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I. INTRODUCTION 

The exchange r a t e p l a c e s a v a l u e on a u n i t of a c o u n t r y ' s 
c u r r e n c y , i n terms o f the amount of a f o r e i g n c u r r e n c y i t w i l l 
buy. I t i s t h e r e f o r e a p r i c e and, l i k e o t h e r p r i c e s , i t conveys 
i n f o r m a t i o n and i n c e n t i v e s t o guide d e c i s i o n s about what t o 
produce and consume. In p a r t i c u l a r , i t determines the r e l a t i v e 
p r i c e s o f t r a d e a b l e and non-tradeable goods - concepts 
i n t r o d u c e d and d i s c u s s e d i n Working Paper No. 31 (pp.5-7). As 
such, i t can be expected t o have a po t e n t i n f l u e n c e on the 
com p o s i t i o n o f aggregate demand and supply - and hence on t h e 
process o f s t r u c t u r a l a d a p t a t i o n . T h i s h e l p s t o e x p l a i n why 
exchange r a t e p o l i c i e s are n o r m a l l y a t t h e c e n t r e o f ' s t r u c t u r a l 
adjustment' programmes supported by the IMF and World Bank. So 
too does the s p e c i a l s e v e r i t y o f the f o r e i g n exchange c o n s t r a i n t 
i n many d e v e l o p i n g c o u n t r i e s , a l s o d i s c u s s e d i n Working Paper 
No. 31 (pp.23-27). 

Considered as a p r i c e , however, the exchange r a t e has s p e c i a l 
p r o p e r t i e s . S i n c e i t a f f e c t s many o t h e r p r i c e s and touches the 
i n t e r e s t s o f everyone, i t i s arguably the s i n g l e most important 
p r i c e i n t h e economy. I t has t h e f u r t h e r q u a l i t y of l i n k i n g t h e 
g e n e r a l l e v e l o f p r i c e s i n t h e economy w i t h p r i c e s i n ot h e r 
c o u n t r i e s . Given these q u a l i t i e s , t h e use o f the exchange r a t e 
as a p o l i c y i n s t r u m e n t i s bound to e x c i t e c o n t r o v e r s y , not the 
l e a s t because almost a l l exchange r a t e 'adjustments' a r e i n the 
downward d i r e c t i o n , d e p r e c i a t i n g the n a t i o n a l c u r r e n c y , r e d u c i n g 
t h e amount of f o r e i g n exchange i t w i l l buy. The c o n t r o v e r s i e s 
remain l i v e l y today. P r o t a g o n i s t s o f an a c t i v e exchange r a t e 
p o l i c y see i t as one o f the c h i e f ways i n which governments can 
promote a d a p t a t i o n o f the s t r u c t u r e s o f p r o d u c t i o n and demand, 
i n f a v o u r o f t r a d e a b l e s . Even i t s advocates would admit t h a t i t 
i s not a s t r a i g h t f o r w a r d instrument, however, and i t s c r i t i c s 
argue t h a t i t o f t e n cannot be made t o s t i c k , t h a t i t w i l l 
a c t u a l l y damage the economy, o r t h a t responses t o i t w i l l o f t e n 
be inadequate. 

We t h e r e made the p o i n t t h a t t h e r e a r e few, i f any, 
pure n o n - t r a d e a b l e goods or s e r v i c e s , and d e s c r i b e d 
t r a d e a b i l i t y as a q u a l i t y possessed i n g r e a t e r or l e s s e r 
degree by most p r o d u c t s . While i t i s convenient here t o 
f o l l o w t h e u s u a l course o f w r i t i n g o f ' t r a d e a b l e s ' and 'non-
t r a d e a b l e s ' as i f they were d i s t i n c t t y p e s o f pr o d u c t s , 
r e a d e r s s h o u l d bear i n mind t h a t the exchange r a t e has the 
e f f e c t o f r e g u l a t i n g t h e r e l a t i v e p r i c e s o f pr o d u c t s which a r t 
f r e e l y t r a d e a b l e and those which have l e s s o f the q u a l i t y of 
t r a d e a b i l i t y . Thus, an exchange r a t e d e p r e c i a t i o n w i l l 
f a v o u r t h e former c a t e g o r y r e l a t i v e t o the l a t t e r . But s i n c e 
t h e r e i s a spectrum o f t r a d e a b i l i t y , i t i s c l e a r t h a t a 
d e p r e c i a t i o n w i l l a f f e c t t h e p r i c e s o f almost e v e r y t h i n g i n 
v a r y i n g degrees and thus can be expected t o have r a t h e r 
complex e f f e c t s on the p r o d u c t i v e s t r u c t u r e . 



There i s , perhaps, wider agreement t h a t an o v e r - v a l u e d exchange 
r a t e (the meaning of which we w i l l come t o l a t e r ) i s l i k e l y t o 
have a v a r i e t y o f adverse e f f e c t s on an economy:^ 

[a] I t w i l l discourage exports by reducing the p r o f i t a b i l i t y of 
producing for world markets. T h i s i s a c r u c i a l 
c o n s i d e r a t i o n , g i v e n t h e c o n c l u s i o n i n Working Paper No. 32 
i n f a v o u r o f an open-economy s t r a t e g y . E x p o r t performance 
i s p r o b a b l y t h e s i n g l e most important determinant of the 
p r o g r e s s of s m a l l open economies. 

[b] I t w i l l discourage national production of importables 
because the l o c a l - c u r r e n c y c o s t o f imports w i l l be kept 
a r t i f i c i a l l y low. T h i s b i a s i s l i k e l y t o have s e r i o u s 
consequences both f o r a g r i c u l t u r e (as a producer o f 
f o o d s t u f f s , as w e l l as cash crops) and m a n u f a c t u r i n g (the 
c h i e f i m p o r t - s u b s t i t u t i o n s e c t o r ) . These b i a s e s may be 
eased by t h e g r a n t i n g of p r o t e c t i o n but, by r e s t r i c t i n g 
c o m p e t i t i o n , t h i s i s l i k e l y t o breed i n e f f i c i e n c y and low-
p r o d u c t i v i t y r e s o u r c e uses. I n a s m a l l economy, s u s t a i n e d 
i n d u s t r i a l i s a t i o n i s i n c o m p a t i b l e w i t h o v e r - v a l u a t i o n . 
Moreover, t h e encouragement o f imports (as a l s o t h e 
discouragement of exports) w i l l h a sten the emergence of a 
f o r e i g n exchange c o n s t r a i n t . 

[c] I t w i l l skew the distribution of income away from producers 
of t r a d e a b l e s and i n favour of s e r v i c e and o t h e r non-traded 
a c t i v i t i e s . T h i s w i l l f r e q u e n t l y show up as a b i a s i n 
f a v o u r o f urban d w e l l e r s , d i s c r i m i n a t i n g a g a i n s t t h e r u r a l 
economy where most of the poor u s u a l l y l i v e . And where 
shorta g e s o f f o r e i g n exchange n e c e s s i t a t e the i m p o s i t i o n of 
import c o n t r o l s , l a r g e excess p r o f i t s are l i k e l y t o accrue 
t o those w e l l connected enough t o secure import l i c e n s e s . 

[d] It i s l i a b l e to destabilise c a p i t a l movements and to be 
associated with an external debt problem. T h i s w i l l o ccur 
p a r t l y through t h e weakening i n t h e balance o f payments 
a l r e a d y mentioned: t h e l a r g e r the c u r r e n t d e f i c i t t o be 
f i n a n c e d t h e g r e a t e r the n e c e s s i t y t o borrow abroad. T h i s 
may be aggravated by capital f l i g h t : when a c u r r e n c y i s 
c l e a r l y o v e r - v a l u e d those who a r e a b l e t o do so have the 
maximum i n c e n t i v e t o move t h e i r c a p i t a l out o f t h e c o u n t r y 
w h i l e i t w i l l s t i l l buy a r e l a t i v e l y l a r g e amount o f f o r e i g n 
exchange. By the same token, i n c e n t i v e s w i l l be reduced 
f o r f o r e i g n e r s t o i n v e s t i n t h e domestic economy so l o n g as 
they expect t h a t a l a r g e d e v a l u a t i o n w i l l o c c u r i n t h e 
f o r e s e e a b l e f u t u r e . 

[e] I t w i l l contribute to an unstable macroeconomic environment, 
which we suggested i n Working Paper No. 32 i s d e t r i m e n t a l 
t o e n t e r p r i s e , investment and p r i c e r e s p o n s i v e n e s s - over 
and above t h e more s p e c i f i c d e p r e s s i n g e f f e c t s a l r e a d y 
l i s t e d . 

P f e f f e r m a n , 1985, p r o v i d e s a b r i e f but comprehensive 
d i s c u s s i o n of t h e s e . 



O v e r - v a l u a t i o n can thus be seen as d e t r i m e n t a l t o s t r u c t u r a l 
a d a p t a t i o n , b i a s i n g p r o d u c t i o n and demand i n ways which aggravate 
f o r e i g n exchange s h o r t a g e s and hampering the economy's a b i l i t y 
t o respond t o these. By the same token, e s t a b l i s h m e n t o f a 
c o m p e t i t i v e exchange r a t e ought i n p r i n c i p l e t o be conducive t o 
a d a p t a t i o n , p r o v i d i n g an i n c e n t i v e t o produce t r a d e a b l e goods 
and a d i s i n c e n t i v e t o buy imports. I n t h i s way an 
' e q u i l i b r i u m ' exchange r a t e w i l l keep the c u r r e n t account 
payments d e f i c i t down t o t h a t l e v e l which can be f i n a n c e d by 
c a p i t a l i n f l o w s on s u i t a b l e terms, thus a v o i d i n g the d e p r e s s i n g 
e f f e c t s of f o r e i g n exchange shortages d e s c r i b e d i n Working Paper 
No. 31. 

Whether exchange r a t e p o l i c y can, i n f a c t , produce such a 
d e s i r a b l e outcome i s t h e s u b j e c t of most of t h e f o l l o w i n g 
d i s c u s s i o n . F i r s t , however, we must be c l e a r about the 
concepts we are u s i n g . 



II. WHICH EXCHANGE RATE? 

We have t h u s f a r been r e f e r r i n g l o o s e l y t o 'the' exchange r a t e 
as i f t h e r e were o n l y one. We sho u l d now i n t r o d u c e g r e a t e r 
p r e c i s i o n . F i r s t , i n any one co u n t r y t h e r e are as many exchange 
r a t e s as t h e r e are o t h e r c u r r e n c i e s i n t o which t h e n a t i o n a l 
c u r r e n c y can be changed. Thus, a u n i t o f the home c u r r e n c y w i l l 
buy X US d o l l a r s , y yen, z Deutschmarks and so on. These are 
known as b i l a t e r a l r a t e s , i n c o n t r a s t t o e f f e c t i v e r a t e s . 

In most usages, an e f f e c t i v e exchange r a t e i s an average 
expressed as an index s e r i e s . I t i s u s u a l l y a weighted average 
of t h e most important b i l a t e r a l r a t e s , w i t h the we i g h t s 
determined by each f o r e i g n c u r r e n c y ' s share i n t h e denomination 
of f o r e i g n t r a d e . The advantage o f u s i n g an e f f e c t i v e r a t e i s 
t h a t i t smooths out most o f the movements caused by f l u c t u a t i o n s 
i n t h e v a l u e o f whatever f o r e i g n c u r r e n c y e n t e r s i n t o a b i l a t e r a l 
r a t e . Thus, i f a cou n t r y pegs i t s own c u r r e n c y t o some f i x e d 
r a t e vis 3 vis the US d o l l a r a t a time when the d o l l a r s i s i t s e l f 
r i s i n g i n v a l u e r e l a t i v e t o o t h e r iftajor c u r r e n c i e s then 
e f f e c t i v e l y the home c o u n t r y ' s c u r r e n c y i s a l s o a p p r e c i a t i n g , 
weakening i t s c o m p e t i t i v e p o s i t i o n i n r e l a t i o n t o n o n - d o l l a r 
t r a d e . 

Because o f the p i t f a l l s of u s i n g a s i n g l e b i l a t e r a l r a t e , some 
c o u n t r i e s now d e f i n e t h e i r o f f i c i a l exchange r a t e i n terms of a 
basket o f c u r r e n c i e s . T h i s can be seen i n Table 1, which 
summarises the exchange r a t e arrangements i n f o r c e as a t March 
1988. Thus, column (5) shows a l o n g l i s t o f c o u n t r i e s which 
have pegged t h e i r c u r r e n c y t o a 'composite', o r b a s k e t , o f 
c u r r e n c i e s . The c o u n t r i e s i n column (4) are i n a s i m i l a r 
p o s i t i o n because, a l t h o u g h they are pegged t o the SDR, the v a l u e 
of t h i s i s i t s e l f a weighted average o f movements i n seven of 
the w o r l d ' s major c u r r e n c i e s . However, t h e t a b l e a l s o shows 
t h a t many c o u n t r i e s s t i l l peg t o the US d o l l a r , t h e French f r a n c 
o r some o t h e r s i n g l e c u r r e n c y . 

The r e a d e r s h o u l d be warned t h a t the concept o f an ' e f f e c t i v e ' 
exchange r a t e i s sometimes used i n a d i f f e r e n t way, t o r e f e r t o 
the number of u n i t s o f l o c a l c u r r e n c y a c t u a l l y p a i d o r r e c e i v e d 
f o r an i n t e r n a t i o n a l t r a n s a c t i o n . A c t u a l r a t e s w i l l o f t e n 
d i f f e r from o f f i c i a l r a t e s , c h i e f l y because of import and e x p o r t 
t a x e s . Most i m p o r t a n t l y , many d e v a l u a t i o n s a r e accompanied by 
changes i n t a x e s on t r a d e i n d i r e c t i o n s which m u f f l e t h e impact 
of t h e d e v a l u a t i o n . As a r e s u l t , a study o f 24 d e v a l u a t i o n s 
e s t i m a t e d t h e f o l l o w i n g average i n c r e a s e s i n exchange r a t e s 
[Cooper, 1971]: 

S i n c e people can be expected t o respond o n l y t o changes i n the 
p r i c e s t hey a c t u a l l y r e c e i v e or pay, t h i s second use of the term 

nominal 34% 
e f f e c t i v e - e x p o r t s 

- imports 
26% 
28% 



' e f f e c t i v e ' i s an impor t a n t one. However, f o r the sake of 
s i m p l i c i t y , i n what f o l l o w s we w i l l conform t o the g e n e r a l 
p a r l a n c e o f u s i n g ' e f f e c t i v e ' t o mean a weighted average of 
b i l a t e r a l r a t e s . 

