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Abstract 

 

This paper aims at analysing the relation between real trade balance and foreign demand in the 

case of a small opened economy, which highly depends upon the rest of the world for productive 

capital. Theoretical analysis allows us to bring forth a kind of “J-curve” effect. Indeed, when fo-

reign demand for domestic goods increases, the country is to import in a first time in order to im-

prove its productive capacities, resulting in worsening trade balance. However, in a second time, 

once the cumulated capital inventory became sufficient, the trade balance improves under the pres-

sure of domestic exports high growth. The empirical analysis based on Australia from 1982 (1) to 

2001 (1) supports this theory. We show there are negative short term and positive long term elasti-

cities. 

 

 

1.  Introduction 

 

nalysing how exchange rate impacts on trade balance still belongs to an exciting topic of economic litera-

ture. Recent studies on Asian economies (Wilson [2001]; Wilson and Tat [2001]; Baharumshah [2001]) still 

pay attention to Marshall-Lerner-Robinson theorem validity, theorem which typifies the conventional theo-

ry. Such an exercise is highly useful under the angle of economic policy, in the sense that it allows to know the ex-

tent to which exchange rate is an efficient tool in order to sweep away external trade deficit.    

   

 The Marshall-Lerner-Robinson theorem is based on the law of supply and demand. National currency de-

preciation is to result in decreasing export prices in foreign currency and in increasing import prices. These two op-

posite movements in external prices are expected to entail exports growth and imports fall respectively. The theorem 

argues that trade balance improves as soon as the sum of exports and imports elasticities pertaining to exchange rate 

becomes superior to one. 

 

 However, the trajectory trade balance follows once national currency depreciation occurred is represented 

in a more realistic way by a J-curve. Indeed, national currency depreciation worsens terms of trade in a first period, 

widening the external trade deficit, insofar as there are in particular several contracts based on the old exchange rate. 

Only in a second period are agents aware of export price competitiveness gains and import price competitiveness 

losses, resulting in improving trade balance. The validity of the theorem is likely to be slashed when exporters and 

importers choose to improve their profitability through “pricing-to-market” strategies instead of improving their 

market shares positions (Irandoust [2000]; Kikuchi and Sumner [2002]) or when international trade is dominated by 

non-price competitiveness factors such as quality, technology (Kaldor [1978], Fagerberg [1988]; Amendola, Dosi 

and Papagani [1993]). 

 

 However, as the Marshall-Lerner-Robinson theorem only focuses on the terms of trade channel, it underes-

timates the real impact foreign demand exerts on trade balance. Indeed, within this theorem, foreign demand 
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is expected to have a strictly positive effect on trade balance: growth in foreign demand makes outlets more avai-

lable for domestic products and consequently improves trade balance. 

 

 In fact, it is relevant to assume that there is a J-curve effect exclusively ascribed to foreign demand through 

the national productive capacities channel. Indeed, considering a country with weak productive investment, growth 

in foreign demand which is synonymous with more outlets for domestic products causes productive investment pro-

fitability to increase. So, in a first period, foreign demand negatively impacts on trade balance. In a second period, 

once the country succeeded in meeting its productive investment needs, these one are no longer imported, while do-

mestic exports are in position to jump in order to meet foreign demand growth. As a result, trade balance improves. 

 

 It is this J-curve effect strictly ascribed to foreign demand we aim at testing for Australia from 1982 to 

2001. We choose Australia to test our theory because it is an economy which is structurally opened for its capital 

needs. Moreover, homogenous macroeconomic variables are available for this country. The results we get support 

our theory, showing that real trade balance elasticities, with regard to foreign demand, are negative in the short term 

and positive in the long term. 

 

 The rest of the paper is structured as follows. After we have expounded the partial equilibrium model our 

analysis lean on, we specify the empirical model and make the necessary preliminary tests. Then, we will be in posi-

tion to test the model, before we emphasise the main remarks. 

 

2.  A Partial Equilibrium Model 

 

 A simple way to analyse how foreign demand variations impact on trade balance is to implement a trade 

elasticities method within a partial equilibrium model (Agenor [2000]). The reduced form of trade balance can be 

written as follows: 
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 The variables cemx ,,, et i are respectively export volumes, import volumes, real exchange rate
1
, domestic 

consumption and domestic investment. We get the traditional result by taking the total differential for (1), resulting 

in: 
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Dividing (2) by dy
w
, we obtain: 

 

0
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 This is strictly positive. Indeed, growth in foreign demand stimulates domestic exports, resulting in impro-

ving trade balance, everything being equals. As a result, according to the conventional analysis, a trade (deficit) sur-

plus would originate in favourable (unfavourable) demand conditions abroad. 

