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DEVALUATION: A CRITICAL APPRAISAL OF IMF'S POLICY PRESCRIPTIONS*

1. Introduction

It is by now well understood that the use of the extended facility
of the fund (EFF) or approval for stand-by loans involve the undertaking of
camprehensive progra;ns' of adjustment that "include policies .... requj_x"ed to
correct structural irbalances ...". Even after the Funds' internal review-
of its guidelines on conditionality in March 1979, approval of stand-by
agreemehts alrost always requires severe tightening of expenditures through
contractionary fiscal and monetary policy measures such as the imposition
of ceiiings on ret govermment borrowing and/or net darestic assets of the
central bank, or an upward adjustment of naminal interest rates in those
cases where rates are fixed by the government. Approval also involves an
"understancing” with the Fund on exchange rate policy and exchange rate
arrangeients. The "understanding" usually includes a substantial devaluation
of the currency. Devaluation thus becawes part of a restrictive policy
package which aims at inproving the balance of payments of the country and

its foreign exchange reserve position.

The advocacy of the sare short-run demand oriented policy package
in different countries at different times has created the belief that under-
lying the polic;y prescriptions there estists a unifona IF line of thought
anG more ilportantly for our purposes here a consistent and unifom analytical
model. A cursory review of recent docurents and mission reports however
reveals that often the sane policy prescriptions are based on different
analytical arguents, sa.we justified and sace not, that cast save doubt on

the widespread acceptance within the IIF of a particular theoretical

*

Paper presented at the AEA Annual Meetings held in New York
City, N.Y. at the session on "The IMF and Conditionality"”, on December
28, 1982,




structure as a guideline for policy. Thus by 1982, as theoretical advances
in macroeconamics and international finance have cast substantial doubt on
the empirical if not theoretical validity of a simplistic monetary approach
to the balance of payments, theanalytical arguments that are used to sustain
the traditional policy line have became by necessity murkier and more cunber-

m.

This is nowhere more clear than in the analysis of exchange rate
policy which is the focus of this short paper. The use of exchange rate
adjustment as an active policy tool is critically analysed in the following
two sections in terms of its effectiveness as a stabilization policy tool and
a substitute for tax or redistribution policy. The role of exchange rate
policy in development is briefly discussed in the last section.

2. Targets for Exchange Rate Policy and Macroeconamic Acjustment

One of the fundamental propositions of the macroeconamic literature
pertaining to assigmment of ﬁolicy tools to targets of policy is that, in
the absence of uncertainty, tools should be assigned to the target which
they relatively affect the most. Thus for exarple, in the traditional -
analysis monetary policy is aséigned to the attaimment of external balance
and fiscal policy to that of internal balance.

The use and assigment\ of exchange rate policy revolves around
the question of its relative effectiveness as a tool to inprove the balance
of payments as against a tool that simply translates the foreijn exchange
price of traded goods 1\30 damestic prices or vice versa. This realization
seﬁes to highlight the fundamental distinction between using the - naminal




exchange rate as an active instrument of external balance versus a tool

that insulates the domestic econamy from external goods-market disturbances.
It is by now widely accepted that the assigmment of the exchange rate to one
of these targets depends on the structural characteristics of the econamy in

question.

whether or not naminal exchange rate devaluation improves the
current acocount depends on two channels through which it might have an
effect: devaluation of the real exchange rate ar-a direst effect on domestic
absorption.

The traditional Polak model (1957) and more recently the exposition
“in IMF (1977) and Khan and Knight (1981) that sketch the so—called IMF model
" depend on the latter channel. In this class of models (a) all goods and assets
are assumed to be perfect substitutes so that there is in essence one camposite
good whose price is given, (b) the country is a price taker in both goods
and asset markets, and (c) all wages and prices are flexible so that output
is fixed at its full-employment level. »

Given these assumptions a devaluation works solely through a real-
balance effect. The increase in the price of foreign exchange, reduces real
balances. Since the demand for money, the only asset available, is exogenously
determined the excess demand for money is translated into a reduction in
absorption and a balance of payments surplus which is the wvehicle by which
‘money balances are replenished. Thus in this model "exchange-rate policy is
really policy to manipulate the level of reserves, not the current account

balance" (Branson, 1982).




