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Abstract
This paper reviews the literaturs on the theory of dsvaluation. The
‘various approaches +o the analysis of devaluation that are discussed in the
.{iﬁﬁﬁi*hfﬁ compl ementary and represent different views of the same DRENcRenoy .
Thus, in analyzing the effects of devaluation, ome must use a combimation o1
several approaches. In addition, one must take inte account the issues
pertaining te the distributional effects, ihe passimigtic conSeqUences. and

the effecilveness of de-alualica.




THE EFFECTS OF DEVALUATION: A REVIEW OF THREORY i

by

Fidelina B. Kabtividad-Carlos®

 Imtreduction

“There are several approaches used Lo snalyae bhe eifects of dzva [uation
fand the wechanisn throwph which it corrects joyeents imbalance. Thera are
likewise several papers which have reviewed some of these approachss; [or
‘instance. Cooper {1'9'.?1} hes reviewed Lthe elasticities. shsorption, ond
Smonetosy approaches while Edwards {1986} has coiviewed, in addition o thess
g sunroaches, the Beypesian, sypthesis and new sirueharelist approsches.
 this paper, we review wpot only *these above-mentioped appreaches tot also
srent models under ‘he Keynesian and monetary approaches as well as
‘approach that bas only been recently developed, the so-called new
_""nl' approach. Thus, in this paper, we look at the following approaches,
1¥: (1) the elasticities approach; (2) the ahsorption appruach; (3) the
_.Z n approach - @ simple Keymesian model with Fizad dpteresl rate, wages
prices, the Mundell-Fleming model with flexilble interest rate Tt fixed
ang ‘wages, and o Keynesian model of aggregate supply - aggregate demand
ble interest rate, wages and prices; (4) the monetary approach - a
-"-""-"'-.' with traded goods and a monetary model with traded and
,, {%) a (Keynesian—mometarist) synthesis appreach; (&) the new

ety pproach: and, (7) the new structuralist approach. These

saches, although quite different, are complementary rather than

gpetitive because they represent different views of the same phenomenon.
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2. Theorles

2.1. The Elasticities Approach

The elasticities approach is a Marshallian partial-equliibrium opooaca
which focuses on how a change in the relative price or terms of trade brought
about by a devaluation causes substitution between goods, both in copsumption
and in production. Under this approach, the effects of devaluation are as
follows: (1) relative prices will be affected since domestic prices are
assumed to be fixed and completely independent of the sxchange rates (2)
exports will be stimulated, imports will decline, and the trade balance will
improve as long ax the Marshall-lerner conditien (that the sum of the price
elasticities of demand for exports and imports exceeds unity) holds: and, (3)
sutput and employment may increase or decrease (the approach is not explicit
siace it is a partial equilibriuva approach).

2.2, The Absorption Approach

In contrast to the elasticities approach, the abserption approach foeuses
on the econowv as a whole and emphasizes income effect. It uses the identity
income less absorption equals the trade balance. implying that any improvemsnt
in the trade balance requires excess of income over abscorption. Tts basic
postuiate is that when resources are fully emploved, a devaluation cannot
jmprove the current account balance unless domestic absorption (expenditure)
iz reduced to accommodate the expenditure-switching ﬁffe:th;f the devaiuation.
&n important insight of this approach is its distinction of the two ways in
which policies can affect the trade balance: expenditure-redusing which
requires expenditure to fall in relation to real income and expenditure-
switching which requires the composition ol expenditure to move From foreign

to domestic goods.
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The sffscts of devaluation wnder this approach are as follows: (1)
ve prices will be affected if devaluation works through axpenditure-
”;ﬂ? (2) trade balance will improve if devaluation reduces expenditure
Income because of expenditure-reducing. or expendityre~switching?
_ yf ‘outpat may increase if there are unutilized resources and,
:.ﬁi mrla,' & devaluation that has a positive affect on relative prices amd
generates cxpenditure-switehing +ill bave pesitive sffect on owtput.

