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A much devalued theory

Many amateur economists argue that a country with a gaping
trade deficit and stuggish growth simply needs to devalue its cur-
rency. The fifth article in our series on economic fallacies ex-
plains why devaluation is not an easy remedy

HETHER you are an

American exporter selling
computers in Japan, or a Briton
planning a skiing holiday in
France, you have good reason to
care about exchange rates. But
much nonsense is talked about
them. One common mistake is to
see possession of a strong cur-
rency as a policy goal in its own
right, as if a strong currency de-
noted a strong economy. It is bet-
ter to consider the exchange rate
as an instrument rather than a
goal of policy. And even that role
is more limited than is com-
monly believed.

Many people think that de-
valuation is a painless way to
boost exports and output, and so
create jobs. At the other extreme,
some economists claim that de-
valuation only generates infla-
tion and is powerless to affect
real economic activity. The truth
lies somewhere in between. Un-
der certain conditions, devalua-
tion can be a useful policy tool. It
is not, however, a soft option.

Economists talk about cur-
rencies being “devalued” or “re-
valued” when there exists some
sort of fixed exchange-rate re-
gime, such as Europe’s exchange-
rate mechanism or, until Decem-
ber 1994, the Mexican peso’s link
to the dollar. When, on the other
hand, a free-floating currency
such as the dollar falls or rises
this is referred to as a “dep-
reciation” or an “appreciation”.

The exchange rate—the price
of a currency in terms of others—
is one of the most important
prices in the economy, because it
determines the relative prices of
domestic and foreign goods. On
the surface, a weaker currency
might therefore appear to be an
obvious solution to a trade defi-
cit. A cheaper dollar, for exam-
ple, makes American exports
more competitive abroad and
imports more expensive in the
United States. It seems obvious
that this should lead to more ex-
ports and fewer imports.

But will n? The theory of pur-
chasing-power parity (PPP) says

that the prices of tradable goods
should be the same in any two
countries when expressed in a
common currency. This implies
that, in the long run, a devalua-
tion should have no lasting im-
pact on an economy’s real ex-
change rate (the nominal
exchange rate adjusted for differ-
ences in inflation *at home and
abroad) and hence no impact on
trade and output.

When a country devalues, the
theory predicts, its real exchange
rate will move back towards its
PPP, either through a rebound in
the nominal rate or as a result of
an equal rise in prices. Devalua-
tion will raise the prices not only
of imports but also, eventually, of
domestically produced goods
that compete with imports. This
pushes up inflation, which will
rise further still if wages then
chase higher prices.

This is exactly what has hap-
pened over long periods. Chart 1
shows that over the past two de-
cades, changes in the dollar ex-
change rates of the main indus-
trial economies have been more
or less offset by those countries’
inflation  differentials  with
America: countries with the big-
gest devaluations have had the
highest rates of inflation.

In other words, changes in
nominal exchange rates have had
no lasting effect on the external
competitiveness of individual
economies. (That should not
come as a surprise: if devaluation

really were a miracle cure, then
Britain, whose currency has
fallen almost continuously since
the second world war, should
now have the world’s most suc-
cessful economy.)

In the long run devaluation
will be offset by higher prices. But
how long is the long run? It is the
answer to this question that will
determine the effectiveness of de-
valuation as a tool of policy.

As Chart 2 shows, prices often
take time to adjust, and the time
taken differs from one economy
to another. Over the past two de-
cades movements in the nominal
exchange rate of the dollar has
caused large matching swings in
its real exchange rate. In contrast,
the depreciation of sterling over
the past 20 years as a whole has
failed to make British exporters
more competitive: it has been
wiped out by higher costs.

Honey, I shrunk the deficit

To understand better how deval-
uation works, consider a country
which has an unsustainable cur-
rent-account deficit. It produces
two types of goods—tradable and
non-tradable—and assume that
capital and labour are fully em-
ployed (ie, unemployment is at
its natural rate, consistent with
stable inflation). There are two
ways to reduce that country’s def-
icit. The first, “expenditure re-
duction”, is to squeeze domestic
demand by tightening fiscal or
monetary policy. This will curb
imports and so trim the trade
deficit. But it will also lower the
demand for home-produced,
non-tradable goods, so unem-
ployment will rise.

