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ABSTRACT
 

Improving Exchange Rate Management in Sub-Saharan Africa
 

by
 

James Duesenberry, Clive S. Gray, Jeffrey D. Lewis,
 
Malcolm F. McPherson, and Stephen D. Younger
 

November 1994
 

This study draws lessons for exchange rate management in Sub-

Saharan Africa (SSA) from the experience of four countries that
 
have experimented over the past decade with a variety of partial

reforms. The four countries are Ghana, Uganda, Zambia and
 
Senegal, with Senegal serving as a proxy for the CFA franc zone
 
of 14 countries in West Africa. Although focussing on SSA, the
 
paper offers a good primer on exchange management in developing

countries that USAID missions worldwide should find of interest.
 

The report includes an e.camination of the historical origins of
 
the exchange rate debate in SSA; a review of the principles of
 
exchange rate management in developing countries; a discussion of
 
transition issues involved in moving from a fixed to flexible
 
exchange rate system; a review of alternative exchange rate
 
management regimes; the country case studies on Ghana, Senegal,

Uganda, and Zambia; a discussion of the current status of
 
macroeconomic and exchange rate management in the 46 countries in
 
SSA; a review of the conventional arguments against devaluation
 
and commentary questioning these arguments; and conclusions and
 
policy recommendations. The Appendix includes an empirical
 
analysis of devaluatioi and inflation in SSA based on a simple
 
model of devaluation and inflation. The study finds that:
 

" 	the anglophone economies showed signs of emerging from
 
balance of payments disequilibria only when the governments
 
concerned abandoned efforts at administratively determining
 
exchange rates and let the market decide;
 

" 
donors that sought to broaden the scope of exchange rate
 
management reform in the anglophone countries have become
 
convinced of the desirability of short-cirruiting tortuous
 
policy meanderings and moving rapidly to ma&ket-determined
 
exchange rates;
 

* 	for the CFA franc zone countries, though still bound by a
 
fixed exchange rate vis-a-vis the French franc, the January

1994 devaluation of 50 percent was a direct, though tardy,
 
response to market forces, and initial signs of renewed
 
investment and growth are positive; and
 

" 	attempts to dampen wide gyrations in exchange rates is
 
justifiable, but requires a sophistication in management
 



that many SSA central banks and finance ministries have
 

forfeited by tolerating institutional deterioration.
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Executive Summary
 

Improving Exchanoe Rate Management in Sub-Saharan Africa
 

As 	of mid-1994, 13 Sub-Saharan African (SSA) countries, or nearly 30 percent of the 46member SSA universe excluding South Africa, described their foreign exchange regimes to theInternational Monetary Fund (IMF) as "independently floating'. Fourteen countries comprisingthe franc zone (FZ) maintained fixed exchange rates vis-t-vis the French franc, with Franceguaranteeing convertibility while maintaining an implicit veto over credit creation. As of October1994 eight SSA countries, or one-sixth of the universe, had accepted the Fund's A-ticle VIII,prohibiting membets from imposirng restrictions on payments for current international 
transactions without IMF approval.

This position indicated considerable movement towards market-delcrmined foreign exchangemarkets compared with five years prcviou6,y, when only four SSA countries claimedindependently floating regimes and just two had submitted themselves to the rigor of ArticleVIII. The IMF and the donor community are currently pushing most of the other 19 non-FZcountries 	towards independent floating and acceptance of Article IV.

The goal of the present HIID-prepared volume, based on case studies of four countries, 
 isto analyze SSA experience and draw lessons for future exchange rate management not only inthose countries but over most of the continent. The four countries are 	Ghana, Senegal, Ugandaard Zambia, with Senegal serving as a proxy for the franc zone. Each author participated in at

least one field study, Lewis and Younger each studied two countries. 

SSA Exchange Rate Policy and Its Consequences 

Even apart from the franc zone, most SSA countrie., have attempted in the past to peg theirexchange rates to the dollar, to another major currency, or, more recently, to the IMF's SpecialDrawing Rights (SDR) However, relaxation of the fiscal and monetary discipline imposed bycolonial powers has brought nearly all non-FZ African countries more rapid inflation than theirindustrialized trading partners, raising demand for imports and depressing exports at the fixed 
exchange rates 

Initially most countries reacted by attempting to defend their fixed rates with exchangecontrols As late as end-1992 over 70 percent of SSA countries still maintained administrativerestrictions on a range of current transactions. fhe combination of inflation and controlsundermined business confidence and encouraged capital flight. SSA's per capita GDP fell by
over ten per cent during the 1980s. 

Experience of the Three Anglophone Countries 

The three anglophone case study countries underwent inflation of between 2,200 percent(Zambia) and 20,000 percent (= 200 times increase--Uganda) during the 20-year period 19701990 In some years annual inflation exceeded 100 percent. Official exchange rates (OERs)lagged far behind and parallel markets sprang up, attracting receipts for any exports that theauthorities could not force into official channels wellas as payments for those imports and 

ix 



services not favored with official foreign exchange allocations. The authorities tried to maintain 
OERs that valued the national currencies anywhere up to 40 times their market levels. 

The IMF and donor agencies sought to convince policy makers that these conditions, by
discouraging development of exports and import-substituting industries that might eventually
compete in world markets, were retarding eccnomic growth and perpetuating external and fiscal 
imbalances. Each government came under increasing pressure to heed market signals and either 
move the OER towards market-clearing levels, or stop trying to maintain an official rate 
altogether.
 

Eventually each one instituted reform measures that have now brought all three to 
virtual 
unification of official and market exchange rates, restoring order in their foreign exchange
markets. Ghana and Uganda accepted IMF Article IV status in early 1994, Zambia has not yet
(November 1994) done so but is expected to take this step soon. 

In the interim, all three countries followed a tortuous process of partial reform measures,
subject to occasional reversals and even without these, repeatedly being undermined by inflation. 
Periodic major devaluations of the OER were required to put the reform process back on track. 

In addition to explicit OER devaluation, whether undertaken in discrete steps or gradually
in the form of a "crawl", partial reform measures that were applied at one time or another in 
at least one country included the following: 

* 	 bonuses were paid on foreign exchange earnings and surcharges levied on imports and 
other payments; 

* 	 exchange controls, initially imposed on nearly all uses of foreign exchange, were lifted 
in varying degrees, placing a proportion of imports on open general license,

* processing of import license applications, initially handled by the central bank, was 
transferred to the commercial banks; 

* 	 private nonbank exchange bureaus that had sprung up illegally to operate the parallel 
market were legalized;


* 
 requiring commercial banks and (legalized) exchange bureaus to restrict sale of foreign
exchange to authorized uses, i.e. nonprohibited imports, the authorities varied the degree 
to which they enforced the requirement; 

* 	 still requiring proceeds of major exports to be transferred to the central bank, the 
authorities auctioned off a portion of the foreign exchange thus acquired;

• 	 eligibility to participate in the central bank auctions was widened from commercial banks 
and/or licensed importers to the exchange bureaus; and/or

* 	 exporters were allowed to retain a portion of their receipts and either use the proceeds to 
import directly or sell them at a market-determined price.


Ghana's reform efforts 
 can be traced back to an Eccnomic Recovery Program (ERP)
launched in 1983; the Government of Zambia initiated a central bank auction in 1985,
abandoning it in 1987 but resuming the reform path under a 1989 IMF stand-by agreement; and 
Uganda's ERP was introduced in 1987. The reform process can be said to have culminated in 
Ghana with closure of the central bank auction in March 1992 and referral of foreign exchange
sales to an interbank market, although the Bank of Ghana continue," to control most cocoa and 
gold proceeds and varies the proportion of these it supplies to the banks. Uganda's culminating
step is establishment of a unified interbank market in Novemberseen as 1993; Zambia's is 
viewed as abolition of exchange controls in January 1994. 
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Meanwhile the economic performance of all three countries has improved substantially, and 

all are now poised to achieve respectable rates of growth. 

Experience of Senegal and the African Franc Zone 

Senegal serves in the study as a proxy for the CFA franc zone (FZ--14 countries). Defendersof the zone's currency arrangements argue that disadvantages (if any) of its fixed exchange ratevis-h-vis the French franc (Ffr) are outweighed by such features as the guaranteed convertibility
that has enabled member countries to avoid burdemng their trade regimes with exchangecontrols, and the fiscal and monetary discipline imposed by exercise of supranational authority,
including France's latent veto power, over bank credit.

During the 1960s and 1970s the FZ economies appeared to substantiate these advantages byperforming on average better than the rest of SSA. However, in the early 1980s severe externaland fiscal imbalances appeared, coupled with signs of economic stagnation, and during 1985-93the growth rate comparison was reversed. The Bretton Woods institutions and other externalobservers saw this as partly a result of substantial appreciation of the zone's real effectiveexchange rate (REER) due to a nearly 50 percent decline in its terms of trade, along withappeciation of the French franc vis-h-vis the currencies of the zone's other trading partners. Thelate 1980s saw growing market speculation against the CFA franc (FCFA) and efforts topersuade the CFA and French authorities to consider devaluation as a policy option.
In an effort to avoid such a step, which the authorities considered a threat to continued

monetary union, most of the members swallowed bitter medicine in the form of deflationarymeasures that, m Senegal's case, forced its 1991 CPI index nearly 8 points below that of 1986.However the measures were not sufficient to restore the zone's competitiveness, and in 1993 theBretton Woods institutions gave France to understand that it would have to shoulder a large andgrowing burden if it wanted to prevent economic collapse while supporting the old 50:1
FCFA/Ffr exchange rate. 
 At that point the French accepted the need for a substantial (50percent) devaluation, which was formally approved by the entire franc zone membership in
 
January 1994.
 

The realignment led to rapid return of flight capital, reconstituting the zone's net foreignassets and its operations account balances with the French Treasury. Early evidence showed
Senegal's exporters and domestic demand reacting appropriately to the new relative prices, while 
wage demands and inflation were being contained. 

Lessons from the Case Study Countries' Experience 

The evidence shows that, the further the four countries dephrted from market-based exchangerates, the heavier the costs imposed on them by ensuing macroeconomic imbalances and
inefficiencies in resource allocation. Much output, investment and growth was foregone duringthe 6-9 years while the three anglophone countries were undertaking partial reforms in thedirection of a market system, and Senegal, its CFA partners and France were waiting for finalproof that overvaluation of the CFA franc vitiated internal measures to restore balance. Thequestion arises: had the IMF and the donor community insisted on shorter transitions byimposing stricter conditionahties for structural adjustment finance, would the countries have been 
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spared this cost? 
The present study does not aspire to a definite answer, but it notes that events during the 

years in question constituted a learning process for national policy makers as well as their
budding oppositions. A political consensus developed that liberalization sooner or later was 
unavoidable. 

Indeed one can say that events accompanying the trend towards liberalization throughout
Africa have constituted a learning process for all actors, including the international financial
community as well as domestic and international market participants. The collapse of
communism in Central and Eastern Europe and much of Asia has reinforced the belief that
dirigiste policies underlie Africa's poor economic performance in the 1980s. In Africa as
elsewhere, including in the so-called transition economies, the Bretton Woods institutions and
major bilateral donors impose increasingly strict conditionalities, leaving governments with ever 
narrower scope to resist liberalization and fiscal and monetary discipline.

Meanwhile the markets are fully conscious of this tendency, and act in growing confidence
that governments will seek to avoid the economic turmoil that would result from suspension of 
an IMF program, threatening their continuation in power. In many African countries the markets
view liberalization as opening up opportunities for profitable investment under much more secure 
conditions than in the past.

In the franc zone, prospects for renewed competitiveness along with the relative stability
conferred by monetary union should stimulate investment and support a renewal of growth.
Nevertheless, FZ managers would be well advised to adopt a new formula, more flexible than
the unanimity of 14 presidents that is currently required, to vary their common exchange rate 
in response to future events analogous to the evolution of the 1980s. 

Controls on Capital versus Current Account 

Nearly all SSA countries with unified, market-determined exchange rates for current
transactions, excepting only three of the smallest countries, attempt to control payments on
capital account, believing that preventing capital export by residents keeps savings at home and
available for domestic investment. Such controls are next to meaningless in the franc zone, and 
can easily, if not costlessly, be evaded elsewhere. 

Some developing countries have gained from the fiscal and monetary transparency and
discipline imposed on them by full liberalization. SSA countries should consider the potential
benefits from this course. However the report does not unequivocally recommend that all SSA 
countries free their capital account in the immediate future. 

State Intervention to Dampen Exchange Rate Fluctuations 

Floating of exchange rates in some SSA countries has been followed by wide oscillations in
the rates, as short-term capital moves in response to shifting expectations about inflow of foreign
ex'iange from exports and/or foreign aid. Among the case study countries Zambia is a striking
illustration of this phenomenon. Producers of exportables have perceived the downward swings-
corresponding to real appreciation of the local currency--as threats to profitability, diminishing
their readiness to invest. 
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Central bank intervention to dampen these gyrations is justifiable; eventually the market willcompress them of its own accord as it acquires confidence in the government's policymanagement. On the other hand fruitful intervention requires a sophistication in management thatmany SSA central banks and finance ministries have forfeited by tolerating institutional 
deterioration. 
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CHAPTER I 

INTRODUCTION 

Countries in Sub-Saharan Africa (SSA) have followed a wide range of approaches toexchange rate management. Most of them endeavored for a decade or more followingindependence to maintain a fixed rate vis-d-vis one or another major currency. In the 1970sattempts to maintain exchange rate parities in the face of domestic inflation and changing termsof trade (ToT) pushed a greater or lesser share of foreign trade into parallei foreign exchangemarkets. In the early to mid-1980s, the International Monetary Fund (IMF), the World Bank andoften bilateral donor agencies began to push SSA governments into stabilization polies thatincluded devaluing their exchange rates to levels that took into account the past inflation, or evenallowing the rates to be largely determined by supply and demand in the foreign exchange
market 

Thus, in 1983 Ghana initiated a series of programmed devaluations and eventually introduceda float Zambia adopted a foreign exchange auction in 1985, abandoning it two years later; in1992, it unified its exchange rates by shifting to an exchange bureau system. After years offixing its currency to the pound sterling, The Gambia floated it in 1986. Some countries, suchas Malawi, have tied their currency to a basket of foreign currencies and then devalued 
periodically.

Up to January 1994, the 14-country franc zone had maintained the same (fixed) exchange rateagainst the French franc since 1948 ' On January 14, all but one devalued by 50 percent (i.e.doubled the CFA franc equivalent of one French franc; Comoros devalued by 25 percent). The 
new rate is once again fixed

The outcome of these diverse strategies has been mixed, although the general picture isconsistent with the view that, up to the late 1980s, few SSA economic managers had used theexchange rate as anything more than a last resort for extricating an economy from a balance ofpayments (BoP) crisis. Almost none had managed it as an instrument for promoting long-rangedevelopment objectives. In some African countries, changes in exchange rate policy accompaniedby other measures of macroeconomic stabilization are helping tonow improve economicperformance; in others, however, exchange rate policy continues to undermine, rather than 
encourage, economic activity

Making the transition from a system in which the exchange rate is viewed by governments
and central banks as an institutional constant or an instrument of last resort to one 
wheme itbecomes a regular component of the policy maker's toolkit is easynot Typically, SSAgovernments have been reluctant to take steps leading directly or indirectly to market-clearingexchange rates, despite overwhelming evidence of external imbalances and ser'ous distortionsin relative prices Few top policy makers fully appreciate the links between exchange rates andother aspects of macroeconomic policy, particularly trade and capital flows, and fiscal andmonetary policy. As a result, unprovements in exchange rate management have had to await thegovernment's adoption of donor-supported adjustment programs. 

The fourteen countries, listed individually in Chapter VII, comprise seven members of the West AfricanCentral Bank (BCEAO), six members of the Central African Central Bank (BEAC), and Comoros. The onlymember country that is not a former French colony, Equatorial Guinea, joined the franc zone during the 1980s 
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Conversely, policy makers have readily appreciated that a devaluation tends to reduce realincomes of some economic actc--s in the short run, among them incomes of the policy makers 
tmselves and of white-collar rkers, particularly in ,e public sector, to whose interests SSA
)liticians are nrmally attent, te. In many ways, L - habitual resistanc-; to devaluation hasrepresented the ascendancy of short-run material interests of policy makers and their most

assertive constituencies over national goals. More than 20 yeas ago Richard Cooper [1971]
showed that policy makers could already cite two decades of experience whereby devaluations
led, with quite monotonous regularity, to the demise of governments and ministers of finance.

The present report surveys issues of exchange rate management in low-income countriesgenerally, and then examines four case studies in Africa, namely Ghana, Uganda, Zambia, and
Senegal (as a proxy for the franc zone as a whole). Our aim is to formulate a set of policy
guidelines for exchange rate policy which may be applied in a variety of economic and political
circumstances. 

The definition of Sub-Saharan Africa in iis report is based on the listing, in the WorldBank's World Development Report 1993, of 49 "economies" (not synonymous with countries)
in the region. Forty-seven of these, excluding the territories of Mayotte and Reunion, are
independent countries and members of the IMF. Table X. 1 in Section X.D below, taken from
IMF [1993a], describes exchange rate regimes of 46 SSA countries; we have excluded South 
Africa from the coverage of this report. 
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CHAPTER H 

HISTORICAL ORIGINS OF THE EXCHANGE RATE DEBATE 
In this chapter we first summarize key aspects of exchange rate management in industrializedeconomies, since these experiences have defined the framework within which developingcountries have had to function We then consider exchange rate management within the specificcontext of SSA, evaluating both the legacy of the colonial era as well as the background to the

current economic difficulties. 

A. Exchange Rate Management in the Industrial Countries 

Many current issues in exchange rate policy in the industrialized economies have beendebated for a long tune. Until the end of World War I, exchange rate policy was simply oneaspect of the broader concern over the monetary standard. A metallic coinage standard was thenorm. So long as domestic currency could be converted into full-bodied metallic coin, theexchange rate between any two currencies depended only on the relative weights of the standardcoin, and sometimes on the relative values of gold and silver.When governments issued inconvertible paper currency, it often circulated at a discountrelative to full-bodied coins For example, the United States experienced a floating exchangerate between Greenbacks and gold dollars as well as between dollars and British pounds.E"xchange rates between inconvertible paper currencies and gold coins were market-determinedand were subjects of policy only in the sense that governments sought to get them back to parwith gold coins. Though frequent, episodes of issue of depreciated paper money were treated 
as aberrations from the norm

By the late 19th century the gold standard was firmly established in the leading tradingnations. It seemed to promise inflation control as well as an approximation to a uniform currencyfor much of the trading world. During the relatively brief period in and immediately followingthe 19th century when it served as the basis for international exchange, the gold standardpraised wasas the anchor for price stability and blamed as a determinant of periodic depressions. Inany case, the strains imposed by war forced many countries to abandon gold convertibility.Controversy over exchange rate policy in its modem sense really begins after World War I,when the British government decided to return to the gold standard at the pre-war gold value ofthe pound, and therefore at pre-war parity with the dollar. In the 1920s, the persistent questionfor many countries which had abandoned convertibility was whether to return to the gold
standard and, if so, at what parity.

With the onset of the Great Depression, gold convertibility was abandoned by all countriesexcept the United States, and a wave of competitive devaluations took place as governmentssought to free themselves from the need to limit imports by restraining domestic demand. Theyalso sought to increase demand for their exports by reducing the value of their currency in termsof the currencies of competitors. While many of those decisions were taken under the pressureof events, they mark the beginning of systematic exchange rate policy. 
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Bretton Woods 
As World War II ended there was widespread a. .ement that, while the gold standard had

proved to be too rigid for most countries, a regime ol controlled floating rates and competitive
devaluations was also unsatisfactory. The Brettoi. W€oods system was designed to assist
participating countries to maintain stable exchange rates by means of credit arrangements
enabling a country to withstand a current account deficit caused by temporary factors. 

At the same time it was recognized that persisting changes in the trading environment might
require countries to choose between a permanent change in the nominal exchange value of their 
currency or a painful deflation. It was agreed that circumstances would sometimes justify the
former rather than the latter course. But to ensure orderly exchange markets and avoid
competitive devaluations it was agreed that member countries would seek the approval of the
IMF before changing their official exchange rates. This arrangement was known as the"adjustable peg" system. 

For more than two decades the system operated successfilly in the sense that the large
trading countries underwent relatively few changes in parities. But the adjustability of the peg
created grounds for conflict over exchange rate policy, both within and between countries. 
Countries with surpluses were reluctant to appreciate their currency out of concern for the
interests of their export industries. Countries with BoP deficits were faced with the choice 
between devaluation and recession. 

Domestic rcsistance to both of these options weakened the credibility of the authorities'
commitment to fixed exchange rates. In the political climate of the 1960s the adjustable peg
option could not be used except as a last resort. Instead, governments had the choice ofundertaking strong fiscal and monetary measures to "defend" national currencies, or else facing 
a wave of speculation that would force a devaluation once foreign exchange andreserves 
borrowing capacity were exhausted. Some countries, most notably the United Kingdom, made
costly efforts to defend a fixed exchange rate; when the government was finally convinced that 
these efforts had failed, it implemented a discreet devaluation. 

Meanwhile, the rather arbitrary exchange values adopted in the 1940s became progressively
inappropriate as some countries were able to achieve more favorable combinations of
productivity growth and wage changes than others. Finally, the growing volume of urade and
 
the relatively stable financial conditions 
 ruling in most of the developed market economies
created favorable conditions for large scale international capital movements. Increasingly
sophisticated financial markets emerged, so that as the larger trading countries gradually
dismantled their controls, funds began to mo,,e rapidly between countries in response to

relatively small interest differentials. 
 While free movement of capital may have increased
efficiency in its use, it created a new source of instability in the exchange markets. 

