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OZET

[UMER, MEDINA MOHAMMED]. [THE IMPACT OF DEVALUATION ON
ETHIOPIAN ECONOMY], [Master tez], ANKARA, [2015]

Bu tezin amaci Etiyopya ekonomisi i¢cin Maresal Lerner kosulu gegerliliginitest
etmektir. Bu amagla, ithalat ve ihracat denklemleri EKK yontemi kullanilarak tahmin
edilmektedir. Tahmin sonuglar1 yine kisa vadede artirmak i¢in tilkenin ihracatini
gotlirecek kur ve ihracat ve devaliiasyon arasinda pozitif bir iligski oldugunu
gostermektedir, devaliiasyon alma azalmaz. Ithalat katsayisi istatistiksel olarak anlamli
olmadigindan, Marshall Lerner kosulu ithalat ve ihracat esneklik mutlak degerinin
toplam1 daha biiyiik 1.Cointegration teknikleri de arasinda uzun dénemli iliski gormek
icin kullanilir olsa bile Etiyopya ekonomisinde tutmaz ihracat ve ithalat denklem hem
degiskenleri. Sonuglar bu tiir ihracat, doviz kuru ve diinya gelir ve bdyle bir ithalat,
doviz kuru ve yerli milli gelir olarak ithalat denklemi olarak ihracat denkleminin

degiskenler arasinda uzun dénemli bir iligki oldugunu gostermistir.

Anahtar Kelimeler

Devaliiasyon, Déviz Kuru, Thracat, ithalat, Marshall Lerner Durum



ABSTRACT

[UMER, MEDINA MOHAMMED]. [THE IMPACT OF DEVALUATION ON
ETHIOPIAN ECONOMY], [Master’s thesis], ANKARA, [2015]

The aim of this thesis is to test the validity of Marshal Lerner condition for Ethiopian
economy. With this aim, import and export equations are estimated by using the OLS
method. Estimation results show that there is a positive relationship between exchange
rate and export and devaluation will lead the nation’s export to increase in the short
run nevertheless, devaluation does not decrease import. Since the import coefficient is
not statistically significant, the Marshall Lerner condition does not hold in Ethiopian
economy even if the sum of the absolute value of elasticity of import and export is
greater than 1.Cointegration techniques are also used to see the long run relation
between the variables of both the export and import equations. The results indicated
that there is no long run relation between the variables of the export equation such as
export, exchange rate and world income and the import equation such as import,

exchange rate and domestic national income.

Key Words

Devaluation, Exchange Rate, Export, Import, Marshall Lerner Condition
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INTRODUCTION

Every nation has three economic goals to attain both in the short and in the long run,
these are achieving economic growth, creating more employment and having no or
minimum inflation simultaneously. In order to achieve these goals and make their
countries better off, countries use monetary and fiscal policies as a strategy and let

their nation’s aggregate demand curve to shift either to the right or left hand side.

Fiscal policy is all about letting the government to collect taxes and spend it on public
sectors like infrastructures, education and so on and which mainly focuses only on the
domestic economy whereas, monetary policy deals with both domestic and
international economy. Meaning, the government can use monetary policy and the
exchange rate policy of devaluation in order to affect the domestic and international

markets respectively. (Fratzscher, Duca and Straub, 2014)

Back in the days, Countries were allowed to use trade barriers to limit their imports
from and exports to the international market but as time goes on, and free trade
became the most emphasized element among the nations, the role of trade barriers
became insignificant and the only means of affecting the nation’s competence in the
international market became devaluation. In today’s world, devaluation is one of the
best successful policies in making exported goods cheaper and imported goods
expensive so that the country’s export will be encouraged were as its import will be
discouraged. As a result, the nation may be able to solve its balance of payment deficit
through devaluation. (Mannur, 1995:340)

The unfair allocation of the world’s natural resources enforce countries to engage in
different kinds of international trade since some countries like the Middle East, have
an abundant natural gas resource while some others like African countries have
diamond, gold and other precious metals. There is no nation which can satisfy all of its

citizen’s demand domestically without importing and all of its producer’s excess



supply without exporting. Therefore, international trade is a must that all countries

need to take part in.

As long as resources have allocated in unjust way across the globe, the need of
international trade is very significant and it is the only means of reallocating the
existing resources all over the globe. Though the abundant existence of natural
resources in some specific countries is taken as a source of conflict and instability in
many of the cases, it is also the back bone of the nation’s GDP and it has the lions
share from the overall export of many of the mineral exporting countries. Therefore,
it’s obvious that countries would participate in some kind of profit maximization
strategies given their exportable goods and among the strategies some of them are
mentioned as follows; imposing different entry barriers like quota and tariff on
imported goods, devaluating the domestic currency against other currency, giving
some subsidies and incentives for the domestic producers, and tax exemptions on

exportable goods and so forth

Most of the third world countries are incapable of giving subsidies and essential
incentives for the producers and exporters at the mean time, the government would be
out of the track if it applies the tax exemption policy and the civil servants and the
government institutions would be totally under the control of the foreign donors,
lenders, and international financial institutions therefore, the last two strategies
wouldn’t work for LDCs in general and sub Saharan African countries in particular
even if they are effective for some countries which experience budget surplus in their
economy. The first strategy wouldn’t work either due to the effect of globalization and
the free trade treaties which were signed by the member countries of the WTO (World
Trade Organization) therefore, devaluating the domestic currency would be the only

means of affecting the nation’s foreign trade.

Like any other countries, Sub Saharan African countries are also engaged in
international trade for several decades in fact, they are not lucky enough to experience

positive trade balance. That is why they are mostly unable to cover their expenses by



themselves and mostly they are looking for international financial assistance like loan
and donation in order to alleviate their trade deficit. As a result, they are not even
capable of covering all the expenditures of their government by themselves let alone
giving subsidies and tax exemptions for the producers and exporters therefore, the

only strategy that need to be taken in to consideration is the devaluation.

Surprisingly, developing countries like Ethiopia are frequently devaluating their
currencies and still they have a negative trade balance and this fact motivates the
researcher to do a thesis on the topic. The basic questions that the researcher raised
were why Ethiopia has a trade deficit even after devaluating its currency significantly?
Does the Marshall Lerner condition works for all of LDCs? Could devaluation
actually be able to decrease the trade deficit of one of the sub Saharan African

Countries, Ethiopia?

The general aim of the study is to evaluate empirically whether the ongoing
devaluation helps Ethiopia to have a better trade balance or not. Specifically, this
study aims to see the impact of devaluation on the nation’s export and import by
estimating an export supply and import demand functions first, and to see if Marshall
Lerner condition holds in Ethiopian economy second. The study aims to examine if
import and export are the function of exchange rate devaluation, if devaluation
actually has a positive impact on Ethiopian trade balance regarding with decreasing
imports and increasing exports both in the short and in the long run and if it hasn’t,
what kind of policies need to be emphasized to let the economy grow up and create
more job opportunities for the people.

The study has a significant importance in empirically testing the relationship between
devaluation and imports and exports or devaluation and foreign trade of Ethiopia. The
paper would also be an eye opener for the policy makers in terms of giving them
essential information on the effectiveness of the policy of devaluation in making the
nation’s foreign trade better off. In addition, the paper would also be the base for other

research works and further studies on the topic.



The study is organized in five chapters. The first chapter consists of the theoretical
literature review on the different exchange rate regimes like free floating, fixed,
managed floating, auction exchange rate regime and dollarization and the three
different approaches of devaluation namely, the elasticity, income and absorption

approach.

The second chapter discusses about the empirical literatures of the economic effects of
devaluation on developed as well as developing nations. This chapter has three sub
topics in which the effect of devaluation on developed countries, developing countries

and Ethiopia have considered in detail.

The third chapter gives detail information about Ethiopia’s geographical location, its
natural endowments, and the nation’s economic outlook including the nation’s
exchange rate regimes during the last three different governments, its trade balance,
and the monetary and fiscal policy.

The forth chapter consists of models which the researcher used to examine the
effectiveness of devaluation on Ethiopian economy. Import and export equations are
estimated for Ethiopian economy by using the OLS method to test the validity of
Marhall Lerner condition. Adequate statistical and econometric analyses are used to
assure the validity of the model. Lastly, Chapter five concludes the thesis by

describing the main findings.



CHAPTER 1

TRADE, EXCHANGE RATE SYSTEM AND THE THEORY OF
DEVALUATION

Trade is the process of transferring the ownership of a good from the seller to the
buyer by getting money, or another product or some services in exchange from the
buyer either at domestic international market. The words "exchange" and "trade"
stands for two similar ideas of exchanging materials, or services voluntarily to one
another. The word “exchange” explicitly refers the transfer of the ownership of a
commodity from the seller to the buyer between neighbors in the domestic market
whereas, the word “trade” refers the international transaction of goods and service of

different countries across the globe. (Jevons, 1900)

There are different reasons for the need of the existence of trade between different
nations to mention some of them, the existence of comparative advantage over some
products for each of the nations, differences in specialization, the existence of division
of labor, different allocation of natural resources, the need for the better utilization of
natural resources, and it is the means of achieving efficiency in the world economy.
Since trade facilitates more investment through enhancing the probability of getting
the needed input either non processed or intermediate goods from nations which have
a comparative advantage over it, innovation most likely will enhances and the overall
investment of both nations will improve and lead the economy to grow up sustainably.

(http://www.imf.org/external/pubs/ft/fandd/basics/trade.htm,

Trade plays a significant role in determining the nation’s economic strength. Since
many of the nations were took part in the First World War, they were mostly had trade
with the nation who were in their political alliance during the war and this fact proceed
for some years even after the war got its end. Similarly nations were employing trade

barriers among each other so as to keep their domestic economy as strong as possible


http://www.imf.org/external/pubs/ft/fandd/basics/trade.htm

however, less trade facilitation leads the world to face a serious economic recession
and finally the Great Depression happened. Great Depression was a big deal from
1929-1930s and many countries experienced recession on their economy and lack of
free trade was the concrete reason for the great depression. (Irwin, 2012: 3-4)

Although trade has too much importance for nation’s economy, governments might
employ some restrictions on international trade by realizing sanctions, or other trade
barriers against their trade partners due to different reasons like protecting domestic

infant industries, social and political security and the like.

1.1. EXCHANGE RATE SYSTEMS

Exchange rate can simply be defined as the current market price of the home currency

exchanged for foreign currency. (Obstfeld, Maurice, and Rogoff, 1995)

According to (Klein and Shambaugh, 2009: 29) and other many economists there are
three main types of exchange rate regimes such as free floating or flexible exchange
rate regime, pegged or fixed exchange rate regime, and pegged floating or managed
floating exchange rate regime. Though the above mentioned once are basic types of
exchange rate regimes, there are also other exchange rate regimes like dollarization

and auction exchange rate regime. (Aron and Elbadawi, 1994 )

Main Exchange Rate regimes

As it is mentioned before, the main exchange rate regimes are:-

1.1.1. Free floating (flexible) exchange rate regime

It is a type of exchange rate in which the value of a nation’s currency is allowed to
fluctuate based on the demand and supply of the foreign exchange market. The price is
determined by market forces of the demand and supply of the foreign currency without

any intervention by the government. Therefore, there is a probability of getting



different prices for one currency in terms of the other currency with in some specific
time interval, following fluctuations in the demand and supply of foreign currency.
These fluctuations will lead us to say that there is either depreciation or appreciation

of domestic currency.

Depreciation: is the loss of value of a country's currency with respect to another
currency. In other words if the nation obligated to use more domestic currencies in
order to get the same amount of foreign currency, we call the domestic currency loses
its purchasing power or depreciated. The reverse is called appreciation. (Calvo and
Reinhart, 2000) describes that depreciation of domestic currency occurs when the
central bank increases the money supply and which is highly related to inflation
although the empirical result of the paper which was conducted by (Kiguel and Ghei
1993) in the case of developing nations evidenced that most depreciations are not
caused by inflation and the effect of inflation on exchange rate depreciation is almost

negligible.

Depreciation makes the price of domestically produced goods to be cheaper in the
world market while their production cost remains the same so that, the traded goods
gets more demand and export becomes more promoted on one hand and relative price
of imported goods become more expensive so that, import get discouraged while

export get promoted and the nations BOP account get improved.

Appreciation: refers to an increase in the value of domestic currency with respect to
other foreign currencies. In other words, if the nation can purchase the same amount of
foreign currency by using less amount of domestic currency then we can say that the
nation’s currency has got appreciated. Appreciation makes imported goods to be
cheaper in domestic market while it discourages exports through decreasing the
foreigners demand for domestically produced commodities following the relative price
increase caused by currency appreciation. The nation may face BOP deficit after the

implementation of currency appreciation.



Free floating exchange rate works without any government intervention and the
market automatically adjusts itself when fluctuation occurs in the demand or supply of
foreign currency (appreciation or depreciation). The adjustment process enables the
exchange rate to get its new equilibrium price level and which results BOP to react
accordingly based on the elasticity of demand and supply of imports and exports and

finally end up with getting new equilibrium. (Asmamaw, 2008)

According to (Frankel, 2003), floating exchange rate regime has its own advantages
for the practicing nation especially if both domestic and international markets for

currency are well-developed.

Advantages of floating exchange rate regime can be stated as follows; first, the system
can automatically adjust Balance of Payment. If there is a balance of payment BOP
deficit, currency depreciation will occur and importers will either pay more hard
currency in order to import the previous amount of goods or will import less therefore,
the demand for import as well as hard currency will decrease as a result, BOP will
reach its equilibrium. Second, the system avoids speculative attacks that occurred due
to the pegged system, since flexible exchange rate system needs low foreign exchange
reserves compared with the pegged one. The central bank doesn’t suppose to
accumulate a huge amount of hard currency in the form of reserve so as to let the
system to function properly even though there is an external shock. The floating
exchange rate regime allows a nation to re-act accordingly in order to adjust the
exchange rate in more flexible manner that is why it is not that vulnerable for crises.
Third, the system gives independence to the monetary policy therefore, if the nation
faces some shocks from the demand side, the government will be flexible to employ
any kind of monetary policies so as to alleviate the ongoing demand deterioration
problem so that the nation won’t face economic recession in such a system. In
addition, the system allows the central bank to retain seigniorage income, which is a
profit that the central bank earns whenever it prints money or in other words it is the
difference of the value of a single unit of money and the cost of making & distributing

that single unit of note.



Even if the system has different advantages for once economy, it’s not free from
criticism and the three main disadvantages of the system are Uncertainty, high
volatility and unpredictability.

Uncertainty: Since there is no guarantee for both importers and exporters in floating
exchange rate regime where the values of exchange rate is changing as the demand
and supply of foreign currency changes, investors are not certain about the real
earnings from exports and the real costs of imports therefore, the uncertain nature of
the system leads the investors not to fully employ their resources and produce what

they are potentially able to produce. (Bain, 1982: 177)

High volatility: Due to the existence of speculators and the increase in the supply of
Dollar, free floating exchange rate regime increases the volatility of foreign exchange.
In the first case, speculators can invest on any countries financial sector when it seems
promising to invest in that nation and they also can withdraw their money whenever
they feel unhappy and which disturbs the financial sector.

(The concise encyclopedia of Economics, Exchange rates)

This is a very serious issue for developing economies because, developing countries in
general and third world countries in particular have debts from different international
financial institutions and they have to pay back their liabilities in terms of hard
currencies like dollar and Euro. But the government earns its revenue in local
currency. Therefore, if unexpected depreciation occurs in the nation’s currency due to
the system operating on, it could be very hard for the government to convert domestic
currency in to hard currency and pay back its debts. This will results the entire

economy to be unstable and the financial sector to be in danger.

Unpredictability: The unpredictable nature of the system may hinder international
investors from going to invest in different sectors of the nation. Since the system is

highly vulnerable for shocks, both local and international business men should take the



risk when they are planning to invest in the nation’s economic sectors. This is due to
the nature of high dynamism of exchange rate in the floating regime.

Exchange Rate Volatility - Federal Reserve Bank of Kansas City
(http://www.kansascityfed.org/publicat/ECONREV/EconRevArchive/1984/3q84hakk.

pdf,

1.1.2. Fixed (pegged) exchange rate regime

In a fixed exchange rate, a country’s currency is fixed against the value of another
single currency, or to another measure of value, like gold. It is a system in which
government plays significant role regarding with deciding the worth of its currency in
terms of either a fixed weight of gold, or a fixed amount of another currency.

When there is a mismatch between the nation’s fixed exchange rate and free market
rate of foreign exchange which is determined by the demand and supply of hard
currency in the nation, the government obligated to fill the gap by taking from its
foreign exchange reserve. The government may interfere in to the market through two
different ways. First, it can interfere through buying or selling of its own currency or
foreign currencies. Under the fixed exchange rate system, commercial banks have to
buy and sell the domestic currency at the determined rate. But the market
equilibrium exchange rate may not coincide with the pre announced spot rate. Due to
this reason the central banks always maintain reserves of foreign currencies and gold
which they can sell in order to intervene in to the foreign exchange market to make up
the excess demand or take up the excess supply. Second, Government can simply
make trading currencies at any other rate is illegal. In fact this method is rarely used
because it is hard to enforce and sometimes it leads to a black market in foreign

currency.

If the nation faces shocks which arise from money demand or supply primarily, the

policy of a fixed exchange rate regime looks attractive.


http://search.tb.ask.com/search/redirect.jhtml?action=pick&ct=GD&qs=&searchfor=floating+exchange+rate+unpredictable+%3F&cb=Y6&pg=GGmain&p2=%5EY6%5Exdm007%5EYYA%5Etr&qid=414f8c6f22504153a6a9e9c4e2a04f62&n=780bab11&pn=1&ss=sub&st=kwd&ptb=F894BF5F-BA4B-4D97-9E03-CA408E42C7CD&tpr=sbt&si=CMK17LPK_rwCFWT4wgod3jwALQ&redirect=mPWsrdz9heamc8iHEhldEfnroLJM2Jc2pRYBvioM%2FHtqsnWg60sUcf3qsDQULa7EIfpVdyfKuwbVdl%2F7A5DXTgeu5MbJPDDzlW1dSiQYLJIbEhiVxToJF5G0TQVAfnGr&ord=0&
http://www.kansascityfed.org/publicat/ECONREV/EconRevArchive/1984/3q84hakk.pdf
http://www.kansascityfed.org/publicat/ECONREV/EconRevArchive/1984/3q84hakk.pdf

“If a monetary shock causes inflation, it will also tend to depreciate a floating
exchange rate and thus transmit a nominal shock into a real one. In this setting, the
fixed exchange rate provides a mechanism to accommodate a change in the money
demand or supply with less output volatility”. (Calvo and Mishkin, 2003)

Advantages of fixed exchange rate regime are reducing both volatility, uncertainty,
high inflation, and destabilization of currency market speculation on one hand and
facilitating trade and investment on the other hand.

