
Wilf Csaplar Jr. Economics 365           Homework #5                      Due 3/02

Do not write your name on the assignment.  Write your name only on the back of this sheet of
paper and staple your answers on the front of this sheet of paper.  Failure to follow these
directions will cost you 1 point on the assignment.

1) (20 points) A devaluation of a currency can cause a short-
run trade deficit, followed by a long-run trade surplus. 
Explain the economic reasons this may occur.

2) (15 points) Draw the supply and demand for foreign
exchange that has an unstable equilibrium.  Prove the
equilibrium is unstable.

3A) (30 points) The supply of foreign currency may be
backward bending.  Explain the economic reason for this
using the supply and demand for a good.  Explain how you
know that good will be the supply of foreign currency.
3B) (15 points) State the simplified Marshall-Lerner
condition.  Using your answer to part explain it is logical that
elastic demand curves will lead to a stable exchange rate.

4) (15 points) Use economic theories to explain two things
from the article, first, why the import prices may not have
changed and, second, why the trade deficit has gotten worse. 
The article came from the Wall Street Journal on Jan. 14,
2004.  (Somehow, the scanner cut off the first line of the
second column.  It should say, “But Mr. Greenspan also
noted that in. . .”)
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