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INFLATIONARY EFFECT OF LDC EXCHANGE
RATE CHANGES UNDER GENERALIZED
CURRENCY FLOATING

Romeo M. Bautista*

1. Introduction

Jor reason for the widespread reluctance of policymakers in
bped countries (LDCs) to undertake exchange rate adjust-
0 pite the recognition of domestic currency overvaluation, is
Uty about induced general price increases which may
A I’ldurwt the improved competitiveness that the devaluation
wil to achieve” (Cooper, 1971, p. 21). There is a pervasive

1
Jt devaluation is inflationary, not only in the sense of a

'ful‘-nll price increase but also through some cost-push
N (e, a wage price spiral) which make a higher rate of
Inevitable. While the nature and empirical significance of
whinisms have been debated in the literature for some time,
Unoe from cross-country studies based on LDC experience
W Bretton Woods system seems to indicate that the worst

‘wining the inflationary effect of devaluation are unfound-

i Mudy of 24 devaluation episodes involving 19 countries,
| {hem developing, during the period 1959-1966, Cooper
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(1971) finds that increases in wholesale and consumer prices have '
been far less than devaluation — on average, by 32 percent and 42
percent, respectively, of the devaluation. Connolly and Taylor
(1976) have likewise observed that eight devaluations in five LDCs
during 1962-1970 resulted in faster increases in wholesale and |
consumer prices in the year following devaluation but at much lower |
rates than export and import prices; over two years “the devaluation
would have added 13 and 14 1/2 percent to the export and import
price indices” (p. 857). Finally, in a regression analysis of the
inflationary impact of devaluation in ten developing countries |
(included in the recently completed NBER project on foreign
exchange regimes and economic development) using data through
1972, Krueger (1978) concludes that, after taking account of'
monetary behavior, the net effect of other influences on the rate of
price increase in each of the four quarters following devaluation has
not been statistically significant.

The devaluations examined in the abovementioned studies took
place under the Bretton Woods system of adjustable par values,
involving large once-and-for-all exchange rate changes. Similar cross- I
country studies on LDC experience with small, gradual exchange rate
adjustments under generalized currency floating, which has been in |
effect since March 1973, are not yet available.! The “crawling peg” |
system (frequently involving relatively large sustained currency |
depreciation in nominal terms), which has gained legitimacy in the |
post-Bretton Woods period, represents still another form of exchange ||
rate adjustment whose inflationary effect has yet to be compared
with the other exchange rate regimes on an intercountry basis. !

For several reasons the response of domestic prices to exchange |
rate changes may be quantitatively different under different ex-
change rate regimes. One possibility is that producers, in their pricing
decisions, may react less significantly to smaller changes over a given |
period in the exchange rate, in view of the transactions cost of |
changing prices in imperfectly competitive markets. Moreover, the
publicity attending policy decisions involving large, discrete exchange
rate changes may lead to greater domestic price repercussions. Some
producers may even take the opportunity to raise prices of certain

1. Published research on selected developed countries (cf. Goldstein, |
1977) appears to indicate mixed results concerning differences in estimated price ¢
equations using time series data including and excluding the years 1971 to 1973 |

which are trmhgnn@ods of exchange W‘Wh ! ’,,' o ;3 ¢ 45,, g
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products which was difficult to do before the exchange rate
adjustment “for reasons of law, custom, fear of public opprobrium
or simply inertia” (Cooper, 1971, p. 27);2 the large, once-and-for-all
devaluation serves as an excuse for producers to raise prices even for
unrelated teasons. On the other hand, continuous exchange rate
adjustments, whether large or small, may generate expectations of
sustained movements in the same direction, which add to inflation-
ary pressure. The so-called “ratchet effect”, due to a possible
usymmetry in the effects of positive versus negative cost changes
induced by fluctuating exchange rates on domestic prices, also needs
{o be considered. With increased variability in an LDC’s effective
gxchange rate under generalized floating, downward rigidity of
domestic prices could result in a cumulative rise in the general price
lovel. While each of the above hypotheses is intuitively plausible,
their practical significance remains an open question.