There is no roan in this one—good model for changes in relative
prices, improvement of trade campetitiveness or any related considerations.
- If anything, in this traditional monetary model the exchange rate affects
the dawestic price level while the level of real noney balances affects the
external balance. |

Even if one stays within this broad :Er_anavork, added considerations
night mitigate the positive effects of the exchange-rate change on the level
of reserves at least in the short-run. If prices are flexible and the economy
very open a devaluation can give rise to inflationary expectat.mns that lead
to an increase in consunption and inports especially of durables or an accumr
lation of inventories (Dornbusch 1982). Thus absorption might not be reduced
as expected in the short run. More importantly in temms of its usefulness
as a policy tool in the case of countries which have serious balance of payments
. problems, devaluation in terms of this analytical framework is at best a tool
that validates past monetary expansion. If the nominal money stock could be
restricted to its past lewvel through tight pojicy, then devaluation would

becane unnecessary.

Finally as noted by Branson (1982) if a country faces exogencus flu-
ctuations in interest rates or real output, monetary pblicy should be assigned
to the mi.ntenance. of damestic price stability by offseting the induced changes
in the demand for real money balances. If disturbances originate in the foreign-
goods markets then damestic price stability could be achieved through an off-
setting move of the naminal exchange rate either via the market if the réte is
floating or through direct policy ;lnterventim. Thus, in the context of the
sinmple monetary version of the IMF model the optimal exchange rate adjustment
depends on the source of the disturbance both in terms of markets and location.




This is of course a well known result fram the 1ljterature but one which is
often disregarded in actual policy prescriptions especially in the context
of 1DC's which face external disturbances in goods markets.

An altogether different channel by which exchange rate adjustrent
influences the current account is through its influence on a relative price
often called the real exchange rate. The real exchange rate is equivalent either
to the termms of trade in the context of a sinple trade model with two
countries that ... campletely specialize " in production, or to the relative

prioeoftradedi:omn—tradedgoodsinthecaseofasnall court ry two-good
model. It has been shown that there are substantial differences both in the

theoretical and empirical properties of the two indices (Katseli, 1982b).

Increased campetitiveness is associated either with a deterioration
in the terms of trade which increases the export share of the country in the
world market and reduces the quantity imported or with an increase in the price
of /iPesed good sector. The story gets more canplicated in the more realistic
case of a country which is not a price taker in both or either markets but
which also produces non-traded goods (Katseli, 1982b).,

In most IMF reports it is automatically assumed that a naminal
devaluation will increase campetitiveness by affecting the real exchange rate.
It is evident that substantial effort has been recently devoted to proper
measurements of the real exchange rate especially in countries with diversified
"trade leading to the presentation of alternative indices of real overvaluation
of the currency. The appropriate choice of base period, of weights (irport,

export, total trade or same cambination of MERM weights) and of the damestic




and foreign pﬁce index to be used (wholesale price indices, unit labor
costs etc) becane the object of much discussion and guarded analysis in
appendices of mission reports. The choice of the relevant countries also
becanes critical with a growing preference towards incusion of countries
which campete with the host country in third markets rather than of the
bilateral trading partners. Both the choice of countries and weights

depends on the question that is being posed.

Technical questions apart, what is rarely seriously discussed in
nzgotiations or in written reports is the potential effectiveness of the no-
minal exchange rate on the real exchange rate. This is so at a tine when
the theoretical literatwre abounds with examples of cases where the structure
of the econamy is such that the real exchange rate is not affected by naainal
exchange rate movements and a devaluation is thought to have negative effects
on both output and the price level. (Cooper, 1971, Krugman and Taylor, 1978,
-rayibr, 1979, Katseli, 1982a).

Two extrene exarples micht be sufficient to demonstrate how the
structure of the econariy might be such that a nawinal devaluation will have
o effects on the real rate. Suppose that we consider a less developed
country that imports intemediate godds to be used in damestic production
under fixed coefficients and exports agricultural goods or rav materials whose
supply is inelastic in the short run. This simplification might be pertinent
for a country like Madagascar, the Sudan or even Kenya all of which have
negotiated stand-by agreements with the IMF. Thus in this case both the

"supply elasticity for exports and demancé elasticity for inports approach zero.
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A devaluation will not affect the terms of trade and the effect on

the balance of trade will depend on the initial trade balance. Given

a large initial deficit the exchange rate adjustment will magnify

it. The quantity exported might even be reduced if intermediate imports

are used in the export sector leading to even more perverse effects. The
increase in the cost of production of nomtraded goods might also prevent
the expected increase in the relative price of traded to non-traded goods and
lead to internal stagflation depending on the relative elasticities (Katseli,
(19824), Thus in the presence of intemediate imports the argument that
devaluation is a useful tool for promoting competitiveness becames at

best uncertain as profitability is impaired through the increase in the

cost of production while the tems of trade are not seriously affected,
These considerations are especially important for same of the smaller LDC's
vwhich do not have large inport cawpeting sectors and have structures of
trade which are not much different from those in the exanple above.