23, Ehe Keynesian Approach

2.9.1. & Simple Keynasian Model

The elasticities approuch is based oma papkial squilibrium gralysis of
the trade sector alene whiiethe absorpticnr anpsuoru i BEIE concerned with
the macroeconomic responge to devaluatIon. xﬁﬂﬂrfhﬂjuﬁﬂ{ gince devaluation
has price and income effects, the two approaches can be integrated. This
simple Keynesian model with fixed domestic price ievel ami interest rate
integrates the two approaches. In this model, at the initial level of output,
a devaluation will lower the rslative price of domestic goods or the Terms of
trade. Given that the Marshall-Lerner condition is satisfied, it will exert
an expenditure-switching effect in favor of domestic goods and the trade
balance will improve. The resulting increase in production and income will
induce imports to rise, thereby dampening the initial improvement in trade
balance and income so that the trade balance will improve By an amount smaller
than the switch in expenditure defined by the Marshall-lerner condition.
However, it will have a positive multiplier effect on income and such effect
will depend not only on the sultiplier but also on the sum of demand

elasticities for exports and imports.

In sum, the effects of devaluation are as follows: (1) relative prices

will always be affected because demestic prices are given and not affected by
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devaluation: (2) trade balance will improve as long as the Marshall-lerner
condition holds: and, (3) with demand-determined owtput, a devaluation wiil be
expansionary; it will iacrease net exports, aggregate output. and employment.

Using this "Keynesian" model, it can be shown that an expansionary pulicy
and an expenditure switching policy (devaluation) will raise income and
improve the trade balance and, thus, cure a deficit-unempioyment prohlem.

2.3.2. The Mundell-Fleming Model

The Mundell-Fleming wmodc! is an open economy extension of the IS-LM
model. This model assumes that the domestic price lewvel iz fixed but that the
nominal interest ;ate can change. Devaluation will lower the price of
domestic relﬁtive to foreign goods and increase net exports and therefore
cggregate dEI;nd. Itz impact effect will be to move to a new short-run
eqailibrium where income and interest ratesare higher and there iz & surplus.
Over time, increases in the money supply resulting from surpluses will drive
tie economy to a long-run equilibrium where income is even higher but interest
rate is lower, the (flow) balance of payments surplus initially created by the
devalnation is eliminated, and the cumualatiwve increase in reserves iz equal to
increase in the long-run equilibrium size of the nominal woney supply.

2.3.3. Kewvnesian Aggregate Supply - Aggregate Demand Model

This model takes into account the fact that prices and wages are no
longer fixed, as in the simple Revnesian model amd in the Mundell-Fleming
model. In effect, it makes the economy relatively more competitive through a
decline in both the real wage and the price of domestic relative to foreign
goods. Starting with a situation of trade balance end full employment, the
impact effect of a devaluation will be to switch demand towart domestic goods:
azgregate demand, income, and prices level will all iosecresse and the trade

balance will improve. Owver time, surpluses will cause the money supply and,
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_ thus, aggregate demand to increase. At the same time, since the economy has
moved above full employment, nominal wage will rise as labor contracts are
revised and domestic real wages increase to their predevaluation level,
causing the aggregete supply to decrease. These adjustments in both aggregace
demand and aggregate supply will continue until the economy reaches.a long-rua
m‘::ilihri-m where ouvtput is back oo its imztial level, trade surpius VT
disappeared, the price level Is sven higher =o thai vurchasing power pariy
(PPP) holds~in the sense that the exchange rate and the price level change Ty
the same proportion, and reserves have incressed by an amcunt equal o i

Incresse in he monay sapoly.

dnta that sines devalustion could be infiatiemary. it should he combined
with conmtractionary pelicies to maintain aggregate demand were o less
med An adequate devaluation-cum-contractionary demand policy could
move the economy to balanced payments without sharp deflatiopary
{infiaticnery) effects. This implies that devaivatica should be combined with
- pther policy measures as a package.
2.4, The Monetary Approach
2.4,1., A Honetary Model with Traded Goods
& more recent approach to devaluation is the monetary approach {see
Frenkel and Johnson 1976). This approach assumes full employment, price
flexibiiity and one compesite good. Unlike the Keynesian model, this approach
mbetracts from substitution effect that may arise from a change in the terms
: of trade and focuses instead on the supply of and demand for money. This
‘approach views excess demand for goods, which resulls in a deficity as a
‘reflection of an excess supply of money. It also views devaluation as

‘primarily & monetary phenomencn that operates via the real balance effect on



£
‘absorption. Thus, in this approach, real balance effects constitute the main
channel through which 4 devaluation affects the real sector of the econcmy.