In this paper, we attempt to relate observed movements in the
offective exchange rate, measured as a trade-weighted average of the

. (omestic currency’s exchange rates with foreign currencies, to
ghanges in the general price level in a sample of 22 developing
wountries during 1973-1979. This is done with due consideration of
other possible influences on the inflation rate based on previous
. gontributions to the empirical literature. Section 2 describes various

Inflation models which have appeared prominently in the literature,
Wpecifying the variables that may contribute to the explanation of

phserved differences in intercountry inflation rates. Certain aspects
|, ol exchange rate changes are also discussed, laying the groundwork
" {or the subsequent estimation of their influence on the domestic
! price level,

In Section 3 the collective experience of 22 sample LDCs is
gxamined, utilizing cross-country data expressed in average annual
Jevels or rates of change over the period 1973-1979. One advantage

"l using this type of cross-section data over time series analysis is
hut dynamic considerations (e.g., adjustment lags) and short-term
(lsturbances can be ignored; averaging of values over a span of six
‘: yuurs serves to “smooth out’ fluctuations from these sources, so that
omparison across c6untries provides a, meaningful basis for estima-

g at least the intermediate-term response of domestic prices to

Ll

2. Prime examples are public utility companies and other firms whose
piroducts are subject to government price control.
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exchange rate changes and other influences. It also affords an
opportunity to discern differences in the estimated effects under i
different exchange rate regimes. The final section discusses certain
implications of the findings for LDC policymaking and gives some
concluding remarks.

2. Alternative Specifications of the
Price Equation

While there exists a wide variety of empirical models explaining
domestic price behavior, we are interested here only in those that
have immediate relevance to LDCs and include the exchange rate
(explicitly or implicitly) as an explanatory variable. Moreover, data
limitations require that our model specification be kept simple; one
would be ill-advised to insist on analytical sophistication given the
data constraints in developing countries. It is necessary however to
consider various models of inflation in open economies as basis for
the empirical tests of the effect of exchange rate changes on the
general price level. The objective is to reduce the possibility that the
test results are peculiar to only one set of assumptions concerning
the determinants of inflation in developing countries.

We start with the following variant of a fairly standard cost-push
type specification of the price equation:

() P=u, +ayW +ay By +'ay¥ a0y > 02y <0

where
f_’ = general price level
W = money wage rate
1-:’,,, = import price, in domestic currency
Y = real output

and the dot (.) above each variable denoting a proportionate change.

It is hypothesized in eq. (1) that the change in domestic prices
bears a linear relationship to the changes in unit labor cost and
import price, the latter embodying exchange rate changes. Because
information on man-hours worked is generally not available, output
level is used instead of labor productivity which is the usual




~ gxplanatory variable in this type of inflation model (cf. Ball and
‘ Duffy, 1972). The variable Y is expected to have a negative
woefficient. This would follow from a constant mark-up assumption,
‘ slnce an increase in real output, other things constant, will lower unit
il costs. Alternatively, where the mark-up is positively related to the
lyyel of excess demand in the product market (or any other measure
ol market tightness), a rise in output supply for the same amount of
~ ulfective demand will reduce excess demand, which is disinflationary.
| lmports are viewed in the above formulation “more as a factor of
|
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|

production than as a finished good that competes with domestically
produced finished goods” (Goldstein, 1977, p. 579), which seems a
~ ponlistic assumption in the context of developing countries.

It is possible that the money wage rate depends in part on the
| goneral price level, in which case, there will be a simultaneity
‘ problem in the estimation of eq. (1). Indeed, the wage-price spiral is
| Widely assumed to provide the mechanism, or in the “structuralist”
" ferminology (cf. Argy, 1970, p. 80), the propagating element that

gustains a higher rate of inflation once a price increase, from any
| " source, has been initiated. We hypothesize the following relationship:

W (2) W =b, + by P+ by Y +bsL, by by by >0

|
..‘ - Where L is a shift variable representing the level of economic
(development (measured by per capita GDP). Other things being
@yual, an increase in domestic prices or real output is assumed to
| fesult in a rise in nominal wages. This might be justified even in labor
| ‘I sirplus LDCs on the grounds that employers will find it easier to
" gomply with minimum wage requirements, or accede to union
' (emands for pay increases, when product prices and volumes are
| Hing. The coefficient by is expected to be positive, on the
. pmumption that the pressure to raise wages (or the bargaining
|| * Mrength of labor unions) is greater in higher income countries. If
| Mgher income LDCs have higher levels of labor productivity (which
. wems reasonable), then b; greater than zero would be consistent
| ‘ with Glytsos’ (1977) hypothesis, apparently borne out by his
* gmpirical analysis using data for nine LDCs in the 1960s, that the
“rate of change of wages depends (positively) on the level of
‘|| productivity and not on the rate of change of productivity” (p. 318).

| Substituting () into (D vields: {015 G 8 5,

|
Il (1 P =a, +aPp gt W gL Naliiay >0, dy =0
1 2! 3 1 43 2
il University of the Philippines System
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where
ST, 7Sl Sl 58 ; a, , @y by +ay
g = —mm———, al = e— az =—
IR by
3 e TG s
1 — al bl

The above discussion suggests two ways of estimating the price
equation which could be the basis for an investigation of the
inflationary effect of exchange rate changes (which are embodied in
Pm) First, assuming exogeneity of W (i.e., it is independent of P and
Y), one can use eq. (1); and second, assuming that eq. (2) holds, one
can use the reduced form eq. (3).

Another approach to the empirical analysis of inflation in
developing countries is via the relationship between money supply
and the general price level. Justification for the use of money supply
as an explanatory variable in the price equation rests on the quantity
theory of money. One advantage of using this approach is that it
avoids the structural representation of various influences on the
general price level which, it has been argued, no simple model can
adequately provide in a cross-country study (cf. Krueger, 1978, p.
180). Furthermore, it recognizes that for any cost-push type
disturbance to be a source of continuing inflation, there has to be an
accompanying stimulus to aggregate demand, as would be provided
by an increasing money supply. While studies of cost-push inflation
tend to ignore the role of money supply (e.g., Goldstein, 1977 and
Kwack, 1977), it is clear that an accommodating monetary policy
serves to validate the higher prices and sustain wage-price spirals.
Finally, monetary theories of inflation also emphasize the tendency
for government expenditures in developing countries to be financed
not by higher taxes or bond sales to the public but by money
creation. The increased spending thus tends to stimulate faster
money supply growth which results in accelerated inflation.

Here we follow Cooper (1971) and, to some extent, Argy (1970)
and Glytsos (1977), in expressing the change in the general price
level as:3

3. Instead of changes in real output (Y) and in import prices(i’m),Cooper
made use of variations in food production and devaluation rate, respectively, as
explanatory variables in eq. (4). Argy, and Glytsos in his demand pull submodel,
did not include P,, in their regression specifications.
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) .P=CO+C1M+62Y+C3ﬁm, Cl'C3>0, C2<0

which allows for the fact that increases in money supply are not
nflationary to the extent that they are absorbed by changes in real
Gutput. As shown by Aghevli and Rodriguez (1979), a price equation
" ylmilar to (4) can be derived using a two-sector open economy model
| which home goods prices adjust in part to the excess supply of
‘money while the price in the import-competing sector is determined
'\ lirectly by the world price and current exchange rate.

As argued some time ago by Harberger (1963) in his study of
(lhilean inflation, autonomous wage increases could lead in the short
| flin to price rises even in the absence of money supply expansion,

Wlding to the explanation given by monetary movements in the rate
of inflation. Of course, “if the monetary authorities always increased
;ll‘nr.: money supply by enough (or more than enough) to assure full
. ;Uluployment at the new wage level, there would be no strong reason
lb cxpect that wages would add significantly to a monetary

l‘ﬁxpianation of inflation” (p. 228). It seems worthwhile in the
iBrcﬁuni study to run regressions on a specification with the wage
Viriable included in the R.H.S. of (4), i.e.,

{milar formulations have also been used by Diaz-Alejandro (1965)
and Diz (1970) for Argentina, and Colaco (1969) for Brazil and
idlia.
| A final specification of the price equation deserving some
iltention concerns the use of M- Y as a measure of excess domestic
Jemand, which *“captures the excess liquidity created by the
Jovernment fiscal deficit as well as changes in the demand for money
\used by income growth” (Blejer and Halevi, 1980, p. 119).
Wuation (5) might then be simply modified as:

) P =)+ N (M-Y) + ¢y Py it cyw.

