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ABSTRACT: A reform programme known as the strciural adfustnent programme (SAF) was introduced in
the 1980 in over 30 sub-Saharan African (554) countries with poor grawth perfarnance and severy
macroecongenic disequilibria. A7 the centre of this programme is the exchange rate gdfusiment girmed
al improving economic growth and stabilization by enhancing the lncentives (o produce iredeables,
particulurly agricultural tredeables. An examination of data from a sample af 30 854 couniries reveals
that the outcome of currency depreciation has not been enconraping. Iy impact on owlpnt and expon
war af best insignificant. It hes also triggered @ high rate of inflation.  Current gecount baionee was
positively inffuenced by devaliation but this was largely due to import CCMPRERIION, rather Hean expor
epansion. A positive response may have been constrained by structural bottlenecks such as limited
technological and administrative capacity, inadequate infrastnscire, rsing eost of inputs and imperfect
Hrdrkets.

L BACKGROUND
L
Prior to the 1970s, Sub-Saharan Africa (SSA) as a whole experienced a stable and
@ high rate of growth. But the various shocks in the 1970s altered the internal and

external economic environment of developing countries, The stability of the

international trading system was shaken following the 1971 decision by the US
Government to suspend the fixed-price gold convertibility of the dollar. The new
variable exchange rates increased the vulnerability of poor economies to international
price fluctuations. As this was combined with the ail shock, unprecedented drought in
the case of some countries, rapid population growth, declining commodity prices, rising
interest rates and the decline in the net inflow of capital and other resources, many oil-
importing Sub-Saharan African (55A) economies ended up in economic crisis. Between
1973 and 1980, GDP growth in SSA averaged 2.5% per annum in real terms, compared
o 3.9% during 1965-73. Over the same period, the sectoral growth rates changed as

follows:
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agriculture declined from 2.2%% to -(1.3%9%; manufacturing from 10.1% to §.2%; and export
earnings from 15.1% to 0.2%. The growth rates of agriculture have been declining since
the mid-70s and have heen outpaced by population growth in most 85A countries. 83A’s
share of world trade for major exports (excluding oil) has declined sharply.?

With a worsening balance of payment problems, imports were compressed
severely, especially imports of investment goods. Consequently, industrial capacity
utilization slowed down considerably. [n addition, the growth momentum was seriously
disrupted in most SSA countries by supply shortages, the breakdown of public
infrastructure, Jack of domestically-generated technology and mounting budget deficits
in the 1970s and early 1980s. These problems were further compounded by political
instahility (as evidenced by the frequent military coups or changes of regimes) which led
to  growing lawlessness, increasing loss of policy directions and severe loss of buman
capital.

It was against this background that an economic reform program known as the
structural adjustment program (SAP) was introduced in many S8A countries. SAP entails
two basic components; stabilization measures which aimed at lmprmﬁn& the balance
berween aggregate demand and supply through prudent monetary and fiseal policies, and
structural reform which act on the supply side mainly through changes in the relative
prices, including exchange rate adjustment or the incentive structure to make the
economy more efficient and more flexible. Since the early 1980s, nearly 40 countries
have pursued economic reform programmes with exchange rate realignment often
constituting a central theme in these programmes.

The purpose of this study is to examine the importance of exchange rates in
explaining the performance of output, export and economic stabilization in sub-Saharan
African countries. More specifically, the aims of the study are to: (1) undertake a review
of the available literature on the impact of exchange rate adjustment, and (2) empirically
test the various hypothesis on the influence of exchange rates. Since the stagnation in
agriculture is at the center of the economic crisis in Africa, the analysis has been
expanded to include the impact of SAP on agricultural performance.

The rest of the paper 1s organized as follows: section 2 will provide a review of
the available evidence. In section 3, the methodological approaches are briefly set out,

This is followed by an empirical analysis in section 4 and conclusions in section 5.
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2. THE IMPACT OF EXCHANGE RATE POLICIES: A REVIEW

In the 1970s and early 1980s, many $5A countries followed a passive exchange
rate policy. The demand for foreign exchange often exceeded its supply, reflecting
currency overvaluation, largely as a result of expansionary monetary and fiscal policies
that brought higher inflation in the African countries (outside the CFA Zone) than in
their major trading partners [46]. As many countries resisted nominal devaluation, their
domestic currencies tended to be overvalued. The policies that protected infant
industries and favoured industrial import substitution, as well as deteriorating terms of
trade” further contributed to the exchange rate appreciation and poar performance of
the agricultural sector [47].