Even in ‘the absence of intemediate goods full naminal wage
indexation is sufficient to prévent a change in the relative price of traded
to non-traded goods. This is a well-kfmm case in the literature developed
Marston (1982). If naminal wages are tied to the consumer price index, then
a devaluation will increase naminal wages and the price of non traded goods
by the full ’aﬁ;ﬁt ‘of the devaluation.The recent emphasis on the supply
. side has thus shifted the focus of discussion of the implications of exchange
rate adjustment fram demand towards the cost of production. The shift in
emphasis has prampted a serious questioning of the effectiveness of naminal

&
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exchange rate adjustment an the current account and its role in macro-
econanic adjustment. This theoretical questioning is still open to empi-
rical testing but it fair to say that its powerful and ocontroversial
ueesagesha\eintyetbeenadeqmtelyhmponmdintommmdng.

While the role of the exchange rate in macro-adjustment is debated
three additional roles for exchange rate policy have emerged. These include
its substitute role as tax policy especially in the context of IDC's, its
role in inocome redistribution and f:l.nnlly its role in investment prumﬁ.m
and development in general.

3. Alternative Roles for Exchange Rate Policy

Ebratnnimldevalmtimtompmveﬁwecun‘mtmtmmm
recuction in absorption and/or a change in relative prices, the damestic
price of traded goods and the general price level must increase. If domestic
prices are fixed by the goverrment this channel of adjustment is blocked.
In that case, as the govermment sells goods at a world market price which is
higher than the producer price it pays, exchange rate policy becomes a sub-
stitute for tax policy. A devaluation of the_ currency simply increases
export proceeds and serves the function of an export tax. Alternatively,
a policy to raise danestic producer prices to the world market
level and to devalue by the same amount increases the export tax in absolute
value (depending on the supply elasticity) and provides incentives far
export production. This was in fact the analytical basis of the IMF's pro-
posal for devaluation in the context of negotiations with some Eastern
African countries and this reasoning once again had little to do with campe-
titiveness oconsiderations. The cbjective here was to increase the




quantity exported but maintain budget revenues as far as possible. This
use of exchange rate policy as tax policy becames especially relevant
for countries which expart few agricultural commodities ar raw materials
that are traded by the central goverrment and which lack the tax base
for an effective income tax policy. Devaluation is thus linked to price
liberalization and efforts to mitigate the uwarranted effects resulting
from the correction of dmestic relative price distortions.

There are problems however with this approach as well.

Given the fact that devaluation affects import prices and specifi-
cally the prices of imported inputs, the effectiveness of the policy package
critically depends on the profitability of the export sector. As it was
discmsedearlier,itistheeffectivgpmbectim rather than nominal pro-
tection that matters and taxation of inputs reduces profitability:; so does
the increase in labor costs that arises in an indexed ecaonomy.

It should be pointed out that a devaluation also increases the hame
‘currency value of interest payments cn public external debt, making unclear
the net effect an govermment expenditures.

More importantly the existence of a marketing board usually gives
a comtry same market power that is not attainsble if trade is undertaken
by many small caypetitive producers. If that is the case then the country
15 "semi-mmall® and a devaluation that:is proportional to the increase in
domestic producer prices will detericrate the terms of trade and might lead
to a possible reduction in tax revenue and net export receipts.
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Exchange rate devaluation has also been thought of as a stimulus
t?oprivatesavingdnetnﬁ:ee:q:ectedmdis&ibutiveefﬁect fram wages
to profits ie to a sector which is assumed to be characterized by a higher
marginal propensity to save. This line of argument which is implicit in
.gome of the earlier IMF documents has been criticized on many.different
gro‘nds.' (Diaz Alejandro,1963) . Putting aside the fact that the marginal
propensity to save among profit earners is not necessarily higher than
anong wage earners, an increase in the profitability of the traded good
sector critically depends on the ensuing increase in the cost of raw ma-
terials and labor as well as on the country's relative degree of market
power (Ahluwalia and Lysy,1981).

In tems of the earlier discussion on macroeconomic adjusment
a necessary condition for Iedistributim is that the relative price of
traded to non-traded goods changes. In that case a devaluation will benefit
ﬂnsefactorsofpm&ctimﬁxataxeinﬁensivelymedinﬂmepmdwtimof
tradedgoodsmdtheqmsmersofnmtradedqoods. In the case of a country
which produces and exports primary products as is the case of many LIC's,
the main beneficiaries of the devaluation will probably be the export

crop-growers in so far as damestic export prices are allowed to increase.