 

 Nevertheless, this result does not tell the whole story, insofar as it overlooks the extent to which foreign 

demand impacts on domestic imports through the investment channel. Consequently, in order to sharpen the analy-

                                                           
1 It is uncertain real exchange rate, namely a growth in e means real depreciation. Moreover, we assume that the Marshall-Lerner-Robinson con-

dition is fulfilled, namely a real depreciation results in a trade balance improvement.   
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sis, we are to assume the following hypothesis: growth in foreign demand, making outlets more available for domes-

tic products, calls local firms to invest more
2
. Then, we have the following relation: 
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Replacing (4) in (1) gives: 
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 So, foreign demand exerts two opposite effects on trade balance. In the first effect, which pertains to the 

conventional theory, growth in foreign demand y
w
 causes exports to increase, resulting in improving trade balance. 

In the second effect, the same growth in foreign demand enhances domestic investment, so imports of these one in-

crease and trade balance worsens. Consequently, the total effect foreign demand exerts on trade balance is ambi-

guous. 

 

 In order to appraise how foreign demand really impacts on trade balance, we lean on the partial equilibrium 

method. By applying total differential to (5), we get: 
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Dividing (6) par dy
w
, we have: 
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which can be written as follows: 
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Then, assuming that external trade is initially at equilibrium such that x=m, we get: 
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which can be framed in another way: 
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Finally, if we term domestic exports elasticity pertaining to foreign demand by 
x

y

dy
dx w

w
yx w/ , domestic imports 

                                                           
2 Productive investment growth occurs because the country is weakly endowed with it and is not in position to meet spontaneously the new exter-

nal demand.  
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elasticity pertaining to domestic investment by 
m
i

di
dm

im /  and domestic investment elasticity pertaining to fo-

reign demand by 
i

y

dy
di w

w
yi w/ , we get: 
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Then, the final expression can be framed as follows: 
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We can conclude that trade balance improves when foreign demand increases, namely b>0, under the following 

condition: 
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 In other words, the extent to which the national economy is dependent upon the rest of the world for its 

productive capital needs must be inferior to the ration between export and import elasticities pertaining to foreign 

demand. Given that Australia is constrained to strongly imports productive capital, this condition is not expected to 

hold. 

 

 In fact, we think the relation between b and y
w
 rests on a kind of J-curve effect (Figure 1). We bring forth 

this effect by assuming that the country faces a growth in y
w
, but do not possess the necessary capital inventory to 

meet this shock. In a first time, the country must increase its productive capacities so that domestic products can be 

made available for the new external demand. Given that the country highly depends on the rest of the world for its 

capital needs, domestic imports increase and trade balance worsens in the short run. In a second time, once sufficient 

capital inventory has been cumulated, domestic exports are bound to adjust to foreign demand, resulting in impro-

ving trade balance in the long run. 

 

3.  Specifying An Empirical Model And Preliminary Tests  

 

 The empirical analysis aims at testing the relation between real trade balance and foreign demand for Aus-

tralia
3
. We use a quartely data sample for the 1982(1) – 2001(1) period. 

 

3.1  The Vector Error Correction Model 

 

 Given our theoretical issue, namely growth in foreign demand increases productive capital in a first time in 

order to meet domestic exports boom, it is necessary to implement a method which allows to test both short and long 

run real trade balance elasticities pertaining to foreign demand. We choose an econometric method based on cointe-

gration and error correction model tools (Engle and Granger [1986]; Johansen [1991]). As a result, we simultane-

ously appraise a long run relation and a short run relation given by the two following equations (14) and (15) respec-

tively: 
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3 The data which are used are expounded in annex (A).  
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with 1t and 2t being two random variable identically and independently distributed. 

 

The test of analysis is based on two main expected results.  First, there must be a positive relation between 

real trade balance and foreign demand in the long run, namely a1<0. Second, there must be in the short run a kind of 

J-curve effect, namely j<0 for  qj ,1  and j>0 for  pqj ,  with pq . 

 

 
Figure 1 – Foreign Demand Theoretical Effect On Trade Balance 
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3.2  Preliminary Tests 

 

 According to definition, there is a long-term relation, namely cointegration relation between several vari-

ables, when these last one show the same integration order. So, in the first step of our work, we are to test each vari-

able individually in order to appraise their integration order by means of unit root Augmented Dickey-Fuller (ADF) 

and Phillips-Perron (PP) tests
4
. 