Capital flows began to cause problems for the United States in the 1960s even while its trade
balance remained positive. In the early 1970s the balance turned negative under inflationary
pressures generated by the Vietnam war, forcing the U.S. to abandon its commitment to a fixed
price for gold. In 1971 the Nixon administration devalued the dollar from $35 to $38 per ounce,
and shortly thereafter negotiated the so-called Smithsonian agreement which realigned the
exchange rates of several major trading countries. It took just over a year for massive
speculative attacks to undercut the new parities, effectively ending the Bretton Woods system,
and floating rates became the rule for the industrial countries from early 1973 
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While the specific events leading up to the abandonment of the gold exchange standard wereconnected with the Vietnam war, it seems likely that the growth of world capital markets andthe rapidly changing trading positions of Japan and Germany would have brought the Bretton
Woods system to an end in any case. Moreover, it is difficult to see how the trading worldcould have handled the pressures created by the oil crisis of 1973 while maintaining fixed 
e,.change rates 2 

Floating rates 
For a tinie there was widespread agreement that a world of floating rates would be moiesatisfactory than the adjustable peg system. Proponents of floating rates had expected that thesystem would insulate the national economies from external shocks, and allow governments toadopt "independent" monetary policies. It did not take long for disenchantment with the new 

system to set in 
Freedom to adjust exchange rates without waiting for a BoP crisis seemed at first to be anadvantage to countries whose trade position had been weakened by over-expansion of domestic

demand or by change in the ToT wassome It found, however, that a nominal exchange
depreciation can be quickly eroded by inflation. To avoid that, exchange rate changes must beaccompanied by fiscal and monetary restraint. The required measures might be almost as severe as those required to produce a real depreciation of the currency through reductions in the
domestic inflation rate relative to inflation rates elsewhere. 

Moreover, capital movements have generated exchange rate shifts that are inconsistent withrelative cost differences across countries. This has interrupted trade expansion. As it turned
out, while governments cared about their ability to pursue independent monetary policies, they
were not indifferent to exchange rate jumps that accompanied shifts in these policies.

In response to the volatility of floating rates the pendulum swung in the opposite direction,
and many governments are striving towards greater exchange rate stability. The industrialcountries consult together and use their reserves in concert to dampen movements which they
considered inconsistent with underlying economic factors. The members of the European Union(EU--formerly European Community or EC) are working to keep the exchange ratios amongtheir currencies within narrow limits through the exchange rate mechanism (ERM) of the
 
European Monetary System (EMS)


The ERM's apparent success over a period of 12 years led the EU leadership to consider thetime ripe to schedule the introduction of a single European currency for 1999. Howeverspeculation arising from divergence among EU members' fiscal and monetary policies derailed
the plan in late 1992. The experience has demonstrated once again that fixed exchange rates are 
not consistent with domestic policy autonomy. 

B. African Exchange Rate Management in Historical Perspective 

The establishment, functioning, and ultimate collapse of the Bretton Woods system of fixed 
exchange rates was driven primarily by events and concerns in the industrialized economies. 

2 The collapse of the ERM in late 1992 illustrates the strains to which fixed exchange rate systems are subject 
even without major shifts in terms of trade or international productivity. 
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Despite the lack of explicit focus on developing country concerns, however, the evolution of the 
system has had an enormous impact on the developing nations. The periodic episodes of major
turbulence and restructuring (such as the collapse of the Bretton Woods arrangements) have
confronted developing economies with an institutional "external shock" every bit as significant
as the more widely recognized economic shocks such as ToT movements or recession-driven 
declines in demand for developing country (DC) exports.

Nowhere have these shocks been more keenly felt than in the SSA economies. While a few
SSA countries were facing serious economic problems already in the 1960s, the economic crises 
currently experienced by most countries in the region emerged only after the oil and food shocks
of 1973 and 1974. The response (or non-response) of African countries to these developments
set in motion a series of events which culminated in large budget deficits, severe BoP plessure,
and levels of external borrowing that could not be serviced. Up to about 1975, use of the
exchange rate as a means of dealing with these pressures was virtually unheard of in SSA. 
Indeed, failure to adjust exchange rates aggravated the problems. 

The colonial legacy in SSA 
The main colonial powers in SSA, France and the United Kingdom, were major participants

in the development and maintenance of the Bretton Woods system of exchange rate management.
Their colonies' currencies were fixed relative to the pound or franc. The relationship was
maintained through a system of currency boards and instituts d'6mission some of which predated
World War II, and which typically maintained full sterling or franc backing for the local 
currency.

With decolonization (mainly during 1955-1965), most countries established their own central
banks, became members of the Bretton Woods institutions in their own right, and assumed 
responsibility for exchange rate management. Under the IMF Articles current at that time, the
newly independent countries maintained fixed parities, often relative to the currency of the
former colonial power. Indeed, as already noted, franc zone (FZ) countries maintained such a
relationship until January 1994, and have now restarted a similar relationship at a new level of 
parity.

At independence, nearly all former colonies had levels of foreign reserves equivalent to
several months of imports, and minimal (often zero) foreign debt. Their domestic economies 
were generally in balance. Given existing international co;,ditions, characterized by stable 
prices and expanding export markets, no country faced immediate BoP difficulties. That is, none
of the newly independent countries were under such pressure as to lead them forthwith to 
abandon the system of fixed exchange rates at historical parities.

However for many SSA countries that situation changed within a few years of independence.
The countries whose currencies rem,-ined linked to the pound and the franc faced pressures
similar to those which afflicted Britain and France during the 1960s. In a number of cases the 
pressures were aggravated by loosening of the fiscal discipline formerly imposed by the colonial 
power. 

Volumes have been written about the "colonial legacy" as a determinant of problems
confronting former colonies in SSA. 

now 
One aspect of that legacy, with which countries in SSA

could have easily dispensed, was the attitudes of both the UK and France towards devaluation. 
Their realignments under the Bretton Woods system were always insufficient, and carried out
only after delay had caused major economic disruptions. SSA economic managers were no more 
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prescient than their counterparts in the metropoles in appreciating the costs of such a policy
stance. 

Through the 1970s the majority of DC governments attempted to retain fixed exchange ratesdespite the rudimentary nature of their financial markets and their lack of reserves with whichto defend the rates With few exceptions, this policy gave rise to parallel foreign exchangemarkets and levels of capital flight leaving behind little domestic savings to finance investment.3A further carry-over from the colonial period has been the use by African governments ofinterventionist monetary policies. Taking power in the immediate post-war period, the socialistgovernments in the UK and France believed in public control of the "commanding heights" oftheir economies A key element in this approach was official control over the allocation ofcredit. That tradition, transferred to the respective colonies, was frequently reinforced by theapproaches followed by donor agencies until the early 1980s. 
Economic crisis in SSA
The issue of exchange rate management in Africa must be considered in the broader contextof the economic regression that has afflicted the region since the late 1970s. In virtually anydimension of macroeconomic performance, Africa lags behind other areas of the developingworld. According to the World Bank [1993b], SSA's per capita GNP declined at an averageannual rate of 1.2 percent during 1980-1991. 4 This was barely offset by positive growth duringthe 1970s, so that per capita GDP in 1991 was not significantly different from its 1970 level.By contrast, per capita GDP growth averaged 5.3 percent per year in a sample of nine East andSoutheast Asian economies over the same period.'Although the weight to be assigned to various causes of Africa's economic crisis is thesubject of debate, most analysts, whether based in the IMF, the World Bank, or Africangovernments, agree on its principal manifestations: unsustainable fiscal and BoP deficits,declining per capita output, inability to fund public health and education at earlier levels,increasing environmental degradation, and inability to maintain existing infrastructure or toinvest in new productive capacity [Mills, 1989: 6]A systematic literature review on causes of the SSA crisis is outside the scope of this study,
but a brief sketch of factors underlying the region's problems is useful, primarily because the
feasibility of alternative exchange rate prescriptions will depend to some extent on the underlying
causes. The literature stresses three categories of factors: (1) external, (2) structural, and (3)

policy inadequacies and errors.
External factors. Many analyses of the predicament in SSA hypothesize that Africancountries were atypically vulnerable to and affected by the adverse external shocks and changinginternational conditions that characterized much of the 1970s and 1980s. Economic pressures 

I See Aghevi et al [1991 82-83]. A further carry-over from colonial times has been the system of capitalcontrols While loosening those controls somewhat in 1958, the UK only formally abandoned them in 1979,France maintained capital controls until 1989. 

"According to the "World Development Indicators" annex, p. 239. Per capita GDP growth for 1970-80 and1980-91 is calculated from average annual growth rates given on pages 239 and 289 in the same source. 
I For a more in-depth comparison of the macroeconomic performance of SSA and the East and SoutheastAsian countries, see Lewis and McPherson [1993]. 
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inclding import price shocks, particularly the eightfold rise in oil prices during the 1970s; the
industrial countries' "stagflation", occasional recessions nd growing protectionism; and
declining prices of major African comrexport products, d with a succession of natural
disasters, notably droughts, the burgeoning AIDS crisis, anc litical turmoil (confrontation with
South Africa, civil wars) to create an impression of ongoing crisis. While the catalog of
afflictions is sobering, it remains open to debate why, or even if, these external factors affected 
SSA economies more severely than other developing economies.6 

Quantifying or even cataloguing those facets of the external environment that have changed
since 1970 is a difficult task, but one dimension in particular, shifts in ToT, has received much
attention. Changes in the ToT, i.e. in the ratio of the price indices for exports and imports, are an important measure of change in economic welfare. A demonstration that Africa's ToT
worsened more than those of other regions, detracting from resources available for development,
would help to explain why macroeconomic management (including exchange rate policy) appears
to have been less successful in SSA than elsewhere. 

However, the evidence provides little support for the ToT hypothesis. For example, in acomparison of the African and Asian experiences, Lewis and McPherson [1993] find that
external shocks on the import side, including the oil price increases of 1973 and 1980, adversely
affected all oil-importing countries in both regions

Export price trends vary widely according to commodity composition, but there is no
evidence that export prices of Africa as a whole suffered significantly more than Asia's. Middle
income African economies7 exhibit ToT movements that are very similar to those experienced
by the ASEAN countries and China Conversely the ToT of lower-income economies in SSA
showed higher volatility and fell by 40 percent between 1970 and 1975 in response to the rise
in oil prices and a steep decline in commodity prices. The years 1975-77 saw a .ubstantial 
recovery, before the ToT plunged again with the second round of oil price increases. 

Since 1981, there has been little apparent trend in this low-income group. By 1988 the
difference between the ToT trend from 1970 for low- and middle-income Africa and the ASEAN 
cum China group was quite small. Nonetheless, SSA countries were more severely affected by
ToT shocks than Asian countries because of unwillingness of most SSA governments to adjust
exchange rates, budgets and monetary policies to changes in their real income and BoP positions.

Structuralfactors. In addition to external forces, structural and institutional aspects of

individual economies are partly responsible for the current African crisis. 
 Factors characteristic
of a significant proportion of African economies include a physical environment lacking innatural resources; rapid population growth; political and economic institutions established under
colonialism; excessive dependence on international trade, whereby a high ratio of imports plus
exports to GDP makes an economy especially sensitive to ToT movements, heavy dependence
on primary exports; heavily import-dependent production systems; transport networks that 
connect ports and hinterland but not interior entrep6ts; fragmented domestic markets; and heavy
reliance on expatriate skills [World Bank, 1981: 4 and 1989: 6]. We will comment on these 

6 See World Bank [1981[ 4 and 1989. 231 for further discussion
 
' The World Bank 
 [1993b] classifies the following nine SSA econormes as middle-income: C6te d'Ivoire, 

Senegal, Cameroon, Congo, Narnibia, Mauntius, Botswana, South Africa and Gabon 
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selectively.
Seven of the 46 SSA countries covered by this report are described in World Bank [19811,popularly known as the Berg Report, as "rich in oil and mineral resources".' Weakness of thenatural resource endowment is an important factor in explaining Africa's low income base atindependence (in some of the aforementioned seven countries the oil or minerals had yet to beexploited at independence), but it does not explain subsequent weak growth performance.
In 1960 SSA's per capita GNP was modestly above $300 (1990 prices), Thailand's wasslightly lower, Korea's was 50 percent higher, and Turkey's was about double at $650.' Noneof these three countries is rich in oil or mnerals, in 1993 Korea's per capita GNP was 18times that of SSA, Turkey's 5 1 times, and Thailand's 4.5 times as high
In regard to population growth, SSA was one of two developing regions--the other was theMiddle East and North Africa--whose growth rate increased from the decade of the 1970s(2 8%) to that of the '80s (3.1%) Growth rates in East Asia and the Pacific fell from 1.9 to1 6%, in South Asia from 2 4 to 2.2%, in Latin America and the Caribbean from 2 4 to 2.0%[World Bank, 1993b: 289]. Since population growth enters directly into the expression forgrowth of per capita output, Africa's relatively high level does indeed depress the latter On theother hand since the population term can be offset by greater output, as noted in Woild Bank[1989. 25], high population growth "is not a sufficient explanation" for a weak growth

performance 
Comparing population quality in Africa with that in Asia's successful developers, the latterbegan their periods of rapid growth with substantially higher levels of literacy and what manyscholars have identified as a cultural base relatively favorable to the development of a modern 

market economy.
Africa's continuing dependence on primary exports is illustrated by Figure 11.1, comparingproportions of primary commodities in merchandise exports of five regions in the developingworld in 1970 and 1991 [World Bank, 1993b: 269]. Three regions have substantially reduced

their dependence on primary exports In the Middle East and North Africa oil continues todominate Africa's stagnation at 92 percent for more than 20 years results from a set of tactorsthat reflect policy failure more than any innate structural characteristics of African economies
Most importantly, SSA has been unable to move into the manufactured exports for which
world demand is growing much more rapidly than for primary commodities. From 1970 to 1991
annual OECD imports of manufactured goods from developing countries 
rose by $253 billion,from a negligible base of $6 billion. SSA's share of that increase was a trivial 1 6 percent


[World Bank, 1993b. 271]. Secondly, within the category 
 of SSA's primary exports, oilproduced by a landful of ccuntries partly supplanted the region's agricultural products, which 

sPage I The countries cited are Botswana, Gabon, Guinea, Nigeria, Zaire, Zambia and Zimbabwe "among
others" 

I Africa's 1960 per capita GNP is calculated in 1979 dollars from data in World Bank [1981: 31 Data forthe other three countries, computed in 1982 dollars, are obtained by projecting backwards average annualgrowth rates for 1960-82 given in World Bank [1984: 218-191. 
10Proportions of fuels, minerals and metals in 1970 exports were as follows Thailand - 15%; Turkey - 8%, 

Korea - 7%. World Bank [1993b" 268-69] 
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Figure 11.1 - PRIMARY COMMODITIES AS SHARE OF EXPORTS 
IN FIVE DEVELOPING REGIONS, 1970 & 1991 
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suffered from an overall policy bias against agriculture as well as absorption by the rapidly
growing population [World Bank, 1981: 19-21].

Policy inadequaciesanderrors. In addition to external events and institutional features, thepolicies and development strategies pursued by SSA policy makers have also contributed to thecrisis. As already noted the colonial legates who handed over the reins of power representedEuropean administrations that followed a relatively interventionist approach to economicmanagement at home However, in comparison to the scene that eventually came to dominateindependent SSA, management of the respective colonies' affairs featured tame ofa forminterventionism limited to two principal manifestations: (1) the marketing of export crops waslargely entrusted to government-appointed agencies, and (2) privileges with respect to otherfacets of trade were allocated in a discriminatory manner to privately-owned trading companiescontrolled from the metropole However at a macroeconomic level the dominant theme was
fiscal conservatism, i.e. balanced budgets.

From independence up to the present time the dominant course of SSA political leaders hasbeen ascent of a learning curve that has involved increasingly sophisticated and single-mindeduse of the instruments of state power to generate economic rents. The rents have been used invarying proportions to (1) facilitate consumption, (2) acquire domestic and foreign assets, and(3) preserve and extend political control. Only a minuscule fraction has been directed into
efficient local investment. 

The sources of the rents have varied. In some countries surpluses accumulated by marketingboards during the Korean War price boom remained at independence, usually in the form offoreign reserves. Virtually all SSA governments nationalized subsets of existing enterprises inthe financial and directly productive sectors. In the case of banks and other financialintermediaries this provided access to savings and working balances, with the other nationalizedenterprises, as well as units (notably public utilities) already in the public sector, various points
of access to cashflow opened up.

Governments also established many new state enterprises, in industry as well as other sectors,frequently drawing on foreign credits arranged by suppliers and guaranteed by the hostgovernment. Few of these enterprises were organized with a view to competing on worldmarkets Investment decisions were distorted not only by overvalued exchange rates but by theopportunities for private gain available to decisionmakers. All of this is additional to thegovernment budget itself, leakages from which multiplied, both direct and via foregone
revenues, as colonial discipline receded into the past.

Coupled with claims from the pressure group comprising rank-and-file public officials as wellas demands of major segments of society for expanded social services, the rent-seekingintensified pressures on the state budget to the point where fiscal discipline crumbled in onecountry after another. Governments used their control over central banks to cover the resultingdeficits, with predictable consequences for prices and costs, the financial system, andgovernment revenue. Even in the franc zone, where multinational central banks and implicitFrench veto power limited nominal credit to governments, policy makers managed to squeezeresources through the banking system's back door, in the process bankrupting many nominally
private financial institutions 

The upshot of all this was to force sophisticated private savers into capital flight, discourageother saving, and cause public resources to be wasted on unproductive investment. SSA national 
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accounts give investment as averaging 17 percent of GDP during 1980-1990. Dividing this by 
average annual GDP grow )f 2.1 percent during 1980-91 yields a lofty capital-output ratio of 
8.1, suggesting gross inef ency.1" 

Apologists for the intei, -ntionism that has resulted ii ais catastrophe justify it on grounds
ranging from economic (market failure) to social (lack of adequate indigenous entrepreneurship)
to political (nationalism and dependency theory). According to the World Bank, the 
interventionist policies "undermined the efficiency of the private sector and have added greatly
to the high cost of doing business in Africa" [World Bank, 1989: 27]. One is being charitable 
in attributing the outcome of rampant rent-seeking to policy inadequacies and error. Clearly
preoccupation with compensating for market failures has masked the far costlier phenomenon
of government (i.e. non-market) failures in Africa. 

I The average GDI/GDP rate is calculated as the simple average of 11 successive annual rates given in 

World Bank [1992: 50-51]. The GDP growth rate during 1980-91 is given in World Bank [1993b: 241]. 
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CHAPTER III 

PRINCIPLES OF EXCHANGE RATE MANAGEMENT IN
 
DEVELOPING COUNTRIES
 

Changes in a country's exchange rate directly affect the local currency equivalent of pricesthat local producers of given goods and services receive, and thus their incentives to supplythose products Depending on the type of product and the country's position in the world market
for that product, exchange rate shifts may also affect foreign demand

Specifically, world demand for highly differentiated manufactured goods is not perfectlyelastic, and producers of those goods have latitude to modify their selling prices expressed in an international currency such as the dollar. The producers will respond to exchange rate shiftsby setting prices that best serve their commercial objectives, normally some combination ofshort-run profit maximization and market penetration. Since a high proportion of exports ofindustrial countries consist of such products, shifts in their exchange rates have complex effects on international prices, marketing strategies and foreign demand for those countries' exports.
By contrast, the bulk of SSA exports consist of undifferentiated primary goods on whosedollar prices the producers in a single African country can have no perceptible impact.Management of an African country's exchange rate thus affects its output of goods and services,and demand of its residents for foreign products, but has little effect on foreign demand for its 

products
The present chapter explores issues of exchange rate management generically, with specialreference to conditions prevalent in developing countries in general and Africa in particular. Thefirst section examines the role of the exchange rate in overall economic management. Next, weconsider how different components of the BoP are affected by exchange rate shifts. Thefollowing section examines the nature of equilibrium in the foreign exchange market, and howthe corresponding price is determined. The chapter concludes with an annex listing and

describing the uses of alternative concepts of the exchange rate. 

A. The Role of Exchange Rate Policy 

Exchange rates are key prices in any economy, on a par with the prices of labor (average
wage) and capital (benchmark interest rate). They have a major impact on resource allocation,influencing the use of productive resources as between tradable and non-tradable goods andservices as well as decisions to save and invest. The exchange rate is a key determinant of theBoP and, if appropriately used, can serve as a nominal anchor for the price level. Movement
of the exchange rate in response to BoP shocks affects output and price stability. Changes inexchange rates have direct effects on the distribution of income and wealth, especially as
between urban consumers of imports and rural producers of exports.

Given the variety of influences exerted by the exchange rate, disagreement over choice ofan exchange rate target, and whether and how government should intervene to attain the target,is inevitable. Several Latin American countries have learned that use of the rate as a nominalanchor for the price level limits its use to guide resource allocation. Moreover, the exchange rate 
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cannot serve as a nominal anchor unless it is supported by appropriate macroeconomic policies.
)ther questions to be faced in choosing a target include: Should movements in the real

exclhange rate closely approximate changes in i cal curre ncy production costs so as to avoid 
shifts in a country's international competitiveness? To what extent should the exchange rate 
move in response to domestic or external "shocks"? Does the exchange rate have a role in the
protection of domestic industries9 Or, should a more neutral stance be maintained? In what way
will active management of the exchange rate enhance or retard financial development?

Exchange rate policy need not be dedicated to a single objective. Tinbergen's famous dictum 
tells us that we must have as many instruments as objectives, but competent policy makers can 
use them in various combinations, subject to economic feasibility as well as political constraints 
on changes in income distribution and resource employment. These issues are considered in 
more detail in Chapter V's discussion of exchange rate regimes.

The exchange rate can be conceived in various ways, and several definitions are in regular
use. To avoid disrupting the thread of the present exposition, detailed definitions have been 
incorporated in the annex to this chapter. For the present we simply list the different concepts
employed and (if relevant) their acronyms: 

Official exchange rate (OER); 
Market exchange rate; 
Parallel market exchange rate;
 
Nominal exchange rate (NER);
 
Equilibrium nominal exchange rate (ENER);
 
Real exchange rate (RER);
 
Real effective exchange rate (REER); and
 
Equilibrium real exchange rates (ERER and EREER).
 

B. Balance of Payments Components 

Before discussing the determinants of exchange rate equilibrium it is useful to examine how 
different elements in the BoP equation react to shifts in the exchange rate. 

A summary statement of the balance constraint is: 

Exports - imports (of goods and nonfactor services) + 
(1) 	 (Grants + Remittances + Net official capitalflows +
Private capitalflows + Direct investment - Interest payments)
 

= Change in reserves 

While this equation is the same for all economies, the interpretation of each of the elements can 
differ depending on economic circumstances. Below we discuss briefly each of the elements,
noting the primary factors influencing it, the likely impact on it of exchange rate movements,
and any special features characteristic of the SSA environment. 

Imports. In a simple analytic framework (cf. Figure 111.1), the value of imports depends on 
three factors: the real exchange rate, the level of real GDP, and the extent of effective 
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Figure 111.1 - DEMAND AND SUPPLY OF FOREIGN EXCHANGE
(as function of exchange rate - for given GDP, protection & nontradable prices) 
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protection. 2 Cast in the form of a tradit,,nal supply and demand (S & D) analysis, the figure
holds the latter two factors constant--hei, they do not appear in the graph--and allows the first
factor, the exchange rate, to vary along .evertic., axis, determining dollar values of imports
along the horizontal axis 

This can be explained more intuitively as follows- the S and D curves traditional in
microeconomics show volumes, i.e. physical quantities (q), of a good or service supplied and
demanded as a function of the market price (p). The higher p, the less the q that consumers will
demand, while the higher the q that producers will be willing to supply. In Figure III. 1 the
exchange rate is the analogue to p. In effect, it is the price of one dohr Il terms of Country A's 
currency, say the shilling.