Moving from overvalued to equilibrium real exchange rates or devaluation is
generally regarded as one of the most important policy instruments in developing
countries. Devaluation is primarily aimed at improving international competitiveness or
the incentive to produce exportables, particularly agricultural exportables. The
International Monetary Fund and the World Bank advocate substagtial initial

devaluations to regain some historical level of real exchange rate, and recommend a

transition from a pegged regime (pegged to a single or a basket of currencies) to flexible
exchange rate arrangements, The preferred alternative is a free-floating or an auction
system, allowing market forces to determine the exchange rate.

In theory, devaluation has both demand and supply effects. On the demand side,

it can have both an expenditure-switching and expenditure-reducing effects. The
| expenditure-reducing effect of devaluation is associated with the rise in prices which
reduces private sector financial wealth and expenditure. Since nominal values may not
rise proportionately with devaluation, real wages and other factor incomes also tend to
fall. The effect of devaluation on domestic absorption can thus be contractionary, i.e.
reducing expenditure on all goods. But the expenditure-switching effect of devaluation
works in the opposite direction for nontradeables. By altering the relative prices of
tradeables and nontradeables, devaluation promuotes substitution away from tradeahles,
Consequently, devaluation reduces domestic demand for tradeables, while the total

(domestic and foreign) demand for domestically produced traded goods is perfectly
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elastic and therefore i3 not affected by devaluation [27]. The effect on the demand of
nontradeables can be positive if the expenditure-switching effect dominates the
expenditure-reducing effect,

Omn the supply side, the effect of a real devaluation in the raded goeds sector is
positive, Real depreciation lowers the supply price of capital measured in terms of
output price and thereby stimulates investment and production in the traded goods
sector. The supply of nontraded goods, on the other hand, can be adversely affected.
The rise in the price (in domestic currency) of imported intermediate inputs together
with the rise in nominal wages may lead to contraction in their supply. The overall
supply (traded and non-traded) effect can be positive, if the positive effect in the traded
gowds sector outweighs the negative effect in the nontraded goods sector,

Theoretically, it appears that devaluation reduces excess demand in the economy
or lowers the current account deficit. But anything can happen with regard to inflation
and output. Although devaluation may have favourable effects on external balance, it
may have disquieting implications on inflation. This is particularly true if the authorities
seek to achieve an overly devalued domestic currency (relative to the e-quilihn'um real
exchange rate), exerting considerable pressure on prices to rise. If wages and prices are
flexible, the real exchange rate would quickly appreciate, necessitating another round of
devaluation. Consequently, persistent attempts to achieve teal depreciation through
nomingl devaluation would merely result in an acceleration of inflation. The problem
may be compounded further if the supply response is inadequate. One way of
minimizing the risk of losing control aver inflation is to adopt tight monetary and fiscal
policies [2] but this may have negative consequences on output. Devaluation will have
a contractionary effect on output if the depressing effects on aggregate domestic demand
are not outweighed by the supply-stimulating aspects. This will hold particularly if the
elasticities of import demand and export supply are small and the structure of prﬁduﬂinu
is weighted more towards tradeables than towards nontradeables [18].

The theoretical ambiguity, together with the inconsistent empirical findings, has
meant considerable controversy over the impact of devaluation. At one end of the
spectrum of views aré those who cast doubt on the usefulness of devaluation. It is

argued that significant devaluations by several competing countries will not produce an
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improvement in the external terms of trade unless one assumes (against all the evidence)
a highly price-elastic demand for agricultural commodity exports [11]. Krugman and
Taylor [24] explained that devaluation can increase the domestic-currency price of
imported inputs, and if the demand for them is inelastic, total production will decline,
Mengisteab and Logan [23] econcluded that there are not clear indications that
devaluation has positively influenced growth or external balance. Others stressed that
devaluation would have inflationary consequences, increasing the real cost of domestic
factors of production and thereby decreasing the competitiveness of local goods and
services [14, 37, 40]. It is argued that the effect of devaluation is wiped out by inflation,
with little or no change in the real exchange rate,

Other studies tend to see the effects of devaluation as being dependent on a
number of factors. For instance, one recent study [17] of 12 least developed countries.
eight of which were African least developed countries’, concluded that devaluation can
be an efficient and appropriate method of reducing current aceount deficits in the least
developed countries only if it is accompanied by domestic monetary restraint, if real
wages are permitted to fall at least enough to prevent employment from 8eclining and
if sufficient foreign capital is procured to avert a reduction of GNP According to
Mosley [33], the impact of a market-oriented policy varies from one country to another
depending on the level of technological development, while according to Godfrey [12),
there are countries which can benefit from devaluation and those which do not, For
instance, Kenvan devaluation in September 1981 increased the rate of inflation and
negated itself in less than one vear, while the devaluation in Mauritius (1981) and
Somalia (1982) brought relative real price changes as the inflationary pressure was kep!
under control. In Kenya, producers quickly passed on to consumers the increase in 1he
eost of imported imputs zfter devaluation, leading to price increases that maore (fan
outweighed the rate of devaluation [12}.