T h i s b r i n g s us t o an even more c e n t r a l d i s t i n c t i o n : between 
nominal and r e a l exchange r a t e s . ^ Take a c o u n t r y which pegs i t s 
c u r r e n c y t o some o t h e r c u r r e n c y , perhaps t h e US d o l l a r . I f i t 
de c i d e s t o devalue a g a i n s t the d o l l a r , t h e e f f e c t w i l l be t o 
r a i s e t h e l o c a l - c u r r e n c y p r i c e s of t r a d e a b l e goods r e l a t i v e t o 
the c o s t s of producing them and t o r a i s e t h e l o c a l - c u r r e n c y 
p r i c e s o f imports r e l a t i v e t o l o c a l l y - m a d e goods. Now imagine 
i n s t e a d t h a t the c o u n t r y wishes t o a v o i d a d e v a l u a t i o n and t r i e s 
t o a c h i e v e the same r e s u l t s by means o f a n t i - i n f l a t i o n a r y 
p o l i c i e s . Suppose i t manages to g e t i t s i n f l a t i o n r a t e w e l l 
below t h a t o b t a i n i n g i n t h e US and f o r o t h e r goods t r a d e d i n US 
d o l l a r s . A f t e r a w h i l e the e f f e c t would be t h a t domestic 
producers of t r a d e a b l e s would f i n d t h e i r l o c a l - c u r r e n c y c o s t s 
d i m i n i s h i n g r e l a t i v e t o t h e p r e v a i l i n g l e v e l o f w o r l d p r i c e s , and 
domestic consumers would f i n d the l o c a l - c u r r e n c y p r i c e s of 
imports r i s i n g r e l a t i v e t o the p r i c e s of l o c a l l y - m a d e 
s u b s t i t u t e s . The e f f e c t o f the a n t i - i n f l a t i o n a r y s t r a t e g y , i n 
ot h e r words, i s much t h e same as a d e v a l u a t i o n , encouraging l o c a l 
p r o d u c t i o n of t r a d e a b l e s and d i s c o u r a g i n g imports. The s t r a t e g y 
has a c h i e v e d a ' r e a l ' d e v a l u a t i o n even though the nominal r a t e 
has not been changed. 

U n f o r t u n a t e l y , the o p p o s i t e i s the more common case: of 
i n f l a t i o n i n d e v e l o p i n g c o u n t r i e s exceeding i n f l a t i o n i n t h e r e s t 
of the w o r l d which, when combined w i t h i n f l e x i b l e nominal 
exchange r a t e s , r e s u l t i n r e a l a p p r e c i a t i o n s of t h e i r c u r r e n c i e s , 
e r o d i n g c o m p e t i t i v e advantages and weakening the balance of 
payments. I t i s because o f t h i s tendency t h a t the concept of 
the r e a l exchange r a t e has become an important one i n the 
a n a l y s i s o f p o l i c y . A l t h o u g h t h e r e are v a r i o u s formulae i n use, 
f o r p r a c t i c a l purposes t h e r e a l exchange r a t e (RXR) i s measured 
as the nominal r a t e (NXR) times an index of domestic p r i c e s 
d i v i d e d by an index of w o r l d p r i c e s of t r a d e a b l e s : 

RXR = NPd 
Pw 

where N = NRX, Pd = the domestic p r i c e l e v e l ( o f t e n p r o x i e d by 
a consumer p r i c e index o r the GDP d e f l a t o r ) and Pw = t h e w o r l d 
p r i c e o f t r a d e a b l e s . Thus, i f the NXR remains unchanged i n a 
p e r i o d when wo r l d p r i c e s r i s e by 5% and domestic p r i c e s by 15%, 
then t h e RXR i n p e r i o d 2 ( w i t h p e r i o d 1 = 100) i s : 

100X1.15 = 109.5 
1.05 

i . e . t h e domestic c u r r e n c y has a p p r e c i a t e d by 9.5% i n r e a l terms, 
w h i l e t h e NXR has remained c o n s t a n t . 

See Dornbusch and Helmers, 1988, ch a p t e r 2, f o r a more 
d e t a i l e d d i s c u s s i o n o f t h e concept of the r e a l exchange r a t e . 



Table l : Exchange rate arrangements as of March 31, 1988° 

Pegged 

Single currency Currency composite 
U.S. dollar French franc Other SDR Other 

(1) (2) (3) (4) (5) 
Afghanistan'' Lao People's Benin Bhutan Burma Algeria'' 
Antigua and Democratic Burkina Faso (Indian rupee) Burundi Austria 
Barbuda Republic'' Cameroon Kiribati Iran, Islamic 

Republic of 
Bangladesh" ' 

The Bahamas'' Liberia Central African (Australian 
Iran, Islamic 
Republic of Botswana 

Barbados Mozambique 
Nicaragua'' 

Republic dollar) Jordan Cape Verde Mozambique 
Nicaragua'' 

Belize Oman Chad Lesotho" Libyan Arab Cyprus 
Djibouti Comoros (South African Jamahiriya^ Fiji 
Dominica Panama Congo rand) Rwanda Finland* 
Ecuador'' Paraguay'' C6te d'lvoire Swaziland Seychelles Hungary 

Peru^ Equatorial (South African Israel 
El Salvador" St Kitts & Guinea rand) 
Ethiopia Nevis Tonga Kenya 
Grenada St Lucia Gabon (Australian Kuwait 
Guatemala'' Mali dollar) Malawi 
Guyana'' St Vincent & Niger Malaysia' 
Haiti the Grenadines Senegal Malta 
Honduras Sierra Leone Togo 
Iraq Somalia Mauritius Iraq 

Sudan'' 
Suriname 
Syrian Arab 
Republic 
Trinidad & 
Tobago 
Uganda 
Venezuela'' 
Viet Nam" 
Yemen Arab 
Republic 
Yemen, People' s 

Nepal 
Norway 
Papua New Guin 
Poland 
Romania 
Sao Tome & 
Principe 
Solomon Islands 
Sweden^ 
Tanzania 
Thailand 

Democratic Rep. Vanuatu 
Zambia Western Samoa 

Zimbabwe 

(a) No current information is available relating to Democratic Kampuchea. 
(b) In all cases listed in this column, the US dollar was the currency against which exchange 

rates showed limited flexibility. 
(c) This category consists of countries participating in the exchange rate mechanism of the 

European Monetary System. In each case, the exchange rate is maintained within a 
margin of 2.25% around the bilateral central rates against other participating countries, 
with the exception of Italy, in which case the exchange rate is maintained within a margin 
of 6%. 

(d) Member maintains dual exchange markets involving multiple exchange arrangements. The 
arrangement shown is that maintained in the major market. The dual exchange market 
in the Yemen Arab Republic was unified on January 1, 1988. 

Source: IMF, Exchange Arrangements and Exchange Restrictions Report. 1988. Table 2. 



Flexibility limited vis a vis 
a single currency 

or group of currencies 
More flexible 

Flexibility limited vis a vis 
a single currency 

or group of currencies 
Adjusted 
according 
to a set of 
indicators 

(8) 
Single Cooperative 

currency'' arrangements" 
(6) (7) 

Adjusted 
according 
to a set of 
indicators 

(8) 

Other 
managed 
floating 

(9) 
Independently 

floating 
(10) 

Bahrain" 
Qatar' 
Saudi Arabia* 
United Arab 
Emirates* 

Belgium" 
Denmark 
France 
Federal Rep. 
of Germany 
Ireland 
Italy 
Luxembourg 
Netherlands 

Brazil 
Chile" 
Colombia 
Madagascar 
Portugal 

Argentina" 
People's Rep. 
of China" 
Costa Rica" 
Dominican 
Republic 
Egypt" 
Greece 
Guinea-Bissau 
Iceland 
India" 
Indonesia 
Jamaica 
Korea 
Mauritania 
Mexico" 
Morocco 
Pakistan 
Singapore 
Sri Lanka 
Tunisia 
Turkey' 
Yugoslavia 

Australia 
Bolivia 
Canada 
The Gambia 
Ghana" 
Guinea 
Japan 
Lebanon 
Maldives 
New Zealand 
Nigeria" 
Philippines 
South Africa" 
Spain 
United Kingdom 
United States 
Uruguay 
Zaire 

(e) Exchange rates are determined on the basis of a fixed relationship to the SDR, within 
margins of up to ± 7.25%. However, because of the maintenance of a relatively stable 
relationship with the US dollar, these margins are not always observed. 

(f) The exchange rate is maintained within margins of ± 7.5%. 
(g) The exchange rate is maintained within margins of ± 2.25%. 
(h) The exchange rate is maintained within margins of ± 5% on either side of a weighted 

composite of the currencies of the main trading partners. 
(i) The Central Bank establishes its selling rate daily and the buying rate is set at .5% below 

the selling rate. Commercial banks must use the Central Bank's selling rate, but arc free 
to set their own buying rate. 

(j) The exchange rate is maintained within margins of ± 1.5%, 



The concepts i n t r o d u c e d above can now be i l l u s t r a t e d t a k i n g the 
example of Francophone A f r i c a n c o u n t r i e s which are members of 
th e CFA Zone d e s c r i b e d i n Box I . T h i s arrangement has 
m a i n t a i n e d a f i x e d NXR o f 50 CFA f r a n c s t o one French f r a n c f o r 
over 40 y e a r s , s i n c e 1948. We can ask two q u e s t i o n s about t h i s . 
S i n c e t h e r a t e i s a b i l a t e r a l r a t e , what has happened t o the 
e f f e c t i v e r a t e , t a k i n g i n t o account the t r a d e of t h e CFA members 
which i s not denominated i n French f r a n c s ? The answer i s 
p r o v i d e d f o r a sample of t h r e e CFA c o u n t r i e s i n F i g u r e A, where 
i t w i l l be seen t h a t t h e r e has been an a p p r e c i a t i n g t r e n d i n 
r e c e n t y e a r s . However, i t i s a l s o apparent t h a t each c o u n t r y has 
had a somewhat d i f f e r e n t e x p e r i e n c e d e s p i t e a common b i l a t e r a l 
r a t e w i t h the French f r a n c , r e f l e c t i n g the d i f f e r i n g commodity 
and g e o g r a p h i c a l compositions of t h e i r t r a d e . 

The second, and more important, q u e s t i o n i s what has been 
happening t o the r e a l e f f e c t i v e exchange r a t e s (REXR) of t h e s e 
same c o u n t r i e s ? T h i s i s i l l u s t r a t e d i n F i g u r e B, t o which has 
been added the REXR of France. Comparison of F i g u r e s A and B 
r e v e a l s s u b s t a n t i a l d i f f e r e n c e s f o r t h e CFA c o u n t r i e s between 
t h e i r NEXRs and REXRs, p o i n t i n g up the importance of the 
d i s t i n c t i o n between the two. F i g u r e B a l s o shows (a) a r e a l 
d e p r e c i a t i o n f o r a l l c o u n t r i e s i n t h e e a r l y - 1 9 8 0 s ; (b) 
c o n s i d e r a b l e d i v e r g e n c e s i n t r e n d s i n t h e second h a l f of t h e 
decade; and (c) l a r g e d i v e r g e n c e s between the REXRs of France 
and t h e CFA c o u n t r i e s - a l l t h ese d e s p i t e a pegged nominal r a t e . 
I t i s apparent from the diagram t h a t t h e CFA Zone arrangements 
have f a i l e d t o achieve s i m i l a r i t y of e x p e r i e n c e among the CFA 
c o u n t r i e s and t o keep the CFA c o u n t r i e s i n l i n e w i t h t h e c o u n t r y 
t o whose c u r r e n c y they are pegged. As i s d e s c r i b e d i n Box I , 
t h e se d i v e r g e n c e s are b e g i n n i n g t o p l a c e s t r a i n on t h e CFA Zone 
arrangements. For p r e s e n t purposes, however, the i m p o r t a n t 
p o i n t i s t h a t a s t a b l e nominal r a t e does not n e c e s s a r i l y mean a 
s t a b l e r e a l r a t e . 

For t h e encouragement of s t r u c t u r a l a d a p t a t i o n , i t i s the r e a l 
r a t e which i s the most important. s i n c e s t r u c t u r a l change i s 
a long-term p r o c e s s , n e c e s s i t a t i n g i n n o v a t i o n and Investment, the 
p r i c e s i g n a l s t h a t can induce such changes must themselves be 
p e r s i s t e n t , t o p r o v i d e a b a s i s f o r d e c i s i o n s about the f u t u r e . 
Leaving a s i d e the p o s s i b i l i t y of s h o r t term 'money i l l u s i o n ' * , i t 
i s t o r e a l changes t h a t we must expect people t o respond, f o r 
they q u i c k l y l e a r n how a nominal change can be eroded by 
i n f l a t i o n . Indeed, we s h a l l see s h o r t l y t h a t one of t h e i s s u e s 
c o n c e r n i n g t h e use of the exchange r a t e as a p o l i c y i n s t r u m e n t 
i s the e x t e n t t o which nominal d e v a l u a t i o n s can be t r a n s l a t e d 
i n t o r e a l changes. Many c o u n t r i e s have had the e x p e r i e n c e of 
s e e i n g the i n c e n t i v e e f f e c t s of a nominal d e v a l u a t i o n q u i c k l y 
eroded by r a p i d domestic i n f l a t i o n . 

A money i l l u s i o n may be s a i d t o e x i s t when people 
respond t o a change i n nominal magnitudes as i f t hey were r e a l 
changes. Such behaviour may be of Importance i n t h e s h o r t 
run, when, say, a d e v a l u a t i o n i s not f u l l y a n t i c i p a t e d , but 
i l l u s i o n s are u n l i k e l y t o p e r s i s t f o r l o n g , as when i n f l a t i o n 
c a n c e l s out the i n c e n t i v e s c r e a t e d by the d e v a l u a t i o n . 



