M stands for Savings and Imports. They are leakages. They leak out
the national income. Thus when
i)

I + X > S + M Expansion takes place.

ii)

I + X < S + M Contraction takes place.

When we introduce the change then the equation will be as follows: ∆ S + ∆M = ∆I + ∆X
S stands for change in savings.
M stands for change in imports.
I stand for change in Investment.
X stands for change in Exports.
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The marginal propensity to saving i.e., ∆ S /∆ Y determines the change in savings
which is designated as S while the marginal propensity to import determines the change
in imports.
∆M/∆Y which is designated as m hence the equation will be as follows
(S+M) ∆Y= ∆I+∆X
∆Y=1/s+m (∆I +∆X)
The foreign trade multiplier is a function of marginal propensity to save plus marginal
propensity to import.

Kf sets designated as Foreign Trade Multiplier.
Kf = f (S + M) Kf stands for Foreign Trade Multiplier.
f stands for a functional relationship.
S stands for marginal Propensity to save.
M stands for marginal Propensity to import.
There is an inverse relationship between s + m and Kf. The smaller the s + m greater
will the Kf. Conversely greater the s + m smaller will be Kf.
Hence the formula of income propagation through the foreign trade multiplier will be as
follows
∆Y=1/s+m (∆I+ ∆X)
Kf=1/MPS+MPM
The value of MPS=0.25
The value of MPM=0.15
Substituting the values we get,
Kf=1/0.25+0.15=1/0.40=2.5
∆Y = Kf.∆X
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If exports increase by 200 i.e., from 300 to 500; ∆I = 0
∆ Y = 2.5 *200 = 500
YE1 = YE +∆ Y
= 1000 + 500 = 1500
∆S = S ∆Y = 0.25* 500 = 125
∆ M = m ∆Y + 0.15*500 = 75

5.4

FOREIGN REPERCUSSION

There are two countries taking part in the foreign trade. One is the reporting country
and the other trading partner is the foreign country.
When exports of the reporting country rise- simultaneously with the rise in the imports
of the foreign country.
As the exports of the reporting country rise, it leads to an increase in export earnings.
As the imports of the foreign country rise, it will lead to a fall in the income of the
foreign country. As its income falls, its imports will also fall - which will have
repercussions on the exporting country. It is called a foreign repercussion which will
reduce the size of the foreign trade multiplier of the exporting country.
The formula of Computation of the value of the foreign trade multiplier
Kf=1/MPS1+MPM1+MPS2+MPM2
The subscripts 1 and 2 represent the Reporting Country and the foreign country
respectively. MPS1 = 0.25; MPM1 = 0.15; MPS2 = 0.06; MPM2 = 0.04
Substituting the values we get,
Kf=1/0.25+0.15+0.06+0.04
Kf=1/0.40+0.10
Kf=1/0.50
Kf=1/[1/2]
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Kf=2
∆Y = Kf. ∆ X = 2 (200) = 400
YE1 = YE + ∆Y = 1000 + 400 = 1400
Thus, if we take into account foreign repercussions the value of the foreign multiplier
will get reduced and hence the new equilibrium level of national income will also get
reduced from 1500 to 1400

5.5

CONCEPTS OF EXTERNAL AND INTERNAL BALANCE
AND THE ROLE OF MONETARY AND FISCAL POLICY

External Balance and Internal Balance: - ―External balance” means achieving
equilibrium in the balance of payments.
“Internal balance” implies achieving full employment with price stability.
Generally, priority is assigned to maintain internal balance where there is full
employment and price stability. However, a persistently fundamental or structural
deficit in the balance of payments,switches the priority of a nation from maintaining
internal balance to maintaining external balance.
The cyclical or seasonal type of disequilibrium in the balance of payments is a
transitory phenomenon.

Unlike fundamental dis-equilibrium, the cyclical dis-

equilibrium can easily be reversed or corrected automatically.

When a country has several objectives to be achieved, the country is bound to use
several policy instruments. Hence the problem of assignment comes into being. The
problem of pairing targets and instruments gets referred to as the problem of
Assignment.
The monetary policy is the policy of the monetary authority of the country. In the case
of India, the Reserve Bank of India as the Central Bank of India deals with the
monetary policy and monetary management i.e., controlling the supply of money and
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credit of the economy by uing various monetary instruments. Two very important
instruments for controlling money supply are
i) Bank Rate and ii) Open Market Operations.
Bank Rate is the official minimum rate of the Central Bank of the country at which it
advances short-term loans to commercial banks.
Open market operations mean buying or selling of the Government securities in the
open market.
The Bank Rate and open market operations go hand in hand.
The Central Bank of the country follows two types of monetary policy viz.
(i)

Contradictory monetary Policy

(ii)

Expansionary monetary Policy.