A fixed exchange rate enables fluctuations in relative prices and currency volatility to
reduce. It provides a nominal anchor to price inflation for internationally traded goods
and it leads private sectors to reduce their inflation expectations in the economy.
(Obstfeld and Rogoff, 1995: 6-7). It is known fact that stability in real economic
activities can be achieved through less fluctuation both in relative prices and currency

volatility and also through less expectation of future inflation.

Uncertainty is no longer a problem in fixed exchange rate system since exchange rate
is predictable and non volatility therefore; exchange rate risks that are related with
uncertainty will be eliminated. (Obstfeld and Rogoff, 1995: 6)

Speculation in the currency markets is relatively less destabilizing under a fixed
exchange rate system and it is mostly a case for floating exchange rate system. Mostly
Investors are investing their huge amount of money on the foreign exchange market
when they think that the market is promising and they withdraw the money
immediately when some economic inconveniency is occurred. Therefore fixed
exchange regime enables the central bank to control over the inflow and outflow of
capital. And in fact, the stability of the economic system is maintained mainly through
capital control. Therefore fixed exchange rate regime can avoid speculative bubbles.
(Frankel, 2003)

11



Fixed exchange regime enables trade and investment to be facilitated between two
different countries. This is because of the fact that if the nation uses fixed exchange
rate system, it could be easy for merchants and investors to predict about the nation’s

economy and the outcome of their business as well. (Frankel, 2003)

Fixed exchange regime prevents currency appreciation or depreciation by inspiring
confidence in the “strength” of domestic currency which reduces volatility and

fluctuations in relative prices (Asmamaw, 2008)

Fixed exchange rates are anti-inflationary; it can make the domestic firms and
employees’ costs under control in order to remain competitive in international
markets. As a result the government maintains low inflation and in a long run reduces
interest rate to promote trade and investment. (Asmamaw, 2008). It is known fact that
the people expectation towards the future price level of goods and services play a
crucial role in determining the actual inflation level of the country. Therefore, fixed
exchange rate can avoid high inflation expectation from the people’s mind and which

enables actual inflation rate of the nation to be minimum.

Disadvantages of fixed exchange rate regime

Even if fixed exchange rate system has so many advantages, it has also disadvantages

and the main criticisms of fixed exchange rate regime are described below:

The system cannot automatically adjust itself. It is known fact that fixed exchange rate
mainly aims to adjust the balance of trade but when a trade deficit occurs, there will be
more demand for the hard currency, rather than the domestic one and which will lead
the price of the foreign currency to increase in terms of the domestic currency so that
the domestic currency will highly depreciate whenever there is a trade deficit
additionally appreciation or depreciation is not allowed in the system therefore, in

order to keep the exchange rate constant, central bank has to withdraw hard currencies
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from its reserves and should spend it to the market and which may create some
financial inconveniences specially in the case of LDCs.

The system cannot function in the places where the financial and the banking system
did not develop well. The absence of strong financial, monetary and banking
institutions may make pegged exchange rate system difficult for emerging countries.
(Calvo and Mishkin, 2003:16). Since the system needs much more hard currency
reserve and the central bank needs to hold stocks of both foreign and domestic
currencies at all times in order to adjust and maintain the exchange rates and let the
system to function as before, it is not appropriate for every country to use. Especially
for LDCs whom have a BOP deficit can’t solve their economic problems by using
fixed exchange rate system. Thailand, Malaysia, South Korea, and other nations in
Asia region had kept exchange rates fixed from 1997-98 and face macro economic
crises. (Calvo and Mishkin 2003: 2). In addition, there might be the possibility of
policy delays and mistakes in achieving external balance and it might be hard for the
government to know exactly when to intervene to the market. According to (Calvo
and Mishkin, 2003:14) pegged exchange rate mostly narrow the scope of the
flexibility of the monetary policy.

The announced rate of exchange may not coincide with the market equilibrium rate of
exchange. This leads to excess demand or excess supply of hard currency and puts
heavy burden on the central bank of the nation as well as the government. This is
specially the case if the nation’s balance of payment (BOP) faces deficit frequently
due to the fact that, if the nation faces one sided BOP disequilibrium i.e. BOP deficit
for several years, the central bank can’t offer the demanded amount of foreign
currency in to the market in order to support the exchange rate of domestic currency
and which may results an immediate devaluation of the domestic currency with all its
adverse effect of letting the people confidence towards their home currency to

evaporate. (Asmamaw, 2008)

Fixed exchange rate system can’t control the problem of BOP deficit rather; different

factors other than fixed exchange rate can fix the problem. As a result fixed exchange
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rate system may create internal economic instability while it is working for achieving
external stability of exchange rate. And the nation may obligate to ask for either
foreign aid or foreign loan. For instance, According to (Calvo and Mishkin, 2003) the
governments of Thailand, Malaysia, South Korea and other nations in that region had
kept exchange rates fixed for years and the rates had been stable for long enough.
Therefore, local financial institutions were borrowing in dollars abroad and then
loaned freely in U.S. dollars to domestic borrowers. But when foreign investment got
stopped, the existing exchange rate became unsustainable and this results a contract on
their economy. Empirically, when the Thai baht collapsed against the U.S, dollar and
the exchange rate got depreciated, Thai borrowers were unable to repay their loans in
US Dollar therefore Thai financial institutions were also unable to pay back the money
for its lenders of another countries central banks, multilateral and transnational
organizations, as well as the private creditors and this resulted an economic

contraction of Thai.

In fixed exchange rate system the government has to forget to play with the monetary
policies in order to stabilize the economy. (Obstfeld and Rogoff, 1995), As Mundell-
Fleming model describes, it is impossible to attain 1.perfect capital mobility, 2.fixed
exchange rate and 3.domestic monetary autonomy simultaneously and we call it “The
Impossible Trinity”.(Pandey, 2006). Balance of payment consists both Current and
Capital accounts and balance of payment equilibrium (BP = 0) could be achieved
when Net Export of the Current Account and Net Capital Outflow of the Capital
Account get their equilibrium. In Order to affect the BOP account the government can
play with monetary and fiscal policies but monetary policy is not going to be effective
in case of fixed exchange rate system because, an increase in money supply can
improve people’s income to some extent and this leads import demand to grow up
relatively more than that of demand to export therefore, Net Export becomes negative.
Similarly, an increase in money supply leads interest rate to decrease and this results
capital outflow and deficit in Capital Account. As we know in fixed exchange rate

regime, the government has to offer hard currency when there is a shortage in the
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market. Therefore, by selling hard currency government would collect the domestic
currency and let the money supply to return back to its previous position.
(Pandey, 2006: 3-9)

1.1.3. Managed (Dirty) floating exchange rate regime

We can say that Managed floating exchange rate system is a system which combines
both fixed and floating exchange rates. On one hand, it allows the market to adjust the
exchange rate and arrives at its equilibrium level and on the other hand it allows the
government to intervene in to the exchange market whenever intervention is needed so
as to protect the domestic currency, trade balance and nation’s economy from external
shocks, it might be through buying and selling of currencies or through some other

means.

In managed floating exchange rate regime, not only the central bank intervenes in to
the foreign exchange market but also international agencies such as IMF. According to
(Sarno and Taylor), the central bank can officially intervene in to the foreign exchange
market through buying or selling of foreign exchange against the domestic one by
aiming to affect the exchange rate. (Sarno and Mark P Taylor
www.cepr.org/pubs/pbs/DP2690.asp,

As (Bofinger and Wollmershauser, 2001: 51) described, “There is nothing in existing
theory, for example, that prevents a country from pursuing a managed float in which
half of every fluctuation in demand for its currency is accommodated by intervention
and half is allowed to be reflected in the exchange rate.” Which means in other words,
almost all currencies could be considered as the one who is
practicing managed floating exchange rate regime as long ascentral banks or
governments intervene to the foreign exchange market in order to influence the value
of their currencies. As we can see, whenever the world economy got growing,

Nation’s become more dependent on international and multilateral trades therefore,

15



exchange rate become extremely vital in affecting the nation’s trade balance and

economy as well.

Advantages of Managed Floating exchange rate regime can be stated as follows;

According to (Bofinger and Wollmershduser, 2001: 51-52) Managed floating
exchange rate system has some critical importance such as: first, it assures some sort
of stability both in the financial market and in the economy as a whole since the
government occasionally intervenes in to the foreign exchange market. Therefore, the
regime is able to avoid a dramatic currency fluctuations and financial speculations in
domestic market. In fact half- stability can also be attained by implying fixed
exchange regime in the economy but while it reaches half stability, it would lose free
capital mobility and market independence. Second, it assures some sort of exchange
market independence therefore the regime promotes better allocation of resources and
improvement of the BOP account. Since the exchange rate is at its appropriate level to
promote trade in the nation, the nation’s BOP will be improved and resource will also

be appropriately allocated.

The regime integrates an approach of determining the required optimum interest rate
level with the optimum exchange rate path simultaneously. This helps the government
to handle a sudden and massive unemployment problems and financial crisis in an
economy; perhaps it could be the case for floating exchange rate regime.

Generally, managed floating regime allows capital mobility, monetary autonomy
(some sort of independence for the demand and supply interaction of the foreign
exchange market) and exchange rate control as well as occasional intervention to the

market simultaneously.

As (Krugman and Obstfeld, 2003) described, “A system of managed floating allows
the central bank to retain some ability to control the domestic money supply, but at the
cost of greater exchange rate instability. If domestic and foreign bonds are imperfect

substitutes, however, the central bank may be able to control both the money supply
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and the exchange rate through sterilized foreign exchange intervention. Empirical
evidence provides little support for the idea that sterilized intervention has a
significant direct effect on exchange rates. Even when domestic and foreign bonds are
perfect substitutes, so that there is no risk premium, sterilized intervention may
operate indirectly through a signaling effect that changes market views of future
policies”. (Krugman and Obstfeld, 2003: 518)

Disadvantages of Managed Floating Exchange rate regime

Though Managed floating exchange rate regime has advantages over fixed and
floating exchange rate regimes, it has also some weaknesses, and the main weaknesses

of this regime are expressed by (Bofinger and Wollmershéauser, 2001:52).

Primarily, whenever the central bank does not announce the exchange rate path, the
private sectors wouldn’t predict about the future economic situations by using current
exchange rate specially when there is disinflation in the economy. Secondly, if the
control over the exchange rate is asymmetric or mismatch with the needed rate of
exchange, and huge amount of capital out flow taken place following the

misalignment, the central bank may lose its control over the macroeconomic variables.

As long as the central bank or government is able to decide autonomously over the
exchange rate, there is high probability for the occurrence of beggar-my-neighbor
policy, which is a kind of policy that makes countries to promote their economy at the
expense of their neighbors and which undermines the aims of the WTO.

A dirty floating or Managed floating regime may lead for high volatility of all
economic variables as long as there is very active government intervention in to the

foreign exchange market. (Yeyati and Sturzenegger (UTDT), 2000: 6)

To sum up, the advantage of managed floating regime is that, it consists of the good

parts of both fixed and floating exchange rate systems. And the central bank can
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intervene highly to the foreign exchange market when there is high instability in the
market and the vice versa. The
disadvantage of the system is that, it is not easy to know the exact time in which the
central bank should intervene and to what extent it should intervene. It’s impossible
to know the exact amount of intervention which is needed from the central bank in

order to adjust the foreign exchange market accordingly.

When we consider the characteristics, advantages and disadvantages of the managed
floating exchange rate system, we can conclude that by realizing the regime, nations
can affect their BOP account positively on one hand and they can reduce the risk of
financial speculation on the other hand. Since the system enables countries to
occasionally intervene in to the market and set the exchange rate according to the
trading partners, the probability of that particular nation to get a better BOP account is
high.

1.1.4. Dollarization

“It can be defined as the holding by residents of a significant share of their assets, in
the form of foreign currency-denominated assets. Usually, it is differentiated between
official or de jure, and unofficial or de facto dollarization. The former refers to the
case in which foreign currency is given (typically exclusive) legal tender status. This
implies that the foreign currency is used for purposes a currency may have, including
as a unit of account for public contracts. De facto dollarization represents the situation
of a foreign currency being used alongside the domestic currency as means of
exchange (for transaction purposes, i.e., as currency substitution) or as means of
saving in hard currency (i.e., as asset substitution)”. (Alvarez-Plate and Garcia-
Herrero, 2008).
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Full dollarization occurs when every inhabitants of the nation starts using a foreign
currency instead of the domestic one and we can take Zimbabwe as an example. As

(Berg and Borensztein, 2000) stated, Full Dollarization has some advantages.

Advantages of Dollarization can be stated as follows;

It eliminates the risk of a sudden and sharp devaluation of the country's domestic
exchange rate; it also avoids currency and balance of payments crises. If there is no
domestic currency, there will never be a sharp and sudden change in the value of
domestic currency (depreciation or appreciation of domestic currency will not happen
in the economy) therefore; sudden capital outflow motivated by fear of devaluation
will no longer exist in the dollarized economy.

Dollarization enables the nation to reduce the risk premium attached to its
international borrowing, the economies could enjoy a higher level of confidence
among international investors, it may let them to enjoy with the Lower interest rate
spreads on their international borrowing, reduced fiscal costs, and more investment
and growth, since Dollar has lower transaction cost and assured stability in its prices,
the nation who realized dollarization will become more integrated with both the global
and U. S. economies and more importantly it definitely rejects the possibility of
inflationary finance and which enables countries to strengthen their financial
institutions through creating a positive attitude towards the domestic and international

investors mind about the promising nature of investment in that nation.

Disadvantages of dollarization can be stated as follows;

Even though dollarization has different advantages in once economy, it has also
disadvantages as it is described by (Berg and Borensztein, 2000). These are:

Dollarizing countries has no right to decide about the symbols and pictures which are

printed on Dollar as a result, they are unable to use the symbol of their nationhood,
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and the nation to some extent could be politically dependent. In addition, the
dollarizing nation is no longer earns the so called seigniorage revenues because this
type of revenues are collected by the central bank when it issues domestic currency.
Seigniorage is considered as the central bank’s profit in non Dollarized nations and it
is mostly transferred to the government but in the case of Dollarizing nation, the profit
will be transfer to the government of U.S. unless and otherwise the nation agreed to
share the profit with the government of U.S. Moreover, the dollarizing country
couldn’t have any autonomous power regarding with its monetary and exchange rate
policies and the central bank might not be able to freely provide credits in order to

make a liquidity support to the banking system even during the time of emergency.

1.1.5. Auction Exchange rate regime

From economic point of view, auction is a means of trading foreign exchange.
(Asemamaw, 2008) described it as follows; - Auction is a system in which buyers
enter competitive bids and sellers enter competitive offers at the same time. The price
that the foreign currency is traded represents the highest price that a buyer is willing to
pay and the lowest price that a seller is willing to sell at. Matching bids and offers then
taken place and the monetary authority sell currencies. The system will take place by
making bidders to submit their bids to the central bank. Auctions may conducted every
day or once in a week or in some specific time interval. Bidders may obligated to use a
standard bid form and bring some other specified supporting documents, like import
license, letters of credit, pro forma invoice, etc. Bids could be submitted for either one
hard currency or different hard currencies such as US dollars, British pounds, German
marks, French francs and Japanese yen according to the central bank rules. If the
central bank uses different currencies, then it should announce the type of currency
and the total amount of currency supply which is going to be sold, by doing so they
can reduce uncertainty. A bidder should also state the currency, the amount being bid

for, and the bid price he /she is willing to pay.
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According to (Elbadawi, 1994) two types of foreign exchange auction could be
employed in an economy (as it was employed in sub Saharan African countries) these

are:-

1. Retail auctions: - In this type of auction the bidders are importing
companies, private and public sectors but not Banks. This system gives an opportunity
for some importers who got the priority by the central bank to buy foreign currency
from the banks at relatively lower price than the black market price. But if the nation
is one of Least Developed Countries, since there is high shortage of hard currency
reserve in the central banks of such nations, importers who don’t get the chance to buy
foreign exchange from banks will go to parallel markets and the demand for black

market will increase.

2. Wholesale auctions: - in here the bidders are banks and foreign exchange
dealers. Since the probability of importers to take part in such a kind of auction is
restricted, banks will compete more freely.

As (Aron, and Elbadawi, 1994) described, there are two kinds of auction pricing
mechanisms; first the discriminatory or the so called “Dutch auctions” in which the
bidders pay their own price for each single unit where as in the second competitive
auction the bidders pay the lowest accepted bid price for every unit.

The authority may set as less price as possible if it plans to make importers buy the
currency directly from the banks and to weaken the existence of black market. On the
other hand, it can let the price to be a bit expensive if it plans to narrow the gap

between the bank’s price and black market’s price of foreign currency.

As (Asemamaw, 2008) describes Auction exchange rate system has some objectives

or importance.

Auction Exchange Rate system has some advantages such as: First, the gap between

official exchange rate of the banks and parallel exchange rates like the black market’s
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price for foreign currency could be significantly narrow. Second, if real depreciation
occurs in a nation, using auction exchange rate system will help to stabilize the foreign
exchange rate. In addition, auction market may enable the official exchange rate to be
equal to the market clearing point and liberalized and competitive financial system

could be realized.
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1.2. THE THEORY OF DEVALUATION

Devaluation is an official downward adjustment to the value of the nation’s currency,
relative to another currency, group of currencies or standard. Or devaluation is a
means of letting the devaluating country to lose some percentage of the value of its

currency relative to dollar or any other currencies. (Folks and Stansell, 1979)

Devaluation is often confused with depreciation, and is in contrast to revaluation.
Even if the domestic currency becomes relatively weak in both of devaluation and
depreciation cases, the type of exchange rate regime is different for them. Devaluation
can occur either in fixed or managed floating exchange rate regime and the
government has some rights over controlling the foreign exchange market whereas,
depreciation occurs only in free floating exchange rate regime and the government
never decide about the value of domestic currency, which is fully decided by the

market’s demand and supply interaction.

On the other hand, revaluation is a calculated increment to a country's official
exchange rate relative to some other currencies or standard measures like gold.
Revaluation occurs either in fixed or managed floating exchange rate regimes and the
decision of the price of domestic currency that is exchanged for another currency is
made by the central bank. In contrast, when the price of domestic currency increases
through the demand and supply interactions, without any intervention of the

government, it’s called appreciation.

There is debate on the effectiveness of devaluation in improving the nation’s trade
based on their theoretical and empirical researches. According to (Solomon 2010), the
application of Devaluation in an economy might result contraction of both aggregate
demand and aggregate supply. To start with the reasons that make aggregate demand
to contract following the adoption of devaluation as a policy measure; devaluation
results a redistribution of income towards those with high marginal propensity to save.

In other words, exporters who have high marginal propensity to save would be
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beneficiary from devaluation and the nation’s aggregate demand would remain

constant. As a result, a fall in investment would be a case or it could stay stagnant.

Devaluation leads to a low government marginal propensity to spend out of tax
revenue. This is specially a case if the nation imports machineries or other

construction materials in order to realize infrastructures or other government projects.