Source; I n t e r n a t i o n a l F i n a n c i a l S t a t i s t i c s 



BOX I. ADJUSTMENT AND EXCHANGE RATES IN 
THE FRANC ZONE ' 

The Communauti Financiire Africaine (CFA) zone is made up of monetary unions for 
Central and West Africa, of which a total of 13 Francophone countries are members. 
These arrangements: 
• create a fixed nominal exchange rate pegged to the French franc; 
• create monetary integration among members through the common currency and the 

pooling of international reserves; and 
• provide a French guarantee of the convertibility of the CFA franc. 
The objectives of these arrangements include the maintenance of a stable macroeconomic 
environment and the encouragement of foreign investment. There is little doubt that 
member countries have benefited over them - the CFA countries achieved higher growth 
rates in the 1960s and 1970s than other African countries and avoided the severe 
economic crises that have been suffered by some of these other countries. However, 
by the late-1980s the scheme was coming increasingly into question. 
Part of the reason is illustrated in Figure B, namely the failure of the arrangements to 
result in stable and uniform REXRs. This partly reflects differences in the commodity 
and country composition of member countries' trade (e.g. while most are oil importers, 
Gabon and Cameroon are oil exporters) and, therefore, in their terms of trade 
experiencesi But it results also from differences in domestic inflation rates, While the 
CFA arrangements include provisions limiting the freedom of action of members' fiscal 
and monetary authorities, e.g. by limiting the amount of credit they may receive from 
their regional Central bank, there are loopholes. In particular, the arrangements have 
not exerted effective restraints over the finances of parastatal bodies nor ov^r capital 
flows, so that several CFA countries now have large external de^t servicing problems, 
aggravated by capital flight, and a serious shortage of international liquidity. Another 
symptom of stress was that for the first time the two central banks simultaneously went 
into deficit in the mid-1980s, creating an unprecedented demand for credits from the 
operations account (comple d'operations) at the French Treasury, which guarantees the 
convertibility of the CFA franc. 

What is clear from Figure B is that the currency union has not stabilised REXRs. 
Indeed, they have been less stable than a comparator group of other African countries 
and there is evidence that the system of financial transfers from France built into the 
scheme has contributed to this destabilisation. Equally seriously, a number of CFA 
countries have experienced an appreciation of their REXR in recent years, at a time 
when they Were already in payments difficulties, with several o( them now regarded as 
having seriously over-valued currencies. With a fixed NXR this leaves fiscal and 
monetary retrenchment as the main means for depreciating the REXR^ but it is unclear 
whether member governments are witling or able to impose the necessary degree of 
austerity, with all the socio-economic costs it would impose. 

^ English-language readers wishing to pursue this topic in greater depth are referred 
to Bhatia, 1985; Devarajan aad de Mclo, 1987; and Macedo, 1986. 



I t was on t h e )3asis of a b e l i e f i n t h e c e n t r a l importance o f t h e 
REXR t h a t much concern wais expressed i n t h e ea r l y - 1 9 8 0 s about 
t r e n d s i n sub-Saharan A f r i c a , f o r reasons i l l u s t r a t e d i n F i g u r e 
C. We see t h e r e the r a p i d r e a l a p p r e c i a t i o n which o c c u r r e d f o r 
SSA as a whole over a decade b e g i n n i n g i n the e a r l y - 1 9 7 0 s , 
a l t h o u g h a l e s s d r a m a t i c p i c t u r e i s o b t a i n e d when N i g e r i a i s 
excl u d e d from t h e average.* We a l s o see t h a t , on e i t h e r 
measure, a s u b s t a n t i a l r e a l d e p r e c i a t i o n began f o r A f r i c a from 
the mid-1980s ( n o t w i t h s t a n d i n g a c o n t r a r y t r e n d i n some CFA 
c o u n t r i e s ) , p r i m a r i l y as a r e s u l t o f adjustment programmes 
adopted i n t h a t p e r i o d . 

Note: Group averages weighted by 1985 GDP i n d o l l a r s . 
Sub-Saharan A f r i c a here i n c l u d e s o n l y 30 c o u n t r i e s . 

SouEse: IMF dat a . 

The d i f f e r e n c e between the w i t h - and w i t h o u t - N i g e r i a 
c urves i n F i g u r e C i l l u s t r a t e s the c a u t i o n t h a t d r a m a t i c a l l y 
d i f f e r e n t averages can be produced by changing the c o u n t r i e s 
i n c l u d e d i n t h e sample, t h e weights a t t a c h e d t o them, t h e 
p e r i o d s e l e c t e d , or o t h e r f a c t o r s . 



III. THE PROBLEM OF THE MOVING TARGET 

I f i ndeed the exchange r a t e i s o f such importance i n adjustment 
p o l i c i e s , the f u r t h e r q u e s t i o n s a r i s e o f how a government can 
judge when a c t i o n i s necessary and how i t s h o u l d determine what 
i s t h e o p t i m a l r a t e t o aim f o r . The f i r s t o f these q u e s t i o n s 
i s t h e e a s i e r . V a r i o u s symptoms w i l l show up when a c u r r e n c y 
becomes m i s a l i g n e d . I f we take the case o f a c u r r e n c y which has 
become o v e r - v a l u e d , one t h i n g t h a t i s l i k e l y t o happen i s t h e 
emergence of a b l a c k market, o f f e r i n g more l o c a l c u r r e n c y per 
u n i t o f f o r e i g n c u r r e n c y than t h e o f f i c i a l r a t e . Where t h e r e 
i s a l o n g - s t a n d i n g b l a c k market, the o v e r - v a l u a t i o n w i l l show up 
as a widening of t h e spread between the o f f i c i a l and b l a c k r a t e s . 

An excess demand f o r imports i s another l i k e l y s i g n , as imports 
become cheaper r e l a t i v e t o l o c a l p r o d u c t s , l e a d i n g e i t h e r t o an 
import boom or t o the i m p o s i t i o n (or t i g h t e n i n g ) o f import 
r e s t r i c t i o n s . C o n t r o l s w i l l l e a d t o s c a r c i t y premia on imported 
goods, l e a d i n g t o widening p r o f i t margins f o r t r a d e r s and r i s i n g 
p r i c e s . Where t h e government responds by imposing p r i c e 
c o n t r o l s t h i s i s l i k e l y t o spawn o t h e r b l a c k markets, f o r 
imported goods a t above c o n t r o l l e d p r i c e s . The same f o r c e s 
c r e a t i n g an excess demand f o r imports w i l l a l s o be a t work 
e r o d i n g the p r o f i t a b i l i t y o f the c o u n t r y ' s e x p o r t s . T h i s i s 
l i k e l y t o show up f i r s t i n the form o f co m p l a i n t s by e x p o r t e r s , 
p o s s i b l y f o l l o w e d by reduced p r o d u c t i o n . Where the government 
t a x e s e x p o r t s , i t w i l l come under p r e s s u r e t o reduce t h i s 
t a x a t i o n i n o r d e r t o s u s t a i n the p r o f i t a b i l i t y of e x p o r t s . 

There are more f o r m a l ways i n which misalignment can be gauged.' 
One i s the c a l c u l a t i o n o f a time s e r i e s f o r the c o u n t r y ' s REXR, 
of the type i l l u s t r a t e d i n F i g u r e B. I f th e y e a r chosen as the 
base i s one i n which the REXR was regarded as s a t i s f a c t o r y , 
misalignment can be judged as the degree of d e v i a t i o n frOm the 
base REXR. S i n c e the REXR i s a measure of the r e l a t i v e p r i c e s 
of t r a d e a b l e and non-tradeable goods and s e r v i c e s , another 
p o s s i b i l i t y i s t o compare p r i c e i n d i c e s o f these c a t e g o r i e s of 
goods. Where a downward t r e n d i n t h e r e l a t i v e p r i c e o f 
t r a d e a b l e s i s shown, a g a i n s t a r t i n g from a base p e r i o d i n which 
the p r i c e r e l a t i o n s h i p was regarded as s a t i s f a c t o r y , t h i s t o o can 
be t a k e n as evidence o f o v e r - v a l u a t i o n . D e t a i l e d s t u d i e s o f 
e x p o r t i n g o r i m p o r t - s u b s t i t u t i n g i n d u s t r i e s are another 
p o s s i b i l i t y , a g a i n w i t h the i n t e n t i o n o f examining t r e n d s i n 
p r o f i t a b i l i t y and i n t e r n a t i o n a l c o m p e t i t i v e n e s s . 

Through these v a r i o u s i n d i c a t o r s , o v e r - v a l u a t i o r l s o f any 
magnitude are l i k e l y soon enough t o make themselves f e l t . They 
w i l l r a i s e the q u e s t i o n o f a d e v a l u a t i o n of the c u r r e n c y , but the 
more d i f f i c u l t q u e s t i o n i s how t o determine t o what r a t e the 
cur r e n c y should be reduced. 

See Johnson et a l . , 1985, f o r an e x c e l l e n t d i s c u s s i o n 
of t h i s and r e l a t e d t o p i c s . 



Economists l i k e t o d e f i n e t h i s i n terms of an ' e q u i l i b r i u m ' r a t e , 
a l t h o u g h t h i s i s of o n l y l i m i t e d p r a c t i c a l use. The e q u i l i b r i u m 
exchange r a t e can be f o r m a l l y d e f i n e d as t h a t r a t e which r e s u l t s 
i n the simultaneous achievement of e x t e r n a l and domestic b a l a n c e . 
That i s t o say, i t i s t h a t r a t e which w i l l c o n f i n e any d e f i c i t 
on the c u r r e n t account of t h e balance o f payments t o a l e v e l 
which can be f i n a n c e d by i n f l o w s o f f o r e i g n c a p i t a l on terms 
regarded as s a t i s f a c t o r y t o the r e c i p i e n t c o u n t r y and w i t h o u t 
n e c e s s i t a t i n g unwanted r e s t r i c t i o n s on t r a d e and payments, o r on 
domestic economic a c t i v i t y . Domestic balance can be thought of 
as b e i n g a chieved when t h e d e s i r e d excess of e x p e n d i t u r e s over 
income - o r of investment over s a v i n g - i s the same as the 
expected c a p i t a l i n f l o w , i . e . the bala n c e of payments c u r r e n t 
account w i t h o p p o s i t e s i g n . 

I t i s immediately apparent t h a t d e t e r m i n a t i o n o f an e q u i l i b r i u m 
exchange r a t e i s a h i g h l y complex and c o n t i n g e n t e x e r c i s e . For 
one t h i n g , i t i s c o n t i n g e n t upon wo r l d economic c o n d i t i o n s . The 
e q u i l i b r i u m r a t e can o n l y be s p e c i f i e d g i v e n w o r l d p r i c e s , w o r l d 
i n t e r e s t r a t e s and t r e n d s i n world c a p i t a l movements. I t i s 
c o n t i n g e n t a l s o upon a wide range of government p o l i c i e s i n o t h e r 
a r e a s : t h e 'stance' o f f i s c a l p o l i c y and t h e e x t e n t o f d e f i c i t 
f i n a n c i n g ; domestic c r e d i t p o l i c i e s ; t h e s t r u c t u r e o f t a x e s on 
imports and e x p o r t s ; r e s t r i c t i o n s on t r a d e and payments. To 
put t h e matter another way, f i s c a l , monetary and r e g u l a t o r y 
p o l i c i e s have t o be c o n s i s t e n t w i t h exchange r a t e p o l i c i e s . The 
worst case of a l l i s where the government pursues expansionary 
f i s c a l - m o n e t a r y p o l i c i e s w h i l e t r y i n g t o m a i n t a i n a f i x e d NXR. 
I n t h e absence of l a r g e excess c a p a c i t y i n the economy, an 
a p p r e c i a t i o n of the RXR i s an almost guaranteed r e s u l t . Many 
governments have run i n t o d i f f i c u l t i e s v i a t h i s r o u t e , f o r 
commitment t o a f i x e d r a t e presumes a p a r t i c u l a r l y s t r o n g 
d i s c i p l i n e i n f i s c a l and monetary p o l i c i e s (as i l l u s t r a t e d i n Box 
I on t h e CFA Zone). 

We sh o u l d note an important i m p l i c a t i o n o f the above d i s c u s s i o n : 
an exchange r a t e misalignment does not n e c e s s a r i l y imply a p o l i c y 
f a i l u r e ; i t can occur as a r e s u l t o f f o r c e s beyond t h e c o n t r o l 
of the government. Thus i f a s a t i s f a c t o r y REXR i s e s t a b l i s h e d 
and t h e government i s s u c c e s s f u l i n kee p i n g domestic i n f l a t i o n 
w i t h i n t h e l i m i t s s e t by w o r l d p r i c e i n c r e a s e s f o r t r a d e a b l e s , 
t h e c u r r e n c y can s t i l l become ov e r - v a l u e d i f t h e r e o c c u r s a 
p e r s i s t e n t d e t e r i o r a t i o n i n the terms of t r a d e , or i n wo r l d 
c a p i t a l market c o n d i t i o n s . Indeed, i t was t h e adverse terms of 
t r a d e e f f e c t s o f the second o i l shock a t t h e b e g i n n i n g o f the 
1980s which s e t i n motion the e x p l o s i o n of ' s t r u c t u r a l 
adjustment' programmes t h a t was such a landmark of t h a t decade. 
C o u n t r i e s faced w i t h long-term d e c l i n e s i n t h e i r terms of t r a d e 
(of t h e t y p e i l l u s t r a t e d i n Working Paper No. 31, F i g u r e B) need 
t o compensate by d e p r e c i a t i n g t h e i r REXR. 