[Focusing now on*the import price variable, several aspects of its
il fluence on the domestic price level need to be recognized. First,
¢ effect of changes in P, may vary from country to country,
gpending on the extent of reliance on imported goods. We can make
llowance for this by multiplying the observed values of P,, by the
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factor (I + m) where m is the share of imports to GNP —
representing a fairly standard measure of the “degree of openness”,
More highly open LDCs might be expected to exhibit a greater
response in domestic prices to a change in import price, based on a
cost-push view of inflation.4

Second, P,, represents the combined changes in foreign currency
import prices, in tariff, indirect tax and other policies affecting the ;
domestic price of imported goods, and under generalized currency
floating in bilateral exchange rates with trade partner currencies. We
do not take into account here changes in domestic policies related to
the so-called “non-formal” component of the exchange rate which,
given the complexity of the trade and payments regime in most
developing countries, would be exceedingly difficult to make
comparable across countries and over time. There is a presumption
however that “formal” exchange rate changes, being more widely
publicized and having a greater impact on expectations, have a much
stronger and faster effect on the rate of domestic inflation (Blejer
and Halevi, 1980). We need then an index of import prices in
currencies at which they are set and an effective exchange rate (EER)
index reflecting “what is in some sense the average change in the
country’s exchange rate” (Rhomberg, 1976, p. 88). Import price and
EER indices which we have calculated in an earlier work (Bautista,
1980), are used here based on the “price-currency import shares’ of:
twelve major currencies, assuming that world prices of primary
agricultural products and fuels are set in U.S. dollars, metals and
minerals in U.K. pounds, and other traded goods in the currencies of
the developed country origin of imports.5

4. There is a competing hypothesis that views openness as a reflection of
an LDC’s capacity to draw from foreign sources in times of reduced domestic
availability for whatever reason (e.g., poor crop harvest), which implies a
negative relationship between the degree of openness and inflation rate,
Additionally, more open economies are faced with a higher degree of foreign
competition, and hence are less subject to inflationary pressures arising from
monopolistic behavior of domestic producers. It would be appropriate therefore
to include m also as an intercept dummy whose coefficient is expected to be
negative.

5. See Bautista and Riedel (forthcoming) for a detailed discussion. This
weighting scheme in EER calculation differs from the traditional use of bilateral
trade shares which does not allow for pricing of traded goods in third-country
currencies.
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A third consideration, particularly warranted in the assessment of
" {he inflationary effect of exchange rate changes, is the possible
Nonlinearity of the domestic price response. As indicated above, large
IR changes may or may not have a more significant impact on
domestic prices than small-step exchange rate adjustments, in part
gpending on what expectations on future exchange rates and costs
¢ penerated as well as on the relative cost of frequent price
Mljustments. This can be dealt with by including the square of the
§lfoctive exchange rate change (EER?) as an additional explanatory
Vitlable in the regressions. Bruno and Sussman (1978), for example,
| llnve reported a positive coefficient for this variable, “although of
':pl very high degree of significance” (p. 23), in an examination of
r‘ {lution and devaluation in Israel based on quarterly data for the
priod 1967-75.
I FFourth, one would also want to test the ratchet effect associated
I Ith exchange rate fluctuations under generalized floating which, as
Pulnted out earlier, generates an inflationary bias due to domestic
Ptice inflexibility in the downward direction.b An extension of this
pothesis would be that upward and downward deviations of the
I!I’cclive exchange rate from expected or trend values have asymmet-
Mlunl effects on the domestic price level, so that countries faced with
Woater EER variability around the trend would tend to be more
Iillationary, other things the same. The explanatory variable used
Wie to capture the ratchet effect of EER variability consists of the
" ndard error of &?stimate in the logarithmic trend regression of
t.'mlhly import-weighted EER values for each sample LDC over the
Prlod March 1973 to December 1979.
"||| A final consideration concerns the differences among sample
|“ut. in the type of exchange rate adjustment adopted during the
buchation period. Some of the characteristics of exchange rate
A plmes would_ have been captured already in the other explanatory
Y ubles mentioned earlier. For instance, if the crisis atmosphere in
\lch large, discrete devaluations take place makes it easier for the
Watlonal authorities to adopt contractionary monetary policy and to
lly labor groups behind a more restrained wage increase than
suld be the case with small, gradual exchange rate changes, the