Real income declines under an initial trade deficit which happens following the
adoption of devaluation in the economy. In other words, whenever devaluation
implemented in an economy, both importers and export suppliers will not react
immediately either to decrease the volume of imports or increase the level of export
since contracts has to be signed couple of days before trade therefore, the nation’s
trade balance would face deficit immediately after devaluation and leads real income
to decrease. Devaluation could also results reduction in real wealth. When one nation
“Nation A” devaluates it’s currency against the other nation “Nation B” may also
devaluates it’s currency against the first country “Nation A” and by doing so both
nations may discourage their import demands while their export demand remains

unchanged and this may results a reduction in total output of both nations.

Reasons which make aggregate supply to decrease following the realization of

devaluation are:-

Firstly, more expensive imported production inputs; if exporting companies use
imported goods as an input, devaluation would be discouraging for the companies that
import production inputs and it would have an adverse effect on the aggregate supply

of exportable goods.

Secondly, a frequent devaluation stimulates speculation and leads to confidence
erosion; Continuous devaluation makes the domestic currency to lose its purchasing
power continuously so that it creates distortion in many economic variables such as

house hold real income, consumption, industrial growth, public finance, imports,
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exports, manufacturing growth, money supply and the like. It is known fact that if the
consumers consumption pattern decreases, the producers production pattern also
decrease and the companies production pattern has a direct relationship with public

finance or government revenue.

Thirdly, demand for export is not only determined by export prices but also on trade
reliability, perception of the inhabitants of importing nation towards the quality of the
product to be exported and the like. Therefore, the nation’s aggregate supply might
decrease following the adoption of devaluation if there is no change in import demand
of the importing nations of our export commaodities. (Solomon, 2010)

In contrary, according to expenditure switching policy, devaluation makes imported
goods expensive in domestic market and exported goods relatively cheaper in the
world market. As a result, the nation’s trade balance improves following the adoption

of devaluation.

On the other hand, (Bahmani-Oskooee and Niroomand, 1998) described that the effect
of devaluation on trade balance could be determined by the sum of elasticity of
demand for import and export in absolute value. If the sum of the absolute value of
elasticity of demand for import and export is greater thanl, devaluation results
improvement for the nation’s trade balance and if it is less than 1, the trade balance

gets more worsen as devaluation adopted as a policy.

Devaluation has its own effect on the nation’s trade balance and different countries
would like to adopt devaluation as a monetary policy, so as to overcome their
economic constraints caused by over valuation of their own currency but the effect of
devaluation on developed countries is quite different from that of the developing ones.
This reality leads economists to come up with three different approaches of
devaluation namely the elasticity approach, the absorption approach and the monetary

approach.
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1.2.1. Elasticity Approach

According to (LeKhalk, 2006) elasticity approach is all about two important models
that are the Bickerdike-Robinson-Metzler (BRM) model and Marshall-Lerner (ML)
condition. Both of the models are tries to look at the responsiveness of demand for
imports and exports following the adoption of devaluation in once economy.

Bickerdike-Robinson-Metzler (BRM) model was described by Bickerdike in 1920 for
the first time but later on it got developed by Robinson and Metzler in 1947 and 1948
respectively. This model checks the response of imports and exports following change

in price caused by the realization of devaluation. (Le Khak, 2006)

Assumptions of the BRM models are; there are only two countries, two commodities,

initially the market is at its equilibrium level, and there is free trade in the economy.

The model did formalization in order to separate export and import markets of the two
nations and finally reach at one statistical model that enables to show the elasticity of
imports and exports as exchange rate changes of devaluation. According to (Le Khak,

2006:6) the model can be stated as follows:-

L= P X (L+8)™/ ) [) - (PaMO (L - (+m]) (1)

Where dB is stands for the derivative of trade balance and dE is also the derivative of
nominal exchange rate. Py is an export price while Py, represents the import price. X®
and M® are domestic supply and demand for export and import respectively. Similarly
€ and m are represent the absolute values of elasticity of domestic demand for export
and import respectively and €* and n" are stands for the foreign price elasticity of

export and import demand respectively.

The model tells us that a change in exchange rate will affect the trade balance
depending on the values of price elasticity of domestic supply and demand. If | € | > |

n |If the absolute value price elasticity of export supply is greater than that of import
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demand, the nation’s trade balance would be improved after the adoption of

devaluation and the vice versa. (Le Khak, 2006)

It got its name after the English economist called Alfred Marshall (1842-1924),
Romanian economist Abba Lerner (1903-1982), and John Robinson (1903-1983) and
sometimes it’s called (MLR condition). (Kenen 2000: 323). The Marshall-Lerner
Condition states that a change in exchange rate (devaluation) can improve the trade
balance and BOP as well if the sum of the absolute values of elasticity of demand for
import and export is greater than 1.
(http://glendon.yorku.ca/sites/xavierhome.nsf/00a275e5bafbh6d458525647900760437/
41350d7b79ada

The Marshall-Lerner condition assumes some simplifying assumptions to show the
impact of change in exchange rate on the trade balance. These assumptions are: (1)
Trade is initially at its equilibrium level. (Le Khak, 2006). (2) Supply of both domestic
and foreign currencies is not affected by any factors other than changes in the relative
price of currencies which results from exchange rate changes itself. That means
everything which may affect the supply of domestic and foreign currency is constant
except change in the relative price of currencies because of change in the exchange
rate. (Lencho, 2013)

Third, the demand for both domestic and foreign currencies is also not affected by
other factors rather than the change in the relative price of currencies due to the
change in exchange rate. Lastly, the supply elasticity of domestic goods to be exported
and the demand elasticity of foreign countries to import our products as a relative
price changes because of change in exchange rate is infinity. As a result, change in
demand doesn’t results change in price, the price of imported goods in international
market, exported goods in domestic market and import and export substitute goods
will stay constant and only the relative price of imported or exported goods can be

changed as exchange rate changes. (Lencho, 2013)
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The nation’s trade balance is the difference between exports and imports. And it is
standard to measure a country’s trade balance in terms of home goods. Which is

mathematically expressed as follows:-

NX =X-RM, R = EP*/P, substitute for R
NX =X - (EP*/P) M 2

Where P is the price of domestic goods in domestic currency, P* is price of foreign
goods in foreign currency, M is volume of imports of the domestic country, X is
volume of exports of domestic country, NX is the net export of the nation (export
surplus or trade surplus) and R is the real exchange rate (it is the relative price of
foreign goods to domestic goods and can be computed by multiplying the domestic
spot rate with the price of foreign goods and divide it to the price of domestic goods in

domestic currency.

The first order derivative of NX with respect to R from equation (2) can be written as
dNX/dR = Xgr — RMg — M (3)

According to (Asmamaw, 2000), trade balance could be affected by the above three
different variables those are import, export, and exchange rate.

Theoretically it is known that devaluation promotes export of the devaluating nation
by making the price of exported goods relatively cheaper in the world market.
Likewise, the relative price of goods which are produced in other countries could be
expensive in the domestic market of the devaluating nation therefore the demand for
the goods of devaluating nation could increase both in domestic and international
market; as a result, the nation’s trade balance could reach some improvement
following the adoption of devaluation and we call this event a quantity effect. But
sometimes, the nation’s import demand will increase as a result of currency
devaluation, in this case, the nation’s trade balance may worsen as devaluation

realized and we call it price effect. Since there are both positive and negative
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consequences of the realization of devaluation, we need to check which effect is
affecting more and weather devaluation can improve the trade balance or not.
Therefore, if devaluation is needed to improve the trade balance, the sum of elasticity
of the foreign price of demand for exports and domestic price elasticity of imported

goods have to be greater than one. (Lencho, 2013)

Mathematically:-

|8x+8|\/||>1 (4)

Lencho, (2013) has also mathematically stated the Marshal Learner condition as

follows by using the above mentioned equation (4)
dNX = X(ex + em-1) dE (5)

Where X is the initial amount of export in which equilibrium trade balance has
reached (X=M), dE is change in exchange rate, dNX is change in trade balance (Net
export), ex and gy are elasticity of export and import respectively. Whenever gx + gy >
1, a change in exchange rate (devaluation of domestic currency) will have a positive

effect on the trade balance and the vice versa.

According to (Le Khak, 2006) Marshall Lerner Condition is a development on the
previous equation (1) of elasticity by adding just one assumption and that is the
elasticity of both imports and exports are infinity. And (Le Khak, 2006) describes the

final equation as follows:-
dNX*= X*(Nx + Nv -1)(de/e) (6)

Where dNX is stands for the derivative of Net Export (trade balance) and de
represents the differential of exchange rate. X, Nx, Nv and e represents export, export
elasticity, import elasticity and exchange rate respectively. And the stars denoted for

the values of the coefficients in foreign currency. Le Khak, (2006)
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Like (Lencho, 2013), (Le Khak, 2006) is also expressed that following the adoption of
devaluation, balance of trade will improve if and only if the sum of the elasticity of
demand for imports (domestic demand for foreigners commodity and foreigners

demand for domestically produced goods) exceed 1.

To sum up, if we start our analysis from assuming that trade was initially balanced, the
M-L condition will tell us devaluation will improve the trade balance if and only if the
sum of the price elasticity of demand for export and import in absolute value is greater
than one. If the sum is less than unity, devaluation will creates a worst condition for
the nation’s current account balance. On the other hand if the sum of price elasticity of
demand for import and export is equal to zero, devaluation will never have any effect

on the trade balance. (Asemamaw, 2008)

Though Marshal Lerner condition is a necessary condition to affect trade balance, it is
not a sufficient condition and it has some limitations. (Le Khak, 2006)

The limitations of Marshall-Lerner condition can be described as such; the model
assumes that export and import elasticity are infinite but in reality the above
assumption will be easily disproved. Devaluation may not necessarily make trade
balance better off because trade balance is not only related with exchange rate but also
with the potential production and supply of the nation’s output. (Yi Chung) describes
that, if a nation has a comparative advantage over fishing like Bangladesh, and if it
realizes devaluation in the economy, the nature of fish will not allow them to exploit
too much fishes beyond its capacity therefore, even if the demand for fish is very high,
the suppliers might not be able to offer the demanded amount of supply and which

results an increment in the price of a fish rather than improving the trade balance.

There are difficulties in the availability of data during the process of testing the
Marshall-Lerner condition. As (Le Khalk, 2006) described the reasons mentioned by
(Yi Chung), in order to know the elasticity of imports and exports, it is must to know
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the average price of import in both in base year and current year, average quantity of
import both in base and current year, average price of exports both in base and current
year and average quantity of export both in base and current years. But it is impossible
to know the exact average of price or quantities of every economy. According to
United Nations report of October 2010, almost all of Oceania countries, more than
80% of Asian countries and even USA conduct economic census in a five years
interval and this culture has its own bad image on the quality of basic economic
statistics as well as its comparability therefore, In order to have more reliable data,
nations have to conduct census in a yearly bases (UN report, 2010)

Therefore, it is impossible to test the Marshall-Lerner condition where there is no

adequate and exact information.

In the countries where the Marshall-Lerner condition holds, following the
actualization of devaluation, a slight increase in the level of trade deficit could be
observed at the beginning and when time goes on, trade surplus could be observed due
to the fact that devaluation makes exported goods cheaper for international buyers and
imported goods expensive for domestic consumers in the long run and which is called

J curve effect. (Petrovi¢, and Gligori¢, 2010)

Figure 1 J- Curve effect
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J curve occurs when the trade balance initially deteriorates for a while and got
improved following the adoption of devaluation as a monetary policy. On the other
hand, if a nation realizes revaluation of domestic currency, the inverted J curve would
be observed. As we can see from the above diagram, after the implementation of
devaluation as a policy, trade balance (net export) has aggravated but after a while it
starts to improve. This shows us that elasticity is low in the short run. (Le Khalk,
2006)

Though it is a known fact that theoretically devaluation can improve balance of trade
through making the domestically produced and exportable goods cheaper in the world
market and imported goods expensive in domestic market simultaneously, its

immediate result is aggravating the trade balance.

(Asmamaw, 2008) has also described that in the short run, devaluation might not result
a better trade balance due to the fact that the volume of imports would not shrink
immediately whereas the price of exportable goods gets cheaper as soon as
devaluation applied in the economy and which leads the nation’s trade balance to
deteriorate but as time goes on, both importers and exporters would adjust their import
demand export supply according to the new rate of exchange. As a result, the nation

would experience a better trade balance in the long run.

There are few reasons for short run trade deterioration that are: The existence of gap
in information. (Asmamaw, 2008), there might be unchanged quantity of imports and
exports in the short run even though the relative price of the commodities have
changed. Furthermore, the existence of contracts among international traders makes
quitting or changing the already signed contracts impossible just because of the
change in the relative price of the commodity caused by devaluation. Therefore, the
import and export quantities could remain constant in the short run irrespective of the

relative change in the price of the commodities. (Le Khalk ,2006)

The above mentioned reasons enforce trade balance to deteriorate initially and then it

will improve after the importers and exporters are adjusted both their contracts and
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supplies according to the relative price changes. In fact, no one knows for how long
the trade deterioration will proceed. (Le Khalk, 2006)

1.2.2. Absorption Approach

As we have seen before in the previous approach, the aim of devaluation is making the
nation’s trade balance better off through increasing exports and decreasing imports.
But the elasticity approach alone seems insufficient to assure the nation’s economic
wellbeing after the implementation of devaluation and how the nation will react
following devaluation should also be taken in to consideration. In other words, in
order to say whether devaluation has a positive or negative effect on the trade balance,
even if the condition of elasticity approach got satisfied, we need to consider whether
the condition of absorption approach is satisfied or not i.e. how the nation will react in
terms of production, supply and spending for the changes in exchange rate
devaluation. In fact, the absorption approach goes beyond the elasticity approach, and
tries to explain the impact of devaluation on trade balance by using important
macroeconomic variables. Similarly, (Kemal and Qadir 2005: 179) described that, if
elasticity of demand for both import and export is large enough and elasticity of
supply is small enough, then devaluation definitely improves the trade balance. In
other words, whenever devaluation applies in the economy, it would have an adverse
effect for the suppliers since it reduces the relative price of the commodity that they
produce therefore, if the price elasticity of supply is small enough and price elasticity
of demand is large enough, devaluation results improvement in the trade balance and
BOP as well.

It is a well known fact that balance of trade is the difference between the total
domestic output and the domestic absorption or in other words balance of trade is the
subtraction of domestic absorption from total domestic output. The difference could be
positive if the total domestic output exceeds the domestic absorption, which is the

domestic spending on imported goods, and which is called trade surplus. In contrary if

33



the difference is negative, we call it trade deficit and which occurs when domestic

spending exceeds from the total domestic output.

As (Lencho, 2013) described, the absorption approach starts with the assumption that
the value of total domestic output (Y) is equal to the level of total spending, where
total spending is consists of four macroeconomic variables that are consumption (C),
investment (I), government expenditure (G) and net export (X-M). This can be written
as:

Y=C+I1+G+(X-M) (7)

The absorption approach consist the three economic aggregates that are C, I and G.

‘A’ stands for the C + I + G for the sake of convenience and made ‘Z’ stands for net
export (X —M). Therefore, Total domestic output became the sum of absorption and
the level of net exports (X - M), and which is re written as follows by substituting ‘A’

and ‘Z’ in to the former formula.

Y=A+Z 8

So as to get the balance of trade (net export) we have to deduct “A” from “Y” the

formula for the trade balance can be written as follows:

N
1

Y-A )

If the national output (YY) greater than domestic absorption (A), in the above equation,
the economy’s trade balance will be positive and trade surplus will be the case. In the
Contrary, if the trade balance is negative, it indicates that the economy is spending
beyond its ability to produce and trade deficit will be experienced. (Lencho, 2013).

The absorption approach tells us that if devaluation is needed to achieve improvement

in trade balance, the nation’s total output production should get improved and at the
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mean time it should reduce its total absorption. In other words, the growth rate of

absorption must not be greater than the rate of growth of the total national output.

To sum up, the absorption approach goes beyond the elasticity approach by
considering the nation’s reaction in changing its output production level whenever
there is a realization of devaluation in an economy. It also considers the impact of
devaluation in changing the spending behavior of domestic economy (absorption) and
the effect of domestic spending on the trade balance. Additionally, the absorption
approach tells us that after the realization of devaluation, if the nation’s supply of
output increases and import decreases or if the rate of increase in output level is
relatively greater than the rate of increase in the level of domestic absorption, the trade
balance will be improved.

1.2.3. Monetary Approach

The monetary approach argues that balance of payment is not a real phenomenon
rather it is a monetary phenomenon therefore any disequilibrium in trade balance is
caused by disequilibrium in the money market. Similarly, (Johnson, 1976: 251)
described the main arguments of monetary approach as follows;

“... the balance of payments is a monetary phenomenon and requires analysis with the
tools of monetary theory and not barter or ‘real’ trade theory; second, that money is a
stock, whereas real theory traditionally deals with flows, so that an adequate balance-
of-payments theory must integrate stocks and flows; and third, that the money stock
can be changed in two alternative ways, through domestic credit creation or
destruction and through international reserve flows, the policy choice being important

for balance-of-payments analysis”.

Unlike the previous two approaches, by focusing on the capital accounts this approach
assumes that a change in international currency reserve is related with the

disequilibrium of the supply of and demand for money.
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As (Lencho, 2013) described, monetary approach took three different assumptions
under consideration and these are: There is a stable money demand function in the

economy, there is Vertical aggregate supply schedule and purchasing power parity.

As (Lencho, 2013) describes by quoting (Thirlwall, 2004) and (Johnson, 1977) that,
the monetary approach focus on both current and capital accounts of balance of
payment and it assumes that a change in international currency reserve is a function of
disequilibrium of the supply of and demand for money in other words its international
currency reserve is a function of fluctuation of demand for and supply of the currency.
Changes or fluctuations of the level of reserves will lead the equilibrium level of
supply and demand for money to be achieved. Based on the argument of the monetary
approach, if price increases following depreciation of domestic currency and currency
depreciation itself enables the nominal demand for money to increase relatively
greater than an increase in supply of money, i.e. hard currency, then depreciation can
be considered as a sufficient pre condition to change the current and capital accounts
through decreasing the real supply of money in relation to the real demand therefore,

payments disequilibrium is basically monetary phenomenon.