A f u r t h e r c o m p l i c a t i o n i s t h a t the e q u i l i b r i u m exchange r a t e , 
b e s i d e s b e i n g d i f f i c u l t t o determine, w i l l be changing over time 
as c o n d i t i o n s i n t h e w o r l d and domestic economies a l t e r . 
Governments w i l l f i n d themselves a i m i n g a t a moving t a r g e t . 
Thus, a p e r s i s t e n t d e t e r i o r a t i o n i n the c o u n t r y ' s terms of t r a d e 



w i l l p o i n t i n the d i r e c t i o n of a d e p r e c i a t i o n ; improved access 
t o w o r l d c a p i t a l markets, or lower w o r l d i n t e r e s t r a t e s , w i l l 
p o i n t t h e o t h e r way, and so on. As a p r a c t i c a l m a t t e r , i t may 
be d i f f i c u l t t o go much beyond the e a r l i e r s u g g e s t i o n of f i x i n g 
on a y e a r when t h e REXR was regarded as s a t i s f a c t o r y , i n terms 
of e x t e r n a l and domestic balance, and t r e a t i n g maintenance of 
t h i s r a t e as the t a r g e t , s u b j e c t t o adjustments f o r changes i n 
the terms o f t r a d e and o t h e r b a s i c d e t e r m i n a n t s . The p o l i c y 
would then be t o manipulate the NEXR so as t o produce t h i s 
r e s u l t , and t o o r d e r o t h e r government p o l i c i e s so as t o be 
c o n s i s t e n t w i t h t h i s exchange r a t e t a r g e t . 

S t a r t i n g from a p o s i t i o n o f o v e r - v a l u a t i o n , the government s t i l l 
has t o d e c i d e by how much t o devalue. Some of t h e i n d i c a t o r s 
of o v e r - v a l u a t i o n a l r e a d y mentioned w i l l convey some i d e a o f 
t h i s . Thus, i f t h e o b j e c t i v e i s t o r e s t o r e t h e REXR t o some 
former l e v e l , i t s h o u l d be p o s s i b l e t o e s t i m a t e t h e nominal 
d e v a l u a t i o n n e c e s s a r y t o produce t h a t r e s u l t , g i v e n i n f o r m a t i o n 
about w o r l d and domestic p r i c e s (and i n c l u d i n g a l l o w a n c e f o r the 
p r i c e - r a i s i n g e f f e c t s o f t h e d e v a l u a t i o n i t s e l f ) . S t u d i e s of 
the p r o f i t a b i l i t y o f p r o d u c i n g t r a d e a b l e s s h o u l d y i e l d an i d e a 
of t h e s i z e o f nominal change necessary t o r e s t o r e i n t e r n a t i o n a l 
c o m p e t i t i v e n e s s . T h i s might be e s p e c i a l l y u s e f u l where one o r 
two p r o d u c t s dominate a cou n t r y ' s e x p o r t s . The s i z e o f the 
d i s c r e p a n c y between t h e o f f i c i a l and b l a c k market r a t e w i l l a l s o 
g i v e an i n d i c a t i o n . However, b e i n g t h e product of a r e s i d u a l 
and i l l e g a l market, t h e b l a c k r a t e w i l l tend t o o v e r s t a t e the 
s i z e o f t h e needed d e p r e c i a t i o n , o r w i l l mark the upper end o f 
the range o f needed change. 

The use o f p r i c e e l a s t i c i t i e s p r o v i d e s a f u r t h e r t e c h n i q u e . 
Given t h e t y p e o f economy w i t h which t h i s s e r i e s o f Working 
Papers i s concerned, i t w i l l g e n e r a l l y be a p p r o p r i a t e t o make a 
'smal l c o u n t r y assumption', i . e . t o assume t h a t t h e c o u n t r y ' s 
e x p o r t s u p p l i e s a r e s m a l l i n r e l a t i o n t o t o t a l w o r l d s u p p l i e s of 
those commodities and t h a t the c o u n t r y ' s demand f o r im p o r t s i s 
a s m a l l p r o p o r t i o n o f t o t a l w orld demand. The e f f e c t o f t h i s 
assumption i s t o t r e a t t h e country as a p r i c e t a k e r - unable by 
a l t e r i n g s u p p l y t o i n f l u e n c e the w o r l d p r i c e of i t s e x p o r t s and 
unable by m a n i p u l a t i n g i t s demand t o i n f l u e n c e t h e w o r l d p r i c e 
of i t s i m p o r t s . On such an assumption, the p r i c e e l a s t i c i t i e s 
t h a t m a t t e r are t h e domestic p r i c e e l a s t i c i t y o f demand f o r 
imports and the domestic p r i c e e l a s t i c i t y o f s u p p l y o f e x p o r t s 
and o t h e r t r a d e a b l e s . Given some d e s i r e d improvement i n the 
balan c e o f payments i t i s i n p r i n c i p l e p o s s i b l e t o use the 
r e l e v a n t e l a s t i c i t i e s t o c a l c u l a t e t h e s i z e o f d e v a l u a t i o n 

* However, governments should beware of d e t e r m i n i n g 
exchange r a t e s s i m p l y i n terms of t h e c o m p e t i t i v e n e s s o f t h e i r 
t r a d i t i o n a l e x p o r t s i n s i t u a t i o n s where a d i v e r s i f i c a t i o n o f 
e x p o r t s - s t r e s s e d i n Working Paper No. 32 - i s d e s i r a b l e . 
I t would then be impo r t a n t t o ensure t h a t t h e new r a t e i s such 
as t o p r o v i d e i n c e n t i v e s f o r the p r o d u c t i o n of n o n - t r a d i t i o n a l 
e x p o r t s . 



necessary t o achieve t h e d e s i r e d r e d u c t i o n i n imports and 
expansion of e x p o r t s . 

Apart from the now f a m i l i a r warning t o c o n c e n t r a t e on r e a l , as 
a g a i n s t nominal, changes t h e r e are two o t h e r c a u t i o n s about u s i n g 
t h e e l a s t i c i t i e s approach. One i s t h a t i t i s l i k e l y t o work 
b e t t e r f o r modest, i n c r e m e n t a l changes than f o r s i t u a t i o n s of 
g r o s s o v e r - v a l u a t i o n . The e l a s t i c i t i e s approach i s d e r i v e d from 
n e o c l a s s i c a l microeconomics and i s l e s s w e l l s u i t e d t o the 
a n a l y s i s o f l a r g e d i s e q u i l i b r i a , t h e s o l u t i o n of which r e q u i r e 
d i s c o n t i n u o u s change. A f u r t h e r c a u t i o n i s a g a i n s t too 
u n t h i n k i n g a use of t h e s m a l l c o u n t r y assumption. A s m a l l 
c o u n t r y can produce a l a r g e p r o p o r t i o n of t h e one o r two e x p o r t 
commodities i n which i t i s s p e c i a l i s e d . Thus, Z a n z i b a r i s a 
t i n y , semi-autonomous i s l a n d , p a r t o f t h e R e p u b l i c of Tanzania, 
which appears t o be a t o t a l l y i n s i g n i f i c a n t member of th e w o r l d 
t r a d i n g community but which a c t u a l l y produces about a t h i r d of 
t o t a l w o r l d e x p o r t s of c l o v e s . Were exchange r a t e p o l i c i e s t o 
l e a d t o a l a r g e expansion of i t s c l o v e e x p o r t s t h e w o r l d p r i c e 
would l i k e l y f a l l and t h e s m a l l country assumption would cease 
t o be v a l i d . We d e a l w i t h such a s i t u a t i o n i n Box I I on the 
Sudan l a t e r . I t s h o u l d a l s o be noted t h a t t h e e l a s t i c i t i e s 
approach (and some of the o t h e r i n d i c a t o r s mentioned above) 
r e l a t e s o n l y t o the t r a d i n g o r c u r r e n t account of the b a l a n c e of 
payments, whereas the exchange r a t e can a l s o have an i m p o r t a n t 
i n f l u e n c e on c a p i t a l movements - an i n f l u e n c e which, however, i s 
d i f f i c u l t t o q u a n t i f y i n advance. 

We should f i n a l l y note a s o l u t i o n which a b s o l v e s the government 
from forming a view of the necessary d e v a l u a t i o n a t a l l : t o 
l e a v e t h e c u r r e n c y f r e e t o f l o a t t o whatever l e v e l i s determined 
by supply and demand. We r e t u r n t o t h e pros and cons of t h i s 
d e v i c e l a t e r . 

To sum up, we have suggested t h a t i t i s t h e REXR which i s the key 
v a r i a b l e f o r the purposes of s t r u c t u r a l a d a p t a t i o n . 
U n f o r t u n a t e l y , t h e REXR i s not s t r i c t l y a p o l i c y instrument s i n c e 
i t s d e t e r m i n a t i o n i s c o n t i n g e n t upon a wide v a r i e t y of e x t e r n a l 
and domestic economic c o n d i t i o n s , i n a d d i t i o n t o p o l i c y a c t i o n s . 
The REXR can be manipulated, however, by a combination of 
adjustments t o the NEXR and s u p p o r t i n g domestic economic 
p o l i c i e s . We have gone through the symptoms t h a t w i l l show up 
a misalignment, the causes of misalignments, and ways of j u d g i n g 
t h e d e s i r a b l e s c a l e of change. But do exchange r a t e changes 
a c t u a l l y produce the b e n e f i t s the textbooks say they w i l l ? Does 
d e v a l u a t i o n work? 



IV. DOES DEVALUATION WORK? 

Those who are s c e p t i c a l about t h i s suggest [1] t h a t d e v a l u a t i o n 
tends t o have s t a g f l a t i o n a r y e f f e c t s ; [2] t h a t responses t o the 
changed p r i c e i n c e n t i v e s w i l l be s m a l l ; and [3] t h a t i t tends 
t o p l a c e e x c e s s i v e demands on governments' a b i l i t i e s t o manage 
t h e i r economies. We w i l l o u t l i n e t h e s e arguments i n t h a t o r d e r . 

IV. 1 stagflation^" 

T h i s i s a c o n d i t i o n i n which an economy e x p e r i e n c e s 
s i m u l t a n e o u s l y a c c e l e r a t e d i n f l a t i o n and depressed l e v e l s o f 
output and employment. Take f i r s t the i n f l a t i o n a r y component, 
b e a r i n g i n mind t h a t we are w r i t i n g o f s m a l l open economies. 
Imports w i l l be l a r g e r e l a t i v e t o economic a c t i v i t y i n such 
economies, p r o v i d i n g necessary raw m a t e r i a l and o t h e r p r o d u c t i v e 
i n p u t s , c a p i t a l equipment and f i n i s h e d consumer goods. A 
d e v a l u a t i o n can n o r m a l l y be expected t o r a i s e the domestic p r i c e s 
of t h e s e , by r a i s i n g the l o c a l - c u r r e n c y c o s t of i m p o r t s . " T h i s 
i n i t i a l p r i c e - r a i s i n g e f f e c t may then s e t o f f d e f e n s i v e r e a c t i o n s 
by groups w i t h i n s o c i e t y seeki n g t o p r o t e c t t h e i r l i v i n g 
s t a n d a r d s . T h i s w i l l tend t o happen, f o r example, where 
o r g a n i s e d l a b o u r i s s t r o n g and i s a b l e t o secure wage i n c r e a s e s 
t o compensate f o r the e f f e c t s o f the d e v a l u a t i o n ; o r where 
producers f o l l o w c o s t - p l u s p r i c i n g r u l e s . I n s h o r t , a 
d e v a l u a t i o n may t r i g g e r an a c c e l e r a t i o n o f i n f l a t i o n , depending 
on the n a t u r e and s t r e n g t h o f the t r a n s m i s s i o n mechanisms w i t h i n 
the socio-economic s t r u c t u r e . Where t h i s happens, t h e r e a l 
e f f e c t s o f a d e v a l u a t i o n o f the NEXR w i l l q u i c k l y be eroded and 
the REXR may be l e f t no lower. T h i s c r i t i c i s m , t h e n , i s t h a t 
governments are commonly unable t o t r a n s l a t e NEXR a c t i o n s i n t o 
necessary changes i n t h e REXR. 

I am here u s i n g d e v a l u a t i o n l o o s e l y t o r e f e r t o any 
s u b s t a n t i a l and d e l i b e r a t e l y engineered nominal d e p r e c i a t i o n 
of t h e c u r r e n c y . 

See, f o r example, Krugman and T a y l o r , 1978, and 
T a y l o r , 1988. 

" When d e v a l u a t i o n i s preceded by a s i t u a t i o n where 
imports are h e l d down by quota r e s t r i c t i o n s , f i n a l p r i c e s may 
not r i s e by the f u l l e x t e n t o f the d e v a l u a t i o n because t h e r e 
w i l l be a tendency f o r p r e v i o u s l y - e x i s t i n g s c a r c i t y premia to 
be eroded, so t h a t p a r t o f the e f f e c t w i l l t a k e the form o f 
reduced p r o f i t margins r a t h e r than h i g h e r p r i c e s . 

M o n t i e l , 1988, suggests, f o r example, t h a t l a r g e 
exchange r a t e d e p r e c i a t i o n s t r i g g e r e d i n f l a t i o n a r y e p i s o d e s i n 
A r g e n t i n a and B r a z i l - both c o u n t r i e s , note, where t h e r e are 
s t r o n g t r a n s m i s s i o n mechanisms. 



T h i s b r i n g s us t o the a l l e g e d r e c e s s i o n a r y e f f e c t of a 
d e v a l u a t i o n . The e f f e c t of t h e i n i t i a l p r i c e - r a i s i n g e f f e c t s of 
a d e v a l u a t i o n w i l l be t o absorb p u r c h a s i n g power w h i l e r a i s i n g 
domestic c o s t s t r u c t u r e s . The p r e - e x i s t i n g volume of monetary 
demand w i l l now be a b l e t o s u s t a i n a s m a l l e r volume of 
p r o d u c t i o n . Of course, t o the e x t e n t t h a t workers and o t h e r s 
are a b l e t o p r o t e c t t h e i r l i v i n g s t a n d a r d s - the t r a n s m i s s i o n 
mechanism - t h i s e f f e c t w i l l be reduced. There w i l l be a t r a d e ­
o f f between i n f l a t i o n a r y and r e c e s s i o n a r y e f f e c t s , but t h e end 
r e s u l t may be a m i x t u r e of more i n f l a t i o n and lower r e a l economic 
a c t i v i t y . The demand-absorbing e f f e c t s of a d e v a l u a t i o n may, 
however, be i n c r e a s e d i f i t r e s u l t s i n a t r a n s f e r o f r e a l incomes 
from producers of n o n - t r a d e a b l e s w i t h low m a r g i n a l p r o p e n s i t i e s 
t o save t o producers of t r a d e a b l e s w i t h h i g h e r s a v i n g 
p r o p e n s i t i e s . 