In the contexi of a simple monetary model, Dormbusch (1973a) has shown
that a devaluation will improve the current account balance even if it has no
influence on *he real exchange rate (i.e.. no expenditure switching effect).
Specifically, a devaluation in a small aconomy will increase the price of
traded goods by the full percentage of the devaluation. Since the price of
traded goods enters into the price lavel, the price fevel will also increase,
causing real mopey balances to decrease. Domestic residents will reduce
spending belew income so as to aceumulate money balances with which to
replenish their reduced real money balances. As a result, there will be an
excess Tlow demand for cash halances that is matched by an excess flow supply
of real goods, implying that the imnmediate effect of devaluation is to create
trade surplus given the initial money supply. However, the increase in money
SUppLy Implicit in surplus will reduce the incentive for hoarding (flow demand
for money or excess supply of goods in nominal term=)} and cauge the economy in
the long-run to return to full equilibrium with all real variables remaining
unchanged. Thus, devaluation will improve trade halance cniy temporarily:
once individeals have acuired desired money balances, trade surplus wanishes.
The long-run effects #ili be Lo increase the domestic price IEFEi am!i the
monel” supply by the same proportion, leaving real money balances unchanged.
Reserves will increase as a result of temporary surplus arising during the
adjustment process and will cause the memey supply to rise in proportion to
the exchange rate. It faollows therefore that if devaluation is accompanied b
equiproporticnate increaze in the monsy supply. there will be no net effect on

real wvariables.
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o som, the effects of devaluation are as follows: (1) relative prices
ot be affected because under PPP a nosinal devalustion has & one-to-une
‘domestic prices; however, the terms of trade will remain the same

':f sluation increases the prices of experis and imports by the same

-
-
roportion; (2) a real balance elfect will be generated by devaluation that
'-': in & temporary. improvement in the trade balance; this iz one of
dhe cutcomes of the monetary approsch, that devaiuation can affect the trada

s =' ce without changing ‘be relative peice or tre tecus of Trade: - s SO 4
‘output wili n;t be affected either iz the short-run or in the lopg-rua since
~_ ‘i=s exogenous at full emploveent.

In apother version of this approach, monev and bonds are the assets 5o
='"- real wealih rather than real momey balances alone drives the accukeilaticn
5. In this model, Marsion [1983) assumes that ngg‘ruge;te supply is a
pmction of the terms of trade s¢ that a devaluation affects both aggregate
_ and and aggregate supply: As in the Kevnesian model, a devaluation will
::--.: to au increase in aggregate demand. lowever, the inilial increase will
‘be less than proporticnal to devaluation since the elasticily of expenditure
‘with respect to real weaith is positive and since develuation will reduce the
‘real valug of domestic wealth because domestic money and bonds are fixed in
p:iu.inal value. On the other hand, agfregate supplv will decrease because of

. ‘the increase in nominal wages induced by higher domestic price for foreie=
good.. The decrease in the aggregate supply will be proporticmel Decause equal
insreases in the exchange rate and the price level will ralse wages
proportionally and will leave outpul unchanged. Given & Frdpf:!r'tiﬂﬂﬂ] decrease
in aggregate supply and a less than proportional increase in aggregate demand,
-._... ome will actually decline and the price level will rise less Ehan

~ proportiomately in response ito the devaluation. Thus, with devaluation
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affecting real wealth because assets are fixed in nominal value, there will he
real effects despite the flexibility of wages, a familiar result in classical
models. The fall in output and the terms of trade will generate a swrplyus,
causing a flow increase in wealth that will move the ecanomy  continuous iy
toward a lomg-run equilibrium where the trade account reaches equilibriue wiill
nominal assets increasing proporticnally to devaluation. Wages and prices
will also increase proporticnally in the long-run so that output returns to
its initial level. This wealth accumulation process will end when money
balances as well as other assets have increased in proportion to devaluation.