On the other hand, (Carboug, 2006), described the short comings of the above
mentioned two devaluation approach as follows; whenever there is the adoption of the
policy of devaluation in once economy, the price of both domestically produced and
imported goods would increase as a result, the nation’s demand for money would
increase since the needed amount of money for transaction purpose got increased
therefore, in order to fill the gap between the demanded and the supplied amount of
money, government might issue additional notes or let money to inflow in to the
economy from different international money sources. Following the inflow of money,
BOP would become positive and the nation’s international reserve would improve just
for a while. Since devaluation leads the consumers to demand and consume more, the
nation’s total spending (absorption) would increase and therefore, the surplus would
be negatively affected (reduced) or even eliminate as soon as the equilibrium level of

the nation’s money market is reached. Therefore, the effect of devaluation in a real
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economy is temporary and in the long run the only thing the nation would gain by

employing devaluation would be inflation and high cost of living

Criticism towards the monetary model

According to (Lencho, 2013), the shortcomings of the assumption of monetary

approach are as follows;

The model assumes fixed exchange rates system is employed and changes in the
excess supply/demand for money is affecting the level of reserves but in reality since
1972 the world has been using floating exchange rate systems and in this system the
balance of payment is expected to adjust itself accordingly, particularly if it is free
floating. Therefore, exchange rate is not determined by the balance of payment rather
it is determined by the demand and supply of money; so there is no need for reserves.
The second reason is that, the assumption of the monetary approach is unreal in the
case of changing the volatile condition of the world economy as it has seen

empirically in the past few years.

The model assumed as if there is a one to one relation between reserve and money
supply but in reality, there is no one- to- one relationship between money supply and
reserve movements and a unit Increase in reserve doesn’t necessarily followed by a

unit increase in the level of the money supply

The model assumes as deficits can only arise if there is disequilibrium in the money
market by simply taking the consideration of Walras’s Law which is a model of only
two assets, i.e. money and goods, it defines excess demand for goods (i.e. a balance of

payments deficit) as an excess supply of money.

To sum up, in this approach, exchange rate changes are not capable of bringing
changes in balance of payment and following the implementation of devaluation in

once economy, money market disequilibrium will be observed and this will creates
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some fluctuations in demand and supply of money till the money market adjusts itself
to the new equilibrium. Therefore, the monetary approach tells us that devaluation
operates strictly by causing disequilibrium in the money market and its effect on the
economy will not last forever. It will only proceed till the new equilibrium is going to

be achieved so it’s temporary. (Asmamaw, 2008)
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CHAPTER 2

EMPIRICAL LITERATURE REVIEW ON THE EFFECT OF
DEVALUATION ON THE OUTPUT AND THE TRADE BALANCE

In order to take a look at the effects of devaluation on the trade balance, a number of
research papers have been conducted and the researchers found quite different results
according to the nation’s economy under consideration. Here countries are classified
into two categories as developed and developing countries so as to see the impact of
devaluation on the economy of the developed and developing countries. The United
Nation’s statistical annex which classified countries in 2012 are used to classify
countries as developed and developing countries. countries that have high per capita
GNI ($12,275 and more) have treated as developed countries and many other countries
that have per capita GNI which is less than $12,275 are treated as developing countries
including upper middle income countries like Russia, and Turkey. Even though studies
are examined based on the country’s per capita income classification, further

classifications has made based on the empirical methods that the researchers used.

2.1. THE CASE OF DEVELOPED COUNTRIES

In terms of the methodology, studies can be classified as the studies used the OLS and
cointegration techniques. Among the studies which used cointegration technique,
(Bahmani-Oskooee and Niroomand, 1998: 135) evaluated whether devaluations has
any long-run effect on LDCs domestic output or not for 30 high and upper middle
income countries. They employed the unit root test technique in order to know if the
variables (GNP, Real effective exchange rate and Nominal effective exchange rate)
have the same I(1) and they found that there is unit root on the variables of 17

countries therefore, they checked the co integration between GNP and exchange rate
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by using the model below, where GNP stands for gross national product and R for

(both real and nominal) exchange rate.

GNP = 8;+ 5,R + U (10)
R=01+ 3, GNP +¢ (1)

They come up with the conclusion that there is no long run relationship between the
two variables for most of the countries under consideration. Even if they concluded
that, in the long run, in almost all targeted countries the Marshal Lerner condition has
satisfied and devaluation (depreciation) of the domestic currency improves the
nation’s trade balance, the production level of most countries hasn’t affected by the
change in the foreign exchange rate (weather it is real or nominal). Therefore,

devaluation has no long-run effect on LDCs domestic production (output).

In a similar manner (Kamin and Klau, 1997) described that, the targeted 27 developed
and developing (Latin American, Asian and other industrialized countries of the
world) have empirically shared similar kind of trends in the short and long run. Even if
the adoption of devaluation results contractionary effect in the short run, it has a
positive effect on trade balance and BOP account in the long run for almost all
countries under consideration. They used OLS method to estimate the value of the

parameters in the model. Their model is presented as follows;

Alog(Y) = C + B1*Alog (RER) + B2*log (RER)-1 + B3*Alog (Y)-1 + B4*YGAP-1
(12)

Where C: is constant (intercept), Y: real GDP, RER: real exchange rate, YGAP: log of
output gap (actual/potential); potential GDP calculated by HP filterA: difference
operator.

The researchers empirically proved that B4 is negative, B3 is positive, B2 is negative
and Bl is positive respectively therefore appreciation (revaluation) of domestic

currency enables the real GDP to increase in the short run. Since they got a correlation



between real exchange rate and output growth, devaluation has a positive effect on

output growth in the long run.

In contrary with (Bahmani-Oskooee, 1998), (Irandoust, Ekblad, and Parmler, 2005)
concluded by using the likelihood based panel co integration method that there is no
concrete evidence to say depreciation improves the Swedish trade balance. The model

they have used is described as follows;

Ln X;=P1+ PB2Ln WY + Ln B3 RER + U; (13)
Ln M{=a;+ oo Ln DY + a3 Ln RER + ¢; (14)

Where X stands for Swedish real Export and M for Real Imports of Sweden from its
bilateral trading nations under consideration. RER represents real bilateral exchange
rate between Sweden and its trading countries, WY and DY represents real income of
the Swedish trading countries and real Domestic income of Sweden respectively and
U and e are error terms. Additionally Ln stands for the natural logarithm of the data.

By employing the above model they found that, though the Swedish export is
positively related with the exchange rate for its 6 of 8 main bilateral trading countries
(Denmark, France, Germany, the Netherlands, Norway and the US), only for four
bilateral countries of Sweden (Finland, France, the Netherlands and the US) does
devaluation (depreciation) enables to decrease the volume of import of Sweden. The
bilateral trade with the rest two trading countries ((Finland and the UK) would
deteriorate following the implementation of depreciation of the Swedish currency. The
Marshal Learner condition has full filled only in two of the bilateral trading countries
of Sweden such as France and the Netherlands but it is not full filled for the rest of its
trading countries therefore, it is hard to conclude depreciation as a means of achieving

improvement in trade balance.

Among the studies that use OLS method, (Le Khak, 2006) has tested the panel data of
US and its five highest bilateral trading countries from Europe and empirically proved
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that, depreciation of Dollar has no contribution to decrease the trade deficit of USA
against its bilateral trading countries of Europe. The regression model that he has used

is described below;

TBi=P1+ 2R + U (15)

Where TB and R are stands for the trade balance and exchange rate of United States
with its five biggest European bilateral trading countries respectively (Germany,

France, Italy, Ireland and the Netherlands).

According to (Le Khalk, 2006) Dollar depreciation has a negligible effect on
America’s trade deficit but devaluating Dollar might bring more disadvantages for US
economy than its benefits because when US devaluates its currency, the value of
Dollar gets decrease and different countries and people who holds Dollar lose their
confidence on it and they prefer to use some other alternative currencies than $US and
this is going to affect the US economy more. Further devaluation of US dollar will
create further problems in world economy and Dollar as a currency would be less
attractive. Therefore devaluation is not the best tool to alleviate the problem of the US
trade deficit as long as it is responsible for other monetary inconveniences. (Le Khak,
2006:39-41)

In contrary, (Hooper, Johnson and Marquez, 2000) have used a very similar type of
model with (Irandoust, Ekblad, and Parmler, 2005) and come up with a different
conclusion in fact; the target groups that they have addressed are two quite different
nations. They have used the model below and suggested that, real depreciation of
dollar has to be taken as a measure so as to reduce the ongoing external trade deficit

from getting wider.

Ln X;=P1+ B2Ln WY + Ln B3 RER + U, (16)
Ln Mi=a;+ 02 Ln DY + a3 Ln RER + & a7
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Where X stands for Export and M for Imports from their bilateral trading nations
under consideration. RER represents relative bilateral exchange rate (Relative
export/import price), WY and DY represents real income of their trading countries
(foreign economic activity) and real Domestic income of the G7 countries respectively
and U and e are error terms. Additionally Ln stands for the natural logarithm of the
data.

On the other hand, (Berthou, 2008) conducted a research on 20 OECD countries and
their bilateral trade relation with 52 developed and developing countries shows that, a
10 % appreciation of domestic currency results a 6.8 % average reduction of export
levels. The model took RER (real effective exchange rate) as an independent and real
export of OECD and non- OECD countries as a dependent variable and come up with
the conclusion that real exchange rate appreciation has an adverse effect on OECD

nation’s trade balance.

2.2. THE CASE OF DEVELOPING COUNTRIES

(Petrovi¢ and Gligori¢, 2010), by employing the model below they concluded that real
depreciation of domestic currency improves the trade balance of Serbia in the long run
even though J curve effect has observed and trade balance deteriorates in the short run.

TB =04+ azLn GDPy + a3 Ln REER + & (18)

Where TB is the nation’s trade balance, and GDP and REER stands for the Serbian’s

gross domestic product and real effective exchange rate respectively.

Similarly, (Algieri, 2004) indicates that, even if petroleum is not incorporated in the
calculation; the Russia trade balance gets improvement whenever there is a real
depreciation of domestic currency. In order to empirically test the effect of exchange
rate devaluation on the Russians trade balance the researcher used the following

model;
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Log X;= B1+ B2 Log P; + BsLog Y; + B4 Log W; + U; (19)

Where X is export, P is the relative price (p/p*), Y is the aggregate income and W is
the OECD’s total industrial outputs.

The model that the researcher used has taken the price and income elasticity of trade
of Russia in to consideration and he got significant results of both of the parameters.
As relative price increased by 1 percent (when domestic currency depreciates), export
increased by 2.039%.

On the other hand, Wilson (2001) used the following models and checked the

relationship between exchange rate and trade balance both in the short and long run.

ABt=PBo + X3_, B1ABt — j. X7, B2 Aqt— i+ T3, P3AYt—j + T3, PAAY xt—

j+ et (20)
ABt =Bo + X3 PLABt —j+ X1 P2Aqt — i+ X3 B3AYt—j+ XI, P4AY +t—
j+ et (21)

Where B stands for real trade balance, A for first difference, q for real exchange rate,
Y for real domestic national income, Y* for real foreign national income, t-;, and t-; for
the lag variables (The researcher used different lags for different variables as

described in the model above), and e for the error terms.

As (Wilson, 2001) describes, the change in real exchange rate (devaluation or
depreciation) doesn’t have a significant impact on the real trade balance of Asian
countries such as Singapore, and Malaysia when their bilateral trade relation with
USA and Japan is concerned but the Korean trade balance shows some sort of J curve
effect following the real depreciation of the nation’s currency with respect to its

bilateral trade with USA and Japan.

44



According to (Kemal and Qadri, 2005), cointegration techniques are the better means
of checking the relation between exchange rate and import and export. The researchers
used the cointegration techniques so as to check if there is any positive or negative
relation between the foreign currency exchange market and import and export and the

models that the researchers have used are described as follows;

ARt = (81Rt-1 + Oomt-1+ 03 Xt.1) + B11A Rt-1+ BroAmt-1+ B13AXt (22)
Am; = a3 (61Rt-1 + domt-1+ O3 Xt.1) + Ba1A Rt-1+ BoAmt-1+ BasAxt, (23)
AXt = a (61Rt-1 + domt-1+ 33 Xt.1) + B21A Rt-1+ BppAmt-1+ BasAmt.; (24)

Where X is export, m is import, R is real effective exchange rate, A is stands for the
first difference of the variables (the derivative of different variables), (Rt-1, mt-;, xt.y)
are the lag variables for real exchange rate, import and export respectively), a; and &

are adjustment variables and B shows the coefficient of VAR (Vector auto regression)
AYt=puYt-1+ BA Yt-1+ et (25)

u is the long run cointegrating matrix and it contains equilibrium (error) correction

terms and 3 shows the coefficient of VAR.

By employing the above mentioned models the researchers got a positive relationship
between trade balance and exchange rate devaluation therefore, whenever there is
exchange rate devaluation (depreciation), the Pakistan’s trade balance could get an
improvement since the change in real exchange rate simultaneously affects the volume
of imports and exports in a negative and positive way respectively. In fact, imports are

relatively more sensitive for real exchange rate changes than exports.

In a similar manner, devaluation also has a positive effect on the Chinese economy
both in the short and long run and there is no such a thing called J Curve effect in
Chinese economy. Whenever there is devaluation of the Chinese currency, the import

demand of China get decrease while the import demand of the G7 China’s bilateral
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trading partners get improved therefore, devaluation come up with improvement of the
Chinese trade balance and BOP account as well. (Ahmad and Yang, 2004). The
researchers made an empirical analysis on the effect of exchange rate devaluation in
advancing the Chinese trade balance by using the model described below.

ABt=C +al Aqt + 03 A Yt + 04 AYt* + &t (26)

Where A defines the first difference, Bt defines the balance of payment, ¢ defines the
constant (autonomous) value, gt defines the exchange rate, Yt defines the domestic
national income, Yt* defines the foreign national income (the income of G7 countries)

and &t defines the error term.

The researchers checked the existence of unit root by using Augmented Dickey-Fuller
(ADF) test in order to check if the data have the problem of spurious regression
moreover, they also checked the co integration of the variables (both dependent and
independent variables) under consideration and proved that there is no significant co
integration between real exchange rate, trade balance and real national income both in
the short and long run. In fact, the adoption of devaluation has little positive impact in
improving the trade balance both in the short and long run and the researchers claimed

as they didn’t observe any J curve effect in the short run.

Unlike the previous one, J curve effect has observed in three countries of East Asia
according to (Onafowora, 2003). The countries are namely Indonesia Malaysia and
Thailand. These countries have experiences J curve effect in their bilateral trade with
USA and Japan therefore, in the long run, the trade balance of these three countries
with their bilateral trading countries (USA and Japan) get better following the
adoption of devaluation of the domestic currency even though they face trade
deterioration immediately.

The researchers used a similar kind of model as many of the researchers used and

which is described below;
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Ln (XIM)t = B1+ B2Ln Yt + BsLn Yt*+ B4LnRER + 5 Dg7+ U (27)

Where Ln is the natural logarithm, X/M is the value of export over import (terms of
trade), Y is the real domestic income, Yt* is the real foreign income, RER is the real
exchange rate, Dgy is the dummy time variable that takes the value of zero for the years

before 1997 and one otherwise, and u is the error term.

The researchers employed cointegration techniques and concluded that, there is a long
run relationship among real trade balance, real exchange rate, real domestic income,
and real foreign income. All of the above mentioned three countries (Indonesia
Malaysia, and Thailand) experienced the J curve effect in their trade balance when
they made trade with USA which means, whenever they depreciate their currency
against the American Dollar, their trade balance got deteriorated for a short while and
improve after some specific time period. The same is true for the trade balance of
Indonesia and Malaysia while they make a bilateral trade with Japan and depreciate
their domestic currency against Yen but Thailand has a bit different experience in its
trade with Japan so that, unlike Indonesia and Malaysia, devaluation of the Thailand

currency results “ S “ curve.

Additionally, (Bahmani-Oskooee, 1998) has checked the Marshal Learner condition
for 23 LDCs by using the model described below;

LogMt= a;+ ; Log (PM/PD)t + B,LogYt + e (28)
LogXt=c; + oy Log (PX/PXW)t + a, Log YWt + u (29)

Where M is import, X is export, PM/PD is the ratio of import and domestic prices, Y
is the domestic national income, YW is the world income, PX is export price, PXW is

the world export price, e and u are the error terms.
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(Bahmani-Oskooee, 1998) concludes that in almost all 23 LDCs (including Ethiopia),
devaluation has an expansionary effect in the short run nevertheless; there is no
significant positive relation (co integration) between devaluation and output
production in most of Least Developed countries (17) in the long run.

Similarly, Depreciation of Albania’s currency has also a positive impact on the
countries trade balance in the long run (Pllaha, 2013).
The researcher used quite similar type of model as many of the researchers and the

model has shown below;

logTBij,t = ap + a; logYi,t + a; logYj,t + a; logREER + ut (30)

Where TB stands for the ratio of the trade balance of Albania (import / export), Yi for
the income of Albania’s bilateral trading countries, Y] for the domestic income of the

nation, REER for real effective exchange rate and u for the error term.

As the researcher described, the trades which is taken place with most of Albania’s
major bilateral trading partners get improved following the realization of the
depreciation of domestic currency but J curve effect would be observed when Albania
makes the bilateral trade with Italy and Turkey. (Pllaha, 2013:15-16).

Unlike the previous studies, devaluation has a deteriorating effect on the Chilean’s
trade balance both in the short and medium run due to the inelastic nature of the
Chile’s import for semi processed inputs and intermediate raw materials, and the
reluctant response of manufacturing and agricultural sectors for exchange rate changes
in the short run. The Marshal Lerner condition doesn’t full filled in this economy in
the short and medium run so that, the contractionary effect of devaluation could last
two and half years later. (Solimano, 1985). Moreover, (Calvo, Reinhart, and Vegh,
1994) has also empirically proved in their study that, in Brazil, Chile, and Colombia,
the realization of undervalued (highly depreciated) real exchange rate is significantly

associated with inflation.
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According to (Aydin, Ciplak, and Yiicel, 2004), the explanatory variables of Export

and Imports are described as follows;

Log XQ=pB1+ B2 Log Y + BsLog ULC + B4 Log Px + Bs DT2011+ Bg D1+ B7 D2+ Bg

D3 + U; (31)
Log MQ=B1+ B2Log Y + BsLog RER + 3, DU2011 + Bs DT+ Bg D1+ 7 D2+ g D3 +
U (32)

Where Log XQ and Log MQ stands for the logarithmic value of Export and import
respectively, Log Y for Real domestic output, Log Px for Export prices, Log ULC for
the unit labor cost, Log RER for the logarithm value of real exchange rate and
DT2011 and DU2011 stands for the dummy time variable of each of the four quarters
of the export and import models respectively (which takes the value of zero for the

years before 2001 and it becomes 1 following the first quarter of the year 2001).

(Aydin ,Ciplak, and Yiicel, 2004) used unrestricted vector auto regression model and
concluded that, Import is determined by real exchange rate and national income while
export on the other hand is determined by unit labor cost, export prices and national
income therefore, depreciating (devaluating) the domestic currency will lead the
volume of imports of Turkey to shrink where export is almost unchanged (constant)
and it results an improvement in the level of the Turkey’s balance of trade and BOP as

well.

On the other hand, (Dincer and Kandil, 2009) used the model below and described the

effect of the appreciation of the Turkish Lira on the trade balance.