The analogue to q in this market is a little more difficult to grasp. It is no longer a physical
quantity of good or service X, e.g. tons or person/months, but rather a quantum of dollars
demanded in order to purchase (import) that good or service. The higher the price of one dollar,
the less the number of dollars that economic actors can "afford", hence the less the volume of 
the foreign good or service that they will import

Note that this latter statement says nothing about the total amount of shillings that importers
in Country A will spend to buy the dollars needed to purchase the desired quantum of the good
or service. As in traditional S & D analysis, the impact of a price change on the value of
expenditure in local currency depends on the price elasticity of demand. If demand is elastic,
expenditure goes down as p goes up; if it is inelastic, expenditure rises; and if the elasticity is
unitary, i.e. equal to 1.0, expenditure remains constant, although in every case, q, the physical
quantum demanded, goes down. 

It should also be noted that this analysis assumes the dollarprice of the good or senice in
question to remain invariant with respect to the shilling/$ exchange rate. In other words Country
A's demand is too small to affect the world market price of the good or service.

By way of illustration, let us assume a dollar price of $5 per unit and an initial exchange rate
of sh. 10 to the dollar. The market demands 100 units, yielding a dollar cost of $500 and a 
shilling cost of sh.5,000.

Now the exchange rate rises, for whatever reason, to sh. 11/$1. The dollar price per unit
remains $5, but the unit shilling price has risen to sh.55. Consumers in Country A move up the
D curve, demanding (say) only 90 units. Dollarexpenditure has dropped by 10 percent, from
$500 to $450 (= 90 x $5); given the levl of elasticity implied (haphazardly) by this example,
shilling expenditure has dropped slighti. by 1 per cent, from sh.5,000 to sh 4,950 (= 90 x 
sh.55).

If we relax momentarily the assumption of unchanged dollar prices, the drop in demand in
Country A has a noticeable impact on world demand for the good or service in question, whose
fall thus depresses its dollar price. The dollar price reduction offsets part of the decline in A's
demand, in effect making that demand less elastic with respect to the shilling/dollar exchange
rate than in the case with an invariant dollar price.

It is important to keep in mind. q in the foreign exchange market represents the level of 

12 The effective rate of protection differs from the nomnnal rate by taking into account taxes and other 
encumbrances on imported inputs. 
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expenditure in dollars--more precisely, the amount of dollars that is acquired in the market tofinance the desired volume of imports--not the physical volume of imports or the expenditure
in shillings. Here the downward sloping demand curve--traditional in this as in nearly allmarkets--means simply that a rise in the cost of the dollar leads a population to buy fewer 
dollars. 

Moving from the micro back to the macro level depicted in Figure 111. 1, depreciation of thelocal currency--a rise in the dollar's price in shillings--decreases the dollar value of imports at a given GDP with a given degree of protection, the economy moves up and to the left along itsdollar demand curve, e.g. from point A to B A decrease in effective protection, raising demand
for imports at any given exchange rate, shifts the function up and to the right, e.g. from D to
D', the same happens with an increase in real GDP 

Obviously one determinant of the efficacy of exchange rate depreciation is the responsiveness
of imports to the rate change, measured by the elasticity of imports with respect to rises in thelocal currency value of the dollar In some DCs, including many in SSA, devaluation is oftenrejected on the ground that import demand is inelastic, implying that devaluation generates littledecline in the volume or dollar value of imports relative to increases in their local currency cost.This argument is used to justify reducing imports through protectionist measures rather than 
exchange rate depreciation."3

Exports. The response of exports to shifts in the exchange rate can be analyzed in a parallel
manner. The supply curve, S, shows exporters responding positively to a rise in the dollar's
value in shillings by earning a larger quantum of dollars 

Ihis they do, of course, by increasing physical output and/or diverting a larger share ofoutput of a given good or service into exports rather than domestic consumption. But thehorizontal axis in a diagram of the foreign exchange market does not show directly either thephysical volume of output or the amount of shillings that exporters earn. As in the analysis ofimport demand, the axis measures a total dollar value, while the vertical axis shows the unit 
value of one dollar in shillings.

The incentive to produce for export depends on the level of export prices in local currencyrelative to prices of non-tradable goods and services. These comprise labor, internaltransportation, electric power and other services normally procured domestically, as well as
goods that are not traded because they are costly to transport due to being perishable or having 
a high weight-to-value ratio.' 4 

With given prices for non-tradables, the export supply function, S in Figure 111. 1, slopesupward- depreciation of the local currency enhances the incentive to produce for export byraising the shilling proceeds of a given quantum of exports. Exporters respond by moving from 

13This rationalization is subject to nunicrous critiques There is also a certain irony in the fact that the 
argument is frequently advanced by public sector managers who have increased their economy's dependence onimports by promoting highly inefficient ilustries. The &scrtton that exports and imports are unresponsive toexchange rate changes, underlying the viewpoint known as e'.amined in"elasticity pessimism", are Sections 
IV A and XI.B below. 

14 Goods and services that would be traded but for policy measures such as quantitative restrictions or 
prohibitive duties and other taxes are considered tradable for purposes of this analysis. 
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point A to C, raising the dollar value of exports.
Export incentives may also be influc-.-ed by tax policies as well as by trade measures whichaffect the local currency cost of foi -,gn inputs used in the production of export goods.Analogously to the case of imports, the elasticity of export supply strongly influences theeffectiveness of devaluation in redressing the BoP. If supply is inelastic, exports will berelatively unresponsive to changes in export incentives, suggesting that a substantial devaluation 

would be required to correct an imbalance. 
Remittances. Remittances from family members working abroad figure prominently in theBoP of some AfTican countries, e.g. Ghana. This item depends on employment opportunities inforeign countries as well as on relative incentives for repatriating funds as opposed to spendingor saving them abroad. An overvalued NER is a disincentive to remittances and also pushes

them outside official channels. 
Official grants and capitalflows. This component is titled official development assistance(ODA) in World Bank and OECD publications. Dependence on ODA to achieve a modicum ofBoP equilibrium is heavier in Africa than in any other developing region. Figure 111.2, based on World Bank [1994: 199], shows an ODA/GDP ratio of over 9 percent in SSA as compared

with ratios around 2 percent or less for five other low- to middle-income regions.
An increasing proportion of aid flows is linked to policy commitments on the part of therecipient goverm-nents. Bilateral aid tends to be tied to restricted lists of import. figuring inpublic investment or other expenditure programs, or to support of foreign technical assistancepersonnel. The high proportion of the import bill financed by these flows that is insulated from(or even independent of) the impact of changes in currency panty is a constraint on the efficacy

of exchange rate shifts. 
Private capitalflows including directinvestment. Private capital flows respond to a varietyof factors apart from the exchange rate. The profitability of direct investment is influenced byregulatory and tax policy (e.g. tax holidays), as well as labor productivity, wages, the status ofinfrastructure, and many other factors. While the level of the exchange rate has an obviousimpact on profitability of direct investment, exchange rate management affects heavily
assessment of risk by foreign and local investors. 
 Most SSA countries (including those in the
franc zone, despite its long-time fixed nominal rate) experience steady capital flight in response


to political turmoil, inflation and anticipation of currency depreciation.

In most of SSA, overt movements of financial capital are restricted to transactions balancesand small savings. For the majority of holders of financial assets, the information andtransactions costs of foreign transfer are high. In a number of SSA countries pursuing structuraladjustment programs, nominal interest rates have been raised sufficiently above inflationbecome significantly positive in real terms, but still without 

to 
stemming capital flight or 

encouraging repatriation.
IMF [1994c] provides data permitting 100 observations of annual real interest rates, defined as (1+r)/(1 +i)-1, r = rate of interest and i = rate of increase of consumer price index, for 32SSA countries during the four years 1990-1993. Of the 100 data-points, 63 are positive, one zero and 36 negative; 29 data-points for 16 countries yield real interest rates exceeding ten 

percent.
Slghtly over two-thirds of the countries (11) and data-points (20) corresponding to realinterest rates above ten percent relate to franc zone countries, where several years of deflationary 
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Figure 111.2 - RATIO OF OFFICIAL DEVELOPMENT AID TO G.D.P.
 
IN SIX LOW & MIDDLE-INCOME REGIONS (1991)
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policy virtually eliminated inflation during the four-year period. However, shown in theas
Senegal case study (Chapter VII), before stabilization took hold, the FZ's competitive position
had deteriorated to the point where incentives for both local and foreign investors were weak,
and speculation against the CFA franc encouraged capital flight

Only a small portion of the financial capital entering and leaving African countries isrecorded, most of it ending up in BoP errors and omissions Nigeria accounts for more than the
$1.6 billion increase of recorded SSA porttolio liabilities during 1990-92. Data are recorded for
only three other SSA countries during the period, with Zimbabwe accounting for most of the net 
reduction of liabilities corresponding to that subset [IMF, 1993b" 68].

Changes in cross-border bank deposits of nonbanks as tabulated in the IMF's International
FinancialStatistics [1994c] are another potential indicator of movements in financial capital. In 
aggregate, SSA deposits abroad were stable at $26-28 billion during 1990-93, Liberia accounting
for 54-58 percent and Nigeria 10-13 percent. The rest of SSA registered a 13 percent increase
during 1990-92, while deposits fell by 5 percent during 1993 Movements for The Gambia,
Nigeria and Seychelles showed no significant trend; f-om a peak of about $200 million in June 
1992 Ugandan deposits abroad had fallen 25 percent by end-1993. 

Instead of a smooth curve linking interest rates and capital flows, policy makers face adiscontinuous function taldng the shape of a "floor" below which the interest rate cannot be
reduced without accelerating capital outflow, while rates substantially above the floor generate
little if any capital inflow (hence no pressure on the exchange rate) due to the high risk 
associated with domestic financial instruments.
 

Interestpayments. BoP accounting treats interest payments as 
import of capital services.
Since private banks stopped lending foreign exchange to African governments in the early 1980s,
most interest liabilities pertain to debt owed to official sources. The bilateral portion of this debt
has become subject to renegotiation. Default and/or forgiveness have become so common that
BoP accounts p,-oduced by many SSA authorities show minimal interest payments. 5 

C. Exchange Rate Equilibrium 

Objectives of excnange rate policy
No SSA countries have sufficient reserves to sustain a significant overall balance of payments

(BoP) deficit for any length of time. Countries must find ways to limit current account deficits 
to the amount of capital they can expect to attract from commercial or official sources. Those
who fail to do so end up making emergency requests for official assistance and/or falling into 
arrears on payments. If unwilling to devalue or adopt ? flexible exchange rate regime, the
authorities are soon forced into import licensing and restrictions on use of foreign exchange as 
well as on domestic demand. 

The objective for most countries is to satisfy the BoP constraint while (i) making full use of
available productive resources, (n) preserving reasonable price stability, and (iii) avoiding
protectionist measures. Countries have tried various combinations of exchange rate, trade, 

11If, following IMF and IBRD practice, balance of payments accounts are kept on a commitment basis,
defaults are included in interest payments with accumulation of arrears treated as the offsetting capital inflow. 
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monetary and fiscal policy measures in order to achieve this objective. It is clear that no oneway of doing things is right for all countries at all times. Which policy combination is optimaldepends on objective factors facing a country at a given time as well as on the local political
situation. 

At the same time we are far from indifferent about which of the feasible policy combinationsis applied It has long been agreed that trade protection is an inefficient way to meet the BoPconstraint and that resorting to it invariably proves costly in terms of current real income andlonger-term growth. Thus, an important challenge to economic management is to meet theconstraint with minimal use of tariffs, quotas, import licensing and exchange controls.Internalbalance. Ex post, real demand cannot exceed available resources. An excezs of exante nominal demand over ex ante nominal supply causes inflation; the greater the excess, the
higher the level of inflation. 

All governments want to avoid the human and materia! costs of uner:ployed labor andcapital. At the same tune no one advocates expanding demand until productive resources arepushed to their physical limits. In practice it is necessary to manage monetary and fiscal policywith one eye on the potential for employing unused resources and the other on the danger of
accelerating the rate of price increase.
 

Internal bdlance is attained 
 when the level of demand perrmits, the fullest utilization ofavailable resources consistent with an acceptable rate of inflation. The amount oi slack neededto contain inflation will vary from time to time but at any one moment the inflation constraintimposes an upper limit on real GDP. The factors involved in the relationship between demandlevels and the rate of inflation are discussed below in Section D.External balance. If real GDP is subject to a ceiling consistent with the government'sinflation target, and trade policy is determined by considerations of efficiency tempered bypolitical expediency, then the iange of viable real exchange rates is likely to be very limited.External balance requires that outflows of foreign currency to pay for imports of goods andservices as well as interest and principal on outstanding debt should equal receipts of foreigncurrency from exports, grants, remittances and loans. Any difference between the two will resultin a change in the central bank's foreign exchange reserves.
Given their limited reserves, if central banks cannot increase the inflow of grants and loans,
they must take measures to reduce imports and/or increase exports. They can even go beyond
the level corresponding to external balance and attain a current account surplus, but most SSAgovernments-seek to maintain a net capital inflow in the belief that this will finance more rapid

development than can be sustained by domestic saving.
The BoP constraint is defined by the simple identity (all values in foreign currency, say

dollars)-
BoP current account (value of imports of goods and services minus value of exports) 

equalsBoP capital account (disbursements of grants 6 , loans and other investments net of debt 

16IMF balance of payments methodology classifies grants in the current account because they do not create or liquidate liabilities However whether bilateral doniors provide aid in the form of grants or interest-payingloans depends on domestic institutional factors, and SSA policy makers, under pressure to finance an importsurplus in the short run, draw little practical distinction between them. 
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amortization and other outflow of capital)
A positive balance on the right side of the equation sustains a positive balance (imports exceed 
exports) on the left side. 

For any given real GDP, a nse in the exchange rate (sh/$) makes imports more expensive
in local currency and causes the foreign currency value of imports to fall. Consumers substitute
domestic products for foreign ones. Urban workers who have cars conserve petrol by driving
less 	and/or taking the bus instead of driving. Producers use more domestic inputs in lieu of
imports At the same time the higher exchange rate creates an incentive for producers of exports 
to increase their output.

For some purposes it is convenient to remove interest payments and workers' remittances
from current account debits and credits, respectively, and group them with capital movements 
on the right side of the BoP equation. Thus: 

(2) 	 m(P. ,Q).P; X(PX -!).p_ 

where the left hand terms represent:
(i) dollar value of imports as (a) a negative function of foreign prices for imports, P, and

the nominal exchange rate, E, divided by an index of prices of non-tradables, P; and (b) 
a positive function of real GDP, Q; and 

(ii) 	 dollar value of exports as a positive function of their foreign prices, Px, and the same 
nominal exchange rate/non-tradable price index term, while F is the sum of interest 
payments, remittances, grants and net capital imports in dollars. 

If the components of Fand the ratio of foreign prices of imports and exports (i.e. the terms
of trade) are predetermined, the equation defines a "tradeoff line" between real GDP and the real
exchange rate (RER). EXT in Figure 111.3 is the locus of points satisfying the external balance
condition at different levels of real GDP. It rises from left to right because an increase in GDP
tends to increase imports. To satisfj the BoP constraint either the import/GDP ratio must fall, 
or export volume must go up. For either to happen the exchange rate must rise (more sh/$). 
- The highest level of inflation consistent with internal balance defines a maximum level of real
GDP, given by the vertical line Q in Figure 111.3. The intersection of EXT and Q, point E,
is the only RER satisfying both internal and external balance conditions. 

Domestic policy and balance of payments equilibrium
Ex post, domestic absorption--consumption and investment, both private and public, or

C+I+G--can exceed real GDP only by the import surplus that can be financed by grants and 
loans from abroad. Thus: 

C + I4 G- Q"= imports - exports
A rise or fall in the import surplus while real GDP remains constant requires an offsetting

change in some component of domestic absorption. If for example the real exchange rate (sh/$)
falls, encouraging imports and discouraging exports, the domestic policy response could be (i)
a rise in taxes to reduce consumption, (n) an increase in interest rates to reduce investment, or 
(iii) a reduction in government expenditure.

The central message is that, given a decline in the capacity to produce real GDP or the
financing available to support net imports, something has to give. The only choices are (i) which 
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Figure 111.3 - DETERMINATION OF THE EXCHANGE RATE & GDP
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components of expenditure will be cut, and (ii) how to bring about the adjustment.
Dualrole of interestrates. Interest rates can not only play an important role in determining

domestic demand but may also influence international capital flows. A iise in one country's real 
interest rates relative to rates elsewhere tends to attract an inflow of foreign capital and thereby
shift the EXT curve over (downward) to the right. At the same time the rise in interest rates 
dampens domestic demand. This may reduce real GDP, or else offset pressures on demand from 
other sources, keeping GDP unchanged. 

A classic example of the latter case occurs when a government raises G while managing
monetary policy so as to keep total demand constant. This causes interest rates to rise,
"crowding out" private investment but also attracting capital inflow. In the short run this inflow 
depresses the exchange rate--i.e. fewer sh/$. The drop in the exchange rate induces a rise in net 
imports, allowing domestic absorption to rise by the amount of the capital inflow, with the result 
that the amount of private expenditure crowded out is less than the increase in G. 

Figure Il1.4 illustrates the interaction between real interest and exchange rates (vertical and 
horizontal axes respectively). The line marked EXT, derived from Equation (2) with real GDP 
fixed at Q" in the short run, shows all the interest-RER combinations consistent with the 
equation. It slopes down to the right because, as noted ab:ve, a higher real interest rate should 
induce an inflow of capital, causing the RER (.h/$) to fall. 

The line marked INT is derived from the internal balance constraint, again with real GDP 
constant at Q'. We assume for the moment that G and C are fixed. Investment expenditure varies 
inversely with the real interest rate--a rising interest rate causes investment to fall, diminishing
domestic absorption (DA). With constant GDP the RER must rise to stimulate net exports to take 
up the slack (GDP - DA). Hence the real interest and exchange rates rise togetfier.

Now an increase in government expenditure shifts the INT line to the right, creating INT'. 
At any given RER a higher interest rate is required to reduce investment sufficiently to balance 
the rise in G. The short-term effect of the rise in G is to raise interest rates and lower the RER 
(fewer sh/$), moving (short-term) equilibrium from A to B. However the increase in interest 
rates is less than would have been required had the RER remained fixed (point C).

Over a longer term, displacement of investment by G may be expected to reduce the 
economy's productive potential, and also touch off speculation about the government's abilit' 
and willingness to balance the budget and contain inflation. Tiis will push EXT upwards to the 
right, since for any given interest rate a higher RER will be required to offset capital flight and 
restore external balance. 

Developed country foreign e:,change markets are sensitive to changes in capital flows induced 
by changes in relative interest rates. In most SSA countries international capital flows are 
strongly influenced by uncertainties about government policies towards inflation and threats of 
political instability. In these circumstances the links between capital flows and interest rates 
cannot be described by a simple formula. Instead we first examine BoP adjustment on the
assumption that domestic macroeconomic policy does not influence international capital flows. 
We then consider the implications of the sensitivity cf capital flows to government policy and 
the political situation 

Implication of deviations from equilibrium 
What happt: s when an external shock--e.g. a change in world prices of a country's majo. 

export commocity--upsets a system's equilibrium? In some policy regimes the operation of 
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Figure 111.4 - IMPACT OF RISE IN GOV'T EXPENDITURE ON SHORT-TERM EQUIL!BRIUM OF REAL EXCHANGE AND INTEREST RATES
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"market forces" will bring about a new equilibrium without significant policy changes. In otherregimes, resto, ation of equilibrium will require ch ,nges in macroeconomic policies. Theoutcome depe, s not only on the pol. y regime but al',o on the nature of the disequilibrium.
Figure III -llustrates four types or disequilibrium:
Region A, point p. The REER is below EXT for the indicated level of GDP, leading to aBoP deficit which exerts upward pressure on the nominal exchange rate. At the same time GDPis to the right of the vertical Q*line, giving rise to excess demand for non-tradable goods andservices and inflation above the target level. This type of disequilibrium has occurred frequently

in anglophone SSA countries. 
The path via which equilibrium will be restored ex post depends on the government'smacroeconomic policy responses to these conditions. If fiscal and monetary policy are managedso as to maintain a fixed nominal GDP while the exchange rate floats, the system will movetowards equilibrium (p -. E*) with little direct intervention. Prices for non-tradable goods andservices will rise and so A " the nominal exchange rate. Rising prices in a situation of fixed

nominal demand will reduc,. real domestic absorption.
Initially, increases in the nominal exchange rate will be offset by rising prices, resulting inlittle or no change in the REER. However, once the excess demand is neutralized, inflation willdecelerate and the real exchange rate will rise (more sh/$) until the joint movement of prices and

exchange rate brings the system back into equilibrium.
Market forces can bring about adjustment to a new equilibrium, but governments are oftenunwilling to allow this to happen. Instead, to prevent a decline in output, they accommodateprice increases by monetary and fiscal expansion, thus perpetuating the inflation. As long as theyhave sufficient reserves they expend them to prevent a rise in the nominal exchange rate; if theylack excess reserves but are still creditworthy, they borrow for the purpose. In so doing manybelieve they are forestalling major price increases that would otherwise accompany devaluation.
Since reserves and credit are soon exhausted while inflation tends to accelerate, SSAgovernments have often resorted to exchange controls to maintain a disequilibrium exchange rateand to price controls and rationing to limit the inflation generated by excess demand.
Region B, point p'. Here the opposite situation prevails, the exchange rate being too high
(the local currency is undervalued) and the level of domestic absorption falling below the
equilibrium level This situation holds in a small number of Asian economies (e.g. Taiwan and
Singapore), but has thus far been witnessed only during brief interludes in a few Africancountries. When the exchange rate falls below the equilibrium level, the inflow of foreigncurrency will tend to press the exchange rate down (i.e. cause the local currency to appreciate)unless it is absorbed into official reserves. If p' is pushed rapidly down onto EXT, externalbalance may be achieved while, without policy measures to stimulate demand, output remains 

below equilibrium.

by 
Region C, point p*. This situation features excess demand for non-tradables accompanied
an undervalued local currency. Non-tradables prices will rise, simultaneously bringing p"back to the Q" line and pushing down the REER. If the inflow of foreign currency also forcesdown the nominal exchange rate (less sh/$), point E" may be reached in short order.
Region D, point p". Here overvaluation of mie currency is accompanied by slack in thedomestic economy. Some SSA governments, acknowledging that their currency is overvaluedbut pointing to un- and underemployment of labor and installed capacity, consider themselves 
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Figure 111.5 DISEQUILIBRIUM IN THE FOREIGN EXCHANGE MARKET 

Region B Region C 

C1

2p'
 

I-o, Region A
 

C-

X 
a),A
a_ 

o 	 EXT 

a. 	 Region D
 
(maximum real DP compatible w. target inflation)
 

Real GDP (billions of shillings) 

27
 



to be in this situation. Politically it is much easier to inflate demand in order to take up the slack 
than it is to increase the nominal exchange rate (devalue the local currency). The outcome is to 
aggravate the imbalance in the foreign exchange market. 