At the other end of the spectrum are these who are convinced that devaluation
would have an expansionary effect on autput and export (e.g. [3, 16, 49]). Devaluation
encaurages the production of tradeables by raising producer prices. DeRosa and Greene
[9] indicated that simultaneous devaluations could not generate a sufficient deterioration

in the terms of trade so as to reduce total expart earnings. Because SSA's share of
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primary commodities in world exports is generally low, simultaneous devaluations by a
number of African countries are unlikely to reduce world commuodity prices sufficiently
to reduce their export earnings.” Khan & Knight [21] undertook a review of various
studies which lovked into the effects of devaluation on output and concluded that in the
majority of the cases output growth would be higher after devaluation rather than lower.

The effects of devaluation on agriculture has attracted the attention of several
guthors, but disagreements over the issue are as widespread as ever.  Much of the
argument against devaluation is based on the assertion that non-price factors like
technological and structural backwardness constrain the supply response of agriculture
in Africa. The supply response of agricultural producers could be limited because of
market imperfection, scareity of labour and land, technological backwardness, lack of
capital and inadequate rural infrastructure 3, 6], Devaluation raises input prices long
before higher prices on output are received, thereby failing to provide any incentive for
producers [29, 34].

Diakosavas and Kirkpatrick [10] analyzed the relationship between exchange-rate
poticy and agricultural export performance for a sample of 28 55A c{}uatries and came
up with less optimistic results. An improvement in export performance was associated
with & depreciation of the exchange rate in the majority of S5A economies, but in only
a limited number of countries was there evidence of statistically significant and positive
relationship. While exchange-rate policy has a significant role to play in the recovery of
agricultural sector’s export performance, the study concluded, other supportive measures
are equally imporiant. Cleaver [8] also noted that the magnitude of the impact of
exchange rate (or price) reform is less important compared to non-price factors such as
the efficiency of farm input supply, agricultural research and extension, and credit
services, According to Lipton [25), & 10% rise in farm output prices, relative to all other
prices, may generate less extra output thun a 10% rise in the rate of technical progress
(due, say, to agricultural research), or even in general government expenditure on
apriculture.

By contrast, raising producer prices through devaluation is viewed by some
contributors as a key policy instrument w uniock the ¢onstraints in agricultural exports,

For instance, a study by the World Bank [47)] indicated the eonnection between changes
, y By B
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in the real exchange rates and the level of agricultural exports as being very close. On
average, a percentage fall in the real exchange rate® reduces agricultural exports by 0.6-
0.8 percentage point in all developing countries and by more than one percentage point
in SSA. The higher elasticity of supply in $SA not only confirms that supply responses
are high, but also shows that £Xporis are sensitive to exchange rate changes when there
is the opportunity of selling in the parallel market. But Green [13] pointed out that such
resulls may confuse the smuggling and production effects of devaluation, The main short
term impact of devaluation may be to bring back smuggled goods into the official
channels, not raise production.

From the foregoing, it can be observed that the debate over exchange rate
realignment is far from being settled. Arguments and research findings in favour of
devaluation are being counter balanced by those with negative assessments and further
research is required to arrive at a consensus, The following sections are intended to

mike some empirical contributions to the ongoing debate.

3. METHODOLOGY

Four different approaches have been developed to empirically assess  the
effectiveness of a policy or a package of policies such as SAPs: (1) the before-after
approuch, which compares macroeconomic performance after implementation with the
performance prior 10 the implementation of the policy; (2) the with-without approach,
which compares macroeconomic performance in reforming (adjusting) countries with the
performance in non-programme (non-adjusting) countries; (3) the econometric approach,
which evaluates the performance of the policy, often after adjustment is made for various
differences in socio-economic and macroeconomic policies and external variables, using
various econometric technigues: and {4) the simulation approach which compares the
simulated performunce of the policies under different sets of assumptions [20].

In this study, the with-without method as well as the econometric technigues ure
used The changes between 1980-34 and 1985-8%8% in real exchange rates'™ were used out
to divide a sample of about 30 S5A couniries into two groups: those whose currency
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depreciated (Group A) and those whose currency appreciated {Group B). Within the
context of SAP, Group A countries may be cansidered as adjusting and Group B as non-
adjusting countries. Using analysis of variance, each group was further divided into two
subgroups - depending on whether the depreciation {or appreciation) was statistically
significant or insignificant. Such classification is carried out in order to make a
distinetion between strongly and weakly adjusting or non-adjusting countries on a maore
ohjective way. Accordingly, Group A countries consisted of 19 countries of which 9
expetienced significant eurrency depreciation (5ee Appendix 1). Eleven countries were
classified as Group B, and significant appreciation took place in six of them."