DX=B; + B2 DY + PsD MS + Bs D G + ps DMDf+ Bg E.1 UnexS+ B7 Unex appr+ Pg
Unex depre + U; (33)
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Where; D is the derivative value, X is export, Y is the domestic aggregate income
(GDP), MS is the domestic money supply, G is the government expenditure, MDf is
the import demand of foreign countries (Turkish bilateral trading countries) for
Turkey, UnexS is unexpected exchange rate shocks, E.; is a lag variable for real
exchange rate , Unex appr is the unexpected appreciation of the domestic currency,
Unex depre is the unanticipated depreciation of domestic currency, and U is the error

term.

According to the researchers, the appreciation (revaluation) of exchange rate could
have a negative effect on the Turkey’s trade balance irrespective of whether the type
of appreciation is anticipated or unanticipated type of variation in exchange rate but
the adverse effect of anticipated exchange rate revaluation (appreciation) would be
more than that of the unanticipated one. Though depreciation (devaluation) of Lira
associates with an increase in the level of the nation’s export to some extent, whenever
there is less variability of exchange rate, there would be more improvement in the
export volumes of different sectors of the Turkish economy and therefore, Trade

balance would be better-off .

(Halicioglu 2007) used ARDL (Autoregressive distributed lag) modeling approach in
his research analysis and employed the following model so as to take a look at the

relation between the Turkey’s trade balances with exchange rate variability.

Ln TB = B1+ B2 Ln Y + BsLn Y*+ B4LNRER + u (34)

Where TB is the trade balance which is expressed as a ratio of Turkey’s Imports over
its exports, Ln is the natural logarithmic values of the variables under consideration, Y
is the real income of Turkey, Y* is the real income of the bilateral trading countries of
Turkey, RER is the real effective exchange rate and u is the error term.

As the researcher described, real depreciation of Turkish Lira results an improvement

on the nation’s trade balance specifically, the Turkish bilateral trade which is taken
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place with UK and USA has holds the Marshal Lerner condition and got improvement
following the depreciation of the Turkish currency in the long run where there is no

any J Curve effect (an immediate trade deterioration) in the short run.

Similarly, (Kandil, Berument, and Dincer, 2007) have used a model which is quite
similar with their previous model (Dincer and Kandil, 2009) only with one additional
variable in their recent model. They have incorporated a variable which represent the
difference in the amount of the unexpected and expected exchange rates. The new

model that the researchers have used is described below;

DX= By + B2 DY + BsD MS + B4 D G + Bs DMDf+ g E.; UnexS+ B7 Unex appr+ Pa
Unex depre Bg (UnexS - E.; UnexS )+ Uy, (35)

where all the variables are defined in the same way as they were defined earlier and
(UnexS - E.; UnexS) defined as an exchange rate which remains after the deduction of
expected exchange rate amount ( real exchange rate multiplied with unexpected
exchange rate and the adjusting parameter) from the unexpected one (exchange rate
shock).

As the researchers described, unanticipated depreciation of Turkish Lira can improve
the Turkish export even if it has some adverse effects on the real consumption and
investment level of the nation. Whenever there is unanticipated depreciation of
domestic currency, the relative price of an output at domestic market, become
relatively cheaper and this discourages producers and investors from producing more
outputs. On the other hand, the anticipated appreciation of domestic currency (Lira)
shrinks the nation’s output level and end up with creating inflationary problems in the
country. Most importantly, a frequent fluctuation of exchange rate would hinder the

nation’s economic growth.

African countries are not exceptional in applying devaluation in their economy so as

reach at a better level of trade balance. In order to take a look at the effect of
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devaluation on the Nigerian national output and trade balance (Akpan and Atan, 2011)
used three different equations (output, exchange rate and inflation equations) as

described below;

LnYt=06;+ 8, Ln MSt + o3 Ln Rt + 84 Ln Rt.; + 65 Ln Inft+ 8¢ Ln Yty +u (36)
In Rt =C + By InYt + By In Inft + Bs In Rt-1+ g In MS + & 37)
Ln Inft = po + paln MSt + poln Yt + pglninft-1 + p4s Rt + (38)

Where In is the natural logarithm, Y is real output (real GDP) of Nigeria, MS is the
money supply, R is the nominal exchange rate, Inf is the inflation rate, yt-; and Rt.;are
the lag of real output and exchange rate respectively, and u is the error term

According to them, for Nigerian economy exchange rate and economic growth (Yt.;)
are positively related. The adoption of devaluation (depreciation) in an economy will
bring economic growth to some extent but since there is no such a strong positive
relationship between exchange rate (R) and nation’s output (Y), playing with the rate
of exchange of foreign currency seems not that promising for Nigeria’s economy
rather some other monetary policies could be effective tools of achieving economic
growth. (Akpan and Atan, 2011)

Likewise, (Sanya, 2013) has also empirically tested the effect of exchange rate

devaluation on the Nigerian economy (GDP) by using the model described below.

InGDP= f3; + B2lnEX + B3 InINF + B4 InFER + 5 InINTR + B¢ InMS + 7 In BOP + f3g
InPM + 3¢ GDP(-1) + U (39

where GDP defines Gross Domestic Product , EX defines Exchange Rate, INF
defines Inflation Rate, FER defines Foreign Exchange Reserve, INTR defines
Interest Rate MS defines Money Supply, BOP defines Balance of Payment, PM
defines Propensity to import and u defines the error term.



As the researcher empirically proved, the sustainable depreciation of the real exchange
rate of the Nigerian currency (Naira) brings more profitability of investments and
promotes economic growth. Nevertheless, the effectiveness of devaluation in Nigeria’s
economy is not free from a precondition, as long as devaluation needs as a tool of
achieving economic growth, saving should be relatively higher than investment and

expenditure has to be lesser than income since depreciation needs more saving.

In a Similar manner, (Klau, 1998) also tested the effectiveness of the policy of
devaluation in bringing a change in the level of actual output for CFA franc countries
of sub Saharan Africa by using two equations (the inflation and production equations)

and panel regression model. The equation described as follows;

Alog Yi=v + a; Alog RERt +0, log RERt-; + a3 A log Yt-1 + a4 (log Y - log S?)t-1+
u (40)

Where A is a symbol used to indicate changes in the value of the variables throughout
some specific time periods, log is the logarithm values of different variables, Y is the
nation’s actual real output, Y is the potential output; RER is real effective exchange
rate,Y - Y is the output gap, and (log Y - log Y)t-1 , RERt-; Yt-; are the lag of the
output gap, real effective exchange rate and actual output respectively.

Alog Py =—al0 + A log RERt-1 + aeh (log Y - log Y)t-1 + (1 - o) Alog P*t+ (1 - o) A
log Ei+ BA log Pt-1 + e (41)

Where

A log P;= oA log Pd + (1- a)A log Pf (the addition of (a)(change in the logarithm
value of domestic price) and (1- a) (change in the logarithm value of foreign price.
(Real Inflation)

—aA0 = constant (autonomous value)

log RERt-1= lag of real effective exchange rate,

(log Y - log Y)t-1 =lag of output gap
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A log P*t = change in the logarithm value of the foreign price at time t
A log E¢= change in the logarithm value of the nominal exchange rate
A log Pt-1 = lag of real inflation.

U and e = the error terms

By employing the above mentioned two equations, the researcher described that,
though there is a positive relationship between devaluation and the trade balance
(trade competitiveness), the empirical study shows that devaluation has also
inflationary effect in the economy and there is a trade-off between domestic inflation
and external competitiveness in CFA franc countries of sub Saharan Africa countries.
Which means when these countries want to increase their competitiveness in the world
market through implementing devaluation of their own currency, they face inflationary
problems in domestic economy and the vice versa. Likewise, under valuation
(depreciation) of the real exchange rate has also associated with inflation in Brazil,
Chile, and Colombia’s economy as (Reinhart, Calvo and Vegh, 1994) described on
their research.

2.3. THE CASE OF ETHIOPIA

(Lencho, 2013) used the model below in order to explain the interrelationship between
the dependent (TB) and independent variables (REERI, RGDP, MS, TOT, RWGDP,
RGE, DDRT and DPC). Where TB defines the Ethiopian trade balance, REERI
defines real effective exchange rate, RGDP defines the real Ethiopian gross domestic
product, MS defines the domestic Money supply, TOT defines the nation’s terms of
trade, RWGDP defines the real world GDP, RGE defines real government expenditure
of Ethiopia, DDRT is dummy for drought (shortage of rain fall) and DPC is also
dummy for policy changes.

(Ln(TB)= B. + B Ln(REERD+ Ps Ln(RGDP)+ Bs Ln(MS)+ Bs Ln(TOT)+ PBe
Ln(RWGDP) + B;Ln(RGE) + g (DDRT) + s (DPC) +Ui (42)
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As (Lencho, 2013) empirically shown, the adoption of devaluation of the domestic
currency will increase the nation’s trade deficit in the long run due to the price
inelastic nature of imports and agricultural based, very sensitive for external shocks
and highly price elastic nature of exports. Therefore, whenever the nation depreciates

its currency, the trade balance gets more deteriorate.

In contrary, (Mehare, and Edriss, 2012: 46) used ARDL (auto regressive distributed
lag model and described that devaluation has positive effect on the amount of export
but it doesn’t change the trade balance. The original and the ARDL models are

described as follows;
Ln Xt =p; + B2 Ln REER + B3 Ln GDP + 4 Ln TOT + Ps Ln EV + u (43)

Where X is the Ethiopian export supply of the oil seeds, REER is real effective
exchange rate, GDP is the national income, TOT is the terms of trade, EV is exchange

rate variability and u is an error term.

ALn Xt = Bo + ¥¥_, p1 ALn Xt —j . ¥, B2 ALn REERt — j+ Y, B3ALn GDPt — j +
S_, P4ALn TOTt — j+ X!, B5SALn EVt — j+ P Ln Xtis + B7 Ln REERts + g Ln
GDPt; + Bo Ln TOTty + B1o LN EVijq + U (44)

“Where: k,m,n, and s indicate optimum lag length of the variable under investigation.

AInXt-j: differenced and lagged logarithmic value of export of oilseeds measured in
USD; AInREERt-j: differenced and lagged logarithmic index of real effective
exchange rate of the country using base year 1995=100;

AInGDPt-j: differenced and lagged logarithmic value gross domestic product of the
country measured in USD

AINTOTt-j: differenced and lagged logarithmic value of terms of trade of the country
measured in percentage (calculated using equation 3 above);

AINnEVt-j:  differenced and lagged logarithmic value of exchange rate variability

(calculated using equation 4 above);
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AInXt-1, AInREERt-1, AInGDPt-1, AInGDPt-1, AInTOTt-1 and AInEVt-1 are
logarithmic first lag values of the same variables explained above; B0, B1, 2, B3 and
B4 are short run coefficients to be estimated, and , B B7 Ps, Po, and Pio are long run

coefficients to be estimated”.

By employing the above mentioned models, the researchers conclude that, exchange
rate variability and exports of agricultural outputs like oil seed production are
negatively related and even if the government let the domestic currency to depreciate
further, the contribution of oilseed crop to the economy wouldn’t be increase beyond
some specific level due to the existence of sub-standard quality of the product which
resulted from inappropriate handling and in-facilitated transportation system. As long
as there is no adequate transporting mechanism for exportable goods, it’s impossible
to sell agricultural outputs when they are fresh and this has a significant adverse effect
on the demand and price of the product. Generally, since Ethiopia’s economy is highly
dependent on agricultural products, the trade balance wouldn’t improve following the
currency depreciation where there is inadequate handling and transporting problems of
exportable goods. Similarly, (Asmamaw, 2008) shown that devaluation doesn’t have a
capacity to improve the nation’s trade balance. The researcher used the import and
export demand models that are mentioned below and empirically tested the
significance of devaluation in changing the import and export trends of Ethiopia.

LX= B+ BoL(PX/PXW) + BsL(PX/PXW) 1 + B,LYW6 + BsLP + BeD_ER + B7,D_D
+U (45)
LM= oy + apL(PM/PD) + 03LY + a4LP + 05D ER + agD D+ ¢ (46)

Where L is the Log, X and M are the quantity of Ethiopian exports and imports
respectively, PX and PM are the price of Ethiopian export and imports respectively,
PXW is the average world price of export (the average export price of Ethiopian
trading countries), PD is the domestic price level, PX/PXW is a relative price,
(PX/PXW) _1is the lag of the relative export price, YW is the world real income, Y is
the Ethiopian GDP, P is the premium in the official and parallel (black market’s)
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exchange rate, D_ER is the dummy variable for Eritrea, D_D is a dummy variable for

the devaluation period, and U and ¢ are error terms.

The researcher found that even if devaluation enables the Ethiopian export to get
improvement to some extent, Since Ethiopia is importing very crucial commodities
like manufacturing machineries, vehicles, petroleum and so on (in a random sequential
order), and exports agricultural outputs where both the import demand of Ethiopia and
that of other countries (Ethiopian bilateral trading countries) for Ethiopian
commodities are inelastic, the nation’s trade balance doesn’t change following the

implementation of devaluation.

Furthermore, by using vector auto-regression techniques (Ayen, 2014) stated that ,
devaluation is contractionary and leads the national’s output to decrease in the long
run due to the fact that, whenever devaluation implemented in the economy as a
monetary policy, the cost of imported factors of productions get more higher and
since Ethiopia primarily imports petroleum and other factors of productions
(machineries)  for production purposes, an increase in the cost of production
discourages producers from producing more outputs therefore, in the long run the
nation’s output level will decrease. The model that the researcher has used is

described below;

LRGDP = f; + B, L(REER)+ s L(MS)+ B4 L(GE) +u (47)

Where LRGDP defines the logarithm value of real gross domestic product (national
output), L(REER) defines the logarithm value of real effective exchange rate, L(MS)
defines the logarithm value of money supply and L(GE) defines the logarithm value of
government expenditure. The empirical result proved that the monetary policy is
successful enough and plays a positive and significant role in increasing the nation’s
output level but the fiscal policy is not. Government expenditure has the unexpected
negative sign and which tells us, whenever the government expenditure increases in

the economy, the nation’s output level decreases.
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As (Lencho, 2010) described in his empirical research analysis, Ethiopian export can
be highly determined by foreign direct investment, domestic GDP, real effective
exchange rate and dummy variable for policy changes and this can be statistically

described as follows;

LnExt = p1+ B2 LnFDI + B3 LnGDP + B4 LnREERI + 85 DD + ¢ (48)

According to (Lencho, 2010) the appreciation of Ethiopian currency (birr) results
deterioration of the nation’s export and there is a positive relation between GDP and
export therefore, whenever the domestic currency got appreciated, both export and
GDP would deteriorate in contrary when the domestic currency got depreciated, the
nation’s GDP would be better off.

Unlike the previous studies, (Genye, 2011) found a controversial relation between
Ethiopian currency devaluation and GDP per capita by employing the model below.

GDPpc = o + P1Edu + B2 PI + p3 PABIS5 + p4 OP + 5 PE + p6 ER +B7 DF + B8 W
+ &t (49)

Where Edu stands for education, ER for exchange rate, Pl for private investment,
DF for drought (shortage of rain fall) and famine, PAB15 for Demographic factor, W
for war in the country, OP for openness of the economy, PE for public Expenditure
and € for error term. By using above mentioned regression model which has no time
lag, the researcher found a negative but insignificant relationship between the
devaluation and GDP per capita however, the researcher added some exchange rate
lags in to the original model in order to take a look at the effect of devaluation on the

nation’s GDP for different time periods and the new model described as follows;

GDPpc= o + B1Edu + B2 PI + B3 PABI15 + p4OP+ B5PE + B6ER + p7 ERt-1 + B8 DF
+BOW+e (50)
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When the researcher incorporate a time lag on the model, she found a significant
negative effect of exchange rate devaluation on GDP per capita on the base year and a
significant positive relation between the two variables on the next year.

To sum up, based on the studies we have examined earlier, it is hard to conclude as the
developed countries get benefited from depreciating their currency in terms of another
currency at the mean while, we can’t say that all developing countries face
improvement in their trade balance whenever they devaluate their currency.
Irrespective of the development level of the nation under consideration, devaluation of
domestic currency may have a significant positive impact in improving the nation’s
trade balance or the vice versa. What matters a lot is the product that the nations are
producing for export purposes, the type of goods they are importing and countries that

they are making bilateral trade with.

In fact, many studies conducted on the developed countries shows that depreciation of
the domestic currency has a significant positive relation with their trade balance in the
long run even if there might be some sort of J curve effect in the short run, but the case
of USA is quite the opposite due to the fact that Dollar is an international medium of
exchange and as the value of dollar depreciates, people may lose their confidence on it
and would prefer to use some other alternative internationally accepted currencies
therefore, depreciation of dollar might be the cause of deterioration of the USA’s

economy rather than improving the trade balance.

Similarly, studies have also shown that LDCs would also be beneficiary from
depreciating the value of their own domestic currency in terms of another currency.
The only nation which faced deterioration of the trade balance after the
implementation of devaluation (depreciation) of its own currency is Chile but the rest
(Serbia, Russia, Pakistan, China, Turkey, Malaysia, Indonesia, Thailand, Albania,
Nigeria, and other countries have enjoyed the improvement of their trade balance. In

fact, there is an inflationary problem which happened simultaneously with the

59



improvement in the level of trade balance in many of sub Saharan African countries

and some of the Latin American countries such as (Brazil, Chile, and Colombia).

In contrary many researchers got a negative relation between devaluation and trade
balance in Ethiopian economy. As we all know since the nation’s export is highly
dependent on the agrarian economy and import on the sophisticated industrial outputs,
petroleum and so on, even if the nation adopt devaluation as a monetary policy, the
trade balance doesn’t get better. Furthermore, the nation’s trade balance may even
deteriorate whenever the domestic currency loses its purchasing power especially
when the domestic industry uses petroleum and semi processed imported goods as an

input.
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CHAPTER 3

COUNTRY OVERVIEW: EXCHANGE RATE REGIME, TRADE
BALANCE, MONETARY AND FISCAL POLICY

Ethiopia is a nation which is located in the eastern part of Africa (horn of Africa) at 8
00 N (northern), and 38 00 E (eastern) hemisphere. The nation consists of a total of
1,104,300 sg km where some part of the land escape (104,300 sq km) is covered by
water. The nation has 6 neighboring countries which shares border with. It shares
boundaries with Eritrea from the north, Somalia and Djibouti from the east, Sudan and

South Sudan from the west and Kenya from the south.

Land is the property of the government in which it is in charge of selling or renting for
both domestic tenants and foreign investors. The nation’s economic growth rate is the
highest in the region though the nation is still one of the poorest nations in the world.
Despite the poor economic performance, the nation has a huge potential of natural
resources (like gold, platinum, potash, copper, natural gas and so on), young and
cheap labor forces, conducive climatic condition for production, sufficient water

resources, fertile arable land and so forth. CIA The World Factbook.