Sources of disequilibna 
The foregoing disequilibria may occur as a consequence of (i) policy actions that move real 

output and the real exchange rate away from an unchanged equilibrium position, or (ii) a
government's failure to respond or inappropriate response to changes in the conditions 
underlying equilibrium in the foreign exchange market. 

How policy causes deviationsfrom equilibrium. The most common case in point in SSA 
has arisen when a government underwrites its development program in part with credit from the 
banking system. The corresponding expenditure generates excess demand and inflation in non
tradable sectors while at the same time increasing demand for imports.

Partly in order to slow the inflationary spiral, governments have sought to avoid or postpone
devaluation by drawing down reserves and borrowing abroad. With a fixed nominal exchange
rate, rising domestic prices cause the real exchange rate to fall, stimulating imports and 
discouraging exports at a time when increased demand has already led to a BoP deficit. The 
excess demand and overvalued exchange rate place the country in region A of Figure 111 5. 
Having exhausted its excess reserves and no longer able to borrow, a government often reso
to exchange and price controls in an effort to maintain the disequilibrium position.

Shifts in the equilibriumreal effective exchange rate (EREER). The EXT and Q*lines
Figures 111.3 and III 5 reflect underlying conditions, hence they shift when those conditions 
change. Each such shift changes equilibrium point E*. 

Exogenous factors. A variety of exogenous factors affect the location and shape of EXT and 
the position of Q*. A good crop year operates on both curves, pushing EXT down and to the
right as exports receive a boost and some imports (particularly food) are reduced or eliminated,
while Q"also moves to the right. Intersection point E*thus moves unambiguously to the right, 
raising real GDP. 

If financing (F) remains unchanged, so also does the import surplus. Since imports rise ex 
ante less than exports, the real exchange rate must fall (fewer sh/$) to restore external balance. 

A favorable ToT shift also moves EXT down and to the right, enabling equilibrium to be
attained at a lower exchange rate (fewer shillings per dollar) and higher GDP. An increase in 
the financing available to cover a current account deficit does likewise. 

Conversely unfavorable movements in any of these factors shift the EXT curve up and to the
left, thus increasing E*. During the last two decades ToT deterioration--higher prices for 
imported oil and lower relative prices for many commodity exports--has caused substantial rises
in the EREERs of many SSA countries. With no significar, improvement in financial resources 
available to cover the increased deficit--for many countries, the opposite has happened, in the 
form of exhaustion of reserves and increased capital flight--E' las moved leftward and upward,
establishing a higher equilibrium price for foreign currency and a lower equilibrium level of
GDP and domestic absorption. The appropriate policy response, which most S,2A governments
resisted for many years, was a combination of currency devaluation Lind domestic demand 
restraint. 

Policies. While resource endowment and technology play important roles in determining the
EREER, of no less interest is the impact that policies can have on Q*and EXT, intentionally or 
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otherwise. Changes in taxes, interest rates and government expenditure affect the composition
of final demand and thus the relative demands for tradable and non-tradable goods and services. 
Changes in domestic interest rates affect capital flows

We saw earlier that the real effective exchange rate (REER) takes into account tariffs, quotasand other protectionist devices that are often applied to stave off the need for a devaluation.These measures alter the position and shape of EXT, creating new intersections with Q*. Agovernment that removes factor price distortions and otherwise promotes efficient markets willmake it possible for demand to grow without raising non-tradables prices beyond the target level,
thus moving Q" to the right.

At the same time reduced protection increases the demand for imports at any level of GDP.Taken by itself this pushes EXT upward and to the left, the combined effect being to raise E.On the other hand the East Asian example, mirrored thus far by only a couple of SSA countries
(notably Mauritius and Botswana), indicates that pursuit of sound policies over a sufficientperiod of time to establish credibility creates a dynamic in the growth of exports, pushing EXTdownward and to the right. The net outcome for the EREER is thus not predictable a pnon.

Flows of foreign aid and private capital are only partly exogenous. Aid flows influence andin turn are partially determined by host government policies. A government whose financialmanagement inspires confidence among foreign lenders and direct investors attracts a highercapital inflow while inducing domestic asset-holders to invest locally rather than exporting their 
capital. This pushes EXT to the right.

Once donors have reached agreement with a host government regarding fiscal ai.d monetarypolicies compatible with a market-oriented exchange rate, they may choose to provide "balance
of payments" or "structural adjustment" support that will help to maintain the REER near atarget level, barring major shocks. Rather than encouraging client governments to maintain fixedexchange rates at such a level, the object is to induce them to establish broad objectives for therate and take these into account in decisionmaking in many areas of domestic as well as foreign
trade policy. 

D. Restoring Equilibrium 

Some of the shocks that lead to exchange rate disequilibria are soon reversed; equilibrium
is restored by restoration of the situation ex ante. The purpose of holding foreign exchangereserves is to be able to wait out a temporary shortfall in foreign currency receipts or outflow
of funds without seeing the national currency's panty drop precipitously.

However when BoP pressure persists, the measures required to restore equilibrium dependmuch more on the nature of the disequilibrium than on its causes. As already noted, in SSA themost common imbalance involves excess demand coupled with an overvalued national currency
(too few sh/$), the situation depicted by region A in Figure 111.5. Regardless of whether theproblem arose from overexpansion of demand or from a loss of competitiveness due to an
adverse ToT shift, the remedy is the same disinflation and devaluation. 

Disinflation 
Real demand must contract to bring inflation down to an acceptable level. Policy should aimat nominal GDP growth equal to the anticipated growth of real output plus an acceptable rateof inflation. This almost always requires reductions in public expenditure and the budget deficit, 
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together with contraction in expansion of money supply and bank credit. Unavoidably,
disinflation also involves a temporary drop in real output. 

Devaluation 
The other half of the adjustment process is a rise in the real exchange rate (more sh/$ in realterms). Even with a successful disinflation, prices will continue to rise, though more slowly. Thenominal exchange rate must rise faster than domestic prices if the dollar's real value is to 

increase. 
The higher real exchange rate will provide greater incentives for export production andreduce the ratio of imports to GDP. The resulting drop in net imports (dollar value) will reducethe drain on foreign exchange reserves or permit a reduction in foreign borrowing. However asnoted earlier, lower net imports with aggregate output fixed (in real terms) implies a reduction 

in domestic absorption.
If export production is to increase while imports decline, domestic consumptioninvestment, both public and private, 

and 
must contract. Indeed demand restraint may have to

continue after disinflation has been completed.
When a BoP deficit has been contained by use of exchange controls and import licensing, theadjustment problem is somewhat different. In lieu of a reduction in net imports, relaxation ofcontrols and devaluation of the currency will lead to a redistribution of imports. Sectors favored

by the ratiomng system will respond to higher prices by buying less imports, while formerlydisadvantaged sectors will have greater access to imports and/or see their relative prices fall.Meanwhile export incentives will improve. The aggregate supply-demand balance need notchange, although due to stickiness in resource realignment a period of demand restraint will be
called for in order to imit inflationary pressure during the transition. 

Timing
The time dimension of an equilibrium exchange rate poses complications. Most markets takevarying periods of time to adjust fully to any change in prices, and the foreign exchange market

is no exception. An exchange rate shift will not produce an immediate response in exports andimports. The principal short-run response will occur in the capital markets. The full response
in marketing channels and production may take several years to develop.

The exchange rate which a country could sustain if other conditions remained fixed for aperiod of time between two and five years can be regarded as a medium-term equilibrium rate.The concept is elusive because other conditions will not in fact remain constant. Nonetheless,it is useful in analyzing questions about the implications for the exchange rate of alternative 
policy proposals.

Among the fixed conditions on which the medium-term equilibrium rate relies is a constantstock of physical and human capital as well as a given set of trade policies and conditions inworld markets. In the longer run, capital will accumulate, the labor force will grow and itseducation and work experience will cuange. Those changes will define a set of equilibriumexchange rates for future dates. At the same time, accumulation of capital and upgrading of thelabor force will not take place independently of the course of the REER. On the contrary, thecourse of the REER starting immediately will condition the development of the whole economy
as well as the trend of the medium-term equilibrium rate itself. 
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ANNEX TO CHAPTER III: Exchange Rate Concepts: Official, Nominal, 
Real and Equilibrium 

Even a casua! scan of the massive literature on exchange rates yields a bewildering catalogof classifications--exchange rate labels such as official, market, parallel market, nominal, real,effective, real effective, and equilibrium all appear with frequency, among others Thesedistinctions are important here because confusion exists about which exchange rates reallymatter, and in what circumstances, in the African context
Official exchange rate(s) (OER). This designation characterizes any rate(s) announced bya monetary authority as applicable to any purchases or sales of foreign exchange in which itchooses to engage at a given point in time. Normally such rate(s) is/are determined andmaintained by the authority over some period of time by a process other than simple recordingof the most recent market outcome. The borderline between official and market rates becomesblurred at the point where an authority records the market outcome on one day and adopts thatrate as applicable to its transactions on the following business day only.

Market exchange rate. This is the price of foreign exchange resulting from interaction ofsupply and demand in the market at a given point or over a given period of time.
Parallel market exchange rate. This 
 concept applies in situations where the monetaryauthority maintains an official rate (OER) at which demand for foreign exchange exceeds supply,and the authority must introduce nonprice rationing in order not to exhaust its supply of foreigncurrency. Since users of foreign exchange (importers, speculators and others) are unable to getall they want at the OER, while earners (exporters and remitters) receive less than they wouldearn in a free market, both parties (and intermediaries acting between them) have an incentiveto deal through channels outside the control of the authorities. Thus a parallel (or unofficial or"black") market for foreign exchange emerges and determines a set of rates higher than the OER 
(i e more snillings per dollar)

Nominal exchange rate (NER). This is a broader designation than any of the foregoingdefinitions. If the monetary authority is maintaining an official rate which is applicable by lawto the bulk of a country's foreign trade, even if a substantial amount of trade occurs at adifferent (parallel market) rate, then the official rate is also the nominal rate. If no such officialrate exists, then the market rate becomes the nominal rate. In either case the nominal rate is the
one normally quoted in the press. 
 If more than one official rate applies to different types oftransactions, there will be multiple nominal rates. For simplification, the following discussion 
assumes a single nominal rate.

Equilibrium nominal exchange rate (ENER). The equilibrium rate represents the trueopportunity cost of a currency, i.e. the value that would prevail in a free market unhindered byofficial controls. It is thus a theoretical concept, and of all exchange rate concepts discussedhere, the one least subject to unambiguous measurement. The rate prevailing in the parallelmarket is frequently used as a proxy for the equilibrium exchange rate, at least in the medium 
term. 

The medium-term ENER is the rate that would emerge in the months following a fullliberalization of the foreign exchange market; the long-term ENER is the level that the currencywould attain once distortions in resource allocation resulting from the former controls haddisappeared. Needless to say, estimation of the long-run rate is subject to a wide margin of 
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uncertainty. 
We will return in later sections to the issue of how reliably the parallel market rate may be 

interpreted as reflecting the medium- or long-term ENER, in particular the extent to which 
movements in the parallel rate may be taken as reflecting movements in either of the equilibrium 
rates. 

All the preceding rates represent a nominal price of foreign exciange--e g. one dollar--in 
terms of units of country X's currency (say shillings). Hence their impact on X's economy is 
influenced by domestic and world inflation. 7 By way of illustration, depreciation of a nominal
exchange rate by twenty percent over one year, e.g. an increase in the price of a dollar from ten 
shillings to 12, will have different implications depending on whether X's domestic prices rise 
during the same period by only ten percent versus one hundred percent. Measuring the impact
of NER movements requires correcting for the influence of inflation rates in X and its trading 
partners 

Real exchange rate (RER). The standard means of making such corrections is to convert the
nominal rate into a real exchange rate. The RER is the nominal rate multiplied by the ratio of 
a price index of tradables to one of non-tradables. Most goods and services have both tradable 
and non-tradable components, making construction of such indices a complex and tedious task. 
For empirical purposes the approach normally adopted is to use consumer price indices (CPIs)
of a given country, X, and its trading partners.

Specifically, country X's CPI (P)proxies the index of X's non-tradableprices, while the CPI 
of each of X's n trading partners, Y, i = 1..n, proxies the index of X's tradableprices vis-a-vis 
Y1.'" A composite index of world prices (7r) facing X is obtained by multiplying the CPI of 
each Y, by that country's share, a1, in X's trade, and summing the resulting products.

The real exchange rate (Er), often called a purchasingpowerparity (PPP) rate, is defined as 
the nominal exchange rate (E) multiplied by the ratio 7r/P: 

7.1 E,.7t
 
(3) Er E, 

Partially differentiating we obtain: 

(4) E, E,-( r 

Awhere a over a variable denotes a percent change.
Equation (4) says that a change in the RER equals the percent change in the NER minus the 

difference between domestic and world inflation (this being a difference between two 

27 All exchange rates presented in this report are defined in terms of local currency units per dollar, so that 
the exchange rate corresponds to the price of a dollar in local currency. An increase in the exchange rate--that 
s, a rise in the number of local currency units per dollar--accordingly means that it takes more local currency to 
,uya dollar, and thus amounts to a depreciation of the local currency. 

11For a more comprehensive discussion of the link between the tradables-nontradables real exchange rate ofthe trade literature and the more common empirical alternatives, see Devarajan, Lewis, and Robinson [1993]. 
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percentages). In other words a nominal devaluation generates a realone only to the extent that 
the nominal devaluation exceeds 

i.e. it must exceed any excess of domestic over 	world inflation. 9 Intuitively this makes sense:if world inflation is zero, and domestic inflation is 20 percent, then nominal devaluation mustexceed 20 percent to generate a real devaluation. A nominal devaluation of 20 percent leaves thereal exchange rate unchanged, while a nominal devaluation of less than 20 percept results in an
appreciationof country X's currency

The outcome of adjusting for inflation is an RER series that can be used to analyze changesin X's competitiveness over time. This can be seen by considering a modification 	to the firstequation in which we substitute a separate index of either export prices or import prices for the 
single world price index (7r)

Real effective exchange rate (REER). Recognizing that the prices faced by exporters orimport-competing firms are influenced by import tariffs, export taxes and subsidies, and othertrade-related distortions, we define the real effective exchange rates faced by producers of (i)
import substitutes and (n) exports as follows 

(6) 	 = E 'ra(1 +-tmn)
 

P
 

(7) Er. E, ' r 	 '( 1-t 

P 

where tm and t represent the combined impact of trade-related distortions on local currency

prices of imports and exports, respectively.


As the ratio of imported goods prices to domestic prices, Er, measures producers' incentive
to compete with imports; conversely E,, the ratio of export to domestic prices, measures the

incentive to produce for export instead of the domestic market.2
" 

The signs of the respective t terms reflect the fact that indirect taxes on imports have apositive effect on the REERs faced by producers competing with imports, while taxes on exportsmake for lower (i.e. less favorable) REERs for exporters, offset to a greater or lesser extent by
export subsidies. 

" In fact, the calculations get more complicated, since 	 frequently efforts are made to correct not just forgeneral "world" inflation or inflation in a single foreign 	country, but rather "average" inflation across a groupof countries. There is much debate over the appropriate composition of the country group (and hence theweights used in the calculation), with import weights, export weights, SDR weights, and others all having their 
proponents 

20 These incentives are easiest to understand if one replaces the aggregate price indices with individual 
product prices: for example, a firm will have incentive to compete with imports if its cost of producingan acertain good (the denominator, P) is lower than the local currency cost to traders of importing the same good
(the numerator, 7r). 
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Taxes are fairly easily measured, however the same cannot be said for foreign exchange
quotas and other restrictions whose impact on the REERs faced by manufacturers of certain 
import substitutes in Africa is often far greater than that of customs duties. The only way to 
measure this impact is to observe the prices fetched in the market by the imports in question,
and compare then, with the corresponding c.i.f. import values in foreign exchange, multiplied
times the apphcablL NER. The observed gaps represent scarcity rents accruing to the traders 
favored in the allocation of import hcenses and foreign exchange.

Equilibritimreal exchange rates (ERER and EREER). These concepts are helpful when 
one is talking about moving country X towards equilibrium over a period of time. The ENER,
defined above, relates to the present moment--X has an NER (shillings per dollar), and we can 
try to estimate the rate, in SSA usually higher than the NER (i.e. more shillings per dollar) that 
would bring about external balance in the short run. 

However, the longer the period over which balance is to be achieved, the more X's currency
and those of its trading partners will be subject to differential rates of inflation. Use of the 
ERER or EREER enables us to abstract from future inflation and track X's movement toward 
equilibrium without having to continually adjust the target. 
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CHAPTER IV 

TRANSITION ISSUES 

Accepting some form of devaluation as asine quanon for restoring equilibrium in the foreignexchange markets of most African countries, the first section of this chapter looks at ways ofbringing it about and its economic effects. Next, we consider arguments for and against freeingthe capital market at the same time as current account transactions are liberalized Concludingsections consider the sequencing of measures to restore equilibrium, and the problem ofinstitutional capacity of agencies responsible for managing foreign exchange policy. 

A. Devaluation of the nominal exchange rate 

We first note some alternative ways of achieving a devaluation when that is required. Nextwe consider arguments about the macroeconomic effects of devaluation. We then turn toquestions about the supply response to devaluation Finally, income distribution and inflationeffects arf. noted. All these matters are discussed in greater detail in relation to the SSA context
in Chapter X, following presentation of the four country case studies.

The question of devaluation arises for countries where the authorities maintain an officialexchange rate that overvalues the currency Overvaluation is sustained by drawing down reserves, borrowing abroad, or by exchange control and import licensing. A government has
three basic options for the process of devaluation: 

1. It may gradually reduce the proportion of imports licensed to benefit from a preferential
NER, obliging purchasers of other imports to obtain their foreign exchange at higher
nominal rates or in the parallel market.

2. It may simply declare a new NER at a level it considers sustainable, and then take stepsto support it if demand for foreign exchange continues to outstrip supply at the new rate.3. It may abandon the support measures temporarily and leave determination of the exchangerate at least temporarily to the market. Recipients of foreign exchange who were formerlykeeping it outside the country or selling it through illegal channels where it was subject
to a risk premium and high transaction costs, will now sell it openly. The outcome willbe a level intermediate between the former NER and the parallel market rate. In theabsence of official intervention the rate will approach an equilibrium level determined bystructural factors and by fiscal, monetary, and other policies affecting trade as well as byvariations in confidence and expectations about future policies and their outcomes

Our use of the term "nominal devaluation" will embrace all three of these alternatives."Devaluation" implies active determination of a new value, but formally alternative No. 3 refers 
to a passive act whereby the market is allowed to determinate the value.

With this alternative the government faces the choice between allowing the rate to continueto float, its value going up and down with the market's assessment, and intervening to declareand support a new NER once the market has established a rate considered sustainable. Even after a decision to float, the authorities can still intervene periodically to dampen movements they
consider at variance with underlying economic conditions. 

The two principal sources of instability are inflation and capital move ments. The latter may 

35
 



be induced by changes in interest rate differentials or by shifts in investors' confidence in the 
government's lity to stabilize the economy. The links between devaluation, inflation and
interest rates a iscussed below. The question of confidence is discussed in Section IV.D. 

Devaluatio, ,nd aggregate demand 
The mainstream or classical approach to devaluation as a remedy for a BoP deficit cites shifts

in both expenditure and production: expenditure shifts away from imports toward domestic 
products, and production shifts out of goods and services for domestic use, into exports. Both 
shifts contribute to the reduction in domestic absorption required to eliminate the BoP deficit.
If the change in currency parity is not sufficient to accomplish the task by itself, fiscal and 
monetary adjustments may be required to reach the right level of aggregate demand. 

Critics of the classical view make two apparently contradictory arguments about the effects
of nominal devaluation. Much of the structuralist literature argues that nominal devaluation leads 
to contraction ot demand and ou,-put. But another body of literature focuses on inflationary 
consequences. Indeed, some authors assert that the inflationary effects of nominal devaluation 
may make it impossible to achieve a real devaluation. The difference in views arises in part from
different assui ,ptions about the monetary and fiscal policies which accompany a nominal 
devaluation. 

The view of devaluation as contractionary arises from consideration of its impact on some 
components of aggregate demand. For example, a devaluation raises both the local currency cost 
of debt service and the local currency value of aid flows. Cetensparibus the government deficit
rises or falls according to whether the first or second effect predominates. A similar argument
applies to the trade balance and the value of local money balances versus that of financial assets 
held abroad. 

In making these arguments the structuralists are primarily concerned with the domestic
absorption component of demand in the short run. They argue, not always explicitly, that the 
shifts of production and expenditure induced by a rise in the real exchange rate will not occur 
for some time after the devaluation has had its impact on domestic demand. 

The net effect of these and similar considerations should be taken into account by those who 
manage monetary and fiscal policy. Once recognized, the macroeconomic side effects of
devaluation can be offset by monetary and fiscal action. However, uncertainty about these effects 
complicates the task of establishing precise targets for nominal demand, price movements and
real exchange rates. That argues for the need to develop procedures for rational adjustment of 
policies as events unfold. It does not argue that efforts to change real exchange rates are futile. 
Nor does it support the notion that devaluation inherently depresses demand. 

In any case temporary contraction of demand is often necessary to ensure that inflation does 
not undermine the goals of a nominal devaluation. If devaluation does not lead to a contraction 
of output it is often necessary to induce one by deliberate mohetary and fiscal restraint. 

Devaluation and inflation 
By definition a nominal devaluation puts upward pressure on lo "alcurrency prices of imports

subject to the new NER and of goods competing with those imports. The local currency
counterpart of export prices also rises, tending to raise prices of goods that compete with exports
fr, icarce resources--e.g. domestically produced food competing for land with export crops.
Ti. -,e price increases in turn generate wage demands wuch may lead to further price rises. 