6. Inconclusive results have been obtained in a recent systematic
Iveutigation of the practical significance of ratchet effects, which however
Witiin only to some selected major industrial countries (Goldstein, 1977).
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estimated coefficients for the money supply and wage rate variables
will already reflect the corresponding effects on the domestic price
level. In introducing dummy variables for particular exchange rate |
regimes in the regression equation, one is representing other aspects
of exchange rate adjustment and attendant policy measures having a|
separate influence on the inflation rate. Thus, if the adoption of a
crawling peg meant, in an ex post sense, the relaxation of import |
restrictions to a greater extent than what accompanied other |
exchange rate regimes, the dummy coefficients allowing the intercept
of the price equation to shift might turn out significant. It is of
course hazardous to speculate on the various relevant aspects of
economic policy, which may have offsetting influences on the
domestic price level, accompanying exchange rate adjustments and to
assess their separate inflationary effects in the sample countries.
However, we can attempt to generalize from the collective ex-!
perience of the sample LDCs by examining the significance of the
dummy variables that would reflect the net effect on the domestic:
price level of other policy measures attributable, at least indirectly,
to the type of exchange rate regime being adopted. Additionally, it is:
instructive to run regressions excluding the crawling peg countries
(Argentina, Brazil, Colombia and Uruguay) and to compare the
estimated coefficients with the corresponding results of the regres-
sions based on the entire sample.

3. Empirical Results |

The results of cross-country regressions testing for the foreign
inflation rate (P;), wage rate changes and level of economic
development as determinants of domestic inflation are presented in
Tables 1 and 2 for sample LDCs including and excluding the crawhng
peg countries, respectively.’ Other explanatory variables appearing in.
the various specifications are changes in money supply, real GDP and

effective exchange rate (E).3 |
|
I

7. Indonesia and Thailand, which are part of our sample of 22 countries,
do not have available wage series and hence have not been included in these
regressions. |

8. See Appendix A for a further description of the variables (and sources
of data) appearing in these and other regression results reported in this paper.
Appendix B gives data observations not drawn from published sources.
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Given the consistently low t-values and sometimes perverse signs
of the estimated coefficients for P, W and L in the relevant
upecifications, these variables were not included in subsequent
| ‘ jopressions. The lack of significance of the foreign price variable was
not entirely surprising in view of the observed similarity in P, trends
umong the sample LDCs having the same principal trade partners. In
(he case of the wage variable, the statistical insignificance of the
witimated coefficient might have been due in part to the poor quality
ind low degree of comparability of wage data among developing
|uuunlnes Note however that dropping W is consistent with equation
(1) above, which postulates simultaneity in the determination of P
nml W. Moreover, to the extent that wage increases had been
Weeommodated by monetary expansion, there would be no addi-
{lonal explanation of domestic inflation that is provided by W.