The Ethiopian economy is highly dependent on agricultural production and the main
crop which the nation exports the most is coffee but as time goes, the government
becomes more interested in diversifying the outputs by emphasizing on
manufacturing, textile and energy generation sectors as a result, the economy becomes
more open for the foreign investors in contrary, the financial sector such as the
banking, insurance, and micro-credit institutions, and telecommunication are restricted

to domestic investors.
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3.1. FOREIGN EXCHANGE REGIME IN ETHIOPIA

After the Bretton Woods agreement the Ethiopian Dollar proclaimed to be changed to
the value of 0.355745 grams of fine gold and it could be changed for other currencies
according to its value in terms of gold. Based on the gold price of the currency of USA
and Ethiopia, 1 USD was exchanged for 2.48 Ethiopian Dollars for almost two
decades. The Ethiopian dollar got a small change in its value of exchange and
devaluated to the American dollar in 1964. Later on, after Bretton Woods system, the
nation’s currency regained its value more than before and 1USD was changed to 2.3
Ethiopian birr in 1971. Two years later, the Ethiopian birr got further revaluation and
exchanged for 2.07 per 1 USD due to the depreciation of the US dollar in terms of
another currencies. When Ethiopia started using a pegged type exchange rate system
during the Derg regime, which was the government of Ethiopia that came in to power
immediately after the down fall of the Feudalist system (Haile Selassie regime) and
lead the nation from 1974-1991, the late exchange rate (2.07 birr /1 USD) became the
peg exchange rate amount for almost two decades and last long in 1992 while the rest
of the world including USA were changing (moderating) the value of their currencies
in terms of another currency according to the world market and world economy. This
leads the Ethiopian Birr to be overvalued for two decades and let the nation lose the

competition over the world market for Ethiopia made exported goods. (Lencho, 2010).

When the Ethiopian People's Revolutionary Democratic Front (EPRDF) became the
government of Ethiopia, it was already realized that pegging the exchange rate has had
adverse effects on the economy and the domestic currency need to be devaluated. As a
result, the national bank of Ethiopia devaluated the currency very highly since 1992.
(Lencho, 2010). The researcher described the developments that taken place by the
national bank of Ethiopia in adopting the different ways of exchange rate regimes

following the year 1992, as follows;
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When the current government of Ethiopia came to power, it was already realized that
the nation’s currency had over valued for several years and significant devaluation
was needed to sort out the adverse effect of the overvalued currency on the economy.
As a result, the central bank made a massive devaluation over the domestic currency in
1992 and it started auction market for foreign financial exchange in May 1 1993.
Starting from August 1996, auction market starts to operate in a weekly basis due to
an increment of the domestic demand for foreign currencies, and by offering some
specific amount of foreign currency for the bidders to bid over it, the central bank used
to fulfill the people demand for hard currency. In the same year (1996), the
commercial banks got a permission to open their foreign exchange bureaus and this
brought the introduction of inter-bank foreign exchange market and worked alongside
the auction system since 1998. These days, the nation’s official exchange rate is

determined by inter-bank foreign exchange market in a daily basis. (Lencho, 2010: 8).

3.2. MONETARY AND FISCAL POLICY IN DIFFERENT REGIMES OF
ETHIOPIA

Despite the fact that, it’s very hard and almost impossible to get books or any other
studies on the macroeconomic policy of Ethiopia during different regimes, the
researcher tried to describe the macroeconomic policies which was (are) in use in
different political regimes of Ethiopia. The researcher classified the regimes in to
three categories (Haile Selassie, Derg and EPRDF regimes) and discussed how they
were (are) took the policy in use. The sources of the following part of the literature

are mostly news papers and magazines published at different point in time.

After the introduction of the monetary and fiscal policy in 1930’s, like any other
countries, different Ethiopian regimes have also used the policy so as to achieve

economic growth in the nation.
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Fiscal and Monetary Policy During Feudalism (Haile Selasie Regime):- During
this time, the economy was seems like open for the international companies and some
big manufacturing companies like Wonji Suger factory & Tendaho Cotton plantation
were under the control of the British & Dutch companies were operating in the
economy but the economy was a bit strict for the ordinary citizens of the nation and
they had no right even to own land. In fact, land was under the control of the feudal
government, land lords, and the Church and the rest of the population was mostly

either tenant, or nomad.

The people of Ethiopia were familiar with tax during and even before this regime
though the system was not that developed and there were no harmonized structure of
taxation. The government officials whom were responsible to collect tax were
collecting tax from both international capitalists and domestic tenants. In fact, the
officers who were responsible to collect tax from the tenants were simply imposing
taxes as their wish without considering any rule which harmonize the taxing system

across the nation.

The Haile Selassie regime wasn’t only collecting taxes but also spending some portion
of the government revenue on the construction of infrastructures. The establishment
of Ethiopian Air lines, National Bank of Ethiopia without the intervention of foreign
stockholder, and Addis Ababa University could be taken as a simple example to show

the government’s spending in public institutions and infrastructures.

Ethiopia has introduced its own currency notes after the establishment of the National
Bank of Ethiopia and the notes were issued with the value of 1, 5, 10, 50, 100, and 500
birr and the currency were circulating across the nation. Beside the circulation of
domestic currency, the national bank of Ethiopia was also fixing the exchange rate of
the domestic currency in terms of other currencies according to the Britton Woods

agreement.
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The establishment of the national Bank of Ethiopia became a starting point to set an
official rate of interest on deposits and loans which is paid in terms of paper money. In
fact, people had been using interest rates even before the introduction of banking
system in the economy but mostly the mode of interest payment were salt, wheat,
precious metals, land or any other thing which was used as a means of making

transaction in the bartering system.

Therefore, by looking at the structure of the economy, we can conclude that the
government (Haile Selassie regime) was implementing both of the macroeconomic

policies in the economy. U.S. Library of Congress,http://countrystudies.us/ethiopia/,

Fiscal and Monetary Policy During The Derg Regime (1974-1991):- The regime
was characterized by socialism and the nation was one of the socialist nations at the
time being. When the regime came to power, the lands previously owned by the land
lords, feudals, and the church became under the control of the socialist government.
The rulers of the socialist Derg regime decided to reward the land for the tenants and
tenants became the owner of the field they were farming for plenty of years, for the

first time by this regime.

There was a high government manipulation of the economy and even the nation was
following command economic system at the time being. As a result, most
manufacturing industries, service sectors, and mechanized farming were under the full
control of the government. The government had also power to decide over prices of
goods and services and if someone ignored the government price level and set his/ her
own price, he/ she would be punished for the crime he /she has committed. There was

no place for the free market demand and supply interaction to take place.

The nation’s banking system got high improvement and the central bank proceeded
playing the crucial role in issuing the note, controlling the money supply, determining
the exchange and interest rates, and controlling the overall financial market. The

Pegged type of exchange rate which was 2.07birr/LUSD and relatively high average
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interest rate which used to be 4.4, 3.6, and 6.6 during the year 1970, 1980, and 1990
respectively were taken as the government monetary policies for almost 2 decades.
(Geda, 2005)

The fixed exchange rate system and the high interest rate policy had their own adverse
effects on the economy. For instance, High foreign exchange reserve was needed to let
the system properly function in the pegged exchange rate regime and the realization of
high interest rate let the people to save their money in the bank and wait for the
interest rate rather than using it for the production purpose. At the mean time, since the
interest rate was so high, people were not interested to take loan and invest in the
nation therefore; government was highly engaged in the production of industrial
outputs, construction of public goods, and performing mechanized farming, more than

the private sectors.

During this regime tax was one means of the government revenue generating
mechanism and it was collected by the tax authorities. The collected money was used
for the construction of roads, hospitals, schools, and so on. The government were not
only spending the money on the construction of public goods but also on the
settlement of different kinds of factories like cement, sugar, Gun, textile industries and
so on. Big infrastructures like hydro electric power generation, water and phone
facilitations, and dam constructions were also taken place by the regime. To sum up,

the regime has used both of the policies more seriously at a time.

Fiscal and Monetary Policy during EPRDF regime (current government of
Ethiopia)

Today’s monetary policy of Ethiopia consists:
Managed floating exchange rate system is used in today’s Ethiopian economy in order

to set the value of domestic currency in terms of another currency and the nation’s

currency can fluctuate within the interval of some specific amount for some specific
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time period and the interval for the exchange rate would be changed accordingly when

it is necessary to take that measure.

Unlike the Derg regime, EPRDF is using quite small amount of interest rate in the
banking system so as to promote private investment. Selling and purchasing of
financial assets such as bonds, treasury bills and the like are also taking place. By

doing so, it is controlling the money supply which is circulating in the market.

The government is also intervening to the market through changing the money supply
which circulates on the economy, which might be realized through making more notes
and pumps it to the economy, or through issuing bonds, treasury bills and other

financial assets.

The fiscal policy of EPRDF consists of;

Privatization: - The government could be characterized by selling the industries, and
companies that were previously owned by the government to the privet sectors by
aiming the improvement of the efficiency of production in the nation. So, the policy of

privatization is something which is highly promoted by the current government.

Tax collection: - The tax collection mechanism got a high improvement following the
down fall of the Derg regime and the nation uses progressive type of taxation system
in the economy to tax people who get relatively more profit or more income higher
than that of the poor people.

Spending money on the construction of infrastructures;- different infrastructures
including the rail way construction, public apartments, highways, great Renaissance
dams and the like are in the process of construction over and over.

Generally the government is playing with these two economic policies so as to solve

the nation’s financial and economic problems. (Zerihun,Kibret and Wakiaga, 2014)
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3.3. THE STRUCTURE OF ETHIOPIAN IMPORT, EXPORT AND THE
TRADE BALANCE

Ethiopia is located in the horn of Africa and like many other African countries; its
economy was highly dependent on the production of agricultural outputs in the past.
Agricultural sector had been consisted for more than 50 % of the total output share of
the nation’s Gross Domestic product though its share decreased to 40% now days. Not
only the economy is highly dependent on the agriculture but also about 85% of the
total population is estimated to be dependent on the sector as a means of income
generation directly or indirectly. As a result, the nation was (is) using agriculture as a
back bone for both of the domestic economy and international trade (export).
(Asmamaw, 2008)

Ethiopia’s export is highly dependent on the agricultural sector in general and on the
production of coffee in particular. In addition to coffee the nation mainly exports hides
and skins, pulses, chat, oilseeds, fruit and vegetables, gold and so on and all of these
commodities together consists of 91% of the nation’s export since 1980’s to 1990’s.

(National bank of Ethiopia, 2010)

It’s obvious that if the nation’s export is highly dependent on the agricultural
commodities, the nation’s economy would be in trouble whenever there are some
natural or economic inconveniences like shortage of rainfall, shocks on the

international price of the products, or some other environmental changes.

The share of the industrial sector for export is not that significant. Less than 10% of
the total export items was came from the industrial sector for the years before 2000 but
this share has got improved to 11.7% and 11.3 % in 2000 and 2001 budget years
respectively. The share become continuously increasing to 12.8%, 13.9% and 13.9%,
in 2002, 2003, and 2004 respectively. (Lencho, 2010)
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The nation has its own demand to import some commodities like, raw materials, semi-
finished (processed) goods, fuel, beverage and tobaccos, chemicals (fertilizers and the
like) capital goods (machinery and transport equipments), consumer goods (including
food items) and the like. (National Bank of Ethiopia, 2010).

It is obviously known fact that, the products that Ethiopia is importing have inelastic
type of demand so, even if there is a change in the price of the products, there might
not be a significant change in the volume of import of the nation. Furthermore, since
the number of the population is increasing very rapidly (it was 57.042 million in 1995
and became 86.613986 million in 2013), the importation of these products is getting to
be taken place in bulk quantity.

As we have seen earlier, Ethiopia mainly exports agricultural outputs and imports
some sophisticated industrial commodities and the total value of the imported goods
always exceeds the price of exported ones therefore, most of the time the nation faces
trade deficit in its international trade.

Table 1: The Value of Exports, Imports and the Trade Balance (in millions of
Birr)

year export import trade balance
1972 318.203 467.129 -148.926
1973 452.111 412.586 39.525
1974 590.915 489.081 101.834
1975 452.853 668.797 -215.944
1976 525.618 678.094 -152.476
1977 636.83 749.557 -112.727
1978 650.894 673.284 -22.39
1979 710.189 1192.672 -482.483
1980 948.525 1370.632 -422.107
1981 851.509 1432.858 -581.349
1982 778.083 1384.234 -606.151
1983 809.625 1641.661 -832.036
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1984 929.625 1752.945 -823.32
1985 744.572 2065.005 -1320.433
1986 923.816 1770.433 -846.617
1987 795.284 2201.265 -1405.981
1988 773.642 2236.946 -1463.304
1989 902.753 2274.651 -1371.898
1990 736.806 2110.353 -1373.547
1991 616.384 1824.119 -1207.735
1992 318.356 2130.305 -1811.949
1993 948.983 1810.897 -861.914
1994 1419.468 3618.718 -2199.25
1995 2835.179 4739.967 -1904.788
1996 2607.288 6546.274 -3938.986
1997 3901.671 7708.246 -3806.575
1998 4141.582 8505.2 -4363.618
1999 3637.26 9338.459 -5701.199
2000 3957.802 11702.004 -7744.202
2001 3866.606 11438.661 -7572.055
2002 3864.32 12313.956 -8449.636
2003 4142.356 14485.289 -10342.933
2004 5176.644 16067.348 -10890.704
2005 7331.258 22295.69 -14964.432
2006 8685.376 39873.075 -31187.699
2007 10457.615 45126.438 -34668.823
2008 13643.332 63146.946 -49503.614
2009 15217.279 84977.193 -69759.914
2010 26115.306 108956.272 -82840.966
2011 44525.595 129693.362 -85167.767
2012 54494.767 191587.132 -137092.365
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Source; - National Bank of Ethiopia

As we can see from the above Table, the nation’s import is much greater than that of

its exports except for the years 1973 and 1974. The type of the products that the nation



is importing and exporting would be the reason for the continuous trade deficit. On the
other hand, unlike the previous years (1987, 1988, 1989, and 1990), the Ethiopian
trade deficit faced a slight decrease in its amount in 1991, when the nation split in to
two countries namely Ethiopia and Eritrea because of some political reasons. With the
Exception of the year (1988-1991), the Ethiopian trade deficit get a continuous
increase as time goes which indicates that, even if the total amount of export of the
nation continuously increases, the rate of change in the level of the nation’s import is

higher than that of the exports and import is taking place in the nation in bulk quantity.
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CHAPTER 4

EMPIRICAL MODEL

In order to prove whether the Marshall Lerner condition holds in Ethiopian economy
or not, price elasticity of imports and exports should be estimated. In order to say that
the Marshall Lerner Condition holds, the sum of price elasticity of imports and exports
in absolute terms have to be greater than 1 (|sx + &m | >1). Therefore, models in the
equations (51) and (52) are used to check the validity of Marshal Lerner Condition for
the Ethiopian economy. But before all, the nominal variables (import, export, domestic

and world incomes) need to be changed in to real terms.

Ln Xi= B]_ + Bz Ln WY + Bng’l RER + B4 DER + B5 DW + e (51)
Ln M{= a3+ a2 Ln DY + o3 Ln RER + a4 DER + a4 DW + &, (52)

Where X stands for real Export, M stands for Real Imports, RER represents Real
exchange rate, WY and DY represents real World and real Domestic income
respectively, DER and DW stands for Eritrea (a country which was part of Ethiopia
some 22 years ago) and war time dummy variables, and e; and e, are error terms.
Additionally Ln stands for the natural logarithm of the data. If the absolute value of
the sum of the parameters 3 and oz are greater than one, we can say that the Marshal

Lerner Condition holds in Ethiopian economy and the vice versa.

Some crucial variables like real domestic national income, real world income, real
effective exchange rate, real import and export of the country has taken in to
consideration and the domestic GDP is used for the nation’s domestic income and all
the necessary data to estimate equation (51) and (52) are collected from the concerned
national and international institutions like the World Bank, National Bank of Ethiopia,
and the like for the years from 1976-2013.
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The World Bank is the source of data for Ethiopian consumer price index, the CIA
“The World Factbook” and the World Bank data (World Development Indicators
(WDI), December 2014) are used as a source of data for the world GDP. The

domestic import, export and the nominal exchange rate data are collected from the
National Bank of Ethiopia whereas the data of the domestic GDP is from the Ministry

of Finance and Economic Development (MOFED).

The CPI of 15 member countries of EU in addition with China, Switzerland, Norway,
Canada, and Australia has used in the calculation of the percentage of Average CPI of

Ethiopian’s bilateral trading countries so as to calculate the real exchange rate.

It’s known fact that; one means of calculating the real effective exchange rate is
multiplying the nominal exchange rate by foreign price and divide the result by
domestic price. (Equation 53) For the sake of calculating the real effective exchange
rate of Ethiopia, domestic consumer price index and foreign consumer price index are
used for the domestic and foreign price variables respectively. Mathematically it is
described as follows:-

R = EP*/P (53)

Where R is real exchange rate, E is nominal exchange rate, P* is foreign price and P is
domestic price. In order to estimate equation (51) and (52) Augmented Dickey-Fuller
unit root test is needed to check if the variables in equation (51) and (52) are stationery

or not. There are three different models of ADF test and they are stated as follows;

Xi = Xea+ ai + ug (i), where there is neither constant or trend term
Xi =081+ X+ ai + u; (i), where there is only constant term
Xi=01+ 02t + X1+ ai + U (iii), where there are both constant and trend terms

The null hypothesis for each of the cases is similar.
Ho: has unit root or it is non stationery.

Hi: doesn’t have unit root or it is stationery.

73


http://knoema.com/sys/browse/WBWDIGDF2014Dec
http://knoema.com/sys/browse/WBWDIGDF2014Dec

After applying the ADF test, if the absolute value of the t statistics becomes greater
than the absolute value of the 1%, 5%, and 10% critical values, then we can reject the
null hypothesis.

The third model of The ADF test which consist both trend and constant parameters is
used to check if there is unit root and the result of each of the variables indicated that,
the variables are not stationary at level but after their first difference taken in to the

calculation they became stationary so that, it is possible to estimate the model.

Table 2: Augmented Dickey-Fuller test of LNX, LNWY, and LNREER
Null Hypothesis: LNX has a unit root
: LNWY has a unit root

: LNREER has a unit root

Exogenous: Constant, Linear trend

Lag Length: 0 (Automatic based on SIC, MAXLAG=9)

ADF result of In X
t-Statistic Prob.*
Augmented Dickey-Fuller Test 0.7982
statistic -0.831657
Test critical values: 1% level -3.621023
5% level -2.943427
10% level -2.610263
ADF result of In WY
t-Statistic Prob.*
Augmented Dickey-Fuller Test statistic -1.155471 0.6831
Test critical values: 1% level -3.621023
5% level -2.943427
10% level -2.610263

74



ADF result of In REER

t-Statistic Prob.*

Augmented Dickey-Fuller Test statistic -1.591482 0.7771
Test critical values: 1% level -4.226815
5% level -3.536601
10% level -3.20032

*MacKinnon (1996) one-sided p-values.