The contradictory monetary Policy (or tight monetary policy). When a country
suffers from a deficit in the balance of payments it follows a tight monetary policy. It
raises the bank rate. When the bank rate is raised by the Central Bank the commercial
bank finds it very difficult to get short-term advances from the central bank as the loan
from the central bank becomes costlier. The market rate is a rate that is charged by the
commercial banks to their customers for advancing loans. When there is a hike in the
market rate of interest getting loans from commercial banks becomes costlier for the
bank‘s customers which curtails the money supply.
Simultaneously, the central bank of the country sells Government securities in the open
market nnd withdraws cash from the commercial bank to to put a check on their habit
of credit creation..Thus, the central bank by adopting a tight monetary policy reduces
the money supply. This leads to a reduction in expenditure which in turn reduces
imports and thus ultimately brings about improvement in the balance of payments. (The
increase in the rate of interest will lower investment).
In case of a surplus balance of payments, the central bank follows an easy monetary
policy which increases imports.

Odisha State Open University, Sambalpur

Page 66

Monetary policy is also help-full to maintain internal balance. When the central bank
follows an easy money policy the rate of interest is lowered.
Investment thus accelerated, leads to the generation of income and employment through
multiplier. It leads to a rise in the general price level.
The fiscal policy is also used as an instrument for maintaining both internal and
external balance. Fiscal Policy uses two different fiscal tools to maintain internal and
external balance viz taxation and expenditure
Like monetary policy fiscal policy is also of two types viz.
i) Contractionary fiscal Policy.
ii) Expansionary fiscal policy.
To reduce the deficit in the balance of payments the Government follows a
concretionary fiscal policy- reduceing public expenditure and raisng tax rates. The
reduction in Government expenditure will reduce income and employment through
multiplier. It will control inflation and will maintain internal balance. It is also called an
anti-inflationary fiscal policy.
It will also maintain external balance by improving the balance of payment situation of
a country. Reducing income will reduce imports because import is a function of
income. M = f (Y) At the same time due to the decrease in the prices of goods and
services, enhence exports leading to an increase in export earnings which leads to an
improvement in the balance of payments.
An expansionary fiscal policy is followed when the country would like to reduce the
surplus in the balance of payments. The Government expenditure increases and the tax
rates of both direct and indirect taxes are reduced. It leads to an increase in income and
employment through the multiplier effect. It leads to an increase in consumption, and
the price level also rises making the country good for the foreigners to sell their goods
and services. Thus, imports accelerate while exports contract and as such the surplus in
the balance of payments gets reduced. Thus, a country maintains external balance. It
also maintains the internal balance of maintaining employment, income and price level
to the equilibrium position.
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5.6

CRITICISMS OF FOREIGN TRADE MULTIPLIER

Criticisms of Foreign Trade Multiplier:
Foreign trade multiplier presented above are based on assumptions that make the
analysis unrealistic.
1. The analysis of a simple foreign trade multiplier is based on the assumption that
exports and investment (both domestic and foreign) are independent of changes in the
level of national income. However, certain imports, of say capital goods, have the effect
of increasing national income at least in the long run.
2. Foreign trade multiplier is assumed to be an instantaneous process Thus, involving
no lags is unrealistic.
3. The analysis is based on the assumption of a fully employed economy.. Thus, the
foreign trade multiplier does not find clear expression in an economy with less than full
employment (whch is a general phenomenon).
4. Not Applicable to More than two Countries.
5. Neglects Trade Restrictions such as tariff barriers and exchange controls etc.

5.7 LET US SUM UP
In this unit, we have highlighted the concept of Foreign Trade Multiplier, its
assumption, and criticism. Apart from this, we have learned about the income
determination in a closed and open economy, foreign repercussions and concept of
external and internal balance, and the role of monetary and fiscal policy.The key points
discussed in this unit are:


The automatic adjustment mechanism works through the multiplier technique.



The economy is said to be in equilibrium at the point where planned aggregate
expenditure = aggregate output.



In the closed economy,the multiplier is equal to the inverse of the marginal
propensity to save.

Odisha State Open University, Sambalpur

Page 68



The planned Expenditure equation in the open economy changes to C+I+G+XM.



Imports are determined by the level of domestic national income. When income
rises, import also rises.



Foreign Trade Multiplier with no repercussion effects (k‘) i.e.
∆Y/(∆I+∆X)=1/MPS+MPM=1/1-(MPC-MPM)



In an open economy, the nation feeds back onto itself and creates repercussions.
Considering these repercussion effects, the value of the multiplier changes.

5.8 MODEL QUESTIONS
1. Explain the concept of Foreign Trade Multiplier, its assumptions, and criticism?
2. What do you understand by Foreign Repercussions?
3. How income is determined in a closed and open economy?
4. Explain the concept of External and Internal Balance?
5. Explain the role of Monetary and Fiscal Policy?

5.9 KEY WORDS
Closed Economy:

Trade take place within the domestic territories.

Open Economy:

Trade take place among countries.

Monetary Policy:

Policy adopted by Central Bank to control inflation and
deflation.

Fiscal Policy:

Government spending and tax policies to influence
economic conditions including Use of aggregate
demand for goods and services, employment, inflation
and economic growth.

Repercussion Effects:

An action or effect given or exerted in return
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