 

 Tables 1 and 2 allow us to contend that, first, all variables are non-stationary in level, second, the unit root 

hypothesis is to be swept away for all first differences variables. Then we can conclude that real trade balance, for-

eign demand, private demand and real effective exchange rate are integrated at the first order. As a result, it seems 

that there is really a cointegration or long-term relation between these variables
5
.  

 

 In order to ascertain there is a cointegration relation, we make the Johansen maximum likelihood estimation 

on the VAR model
6
 comprising the endogenous variables b, c, y

w
 and e. 

 

                                                           
4 To know more about these tests, see Enders [1995]. 
5 This intuition is strengthened by the figures analysis (see annex (C)).  
6 The optimum time lag number is appraised by means of the Akaike criterion minimisation (AIC). 
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 First, we test the hypothesis according to which the cointegration vectors number (r) is equal to zero, 

namely the hypothesis H0 : r = 0 versus the alternative hypothesis H1 : r > 0. Given the Johansen statistic (59,09) and 

critic values at 1% (54,46) and at 5% (47,21), it is necessary to reject the H0 null hypothesis. As a result, there is at 

least a cointegration relation. Second, we test the hypothesis: H0 : r = 1 versus the alternative hypothesis H1: r>1. 

The Johansen statistic (15,58) became inferior to the critic values at 1% (35,65) and at 5% (29,68). Given these re-

sults, we are able to conclude there is only one cointegration relation between real trade balance, foreign demand, 

private demand and real effective exchange rate. 

 

4.  Testing The Model 
 

 As there is a cointegration relation among the variables, we are to test
7
 a vector error correction model by 

means of the maximum likelihood method without any exogeneity limitations
8
. 

 

 The long-term model depicted through Table 4 is consistent with the theory. Indeed, coefficients have got 

the good signs and are strongly significant for each variable. So, real trade balance negatively depends upon private 

domestic demand and real effective exchange rate, and positively depends upon foreign demand. This result is con-

sistent with the first part of our intuition. In the long run, given that the country has cumulated the necessary produc-

tive capital, foreign demand mainly impacts on exports and enhances trade balance. 

 

 
Table 1 – Unit Root Tests For Level Variables 

 

Variables Tests Statistics 

Trade Balance (b) ADF -2,5998 (-3,5176) 

 PP -3,6573 (-3,5176) 

Foreign Demand (yw) ADF -0,5813 (-3,5164) 

 PP -0,4431 (-3,5164) 

National Private Demand (c) ADF 0,3417 (-3,5164) 

 PP 0,5651 (-3,5164) 

Real Effective Exchange Rate (e) ADF -2,2534 (-3,5164) 

 PP -2,2765 (-3,5164) 

All variables, except b, are written in log. Tests are done for 1982(1)-2001(1) period, comprise a constant and a three period 

maximum time lag. In brackets lie the critical values based on MacKinnon (1994) for 1% rejection threshold. Tests are done by 

means of Eviews 3.1. Software. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
Table 2 – Unit Root Tests For First Differences Variables 

 

Variables Tests Statistics 

Trade Balance (b) ADF -4,3206 (-3,5176) 

                                                           
7 The whole results are reported in annex (B). 
8 As we do not know the accurate structure of the Australian economy, we assume that all variables are endogenous. 
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 PP -13,6113 (-3,5176) 

Foreign Demand (yw) ADF -3,7603 (-3,5164) 

 PP -8,0297 (-3,5164) 

National Private Demand (c) ADF -4,8405 (-3,5164) 

 PP -6,5446 (-3,5164) 

Real Effective Exchange Rate (e) ADF -4,3548 (-3,5164) 

 PP -7,8387 (-3,5164) 

All variables, except b, are written in log. Tests are done for 1982(1)-2001(1) period, comprise a constant and a three period 

maximum time lag. In brackets lie the critical values based on MacKinnon (1994) for 1% rejection threshold. Tests are done by 

means of Eviews 3.1. software. 

 
 

Table 3 – Johansen Cointegration Test 

 

Eigen-value Likelihood ratio 5% critical value 1% critical value Hypothesised 

No of CE(s) 

0,435901 59,09883 47,21 54,46 None** 

0,134456 15,58691 29,68 35,65 At most 1 

0,058289 4,612701 15,41 20,04 At most 2 

0,000636 0,048361 3,76 6,65 At most 3 

All variables, except b, are written in log. Tests are done for 1982(1)-2001(1) period, comprise a constant and a three period 

maximum time lag. In brackets lie the critical values based on MacKinnon (1994) for 1% rejection threshold. Tests are done by 

means of Eviews 3.1. Software. One star means a 5% validity level, two stars 1% validity level. Tests are done by means of 

Eviews 3.1. Software.   