T h i s p o t e n t i a l l y r e c e s s i o n a r y e f f e c t may be used as an argument 
a g a i n s t t h e use o f t h e exchange r a t e i n two ways. F i r s t , i t i s 
p o s s i b l e t h a t t h e r e c e s s i o n w i l l l e a d t o reduced investment, 
because of s m a l l e r demand and weaker c o n f i d e n c e , and t h i s may 
r e t a r d t h e p r o c e s s o f s t r u c t u r a l change necessary f o r a 
s u c c e s s f u l r e a l l o c a t i o n of r e s o u r c e s i n f a v o u r of t r a d e a b l e s . 
Second, i t can be argued t h a t the c o s t of u s i n g t h i s instrument 
i s too h i g h i f i t l e a d s t o l a r g e l o s s e s of p r o d u c t i o n , employment 
and income. The t a s k then would be t o f i n d a l t e r n a t i v e p o l i c i e s 
t h a t would p e r m i t adjustment t o be a c h i e v e d a t h i g h e r l e v e l s of 
output. 

A g a i n s t these p o s s i b i l i t i e s we should s e t o t h e r c o n s i d e r a t i o n s , 
however. F i r s t , i t i s v e r y common f o r d e v a l u a t i o n s t o o c c u r i n 
s i t u a t i o n s where t h e r e i s a l r e a d y an excess of demand t h a t i t i s 
d e s i r a b l e t o absorb i f the balance of payments i s t o be 
strength ened and i n f l a t i o n a r y dangers avoided. I n t h i s case, 
a d e v a l u a t i o n may be t w i c e b l e s s e d : encouraging the p r o d u c t i o n 
of t r a d e a b l e s and mopping up excess demand. However, i t i s most 
u n l i k e l y t h a t t h e d e v a l u a t i o n w i l l mop up e x a c t l y t h e r e q u i r e d 
amount o f demand and t h e r e remains a danger of o v e r k i l l . The 
o t h e r c o n s i d e r a t i o n has a l r e a d y been mentioned: t h a t d e v a l u a t i o n 
a l s o has a s t i m u l a t i n g e f f e c t on output and incomes i n the 
t r a d e a b l e goods s e c t o r . I f the s i z e of the p o s i t i v e response 
amongst t r a d e a b l e s i s l a r g e r than the c o n t r a c t i o n amongst non-
t r a d e a b l e s , t h e r e w i l l be a net i n j e c t i o n i n t o the economy, 
t e n d i n g t o o f f s e t the demand-absorbing e f f e c t s a l r e a d y d i s c u s s e d . 

I t i s f a i r l y c l e a r from t h i s t h a t t h e r e i s n o t h i n g i n e v i t a b l y 
r e c e s s i o n a r y about a d e v a l u a t i o n . The outcome w i l l depend upon 
the r e s p e c t i v e magnitudes of t h e demand-depressing and o u t p u t -
s t i m u l a t i n g e f f e c t s . T h i s w i l l depend upon the r e l a t i v e s i z e s 
of the t r a d e a b l e and non-tradeable s e c t o r s , t h e i r r e s p o n s i v e n e s s 
t o changed p r i c e r e l a t i v i t i e s , e l a s t i c i t i e s of demand f o r imports 



and l o c a l s u b s t i t u t e s , and v a r i o u s o t h e r f a c t o r s . T h i s i s not 
a m a t t e r which can be d e c i d e d a priori.^ 

IV.2 E l a a t i c i t y pessimism 

For a d e v a l u a t i o n t o improve the b a l a n c e of t r a d e t h e r e l e v a n t 
p r i c e e l a s t i c i t i e s must be above some minimum s i z e . I f we make 
the s m a l l c o u n t r y assumption, the c r u c i a l e l a s t i c i t i e s a r e the 
domestic p r i c e e l a s t i c i t i e s of demand f o r imports and e l a s t i c i t y 
of s u p p l y of e x p o r t s . The argument i s then about whether these 
e l a s t i c i t i e s are l i k e l y t o be l a r g e enough i n d e v e l o p i n g c o u n t r y 
c o n d i t i o n s t o produce the d e s i r e d balance o f payments 
improvements. 

To some e x t e n t , t h i s c o n t r o v e r s y i s p a r t of a much w i d e r argument 
about p r i c e r e s p o n s i v e n e s s i n d e v e l o p i n g c o u n t r i e s , a l r e a d y 
touched upon i n Working Paper No. 31 - an argument which has gone 
a g a i n s t t h e p e s s i m i s t s . However, we s h o u l d a l s o r e c a l l from 
t h a t Working Paper the reasons why s m a l l , low-income d e v e l o p i n g 
c o u n t r i e s are l e s s f l e x i b l e - and have lower e l a s t i c i t i e s - than 
more developed economies. More s p e c i f i c a l l y , i n t h e type of 
economy w i t h which we a r e concerned e l a s t i c i t i e s f o r demand f o r 
imports and s u p p l y of e x p o r t s w i l l be dampened by: a l i m i t e d 
degree o f s u b s t i t u t a b i l i t y between imports and l o c a l l y - p r o d u c e d 
goods; dependence on e x p o r t s of a g r i c u l t u r a l or m i n e r a l p r o d u c t s 
s u b j e c t t o s u b s t a n t i a l g e s t a t i o n l a g s and w i t h l i t t l e , i f any, 
domestic markets; i m m o b i l i t y of f a c t o r s between s e c t o r s ; poor 
i n f o r m a t i o n f l o w s ; o t h e r types of market f a i l u r e ; and an 
underdeveloped i n f r a s t r u c t u r e . I n o t h e r words, the 
c h a r a c t e r i s t i c s o f the s m a l l , low-income economy are among the 
l e a s t f a v o u r a b l e f o r s t r o n g responses t o d e v a l u a t i o n - i n d u c e d 
i n c e n t i v e s . ^ ' I t i s t h e r e f o r e p o s s i b l e t o argue t h a t measures 
t a r g e t e d d i r e c t l y a t t h e s t r u c t u r a l weaknesses which r e t a r d 
e l a s t i c i t i e s c o u l d be more e f f e c t i v e than t h e broad-brush 
approach of d e v a l u a t i o n . We should a l s o bear i n mind the 
e a r l i e r warnings a g a i n s t too ready an a d o p t i o n of t h e s m a l l 
c o u n t r y assumption. 

IV.3 Managerial capabilities 

The argument here b u i l d s upon the f a c t t h a t a d e v a l u a t i o n needs 
t o be accompanied by s u p p o r t i n g measures and draws a t t e n t i o n t o 
the d i f f i c u l t y o f implementing such a package s u c c e s s f u l l y . 

As one r e c e n t t h e o r e t i c a l study has concluded 
[Lizondo and M o n t i e l , 1989 p.44]: '...there can be no 
presumption as t o the nature of the impact e f f e c t of a 
p r e v i o u s l y u n a n t i c i p a t e d d e v a l u a t i o n on domestic macroeconomic 
a c t i v i t y . . . ' . 

See Branson, 1983, f o r an i n t e r e s t i n g e x p l o r a t i o n 
a l o n g these l i n e s of the r e l a t i o n s h i p between economic 
s t r u c t u r e and the c h o i c e of trade p o l i c y . 



p a r t i c u l a r l y i n the l i g h t of the p o t e n t i a l l y l a r g e e f f e c t s o f a 
d e v a l u a t i o n on t h e government's budget. 

We made the p o i n t when d i s c u s s i n g the e q u i l i b r i u m exchange r a t e 
t h a t f i s c a l , monetary and r e g u l a t o r y p o l i c i e s have t o be 
c o n s i s t e n t w i t h exchange r a t e p o l i c i e s . I n some degree they may 
be s u b s t i t u t e s , w i t h r i g o r o u s f i s c a l - m o n e t a r y d i s c i p l i n e 
p e r m i t t i n g a s t a b l e exchange r a t e , o r w i t h a f l e x i b l e exchange 
r a t e accommodating a more expansionary f i s c a l and monetary 
stanc e . The n e c e s s i t y f o r macro p o l i c y c o - o r d i n a t i o n i s a l s o 
i m p l i c i t i n the above d i s c u s s i o n of the p o t e n t i a l l y 
s t a g f l a t i o n a r y e f f e c t s o f a d e v a l u a t i o n : t h e government must so 
manage aggregate demand as t o a v o i d accommodating an i n f l a t i o n a r y 
p rocess t h a t would e l i m i n a t e the r e a l e f f e c t s o f the d e v a l u a t i o n , 
w h i l e a l s o a v o i d i n g t h e o p p o s i t e danger of e x c e s s i v e demand 
a b s o r p t i o n and depressed investment. E a s i e r s a i d than done! 
In a d d i t i o n , d e v a l u a t i o n s w i l l o f t e n not b r i n g t h e i r f u l l 
b e n e f i t s u n l e s s accompanied by s u p p o r t i n g measures o f a more 
microeconomic, s u p p l y - s i d e nature (see Box I I ) - t o s t r e n g t h e n 
t h e i n f r a s t r u c t u r e , p r o v i d e e x t e n s i o n and marketing s e r v i c e s , 
and so on. The range and d i f f i c u l t y of t hese t a s k s i s l a r g e 
enough, but the c o m p l e x i t i e s w i l l be compounded by t h e e f f e c t s 
of the d e v a l u a t i o n on the government's own revenues and 
e x p e n d i t u r e s . Here a g a i n , t h e r e w i l l be c o n f l i c t i n g 
t e n d e n c i e s a t work. F i r s t , i t i s l i k e l y t h a t a d e v a l u a t i o n 
w i l l i n c r e a s e government revenues. T h i s i s most o b v i o u s l y the 
case w i t h t a x e s on i n t e r n a t i o n a l t r a d e , f o r t h e l o c a l - c u r r e n c y 
u n i t v a l u e of imports and e x p o r t s w i l l be i n c r e a s e d . Given the 
p r o b a b i l i t y of an o n l y modest p r i c e e l a s t i c i t y of demand f o r 
i m p o r t s , t h e r e i s l i k e l y t o be a p o s i t i v e net e f f e c t on r e c e i p t s 
from import d u t i e s , u n l e s s the d u t i e s are expressed i n f i x e d , ad 
valorem terms or the government p a r t l y compensates f o r the 
d e v a l u a t i o n by r e d u c i n g t a r i f f s . 

To the e x t e n t t h a t imports are a l s o s u b j e c t t o e x c i s e d u t i e s and 
l o c a l l y - m a d e e x c i s a b l e goods are based on imported i n p u t s , 
revenue from e x c i s e t a x a t i o n i s a l s o l i k e l y t o go up. I f the 
d e v a l u a t i o n succeeds i n a c h i e v i n g an i n c r e a s e i n t h e p r o d u c t i o n 
of t r a d e a b l e s g r e a t e r than the reduced output o f n o n - t r a d e a b l e s , 
t h e r e i s a l s o l i k e l y t o be a net g a i n i n r e c e i p t s from c o r p o r a t e 
and p e r s o n a l income t a x e s . There w i l l a l s o be i n c r e a s e d l o c a l -
c u r r e n c y r e c e i p t s from a i d g r a n t s r e c e i v e d from o t h e r 
governments. In g e n e r a l , then, a d e v a l u a t i o n i s l i k e l y t o widen 
the t a x base, and t o b r i n g b e n e f i t s t o the budget. 

But what o f t h e e x p e n d i t u r e s i d e ? There a r e t h r e e c r u c i a l 
v a r i a b l e s here: [ i ] the e x t e n t t o which the government i s i t s e l f 
a p urchaser o f i m p o r t s ; [ i i ] the e x t e n t t o which i t i s necessary 
t o r a i s e p u b l i c s e c t o r s a l a r i e s as a r e s u l t of the d e v a l u a t i o n ; 
and [ i i i ] the s i z e of t h e e x t e r n a l p u b l i c debt. The f i r s t two 
of these a r e s e l f - e x p l a n a t o r y ; the t h i r d m e r i t s f u r t h e r 

For d i s c u s s i o n s of the budgetary e f f e c t s of exchange 
r a t e changes see T a n z i , 1988; and R e i s e n and van T r o t s e n b u r g , 
1988. 



BOX II. SUDAN: DEVALUATION IN A RIGID ECONOMY 

In 1978-79 the government devalued the Sudanese pound in moves seen as central to a 
programme of stabilisation measures agreed with the IMF. The appropriateness of this 
approach in Sudanese conditions was subsequently criticised, however. 
It was argued, first, that the structural rigidity of the economy meant that export supply 
elasticities were inevitably small, while import demand elasticities were likely to 
approach zero. An estimate of the supply elasticity for the chief export, cotton, yielded 
a figure of 0.38, while the elasticity for total exports was estimated as 0.49. It was 
secondly suggested that domestic export production costs were sensitive to the exchange 
rate, with substantial imported inputs, and with wages and other local costs also being 
strongly affected. The long-run elasticity of wages to the exchange rate was estimated 
as 0.68, and of all domestic resource costs as 0.75. In other words, there was a tendency 
for the NEXR devaluation to be eroded, leaving a much smaller change in the all-
important REXR. Indeed, an estimate of Sudan's REXR for 1981 shows it only 5% 
below the 1978 level despite a 30% nominal depreciation. 
It was thirdly suggested that the small country assumption was not appropriate for 
Sudan because increases in its export supplies depressed the world prices of the 
commodities in question. It was estimated that for exports as a whole this offset 9% 
to 46% of the local-currency revenue-raising results of the devaluation. It was 
concluded that the balance of payments outcome of a devaluation from this combination 
of structural characteristics was uncertain, and that it had left the profitability of 
traditional exports unchanged bverall. Devaluation in this situation was described as 
a second-best solution by comparison with measures designed to tackle specific 
structural weaknesses such as shortages of labour, fertilisers, fuel and spare parts, 
frequent power failures, and rehabilitation of the Gezira and other irrigation schemes. 

All the writers on which this box is based were agreed on the importance of supply-
side measures in Sudan. It was not obvious, however, that these were competitive with 
action on the exchange rate. Indeed, devaluation and the consequential ability to pay 
higher wages could help to alleviate labour shortages experienced by the cash crop 
industries. It could also encourage the development of non-traditional exports and it 
stimulated a larger inflow of foreign aid which could assist with supply side measures. 