To achieve internal as well as
external balance requires a sec-
ond instrument, “expenditure
switching”. The price of non-
tradable goods and services
needs to fall relative to the price
of tradables, to encourage firms
to shift their production to the ex-
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port sector. How can that shift in
relative prices be achieved? High
unemployment would eventu-
ally put downward pressure on
wages and the prices of non-trad-
able goods, but it may take time.
This is where devaluation may be
able to speed things up. By rais-
ing the domestic price of
tradables, and so making exports
more profitable, it may help
economies to shift production
with a smaller rise in
unemployment.

Note, however, that by itself
devaluation will not work if, as is
common in countries with wid-
ening external deficits, the econ-
omy is operating flat out. If sup-
ply cannot expand, rising prices
will quickly erode the initial gain
in competitiveness. Devaluation
must go hand in hand with a re-
duction in domestic demand
{through monetary and fiscal
tightening) to make room for
more exports.

Thus the issue of whether de-
valuation is a useful policy tool
turns on two crucial questions.

o First, how flexible are nominal
prices and wages? If they are fully
flexible downwards then deval-
uation is unnecessary. Prices and
wages will automatically decline,
and so the real exchange rate will
fall without a devaluation of the
nominal rate.

e Second, how flexible are real
wages? Devaluation works only
if real wages are allowed to fall
and workers do not instantly de-
mand compensation for higher
import prices. But if real wages
are rigid (eg, due to comprehen-
sive wage indexation or powerful
trade unions) then devaluation
will immediately generate a
wage-price spiral. In such cir-
cumstances, devaluation is not
only pointless, in the sense that it
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cannot achieve a lower real ex-
change rate, it also risks creating
ever-rising inflation.

In the 1970s and 1980s, in in-
flation-prone Latin American
economies, where indexation
was rife, the benefit of devalua-
tion was often wiped out by
higher inflation within a year.
This is why some countries, stich
as Argentina, have since fixed
their exchange rates, in order to
break the inflation cycle.

Thus for devaluation to be
both necessary and effective as a
policy tool, nominal wages and
prices must be “sticky” down-
wards, while real wages must be
flexible downwards, at least for a
period. If both conditions are
met, devaluation can for a while
reduce the real exchange rate and
help to speed up the relative
price changes needed for econo-
mies to adjust. However, it is
nonsense to view devaluation as
a painless cure. For devaluation
to work, it must (a) go hand in
hand with tighter fiscal or mone-
tary policies, and (b) it must re-
duce real wages. A policy of de-
valuation that is adopted as a soft
option is likely to fail.

Snakes and ladders

Devaluation is likely to be a more
potent weapon in some econo-
mies than in others. For example,
devaluation tends to be less suc-
cessful in reducing real exchange
rates in small open economies
than in large ones.

Imports account for an aver-
age of almost 30% of GDP in
Western Europe, and as much as
65% in Belgium, compared with
only 12% of America’s GDP. In
Europe, therefore, higher import
prices have a much bigger impact
on inflation and hence on pay
demands. This explains in part
why most American economists
believe that devaluation is an im-
portant policy tool, whereas
more Europeans are willing to fix
their currencies once and for all
under monetary union.

A second factor behind the
different attitudes to devaluation
in America and Europe is the
flexibility of real wages. Over the
past decade or so, real wages have
fallen in the United States. In Eu-
rope, thanks to a history of wage
indexation (since abandoned in
most countries), centralised wage
bargaining and strong trade
unions, wages have tended to
catch up quickly with prices.

Both of these factors suggest
that devaluation is likely to be
less effective in Europe than in
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America, and that European gov-
ernments would therefore not be
giving up that much under a sin-
gle currency. However, recent ex-
perience in Europe might suggest
that devaluation can sometimes
be a powerful instrument.

Since the ERM crisis in Sep-
tember 1992, the Italian lira has
fallen by 30% in trade-weighted
terms, and sterling and the Swed-
ish krona have dropped by about
20%. All three economies seem to
have benefited: they have en-
joyed faster growth than the rest
of Europe, their current-account
deficits have narrowed, and, con-
trary to past experience, inflation
has stayed relatively low.