 

 
Table 4 – The Long Run Model 

 

Variables Coefficient t-statistic 

National private demand (c) -1,45 9,45* 

Foreign demand (yw) 1,58 -8,63* 

Real effective exchange rate (e) -0,46 8,63* 

One star means the test is significant at 5% threshold. Results are obtained through Eviews 3.1. software. 

 

 
Table 5 – The Short Run Model Pertaining To Foreign Demand 

 

Time lag 1 2 3 4 5 6 7 8 

Coefficient -3,007 -3,951 -4,821 -1,240 -0,018 0,876 0,501 1,109 

t-statistic -2,892* -2,892* -3,792* -0,902 -0,015 0,797 0,489 1,114 

One star means the test is significant at 5% threshold. Results are obtained through Eviews 3.1. Software. 

 

 

The short term model provides rich lessons too. We particularly focus on coefficients pertaining to foreign 

demand variations and given by table (5). Once again, the results are good and consistent with those expected. In-

deed, we notice negative and significant coefficients for the first periods, next positive coefficients. 

 

Moreover, the impulse function (Figure 2) proves right that a positive shock on foreign demand initially 

worsens real trade balance. It is only after six quartelies, namely one and half year, real trade balance improves. So, 

we put really forward a kind of J-curve effect strictly exclusively ascribed to foreign demand. 

 

 

5.  Concluding Remarks 

 

 The Marshall-Lerner-Robinson theorem considered as the conventional theory dealing with the relation 

between trade balance and exchange rate emphasises the terms of trade variation channel. So, within this theory, the 
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J-curve, which is the trajectory commonly accepted as depicting how trade balance varies, results from two succes-

sive stages ascribed to terms of trade gains and losses respectively. Within this theory, foreign demand is thought to 

only positively impacts on trade balance, as it makes more outlets available for domestic products. 

 

 

Figure 2 

 

 
 

 

 In our paper, we test for Australia between 1982 and 2001 the theory according to which there is a kind of 

J-curve effect exclusively related to foreign demand through the national productive capacities channel. Indeed, in 

the case of a country with low productive investment, growth in foreign demand synonymous with more outlets 

available for domestic products, causes productive investment profitability to increase and productive investment 

imports to jump in a first time. In a second time, as the country succeeded in improving its productive investment 

inventory, it is in position to meet foreign demand growth for domestic exports. As a result, productive investment 

imports fall, while domestic exports jump, these two movements resulting in improving the trade balance. The re-

sults we get for Australia strongly support the theory according to which there are negative trade balance elasticities 

pertaining to foreign demand in the short term and positive trade balance elasticities pertaining to foreign demand in 

the long term. 

 
 However, in our paper, we assume that foreign demand is an exogenous variable. We do not pay any attention to 

factors which may cause it to increase. In order to sharpen our analysis, it is highly relevant to ascribe growth in foreign 

demand to export price competitiveness gains following the national currency depreciation. Consequently, the J-curve 

would result from two kind of J-curve effects: i) one effect translating terms of trade variation, with a first stage with terms 

of trade worsening and trade balance worsening and a second stage with terms of trade improving and trade balance en-

hancing; ii) another effect translating how growth in foreign demand impacts on trade balance, with a first stage where 

productive capital imports jump in order to improve the national capacities inventory, so worsening the trade balance, a 

second stage where domestic exports jump as export price competitiveness increases following the national currency de-

preciation and as the country reached the necessary capital inventory. When a country is weakly endowed with productive 

capital, the phase where trade balance deficit widens because of terms of trade deterioration is longer.    
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A.  About Data 

The data have been provided by IMF International Financial Statistics and JP Morgan databases for the 1982(1)-

2001(1) period. Econometric and statistic works have been driven by means of Eviews 3.1. Software. 

The Real Trade Balance (b) 

Export and import volumes indexes (relevant yea 1985 =100)) have been turned into log. The real trade balance in-

dicator results from the difference between these external trade volumes, called net export volumes too. 

The Real Effective Exchange Rate (e) 

 The real effective exchange rate index (relevant year 1990 = 100), provided with a monthly frequency by JP Mor-

gan database, have been turned into quartely data. It allows to get an insight into Australia’s external trade structure. 

National and Foreign Demand (c and y
w
 ) 

Australia’s national demand level has been gauged through Australian gross domestic product volume (relevant year 

1995 = 100). Foreign demand level has been build by adding together USA, UK and Germany gross domestic pro-

duct volumes (relevant year 1995 = 100).  

 

 

 

 

 

 

 

 

 

 

 

 

 

 
B.  Estimating The VECM Model (8) 
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C. Variables On Figures 
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