As we can see from Table 2 of the ADF results of Ln X, Ln WY and Ln REER, the
absolute value of each of the t statistics is smaller than the absolute values of each of
the critical value. Specifically in the case of Ln X, the t statistic is equals -0.831657
which is less than -2.943427, in addition, the p value of the variable is not significant
since its value is greater than 5% therefore, it is possible to reject the null hypothesis
which was claiming the variable was stationary at level. Similarly, in the case of Ln
WY, the t statistics is less than the 5% critical value (-1.155471 < -2.943427) and the
p value of the variable is not significant either. Likewise, the absolute value of the t
statistics of Ln REER is smaller than the absolute value of the critical values, -
1.591482 < -3.536601 and the p value of the variable is not also significant therefore,
we can’t reject the null hypothesis meaning that, the variables are non stationery at

level.

Since the variables (Ln real export, LnWY and Ln REER) have

unit root, it’s impossible to estimate the model directly and we need to fix the problem
by taking the first difference of the variables and check it again if it’s stationary. The
original data need to be changed in to its first difference and ADF test need to be

checked once again.

AXyj =81+ 82Xt-1 +ai + Y K_, 53AXt — j+ e (54)

75



Table 3: Augmented Dickey-Fuller test of D(LNX), D(LNWY) and D(LNREER)

Null Hypothesis: D(LNX) has a unit root
: D(LNWY) has a unit root

: D(LNREER) has a unit root

Exogenous: Constant, Linear trend

Lag Length: 0 (Automatic based on SIC, MAXLAG=9)

ADF test for D(In X)

t-Statistic Prob.*
Augmented Dickey-Fuller Test statistic -6.139223 | 0.0001
Test critical values: 1% level -4.234972
5% level -3.540328
10% level -3.202445
ADF test for D(InWY)
t-Statistic Prob.*
Augmented Dickey-Fuller Test statistic -4.623783 0.0037
Test critical values: 1% level -4.234972
5% level -3.540328
10% level -3.202445
ADF test for D(INREER)
t-Statistic Prob.*
Augmented Dickey-Fuller Test statistic -5.046213 0.0012
Test critical values: 1% level -4.234972
5% level -3.540328
10% level -3.202445

*MacKinnon (1996) one-sided p-values.
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As we can see from the above ADF test results of Table 3, the t statistics are greater
than that of the critical values and the p value of the variables are significant (which
are less than 5%) and this enables us to reject the null hypothesis. The ADF test has
applied for all DLNX, DLNWY and DLNREER and all the variables became

stationary after their first differences taken in to account. To start with the first model;

Ln X;= B+ B2Ln WY + BsLn REER + B4 DER + BsDW +e; (51)

We expect B, and B3 to be positive in other words a 1 % devaluation of the domestic
currency (a percentage increase in REER) and a 1 % increase in the level of the world
GDP (world income) are expected to have a positive impact on the volume of
Ethiopian export.

Table 4: Estimation Results of the Export Equation

Dependent Variable: D(LNX)
Method: Least Squares

Sample (adjusted): 2 38
Included observations: 37 after adjustments

Variable Coefficient | Std. Error t-Statistic Prob.
D(LN_REAL R) 0.631960 0.274203 2.304720 0.0276
D(LNWY) 3.457751 2.105279 1.642420 0.1100
DER 0.068393 0.161439 0.423646 0.6746
DW -0.226250 0.153337 -1.475504 0.1496
R-squared 0.229238 | Mean dependent var 0.038462
Adjusted R-squared 0.159169 S.D. dependent var 0.309568
S.E. of regression 0.283864 Akaike info criterion 0.421164
Sum squared resid 2.659103 Schwarz criterion 0.595318
Log likelihood -3.791541 Durbin-Watson stat 2.842259




The result of the OLS estimates shows us in the above Table 4 that f, = 3.457751, and
B3=10.631960

Where 3, and B3 are the slop (the elasticity of the dependent variable with respect to
the independent variables), which tells us that, when there is a 1 percent change in the
value of the independent variables (real WY and REER), the dependent variable (X) is
going to be affected by 3.457751 and 0.631960 respectively.

As we can see from the first regression model, the signs of the parameters (B, and [33)
are positive as they were expected previously therefore whenever there is devaluation
in Ethiopian economy (increase in the value of REER), the nations export will
increase to some extent. Likewise, keeping other variables constant, as the World
income increases, Ethiopia’s export will also increase by some specific amount. The
model has auto correlation problem though, and the Durbin-Watson d stat statistics is
equals 2.842259, which is greater than 2 therefore, the model has to be re estimated in
order to solve the auto correlation problem.

In the export equation, the first difference of the variables has taken to run the
regression then it is observed that there is auto correlation. Therefore, it is important to
re estimate the model by incorporating AR (1) in the equation in order to solve the

problem of auto correlation.
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Table 5: Estimation Results of the Export Equation with AR (1)

Dependent Variable: D(LNX)

79

Method: Least Squares

Sample (adjusted): 3 38
Included observations: 36 after adjustments

Convergence achieved after 7 iterations

Variable Coefficient Std. Error t-Statistic Prob.
D(LN_REAL_R) 0.894689 0.204959 4.365208 0.0001
D(LNWY) 4.249389 1.308921 3.246481 0.0028
DER 0.194379 0.105672 1.839456 0.0754
DW -0.381741 0.103345 | -3.693873 0.0008
AR(1) -0.552839 0.152112 -3.634427 0.0010
R squared 0.434783 | Mean dependent var 0.037954
Adjusted R-
squared 0.361851 S.D. dependent var 0.313944
S.E. of regression 0.250792 Akaike info criterion 0.199857
Sum squared
resid 1.949788 Schwarz criterion 0.419790
Log likelihood 1.402581 Durbin-Watson stat 2.043678
Inverted AR Roots -55

As we can see from the Table 5 as AR (1) incorporated in to the model, the auto
correlation problem become solved since the result of the Durban- Watson statistics
approximately equals two. The t and p values of the variables become more significant
after the incorporation of AR (1) in to the model which indicates the strength of the
independent variables to explain the dependent variable. The R? result has also got an
improvement after the introduction of AR (1) in to the model and the coefficient of the
explanatory variables are also become more significant (0.894689 and 4.249389 for

real exchange rate and world income respectively).




The first model is necessary but not sufficient to check if the Marshall Lerner
condition holds therefore we need to test the second model as well.
Ln My= a3+ 0, Ln DY + a3 Ln REER + a4 DER + 05 DW + e, (52)

Where M stands for real Ethiopian import, DY stands for real domestic income, REER
stands for real effective exchange rate, DER and DW stands for the dummy variables
for Eritrea (which was part of Ethiopia 23 years ago) and war time cases respectively,
Ln stands for the natural logarithm and e stands for the error term.

The null hypothesis for each of the cases is similar.

HO: M has unit root or it is non stationery.

H1: M doesn’t have unit root or it is stationery.

Table 6: Augmented Dickey-Fuller test of LNM and LNDY

Null Hypothesis: LNM has a unit root
: LNDY has a unit root
Exogenous: Constant, Linear trend
Lag Length: 0 (Automatic based on SIC, MAXLAG=9)

ADF result of In M

t-Statistic Prob.*
Augmented Dickey-Fuller Test statistic -1.542714 0.7960
Test critical values: 1% level -4.226815
5% level -3.536601
10% level -3.20032
ADF result of In DY
t-Statistic Prob.*
Augmented Dickey-Fuller Test statistic -3.172085 0.1156
Test critical values: 1% level -4.226815
5% level -3.536601
10% level -3.20032
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In the above Table above, (Table 6) we have seen that there are smaller t statistics
compared to the critical values and the p value of the variables are not significant
(which is greater than 5%) therefore, we can’t reject the null hypothesis. Meaning that,
M and DY (Ethiopian GDP) are not stationary at level. Therefore, the first difference

of each of the variables need to be taken in to consideration and ADF test have to be

done once again before estimating the model.

AMyj =81 + 82Mt-1 + ai + Y ¥_, §3AMt — j+ &

(55)

Table 7: Augmented Dickey-Fuller test of D(LNM) and D(LNDY)

Null Hypothesis: D(LNM) has a unit root
: D(LNDY) has a unit root

Exogenous: Constant, Linear trend

Lag Length: O (Automatic based on SIC, MAXLAG=9)

t-Statistic Prob.*
Augmented Dickey-Fuller Test statistic -5.617088 0.0003
Test critical values: 1% level -4.234972
5% level -3.540328
10% level -3.202445
ADF test for D(In DY)
t-Statistic Prob.*
Augmented Dickey-Fuller Test statistic -6.012401 0.0001
Test critical values: 1% level -4.273277
5% level -3.557759
10% level -3.212361

As we can see from Table 7, by taking the first difference of each of the variables such

as real import and real domestic GDP, the problem of unit root got fixed and the data



became stationary. As it is shown in the above table of the first difference of real
import and domestic income, the t statistics is more significant than the critical values
and the p values of each of the variables is significant (which is less than 5%)
therefore, we can reject the null hypothesis and accept the alternative hypothesis.
Meaning, the data is stationary after their first difference taken in to account. As a

result, it is possible to estimate the model and run the regression.

Since the first difference of the variables became stationary, it is possible to estimate

the import model.

Lh Mi{=o;+ o, Ln DY + 03 Ln RER + 04 DER + 05 DW + e, (52)

We expect the slop of the domestic national income (DY) to be positive (a, > 0) and
the slop of real effective exchange rate (REER) to be negative (a3 < 0). In other words,
a percentage improvement of the real domestic income is expected to increase the
nation’s real import by some specific percent. On the other hand, a percentage
improvement of real effective exchange rate (devaluation) is expected to decrease the

nation’s import by some percentage.

82



Table 8: Estimation Results of the import Equation

Dependent Variable: D(LNM)

Method: Least Squares

Sample (adjusted): 3 38

Included observations: 36 after adjustments

Convergence achieved after 7 iterations

White Heteroskedasticity-Consistent Standard Errors & Covariance

Variable Coefficient [ Std. Error t-Statistic Prob.
D(LN_REAL R) 0.361068 0.239395 1.508251 0.1416
D(LNETHGDP) 0.207817 0.115058 1.806188 0.0806

DER 0.047581 0.107106 0.444241 0.66

DW -0.024248 0.094023 -0.257899 0.7982
AR(1) -0.020232 0.235521 -0.085903 0.9321
R squared 0.065166 | Mean dependent var 0.077272
Adjusted R-squared -0.055458 S.D. dependent var 0.20142
S.E. of regression 0.206929 Akaike info criterion -0.184631
Sum squared resid 1.327414 Schwarz criterion 0.035302
Log likelihood 8.323362 Durbin-Watson stat 1.94931
Inverted AR Roots -.02
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As we can see from the above regression (Table 8), the model has insignificant t and p
values for the real exchange rate which indicates that Ethiopian import is not the
function of real exchange rate and domestic income though the change in domestic
national income (GDP) changes the amount of import to some extent. Surprisingly, the
relation between the explanatory variables and the explained one seems to be positive
and parameters (o, and og) have the value 0f-0.207817 and 0.361068 respectively.
Though it was expected that change in the real import with respect to REER to be
negative, what has observed is, devaluation actually doesn't lead the Ethiopian import
demand to decrease and the sign of the parameter of import is not negative either.
Unlike our expectation, a 1 % devaluation of the Ethiopian currency seems to lead the
nation's import to increase by 0.361068 %. However, the coefficient of the real
exchange rate variable is not statistically significant which means that exchange rate is
not one of the determinants of import for Ethiopian economy. But we need to beer in
mind that Ethiopia is a country which imports processed and semi processed outputs
from abroad and whether devaluation adopted as a policy or not, the nation will keep
importing very essential outputs as usual in fact, the nation's importing cost would be
relatively high that's why devaluation and import seems positively related but the fact
of the matter is the other way around meaning, devaluation and cost of import is
directly related as devaluation applied in the economy, cost of importation of goods

would also increase.

As (Bahmani-Oskooee and Mitezal, 2003), stated, the effect of devaluation is not
always expansionary and it might be contractionary sometimes if we consider its
impact from the supply side. As devaluation adopted in the LDCs economy, the total
cost of import would be very high (increase) and this discourages the producers from
producing commodities since they are mostly using highly sophisticated and processed
(semi processed) commodities as an input for their production. Even though, we did
not empirically test whether it might be also the case for Ethiopia taking the import
dependency of the country into account, as devaluation applied in the economy, cost
of importation increases and the nation’s production of industrial output level get

negatively affected (become stagnant) and which leads the nation to be more and more
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dependent on the production of the outside world. In some cases, instead of importing
semi processed inputs (like car spare parts) , sophisticated production materials
(machineries) and make further production and offer the final product to the domestic
market, the nation’s business men becomes the importer of fully processed
commodities (automobiles and the like) for very rich minority groups. As a result, as

devaluation adopted in the economy, the nation’s cost of import increases.

The parameters tells us that whenever there is a percentage change in the value of the
explanatory variables (Domestic income, and REER), the nation’s import would be
affected by 0.207817 and 0.361068 amount respectively in other words, 0.207817 and
0.361068 are the change in the value of Ethiopian import with respect to domestic
national income and real effective exchange rate respectively.

By employing the above mentioned two models we got the sum of the absolute value
of price elasticity of demand for Ethiopian imports and exports which equals 0.361068
and 0.894689 respectively and the absolute value of the sum of the two parameters
|as+ Bs| is greater than 1. However, since the coefficient of import is not statistically
significant, it is impossible to conclude as the Marshal Lerner Condition holds in

Ethiopian economy

Since all of the variables are integrated of order one, cointegrating relation among the
variables of export and import equations were also analyzed in order to investigate the
long run relationship among the variables. We decided the appropriate lag firstly
(Table 9) and then applied the Johansen Tests for Cointegration (Table 10)
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Table 9: Lag selection criteria

Varsoc real X real WY REERrfpdp, maxlag(3)

Selection-order criteria

Sample: 1979 - 2013

Number of obs =35
lag | LL LR df p FPE AIC HQIC SBIC
0] -940.884 5.30E+19 53.9362 53.9823 54.0696
1| -782.634 316.5 01| 1.10E+16 45.4076 | 45.5917* | 45.9409*
-777.506 | 10.254 0.33 | 1.30E+16 45,6289 45,9511 46.5621
-761.114 | 32.785 0| 9.1e+15* | 45.2065* 45.6667 46.5397
*

Endogenous: real X real WY REERrfpdp

Exogenous: _ cons

As we can see from Table 9, we have three stars at the 3 lag variable indicating that

the LR, FPE, and AIC lag selection criteria suggest us to use the 3" lag while HQIC

and SBIC criteria are suggest the 1* lag. Therefore, lag 3 has been chosen by three lag

selection criteria for the model so it is appropriate to choose 3 lag over the 1 lag.
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Table 10: Johansen Tests for Cointegration between Ln X Ln WY, Lh REER

Vecrank real X real WY REERrfpdp, trend (constant) max

Trend: constant

Number of obs = 36

Sample: 1978-2013 Lags =2
5%
maximum trace critical
rank parms LL Eigen value | statistic value
0 12 -806.5416 | - 16.4653* 29.68
1 17 -801.6881 0.23635 6.7583 15.41
2 20 -798.3808 0.16784 0.1438 3.76
3 21 -798.3089 0.00399
5%
maximum max critical
rank parms LL Eigen value | statistic value
0 12 -806.5416 | - 9.7071 20.97
1 17 -801.6881 0.23635 6.6145 14.07
2 20 -798.3808 0.16784 0.1438 3.76
3 21 -798.3089 0.00399

The table above shows us the Johansen tests for co integration between the three

variables. The null hypothesis of there is no co integration is tested against the

alternative that there is cointegration. The guideline for the above test is, when the

trace statistic value is greater than the 5% critical value, we reject the null hypothesis

and as we can see, 16.4653is less than 29.68 and we cannot reject the 0 null

hypotheses. Therefore, test results show that there is no long run cointegration

between export, real exchange rate and the world income.
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Similar analysis has also done for the variables of the import equation. We decided the
appropriate lag firstly (Table 11) and then applied the Johansen Tests for
Cointegration (Table 12).

Table 11: Lag Selection Criteria

Varsoc real M real DY REERrfpdp, maxlag(4)

Selection-order criteria

Sample: 1980 — 2013

Number of obs =34
lag | LL LR Df |p FPE AlIC HQIC SBIC
0| -874.34 5.20E+18 51.6081 51.6541 51.7428
1] -782.79 183.1 9 0| 4.10E+16 46.7524 | 46.9361* | 47.2911*
2| -776.78 | 12.019 9 0.212 | 4.90E+16 | 46.9283 47.2498 47.871
3| -763.92 | 25.726* 9 0.002 | 4.1e+16* | 46.701* 47.1603 48.0478
4 -757.01| 13.822 9 0.129 | 4.90E+16 | 46.8239 47.421 48.5748

Endogenous: real M real DY REERrfpdp

Exogenous: _ cons

As we can see from the Table above, we have three stars at the 3" lag variable

indicating that the LR, EFP, and AIC lag selection criteria suggest us to use the 3" lag

while only HQIC and SBIC criteria suggests the 1% lag. Therefore, lag 3 has been

chosen by three lag selection criteria for the model so it is appropriate to choose 3 lag

over the 1 lag because majority have to be granted.
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Table 12: Johansen Tests for Cointegration between Ln M Ln DY and Ln REER
Vecrank real M real DY REERrfpdp, trend (constant) max

Trend: constant Number of obs = 36

Sample: 1978-2013 Lags =2
5%
maximum trace critical
rank parms LL Eigen value statistic value
0 12 | -838.3332 | - 26.4623* 29.68
1 17| -830.495 0.35303 10.7859 15.41
2 20| -825.578 0.23903 0.952 3.76
21| -825.102 0.0261
5%
maximum max critical
rank Parms LL Eigen value statistic value
0 12 | -838.3332 | - 15.6764 20.97
1 17 | -830.495 0.35303 9.8339 14.07
2 20| -825.578 0.23903 0.952 3.76
3 21| -825.102 0.0261

The guideline for the above test is when the trace statistic value is greater than the 5%

critical value, we reject the null hypothesis and as we can see, 26.4623 is less than

29.68 and we cannot reject the null hypothesis.

As a conclusion we can say that, there is no long run cointegration between the export

and real exchange rate as well as the import and the reel exchange rate in the

Ethiopian economy.




CHAPTER 5

CONCLUSION

In order to check the validity of Marshall-Lerner condition for Ethiopia, multiple
linear regression models are estimated by using the OLS (ordinary least square)
method.  Specifically, in order to see the relationship between the nation’s import
demand and devaluation as well as its export demand and devaluation, import and
export demand equations are estimated. The results of the estimations show us that as
devaluation applies in the economy, the nations export will be positively affected so
that export will increase to some extent but unlike the theoretical expectations, instead
of decreasing the nation’s import demand, devaluation has a positive impact on
Ethiopian imports. Additionally, since the coefficient of the real exchange rate
variable is not statistically significant it can be said that exchange rate is not one of the
determinant factors of import demand for Ethiopian economy. Since the nation’s
production is highly dependent on imported goods (we need to bear in mind that even
essential inputs for agricultural products like fertilizers, pesticides, sophisticated
outputs, machineries petroleum and so on are goods that the nation imports from
outside world) the adoption of the policy of devaluation makes the cost of production
to rise and this might lead the domestic production to decrease or not to grow up as it
was expected. Therefore, in order to fill the gap between the domestic demand and
domestic supply of the economy, import is the only choice that the nation has even if it

is very expensive and hard to afford.