The attempt was to find out whether an improved stabilisation and growth
performance was associated with the changes in real exchange rates. This was achieved
by comparing the performance indicators (e.g. GDP) of the countries in the two groups
{ar the four sub-groups) in 1985-88. T was hypothesized, for instance, economic
performance was better in the group in which exchange rates depreciated (Group A)
than in the group in which the rates appreciated {Group B). This approach, referred
tiv its group caomparisan, nonetheless, attributes differences in performagge exclusively
‘o changes in exchange rates, when in fact initial differences in economie, technological,
ind technical factors are (he real eavses of the observed variation. A regression analysis
was thus conducted to separate the effects of exchange rates from other policies or
factars influencing performance. The data are obained from various statistical

publications of the World Bank, IMF, FAQ and UNCTAL.
4. RESULTS

4.1 Group comparison

As shown in Table 1, the average growth rate of GDP for Group A was 4,195,
higher than the 3.0% growth mte for Group B, However, the superior performance of
Ciroup A was more apparent than real. Among Group A countries; the average
perfarmance of countries for which the real exchange rate significantly depreciated (or
8D countries) was lower (3.8%:) than D countrics or countries with insignificant

epreciation (4.3%0). Significant rate of currency depreciation was not accompanied by
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higher GDP growth, The results at individual country level also confirm the limited
importance of exchange rates. For example, three countries with the highest average
annual growth rate (over 8%%) pursued different exchange rate policies: signifi cant
depreciation in Botswana, insignificant depreciation in Mauritius™ and marginal r:urrency
appreciation in Burkina Faso. Growth performance was not closely linked to exchange
rate policies. It should be added that Botswana's success is based on diamond export
and its experience is not very relevant to other African countries. For instance, the
drought in the early 1980s, though punitive for the rural households, had little macro-
economic impact on output growth in Botswana [19]. This is in sharp contrast to mos
African countries where overall growth is heavily dependent on weather conditions.
Another 8D country, Ghana, achieved above-average growth rates (particularly in
comparison with the earlier years), but it too owed its success to other factors including
large inflows of capital [44],

The performance of agriculture in Group A was slightly less than in Group B.
And within Group A, the growth rate of agricultural output in SD countries (with
significant real devaluation) was 4.0, less than the 4.7% growth rate forgdD countries,
Significant real depreciation is not matched by a higher growth in the agricultural sector,
Moreaver, agricultural output grew, on average, by over 11% p.a. in two countries,
Burkina Faso and Chad, and both experienced an appreciating currency. For the two
countries, the rapid expansion of output in the mid- 1980s was rather associated with goad
weather, not with any kind of economic policy.

The impact of exchange rate adjustment on cxport appeared posilive as exports
grew by 5.1% in Group A, compared to 3.8% p.a. in Group B. A strong export recovery
was recorded in Group A countries such as Ghana and Mauritius. Nonetheless, on
average, SD countries again failed 1o outperform ID countries, A similar resul: was
obtained for agricultural expaorts: epuntries with significant currency depreciation had

a lower growth rate (4.6%) than countries with insignificant depreciation (5.2¢%).
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Despite significant devaluation, agricultural exports grew by negative rates in
Madagascar, Mauritania and Tanzania, while increasing by an average of 20.8% in
Rwanda, a country with significant currency appreciation,

Imports were adversely affected by increasing exchange rates: imports grew at a
slower pace of 3.6% in Group A, compared to 4.7% in Group B. Moreover, imports
Efew al a much lower rate of 2.5% in 5D countries. For many countries, the growth
rates of imports were lower than the growth of EXPOTTS,

The current account deficit (as a proportion of the GDP) was -6.9% fur Group
A and -13.0% for Group B countries, indicating that countries whose Currencies
depreciated had improved their current account position.  Exeluding Mauritania {a
country with an unusually high proportion of deficit), significant depreciation coincided
with lower current sccount deficit,

On the inflation front, the results have been mare conclusive. The average annual
inflation rate was 34.1%% for Group A, nearly fifteen times higher than the rate for Eroup
B (22%)." Among SD countries only Botswana experienced a less thang 0% rate of
inflation. Four {out of 10} ID countries and all countries in Group B had less than 109
inflation rate, implying that countries with significant currency appreciation had a low
rate of inflatian.