Fete Lhat regardless of the presence or absence of wealth effects, wage-
price flexibility plays a vital role. The Revnesian model predicts that o
devaluation will raise income and improve trade balance while Marston's
classical model predicts that its main if not exclusive effect will be on the
domestic price level. When the irade balance improves because of the wealth
=ifects, moreover, Marston's classical model predicts a decline in output
rather than the expansisn associated with Keynesian models.

The description of how an economy responds to a devaluation inder the
monetary approach differs markedly from those under the elasticities and
abscrption approaches because dymamic adjustment process is cenmtral to the
monetary approach. In the elasticities approach, & devaluation Smproves the
frade balance by changing the relative prices of imports and™exports, but in
the monetary approach there iz only one traded good. Im the absorplbion
approach, a devaluation works by increasing cutput relative to spending, but
in the monetary apperdach output is fixed at full empioyment. PPP combined
with wage flexibility shuts off bhoth of these traditional chanmnels so that

devaluation must work through wealth effects alone.
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.....=:-: %, the monetary approach is consistent with the elasticities
Efﬁqurﬂafbes since the balance of payments equals trade balance
Jhuﬁ- ¢+ where trade halance squals income less absorption whils
reflects the difference between change in real monsy
_"' in real demestic credlt, Furthermore, the monetary approach
®n as & special csse of the absorption approach. Given that
Eorption emais income plus dishoarding where dishoarding iy proportions? *o
tf;iihfi&ﬁﬂcf_bﬁtne:n Wosey suptiy and heney desand and thst the quantivy
he nf money halds, then given real income. veal absorption will decline
:f? real meney Balances detciine after devaluaticn. With the money supply
“fixed, thiz iaplies that ths price level Increasns.
g ;ﬁ'.tﬁaﬁ*‘nthe.r harnd, aceording to Coopert {1971}, [t might be tempting to
5t these approaches in tewpornl sequence, with the elasticities,
orption amd monetary approaches representing the short-run, the medium rm,
- and “the long-run, respectively; he argues that such is an oversimplification
ﬁﬁﬁtﬁﬁiﬁ all factors are present to some degree even immediately following
devaluation. However, Milani (1989} shows that the elasticities and monetary
approaches to balance of payments are complementary igenries; be shows that
devaluation consistertly leads to a temporary surplus in the balance of
pavments and a stable leoag-run equilibeiue Iff the Marsbhball-lerner condition
iz satisfied; thus, the short-run effécts of devaiuwation are those produced by
~ the elasticities approach and the long-run effects are those implied by the
Bonetary approach.
2.4.2. A Monetary Model with Traded and Nentraded Goods
This model emphasizes the effects of changes in absorption on relative

prices rather than the income effect of changes in the relative price of

traded goods. In this model, it is assumed that there are two goods, traded
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apd nontraded, and the relative price is not the terms of trade between
exports and imports ki between traded and nontraded goods.

Dormbusch (1972b) bas shown that the conclusion of the cne commodity
model continues to hold for the effects of a devaluation em the trade halance
and the price of traded goods; the additional element that arises is thet the
reduction in absorption will cause the relative price of nontraded gonds to
Fail. opecificelly, a devaluation, by increasing the domestic curremcy price
of traded goeds, will increase the price level, therebv reducing real EOney
balances at & given level of the money supply. Individuals will reduce
spending in order to restore the real value of money balances, cavsing the
relative price of nomtraded goods te fall which in turn has two effects, both
of which improve the trade balance: switch in domestic consumption from traded
goods like imports toward the now relatively cheaper nontraded goods and away
and shift in production toward the now relatively more profitable traded goodg
like exports and import competing products. The implication is that
devaluation can affect the trade balance even if it cammot influence the terms
of trade. Short-run equilibrium obtains where there is trade surplus, nominal
income is higher but spending remains the same. This influence of devaluation
on irade balance iz only temporary. Over time, the decline in real maney
balances will be eliminated through hearding and adjustments will continue
until real money balances are back to their lewvels, inducing the relative
price of nontraded good to also go back its level. Reserves will increase and
thus the price of nontraded will alse iancrease until long-run equilibriwm is
reached where the price ol nontraded goods and (he wuney supply are both
higher.