)me increase in the overall price level (CPI) is virtually inevitable. Its magnitude depends 
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largely on the course of nominal demand. As shown in the Appendix, the CPI's direct responseto an increase in the price of foreign currency (AE,) appears to range from 20 to 40 percent ofAEn when prices are relatively stable before the devalup'ion and there is no increase in nominal 
demand. 

Of course, it is rare for any government to pursue a policy so austere as to prevent such anincrease. But as the Appendix shows, given some determination on the part of the policy makersand a degree of popular support, it is possible to bring the inflation induced by a devaluation toa halt within a reasonable time. Some SSA governments have succeeded in doing this; themajority have yielded to fear of recession or interest group pressures and allowed inflation tonullify the devaluation's benefits within a short tune 
Interest rates and capital movements

Structural adjus:,nent programs, in Africa as elsewhere, invariably call for 
measures torestrain the growth of money supply associated with "inherited inflation" as well as devaluation.Customarily the government commits itself to raise nominal interest rates to levels that arepositive in real terms High rates may be maintained for some time after inflation declines, inan attempt to induce nationals of the country to repatriate capital that fled abroad during a longperiod of negative real rates. The ensuing capital inflow may induce inflationary pressures, orcause a temporary appreciation of the exchange rate If the authorities succeed in maintaininga stable growth rate of nominal demand, instability arising from the interest rate movements 

should gradually diminish. 
Suply response
While the immediate object of devaluation is normally to resolve a BoP crisis by divertingsome domestic consumption to exports and temporarily reducing the ratio of imports to GDP,devaluation can also make an important contribution to long run development. It does this byredicing or eliminating distortions caused by exchange controls, import licensing and otherprotectionist measures, and thereby enhancing efficienzcy. The resulting impetus to exportsgenerates the means to pay for imports of intermediate and capital goods required for fullutilization of existing plant Over the longer run, further growth in exports will make possible

the imports required for continued expansion.
While it is generally agreed that real devaluation will move exports and imports in the right
direction, there is much disagreement about the degree and timing of the response of imports
and exports as well 
as about the accompanying changes in income distribution. The followingsubsections consider supply responses in different sectors of the economy.
Agriculture. Agriculture is the most readily available source of additional exports in mostSSA countries. Farm exports can be increased by employing more labor and by incieased useof fertilizers and pesticides, until gains from further use balance marginal costs. When a higherexchange rate raises the local currency price of farm products, the marginal value products ofall inputs rises Farm operators can be expected to respond by increasing output.

The short run, say one or two years, allows for little or no increase in investment as a basis
for raising output Instead, operators must apply additional current inputs, including labor, towork heir existing capital stock more intensively Thus, the increase in output in the short run,determined by the short-run price elasticity of supply, will depend on the cost of those inputs

and on the availability of labor with appropriate skills.
The action of many SSA governments in depressing relative prices of agricultural products, 
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among other traded goods, as part of an effort to promote industrialization and favor urban consumers, has led farm operators to use their capital stock less intensivel. Typically there isalso excess labor supply in rural areas. Thus, most of the required resources are already inplace, and when de,/aluation reverses the price distortion, a significant production icsponse canbe expected within a year or two. Once resources are fully utilized, further gains come more 
slowly.

The experience of many African countries shows that restoration of exchange rates reflectingreal opportunity costs of resources is an essential part of any program aimed at increasing farmoutput and exports. However, while price adjustment alone brings positive results, the interactionof capital, appropriate technology and price incentives over time is far more fruitful. Large andrapidly growing populations make continued investment in raising agricultural productivityessential. Much of the disappointment with SSA structural adjustment programs results fromshort time horizons and inadequate investment in the sectors that are supposed to respond,
including agriculture.

Other resource-basedsectors. Tourism, fisheries and mineral exports alreadj wellaredeveloped in many SSA countries. Exchange rate adjustment and favorable ToT provideincentives for increased output but, as in the case of agriculture, the outcome is heavilyinfluenced by the availability of trained workers, credit and adequate infrastructure. 
Nontraditionalexports. In me-t developing countries the first rewards to exchangeadjustment are obtained in the recovery 

rate 
and expansion of traditional resource-based sectors.Some countries have found it possible to expand their export base by developing nontraditionalresource-based activities, e.g. horticulture. But the potential of these sectors for raising percapita incomes over the long run is limited by competition from other low-income countries and,in many countries, by decreasing returns from the land and other nataral resources employed.Other sources of export revenue must be developed. The East Asian economies have shown that,although agricultural development cannot be neglected, the path to rapid growth of per capita

income lies in developing manufacturing exports.
Manufacturingexports. In many developing countries, especially those of SSA, a variety
of factors inhibit the development of manufacturing exports. The poor condition of infrastructure
makes for frequent power shortages and costly and unreliable transport and communications


services. Government regulation is conducted inefficiently and burdened by corruption. Labor
productivity is low and technical specialists are scarce at any price. Notwithstanding adevaluation that reduces the cost of labor and other local inputs in dollar terms, the share oftradables in production costs, compounded by the foregoing deficiencies, may keep total cost at a level making production in a given country uncompetitive at any exchange rateBut it is after all not necessary to be competitive in every conceivable product. Circumstances
that make one or a few products competitive in international trade provide a basis for expansionthrough learning-by-doing in the environment of world competition instead of under the soft
constraints of infant industry protection and subsidies. 

Income distribution 
Distinguishing between short- and long-run effects is particularly important in assessing theeffects of devaluation on income c"tribution. In the short run there are gainers and losers. But once devaluation of an overvalue, currency has had its full effect on productive efficiency,

nearly all groups will be better off. 
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At the outset, all groups involved directly or indirectly in production of goods for export willgain as will those who produce import substitutes. In many SSA countries the main exportproducers are rural smallholders with relatively low incomes. Moreover, elimination of rationingand exchange controls makes more consumer goods available at lower prices, while availabilityof spare parts and other inputs benefits producers of non-tradables as well as tradablesIt is also true, however, that in the short run currency depreciation often involvesredistributions of income that are disadvantageous to politically influential groups. Tradablegoods and services figure more heavily in the household budgets of urban workers and highincome consumers than in those of farm operators and other rural producers. For such items aswere actually available at local prices based on the overvalued exchange rate, devaluation (unlessoffset by budget subsidies) raises their prices and burdens their consumers accordingly. Wherethis applies to staple food items, e.g. wheat and rice in the franc zone, the effect on urban
residents' well-being can be dramatic. 

Moreover where depreciation is accompanied by lifting of exchange controls, enterprises thatformerly operated behind this protective wall are likely to lose revenue, possibly even gobankrupt, exposing their labor force to unemployment. Conversely devaluation brings higherprices for farm operators, while their laborers get more work and earn higher wages."1However groups that lose from policy changes are often more vocal than beneficiaries, especiallywhen the losers are literate urban dwellers and the gainers are poor farmers. Nor is there yetmuch appreciation among policy makers or on the part of public opinion regarding theprospective long-run gains from devaluation for the vast majority of the population.
Conditions for successful devaluation
 
Of the many devaluations u:idertaken in Africa, 
a high proportion have failed in the sensethat, after a relatively short time, inflation had reduced the real exchange rate (price of the dollarin constant shillings) to a level no higher, often even lower, than just before devaluation. Thefailure to effect real devaluation vitiated any improvement in the BoP. In a few cases a realdevaluation occurred but the initial supply response was so small that the government maintained
or reinstated exchange control 
 aid other protectionist measures to resolve continuing BoP
 

pressure.

Clearly devaluation does not provide 
a quick fix to a BoP deficit. Success requires first ofall that the government maintain sufficient fiscal and monetary restraint to make the devaluationstick in real terms. Second, the income redistribution implied by a real devaluation must bepolitically feasible. Third, the amount of BoP improvement to be expected within a given timefrom measures designed to maximize real devaluation depends on the resources mobilized to

speed up supply responses.
Variants of euilibrium that undercut export competitiveness
A real exchange rate meeting the conditions for internal and external balance summarized inequations (1) and (2) will not necessarily maximize the growth of exports. The larger thebalancing inflows on capital account plus remittances, the larger the current account deficit thatcan be financed, and thus the weaker the required performance of exports.Some inflow on capital account finances imports that are additional to the economy's 

2i Higher food prices may cause some rural nonfarm people to lose on balance. 
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underlying import demand, and thus does not directly affect the equilibrium exchange rate. This
is true of foreign project aid and foreign direct investment. In contrast, nonproject (e.g.
structural adjustment) aid, speculative financial inflows and the portion of remittances not spent
directly on imports help to cover the trade deficit, and thus take some of the pressure off 
exports. (To be sure, any net movement of speculative finance out of the country, or a surplus
of external debt service over loan disbursements, has the opposite effect of increasing the 
pressure on exports). 

Another phenomenon making f(, an exchange rate lower 'than the equilibrium corresponding
to normal trade flows is the so-called "Dutch Disease", whereby a sudden foreign exchange
windfall arising from export of a natural resource such as oil enhances a currency's value. The 
resulting rate can depress the local currency values of the country's other export products below 
cost, 	making it heavily dependent on a single resource-based export. 

B. 	 Differential Exchange Rate Policy for the Current and Capital
 
Accounts
 

The 	exchange controls to which governments resort in order to defend overvalued rates
automatically bring into being a situation of multiple exchange rates. This is because the
 
payments for which the authorities provide foreign exchange at the nominal rate from officially

controlled sources take place at a preferential price in local currency, while all other payments

must take place at higher prices, incorporating a premium to reflect the market value of foreign
 
exchange.
 

The 	authorities may explicitly set more than one nominal rate for different categories of
 
payments; they may allow a free market to operate alongside the controlled foreign exchange

transactions; or they may seek to prevent transactions other than those proceeding through
official channels, in which case an illegal parallel market comes into being whose prices reflect 
risks and associated transactions costs related to the effectiveness of government enforcement 
measures. 

All exchange control regimes seek in one way or another to limit payments with foreign
exchange at the OER to uses that the authorities consider "essential" to national objectives. Such 
uses typically comprise importation of wage goods to satisfy demand that exceeds domestic 
production at officially desired prices, along with purchase of goods and services for use by
government and, often, quasi-public t'ndies (public debt service is one payment category that
almost always benefits from the OER). Capital equipment and other goods and services imported 
as inputs into domestic industries favored by government policy also typically benefit from the 
OER. 

Conversely payments that are typically ineligible to receive officially controlled foreign
exchange, at least at the most favorable OER, include imports of so-called "luxury" goods;
imports of goods and services that the government considers to be produced domestically in
adequate volume; and nearly all exportation of capital owned by residents. Accordingly, these 
payments, if they occur at all, take place at effective exchange rates higher than the OER. 

Full equilibrium in the foreign exchange market means that all transactions are allowed to
take place at prevailing rates, whether an OER supported by the government, a floating rate, or 
a rate whose float the authorities seek to manage. As already indicated, there is a wide consensus 
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in the development community that quantitative controls vis-c4-vis transactions on currentaccountof the BoP have led to severe distortions and inefficiencies, retarding the growth of the countriesconcerned. World-wide, in SSA as in other regions, country authorities that have not yet openlyagreed with this point of view have found themselves under strong pressure from the IMF anddonor mstitutions to abandon the controls and allow goods and services to be traded at exchangerates that are ;ither market-determined or, if officially pegged, are sufficiently close to marketvalues that the authorities can sustain them with reserves and foreign borrowing.
No such consensus yet exists with regard to DC authorities' management of the capitalaccount of their BoP. Apart from support for a foreign investment regime that guaranteesinvestors the right to repatriate their investment, the IMF and donor institutions tolerate, in some cases even favor, efforts by the authorities to prevent or tax export of capital by residents,long as the controls are not designed or operated in such a way as 

as 
to constitute a significantburden on trade Still, official intervention in any market, whether for goods, services or capital,introduces price distortion, and restricting capital transactions, even if trade in goods andservices is free ot quantitative restrictions (except for controls for reasons of health and publicsafety), brings about a parallel market with a pnce (exchange rate) higher than the NER


Economic arguments 
can be made for and against freeing the capital account as part andparcel of efforts to restore equilibrium in the foreign exchange market. The most potentargument in favor is that domcstic capital markets are not efficient as long as the governmentrestricts investors from placing their funds wherever the combination of risk and return are mostfavorable, whether at home or abroad. The authorities of several Asian countries, namely HongKong, Singapore, Indonesia, Malaysia and Thailand, have maintained full or nearly fullconvertibility, for capital as well as current transactions, for several years. In the process notonly have they avoided net capital flight, all have added significantly to their foreign reserves.On the other hand the foregoing list of countries is notable for the omission of two of the
most successful Asian newly industrializing countries (NICs), Korea and Taiwan. Most SSA
policy makers will point to their example, and argue that no small developing country can hope
to avoid a substantially higher level of political risk than any industrial country, hence aprescription for a free capital market isa recipd for encouraging permanent capital flight. Whileadmitting that sophisticated operators will circumvent capital controls, the policy makers willargue that reasonable controls make it sufficiently costly for small assetholders to export theircapital so as to avert a significant share of the capital flight that would otherwise take place.'
One answer to tus is that the high risk is in large part a function of the inappropriate policyframework which economists are simultaneously trying to persuade the policy makers to correct-notably exchange rate overvaluation, current account controls, inflation, and so on Even so,it can be argued that, supposing appropriate economic reforms were implemented, continuing

political volatility poses a continuing threat of their reversal.
Beyond the question of underlying risk there is at least one economic reason to stop short offull capital account convertibility for the foreseeable future. Above we have argued that thegovernment can best support the competitiveness of its exporters and import-competing firmsby maintaining a stable real exchange rate, perhaps at a somewhat "undervalued" level. To do 

22 One irony of this argument is that many policy makers belong to the sophisticated group that already
maintains sizable assets abroad and continues to export capital illegally. 
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this, it will likely have to intervene from time to time in the foreign exchange market to control 
dips in the exchange rate (drops in the shilling price of a dollar) caused by phenomena related 
to "Dutch disease". 

A completely free capital market complicates this type of management insofar as private
funds moving across borders to take advantage of interest or risk differentials or anticipate
exchange rate shifts can easily swamp the resources available to a government to try to dampen
price fluctuations. Most DC authorities still concernedare to prevent massive capital flight
forcing them to devalue, but several of the faster growing DCs have encountered the opposite
problem. As authorities in these countries have convinced foreign and local investors of their
intention to maintain incentives and promote free markets, the investors have found the relatively
high interest rates prevailing in the countries' capital markets increasingly attractive, while
perceiving the foreign exchange isk to be low and declining with continuing economic growth.

To see how capital movements affect exchange rate management under different regimes, we
begin by assuming that a DC holder of a financial asset was formerly prohibited from shifting
it abroad, that this prohibition is removed, that he decides to export the asset, and that his
decision is independent of that made by any other holder of local or foreign assets. In the short 
run his action will either cause a net outflow of capital, or (assuming the asset's value to exceed 
a certain threshold) drive up the exchange rate (more sh/$). Which of the two outcomes to 
expect depends on the exchange regime in effect. 

If the central bank is supporting the exchange rate at some fixed level, the local assetholder's
purchase of a foreign--assuming the transaction to be of a certain magnitude--will push the
exchange rate up to the intervention level, whereupon the central bank will have to sell foreign
currency to bring the rate down again. If the assetholder exports additional assets, otheror
assetholders follow his example, the central bank will continue selling foreign currency until its 
reserves fall below a level it considers prudent, or its borrowing power is exhausted. At that
point it must take extraordinary action, either devaluing the national currency or reimposing
controls. Many devaluations from fixed rates have occurred when large capital outflows depleted 
central bank reserves.
 

Conversely if the country is followin, 
 i floating rate regime, increased purchase of foreign

assets will push up the exchange rate. 
 In the short run, modest exchange rate movements will 
not affect the current account significantly. Both the exchange rate and short-term interest rate 
must increase sufficiently to bring incentives for capital export down to a level where net capital
inflow will balar).e the current account deficit. The incentive to hold local assets rises when (i)
the exchange rate is sufficiently lugh to reduce the likelihood of further depreciation of the local 
currency, and (n) local real interest rates have risen relative to those in developed countries.

In sum, in floating-rate countries with capital controls whose effect is nonneghgible, their
elimination will, ceteis paribus, lead to higher interest rates and higher exchange rates in the
short run iather than net capital export. In the medium term, the higher exchange rates (more
sh/$) resulting from elimination of exchange control should stimulate exports and dampen import
demand (indeed one may think of elimination of capital controls as a form of export promotion).
This outcome might be expected to increase domestic investment. 

For the longer run, capital control policy should be considered in a broader context which
takes account of the effects of controls on domestic and foreign assetholders' attitudes towards 
an economy's overall management. Once country X abolishes controls and assetholders are 
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reasonably confident that they will not be reimposed in the foreseeable future, higher returns oninvestment in X than those available elsewhere will attiact an inflow of capital.
In Korea, Malaysia, Argentina, Chile and Colombia, 
 among others, such inflows havethreatened to force the exchange rate downward (less local currency per dollar) unless the centralbank intervenes to purchase the foreign exchange Pumping local currency into circulation tobuy up the dollars expands money supply, raising prices. Sterilization of the foreign exchangeis expensive, since the government must pay interest on "stabilization bonds" for unneededfunds In these circumstances, a government seeking to preserve export incentives must choosebetween an expensive sterilization and a return to controls
Having said this, one must recognize that certain types of transactions which are technicallycapital flows act to facilitate trade. Exporters and importers seek forward contracts for foreignexchange to eliminate the risk accompanying variable delivery of and/or payment for goods. Towrite these contracts, banks must be allowed to take an open position forward and to hedge thatposition by lending or borrowing in foreign currencies While in theory the government mightattempt to limit these transactions, in practice it is difficult and probably counterproductive. 

C. Sequencing of Measures to Restore Equilibrium 

Advising a developing country to give the market free rein to restore equilibrium in itscurrent account without delay, while agreeing that it may reasonably retain, for some time,controls over residents' export of capital, is tantamount to taking a stand on the desirablesequence of reform measures. In effect, one is saying that liberalization of the current accountis most urgent and should come first. Conversely full liberalization of the exchanges includingthe capital account, while eventually necessary in order to take full advantage of the internationaldivision of labor, can and in some cases probably should be delayed while the country pursuesother measures to build up the confidence of its population and the international business 
community.


An even more fundamental issue of sequencing, however, relative of
is the timingliberalization of the current account versus macroeconomic stabilization through reduction of thebudget deficit and other measures to restrain inflation. As will be seen in Chapter VII on
Senegal's experience, the defenders of the long-standing FCFA/French franc parity pursued
increasingly restrictive stabilization measures over a period of years--dating as far back as the
early 1980s--before accepting a 50 percent devaluation of the CFA franc in January 1994; andup to the bitter end they argued that stabilization required still more time to become effective
before a devaluation would be appropriate.

Based on experience in Africa and elsewhere, a general consensus has emerged that, asdesirable as it is to balance the government budget and restrain credit creation so as to holddown inflation, there is little rationale for placing the burden of this adjustment on the backs ofthe majority of producers and users of tradable goods and services, which is the result ofcontinuing to overvalue the national currency and enforce the exchange controls required tosustain the overvaluation. Instead, liberalization of the exchange rate, whether by devaluationof an OER to an economic level or floating of the currency, is an integral part of a stabilizationprogram. One can go still further to say that, even when a government finds itself incapable ofimplementing other fiscal and monetary measures of stabilization, the exchange rate should be 
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liberalized and allowed to depreciate paripassu with inflation in order to limit disequilibrium 

in the foreign exchange market. 

D. Institutional Capacity 

The final dimension deserving oL mention here is that of the institutional capacity of the
agencies responsible for implementing exchange rate policy. An axiom of economic policy is
that, the greater the degree of intervention in the market involved in a government policy, the
greater the public sector institutional capacity required to meet the policy's objectives. Thus, no
approach to exchange rate management requires more institutional capacity than defining"essential" goods and services and implementing exchange controls so as to prevent use offoreign exchange for other purposes. Experience world-wide has shown that such institutional 
capacity exists nowhere, least of all in developing countries. 

Conversely, at least formally, allowing the exchange rate to float with no intervention by the 
monetary authority requires no institutional capacity at all. In practice, so many are the
temptations faced by DC policy makers to re-enter the market and influence, if not control, the 
course of the exchange rate, that presence of technocratic knowledge and skills in the finance 
ministry and central bank is highly desirable to dissuade them.

Intermediate between the two extremes is a managed float, where the authorities bring to bear 
reserves and borrowings in an effort to dampen short-term swings that reflect speculative
movements of capital rather than underlying economic conditions. Judging whether an exchange
rate has temporarily moved higher or lower than warranted by those conditions, and will swing
back, possibly overcoinpensatmg, unless dampened by official intervention, is obviously a matter
of great skill, requinng that the responsible technocrats be closely familiar with past
developments, enjoy the confidence of movers and shakers in the domestic business community
and abroad, and be able to judge the latters' real intentions. In Chapter X the question is raised 
to what extent SSA governments dispose of such talent or, if they had access to it in the past,
have subsequently allowed it to evaporate. 
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3 

CHAPTER V 

ALTERNATIVE EXCHANGE RATE MANAGEMENT REGIMES 

Once a satisfactory level of stabilization is attained, a government must consider how torespond to future shocks affecting the BoP. Maintaining a sustainable balance in the international
accounts requires a combination of measures in the areas of fiscal, monetary, and trade policy.Policy makers can, in advance of the event, consider the advantages and disadvantages ofadjusting to BoP shocks by (i) financing, (ii) changing a pegged exchange rate, (iii) allowing themarket to change a floating rate, and/or (iv) demand management From tume to time a country'sauthorities may change their preferences among these alternatives, but at any given time theywill be disposed to act in a certain way reflecting the preferences in effect at that time.

Most governments follow one of three basic approaches to exchange rate management
1. (Case of the FZ countries) they may seek to maintain indefinitely a fixed rate vis-d-vis 

some currency or basket of currencies, adjusting to external BoP shocks first by using 
reserves or borrowing and then by fiscal and monetary measures.