To sum up, the above resulis may not be considered as conclusive as the average
growth rates were heavily influenced by observation from a few countries, bul there are
some notable patterns which suggest that the response of output and exports to a
significant  exchange rate increase for the sample countries was minimal, For most
countries, significant currency depreciation led o linle ar no improvement in economic
performance, while the rate of inflation increased rapidly. If allowance is made for SOHME
extreme observations (1e. dropping some countries from the groups), ID countries will
cmerge as the best performers in terms of output and exports.  On the basis of the
Eroup comparison, pne can thu_s.infer that undertaking substantial initial devaluation, as
recommended by the IMF and the World Bank, may not be wholly beneficial,
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4.2 Regression analysis

In order to further explore the effects of exchange rate adjustment, taking other
factors into aceount, a regression analysis was carried out using data from the sample
countries. The results further confirmed the observation drawn from group comparison.

The output effect:- The average growth rates™ of GDP and agricultural output for
the period 1980 to 1988 were regressed on a number of independent variables, including
the average annual percentage change in real exchange rate or the rate of real currency
depreciation (RER) during [980-88.  Other independent variables considered in the
regression analysis were: (a) the average annual change in domestic credit (DOCR) - a
contractionary monetary policy of SAP which entails credit restriction (aimed at
dampening inflationary pressures) has been criticized on the ground that it would have
a deflationary effect, and it was thus hypothesized that the lower the supply of credit the
lower is the growth of output; (b) the annual average changes in public consumption
(PCONY - a reduoction in public consumption (aimed at eontrolling inflation) may
adversely affect public services with detrimental consequences for output; (¢) the annual
average changes in financial flows (FLOW) - the higher the level of fnre&gn assistance
the higher is the growth of output; {d) the annual average changes in the ratio of
domestic investment to GDP {INV} - a positive relationship between output and the
ratio of investment to GDFP was hvpothesized; (e) the annual average changes in
merchandise imports (IMP) - since most eritical inputs are imported in S8A, higher
output growth wis hypathesized to be positively related to high growth of impaorts; ()
technological and social development -a higher degree of technological and social
development was generally thought 1o be correlated with rapid growth, and the level of
development was approximated by wariables such as the proportion of agricultural
population (APOP), per capita GNP (PGNP, the rate of illiteracy (TLLI) and dommy
varizbles for LDC countries (DLDC), ie. 1 for LDC and 0 for non-LDC countries; and
{g) domestic shock -a dummy variable for countries directly or indirectly affected by war
and drought (DSHOCK) i.e. 1 for affected and 0 for non-affected countries.” A s
shown in Table 2', the rate of depreciation was negatively correlated with GDP. The
coefficient of RER remained negative and significant, suggesting that an increase in the

rate of depreciation led to a contraction of output for the countries under consideration.
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It appeared that the supply-stimulating aspects were too weak and were dominated by
demand-restraining or contractionary effects of devaluation. Meanwhile, the coefficients
of PCON was significantly positive. This result tends to contradict the policies of
structural adjustment programmes which view public consumption as a drag on the
economy. By contrast, DOCRY was negatively and significantly related to GDP,
implying that the claim that tight credit policies lead to contraction of output cannot be
substantiated. The coefficient of IMP was positive and was statistically significant in the
case of total output.™® The view that imports play a key role in the production process
of African countries has been validated. All the remaining variables (some not shown
in the Table) including INV, FLOW, ILLI, APOP, PGNP and DSHOCK had statistically
insignificant coefficients. Some variables such as INV and DSHOCK had the expected
signs while others like PGNP came out with unexpected signs.

In the equations of agricultural growth, RER had a negative and insignificant
coefficient (see Table 2), The data provided no evidence that the relationship between
the rate of currency depreciation and the growth rate of agricultural production was
significantly positive. A positive and significant relationship was observed b#tween INV
and agricultural growth. Consistent with the results for GDP, the coefficients of DOCR
in the equations of agriculture were negative."” Interestingly, the coefficient of PGNP
was negative and significant, indicating that the performance of agriculture tends to
weaken at higher levels of income. As is evident from the coefficient of DMINE, the
difference between mineral and non-mineral exporting countries in terms of expart
performance was not significant. All the other explanatory variables were found to have
little or no influence on the performance of agriculture, The ms:gmﬁmcc of some
variables such as DSHOCK could be due to Mmeasurement problem or poor quality of
data, rather than the absence of any relation between output and weather shock such as
drought.
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Export performance:- The average annual changes in total and agricultural
exporis were regressed on the average annual changes in RER and additional variables
such as the barter terms of trade, TERM (worsening terms of trade was hypothesized to
reduce the capacity to import essential inputs, thus negatively affecting export activities),
export concentration, CONCY (the higher the degree of concentration the greater the
risk of being affected by the fluctuation of the world market), domestic credit, DOCE,
dummy variable for LDCS, DLDC, and dummy variable for mineral (including oil)
exporting countries, DMINE,? were included, It was not possible to include producer
prices due to lack of data. Based on the assumption that currency appreciation and the
degree of price distortions are closely related, the response to the latter can, however,
be inferred from the former.®