Thus, in addition to the trade balance effect, thers is the addjtional

efffect on relative price of nontraded goods. This additicnal effect of
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_ the relative price of nontraded goods, an effect not discussed
. This means that the existence of nontraded goods reinforces the
ive effect of the terms of trade on the trade balance.
2.5. A (Keyneslan-momstarist) Symthesis Approach
“The cimple Eeynssian model and the monetary approach provide twe extreses
D mith regard bo the rote of devaluaticn In the adjustment preeess. A sore
relevant approach is 8 syvuthesis approach which combines characteristics of
fhoth. In & "-f";l‘ﬁiﬂ]"l of this approach, the follewing are asatned o Ampogtad
“intermediate inputs, sticly weger and pirices in +the short-run, dsperfect
subistitution Setween domestic and foreige srsetsr, absence of FPP relation o
ihe short—run, upward sloping aggregate supply cwve; and an equilibriun real
exchange rate that responds to a series of real fund&mantui.ﬁetﬁnuinants.
Here. the sffects of devaluation depend to a large extent on the initial state
of the economy and on the accoapsnying macroscenciic pelicies; specifically,
the effects are: (1) relative prices will be affected in the short-run; real
exchange rate may also be affecﬁeé in *he medivs- to the lesg-run if initial
condition is one of real exchange rate misallgameent; (2) trade balance will
improve if devaluation affects real exchange rate and, ie particular, 3if
prices are siow to adjust and the real exchange rate is misaligned. a
devaluation that is supplemented by appropriate policies will result in a real
devaluation; and, (3) aggregate output may either increase or decrease because
the increase in the relative price of the intermediate input will fTend %o
reduce output and emplovment.

2.6. The New Classical Approach: Hational Expectaticns

The devaluation literature discussed so Far has two restrictive

assumptions: perfect certainty and static expectations. Turnovsky (1981)
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ﬁnﬂlyzus the effects of exchange rate change in a stochastic model in which
denestic agents form .xpectations rationally. Pa shows that In the long-run
the exchange rate and the domestic price level change by the same proportion
and output remains the same; however. in the short-run, the qualitative
effecis of a devaluatiom depend upon the accuracy of erpectations.

Preannconced Devaluation. This is the case where devaluation is
correctly anticipated before it actually occurs. Once devaluation is
announced and since in the long—run devaluation will Ilead to an
equiproportional rate of increase in the domestic price level, people will
expect the domestic price lewvel and inflation to rise by the same proportion
as the devaluation after the latter occurs. Investment will remain the same
since domestic real interest rate will remain the same (because axpected
devaluation will induce an increase in domestic interest rate to CcompeEnsate
investors in domestic assets from losszes due to announced devaluation): trade
balence will also remain unchanged since the domestic price level and the
exchange rate have not changed; consequently, aggregate demand will remain
unchanged. Since devaluation is not yet in effect, the domestic price level
will Temain the same and will be expected to vemain su during predevaluation
period; this means actual and expected price level will be the same and hernce
aggregace supply will aiso remain the same. Thus, the aquilibrium will be the
same 25 before and the immediate effects of preannounced devaluation will only
be to lead to some capital flows, losses of reserves, increase in domestic
interest rate, and bargaining over wage adjustment. After devaluation is
undertaken, the domestic price level will increase in ﬁrﬂpﬂrtiﬁu; aggregate
demand will increase because of devaluation; aggregate supply will decrease
since the bargained wage increases obtained by workers during transition weuld

be in effect; hemce, output, employment, real ipterest rate and real weges
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will all be upaffected. Thus, a preannounced devaluation, which iz a case of
& corractly anticipated devaluation, will to an exactly proportionate increase
in-the price level (due to exactly proportlonate increase in aggregate Cemand
and decrease in aggregate supply) and will not have real effects under
ratiomal expectations even in the short-rmm.

