Exercise: Widget trade between the US and Venezuela

TEST THE MARSHALL-LERNER CONDITION IN THE FOLLOWING EXAMPLE.

Assume the following EXCHANGE RATE: 1.00 USD  =  1000 VEB
                                                                 (US Dollars)     (Venezuela Bolivars)
The Bolivar is devalued (or it depreciates) by 10%. Hence the new exchange rate will be:

1.00 USD = 1100 VEB

SITUATION IN VENEZUELA BEFORE THE DEVALUATION:

	CASE 1
	
	CASE 2

	PED for Venezuelan Exports in the US
	0.6
	
	PED for Venezuelan Exports in the US
	0.4

	PED for US exports in Venezuela
	0.6
	
	PED for US exports in Venezuela
	0.4

	
	1.2
	
	Combined X + M Elasticities
	0.8

	Hence Marshall-Lerner Condition is satisfied
	
	Hence Marshall-Lerner Condition is not satisfied

	
	
	

	VENEZUELAN EXPORTS OF WIDGETS TO THE US BEFORE THE DEVALUATION

	Price
	Quantity
	TR
	
	Price
	Quantity
	TR

	10 VEB
	100
	1000 VEB
	
	10 VEB
	100
	1000 VEB

	VENEZUELAN IMPORTS OF WIDGETS FROM THE US BEFORE THE DEVALUATION

	Price
	Quantity
	TR
	
	Price
	Quantity
	TR

	10 VEB
	100
	1000 VEB
	
	10 VEB
	100
	1000 VEB


PROBLEM:  FIND THE VALUES OF PRICE, QUANTITY AND TR AFTER THE DEVALUATION IN EACH CASE. THE RESULT YOU OBTAIN SHOULD SATISFY THE MARSHALL-LERNER CONDITION


                                                                                   % ∆ Quantity Demanded

              USE THE FORMULA                   PED =  

                                                                                           % ∆  Price
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SOLUTION (Key)

	VENEZUELAN EXPORTS OF WIDGETS TO THE US BEFORE THE DEVALUATION

	Price
	Quantity
	TR
	
	Price
	Quantity
	TR

	10 VEB
	100
	1000 VEB
	
	10 VEB
	100
	1000 VEB

	
	
	
	
	
	
	

	VENEZUELAN EXPORTS OF WIDGETS TO THE US AFTER THE DEVALUATION

	10 VEB
	106
	1060 VEB
	
	10 VEB
	104
	1040 VEB

	
	
	
	
	

	

	VENEZUELAN IMPORTS OF WIDGETS FROM THE US BEFORE THE DEVALUATION

	Price
	Quantity
	TR
	
	Price
	Quantity
	TR

	10 VEB
	100
	1000 VEB
	
	10 VEB
	100
	1000 VEB

	
	
	
	
	
	

	VENEZUELAN IMPORTS OF WIDGETS FROM THE US AFTER THE DEVALUATION

	11 VEB
	94
	1034 VEB
	
	11 VEB
	96
	1056 VEB

	Balance of Trade Surplus after the Devaluation
	26 VEB


	
	Balance of Trade Deficit after the Devaluation
	- 16 VEB

	Hence Marshall-Lerner Condition is satisfied
	
	Hence Marshall-Lerner Condition is not satisfied


Note:

· It is important to work always with one currency. In this case we have chosen the Venezuelan Bolivar.

· It is likely that some of our students will not get it right because they will get into the mess of mixing US dollars and Venezuelan Bolivars in their calculations

· Some students will not realize that the price of Venezuelan exports does not change after the devaluation (when expressed in VEB of course) but, in the US, Venezuelan products will be 10% cheaper and quantity demanded will increase according to PED.

· Some will argue that it does not make sense that Venezuela (or the US) will both import and export widgets. If widgets were vehicles then it would be a normal condition, as in Europe where most EU countries both export and import cars.

· The exchange rate used in the example bears no connection with the actual exchange rate today.

Best wishes,

Manuel
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