The regression analysis (Table 2), like the results from the EfOUp COMPArison,
failed 1o substantiate the view that real exchange rate depreciation will positively and
significantly affect exports.  The coefficient of real exchange rate was positive and
statistically insignificant for agricultural exports and negative, though insignificant, in the
case of total exports. The influence of the other variables was minima& very much in
accord with the output equations, Total as well as agricultural exports were negatively
{but insignificantly) affected by domestic credit (DOCR). The average change in the
terms of trade (TERM) was also insignificantly related and its coefficient was positive
only in the case of agricultural exports. As observed by Svedberg [39], the relationship
between export performance and barter terms of trade appeared weak® The
cocfficients of the remaining variables including CONC, DLDC and DMINE remained
insignificant.™

Stabilization:- The average rate of inflation was regressed on the average
changes in real exchange rate (RER), public consumption {PCON) domestic credit
(DOCR) and GDF and the results are shown in Table 3. The coefficient of RER was
positive and-highly significant, suggesting that currency depreciation has led to rising
prices. The coefficient of GDP has the expected negative sign (though not significant)
in one of the equations fitted. DOCR was positively and significantly related to inflation,
while PCON was only marginally related, Owverall, inflation was closely reluted to eredit

expansion and changes in real exchange rates,
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Tuble 3
Real Exchange Raie and hs Impact oo Current Account Balance,
Inflation and Import: Regression Results

Inflation Curr. Ac, Bal, | TotImpor | Tot.Expo
ts ris
C £, 4N} i -15.564 -15.507 2200 3428 I
(11 Bk {-1.08%) (-8.524) {-7.802) (2.145) {3.015)
RER 1.130*° & 0.a192* - -0.124* -0.0R3
(3.441) i [1.946) . (-1.936) (-1322)
PCON L1095 624 0.455* 0344 + “
(1L32) (-1228) (LE0T) (1.21%)
DR i 1295 i 0107
i (9.714) 3 (1.395)
GDP 1O 0246
(£.254) (0,170
Rt 0.419 0.&21 0231 0180 0118 0.061
R (adi) 0349 0.799 0171 0117 0087 0.025
FATAT G011 38.148 3896 2351 %40 1.748 |

Figures in bracket are L-stal.
* o« Significant at 109 or below level of significance

The current account balance was positively and significantly influenced by the
changes in exchange rate. Considering the observation that exchange rates influence
imports negatively and significantly while having no significant impact on exports (see
Table 3), the improvement in the current account appeared to have been brought about
more by a reduction in imports than by an increase in exports. This suggests that
currency depreciation adversely affacts output partly because of its negative impact on
imports.® In other words, an improvement in the balance of payment may have been
achieved at the cost of reduced availability of essential imported goods. The coefficient
of PCON and DOCR came out with a wrong sign, implying that the external deficit of

the sample countries was not directly related to monetary and fiscal policy.
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5. CONCLUSIONS

The findings in this study point to four general conclusions. First, the results
obtained do not confirm the view that exchange rates positively influence agricultural or
total output and export. The evidence from the group comparison showed that; on
average, countries with significant currency depreciation were outperformed by countries
with insignificant depreciation. The benefit of substantial initial devaluation (as
recommended by the IMF and the World Bank) appeared doubtful. High growth rates
were also recorded in countries with depreciating as well as appreciating currencies,
These observations were consistent with the findings from the regression analysis which
revealed that the supply-enhancing aspects of devaluation were outweighed by the
contractionary effects on the aggregate domestic demand, These results suggest that
unless basic development bottlenecks such as unfavourable institutional arrangements
and political instability are resolved, devaluation could not be expected to work under
the conditions of most African countries,

Second, the impact of exchange rate on macroeconemic stability hassbeen mixed.
The cvidence gave support to the widely held belief that devaluation triggers inflation.
On the other hand, its effect on current account was positive, but this beneficial effect
was obtained at the cost of imports, To the extent that inflation rates rose sharply and
Imports were compressed as a result of devaluation, the absence of a positive and
significant impact on output is only 1o be expected,

Third, the level of production and export in the sample countries was
characterized by a high degree of variability. For instance, the annual growth rate of
GDP varied between 4.5% (in 1983) and 17.6% (1986) in Mali and between -10.1%
1984) and 8.4% (1987) in Uganda. The extent of variabifity was even more visible in
the case of agricultural output, rising, for instance, from -22.99% (1984) to 4929 (1985)
in Chad. The same was true for exports. Such large-scale swings were related less 1o
changes in macm-p;:rliuies than to bad luck such as drought, war and civil strife ™ For
instance, since agriculture is heavily dependent on nature in most cases, production and
yield tend to vary more with rainfall than with prices.  Until the random shocks

associated with weather and political problems are minimized or brought under control,
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economic policies such as exchange rates are bound to have no appreciable impact on
growth,