These mikmﬁms highlight the role of exchange rate policy in
the context of an overall development strategy. It can be argued that if
the dbjective is to pramote investment and industrialization the possible
short run benefits on the balance of payments brought about by exchange
rate devaluation should be weighed against possible longer-run costs.

Given the importance of imported capital goods at initial stages of develop-
ment there might be a role for maintaining a slightly overvalued currency




for some periods of time, especially if the internal tax and transfer
system is not adequately developed. This strategy was adopted at same
early phases in the development of Japan and saome of the newly industrialized
ocountries and its merits should be judged in light of the structural chara-
cteristics of the economy in question.

More importantly stabilization policy should not be viewed as a
substitute to development policy. It is often the case that constraints
in development, sixch as foreign exchange availability or insufficient do-
mestic saving, are perceived by international credit organizations as the
targets of policy. It is not clear why a developing comntry should thrive
to reduce the deficit in its current acoount or what the criteria should
}hefor_do.tngeo. It is clear however that there should be a long-run steady-
state path that policy should be aiming for depending on a country's lewvel
| of development, but such considerations have not yet been seriwsly addressed
by the IM'. Ina develoment context the focus should shift from the curren
account to the basic balance where the required net long—term capital inflow

for develapment requires a current acooint deficit, that is supported by

an appropriate real exchange rate. In that framework the equilibrium real
exchange rate is determined by long-run growth and investment prospects

and naminal exchange rate policy is adjusted accordingly. It is thus impera-
tive not only to reconsider the short-run efﬁectivamess of macro-adjustment
policy in light of new theoretical and empirical knowledge but also to place
stabilization policy in a dynamic context.




HEFERENCES

Ahluwalia, M., and F.J. Lysy, 1981, "Employment, Incame Distribution and .
Programs to Remedy Balance-of-Payments Difficulties”, in W.Cline
and S. Weintraw, edts, Economic Stabilization in Developing
Countries, Brookings, pp. 149-190.

Branson, W.H., 1982, "Econamic Structure and Policy for External Balance",
NBER/IMF Conference an Policy Interdependence, Augst. 31.

- Bruno, M.,197g8, “Exchange Rates, Import Costs and Wage-Price Dynamics®,
Journal of Political Economy, Vol. 86, pp. 379-403.

- Cooper, R.N., 1971, "An Assessment of Currency Devaluation in Developing
Countries”, in G. Ranis, ed., Goverrment and Econamic Development
Yale University Press, pp. 472-513.

Diaz - Alejandro, C.,1963 , A note on the Impact of Devaluation and the
Redistributive Effect”, Journal of Political Econamy, Vol. 71,
PP. 577-80.

Dombusch, R., 1982, "Flexible Exchange Rates and Interdependence", NEBER/IMF
Conference on Policy Interdependence, August.

IMF, 1977, The Monetary Approach to the Balance of Pémnents, Washington.

Katseli; 'L.; 1982, Macroeconamic- Adjustment and Exchange-Rate Policy in
Middle-Incane Countries: Greece, Portugal and Spain in 1970's)

in M. de Cecco edt. Intermational Adijustment, the EMS and Small
Eurcpean Countries, BIacdkwell, October 1982
Katseli, L., 19821, "Real Exchange Rates in the 1970's", Economic Growth Center

Discussim Paper, No 403, Yale University, May.

Khan, M.S., and M.D. Knight, 1981, "Stabilization Programs in Developing
Countries: A Formal Framework", IMF Staff Papers, March,
Vol. 28, No. 1, pp. 1-53.

Krugman, P, and L. Taylor, 1978, “Contractiaonary Effects of Devaluation”,
“ : Journal of International Econcmics, Vol. 8, No 3, pp. 445-56.

Marston, R.C., 1982, "Wages, Relative Prices and the Choice between Fixed
and Flexible Exchange RAtes®, Canadian Journal of Econamics
February, Vol. 15, No 1, pp. 87103.




Polak, J.J., 1957, "Monetary Analysis of Income Formation and Payments
Problems", IMF Staff Papers, Vol. 6, November, pp. 1-50.

Sachs, J., 1980, "Wages, Flexible Exchange Rates, and Macroeconomic Policy"”,
Quarterly Journal of Econamics, June, Vol. 94, No. 4, pp.731-747.

Taylor, L., 1979, Macro Models for Deweloping Countries, McGraw Hill, Ch. 4.