So devaluation does offer the
proverbial free lunch after all?
Before jumping to that conclu-
sion, it is important to look a lit-
tle more closely at the circum-
stances of the Italian, British and
Swedish economies.

First, in 1992 these three econ-
omies had plenty of spare capac-
ity available to be diverted into
exports. As the discussion of ex-
penditure reduction and expen-
diture switching demonstrated,
devaluation is self-defeating in
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economies already working flat
out. Britain, Italy and Sweden
were in deep recession when they
devalued, and high unemploy-
ment helped to dampen wages.
Now that there is less slack in
these economies, pay demands
are creeping upwards.

Second, the exchange rates of
these economies fell dramati-
cally, leaving them undervalued
relative to PpP. This made the
currencies attractive to investors,
and so allowed interest rates to
fall. To support their currencies,
governments had previously

How cheap is a piece of string?

GOVERNM ENTS and businessmen are always fretting
about whether their countries’ products are internationally
competitive. But how should competitiveness—ie, the real ex-
change rate—be measured? Which index of inflation should be
used to deflate the nominal exchange rate? The 1M F calculates
no fewer than six different measures of the real exchange rate
based on: unit labour costs, “normalised” unit labour costs (ie,
after adjusting for the effect of the economic cycle), consumer
prices, wholesale prices, the value-added deflator in manufac-
turing, and export prices. They often tell different stories.

The chart shows three measures of Japanese competitive-
ness. Between 1980 and 1994 (the latest figures available), the
yen’s real exchange rate based on unit labour costs rose by 75%,
that based on consumer prices by 80%. Yet relative export prices
increased by only 33%. In part this is because productivity
growth in Japan’s traded sector has been much faster (and so cost
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increases smaller) than in
non-tradables. Japanese ex-
porters have also squeezed
their profit margins to
maintain market share.
Which is the best gauge?
Consumer prices are too
broad, as they include non-
tradables; export prices are
t00 narrow as they include
only goods that are actually
traded—once goods be-
come uncompetitive they
disappear from the index.
This leaves relative unit la-
bour costs as probably the
most reliable measure.

been forced to keep interest rates
high to compensate investors for
the risk of devaluation. With that
risk removed, interest rates could
fall. A small devaluation would
not have had the same result. In-
deed, it might well have in-
creased the perceived risk of an-
other devaluation and so caused
investors to demand even higher
interest rates than before.

A third lesson is that in all
three countries devaluation was
accompanied by fiscal tighten-
ing. Britain’s budget deficit has
been trimmed from 8% of GDP
in 1993 to 5% in 1995; Sweden'’s
has been chopped from 13% of
GDP 10 7%.

Dollar dilemma

Perhaps the best illustration of
the principle that currency
depreciation by itself is not a
failsafe cure for a trade gap is the
fact that America’s current-ac-
count deficit continues to loom
large (see chart 3), despite a 40%
drop in the dollar’s trade-
weighted value since 1985 and a
60% depreciation against the yen
and the D-mark. Likewise, Japan
still has a huge current-account
surplus despite the strong yen.

One reason why America’s
current-account deficit refuses to
disappear is that exchange-rate
movements have been partly off-
set by relative price movements:
since 1985 wholesale prices have
risen by 21% in America, but
fallen by 16% in Japan. The sharp
appreciation of the yen has im-
posed severe deflation on Japan.

Furthermore, the underlying
cause of America’s current-ac-
count deficit—insufficient sav-
ings in relation to investment—
persists. America’s budget deficit
(ie, government dissaving) has
fallen since the 1980s, but is still
high by historic standards.
Meanwhile, household savings
have shrunk by a third over the
past decade, to only 4.5% of per-
sonal income in 1995.

When the dollar was grossly
overvalued in the mid-1980s, it
needed to fall somewhat to allow
American producers to regain
their competitiveness. But the
dollar is now the wrong weapon
to use to cut America’s trade defi-
cit, especially when the Ameri-
can economy has so little slack.
The only sure way for the United
States to close its trade gap is for
the country to save more, by
eliminating its budget deficit. A
cheaper dollar is no substitute for
a responsible fiscal policy.