It would be incorrect, however, to interpret our results as evidence against ‘getting
price right'. There is little doubt that currency overvaluation has acted as a disincentive
and has harmed agricultural producers by reducing output prices and farm incomes.
Studies have shown that the decline in the supply of export crops in various African
countries were largely due to overvalued currency and low prices (e.g. [4, 30, 36, 47]).
In as much as farmers avoid (via parallel markets) low prices paid by parastatals,
currency overvaluation is avoided by smuggling into neighbouring markets. Indeed, the
negative consequences af currency overvaluation are obvious. But the point that needs
1o he emphasized is that various aspects of production have also deteriorated with the
distortions of exchange tates in Africa and the crisis cannot be addressed through
exchange rate reforms alone. Lack of research and support institutions, unfavourable
growing conditions and poor infrastructure often constrain the response of output.
Gecause of markel imperfections and institutional problems, devaluation may raise input
prices long before the higher prices on output are received and thereby prgvent output
growth or even force a cuthack. The absence of measures to tackle the technological,
infrastructural, management and institutional bottlenecks is believed to have rendered
the effort of ‘getting price right’ or exchange rate reforms in most African countries
ineffective. A comprehensive package consisting of both price and non-price measures,
toeether with serious attention to the sequencing of the different measures, is required
for a successful adjustment programme in Africa.

The implications for Ethiopia are clear. A number of factors need to be taken
into aceount 1o make devaluation an effective policy instruments, 1t should be pointed
out that agriculture which is the mainstay of the economy is characterized by low and
rapidly declining yield levels, diminishing farm size, uncertain land tenure system,
worsening weather conditions, severe environmental degradation, decaying rural
infrastructure, deteriorating living conditions and weak research and support institutions,
The industrial sector has stagnated because of poor agricaltural performance, excessive
povernment intervention and policy distortions. Lack of diversification, declining volume

of export and unfavourable terms of trade have weakened the export sector. Above all,
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the socialist policies of the previous regime have made speculation more profitable than
productive activities for the private sector, The present government has yet to restore
stability and security in many parts of the country. In this context, a cautious approach
to devaluation is imperative. *

In order to get a positive response, devaluation needs to be preceded by measures
primarily aimed at rehabilitating the physical state of the economy, restoring peace and
security and inspiring confidence among investors. This may also include steps such as
restructuring and privatization of government enterprises, restitution of confiscated
properties to former owners, distributing unoccupied land to would-he private investors,
conferring full property rights on land and market liberalisation. Such measures could
be simultaneously implemented with stabilization policies such as tight credit policy,
mainly to discourage unproductive and speculative activities. Once adequate foundations
tar directly productive activities have been laid down, stability has been restored and the
necessary social and physical infrastructure has been put in place, it becomes prudent to
undertake devaluation and liberalisation of the financial sectors. Otherwise, the
mflationary pressure of devaluation would be uncontrollable and the expgeted supply
response would oot be attained,

It wauld be a remiss to conclude this paper without mentioning a few caveats to
the abave findings and conclusions. First, the analysis was based on a quantifiable cross-
sectional data with high level of aggregation. As a result, many country-specific events
were overlooked. In several countries, transport and communication has been sparse and
frequently out of operation; the system of governance has been bureaucratic,
undemocratic, corrupt and inefficient; the natural resources have been degraded by
massive erosion, desertification and deforestation: and the manufacturing or the
technological base has been weak or in a cumulative decline. The effects of such
confounding factors can only be fully captured through case studies based on a detailed
analysis of specific technical, institutional, political, and social factors. The results from
the cross-country studies above, therefore, need 1o be supplemented with findings fram
cases studies. Second, exchange rate policy is only one part of the cluster of reforms
known as ‘structural adjustment programmes’ (SAPs). Iis effect is crucially influenced

by the extent, duration and the sequence in which the other SAP policies are
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implemented. A more comprehensive study using a unified analytical approach is
required to separate the effects of exchange rates from the effects or lack uf other
policies and to generate information on the sequence and compiementarily between

different policies,

NOTES

I. This paper is part of a larger study undertaken under the auspices of the United Nations Econcmic
Commission for Adrica (UNECA)

2, The share of developing Africa in the total world merchandise export declined from 4,89 in 1970 10 18%
in 1989, Owver the same perind, the share of developing Africa in the total agricultural and mining EXpOTts
declined form 9.1 to 3.4% and from 10.0 1o 4.79, respectively, In 1988, the whale of 58A, with more than
#60 million inhabitants, was reported to have export revenues below those of Singapore, a country of 2.3
million people {39

. Deteriorating international terms of trade (as well as a decline in net capital inflow) would normally result
in reduced supply af forcign cxchange. As a resull, the demand for forsign cxchange exceeds its supply,
leading to currency overvaluation,

L
4. Far example, ¥in Wijnbergen [42] showed that the deflationary impact of tight monrctary policy can be
substantial.