This box is ba.sed primarily on Hussain and Thirlwall, 1984; supplemented by 
Nashashibi, 1980, and an interchange between these writers in the Oxford Bulletin of 
Economics and Statistics. 48(1); February 1986. 

d i s c u s s i o n g i v e n t h e importance o f the debt overhang i n many 
d e v e l o p i n g c o u n t r i e s . 
Where t h e r e i s a l a r g e e x t e r n a l p u b l i c debt one o f t h e 
disadv a n t a g e s o f the exchange r a t e weapon i s t h a t i t r a i s e s t h e 
l o c a l - c u r r e n c y c o s t o f s e r v i c i n g t h a t debt by the same p r o p o r t i o n 
as t h e c u r r e n c y d e p r e c i a t i o n . S i n c e i t i s r a t h e r u n l i k e l y t h a t 
revenues net of i n c r e a s e s i n o t h e r types o f e x p e n d i t u r e w i l l 
r i s e t o the same e x t e n t , the net e f f e c t w i l l p r o b a b l y be i n t h e 
o v e r a l l budgetary p o s i t i o n . Moreover, i t has been a common 
ex p e r i e n c e i n h e a v i l y - i n d e b t e d c o u n t r i e s t h a t l a r g e d e v a l u a t i o n s 
can p l a c e p r i v a t e b u s i n e s s e s which have borrowed abroad i n g r e a t 



f i n a n c i a l d i f f i c u l t i e s and t h a t governments have f e l t o b l i g e d t o 
• n a t i o n a l i s e ' these d e b t s , t a k i n g over the s e r v i c i n g o b l i g a t i o n s 
as an a l t e r n a t i v e t o b a n k r u p t c i e s and unemployment. Such a 
s i t u a t i o n , of course, f u r t h e r i n c r e a s e s t h e p r o b a b i l i t y t h a t the 
net budgetary e f f e c t w i l l be n e g a t i v e , i n c r e a s i n g the 
government's d e f i c i t and t h e danger of an i n f l a t i o n a r y 
m o n e t i s a t i o n of i t . 

The c o n c l u s i o n s t h a t might be reached from t h i s d i s c u s s i o n , then, 
a r e t h a t i n a l l c o u n t r i e s t h e budgetary e f f e c t s are l i k e l y t o be 
s u b s t a n t i a l but d i f f i c u l t t o f o r e c a s t w i t h a c c u r a c y , thus 
i n c r e a s i n g t h e d i f f i c u l t i e s of p u t t i n g adequate s u p p o r t i n g 
f i s c a l - m o n e t a r y p o l i c i e s i n p l a c e ; and t h a t i n h e a v i l y - i n d e b t e d 
c o u n t r i e s t h e r e i s a c o n s i d e r a b l e r i s k t h a t the net budgetary 
e f f e c t w i l l be n e g a t i v e , undermining the a b i l i t y of the 
government t o r e s t r a i n aggregate demand and r a i s e s a v i n g s . The 
e x t e n t of indebtedness thus emerges as a v a r i a b l e of p a r t i c u l a r 
importance. 

IV.4 The evidence 

U l t i m a t e l y , t h e q u e s t i o n "does d e v a l u a t i o n work?" i s an e m p i r i c a l 
one, so what does the evidence show? One d i f f i c u l t y here i s 
t h a t most o f t h e a v a i l a b l e c r o s s - c o u n t r y evidence does not 
d i f f e r e n t i a t e between d i f f e r e n t types of d e v e l o p i n g c o u n t r i e s . 
T h i s i s u n f o r t u n a t e i f i t was c o r r e c t e a r l i e r t o suggest t h a t 
use of t h e exchange r a t e i s l i k e l y t o b r i n g fewer r e s u l t s i n 
s m a l l low-income c o u n t r i e s than i n l a r g e r and/or more wealthy 
c o u n t r i e s . The r e s u l t s summarised below may thus have an 
o p t i m i s t i c b i a s . 

One e v i d e n t i a l q u e s t i o n we can ask i s whether d e v a l u a t i o n s 
a c t u a l l y succeed i n c o n v e r t i n g a d e p r e c i a t i o n of t h e NEXR i n t o 
a d e p r e c i a t i o n of t h e REXR, and i n r a i s i n g t h e p r i c e s of 
t r a d e a b l e s by more than the g e n e r a l p r i c e l e v e l . I f t h e answer 
t o t h i s i s n e g a t i v e then d e v a l u a t i o n cannot be expected t o a s s i s t 
s t r u c t u r a l a d a p t a t i o n o r t h e balance of payments. The answer 
t o t h i s w i l l g i v e us an important c l u e t o t h e s t r e n g t h o f the 
managerial problem j u s t d i s c u s s e d : i f governments a r e unable t o 
prevent i n f l a t i o n from c a n c e l l i n g out t h e e f f e c t s o f an NEXR 
d e v a l u a t i o n t h a t would suggest an i n a b i l i t y t o cope w i t h the 
management problems c r e a t e d . 

There i s no doubt t h a t most d e v a l u a t i o n s have a p r i c e - r a i s i n g 
e f f e c t . ^ ' The c r u c i a l q u e s t i o n i s whether t h i s i n i t i a l e f f e c t 
w i l l be t r u l y i n f l a t i o n a r y i n t h e sense of s e t t i n g o f f a 
c u m u l a t i v e p r o c e s s . The answer to t h i s depends upon p a r t i c u l a r 
c o u n t r y c o n d i t i o n s and t h e evidence i s t h e r e f o r e mixed. Table 
2, taken from Edwards [1989], a n a l y s e s 28 d e v a l u a t i o n s i n 1962-
79 by measuring the e x t e n t t o which a nominal d e v a l u a t i o n was 
r e f l e c t e d i n an REXR d e p r e c i a t i o n a t v a r i o u s times a f t e r the 

For a survey o f the evidence on t h e p r i c e e f f e c t s of 
d e v a l u a t i o n s see B i r d , 1984, pp.103, 109-10. 



Table 2: Index of effectiveness of nominal devaluation 

Country Year 
Quarter of 
devaluation 

1 quarter 
after 

4 quarters 
after 

8 quarters 12 quarters 
after after 

Bolivia 1972 
1979 

0.68 
0.51 

0.66 
<0 

0.36 
<0 

0.09 
<0 

0.03 
* 

Colombia 1962 
1965 

0.94 
1.00 

0.48 
0.88 

<0 
0.50 

<0 
0.57* 

<0 
0.66* 

Costa Rica 1974 0.82 1.04 0.75 0.75 0.83 
Cyprus 1967 1.00 0.19 0.27 0.31 0.32 
Ecuador 1961 

1970 
1.05 
0.88 

1.06 
0.74 

0.93 
0.73 

0.51 
0.59 

0.03 
0.66 

Egypt 1962 
1979 

1.03 
0.99 

1.03 
1.05 

0.98 
0.98 

0.85 
0.93 

0.32 
0.76 

Guyana 1967 1.03 0.96 1.10 1.31 1.42 
India 1966 0.92 0.81 0.56 0.56 0.62 
Indonesia 1978 1.00 0.98 0.73 0.64 0.61 
Israel 1962 

1967 
1971 

0.94 
0.95 
0.98 

0.87 
0.93 
0.64 

0.74 
0.99 
0.53 

0.63 
1.05 
0.23 

0.53 
0.57 
<0 

Jamaica 1967 
1978 

0.96 
0.46 

0.99 
0.43 

0.83 
0.31 

0.57 
0.26 

0.37 
0.20 

Malta 1967 0.93 0.88 0.99 1.12 0.99 
Nicaragua 1979 0.17 <0 < 0 < 0 < 0 
Pakistan 1972 1.00 0.99 0.78 0.61 0.45 
Peru 1967 0.89 0.65 0.40 0.41 0.36 
Philippines 1962 

1970 
0.97 
0.72 

0.89 
0.65 

0.87 
0.49 

0.73 
0.47 

0.69 
0.55 

Sri Lanka 1967 0.82 0.71 0.54 0.70 0.69 
Trinidad 1967 0.82 0.71 0.54 0.70 0.69 
Venezuela 1964 0.98 0.95 0.96 1.00 1.02 
Yugoslavia 1965 0.67 0.46 0.42 0.29 0.26 

Note; This index is the percentage change in the real exchange rate between one 
quarter before the devaluation and the quarter given, divided by the 
percentage change in the nominal exchange rate during the same period. 
An asterisk indicates that a new devaluation took place. 

Source: Edwards, 1989, Table 1. 



d e v a l u a t i o n . To i l l u s t r a t e , take B o l i v i a ' s 1972 d e v a l u a t i o n . 
Three months l a t e r t h e d e p r e c i a t i o n of t h e REXR was 66% of the 
nominal change; a yea r a f t e r w a r d s i t was o n l y 36%, and two y e a r s 
a f t e r w a r d s t h e e f f e c t had been v i r t u a l l y c a n c e l l e d out by r i s i n g 
p r i c e s . 

As expected, the t a b l e p r o v i d e s a v e r y mixed o v e r a l l p i c t u r e . 
There i s a c l e a r tendency f o r t h e REXR d e p r e c i a t i o n t o be eroded 
over t i m e , w i t h c o e f f i c i e n t s i n the l a s t column g e n e r a l l y w e l l 
below t h o s e of the e a r l i e r p e r i o d s . In a few cases r a p i d 
i n f l a t i o n q u i c k l y l e f t t h e REXR h i g h e r than p r e - d e v a l u a t i o n (see 
t h e e n t r i e s marked <0, f o r B o l i v i a , Colombia, Nicaragua, e t c . ) . 
On the o t h e r hand, 19 o f the 28 had c o e f f i c i e n t s o f 0.5 o r more 
a f t e r a y e a r , and f o r over h a l f of them (15) t h i s was t r u e even 
a f t e r t h r e e y e a r s . These r e s u l t s a r e , moreover, c o n s i s t e n t w i t h 
t h e f i n d i n g s of o t h e r , e a r l i e r , researchers.'* No grounds are 
p r o v i d e d f o r b l a n k e t pessimism, t h e r e f o r e . Edwards found t h a t 
t r e n d s i n t h e budget, wages and, p a r t i c u l a r l y , domestic c r e d i t 
c r e a t i o n were the c h i e f v a r i a b l e s e x p l a i n i n g t h e r e s u l t s i n Table 
2. 

Where i t was p o s s i b l e t o a v o i d l a r g e budget d e f i c i t s , where wages 
were not indexed so t h a t they went up i n compensation f o r the 
d e v a l u a t i o n , and where l i m i t s were e n f o r c e d on the expansion of 
bank c r e d i t , much of t h e d e v a l u a t i o n would be r e f l e c t e d i n the 
REXR and t h i s e f f e c t would p e r s i s t over time. We s h o u l d note, 
however, t h a t the t a b l e i n c l u d e s almost no s m a l l low-income 
c o u n t r i e s ; and a l s o t h a t i t r e f e r s o n l y t o t h e 1960s and 1970s, 
l e a v i n g open the p o s s i b i l i t y t h a t r e s u l t s were weaker i n t h e l e s s 
f a v o u r a b l e decade of t h e 1980s. 

I f indeed d e v a l u a t i o n s do succeed i n r a i s i n g t h e r e l a t i v e p r i c e 
o f t r a d e a b l e goods and s e r v i c e s , a f u r t h e r q u e s t i o n i s whether 
the p r i c e e l a s t i c i t i e s o f SUPPIV are l a r g e enough t o induce a 
s i g n i f i c a n t response i n terms of g r e a t e r output o f e x p o r t s and 
i m p o r t - s u b s t i t u t e s . The most s u b s t a n t i a l evidence r e l a t e s t o 
supply e l a s t i c i t i e s of primary product e x p o r t s - i . e . t h a t 
c a t e g o r y o f t r a d e a b l e goods f o r which we would expect 
e l a s t i c i t i e s t o be s m a l l e s t . Bond [1987] has surveyed a l a r g e 
volume o f evidence c o n t a i n e d i n o t h e r s t u d i e s as w e l l as making 
her own e s t i m a t i o n s and concludes t h a t t a k i n g a l l c o u n t r i e s 
t o g e t h e r t h e r e are p o s i t i v e and s i g n i f i c a n t e l a s t i c i t i e s of 
s u p p l y f o r a g r i c u l t u r a l p r o d u c t s i n response t o changes i n e x p o r t 
p r i c e s i n both the s h o r t and l o n g runs, w i t h the r e s u l t s 
summarised below: 

o t h e r s t u d i e s 
s h o r t - r u n l o n g - r u n 

Bond's 
own 

Food 0.43 
Beverages and tobacco 0.27 
A g r i c u l t u r a l raw m a t e r i a l s 0.33 
M i n e r a l s 0.00 

0.80 
0.46 
0.51 
0.27 

0.70 
0.66 
0.43 
0.24 

18 B i r d , 1984, p.103. 



Here a g a i n , the d a t a r e l a t e m a i n l y t o the 1960s and 1970s. 
S h o r t - r u n e l a s t i c i t i e s f o r m i n e r a l s are t y p i c a l l y z e r o , but i n 
the l o n g run are p o s i t i v e and s i g n i f i c a n t . No grounds f o r 
b l a n k e t pessimism are p r o v i d e d , a l t h o u g h few of these averages 
even approach 1.0. Bond's evidence a l s o suggested t h a t s u p p l y 
responses i n A f r i c a were weaker, sometimes a p p a r e n t l y n e g a t i v e , 
but t h i s seems l i k e l y t o have been due t o f a i l u r e s t o pass e x p o r t 
p r i c e i n c r e a s e s on i n the form of h i g h e r producer p r i c e s . 

No e q u i v a l e n t survey i s a v a i l a b l e f o r manufactured e x p o r t s and 
i m p o r t - s u b s t i t u t e s but t h e r e i s a good d e a l of i m p r e s s i o n i s t i c 
evidence t h a t n o n - t r a d i t i o n a l e x p o r t s a r e more r e s p o n s i v e than 
t r a d i t i o n a l ones.' I f so, we would expect d e v a l u a t i o n t o be an 
i m p o r t a n t s t i m u l u s f o r t h e d i v e r s i f i c a t i o n of e x p o r t s advocated 
i n Working Paper No. 32. In t h i s c o n n e c t i o n . Bond and M i l n e 
[1987, p.119] r e p o r t t h a t export d i v e r s i f i c a t i o n was s t r o n g l y 
i n f l u e n c e d by the REXR i n t h e c o u n t r i e s they s t u d i e d , as w e l l as 
by t h e g e n e r a l absence o f major macroeconomic d i s e q u i l i b r i a . 