The regression results in Tables 1 and 2 also indicate that Y
|“;p|. saring in the various specifications without M yields insignificant
| In(minucnt estimates. Furthermore, use of M - Y is clearly superior,
hused on the comparative values of the t-statistics, to having Mand Y
A separate explanatory variables. Another striking observation from
lables 1 and 2 is the consistently significant coefficient estimates for
Iy exchange rate variable in either set of regressions. Based on the
Mpoeification having only M - Y and E as explanatory variables, the
Himated elasticity of the domestic price level with respect to the
Auhange rate is .848 for the sample of 20 LDCs and .898 excluding
{li¢ crawling peg countries which, using the t-test, are not significant-
Ay different at the 5 percent level.
Table 3 contains the results of regressions including the degree of
Bpenness as an additional explanatory variable, based on the entire
Whinple of 22 LDCs and on a smaller sample excluding the four
Wwling peg countries. The coefficient estimates for mE which show
Juntrasting signs in the two sets of regressions, are found to be no
Miniticantly different from zero. The coefficient of the intercept
mmy, while having the expected sign, is also seen to be
{iMlgnificant in every specification. The estimated elasticity of the
Womestic price level with respect to the exchange rate is .776 for the
Willre sample and .846 for the subsample without the crawling peg
Sinntries. Again, the difference between these coefficient estimates
ot slatistically significant.
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Table 3 — Regression Results C

ROMEO M. BAUTISTA

(Dependent variable: l")

Equation Sl i . n
No. Const. M-Y E mE m s.e.e
22 Observations
I 5.670* 432%* .804** -390 -.019 9939  3.08
(2.89) (2.96 ) (5.72) (-.55) (=.77)
11 4.911** 439%# .786** —.275 - 9940 3.04
(2.89) (2.99) (5.74) (—.40)
1 5.441%* A1T** T8TEE | — —.016 9941 3.02
(2.89) (2.99) (5.85) (—.68)
v 4.828%* 432%# TJ76**  — - 9943 297
(2.96) (3.18) (5.89)
18 observations (excluding crawling peg countries)
v 4.541 .54%* B18* 132 —.010 8147 3.18
(1.71) (2.66) (2.76) (1.38) (-.38)
Vi 3.941 4725 B15* 85 - 8260 3.08
(1.90) (2.98) (2.84) (.15)
VII 4.578 453* 839 —-.011 8278 3.06
(1.80) (2.77) (4.37) (—.41)
VIII 3.969 AT B46**  — - 8373 298
(1.99) (3.08) (4.55)

*Significant at 5 percent level.
**Significant at 1 percent level.
Numbers in parentheses underncath the coefficient estimates are t-values.

In Table 4 regression results, testing for the significance of
exchange rate variability and nonlinear price effects, are presented.
Consistently low values of the t-statistic are shown for the estimated
coefficients of V in the various specifications, indicating that
exchange rate variability does not add to the explanation of .
intercountry differences in inflation rates. In the case of E2, '
insignificant coefficient estimates are also observed in the regression
equations having E as another explanatory variable; however, where
E is not included in the specification (equations III and V for the
entire sample, VIII and X for the subsample excluding the crawling
peg countries), there is apparently a significant influence of E2. Even
so, having E instead of E2 seems superior, judging by the usual
statistical criteria (higher t-statistic and R, and lower s.e.e.). No
conclusive evidence is therefore provided with respect to the
differential effects of large versus small exchange rate changes on the |
domestic price level.
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Table 4 — Regression Results D
(Dependent variable: P)

35

Wit lon i : . L
i Const, M-Y E .01E2 v se.e.
Ilﬂfl'urlun.\"
| 5.046* A434%*  728*+ 030 814 9937 3.12
(2.60) (3.05) (4.39) (.57) ( .05)
| | 1 5.085**  _434®% | g30*% | 030 = 9941 3.03
i (2.96) (3.14) (4.69) ( .58)
il -.310 954%+ - Jd46*  20.33 9874 4.42
. (—.15) (8.55) (2.21) ( .88)
iy 4.797* 432%% frir T e R 651 9940 3.06
[ (2.59) (3.10) (5.47) ( .04)
I v 306 993 U .154% J 9875 4.39
(.15) (9.74) (2.37)
I priations (excluding crawling peg countries)
Ly 4.355 438* 1.826 —-2.301 ~15.66 8217 312
(2.03) (2.43) (1.93) (—.63) (—.66)
Km 4.060 431% 1142 s = .8288  3.05
- (1.97) (2.45) (1.85) =51)
1l 3.288 624%* i 4.330%* 2797 7871  3.40
(1.45) (3.76) (3.08) ( .12)
||I:ln‘. 4.182 ABE**  922%x = 12.45 8294 305
(2.01) (3.06) (3.91) (—.55)
3.320 631%* = 4.414%* e 8011 3.29
(1.53) (4.22) (3.76)