2. they may choose the opposite course of a floating exchange rate--this has been the practice
of the OECD countries since the early 1970s, leaving aside the special case of the 
European Monetary System.
they may adhere to the original Bretton Woods approach, using a fixed exchange rate as an anchor in managing domestic demand but also recognizing that under some conditions
the cost of defending the rate may outweigh the benefit Most ot the 74 non-FZ countriesidentified in IMF [1994c] as pegging their exchange rate to a single currency or composite
of currencies can be grouped in this category (none have maintained the peg as long as 
the 45-year life of the 50:1 CFA/Ffr rate)

As noted in Section III.C, enlightened DC policy makers manage their exchange rates so asto attain a viable BoP position, subject to maximizing resource utilization, holding price inflationwithin limits acceptable to society, and minimizing protectiomsm. Obviously, pursuit of theseobjectives involves trade-offs Some underutilization of resources is necessary to ensurereasonable price stability; the political compromise between resource utilization and pricestability differs among countries. The choice of exchange rate regime should be consistent withthe compromise that is made; for example, the closer resource utilization is pushed to the marginat the expense of price stability, the less appropriate will be a fixed rate regime.
The experience of successful developers has shown that full and productive use of resourcesrequires expansion of exports at a rate well in excess of GDP growth. Attainment of thisobjective presupposes a certain level of real exchange rates. Indeed, much of the difficulty inboth fixed rate systems and pure floats arises from ways in which either system may lead theexchange rate away from a level that will support an adequate growth rate of exports.
Finally, the choice of exchange rate regime will be influenced by short-run political

considerations such as the desire of politicians to avoid the turmoil associated with BoP crises,concern over "losing face" if the national currency is allowed to depreciate, and pressures fromeconomic agents whose interests are linked to changes in the local currency equivalent of import 
or export prices.

The following sections examine the three aforementioned approaches to exchange rate 
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management in the light of their relations to price and output stability as well as to rules for 

control of nominal demand. 

A. Fixed Exchange Rates 

Defenders of a fixed rate regime portray it as a vaccine against inflation. It may also
eliminate or reduce adjustment costs arising from temporary shifts in the factors underlying
supply and demand for traded goods. And it may insulate an economy from capital movements
generated by speculation about changes in interest rates or other changes in policy. To be sure,
it can only do this if the rate is supported by a demonstrated commitment to use monetary and
fiscal policy as well as foreign reserves and lines of credit to defend it.

As indicated in Section II.B above, efforts to maintain a fixed exchange rate have often
proved costly. While fixed rates insulate an economy against unnecessary and undesirable
adjustments to ephemeral shifts, they foreclose an exchange rate response to fundamental and
persisting changes. The alternative--forcing prices of non-tradables, notably labor, to decline
relative to tradables prices--is normally much more painful. Yet failure to force such a
realignment undermines the country's competitive position and depresses export growth.

In sum, by pursuing a fixed rate policy a government places a bet, and a large one, that price
stability can be maintained without significant loss of output. If that proves to be wrong, the 
country pays a heavy price in lost output and often ends up by devaluing anyway.

The consequences of the fixed exchange rate model as applied in Africa are discussed in 
greater detail in Section XI.B below. 

B. Floating Rates 

The opposite approach to fixed rates is to let the market determine the exchange rate with a minimum of intervention. The rate will then move in whatever way is required to reach BoP 
equilibrium. 

The advantages and disadvantages of floating rates are the opposite of those attributed tofixed rates. Floating rates permit a continuous response to changes in fundamentals. A floating
rate policy is neutral with respect to inflation. It is not a cause of inflation--inflation results fromgovernment acts of commission and/or omission in regard to monetary and fiscal policy--but
neither does it limit inflation. The great advantage of a floating rate is that, when inflation does 
occur, BoP equilibnum is maintained by automatic shifts in the exchange rate instead of by

measures of demand restraint and protection that result in underutilizing resources and distorting

their allocation.
 

Because freely floating exchange rates clear the market, finance ministers and central bank 
governors in floating-rate countries do not have the constant worry about their BoP positions and
foreign reserve levels that afflict their counterparts in fixed-rate countries. That said, no one
should believe that adherence to a floating exchange rate allows a government to conduct its
fiscal and monetary policy without concern for trade and payments considerations In fact,
movements of the exchange rate give rise to significant problems of their own. 

Floating rates are determined by interaction among many aspects of economic policy and
conditions in the markets for goods, services and capital. The rates resulting from this process 
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are not necessarily optimal or even satisfactory from the viewpoint of promoting medium- andlong-term growth. A variety of temporary shocks from weather to political disturbances intrading partner countries can cause ephemeral movements in exchange rates. The actions of"stabilizing speculators" may lumit such fluctuations, but under many commonplace scenarios 
it can also aggravate them. 

The fact that elasticities of supply and demand tend to be significantly higher in the mediumto-long term than in the short run means that a change in supply or demand conditions maycause the exchange rate temporarily to overshoot the level that would equilibrate supply anddemand during a period long enough to yield return of a capital investment. Again, stabilizingspeculation may help, but it will not ordinarily be efficien enough (operate with a sufficientlylong horizon) to resolve the problem altogether. The result may be costly distortions in resource 
allocation 

Capital movements, actual and potential, can lead to sharp fluctuations in a floating exchangerate. When there is slack in the domestic economy, loan demand falls and interest rates dolikewise. Other things being equal a reduction in interest rates in one country causes capital toflow out and raises the exchange rate (sh/$) Net exports rise, reducing slack in the economy,raising the return to local investment and making capital export less attractive. In this case the
capital flow plays a constructive role. 

But interest rate differentials are not always well matched to economic conditions and maylead to perverse or excessive exchange rate movements. Speculation based on guesses aboutfuture policy may be destabilizing. Finally, capital and exchange rate movements can begenerated by speculation about political instability, with capital running from unstable countries 
to safe havens 

The capital movements and exchange rate swings that followed the shift in U S. fiscal policyin the early 1980s reflected all tl' forces just mentioned. No one will argue that they keptexchange rates close to medium-term equilibrium positions. Developing countries are exposedto similar phenomena and are more vulnerable due to thinness of their exchange markets.World-wide, policy makers have recognized the disadvantages of fixed exchange rates and
have generally abandoned them, without being fully satisfied with the outcome of floating rates.
Indeed, dissatisfaction with floating rates 
drives renewed efforts to establish the European
Monetary Union. However, a return to fixed exchange rates is not the only alternative to floating
rates. In fact, pure floats are rare; one or another form of official intervention in exchange
markets is common in most countries. 

C. Managed Floating 

While all countries face contingencies such that well-conceived intervention would yieldbetter results than laissez-faire, their financial and technical resources for influencing exchangemarkets constructively vary. Section X.B cites institutional handicaps facing SSA finance 
mimstries and central banks 

Notwithstanding heavy investments in staff development, many of these agencies have seentheir capacity to analyze financial markets and implement fruitful intervention strategiesdeteriorate in recent years Some SSA governments have allowed private interests to loot theirtreasuries and/or central banks. It would be irresponsible to advise such governments to follow 
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exchange rate policies involving sophisticated market interventions. 
Proceeding from the assumption that a country's monetary authorities have reasonable staff

capacity to follow markets and de ign measures that promote national development objectives,
as well as financial capacity to m,,uence the exchange market perceptibly in the short run the
discussion in this section focuss, on "rules of engagement" for central bank intervention.

The first step is to identify a target path consistent with the objectives for exchange ratemanagement outlined earlier, followed by analysis of the bank's response to different kinds ofdeviations from the path. We then consider options open to central banks more severely
constrained with respect to availability of reserves, borrowing capacity, and ability to influence 
local financial markets. 

Target path
For simplicity we discuss the target path for a single rate with one other currency, rather than

for a band of rates involving several currencies. Target bands and multiple currencies are 
considered later. 

The target path for the exchange rate should: 
* equilibrate the BoP with minmal resort to distortionary (protective) trade restrictions;
0 maintain real effective rates that support a target for export expansion well in excess of 

GDP growth; and 
* allow for the degree of demand slack consistent with a viable compromise between price

stability and full utilization of resources. 
A fixed real effective rate (REER) target, if achieved, may meet these conditions whileaccommodating a developing country whose domestic politics dictate an inflation rate higher than
that of its developed country trading partners. However, even if feasible, the fixrcd REER
approach may not provide a satisfactory response to persisting changes that alter the lev"el of the


rate consistent with export targets. 
 It may then be desirable to make adjustments in fiscal,
monetary and trade policy aimed at moving the exchange rate in the required direction.
 

Limiting volatlity

Short-run deviations from the medium-term trend of exchange rates increase the risks and
costs of trade and often give false signals for resource allocation. While longer-term objectives

should take priority in exchange rate policy, governments also have a legitimate interest incontaining short-run volatility. However, as indicated below, their capacity to accomplish this 
is severely limited. 

Policy instruments 
SSA countries have little scope for controlling the movement of their exchange rates throughdirect market intervention. Even developed countries with ample reserves are able to exert only

a marginal influence on their exchange rates. African countries lack both reserves and borrowing
capacity to do even that. Nonetheless, governments and central banks can influence the trend oftheir exchange rates and reduce volatility through fiscal, monetary and trade policy. 

D. Macroeconomic Policy 

Market determination of exchange rates is strongly influenced by macroeconomic policy andexpectations about it. One cannot expect exchange rates to follow a sta,.,: course in the absence
of consistent and realistic macroeconomic policy, holding nominal deiaand to a path implying 
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an acceptable rate of inflation. At the same time it is essential to maintain significantly positive
real interest rates. 

Changes in expectations about inflation and in real interest rate differentials are two majorcauses of short-run REER variations. Stable demand management and realistic interest ratepolicy minimize speculative capital flows and the snsuing exchange rate fluctuations
One way to control inflation is to set a target for nominal GDP growth and conduct monetaryand fiscal policy in a way consistent with the target If nominal GDP grows at a rate equal tothe sum of potential real output growth and an acceptable rate of inflation, the problems ofinflation and exchange rate depreciation will be minimized. There will be no bursts of excessdemand, and supply shocks will not be accommodated. Shocks will initially cause domesticprices and the price of foreign currency to rise but that will force a reduction in real domesticabsorption, limiting the "pass through" of the imtial price rise into further wage and priceincreases. If inflation can be contained while interest rates are determined by market processes,the volatility of exchange rates can be greatly reduced without direct market intervention. At the same tune the market-clearing and resource utilization objectives will be achieved
 

Short-term movements
 
Nonetheless, short-term variations in export prices and volume as well as events in the capitalmarkets will at times cause temporary deviations of exchange rates from their medium-termequilibrium. When it is feasible, intervention that limits such movements can reduce losses fromexcessive exchange rate volatility. In practice, however, governments generally lack the resources and forecasting capacity required to conduct successful exchange market intervention.

Injudicious intervention is likely to exacerbate rather than contain volatility.
Proponents of floating rates often exaggerate the efficacy of stabilizing speculation by privateoperators, but no greater reliance can be placed on forecasting by government agencies. Indeed,speculators have every reason to suspect the authorities of wanting to keep rates constant andtherefore being Lt,:., d towards judging permanent shocks as transitory. Official intervention issocially useful only if the government systematically makes better judgments than the market andacts upon them. That criterion is not met in most cases but there are some exceptions.

One such exception may arise out of speculation about government policy. 
 Marketexpectation of accelerating inflation will at the very least cause a gradual increase in the price
of foreign currency, and under some circumstances 
can produce a "run" on the local currency.If the market's anticipation is well founded, the appropriate action is, of course, to address theunderlying problem, i.e. to adopt fiscal and monetary measures to dampen inflation. In this case,pressure on the exchange rate creates a positive incentive for correct government action.When the market incorrectly anticipates a shift towards more inflationary policy, thegovernment must, of course, reiterate its commitment to stability. However this will rarelysatisfy the market; the statement of intent must be backed up by actions that reinforce the

credibility of stabilization policy.
One such policy option is for the central bank to manipulate bank reserves and reserverequirements so as to generate a spike in interest rates. Though iitially disturbing to domesticfinancial markets, such a step may help to stop a run on the currency as long as it forms partof a package of measures demonstrating the government's adherence to stabilization.
Direct intervention by central bank transactions in foreign exchange is limited by availabilityof resources, but should not be ruled out altogether. A case for limited intervention may arise 
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when a government seeking to build up its foreign exchange reserves finds that its currency tends 
to appreciate. It may take the opportunity to acquire reserves during periods when its currency 
is strong. This reduces volatility taking the form of transitory upswings, thereby avoiding the 
need for subsequent downswings. 

Once acquired, reserves can be useful as a supplement to other stabilization measures. No 
SSA country is likely to have sufficient reserves in the foreseeable future to check a rate 
movement backed by the bulk of market participants. But when other stabilization measurcs are 
in place, selling foreign exchange may satisfy enough of the remaining speculative demand to 
stabilize the market. 

Improving exchange markets 
Even a relatively stable market will experience daily and hourly variations in rates due to 

minor imbalances between in- and outflows of foreign exchange. If the market is well organized,
featuring dealers prepared to make a market in foreign currencies, most of these imbalances will 
be absorbed with minor variations in spreads. However, when the exchanges are newly
liberalized and participants are new at the game, dealers may not be prepared to take positions 
for small returns and information will flow imperfectly. 

In the face of rate movements caused by market "noise", the central bank may dampen
volatility by changing rules, procedures and information systems, or, if resources are available, 
by direct purchase and sale of foreign exchange. In considering direct entry, it has to balaiice 
the costs of market volatility against the prospect that action by the bank may preempt dealer 
activity. 

Seasonal variations in exports, large payments for debt service, and lumpy receipts of foreign
aid all exert pressure on exchange rates. It is open to government to manage its own foreign
transactions so as not unnecessarily to disturb the market. On the other hand dealers should be 
expected to dampen fluctuations reflecting the crop cycle. When a large proportion of foreign
exchange receipts is channeled through the government, the central bank may improve the 
efficiency of the market by developing a pseudo market along the lines of the Bank of Zambia 
plan discussed in Chapter IX below. 

Conclusions 
The cases discussed above do not exhaust the catalogue of sources of instability in foreign

exchange markets, but they suggest a framework to which the following policy considerations 
apply: 

1. The objective of exchange rate policy should be to maintain a real effective exchange rate 
approximating a value which (a) meets the BoP constraint and (b) provides an adequate incentive 
to exports It is helpful to regard such a rate as a "real adjustable peg", where the peg is a 
target ratio between the real values of the national and foreign currencies, rather than an expicit
buying or selling price. The target should be adjusted to reflect persisting changes in conditions 
affecting trade. The authorities should use indirect (market-based) instruments to reduce any
discrepancies between nominal (market, not official) rates and the target. 

2. It is not possible for most SSA countries to control market exchange rates. (Countries of 
the franc zone comprise a special case here.) Policies that impact on exchange rates should be 
guided by the objective in (1). 

3. If the authorities can adhere to a policy I maintaining stable nominal GDP grow !1at a 
rate consistent with the country's real growth potential and an acceptable inflation rate, the 
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market exchange rate should follow the path described in (1).
4. Short-run disturbances will cause deviations from the target path. Given limited resourcesand uncertainty about the market's reaction to intervention, the monetary authorities shouldaccept, i e not seek to counteract, market-based shifts in exchange rates within a fairly wide 

band 
5. However, it will be appropriate to exploit temporary pressures for real appreciation of the

national currency to accumulate reserves. 
6. Speculative capital movements may sometimes move exchange rates significantly off thetarget path If the authorities are satisfied that continuation of that movement will be costly tothe economy--e.g it will damage exporters and dampen incentives to produce for export--theyare justified in using official resources to check the movement. Appropriate instruments for thispurpose include use of reserves, putting pressure on domestic interest rates to influence capitalflows, and adjusting fiscal policy to restore confidence. Reserves alone will ordinarily be

insufficient to reverse major e,.change rate shifts.
 
7 Exchange rates are 
likely to fluctuate widely for a time after liberalization. If reservesand/or bon owing capacity permit, the authorities may wish to intervene to counteract movements

they consider excessive. Often they will be better advised to resist the temptation. The interplayof disinflation and adjustments in exchange and interest rates is a dynamic process which is made even more complex by external and internal shocks and shifts in policy.
A basic stabilization program involves moving towards budget balance on the fiscal side and,on the monetary side, a policy consistent with stable growth of nominal GDP. Exchange andinterest rates should move towards levels that support those policies. Movement towardsequilibrium will be complicated by lagged responses of different segments of the economy tochanges in inflation and exchange and interest rates. The effects of external shocks will be

superimposed on those effects. 
Given their limited resources as well as forecasting ability, in lieu of intervention withpossible consequences opposite to those intended, most governments would be best advised tolet the adjustment process play itself out The longer a government sticks to a package ofstabilization policies, the greater its credibility and the faster the market will settle down.Meanwhile the central bank and ministry of finance can begin to develop the necessary data baseand instruments so that limited efforts to stabilize exchange rates will promote growth.
Institutional improvement
The process of raising the capacity of finance ministry and central bank staff to design andimplement appropriate policies can well begin with an effort to improve the data base. Withguidance from semor staff (or technical assistance), a staff group formed for this purpose can move into policy analysis. Interaction of members of this group with visiting IMF missions andselective training (both local and abroad) will further enhance their capacity.
In a few countries recent efforts along these lines have succeeded in raising the quality ofanalysis reaching senior policy makers. The policy makers may still make unwise choices;

however they can no longer say that they were poorly advised. 

E. Exchange Rates and Export Promotion 

At many points our discussion of exchange rate rmanagement has emphasized the importance 
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of competitive position in export markets as the basis for sustained growth of output. Two main
factors lie behind this. First, shifting an economy to a higher grovth track nearly always
requires an increase in the share of national income devoted to investment Since, for DCs,
capital goods are more import-intensive than consumption goods, raising the share of investment 
means increasing the ratio of imports to GDP Insofar as incremental investment must befinanced by domestic as opposed to foreign savings, an increase in imports requires an increase 
in the ratio of exports to total output.

Second, a growing economy consumes an ever widening range of goods and services.Economies of scale and specialization as well as exploitation of comparative advantage make for a rising share of imports in domestic abso-ption. In the top-performing DC economies, export
earnings from primary products have not expanded at a rate sufficient to meet import demand.
In their place "nontraditional exports", especially manufactured products, have grown much
faster. An exchange rate high enough to make those activities profitable has been a sine qua non 
in the process.

Cnteria for determining the appropriate exchange rate for outward-oriented growth differfrom those relevant to a static equilibrium. In the latter case the exchange rate adjustment
required to reach a "sustainable current account" is calculated with the help of elasticities ofdemand and supply for imports and current export products. Focus on growth involves attaining
an exchange rate consistent with sustained growth of manufacturing exports, i.e. a rate such thatthe dollar-equivalent price required to cover costs does not exceed the costs of competing
producers wherever located. 

To be sure, the exchange rate is only one factor in such a cost comparison. An export
promotion program should seek to reduce tariffs and quotas that raise the costs of importedcomponents and capital goods to export producers. Exporters need access to efficient energy and
transport services. Bottlenecks in supply may affect export competitiveness even more severely
than high input prices. Even where power and transport services are nominally priced below
cost (as is often the case in DCs), outages and blockages raise costs to producers.

Some branches of production are impractical due to scarcity of local technicians and the
prohibitive cost of bringing in expatriates. Creation of a dynamic industrial base requirescontinuing investment in raising the educational level of urban workers and enlarging the cadre 
of specialists with business and engineering skills. 

The benefits of investment in education and infrastructure and of allowing exporters accessto inputs at world -prices are enhanced by maintenance of competitive exchange rates, and 
counteracted by overvalued rates. 

It is sometimes suggested that, in order to enhance competitiveness, DCs should intentionallydepreciate their currencies by actumulating exchange reserves in excess of levels necessary for
stabilization. Taiwan appears to have done this, but other Asian NICs have been capital
exporters only for short periods. Such a policy would probably be wasteful for capital-poor
African countries. However, they can and should pursue internal policies consistent with an 
exchange rate favorable to exports.

Most importantly should low andthey maintain tariffs eliminate quotas and otherimpediments to imports. This will increase the equilibrium real exchange rate--i.e. makeexternal balance attainable at a higher shilling value of the dollar--and thus foster exports while
raising overall efficiency. At the very least SSA countries should avoid real appreciation of their 
currencies. 
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CHAPTER VI 

EXCHANGE RATE MANAGEMENT IN GHANA 

Stephen D. Younger2 3 

A. Introduction 

Ghana's management of its exchange rate forms one of the richest and most interesting 
chapters in African monetary history. Before most African countries had established their own 

Figure VI.1 - GHANA: OVERVALUATION OF OFFICIAL EXCHANGE RATE 
Percentage excess of parallel over "official" rate (cedis/$) 

5000% 250%
 

4500% . .............................................................................................................
4000%...............................20
 
4500% ........ .. ..............................................................................
 

300% ................. ...................................................................
150% E
 

-0 *
 
0 2500% .................................................... 

00o z 
0 2000%..... ......... .......................................................... .100% 0O 

S... .. . ..... ....... 
a ...........................loft axio]C. a) 

1000% ....................... .. .. ...... .. .... .......................................... .% LU
 

.
500%. ................... . ......... "......................
 

0%111111111IfII I III [ 1111 111111sioi 1111I|I 1| 111|||111||1 ||71 11 |l ||||i iiii 1 1 ||| || | | | 0%1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 

23 This paper has benefitted greatly from helpful discussions at the Bank of Ghana and the Non-Performing 
Assets Recovery Trust. In particular, Stephen Ameyaw, Acting Director of Research at the Bank of Ghana, and 
Edward Asare, Manager at NPART, went out of their way to clarify the author's understanding of key issues in 
exchange rate policy Helpful comments were also received from Patrick Connolly, Chad Leechor, Jeff Lewis, 
Malcolm McPherson, and Jon Walters. Special thanks are due to Clifford Zinnes and E E Walden, whose 
comments and conversations during the writing of this paper greatly improved the final product. 
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currencies, management of Ghana's currency, the cedi, in the face of an adverse terms of trade
shock and expansionary aggregate demand policies had already provoked a balance of payments
crisis. At its nadir, the cedi was overvalued by more than 4000 percent (i.e. 40 times--see
Figure VI. 1)24 and foreign trade was controlled by means of a complex set of trade and
exchange restrictions. Starting in 1983, the authorities embarked on a reform program which
has now brought the cedi virtually to the point of convertibility. Tis wide range of experience
with different trade and exchange regimes makes Ghana a good case to include in the present 
study.
 

Chapter III distinguishes between two broad 
concerns in exchange rate management: the
generally accepted importance of unwinding exchange controls and other restrictions on current 
account transactions, and the difficulty of identifying an "optimal" exchange rate policy once the
goal of current account convertibility is attained. Ghana is an interesting case on both counts.
Over the past ten years, the government has gradually dismantled a complex system of trade and
exchange controls, eliminating all formal controls on purchase of foreign exchange for current 
account transactions and all but a few quantitative restrictions on imports and exports, which 
remain in place for non-economic reasons. 