There i s a l s o a d e a r t h of recent c r o s s - c o u n t r y evidence on import 
demand p r i c e e l a s t i c i t i e s . I n a sample of 15 d e v e l o p i n g 
c o u n t r i e s Khan [1974] found e l a s t i c i t i e s o f c l o s e t o o r g r e a t e r 
than 1.0, but t h i s evidence i s now s e r i o u s l y out of d a t e . Given 
the c h a r a c t e r i s t i c s o f the type of economy we a r e concerned w i t h 
here, w i t h l i t t l e i n d u s t r y and l i m i t e d s u b s t i t u t a b i l i t y between 
imports and l o c a l goods, the g e n e r a l e x p e c t a t i o n must be t h a t 
import p r i c e e l a s t i c i t i e s w i l l be q u i t e s m a l l . Indeed, t h e r e 
i s e vidence t h a t import volumes may a c t u a l l y r i s e f o l l o w i n g a 
d e v a l u a t i o n , due not t o p e r v e r s e p r i c e responses but t o the 
income e f f e c t s of improved export e a r n i n g s and t o a r e l a x a t i o n 
of import c o n t r o l s t h a t may accompany the d e v a l u a t i o n . I f t h e 
b a l a n c e o f payments i s t o b e n e f i t we would t h e r e f o r e expect t h i s 
t o come from improved export performance (and perhaps a 
s t r e n g t h e n i n g of t h e c a p i t a l account) r a t h e r than from a reduced 
import b i l l . 

To sum up our o v e r a l l c o n c l u s i o n we can borrow the p o l i t i c i a n s ' 
clichS about b e i n g c a u t i o u s l y o p t i m i s t i c . The evidence does not 
support any a c r o s s - t h e - b o a r d pessimism about governments' 
a b i l i t i e s t o manage d e v a l u a t i o n s u c c e s s f u l l y , nor about p r i c e 
e l a s t i c i t i e s . I n p a r t i c u l a r , we emphasise t h e p o t e n t i a l 
importance f o r the exchange r a t e of p r o v i d i n g the i n c e n t i v e s f o r 
the d i v e r s i f i c a t i o n o f e x p o r t s away from t r a d i t i o n a l p r i m a r y 
p r o d u c t s . But s m a l l low-income economies have c h a r a c t e r i s t i c s 
u n f a v o u r a b l e t o s t r o n g r e s u l t s from d e v a l u a t i o n s and we need more 
s y s t e m a t i c and r e c e n t evidence b e f o r e a r r i v i n g a t any d e c i s i v e 
assessment. 

" See Donovan, 1981, f o r s u p p o r t i n g evidence. See 
B i r d , 1984, pp.103-5 f o r a g e n e r a l survey o f the evidence on 
e x p o r t s u p p l y e l a s t i c i t i e s . 

^ See Bhagwhat and O n i t s u k a , 1974; and Donovan, 1981. 



V. MODALITIES 

Before c o n c l u d i n g , however, we s h o u l d g i v e a l i t t l e more 
c o n s i d e r a t i o n t o the m o d a l i t i e s of exchange r a t e p o l i c y . I f we 
r e t u r n t o Table 1 we see t h a t i t i s arranged r o u g h l y a c c o r d i n g 
t o the degree of f l e x i b i l i t y o f the exchange r a t e . A t one end 
of t h e spectrum are t h e 'pegged' c u r r e n c i e s (columns 1 t o 5) . 
For t h e s e a f i x e d exchange r a t e i s m a i n t a i n e d , sometimes f o r l o n g 
p e r i o d s . The CFA Zone p r o v i d e s an extreme example, w i t h a f i x e d 
nominal exchange r a t e between t h e French and CFA f r a n c s unchanged 
s i n c e 1948. However, a pegged c u r r e n c y i s not n e c e s s a r i l y 
i n f l e x i b l e f o r i t i s open t o t h e government t o change t h e peg as 
o f t e n as i t chooses. Thus, alt h o u g h Tanzania pegs i t s s h i l l i n g 
t o a b a s k e t o f o t h e r c u r r e n c i e s t h i s has not prevented i t from 
d e v a l u i n g on a number o f o c c a s i o n s i n r e c e n t y e a r s . The case 
of an unchanging r a t e i s c a l l e d a ' f i x e d peg', one which i s 
s u b j e c t t o i n f r e q u e n t changes an ' a d j u s t a b l e peg' and a 
f r e q u e n t l y changed r a t e a ' c r a w l i n g peg'. 

The 'independently f l o a t i n g ' c u r r e n c i e s (column 10) a r e a t the 
ot h e r end of t h e f l e x i b i l i t y spectrum. I n p r i n c i p l e these 
c u r r e n c i e s f l o a t f r e e l y i n response t o changes i n market 
c o n d i t i o n s , e i t h e r on t h e b a s i s of a f o r e i g n exchange a u c t i o n or 
an i n t e r b a n k market. A f l o a t i n g c u r r e n c y might be regarded as 
co m p l e t e l y f l e x i b l e but i n p r a c t i c e t h e monetary a u t h o r i t i e s of 
these c o u n t r i e s i n t e r v e n e on the market from time t o ti m e , i f 
on l y t o smooth out s h o r t - t e r m f l u c t u a t i o n s - s o - c a l l e d ' d i r t y 
f l o a t i n g ' . A number of d e v e l o p i n g c o u n t r i e s have adopted 
a u c t i o n s i n re c e n t y e a r s , but these have proved open t o 
m a n i p u l a t i o n and o t h e r disadvantages so t h e tendency now i s 
towards i n t e r b a n k markets. 

A l s o of i n t e r e s t i s t h e group c l a s s i f i e d as having c u r r e n c i e s 
'adjusted a c c o r d i n g t o a s e t of i n d i c a t o r s ' . I n c l u d e d here are 
a number of c o u n t r i e s which e x p l i c i t l y attempt t o m a i n t a i n a 
t a r g e t REXR. In such cases the i n d i c a t o r used i s an index of 
l o c a l p r i c e s r e l a t i v e t o t h e f o r e i g n p r i c e s of t r a d e a b l e s , o r 
Pd/Pw from the formula on p. 5, w i t h t h e a u t h o r i t i e s a d j u s t i n g 
the NEXR i n the l i g h t o f changes i n Pd/Pw. 

A t t e n t i o n t o t h e notes i n Table 1 r e v e a l s some f u r t h e r w r i n k l e s . 
Note [d] , f o r example, r e f e r s t o du a l exchange markets. By t h i s 
i s meant t h e simultaneous maintenance of two exchange r a t e s , w i t h 
one ( u s u a l l y g i v i n g a h i g h e r v a l u e f o r t h e domestic c u r r e n c y 
a g a i n s t f o r e i g n c u r r e n c i e s ) t y p i c a l l y r e s e r v e d f o r c e r t a i n 
o f f i c i a l t r a n s a c t i o n s and e s s e n t i a l i m p o r t s , and a second ( o f t e n 
more f r e e l y adjusted) f o r a l l o t h e r f o r e i g n exchange 
t r a n s a c t i o n s . Such systems a r e not w i t h o u t d i f f i c u l t y , however, 
p a r t i c u l a r l y i f a l a r g e gap opens up between the two r a t e s . 
Sometimes an e l a b o r a t e system of m u l t i p l e r a t e s i s m a i n t a i n e d , 
but t h e s e tend t o be even more p r o b l e m a t i c . F i n a l l y , we sh o u l d 
note t h a t i t i s p o s s i b l e t o manipulate the REXR w i t h o u t t o u c h i n g 
the NEXR, c h i e f l y by f i s c a l means. The e f f e c t on t h e f i n a l 
p r i c e s o f imports of an a c r o s s - t h e - b o a r d i n c r e a s e i n t a r i f f s , f o r 



example, i s s i m i l a r t o t h a t o f a d e v a l u a t i o n . The s u b s i d i s a t i o n 
- o r reduced t a x a t i o n - o f ex p o r t s i s another example. Some 
governments have s i m u l a t e d a d e v a l u a t i o n by imposing a s p e c i a l 
t a x on f o r e i g n exchange t r a n s a c t i o n s . Such f i s c a l measures 
b r i n g o n l y some of the advantages o f an o v e r t d e v a l u a t i o n , 
however, and g e n e r a l l y c r e a t e problems o f t h e i r own.^' 

How s h o u l d governments choose between the a l t e r n a t i v e s t y l e s o f 
exchange r a t e management? I t i s beyond the scope of t h i s 
d i s c u s s i o n t o t r e a t t h i s q u e s t i o n i n depth^^ but i t i s c l e a r from 
the d i s c u s s i o n t h a t we fav o u r f l e x i b i l i t y o f t h e NEXR i n o r d e r 
t o a c h i e v e t h e d e s i r e d REXR. The case f o r f l e x i b i l i t y and 
a g a i n s t a f i x e d o r i n f r e q u e n t l y changed peg i s t h a t s m a l l 
f r e q u e n t changes a r e e a s i e r t o a d j u s t t o ; l e s s l i k e l y t o have 
adverse p o l i t i c a l r e p e r c u s s i o n s ; p r o v i d e fewer i n c e n t i v e s f o r 
d e s t a b i l i s i n g s p e c u l a t i o n ; and r e q u i r e fewer r e s o u r c e s t o be 
l o c k e d up i n i n t e r n a t i o n a l r e s e r v e s . 

But i f t h e case f o r f l e x i b i l i t y i s accepted, s h o u l d i t t a k e the 
form of a c r a w l l n g - p e g system or a f l o a t ? There i s no g e n e r a l 
answer t o t h i s : i t w i l l depend on cou n t r y c i r c u m s t a n c e s . 
Circumstances f a v o u r a b l e t o f l o a t i n g i n c l u d e the p r i o r e x i s t e n c e 
of a s u b s t a n t i a l c u s h i o n of i n t e r n a t i o n a l r e s e r v e s , s u b s t a n t i a l 
i n f l o w s o f f o r e i g n c a p i t a l and o t h e r f o r e i g n exchange r e c e i p t s 
t o put onto the market t o a v o i d a p r e c i p i t o u s o v e r s h o o t i n g 
d e p r e c i a t i o n , a s u b s t a n t i a l l y developed f i n a n c i a l system, 
l i b e r a l i s e d exchange and t r a d e systems, and a re a s o n a b l e l e v e l 
of p u b l i c c o n f i d e n c e i n the adequacy of government p o l i c i e s and 
i n t h e f u t u r e p r o s p e c t s of t h e economy. By and l a r g e , t h e s e are 
c o n d i t i o n s more l i k e l y t o be s a t i s f i e d i n r e l a t i v e l y advanced 
d e v e l o p i n g c o u n t r i e s and/or i n c o u n t r i e s whose exchange r a t e i s 
not much o v e r - v a l u e d . 

One of the advantages of f l o a t i n g , however, i s t h a t i t de-
p o l i t i c i s e s exchange r a t e d e c i s i o n s whereas a l l o f the pegging 
arrangements keep such d e c i s i o n s w i t h i n t h e sphere of 
d i s c r e t i o n a r y a c t i o n by t h e government. The c r a w l i n g peg i s 
l e s s l i k e l y t o generate g r e a t p o l i t i c a l a t t e n t i o n than the 
a d j u s t a b l e peg, w i t h f r e q u e n t s m a l l - and t h e r e f o r e not ve r y 
n o t i c e a b l e - changes b e i n g made a c c o r d i n g t o some mo r e - o r - l e s s 
o b j e c t i v e f o r m u l a . The c r a w l i n g peg thus has c o n s i d e r a b l e 
a t t r a c t i o n s , p r o v i d e d the government i s determined t o a l l o w i t 
t o work w i t h o u t i n t e r f e r e n c e . The t e m p t a t i o n i s always f o r i t 
t o i n t e r v e n e i n o r d e r t o defend some p a r t i c u l a r v a l u e of the 
NXR, which then becomes a r i s k l e s s t a r g e t f o r s p e c u l a t i v e c a p i t a l 
f l i g h t . A f u r t h e r danger o f the c r a w l i n g peg (and o f f l o a t i n g ) 
i s t h a t i t may be seen as an a l t e r n a t i v e t o f i s c a l and monetary 

See Laker, 1981, f o r a d i s c u s s i o n o f t h i s t o p i c , and 
B i r d , 1984, pp.114-15, f o r a b r i e f review of the l i t e r a t u r e . 

For a survey o f t h i s l i t e r a t u r e see Wickham, 1985; 
Quirk e t a l . , 1987, p r o v i d e a v a l u a b l e study of t h e use o f 
f l o a t i n g r a t e s i n d e v e l o p i n g c o u n t r i e s . See a l s o R o b e r t s , 
1989, on A f r i c a n e x p e r i e n c e s . 



d i s c i p l i n e j as a form of indexation to accommodate whatever 
i n f l a t i o n may be generated by d e f i c i t financing and monetary 
expansion. Whatever mechanism is chosen for the exchange rate, 
none can svibstitute for the advantages of a stable macroeconomlc 
policy environment. 



VI. THE EFFICIENCY OF THE EXCHANGE RATE WEAPON 

We conunenced t h i s d i s c u s s i o n w i t h a statement o f the t h e o r e t i c a l 
case f o r r e g a r d i n g t h e exchange r a t e as a primar y i n s t r u m e n t in 
t h e p u r s u i t o f adjustment, and o f t h e ways i n which an ove r ­
v a l u e d r a t e i s l i a b l e t o damage an economy. I n the l i g h t o f the 
c o m p l i c a t i o n s and evidence i n t r o d u c e d , how sh o u l d we now 
conclude? We can t r y t o sum up by go i n g through t h e most 
r e l e v a n t o f the v a r i o u s c r i t e r i a f o r gauging the e f f i c i e n c y o f 
a p o l i c y i n s t rument s e t out i n th e p r e c e d i n g c h a p t e r , namely; 

How l a r g e w i l l t h e response o f the t a r g e t 
v a r i a b l e s be t o a g i v e n change i n t h e 
inst r u m e n t v a r i a b l e ? 