iiltlonnt at § percent level.
Willlennt at 1 percent level. .
4 in parentheses underneath the coefficient estimates are t-values.
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The coefficient estimates for M - Y and E are significant at the 5
percent level, but not those for the exchange rate regime dummy
variables. Thus, one may accept the hypothesis that the method of
exchange rate adjustment adopted in the sample countries does not
shift the price equation in the sense indicated above.? It is also worth |
noting that the estimated coefficient for E (.795) is within the range -
of the corresponding estimates presented earlier. Given the limited -
sample size and data imperfections, the relationship between the
exchange rate and domestic price level as represented in the above
regression results appears quite robust. Moreover, the high values of
the coefficient of determination are suggestive of the general validity
of the hypotheses tested.

The implication from the above results, that on average, the
general price level rises by about 80 percent of the rate of currency '
depreciation, is at variance with the findings in earlier studies cited
above. While such magnitude of the inflationary effect does not
completely nullify the improvement in international competitiveness
that a devaluation is designed to confer on the country’s products, it
represents a much more severe repercussion on domestic prices than
indicated in past empirical investigations. Part of the reason would be '
that longer term price effects are captured in the present study by
using average levels and rates of change over a six-year period. The
results from other empirical studies using cross-country data pertain-
ing to a shorter time span would reflect to some extent dynamic
adjustments and short-run disturbances which render more difficult
the taking into account of the cumulative effect of exchange rate |
changes on the domestic price level. Hence, the long-run inflationary
effect might tend to be underestimated if one relied simply on |
estimates based on cross-country data over one, two or three years.

Another explanation for the higher price response coefficient
estimated in this study would be that the exposure of developing
countries, or at least those included in our sample, to the
international economy had presumably become stronger over the
years. The actual extent of such exposure is not measurable simply
by the weight of imports in the final expenditure basket — our
“degree of openness” variable, whose coefficient did not prove

9. Blejer and Halevi (1980) have found that the inflationary effects of
exchange rate changes in Israel during the period 1968-1976 are not sensitive to
the change in exchange rate regime, using also intercept and slope dummy
variables to distinguish the crawling peg subperiod beginning mid-1975.
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lgnificant in the above regressions — but ““of the relevant group of
uilables, that is, including close domestically produced import
Mibstitutes” (Bruno, 1978, p. 379).

A final consideration is that the dramatic developments in the
‘World economy during the 1970s might have altered the economic
Aliicture underlying the price equation that prevailed under the
Wietton Woods regime. Price expectations, whose influence on
!l oimestic price behavior has been virtually left out of account in the
IMusent study as well as in most other empirical investigations of the
Wl¢terminants of LDC inflation rates, would likely have reinforced the
Ahllationary effect of exchange rate changes in the recent period
Wompared to the calmer decades of the 1950s and 1960s. The
Wloption of generalized currency floating among developed countries
¥ould have contributed to the widespread breakdown of money
Ullusion, particularly “exchange rate illusion,” in developing countries
| view of the greater attention now being given to the real
Mliternational value of an LDC’s currency.

Interpreting the E coefficient in the above regressions as a

| ) perience through the early 1970s, which however are not
WUmparable in many ways. It is worth noting that, in a recent
j.l 'Ivnstigation of the influence of exchange rate changes on prices in
lthicen developed countries, “the main conclusion . . . is that parity
Wlinges have a larger and a quicker effect on the rate of inflation
Mlian they used to have” (Robinson et. al, 1979, p. 48). A related
M (ling is obtained in an analysis of inflation rates during 1972-76 in
Wikteen developed countries, “pointing to a very marked direct role
| import costs in the inflationary process in these countries”;
I ureover, “even for a country as ‘closed’ as the United States
'”![ pirical studies point to a large and significant effect of import
WMlues in recent years” (Bruno, 1978, p. 389).