Ghana provides, then, an example of how a country has fared under extensive trade
liberalization accompanied by large devaluations of an overvalued official exchange rate (OER),
culminating in unification of the official and parallel market rates. The Ghanaian authorities 
now face questions of exchmge rate management such as those with which most industrial
countries grappled for 25 years or so after World War I--the choice between fixed or flexible
exchange rates and the desirable degree of capital account convertibility. The present chapter
addresses both of these issues, first describing Ghana's libe,.iization experience and then 
considering options for future exchange rate management. 

B. History of Exchange Rate Policy in Ghana 

From independence in 1957 through the early 1980s, Ghana's exchange rate policy defined 
a path followed more or less by most other African counitries (outside the franc zone) achieving
independence subsequently. At independence and for a short time thereafter, Ghana's economy
was essentially open. Exports wexe 28 percent of GDP and foreign exchange reserves equaled
13 months 3f merchandise imports.

As a member of the sterling area, Ghana patterned its exchange regime on Great Britain's,
with few restrictions on current or capital account transactions among member countries.
Imports and exports were subject to licensing, but licenses were granted automatically for
transactions within the area. Even outside the sterling zone, current account restrictions were
mild, the most important being mandatory surrender of export proceeds within six months of 

4 The figure plots the ratio of a composite parallel rate (p) to the official rate (o), less 1.0. The p rate is as 
recorded by Pick [19871 up to September 1986; in an unpublished paper by Seth Vordzargbe [late 1980s] fromOctober 1986 to October 1987; and, following a 5-month gap, the exchange bureau buying rate [unpublished datafrom Bank of Ghana (BoG)J from April 1988 on. The o rate is the official rate declared by BoG up to February1987, from March 1987 to February 1992, the auction rate reported by BoG; thereafter the interbank rate also 
reported by BoG. 

54 



sale. Prior approval was required for invisible and capital account transfers.As early as 1960, however, the balance of payments came under pressure from inflationarypublic expenditure and other expansionary aggregate demand policies accompanied by adeclining world cocoa price. Ghana responded by borrowing as much as it could, making halfhearted attempts to stabilize aggregate demand, and turning increasingly to trade restrictions and 
exchange controls. 

The following year (1961) saw the first application to the sterling area of exchange controlshitherto limited to transactions outside the area (i.e. surrender of foreign exchange within sixmonths, and official approval of invisible and capital transactions). Later in the year the systemof Open General Import Licenses (OGLs) was largely replaced with a requirement for SpecificLicenses for almost all imports. Throughout the crisis the authorities were reluctant to devalue,but by 1965 they were obliged to apply for rescheduling of foreign debts, and the creditors inturn insisted that an agreement be reached with the IMF This was done, but the militaryoverthrew President Nkrumah in February 1966 before the agreement could be signed
The 1961-66 experience was 
pivotal for Ghana's future trade and exchange rate policy.First, use of the exchange rate as a constructive policy instrument was shunned, an attitude thatplagued Ghana for the next two decades. Second, resort to exchange and trade controls in lieuof devaluation to address the payments imbalance generated a bureaucracy to impose the controlsand manage official holdings of foreign exchange. That bureaucracy quickly learned the valueof the licenses it controlled and early on began to extract rents. 25 Once installed, thebureaucracy did not ielease its grip on the licensing system until 1989.The military regime coming to power in 1966, the National Liberation Council (NLC), tookstronger "orthodox" policy measures than the Nkrumah administration, devaluing the exchangerate by 43 percent, improving tax collection, and trimming government expenditure. Thisgovernment also succeeded in renegotiating Ghana's medium-term debts, and began to relax thetight import controls of the final Nkrumah years, moving items back from specific to open
general licensing.

These policies were continued by the Busia civilian government, elected to succeed the NLCin 1969. Liberalization brought 59 percent of imports onto the OGL list by the end of 1970.At that point a second sharp decline in cocoa prices put strong pressure on foreign exchangereserves. The government again sought nelp from its creditors, who insisted on a devaluation.The authorities acquiesced in December 1970, devaluing the cedi by 44 percent to 1.82 per
dollar. 

Two weeks later General Acheampong's National Redemption Council (NRC) took power.The NRC not only rolled the cedi's official value back to 1.28 per dollar, an appreciation of 42percent, but also jailed many civil servants and politicians accused of responsibility for thedevaluation and sharply condemned the influence of fcreign advisors (including the World Bank
and IMF) in the Busia government.

This stance made it politically impossible for Acheampong to devalue later in his tenure.Instead, the NRC opted for ever tighter controls, including return of imports to specific 

'As early as 1963, corruption in the granting of import licenses was a serious problem (see Leith [1974] fora discussion). !deed, in the debates over import controls that persisted through the 1960s, corruption seems to havebeen a more influential cnticism than the loss of exchange convertibility. 
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licensing, nationalization of many businesses (especially those with foreign ownership), and price
controls in response to the inflation that accelerated with a growing public sector deficit. 

During the Acheampong government's first three years, rising cocoa prices and a temporary
suspension of foreign debt service staved off the economic crisis that these policies would 
eventually precipitate. However, beginning in 1975 Ghana began a dramatic 10-year slide that 
saw real per capita income fall by a third. International cocoa prices once more turned down;
creditors forced a resumption of foreign debt service under a rescheduling agreement; 
government spending ballooned in an effort to industrialize via state-owned enterprises; and 
inflation accelerated, exceeding 100 percent during the drought of 1977, a rate unheard of.in 
West Africa. Inevitably the exchange rate became highly overvalued and import licensing 
increasingly restrictive and corrupt. Exporters began to avoid the controls by smuggling produce 
to C6te d'Ivoire or Togo. Foreign currency, notably CFA francs and dollars, became an 
important medium of exchange. 

The crisis led fellow officers to overthrow Acheampong in July 1978. Despite general
dissatisfaction with the NRC, a succession of three governments in as many years did not change
its statist policies. While the Akuffo regime devalued the cedi by 58 percent in 1978, partly
through the ruse of a currency reform, the parallel market rate (cedis per dollar) remained 
around 175 percent above the new OER. Throughout this period, the economic decline that 
began in the early 1970s accelerated. (See Alderman [1990] or Rimmer [1991] for details.)

Reversal of the statist policies has come from an unlikely quarter. On the last day of 1981,
Flight Lieutenant Jerry Rawlings took power for the second time in three years. Initially his 
government, the Provisional National Defense Council (PNDC), introduced a series of measures 
that were as statist as any of the NRC's policies, including strict domestic price controls and a 
government monopoly on the sale and purchase of foreign exchange.

Nevertheless, the precarious state of the economy, aggravated by a severe drought and 
repatriation of one million Ghanaians expelled from Nigeria, obliged the PNDC to reinforce its 
appeals for international assistance. Rejected by the Soviet Union, the PNDC turned to western 
donors who, in turn, insisted on an IMF agreement. The government was reluctant to accept
the Fund's policy package, but once it did, it pursued the policies with remarkable courage.

In April 1983 the PNDC instituted export bonuses and import surcharges that effectively
devalued the cedi by 90 percent. More devaluations followed in 1983 and 1984 as the cedi's 
real value was kept constant at its April 1983 level. The process continued during 1985 though
the target changed to a real depreciation of about 20 percent. A large devaluation in January
1906 brought the OER to 90 cedis per dollar, where it remained for most of the year.

Meanwhile the authorities initiated an Economic Recovery Prograir (ERP)26 , comprising 
among other measures a significant reduction in the fiscal deficit, tighter , of monetary policy,
gradual relaxation of trade and exchange restrictions, and elimination of many domestic price
controls. Without going into detail here, it is important to note that such reforms are often 
necessary or logical complements to the exchange rate measures on which this discussion 
focusses. 

26 The ERP has been described extensively by Aderman [19901, Rimmer [1991], and Younger [19891. On 
macroeconomic and exchange rate policy, Kapur, et al. [1991] is esj ecially useful. Younger [19921 provides a less 
sanguine interpretation of recent fiscal and monetary policy. 
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Throughout the reform period, the central bank, the Bank of Ghana (BoG), has been the main
seller of foreign exchange, obtaining its supply from proceeds of foreign loans and, until 1991,

through the foreign exchange surrender requirement faced by exporters--that is, exporters were

required to sell their earnings to the Bank. In many cases, however, exporters were allowed to

retain a part of the foreign exchange earnings to purchase imports directly. These funds could

be deposited in dollar-denominated 
accounts in Ghanaian commercial banks


This type of export bonus goes back well before the ERP, but in the ERP's early years the

proportion of export receipts that could be allocated to retention accounts, increasing exporters'

earnings and ensuring their access to foreign exchange, was raised substantially. As the reforms

progressed, some exporters saw their retention shares reduced, obliging them to satisfy a rising
share of their import needs through the foreign exchange auction market (see next section).


Despite substantial devaluations during 1983-86, the cedi (OER) remained overvalued during

the mld-1980s, as evidenced by 
a parallel market premium that averaged 120 percent during

1985-86. (See Figure VI 1.) The government continued to rely on import licensing to curtail

foreign exchange demand, while also trying to streamline bureaucratic procedures and clarify

the rules for allocating foreign exchange.
 

Figure VI.2 - GHANA: EXPORTS AND O.D.A. RECEIPTS, 1977-1 989
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This was made easier by increased inflows that accompanied the new policies. After thedrought ended, exports began to recover and the government's vigor m pursuing stabilization 
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began to attract support from the donor community, which had shunned Ghana beginning in thelate 1970s (see Figure VI.2). These inflows made the foreign exchange constraint less binding,
allo mg imports to rise as follows between 1983 and 1987 (see Table VI. 1): 

1984 23.3%
 
1985 9.0%
 
1986 9.3%
 
1987 27.3%
 

Even though the PNDC government has gone further than the large majority of Africancountries in implementing a policy package recommended by the donor community, it has notalways done so enthusiastically. One can say that the Bank and Fund have coaxed it along with
the carrot of financial support. But as the foreign exchange situation unproved in the mid-1980s,the government's bargaining position vis-A-vis the Bank and Fund strengthened, and it showedreluctance to devalue further after January 1986. (Fiscal and monetary policy, however,
remained relatively tight Up to 1992 the PNDC government observed fiscal prudence,
compared with to the majority of African countries, even while voicing reservations about free
market capitalism ) The government eventually broke the impasse with the IMF by agreeing toinstitute a second foreign exchange window where the price would be determined in an auction. 

The auction market 
Introduced in September 1986, the auction market functioned initially as a "second window" 

source of foreign exchange. The government maintained a first window for several key items-cocoa, petroleum, some pharmaceuticals, and debt service--at the 90 cedis per dollar OER that
it maintained during January 1986-February 1987. The auction was open to most importers of raw materials and intermediate goods, including capital equipment, but not consumer goods.It was a "retail" market in the sense that bids were limited to specific importers who had both 
an import license and guaranteed cedi cover from their commercial bank.

The BoG accepted bids once a week under a Dutch auction system. Even though theexchange rate was technically free to float, the Bank in fact maintained targets for it and adjusted
the amount of foreign exchange it sold in each week's auction in order to meet them.

During its initial 18 months the auction system underwent several important changes. Twoweeks after its inception, the government liberalized the import licensing system so that all nonconsumer imports were automatically granted licenses along with the right to bid for foreign

exchange at the auction. No quotas were set for the value of such imports.


In February 1987, the two windows unified,were the auction in effect absorbing the"official" market, whose rate had remained fixed at 90 cedis per dollar up to that point. The
marginal auction rate, at that moment 150 cedis per dollar, became the official rate used to valueexport receipts and aid inflows. All non-consumer goods importers could now bid for foreignexchange in the auction.2" During the remainder of 1987 broad categories of consumer goods
were admitted to the auction so that by the end of the year, virtually all imports of goods and 
most services had access. This made the import licensing system obsolete, and it was formally
abolished in January 1989. 

'Public sector importers did not bid in the auction, but after February, 1987, they did purchase all foreignexchange at the marginal auction rate. The government financed these imports with foreign exchange it receivedfrom foreign borrowing and grants as well as some cocoa revenues. 
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Table VI.A - GHANA: MACROECONOMIC INDICATORS, 1983-1992 

1983 1984 1985 1986 1987 
 1988 1989 
 1990 1991 1992
 

Annual Percentage Change, Unless Otherwise Specified
Real GDP 
 -4.6 8.6 5.1 5.2 
 4.8 5.6 
 5.1 3.3 5.3 3.9
 
Consumer price index (end of period) 142.4 6.0 19.5 33.3 34.2 26.6 30.5 35.9 10.3 13.3
Exports, f.o.b. -27.7 29.1 11.6 18.5 10.0 6.9 -8.2 10.9 11.2 -1.1
Inports, f.o.b. -15.1 23.3 9.0 9.3 27.3 6.1 1.5 19.8 9.4 10.5 
Real effective exchange rate -32.8 -61.4 -27.3 -42.5 -22.9 -4.3 -5.8 -0.2 3.6 -10.6
Net domestic assets of the Banking System 
 44.4 84.3 77.1 49.8 11.8 8.5 
 -10.7 -19.6 
 -4.2 42.3

Credit to the government 67.4 15.2 8.5 4.4 -8.6 -7.4 -7.7 -8.8 -17.7 n.a. 
Credit to the rest of the economy -22.9 63.0 
 35.7 14.4 
 16.5 6.0 
 6.0 12.6 
 9.4 n.a.

Broad money 
 38.1 72.1 59.5 53.7 
 53.0 43.0 
 26.9 18.0 19.9 52.9
 
Velocity (M2/GDP) 
 0.13 0.13 0.16 
 0.17 0.18 0.18 0.17 0.15 
 0.14 0.17
 

In percent of GDP
Gross investment 
 3.7 6.9 9.6 9.7 
 13.4 14.2 
 15.5 14.4 
 15.9 12.6
 
Surplus or deficit (-)1 
 -2.7 -1.8 -2.2 
 0.1 0.5 
 0.4 0.7 
 0.2 1.6 
 -4.8
 
Overall surplus or deficit (-) 
 -2.7 -2.3 -3.0 -3.3 
 -2.4 -2.8 -2.1 -2.4 -1.6 -8.2

Current account balance3 

-0.8 -1.0 -2.5 -1.5 -2.1 -1.7 -1.8 -3.5 -3.6 -5.5 
External debt outstanding 9.7 26.4 34.1 46.5 63.7 58.0 55.2 52.9 53.8 58.0
Debt service 
 0.7 3.3 5.8 
 6.7 10.8 12.5 
 9.8 5.8 
 4.5 4.1
 

Source: Kapur et at. 1991] and BoG worksheets [undated]. 

aExcluding capital outlays finance through external project aid.
'Including capital expenditure financed through external project aid.
3
Including official grants.
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Movements in the exchange rate were relatively smooth during this period of expanding 
acces o the auction. The government met the increased demand for foreign exchange from its 
own , urces (largely increases in foreign aid) and subsequently, as the auction rate approached
the parallel rate, by reducing the share of foreign exchange proceeds that some exporters were
allowed to retain, requiring them to sell the proceeds to the BoG at the auction rate. After letting
the rate depreciate slightly in real terms (measured against a basket of currencies) in the
auction's first three months (fourth quarter of 1986), the government managed the flow of
foreign exchange to the auction in an effort to keep the real rate roughly constant. 

The next major development in exchange rate policy occurred in April 1990 when the auction 
was converted from a retail to a wholesale market. Direct sale of foreign exchange to end-users 
was discontinued, the BoG accepting bids only from authorized dealer banks, which were
allowed to bid for any amount of foreign exchange on condition that they resell it only for
approved transactions.2" In addition, authorized dealers were to tradepermitted foreign
exchange among themselves. 

From that time on, responsibility for documenting customers' use of foreign exchange has
fallen on the dealer banks rather than on the BoG. With removal of the few remaining
restrictions on current account transactions, this went a long way towards making the cedi a 
convertible currency. 

In June 1991 the BoG relinquished its central position in the foreign exchange market by
allowing exporters other than COCOBOD (the sole authorized exporter of cocoa) and the gold
mining companies to surrender their earnings to authorized dealer banks rather than itself.29 

Then, in March 1992, the auction system was terminated, allocation of foreign exchange being
turned over to an interbank market. 

The interbank market 
While interbank foreign exchange transactiins were permitted from April 1990, unti' the 

export surrender requirement was relaxed the focus of the market remained the au.-ion. 
However, once the BoG started selling its foreign exchange at a competitive rate, the exact form
of the sale--auction or intervention in the interbank market--had little economic significanze.

Closure of the auction was accompanied by one significant policy change. Unti, then
commercial banks were required to pay the marginal auction rate for all export proceed, :hey
purchased during the following week Since April 1992 exporters are allowed to negotiate
whatever rate they can with the commercial banks. In the early months the banks did not bid
aggressively,3° but competition for exporting clients has picked up considerably since late 1992.

Nevertheless, up to early 1994 the new interbank market had yet to find its sea legs. A 

28Basically, these were all current account transactions. Most capital account transactions still do not have 
access to the official foreign exchange market. 

29 COCOBOD is the only entity allowed to sell cocoa overseas. Because it is a state-owned marketing agency, 
its surrender requirement is normnally moot The gold mining companies have special arrangements in which theyare allowed to retain varying percentages of their export revenues in dollar-denominated accounts either abroad or
in Ghana; the remainder is surrendered to Bank of Ghana 

'it appears that banks maintained the old practice of paying the official exchange rate until July or August of1992, when the Bank of Ghana issued a circular encouraging exporters to negotiate for better rates. 
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variety of problems, some due to the market's novelty and others to government policy, haveimpeded its functiomng. Notwithstanding the market's designation, foreign exchangetransactions between bapnVs are rare. Thus, the market that should transfer foreign exchangefrom exporters to importers at a modest transactions cost is, at present, probably less efficientthan the auction that preceded it. Importers complain that the banks sometimes have no foreignexchange to sell, but the exchange rate does not rise to clear this apparent excess demandThe shortage of transactions appears to be due to several factors First, the central banklimits each bank's foreign exchange exposure, establishing an aggregate ceiling of $4 million forall banks--about 3 percent of one month's imports.3' This restriction obliges the marketequilibrate on a flow basis to
that is, given the banks' minuscule liquidity, foreign exchange from

export receipts must flow out as import demand within a week

Equalizing of flows is a difficult condition to satisfy 
 Export proceeds and import demanddo not occur in smooth flows of constant amounts each week, but rather are "lumpy" In a freemarket a dealer bank purchases export proceeds when exporters choose to sell to it and arrangesto have enough foreign exchange on hand to satisfy demand from importer clients In this way,it serves to smooth the irregular flows of export proceeds and import demands, thus helping to

keep the exchange rate stable. 
If government regulation requires that in- and outflows be matched on a weekly basis, onewould expect short-term unbalances between supply and demand to cause sigmficant gyrationsin the exchange rate But in fact, the rate has depreciated smoothly since the interbank marketbegan operation (Figure VI.3) It appears that Ghana's banks are treating importers' requestsas orders to be filled when supplies are available rather than spot demands, thus obliging theirclients to queue Under this arrangement, it is waiting time, rather than the exchange rate, thatabsorbs short-term fluctuations in the balance between in- and outflows.
The queues serve the commercial banks' interests by reducing the risk of having to liquidatea foreign exchange balance at a loss in order to stay under one's exposure limit. Pent-updemand enables the banks to sell quickly any extra foreign exchange receipts. Converselyimporters whose foreign accounts (if any) are not adequate to satisfy their needs must mcurwaiting costs, including exchange risk (the price is settled only at the time of sale), interest onsupplier credits, and suppliers' good will when payment is delayed By giving priority toimporters who have outstanding lettrs of credit, who have been waiting a long time, or whohave a supplier's credit about to come due, the banks help to limit these costs.Another factor limiting rate fluctuations was the government's effort to control foreignexchange profit margins Until 1993, banks were subject to a maximum markup of 1 percenton any foreign exchange transaction. This made it difficult either for an importer to "jump the 

3 This limit applies to balances above and beyond the banks' commitments to supply foreign exchange toimporters Qualifying comnuitments include letters of credit which guarantee foreign exchange payment for aGhanaian importer to his or her supplier, and the following week's demands from importers who have contracted 
to pay their suppliers on a collection basis. 
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Figure VI.3 - GHANA: MARKET EXCHANGE RATES & CPI, 1988-1992 
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queue"1,as 3 2its holding, by offering higher rates.

queue", or for a bank to increase its holding, by offering higher rates." 2 

To be sure, neither the exposure limit nor the profit ceiling prevented banks from competing
for export clients by offering higher exchange rates which were then passed on to their 
importers. In fact, competition for export clients has been strong, and the cedi has depreciated
from 366/$1 at end-June 1991 to 935 at end-May 1994. 

However the exchange rate is only one factor in that competi.,on. In fact, until mid-1992,
banks continued to pay exporters a single rate, namely the average of the previous day's
interbank transactions (considered the "official" exchange rate), as they had done during the 
auction phase. Thus, until mid-1992 competition was restricted to the services banks provided
their clients--financing, document processing, and international transfers Furthermore, the link 
between sale of foreign exchange and these other services makes it difficult for an exporter to 
shift quickly to another bank in response to a higher exchange rate. The cost of transferring the 
paperwork adds a certain stickiness to the market 

2These restrictions also account fo- the lack of trading between banks. Any bank with an inflow of export
receipts basically has a choice between satisfying its own clients and making I% or satisfying another bank's 
demands to make the same 1%. Given that each bank has a queue, the preference for satisfying one's own clients 
is obvious 
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Another explanation for the lack of foreign exchange trading between banks and thepersistence of importers' queues lies in the BoG's intervention strategy. The Bank has used theabolition of the auction to wean the commercial banks from relying on it as a source of foreign
exchange. While it remains a net seller of foreign exchange, that is only because receipts from cocoa, gold, and program aid are larger than the government's own requirement. The centralbank no longer intervenes in the market to influence the exchange rate, and its sales are notbased on competitive bidding. Rather, it decides how much foreign exchange to sell in a weekbased on market conditions and a target for reserve holdings, and apportions that amount amongthose banks indicating a desire to purchase foreign exchange, based on the BoG's perception ofeach bank's "need" "Need" appears to be a function of the given bank's access to exportproceeds and its clients' demands, rather than any offer price, since the BoG's selling price isfixed at an average of the previous day's interbank rates The BoG denies requests for foreignexchange that it feels the requesting bank does not "need", and a bank cannot reverse that 

decision by offering a higher rate. 
The BoG's strategy helps explain why banks are reluctant to buy and sell foreign exchange

among themselves. On the one hand all banks are reluctant to release foreign exchange thattheir own clients might demand, while those with relatively less access to foreign exchange
through exporters can go to the BoG and plead a case for "need" in lieu of bidding it away from
other banks. By responding to this type of request the central bank is effectively preempting afuncion of the irterbank market. In sum, BoG intervention now occurs on a less competitive
and more arbitrary basis than was the case during the auction period, when the highest bidder was always able to obtain from the central bank the amount of foreign exchange for which it hadapplied. This is a significant step backward in the development of Ghana's foreign exchange
market.
 