5 African countries included in the study werg: Botswana, Burundi, Ethiopis, Malawi, Rwanda, Somalia,
Sudan and Tanzaniz:

#. Ciylfason and Badetck also indicated that it is impossible to aveid 4 small reduction of real wage earmngs
in favour of profits temporarily, il devaluation is to have 2 positive elfect on the current account,

7 The only exceplion is the case of cocna producers, which could face a temporary decling o expor
carnings; Fven for cocoa cxporters, however, devaluation could lead to significantly higher volumes of
nontraditional exports, as well as greater production of traditional sxports,

§. The real exchange rate falls or currency depreciation takes plave when the local currency per unit L%
dallar (after adjusting for inflation) declines over a given period of tme, The method by which real
sxchange rate is calculated is given in sedtion 3.

4. A similar periodization was adopicd in a study made by the World Bank and UNDP [45], The period
|9440-54 represented the belore-SAP or the initial stage of SAF and 1985-588 represented the period after the
introduction of SAP.

i1, Real exchange rates are defined as the nominal exchange rate (loci coreency over US$) multiplied by
the ratio of the LS consumer price index to the domestic consumer price index. This approach, which i
based on the purchasing power parity (PPF), has the drawback of including a large number of nontraded
grods which are nol important in the delermination of international competitiveness. The changs in the
telitive incentives guiding resource allocation across tradeabic and noniradeable sectors is not well captured.

Lt
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Drespite these caveals, the method is casier 1o caloulate and can provide a good indication of the changes in
the real exchange rate.

i1, Most countrics belong to the CFA zonc.

12, 1t should be noted that Mauritios, often considered as one of the most suecessful examples of adjusting
countrigs [32], undertook & moderate (not a significant) devaluation of its currency,

13. The rate of inflation in countries such us Ugands and Sierra Leone has been exceplionally high and it
secms Lo be exacerbated by other factors such as a high degree of aedit expansion,

14, The average refers Lo a simple arthmetic average of the annval growth rales for the period 1980-85,

15, These countrics were identificd as Burundi, Chad, Ethiopia, Malawi, Mauritania, the Sudan, Uganda,
Tanzania, Zaire, Zambia and Zimbalwe (cf, [13]).

i The change in domestic credil was exceptionally high in Botswana and it significantly affected the
segression results, Tndeed, the financial system in the country is unique in that the Government is a large-
scale long-term lender and the Central Bank is a large-scale short-term deposit taker [1], Being an outlicr,
Botswana was thus dropped from the sample in the régression analysis, The Durbin Watson statistic has
not been reported since iU has no real meaning for a cross-seelional data of the type wsed in this study,

i7. High correlation between DOCR and RER has prevented ihe inclusion of DOCR and RER in the sume
gquation,

18, Becavse TMFP and RER were highly correlated the two varlables have been treated separately in the
fepression analysis, %

M Witk nocinformation on credit allocated Tor agricullure, it was hypothesized that the changes in total
supply of ¢redit are closely related to changes in agricultural credit,

20, Expart conceniration refers 1o Hirschmann index normalized to make values ranging from {1t 1
maximum concentration {UNCTAD, Handbook of Tnternational Trade and Development Statistics, various
[ECIVEEY

21 This is simply to check if there are differences in the performance of export hetwesn mingral and non-
mineral exporting countrics, The variable was defined as 1 for mincral exporting and 0 for non-mineral
exparting countrics,

22 Thas assumption was also based on the findings of Cleaver [8] wha showed that because the rate of
currency depreciation and the degres of price distortion are so cosely related (the latter incorporates 1o
some extent the former) bath cannot be included as independent variables in the sume equation.

23 Foreign exchange carnings of 554 countries grew rapidly in the carly years of 1954-69 and declingd in
LUT0-55, although. the terms of trade were unfavourable in both periods [39],

24, Although highly suggestive, it is impossible to draw any fiem conclusions {rom the expart cquations since
the values of Festat and R were very low.

25, This model of inflation draws on the study made by London [28]. It was hypothesized that GDP s
inversely related (o ouiput, while PCON and DOCR are positively related.

2, Mok that imports were positively and significantly related to output (Table 2),
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27, Mote that the macroeconomic policy variables, for the most part, explained less than 30% of the

virialion in cutput and export. Ohwing to measurement problems, the influsnce of non-pelicy factors such
as DSHOCK was minimal according to our model.
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Appendix I
Changes in Real Exchange Rate: Analysis of Variance
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