Unrﬁalizeﬁ Devaluation. In this crse, devaluation is anticipated it tha
governient Gecides nat to devalue: thus, devaluation is expected hut

unfulfilled. r-ﬂ-.l:'i].tg rramzition. of the pericd preceding the pint in tiee st
o,
¥hich a devaluation is expected to oceur: the ecopomv will behave Iike it
would mder a preanpouncea devaluabion: workers wili ratiomally sxpect pilces
to increase proportienally to the devaluatiza ond »ill bargain for east of
ixving Increase to be in effect the mowent tha devalustian Ts expected to
oceur; nominal interest rate will incressze and ressrves will decrease,
dowevar, at that moment when the government is expacted to devalue but decides
not to do so, the following will happen: real wege will increase (since labor
contracis are already drawn with corresponding cost of 1living clauses embodied
in them), causing labor costs to incrszase and aggregste supply to decrease;
inflationary pressures will arize even if sctual deovaluobion has not occcured
(=pecifically, if people retain their expectatisn =hst devaluation will occur,
they will continue to Beiieve that there will be inflatiom) bat given that
prices are already increasing, they will ratiomally expect the devaluation to
generate a less than proporticnate increase in prices when it occurs (i.e.,
the expected rate of devaluation will exceed the expected rate of inflationm),
causing an increase o the roal interest rate that will redoce iovestment and
hence apggregate demamd. Thus, in the short-run an expected but wunfulfilled
devaluation, which itz a case of an overpredicted devaluation, will lead to a

more than proportionate increase in the price level (i.e., short-run
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overshooting of the price level relative to its long-run proportionate change,
=2gqual to the actual rate of devaluation which is zero) and perverse
contractionary effects on output (because of decrease in both aggregate demand
and aggregate supply); hence, it is stagflationary. An impertant policy
conciusion is that if a government is contemplating a devaluation, it should
not give any indicatiom of this te the public if it wishes to avoid the
cantraction in domestic activity sand the overresponse of the price level. 3IF
individuals will hold on o their expectations and the government will keep
finding ways of avoiding devaluation, that short-run equilibrium will be
sustained. However, in the Tong-run, either the governmment will run out of
means to support exchange rate or individuals will reverse their expectations;
the economy would then return to Tull employment where the price level and
putput are the same as before.

Unanticipated Devaluation. In the short-run, a completely unanticipated
cevaluation will increase aggregate demand and hence outpul and employment.
However, it will generate inflation altheough, initially, the rise in domestic
prices is less than proportional to the devaluation. MNote that the source of
the short-run output incresse is the wpanticipated price increase resulting
from the unanticipated devaluation. Since the price increase will be
unexpected, it will pot be embodied in Inbnr coniracts; as a result, real wage
will decrease and production will increase. Thus, in the ahﬁrt-run, an
unanticipated devaluation, which is a case of underpredicted devaluation, will
lead to a less than proportionate increase in price level {i.e., short-run
undershooting of the price level relative to its long-run proportionate
increase) and an expansion in income (because aggregate demand increases while
aggregate supply remains unchanged). Howewer, in the long-run, contracts will

be revised to embody the sxpected price increase; inflatiormary expectations
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will arise which will decrease aggregate supply and will induce a long-rum
equilitrium where the price level is even higher and has increased in
proportion to devaluation but output is back to the full employment level.

In sum, under rational expectatiomns, an unanticipated devaluation Anprars
ta be the best because it results in short-run inereases in output whereas an
unrealized {anticipated but delayed) devaluation is the worst because it is
stagflationary. A presnncunced devaluation, on the other hand. has no real
effects even in the shorét-tun. In all the three cages, the long—run
COMSBInRCe is1;n increase domestic prices proportiomally te devaluation. The
general conclusion is that the impact of exchange rate change on the economy
depends critically upon the extent to which such change is predicted. This
cenclusion is consistent with the proposition of the rational expectations
monetary stabilization literature, that only wmantieipated monetary
disturbances can have real effects.