The Johansen cointegration test empirically indicates as there is no long run
cointegration between the variables of both the export and import equation such as
(export, world income, and real exchange rate) and (import, domestic income and real
exchange rate) respectively. Therefore, changing the nation’s exchange rate in terms
of another hard currency will not affect both the nation’s imports and exports in the
long run as a result, trade balance will not be affected in the long run whether

devaluation applied in the economy or not.
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Although the sum of the change in the value of Ethiopian import with respect to
devaluation and the change in the value of Ethiopian export with respect to
devaluation became greater than one |ex + gv >1|, it is not possible to conclude that the
Marshal Lerner condition does hold because, the empirical findings shows that the

coefficient of import is not statistically significant.

This study shows that the demand side policies like devaluation are not effective in
making the nation’s trade balance better off therefore, rather than focusing only on
demand side policies, supply side policies need to be considered and implemented in
the economy so as to produce more outputs and achieve economic growth. Since there
is a huge gap between the demand and supply of many commodities in the economy,
the only means of solving the problem in the long run should be producing them
domestically though in the short run it is a must to import those commodities from
abroad. To solve the supply problem from its root, micro financial institutions can play
a significant role in lending money for different group of people who would like to
work together on implantation of desirable crops like sugar cane, sweet potato, (which
can be used as an input for the production of sugar), oil seeds (which uses to produce
different kind of food oils), modern mechanized farming on crops like wheat, maize,
sorghum and the like.

Though the nation is 2" in Africa and 10" in the world in the number of its cattle
animals such as caw, ox, got, sheep, and so on, it is not known for its milk, cheese, and
milk related products and so many things can be done on the sector. The nation is also
rich in tropical fruits like Mango, Papaya, Avocado, Banana, and so on but
surprisingly, it imports mango juice (Rani) from the Middle East countries but if the
government give some kind of incentives for the domestic producers, it would be
possible to establish juice making companies in the country and the sector would play
a significant role in creating job opportunities, keeping the hard currencies from being

outflow and increasing the nation’s national income.
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Even though it is important to motivate the production of agricultural outputs, primary
products by themselves are not enough to solve the economic problem of millions of
people who live under poverty line therefore, economic policies which promotes
reinvestment and further employment creation need to be designed and applied in the
economy. To make it clear, if the government announces some percentage of tax
reduction for people (entrepreneurs) who reinvest their profit on the same or different
sectors, the entrepreneurs would be motivated to reinvest their money and produce
more outputs than before this would also enables to create more job opportunities for
previously unemployed people. Let’s say that this new policy has adopted in 2015,
new companies which has established following the policy proclamation would be
beneficiary from getting the tax reduction for their new company keeping the tax rate
of their previous companies constant. This would definitely motivate entrepreneurs,
corporations, sole proprietors, share companies and the like to reinvest their profit on

the same or different sectors rather than spending it in some other unproductive ways.

Since the nation has already the large number of population and the number increases
rapidly, the number of people who are looking for a job increases in large quantity and
this problem has to be tackled by the creation of massive job opportunities, unless and
otherwise it would be a serious problem both in the nation’s economy and even other
country's economy since someone who couldn’t find a job in his /her country wouldn’t
sit there for nothing rather, would travel around the neighboring and other countries so
as to get a job. Therefore, supply side policy measures like giving incentives for the
producers and manufacturers need to be taken in to account so as to alleviate the
nation’s unemployment and economic problems and let the producers to reinvest in

the economy.

Finally, the government should invest in human capital and have to follow a policy
which promotes technology transformation in order to increase the nation’s
productivity of low tech industries so as to enable the country to be self sufficient at
least in these industries. The government should also motivates the educated people to

establish profession based institutions so that academicians and experts would either
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individually, or collectively make research works, vital projects on different sectors
and innovate something new that enables the nation to go forward in a sustainable

manner.
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http://search.tb.ask.com/search/redirect.jhtml?action=pick&ct=GD&qs=&searchfor=What+Are+the+Benefits+of+a+Floating+Exchange+Rate&cb=Y6&p2=%5EY6%5Exdm007%5EYYA%5Etr&n=780bab11&qid=f9e445a0c9a44e33ae1eb2c11eb344af&ptb=F894BF5F-BA4B-4D97-9E03-CA408E42C7CD&si=CMK17LPK_rwCFWT4wgod3jwALQ&pg=GGmain&ots=1403206067022&pn=1&ss=sub&st=kwd&tpr=jre10&redirect=mPWsrdz9heamc8iHEhldEV%2FrxRj8dPa4Qj9iXj%2FJKzyuNAo48YYxVa9FDksPmu0uBFaPGzFy797LOk%2FwOGPcI%2FlTdqg5UoFfJ%2BjlwnlLGHgQnHmL2Mv98QeuUhJ2m0eH&ord=0&
http://www.bized.co.uk/virtual/bank/economics/markets/foreign/further2.htm
http://dictionary.reference.com/browse/devaluation
http://search.tb.ask.com/search/redirect.jhtml?action=pick&ct=GD&qs=&searchfor=Marshall+Lerner+condition+definition+&cb=Y6&pg=GGmain&p2=%5EY6%5Exdm007%5EYYA%5Etr&n=780bab11&qid=744c79f2cd74477d84383a4d18dcc410&pn=1&ss=sub&st=kwd&ptb=F894BF5F-BA4B-4D97-9E03-CA408E42C7CD&tpr=sbt&si=CMK17LPK_rwCFWT4wgod3jwALQ&redirect=mPWsrdz9heamc8iHEhldEUSUVsbTQm07Cz3XQEFO8zf6LQEBJ79XhWWeZB7dHT1%2FI8BfJmvOEYjgx%2Boq2a7p7HUoUcTia5lw8Fej1CAsWvWA%2ByyikJEtFZvygizhhPjz4u4cczinBUBa5FmIM57VOi%2FUtvQUWWQl1Wbc0Dy%2FvnQ2YSqPop3hDaMiuzaVQPUX&ord=6&
http://glendon.yorku.ca/sites/xavierhome.nsf/00a275e5bafb6d458525647900760437/4f350d7b79a4a
http://glendon.yorku.ca/sites/xavierhome.nsf/00a275e5bafb6d458525647900760437/4f350d7b79a4a
http://search.tb.ask.com/search/redirect.jhtml?action=pick&ct=GD&qs=&searchfor=Causality+between+devaluation+and+trade+balance%3A+evidence+from+Portugal+and+Spain.&cb=Y6&pg=GGmain&p2=%5EY6%5Exdm007%5EYYA%5Etr&qid=0c808a04343c424ea207ff77e120284d&n=780bab11&ss=sub&pn=1&st=kwd&ptb=F894BF5F-BA4B-4D97-9E03-CA408E42C7CD&tpr=&si=CMK17LPK_rwCFWT4wgod3jwALQ&redirect=mPWsrdz9heamc8iHEhldER2u3ge19qquZel0PvC67S%2FQdDMhGZP%2FXayjgYbkU5VipSvppoV1Sqnfc%2FDRXexN1ks4Sh4gjpN%2F53TJ3Crw1OeY1dNNFQTvqP2FamUgMhEt%2FyDz4sxv3wZgFDjuqFRkww%3D%3D&ord=0&
http://www.freepatentsonline.com/article/Indian-Journal-Economics-Business/169308074.html
http://www.freepatentsonline.com/article/Indian-Journal-Economics-Business/169308074.html
http://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=4&ved=0CCwQFjAD&url=http%3A%2F%2Fwww.oecd.org%2Fdataoecd%2F55%2F44%2F32980897.xls&ei=KbFTVI3EGcqN7Ab27YCAAQ&usg=AFQjCNHZJEfaix-K2rvc_CtLO5P7rMDi4w&cad=rja
http://www.oecd.org/dataoecd/55/44/32980897.xls
https://www.cia.gov/library/publications/the-world-factbook/docs/notesanddefs.html?fieldkey=2116&term=Economy%20-%20overview
https://www.cia.gov/library/publications/the-world-factbook/docs/notesanddefs.html?fieldkey=2116&term=Economy%20-%20overview
https://www.cia.gov/library/publications/the-world-factbook/docs/notesanddefs.html?fieldkey=2116&term=Economy%20-%20overview
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https://www.cia.gov/Library/publications/the-world-factbook/.../2111.ht...

U.S. Library of Congress, http://countrystudies.us/ethiopia/

Inflation, consumer prices (annual %) - The World Bank
data.worldbank.org/indicator/FP.CPI.TOTL.ZG

Consumer price index (2010 = 100) - The World Bank
data.worldbank.org/indicator/FP.CPL.TOTL

Statistical annex

www.un.org/.../development/.../2012country c...,
(Consumer Price Index for Ethiopia - FRED - St. Louis Fed

research.stlouisfed.org » ... » Releases » Global Financial Development

GDP Statistics from the World Bank - knoema.com

knoema.com/mhrzolg/gdp-statistics-from-the-world-bank
World Development Indicators (WDI), December 2014

Note : EU-15 area countries are: Austria, Belgium ... - OECD

www.oecd.org/newsroom/36371703.pdf, as accessed on Oct 312014

Consumer Price Index Data from 1913 to 2014 | US Inflation ...

(www.usinflationcalculator.com/.../consumer-price-index-and-annual-per..., as
accessed on Oct 31, 2014)

_auction:_definition of auction_in Oxford_dictionary (British....

www.oxforddictionaries.com/definition/.../auct..., as accessed on 15/ 08/ 2014)

(http://www.imf.org/external/pubs/ft/issues/issues24/ , as accessed on 16, 06,
2014)

Ethiopian revenue and customs authority, www.erca.gov.et

Ministry of finance and economic development (MOFED)),

www.mofed.gov.et/English/Pages/Home.aspx

National bank of Ethiopia, http://www.nbe.gov.et



https://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=0CBsQFjAA&url=https%3A%2F%2Fwww.cia.gov%2FLibrary%2Fpublications%2Fthe-world-factbook%2Ffields%2F2111.html&ei=iBpjVb79LIW3swHProDwAg&usg=AFQjCNF8KnknAtFWxMOhRs3GY_1J202osQ&sig2=asCOxByCX17utPGN3_BBdA
https://www.cia.gov/Library/publications/the-world-factbook/.../2111.ht
http://countrystudies.us/ethiopia/
http://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=0CBsQFjAA&url=http%3A%2F%2Fdata.worldbank.org%2Findicator%2FFP.CPI.TOTL.ZG&ei=tWn2VIKxHM3bau2egfAP&usg=AFQjCNFV2wLijwZMo7catci5zxWq4O3Kig&bvm=bv.87519884,bs.1,d.d2s
http://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=2&cad=rja&uact=8&ved=0CCYQFjAB&url=http%3A%2F%2Fdata.worldbank.org%2Findicator%2FFP.CPI.TOTL&ei=tWn2VIKxHM3bau2egfAP&usg=AFQjCNFOCKsmynzXe9Qf0A41IUiEqWcmcw&bvm=bv.87519884,bs.1,d.d2s
http://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0CCAQFjAA&url=http%3A%2F%2Fwww.un.org%2Fen%2Fdevelopment%2Fdesa%2Fpolicy%2Fwesp%2Fwesp_current%2F2012country_class.pdf&ei=5kHbVI3LO6afyAOzkIHwDA&usg=AFQjCNGM1q_-vdfWK_qNrLi-HJoQ1y4Qkw&bvm=bv.85761416,d.bGQ
http://www.un.org/.../development/.../2012country_c
http://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0CBsQFjAA&url=http%3A%2F%2Fresearch.stlouisfed.org%2Ffred2%2Fseries%2FDDOE01ETA086NWDB&ei=F5bgVJOgOeLVygPhgIKYCQ&usg=AFQjCNEzEIF11F1rDhLV8mcFdZAWC1YuOQ&bvm=bv.85970519,d.bGQ&cad=rja
http://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0CBsQFjAA&url=http%3A%2F%2Fknoema.com%2Fmhrzolg%2Fgdp-statistics-from-the-world-bank&ei=n57gVInJBeHgyQPbqIHoBA&usg=AFQjCNEVHTzgvy0glPwoet762V-OJgZZsw&bvm=bv.85970519,d.bGQ&cad=rja
http://knoema.com/sys/browse/WBWDIGDF2014Dec
http://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=2&cad=rja&uact=8&sqi=2&ved=0CCIQFjAB&url=http%3A%2F%2Fwww.oecd.org%2Fnewsroom%2F36371703.pdf&ei=aLlTVJDoCuae7gaGxYCQCw&usg=AFQjCNHko4RjZWp07UozxBDEUIybrvd5_g
http://www.oecd.org/newsroom/36371703.pdf
http://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=7&ved=0CD0QFjAG&url=http%3A%2F%2Fwww.usinflationcalculator.com%2Finflation%2Fconsumer-price-index-and-annual-percent-changes-from-1913-to-2008%2F&ei=XtVSVI2XDM6raaejgJgE&usg=AFQjCNFYwDuQ_VtIxrkSU_0abNxzGGyhqA&bvm=bv.78597519,bs.1,d.d2s&cad=rja
http://www.usinflationcalculator.com/.../consumer-price-index-and-annual-per
https://www.google.com.tr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=5&cad=rja&uact=8&ved=0CEQQFjAE&url=http%3A%2F%2Fwww.oxforddictionaries.com%2Fdefinition%2Fenglish%2Fauction&ei=-33tU735I6rT7AbC74CIBA&usg=AFQjCNEzbxqXwoAd1SamitOa9Va9tVwPMQ
http://www.oxforddictionaries.com/definition/.../auct
http://www.imf.org/external/pubs/ft/issues/issues24/
http://www.erca.gov.et/
http://www.mofed.gov.et/English/Pages/Home.aspx
http://www.nbe.gov.et/

The World Bank (Ethiopian CPI), Ethiopia | Data - The World Bank
data.worldbank.org » Countries and Economies

(http://search.tb.ask.com/search/redirect.jhtml?action=pick&ct=GD &qs=&searchfor=t
he+three+approaches+of+devaluation&chb=Y6&pg=GGmain&p2=%5E Y 6%5Exdm00
T%5EYYA%S5Etr&n=780bab11&qid=14300e543e5a44fha90101d835a4e935&ss=sub
&pn=1&st=kwd&ptb=F894BF5F-BA4B-4D97-9E03-

CA408E42C7CD&tpr=&si=CMK17LPK_rwCFWT4wgod3jwALQ&redirect=mPWSsr
dz9heamc8iHEhIdEU4e8DMJeoobfImWucnRTopbKcSOsmD7UD9FoR%2FySrU3D
XQXUnnaGhAWMdA9Q4ANrMeEa7TQsS7%2BrQbBCL2yJK9yBw7%2FWydbHFyAt
gquXE5JQY&ord=4&, as accessed on 24,06, 2014) devaluation trade balance and

inflation (z 3 approaches of devaluation)

http://ccs.webcrawler.com/ClickHandler.ashx?1d=20140605&app=1&c=info.wbcrwl.3
05.22&s=webcrawler302&rc=&dc=&euip=81.213.43.240&pvaid=9ca87b070f494f54
b70262d836726595&dt=0Other&sid=733632038.409033419146.1402007203&vid=73
3632038.409033419146.1394461993.12&fcoi=417&fcop=topnav&fct.uid=ad3a413c4
05143e397f104caal58fh83&fpid=2&en=3YDphat8DJ5Li%2bTgRLOh5UNI15sCNyr

4rquprXd68nxViGRmO7X8tJL ywpRu4%2b8nilA2kZNcgsw%3d&du=kushnirs.org%
2fmacroeconomics%2fgdp%2fgdp_world.html&ru=http%3a%2f%2fkushnirs.org%2f

macroeconomics%2fgdp%2fgdp world.html&ap=1&coi=771&cop=main-
title&npp=1&p=0&pp=0&ep=1&mid=9&hash=E590CD285AE4DF3C036B7AC180
B3AE33
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http://search.tb.ask.com/search/redirect.jhtml?action=pick&ct=GD&qs=&searchfor=the+three+approaches+of+devaluation&cb=Y6&pg=GGmain&p2=%5EY6%5Exdm007%5EYYA%5Etr&n=780bab11&qid=14300e543e5a44fba90101d835a4e935&ss=sub&pn=1&st=kwd&ptb=F894BF5F-BA4B-4D97-9E03-CA408E42C7CD&tpr=&si=CMK17LPK_rwCFWT4wgod3jwALQ&redirect=mPWsrdz9heamc8iHEhldEU4e8DMJeoobfJmWucnRTopbKcS0smD7UD9FoR%2FySrU3DXQXUnnaGbAwMd9Q4NrMeEa7TQsS7%2BrQbBCL2yJK9yBw7%2FWydbHFyAtgquXE5JQY&ord=4&
http://search.tb.ask.com/search/redirect.jhtml?action=pick&ct=GD&qs=&searchfor=the+three+approaches+of+devaluation&cb=Y6&pg=GGmain&p2=%5EY6%5Exdm007%5EYYA%5Etr&n=780bab11&qid=14300e543e5a44fba90101d835a4e935&ss=sub&pn=1&st=kwd&ptb=F894BF5F-BA4B-4D97-9E03-CA408E42C7CD&tpr=&si=CMK17LPK_rwCFWT4wgod3jwALQ&redirect=mPWsrdz9heamc8iHEhldEU4e8DMJeoobfJmWucnRTopbKcS0smD7UD9FoR%2FySrU3DXQXUnnaGbAwMd9Q4NrMeEa7TQsS7%2BrQbBCL2yJK9yBw7%2FWydbHFyAtgquXE5JQY&ord=4&
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http://search.tb.ask.com/search/redirect.jhtml?action=pick&ct=GD&qs=&searchfor=the+three+approaches+of+devaluation&cb=Y6&pg=GGmain&p2=%5EY6%5Exdm007%5EYYA%5Etr&n=780bab11&qid=14300e543e5a44fba90101d835a4e935&ss=sub&pn=1&st=kwd&ptb=F894BF5F-BA4B-4D97-9E03-CA408E42C7CD&tpr=&si=CMK17LPK_rwCFWT4wgod3jwALQ&redirect=mPWsrdz9heamc8iHEhldEU4e8DMJeoobfJmWucnRTopbKcS0smD7UD9FoR%2FySrU3DXQXUnnaGbAwMd9Q4NrMeEa7TQsS7%2BrQbBCL2yJK9yBw7%2FWydbHFyAtgquXE5JQY&ord=4&
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