4. Conclusion

‘I'he findings of this empirical study indicate that changes in the
luctive exchange rate and excess domestic demand can explain fo a
hry large extent inter-LDC differences in inflation rates for the period
10731979, The sensitivity of the domestic price level to exchange
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effective exchange rate suggests the stability of the excha_n_'_
rate-domestic price level relationship. In contrast to the findings “
earlier studies on the price effects of devaluations in the 1950s an{
1960s, it would appear that the price response to exchange ral
adjustment in the post-Bretton Woods period is of a very high orde
of practical importance to LDC policymakers, since about 80 p
cent of exchange rate changes is estimated to have been added to thy
domestic price level. This would seem to provide justification for th

caution with which governments in developing countries tend to vie)

1970s. .

The implication for LDC policymaking seems clear. The cof
of achieving a given “real”” devaluation, in terms of a higher domesti
inflation rate, is now greater than what it used to be, reducing t'.
attractiveness of exchange rate adjustment as a means of improv
international competitiveness (and hence allocative efficiency, extel
nal balance and real income, given the high degree of marke
distortion in most developing countries). What other policy optiof
are available to LDC policymakers and how would they affect thi
various objectives of development policy? This and other rel
policy issues deserve careful study in the context of individual LD ‘
Appendix A h
Definition of Variables

and Data Sources

= wholesale price index or, if complete series is not availabll
(Malaysia, Morocco and Singapore), consumer price indexﬂ

= money supply f

gross domestic product (at 1975 prices)

ratio of imports to gross national product

non-agricultural (industrial, manufacturing) wage rate

= import-weighted effective exchange rate index

= import-weighted index of foreign wholesale prices

I

oL <2 ™
1}
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™ standard error of estimate in the logarithmic trend regression
ol monthly E values from March 1973 to December 1979
dummy variable: 1 for crawling peg countries, 0 for other
sample countries

dummy variable: 1 for countries with small, gradual exchange
rate changes, O for other sample countries

per capita gross domestic product, (in hundred U.S. dollars,
1975 prices)

ﬂlu for P, M, Y and m were drawn entirely from the IFS
Wputer file of the IMF. The ILO Yearbook of Labor Statistics
Wided most of the wage data, which were supplemented by
Whod materials from individual countries. The average annual
lntage change in E for each sample LDC was calculated as
)12 - 11} x 100, where E* is the coefficient estimate in the
thmic trend regression of monthly values of E drawn from an
t work of the author (cf. Bautista, 1980). A similar transforma-
s done on the monthly rates of change in Pf, defined as

R0 RP/P

NI el
o T
w R /P

; allilr s |

i 1v,; is the *“price currency export share” of developed coun-
;.-R, is bilateral exchange rate and P, is the wholesale price index
Winlry & As indicated in the text, the measure of EER variability
.” ypresented by the standard error of estimate in the logarithmic
!_; . tegression of monthly E values from March 1973 to December
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Appendix B
Values of E, V and Pf
Country E v

Argentina 153.25 4251 8.4l
Brazil 29.31 1022 9.4
Colombia 10.86 0269 8.6/
Costa Rica 4.14 0647 8.4
Egypt 493 .1620 8.0/
Greece 5.59 .0297 8.5,
India 1.43 .0239 10,01
Indonesia 6.56 .1390 8.4
Malaysia —0.22 0267 10.04
Mexico 14.72 1447 9.34
Morocco 0.36 .0206 9.2
Pakistan 0.70 .0330 8.81
Philippines 3.04 .0268 9.54
Portugal 14.8 0891 8.1
Singapore —0.44 0235 8.6
South Korea 5.16 .0472 1.
Spain 4.42 0644 8
Taiwan 1.06 .0335 8.1
Thailand 1.69 .0492 8.71
Tunisia —0.90 .0255 8.1
Turkey 15.12 .1500 8.2
Uruguay 45.87 1131 8.2

Source: Basic data drawn from Bautista (1980).
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