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LECTURE HINTS

1.
It is important to emphasize that low elasticities in the short run contribute to the J curve. The currency contract period and pass-through analysis must be emphasized as being very short run. Over time, elasticities are greater and the balance of trade improves. Timing is the important story here.

2.
Figure 9.4 is often confusing to students. Remind them that the currency used to measure price will match the country having the inelastic supply or demand curve.

3.
The monetary approach to the balance of payments in this chapter should be used as a lead-in to the asset approach to exchange rates of Chapter 10. It is interesting to the students to hear a brief history of thought review of balance of payments and exchange rate theory.

SUGGESTED ANSWERS TO CHAPTER 9 EXERCISES

Exercise 1


The J curve refers to the time pattern of the trade balance following a devaluation. If  initially the trade balance worsens following a devaluation and, then after some time improves, the time pattern will trace out the letter J. The J curve will occur if, at the time of devaluation, there are inelasticities in world trade that result in a small quantity response to changing price.

Exercise 2


Necessary conditions for a devaluation to improve the BOT for:


a.
Elasticities Approach: Elastic supply and demand for traded goods.


b.
Absorption Approach: Unemployed resources so that output increases more than absorption as a result of devaluation.


c.
Contract Period: Export contracts written in foreign currency.


d.
Pass-through Period: Inelastic supply of domestic exports.

Exercise 3


A lower rate of money supply growth.

Exercise 4
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where E  $/foreign currency


a.
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 increases, thus dollar depreciates relative to the yen at a faster rate or appreciates at a slower rate


b.
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 falls, too, thus dollar appreciates at a faster rate or depreciates at a slower rate


c.
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 falls, thus dollar appreciates at a faster rate or depreciates at a slower rate


d.
Now have E  €/$ and 
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 falls for Germany so 
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 increases, thus euro depreciates at a faster rate or appreciates at a slower rate.
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