How p r o b a b l e i s i t t h a t the expected r e s u l t s 
w i l l a c t u a l l y be achieved, and how q u i c k l y 
w i l l t h e y occur? 

Does t h e p o l i c y a c t upon the causes o f t h e 
problem a t which i t i s d i r e c t e d ? 

What ar e the resource c o s t s o f the p o l i c y ? 

I s the p o l i c y s e l e c t i v e i n i t s a p p l i c a t i o n 
and f l e x i b l e over time? 

What i n d i r e c t economic e f f e c t s w i l l t h e 
inst r u m e n t have, and w i l l they be p o s i t i v e 
or n e g a t i v e ? 
I n what ways i s the p u b l i c l i k e l y t o r e a c t 
t o the p o l i c y ? 

What w i l l be the s o c i o - p o l i t i c a l e f f e c t s ? 

I s i t l i k e l y t h a t the p o l i c y w i l l be 
implemented s u c c e s s f u l l y and s u s t a i n e d over 
time? 

How w e l l does a c t i o n on the exchange r a t e pass these t e s t s ? ^ ' 
As r e g a r d s the magnitude of response, much w i l l depend on t h e 
s i z e s o f the r e l e v a n t p r i c e e l a s t i c i t i e s . We have suggested 
t h a t t h e r e are no grounds f o r g e n e r a l i s e d e l a s t i c i t y pessimism, 
p a r t i c u l a r l y on t h e e x p o r t s i d e . Much w i l l depend, however, on 
the e x t e n t t o which changes i n the NEXR are t r a n s l a t e d i n t o 
changes i n the REXR, and t h e b e n e f i t s a r e passed t h r o u g h t o 
e x p o r t e r s as h i g h e r p r i c e s ; on t h e e x t e n t t o which 

^ The f o l l o w i n g i s summarised from K i l l i c k , 1981, 
pp.209-220, which p r o v i d e s a more f u l l y s t a t e d d i s c u s s i o n o f 
the comparative advantages o f use o f the exchange r a t e and 
exchange c o n t r o l s . 



complementary p o l i c i e s are e n f o r c e d d o m e s t i c a l l y ; and t h e 
p a r t i c u l a r c i r c u m s t a n c e s o f the c o u n t r y i n q u e s t i o n . Some of 
the same c o n s i d e r a t i o n s w i l l a p ply t o e f f e c t s on c a p i t a l 
movements. D e v a l u a t i o n i s l i k e l y to move the c u r r e n t and 
c a p i t a l accounts i n t h e d e s i r e d d i r e c t i o n s but the magnitude 
w i l l v a r y a c c o r d i n g t o c i r c u m s t a n c e s . 

What about t h e speed and probability of results? These are not 
t e s t s by which d e v a l u a t i o n s c o r e s w e l l . The r e s u l t s may w e l l 
be slow, because p r i c e e l a s t i c i t i e s a r e s m a l l e r i n t h e s h o r t -
run. Indeed, d e v a l u a t i o n i s p r o b a b l y b e t t e r thought of as a 
medium-term measure, f o r producers and consumers need time t o 
a d j u s t t h e i r d e c i s i o n s t o changed p r i c e r e l a t i v i t i e s . 
Moreover, t h e s i z e of t h e outcome o f a d e v a l u a t i o n i s l i k e l y t o 
be q u i t e s p e c u l a t i v e , p a r t i c u l a r l y f o r l a r g e changes. The s i z e 
of e l a s t i c i t i e s i s u n l i k e l y t o be known w i t h any a c c u r a c y ; t h e 
e f f e c t s on the c a p i t a l account w i l l be even l e s s easy t o 
p r e d i c t ; and government economists a r e u n l i k e l y t o have a 
s u f f i c i e n t l y good econometric model o f t h e economy t o be a b l e t o 
t r a c e through the i n d i r e c t e f f e c t s on the economy i n a more than 
approximate way. 

The next t e s t - whether the policy acts upon the causes of the 
problem - i s much more f a v o u r a b l e . I f we take the case of a 
c o u n t r y f a c i n g payments d i f f i c u l t i e s because of import demand 
growing f a s t e r than e x p o r t e a r n i n g s , d e v a l u a t i o n a c t s d i r e c t l y 
upon i n c e n t i v e s t o consume imports and t o produce e x p o r t s and 
i m p o r t - s u b s t i t u t e s . I n t h i s sense i t a c t s upon the causes, by 
comparison w i t h c o n t r o l s on imports and c a p i t a l movements which 
merely suppress the symptoms. 

I s use o f t h e exchange r a t e selective i n i t s application and 
f l e x i b l e over time? S e l e c t i v i t y i s not one o f i t s q u a l i t i e s . 
I t i s a broad-brush i n s t r u m e n t changing r e l a t i v e p r i c e s economy-
wide and r e l y i n g f o r i t s e f f e c t s on the workings of market 
f o r c e s . T h i s w i l l o f t e n be what i s c a l l e d f o r but t h i s q u a l i t y 
does im p l y t h a t i t i s l i a b l e t o be a m i s t a k e t o use the exchange 
r a t e t o r e s o l v e s e c t o r a l b o t t l e n e c k s o r o t h e r s p e c i f i c 
s t r u c t u r a l weaknesses. T h i s was one o f t h e i s s u e s i n Box I I on 
the Sudan, and t h e r e a r e o t h e r examples." I t i s t h i s l a c k of 

Thus Rwegasira, 1984, c i t e s t h e s i t u a t i o n of 
a g r i c u l t u r a l marketing i n Tanzania t o i l l u s t r a t e t h i s p o i n t . 
He p o i n t s out t h a t i n e f f i c i e n c y i n t h e m a r k e t i n g boards l e d t o 
d r a s t i c d e c l i n e s i n the share o f w o r l d p r i c e b e i n g passed on 
t o farmers d u r i n g 1969-80, e.g. 

1969 1980 
cashew nuts 70% 35% 
c o f f e e 81% 45% 
c o t t o n 70% 45% 
tobacco 61% 48% 

Unl e s s s p e c i f i c measures were put i n p l a c e t o t a c k l e t h e 
marketing i n e f f i c i e n c i e s the e f f e c t s of any d e v a l u a t i o n were 
l i k e l y t o be q u i c k l y eroded, as yet more revenue was absorbed 
by the boards. 



s e l e c t i v i t y which has l e d to the i n t r o d u c t i o n o f m u l t i p l e 
exchange r a t e s mentioned e a r l i e r , a l t h o u g h these are u s u a l l y an 
i n e f f i c i e n t response i f maintained f o r l o n g . As regards 
f l e x i b i l i t y , a market-determined exchange r a t e i s f u l l y f l e x i b l e 
and a c r a w l i n g peg o n l y a l i t t l e l e s s so. 

T h i s b r i n g s us t o t h e indirect economic effects of exchange r a t e 
p o l i c y . We d i s c u s s e d t h e most important o f these e a r l i e r under 
the heading of ' s t a g f l a t i o n ' , c o n c l u d i n g t h a t a d e v a l u a t i o n 
w i l l have an i n i t i a l p r i c e - r a i s i n g e f f e c t and c o u l d t r i g g e r an 
i n f l a t i o n a r y e p i s o d e , but t h a t the s t r e n g t h of t h e t r a n s i t i o n 
mechanism, i n c l u d i n g t h e power of o r g a n i s e d l a b o u r , would 
determine the e x t e n t t o which the i n i t i a l p r i c e r i s e l e d on t o 
a s u s t a i n e d a c c e l e r a t i o n o f i n f l a t i o n . We f u r t h e r saw t h a t a 
d e v a l u a t i o n c o n t a i n s both r e c e s s i o n a r y and expansionary impulses 
and concluded t h a t t h e r e was no a p r i o r i way of t e l l i n g which 
i n f l u e n c e would be dominant. The outcome i s thus 
i n d e t e r m i n a t e . A d e v a l u a t i o n i s indeed l i k e l y t o have 
s i g n i f i c a n t i n d i r e c t e f f e c t s , but i t i s d i f f i c u l t t o say much i n 
g e n e r a l about t h e i r d i r e c t i o n or magnitude. 

There are f u r t h e r c o n s i d e r a t i o n s , however. A d e v a l u a t i o n i s 
l i k e l y t o have a s u b s t a n t i a l e f f e c t on the d i s t r i b u t i o n of 
income, b r o a d l y away from those e a r n i n g s t h e i r incomes from non-
t r a d e a b l e s i n f a v o u r of those engaged i n t h e p r o d u c t i o n of 
t r a d e a b l e s . Whether t h i s s h i f t i s i n favour of t h e poor i s , 
however, i m p o s s i b l e t o g e n e r a l i s e . T h i s w i l l depend upon t h e 
f a c t o r p r o p o r t i o n s employed, on the ownership p a t t e r n of those 
f a c t o r s , and on o t h e r f a c t o r s , a l t h o u g h i t may o f t e n produce a 
s h i f t i n favour of t h e r u r a l p o p u l a t i o n . What can be s a i d more 
f i r m l y i s t h a t i f import c o n t r o l s are t h e a l t e r n a t i v e t o an 
a c t i v e exchange r a t e p o l i c y , t h i s i s l i a b l e t o have s e v e r e l y 
i n e g a l i t a r i a n e f f e c t s on income d i s t r i b u t i o n , g e n e r a t i n g l a r g e 
unearned s c a r c i t y r e n t s f o r those w i t h the c o n t a c t s t o get 
l i c e n s e s . Another c o n s i d e r a t i o n i s t h a t exchange r a t e 
f l e x i b i l i t y i s l i k e l y t o improve t h e a l l o c a t i o n and p r o d u c t i v i t y 
of r e s o u r c e s , by making g r e a t e r use of the g a i n s from 
i n t e r n a t i o n a l t r a d e and by s h i f t i n g r e s o u r c e s i n t o 
i n t e r n a t i o n a l l y c o m p e t i t i v e i n d u s t r i e s . 

What, next, may be the s o c i o - p o l i t i c a l effects of exchange r a t e 
p o l i c y ? One of the problems here i s t h a t c i t i z e n s a r e prone t o 
i d e n t i f y the exchange r a t e w i t h n a t i o n a l p r e s t i g e . Another i s 
t h a t i t a f f e c t s everyone's i n t e r e s t s i n some degree and can 
r e s u l t i n major s h i f t s i n the d i s t r i b u t i o n o f income. The 
exchange r a t e can thus be a p o l i t i c a l hot p o t a t o . However, 
much hinges on t h e c h o i c e of te c h n i q u e . There i s e m p i r i c a l 
evidence, a d m i t t e d l y o l d , t h a t d e v a l u a t i o n s are p o l i t i c a l l y 
r i s k y , which h e l p s t o e x p l a i n why some governments t r y t o c l i n g 
t o p a t e n t l y o v e r - v a l u e d r a t e s . Cooper [1971] found t h a t i n 
seven out of tw e n t y - f o u r cases he examined the government f e l l 
from power w i t h i n a year o f d e v a l u i n g , about t w i c e as many as 
would o t h e r w i s e have been p r e d i c t e d . Finance M i n i s t e r s were 
even more a t r i s k , w i t h 14 out of 24 l o s i n g t h e i r j o b s w i t h i n 
a y e a r - about t h r e e t i m e s as many as would have been p r e d i c t e d ! 
I t i s s i g n i f i c a n t , however, t h a t Cooper's study was of 



s u b s t a n t i a l d e v a l u a t i o n s o f t h e type which occur under an 
a d j u s t a b l e peg system. One of the h y p o t h e s i s e d advantages of 
a c r a w l i n g peg o r of f l o a t i n g i s t h a t they take some of t h e 
p o l i t i c a l heat out of exchange r a t e d e c i s i o n s , l o o s e n i n g t h e 
i d e n t i f i c a t i o n o f the government - and the M i n i s t e r - w i t h any 
d e p r e c i a t i o n which may be o c c u r r i n g . 

F i n a l l y , i s i t l i k e l y that the policy w i l l be successfully 
implemented? One of t h e f e a t u r e s o f t h i s i n s t rument i s t h a t i t 
meets most of t h e implementation c r i t e r i a s e t out i n Working 
Paper No. 32. I t i s r e l a t i v e l y simple t o a d m i n i s t e r ; i t can 
be executed w i t h i n e x i s t i n g i n s t i t u t i o n s ; and i t i s c l e a r who 
i s r e s p o n s i b l e f o r implementation. I t may, however, c u t 
a g a i n s t t h e i n t e r e s t s o f some of those who are r e s p o n s i b l e , when 
a d e v a l u a t i o n i s used t o l i b e r a l i s e i m p o r t s , f o r o f f i c i a l s may 
have been b e n e f i t i n g from t h e power which comes w i t h t h e 
a d m i n i s t r a t i o n o f import l i c e n s i n g . O v e r a l l , however, and 
depending on t h e te c h n i q u e chosen, i t i s among the e a s i e s t o f 
in s t r u m e n t s t o use. 

We sh o u l d a l s o r e l a t e d i s c u s s i o n o f t h i s p o i n t t o t h e e a r l i e r 
treatment o f governments' a b i l i t i e s t o 'manage' d e v a l u a t i o n i n 
the sense of s u c c e s s f u l l y c a r r y i n g out a necessary package of 
s u p p o r t i n g measures. T h i s i s perhaps an a p p r o p r i a t e p o i n t on 
which t o conclude: t h a t , whatever t e c h n i q u e i s used, f i s c a l -
monetary and exchange r a t e p o l i c i e s need t o be made c o n s i s t e n t 
w i t h one another. T h i s t a s k i s c o m p l i c a t e d by t h e s t r o n g 
i n f l u e n c e o f t h e exchange r a t e on government revenues and 
e x p e n d i t u r e s , e s p e c i a l l y i n h e a v i l y - i n d e b t e d c o u n t r i e s . 
S u p p o r t i n g s u p p l y - s i d e , microeconomic measures may a l s o be 
needed, as i n the Sudanese example. I t i s i n t h i s t a s k o f 
p o l i c y c o - o r d i n a t i o n t h a t the t r u e d i f f i c u l t y of d e v a l u a t i o n 
l i e s . But i t i s the damage which an ov e r - v a l u e d c u r r e n c y can 
do which makes i t such a necessary t a s k . 
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