2.7. The New Etructurﬂlisf Approach

Devaluation can affect the real sector through number of channels.
According to the traditional view, it will have an expansiopary effect on
aggregate output if there is unutilized capacity or, in the worst case, it
will leave output unchanged if the economy is operating under full employment.
This view has been challenged by the new structuralist approach (for instance,
see Frugman and Taylor (1978) and van Wijnbergen (1986)). Contrary to the
traditional view, there are several channels through which devaluation can be
contractionary. As enumerated by Edwards (1989), the demand-related effects
are as follows: (1) a dovalustion will generate a negative real balance effect
which will lower aggregate demand and, possibly, output: (2) a devaluation,
instead of stimulating aggregate demand, can actually be contractiomary if the

resulting relative price change favors groups in the econcmy with low marginal
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propensities to consi e (Rrugman and Taylor {1978)); and, {3) a devaluation
may worsen the trade balance and, hence, reduce cutput if the pice
elasticities of imports and experts are sufficiently low. In additiom to
these demand-side charmels, there are also supply-side chamnmels through which
devaluation can be contractionary; in particular. van Wijnbergen's (1%986)
discusses the following: {1) the effect on the local currency costs of
imported intermedicte inpuls; {2) the negniive elfect on the volume of real
credit to firms requiring funds; (3) the effect on external debt payments; and
(4) the effect on nominal wages in the precence of wage indexing and food
imports. The implication of this approach is that a devaluation can be
coptractionary even if the net effect on aggregate demand iz expansionary
(i.e., the expenditure-switching effect dominates the expenditure-reducing
effect) provided that aggregate demand shifts by less than aggregate supply

{Agenor, 1991, p. 20).

" 3. Concluding Remarks

; This paper has reviewed the literature on the thecry of devaluation. The
var-ious approaches to the analysis of devaluation that have been discussed are
complementary and represent different views of the same phenomenon. However,

there also some issues on the effects and effectiveness of devaluation that

must be takem into account.

S

One issue pertains ic the distributional effects of devaluation. In
particular, a devaluation will raise the price of traded - export and import-
competing - goods. Because of the increase in the prices of thése goods, the
traded goods sector will expand production and will bid up the returns of
factors used extensively in this sector. As a result, the remts of factors

engaged in the traded goods sesctor will increase while the the real income of

other groups will decline.
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Ancther issue relates to the pessimistic consequences cf devaluation.
Specifically, according to Cooper (1971}, devaluation may appear as
unattractive to policymakers because of the beliefs that devaluation will not
imprﬂvﬂ.thﬂ trade balance because elasticities are small, that it will worsen

the terms of trade, that it will increase domestic pricesz and set in motion

|
wage-price spiral which will undermine the initial improved competitiveness |
caused by devaluzticn, and that it will simpiy be politically unpalatable. {
There are, however, some Droad generaiizetions on the cffectiveness of T
devaluation or &xchange rate changes. COoldstein and Fhan (1983) gives the L
following gemeralizations: (1) relative prices (real exchange rates) matier |
since evidence supports Harberger's statemsat that price mechanism works
powerfuily and pervasivoly in inmtermatiomai trade; (1) the short-run effecis
of devaluation are not the sase az the medium-Tun or the long-run effecis so
that a country may get detericraticn in trade balance il trade volume response
iz low and domestic-currency import prices rise more rapidly than export
prices and also if domestic price feedback effects appear before the reseurce
allocation effects; (3) there are things that zatter other than relative
prices such as the relationship between exchange rate changes and current
account imbalances (that mey lock weak in the long-rum because of lack of
supporting expenditure reducing policies, of langer term incentive patterns
that favor expenditure over saving, of faster adjustment speeds in asset than
in goods markets that cause devaluvation to work via the capital rather than
the current account, or of accompanving trade policies that swamp the goods—
market effect of devaluation) and the consistency between exchange rate
changes and the various adjustments/policies (stabilization policies,
trade/financial liberalization, monetary amd fiscal policy, interest rate

targetting, trade policies); and, (4) different countries will be affected



ig

differently by exchange rate changes because they differ in commodity
composition, in degrees of export and import openness, in the degree of
capacity wtilization, in the degree of real wage resistance, and in the
efficacy of mometary policy and fiscal policy.

Thus, in analvzing the effects of devaluation, one sust use & combination
of several approaches. In addition, ons wust take inte account the issues
pertaining to the distributional effects, the pessimistic consequences. and

the effectiveness of devaluation.
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