The novelty of the interbank market and the paucity of data from it preclude 
a comparisonof the roles of the various factors cited above. Nevertheless, to enable the market to function
properly the BoG should raise the limit on banks' exposure and sell its own foreign exchange
on a competitive basis, operating as any other market participant. While some limit on the
banks' exposure restricts defacto capital account convertibility, the current limit is far too low.
A more reasonable lit would be determined by examining seasonal variation in export receipts

and import demand and estimating the balances banks would need to even out these fl,,ctuations.
It would also be desirable to allocate these ceilings among banks in a more competitive fashion,since basing them on past market share limits competition for foreign exchange intermediation. 

The bureau market 
Ghana's long history of exchange control has endowed it with an active parallel market that was thriving well into the ERP, with rates far above the OER. In February 1988 the government

essentially legalized a large segment of the parallel market by legalizing foreign exchange
bureaus. Anyone with a minimum amount of capital ($5,000) can register a bureau with theBoG and trade foreign exchange at freely determined rates As a general rule, the BoG doesnot intervene in the bureau market, so the rate in that market is genuinely floating The bureaus are not required to record the sources of their foreign exchange or its use, although they mustreport total amounts bought and sold each month. Transactions are carried out mostly in cash, 
over the counter. 

Supply sources in this market include remittances from Ghanaians abroad, tourists, and non
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traditional exporters, who are allowed to sell their retained foreign exchange to the bureaus.
Moreover economic stabilization appears to have attracted back to Ghana some of the earlier
capital flight, and those funds enter mainly through the bureau market. Capital export is still
nominally subject to control, and foreign exchange sold by bureaus is supposed to be used only
for current account transactions. However the absence of end-use reporting makes possible useof bureau funds to buy foreign assets. Given these liberal rules, the bureau market has 
effectively marginalized the parallel market." 

When the authorized bureau market first opened, there was a large spread between exchange
rates in that market and the BoG auction market--as of April 1988 bureaus sold dollars for 46percent more cedis than auction buyers were paying. However by mid-1991 the premium had 
shrunk to 7-8 percent, where it remained until the auction was terminated. 

The cedi depreciated by almost 30 percent in the bureau market's first ten months ofauthorized operation, but from April 1989 through January 1991 the buying rate hovered in the 
range 356-369 per dollar Steady expansion of access to the auction market and increased sales
of foreign exchange there contributed to this stability, as did repatriation of funds held abroad.
The narrowing of the premium resulted largely from steady depreciation of the auction cedi.

As the interbank market becomes more efficient, it is likely to squeeze the bureaus. Whilethe auction was still functioning, the bureaus continued to finance imports even after all imports
(including consumer goods) were allowed access to the auction. Purchasing foreign exchange
in the bti:eaus required no bank cover, no prior approval, and less paperwork than bidding in
the auction; this added convenience explains the premium in the bureau exchange rate.m

As the commercial banks learn to manage more efficiently the documentation associated with
the interbank market, they will attract more demand from importers, forcing down the premiumon the bureau rate. Meanwhile, the bureaus' traditional suppliers--Ghanaians abroad and non
traditional exporters--are likely to find that the convenience of dealing with banks, including wiretransfers and ability to credit and debit accounts without handling cash, outweighs the bureau
premium. Thus, if the reforms are not reversed, the bureau market may be expected to shrink
to a maiginal retail market for small-scale transactors just as did the parallel market after the 
bureaus were legalized 35 

Events of 1992-93 
The year 1992 saw a substantial political opening in Ghana. A new constitution was adopted,

bringing presidential and parliamentary elections in November and December, respectively. A 

"While many former black market traders have opened bureaus, there are still a few who operate outside the
legal markets, mostly attracting a riarket of small-scale traders by shaving a cedi or two off the margins that the 
bureaus maintain 

'Note that once the auction rate approached the bureau rate in 1991, the latter began to move up with theauction rate, after having been stable for a long period On the one hand, exporters with partial retention nghtsprobably began to find it more convenient to aell all their export receipts to their bankers to avoid the extratransaction cost of taking their allowed retention to the bureaus for only a slightly higher price. That reduces thesupply of funds to the bureaus On the other hand, some importers probably began to shift their demand to the
bureau market to avoid the auction paperwork once the rates drew close. 

3 Note, however, that at least one bureau has opened an office in the U.S to transfer remittances to Ghana. 
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vibrant and aggressive private press emerged. These developments stimulated a variety ofdemands that the PNDC government had previously succeeded in suppressing or postponing.Civil servants demanded and received wage increases promised them years earlier. Other publicsector employees obtained lump sum payments associated with pension reforms Spending ondevelopment projects accelerated in an effort to deliver pre-election benefitsAll told, government expenditure increased by about 3 percent of GDP, while the deficit roseby about 6percent of GDP While bending to demands on the expenditure side, the governmentreduced its tax effort, holding back overdue increases in fuel prices and weakening income and 
customs tax collection. 

These developments had prediciable macroeconomic effects The deficit was financed almostentirely by borrowing from the central bank, increasing money supply by 53 peicent despitetighter credit to the private sector. Depreciation of the cedi accelerated, the exchange rate risingfrom 390 (auction rate) to 520 (interbank rate) cedis per dollar. Despite this demand pressure,consumer price inflation stayed at a remarkably low 13.5 percent, bringing about a 15 percent
real depreciation of the cedi during the year.36 

During 1992 and into 1993 the government in general and the monetary authorities inparticular were severely criticized for allowing the cedi to depreciate so rapidly. The authoritiesresponded by selling reserves in both the interbank and bureau markets In addition, they tried"moral suasion" to hold down the rate. The comparativeviewed as the failure of these measures may beone macroeconomic policy success m an otherwise disappointing period.Reimposition of foreign exchange controls or import licensing would have been politicallypopular, and the government's resisting this temptation is a sign that foreign exchange policyhas crossed a threshold in Ghana, even if fiscal prudence has weakened. 

C. Evaluation of the Exchange Reforms under the ERP 
The exchange and trade reforms described above are part of the Economic Recovery Programaimed at developing a competitive, market-oriented economy. There is little doubt that the ERPhas succeeded on the trade and exchange front. The real effective exchange rate (REER) hasdepreciated by 90 percent since 1983, while virtually all current account restrictions have been 

removed 
To be sure, policies are not goals in and of themselves, but rather instruments for economicstabilization and growth. Here too, the ERP has been reasonably successful, although some ofthe improvements in Ghana in the past ten years are less pronounced than one might have hopedfor. GDP growth has been solid at about 5 percent per year, but it remains below rates achievedby rapidly growing Asian economies even though Ghana's policy regime is now similar to (andin some respects even more liberal than) those countries'. Investment remains low, suggestingthat much of the growth witnessed to date is recovery of output rather than growth of productivecapacity. In 1991 and 1992 recorded inflation was respectably low (Table VI. 1), at 10 to 13percent, although the CPI's 1993 increase of 25 percent (December to December--IMF, 1994: 

36Because much of the demand pressure came late in the year, the inflationary impact spilled over into 1993 
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61) embodies repressed inflation carried over from 1992.*3 

As for -ternational transactions, most traditional exports have recovered from their recordedlows in thL early 1980s, although many have yet to regain their historical peaks. Perhaps themost encouraging sponse to the exchange rate changes has come from nontraditional exports,which have growi ,rom a trivial $1 million in 1983 to $65 million in 1992. (See Table VI.2.Jebuni et al. [199 give a comprehensive review of exporters' response to the ERP.)
Increased mp,'-s financed by rejuvenation of exports and foreign assistance have played akey role in rehabilitating Ghana's productive capacity. The ERP's detractors attribute Ghana's

improved performance to increased aid flows rather than government policies While foreigndebt grew from $1.2 billion in 1983 to $4 billion in 1991, $450 million of the increase was usedto retire pre-ERP arrears, and another $200 million went into accumulation of foreign exchange 
reserves. 

Moreover Ghana's aid receipts in recent years have been comparable with those received by 

Table VI.3 - O.D.A. RECEIPTS OF GHANA AND ALL SUB-SAHARAN AFRICA* 

Net disbursements of ODA from all sources: 
Annual average, 1985-1991 (millions)
Per capita 
As ratio to GNP 

SSA 

$13,150 
$27 
7.7% 

Ghana 

$455 
$30 
7.4% 

Memorandum: 
Total population, mid-1991 (millions)
GNP per capita, 1991 
Total GNP, 1 r 9 l (billions)** 

489 
350 

$171 

15.3 
400 
$6.1 

Source: All data from World Bank [1993b: 238-39 and 276-77]. 
Notes: 

* O.D A = official development assistance. 
** Product of per capita GNP and population. 

other African countries. Table VI.3, based on World Bank [1993b] data, shows average annualnet ODA disbursements during 1985-91 of $30 per capita (1991 population estimate) for Ghanaand $27 for Subsaharan Africa as a whole. Annual disbursements represented 7.4 percent ofGhana's 1991 GNP as against 7.7 percent for SSA. In effect, what Ghana experienced as aresult of the ERP was a recovery of aid flows to normal levels rather than an extraordinary
commi ,nent. 

Sec'ion IV.A above examined the connection between devaluation and inflation. As shown 

7The tight monetary policy pursued to lower inflation, making credit scarce and interest Lates high, has 

unavoidably hampered investment. Younger [1991, 1992] discusses this problem 
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Table VI.2 
- GHANA: 
FXPORT AND IMPORT VALUES AND VOLUMES, 1983-1992
EXPORTS1983 
 1984 1985 
 1986 1987 1988 
 1989 1990 
 1991 1992
 

Cocoa Beans (US$ m) 
 242 352 376 
 470
Volume (metric tons) 159,280 451 422 381 324
149,574 171,747 195,224 313 277
197,988 200,904
Unit Value (USS/ton) 255,860 247,380 241,040
1520 2351 223,774
2189 2406 
 2278 2102 1490 
 1309 1289 
 1237
 
Cocoa Products (US$ m) 
 27 30 
 36 34 
 44 40
Volume (metric tons) 26
15,000 15,265 15,956 37 33 26
15,645
Unit Value (USS/ton) 20,893 iO,250 14,940 20,756
1767 1965 2256 2141 21,745 19,328
2125 1965 1767 
 1773 1922 
 1325
 
Gold (USS m) 
 114 103 
 91 106
Volume (fine ounces) 278,000 286,759 285,138 

140 169 160 202 304 343
292,211 323,496
Unit Value (USS/ounce) 410 382,993 420,096 126,361 834,986 995,377
360 318 
 364 432 
 440 381 383 
 365 345

Diamonds (USS m) 
 2.8 2.8 
 5.5 4.8
Volume (carats) 4.0 3.5 5.2
439,000 425,035 639,593 564,950 396,720 

16.5 19.2 19.3
305,787 262,691
Unit Value (US$/carat) 636,371
6.4 6.6 8.6 663,390 690,408
8.5 10.1 11.4 
 19.8 25.9 
 28.9 28.0

Bauxite (USS m) 
 1.5 0.9 2!7 5.0 
 5.2 6.9
Volume (metric tons) 9.1
82,000 10.0 8.6
45,000 124,453 226,461 226,415 299,939 

9.5
 
Unit Value (USS/ton) 18.3 374,646 368,629 320,313 399,155
20.0 21.7 
 22.1 23.0 
 23.0 24.3 27.1 
 26.8 23.8

Manganese (USS m) 
 3.1 8.3 
 9.0 8.2
Volume (metric tons) 7.8 8.8 11.7
127,000 247,780 263,441 14.2 20.2 16.4
245,794 235,123 282,337
Unit Value (S/ton) 24.4 33.5 284,645 255,310 281,195
34.2 285,055
33.4 33.2 
 31.2 41.1 
 55.6 71.8 57.5

Timber(USS m) 
 15 21 28 44
Volune (cubic meters) 103,303 148,252 246,812 

90 106 80 118 124 114
291,382 493,543
Unit Value (USS/cubic m.) 142 545,778 375,826 370,000 393,598 406,662
143 113 
 151 182 
 195 213 
 319 316 280

Electricity (USS m) 
 12 21 35 
 46 49 74 
 83 87 
 96 96

Non-TraditionaL Exports 
 1.0 3.6 
 7.5 4.4 
 9.6 30.9 31.0 
 56.7 58.1 
 64.9
(USS m)
 

TRADE INDICES (1985-100)
 
ExportsPrice Index 
 86 109 100 110
Volume Index 

107 105 87 90
81 83 88 83.2
100 111 119 133 147
Value Index 157

Imports1 69 90 100 119 130 

179 187.6
 
139 128 
 142 158 156
Price Index 91 81 
 2151
105 6
102 
 100 
 95 
 106
Volume Index ill 111 
 126
71 90 100 111 128 124 127.5
 

Value Index 129 131 
 142 158
74 92 170.2
100 106 136 
 144 146 
 179 196 217

TERMS OF TRADE 
 82 106 100 
 113 104 
 94 
 78 ,71 71 65
 

Source: 
Quarterly Digest of Statistics, various years
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Figure Vl.4 - GHANA: EXCHANGE RATES & CPI, 1982-92 
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in Figure VI.4, consumer prices did not move with the substantial devaluations of the OER that 
occurred in the ERP's early years. In a more formal test, Younger [1992b] used time series 
regression on monthly Ghanaian data to investigate the impact of official devaluations on 
consumer prices during the period 1974-1986 when exchange controls were severe. That work 
finds an effect on the order of 5-10 percent for a 50 percent devaluation (doubling of the dollar's 
cedi equivalent). As indicated in Chapter HI, when foreign exchange is severely rationed, its 
marginal value is reflected in the parallel rate rather than the OER, changes in which tend to 
squeeze importers' rents rather than the prices they charge. 

Some writers (e.g. Edwards, 1989] argue that much of the inflationary impact of devaluation 
arises through its effect on the government's fiscal position. The treasury resorts to creation of 
high-powered money (borrowing from banks) to finance additional expenditure correspon-lmg 
to the higher local currency value of government imports and, especially, foreign debt service,
resulting from devaluation. This drives prices up, forcing additional devaluation to compensate 
for the price increase, and so on. 

This has not occurred in Ghana; on the contrary, devaluation has L-nproved the fiscal 
situation. On the revenue side, as shown in Figures VI.5 and VI.6, total tax receipts and 
receipts from each of the three major tax categories--income & property, domestic indirect, and 
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Figure VI.5 - GHANA: RATIO OF TAXES TO GDP, 1980-1992 
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trade38--ros ratios to GDP during the 1983-87 period of massive official devaluations. Inthe case of trade taxes, this happened because most such revenue derives from ad valoremassessments on offieial cedi values of imports, and under conditions of rationing brought about
by exchange controls, import demand was inelastic with respect to those values.

On the expenditure side, government purchases of imports (apart from those financed byforeign aid) are small in relation to the increased tax revenues, while new capital inflow (foreign
aid denominated in foreign exchange) in effect covered debt service.

On the other hand devaluation has caused problems for firms that held liabilities denominatedin foreign exchange. Since well before the ERP, country risk made it impossible for Ghanaianfirms to borrow abroad, but after 1983 the government on-lent to industrial enterprises twoReconstruction Import Credits (RICs) from the World Bank on conditions that imposed part of 

3'Trade tax receipts are defined to include the implicit cocoa levy. 
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Figure VI.6 - GHANA: TAX GROWTH DURING E.R.P.'S FIRST 4 YEARS 
Tax revenue as % of GDP 
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the 	exchange risk on the borrowers. 
Specifically, borrowers were charged the official cedi equivalent of loan disbursements as of 

the dates when the disbursements occurred, so that periodic devaluations before co'mpletion of 
disbursement raised the cedi value of their liabilities. While the cedi value of assets also rose, 
in some cases economic value failed to rise commensurately, and firms saw their net worth 
disappear.39 Since Ghana lacks effective bankruptcy and foreclosure procedures, it was not 
possible for these enterprises to restructure, nor could their creditors seize and re-sell their 
assets. Thus the companies ended up in a state of limbo where they were not creditworthy for 

"Technically, the asset's value to the firm will increase by an amount equal to the depreciation of the nominal 
exchange rate only if the stream of income that flows from the asset increases by the same amount. This could 
happen if the firm were exporting its production, since the devaluation would affect the firm's income stream (which
is in dollars for an exporter) the same way it affects its liability. The income stream could also increare if the price
of the good the firm sells changed in proportion with the cedi value of its debt. Given the strong r.al depreciation
of the cedi during this period, it is unlikely that this happened for firms who were not exporting a large portion of 
their output. 
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new borrowing, while any cashflow or new equity could be claimed by creditors. 4' Assuming that 80 percent of the RICs' $127 million value was on-lent to firms, then theimplied amount of credit, converted to cedis at the end-of-year exchange rates prevailing whenthe loans became effective (in 1983 and 1985 respectively), is C 5.1 billion, or 20 percent ofall outstanding credit from the banking system to private firms and state-owned enterprises.The Non-Performing Assets Recovery Trust (NPART), Ghana's analog to the ResolutionTrust Corporation in the United States, provides further indicators of the impact of devaluationon enterprise finances. In an effort to clean up financial institutions' portfolios, NPART hastaken most bad loans off commercial banks' books, replacing them with government bonds."'It is now recovering assets through a special (pseudo-bankruptcy) tribunal Table VI.4 depictsfirms reviewed by NPART up to mid-1992 which had foreign exchange liabilities. Valued at 

Table VI.4 - GHANA: FIRMS' DEBTS TO NPART RESULTING FROM LOANS 

DENOMINATED IN FOREIGN CURRENCY 

(millions of cedis) 

Private % of State-owied X of 
 % of
 
Firms Total 
 Firms Total 
 Total Total
 

Total Debts to NPART 
 15,197 
 17,791 
 32,988
 

Foreign Exchange Loans
 

VaLued at the Exchange Rate aZ the Time of 1,980 13 5,801 33 7,782 24the oan Agreement 

Valued in US Dollars at the Time of the 43 79 121
Loan Agreement (millions)
 

Revaluation Losses
 

Assuming Valuation at the Exchange Rate 
 256 2 
 2,108 12 
 2,364 7
Three Months after The Loan Agreement
 
Ass rng Valuation at the Exchange Rate 
 1,122 7 6,205 35 7,327

Twc M_
Months after The Loan Agreement 

22
 

Notes: L. :a are for all firms reviewed by NPART up to August, 1992 with some debts in foreign

exchange.
 

40 The problem is analogous to the investment disincentive for countries that suffer from a debt crisis, since
there is no bankruptcy court for countries either. See, for example, Froot [1989] and the symposium in the Journalof Economic Perspectives [Rogoff, 1990] on reasons for low investment inheavily indebted countries 

"The banks have not escaped scot-free The bonds that they received carry lower-than market interest iates:7% to 9% for bonds replacing loans to a private debtor, and 12% for SOEs. 
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exchange rates prevailing at loan commitment, these liabilities account for only 24 percent of 
total debts to NPART. 

Assuming all these loans had terms similar to the RICs, and that disbursement occurred one year after loan signature, then losses from devaluation amount to 7.3 billion, or 22 percent ofthe firms' obligations to NPART. Thus, while these losses are an important part of Ghanaian
companies' financial difficulties, they are far from comprising the bulk of the problem.

In evaluating a trade and exchange reform program one also has to look at the impact ofliberalization on firms' international competitiveness. Studies by the NPART and a local
consultant review of domestic resource costs suggest that many firms currently experiencing
financial distress have reasonably good chances to compete once their balance sheets are cleaned 
up. 

NPART has recommended that the tribunal liquidate only 40 of the 126 firms analyzed upto mid-1992. The consultants' report concluded that only 9 of 68 firms with bad debts exceeding
20 million cedis (about $40,000) would not be viable given financial restructuring and rnodest
Improvement in management and marketing practices. Both analyses started with larger, moreheavily indebted firms. Thus, it appears that firms unlikely to succeed against international 
competition constitute a distinct minority
 

Gradualism vs shock therapy

Recalling Ghana's 90 percent devaluation in 
 1983, it may seem odd to characterize its

exchange rate policies as "gradualist". However, it took six years from the advent of the ERPfor Ghana to eliminate all exchange controls on current account, and eight years to close the gap
between the official and parallel/bureau exchange rates. This raises the question of whether 
Ghana might have benefitted from more rapid liberalization. 

The need for institution-building can be viewed as one justification for gradualism in Ghana's case. Many ERP reforms have involved not only policy changes but also creation of newinstitutions (e.g. legal foreign exchange bureaus) and far-reaching reorganization of existing 
ones. The Bank of Ghana, for example, once focussed on allocating credit and foreign exchange
in accordance with development goals or political considerations, has evolved into an institution
that moni( s private money and foreign exchange markets and intervenes in them only as 
required to realize macroeconomic objectives.

These changes have required cultivation of new skills--trading, auditing, statistical analysis,
etc.--via staff retraining and hiring, all of which takes time. The same holds for other public
and private institu .ons that operate in and regulate the new markets that have come into being.
Had this institutional retooling not been allowed to take its time, the transition to market-oriented 
policies would probably have gone less smoothly than it has in Ghana. 

On the other hand, the debt revaluation problem is an argument in favor of rapid exchangerate adjustment. As long as the exchange rate remains overvalued, one or another local actor 
accepts an almost certain exchange rate loss every time the country receives a loan in foreign
currency, since donors can be expected to insist on real depreciation until the exchange rate
reaches an equilibrium level. As shown above, real depreciation can cause serious financial
problems for firms that sell their output on domestic markets. Conversely if government
assumes the risk, future devaluations will impact on the budget as the local currency value of 
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debt service increases with the exchange rate.42 

D. Policy Options 

Ghana is now close to achieving current account conve, ibility. At this point the governmenthas to choose among basic options for future managemer of the exchange rate1. allowing it to float in the market with no official intervention designed to influence thelevel of the rate (obviously some official agencies will continue to buy and sell foreign
exchange in the normal course of business); and2. operating a "managed" float where official agencies intervene with the intention ofdampening fluctuations that are believed to arise from short-term speculation and not to
accord with the country's economic prospects.

Choice of option (2) requires establishment of rules for determining the cause of an exchangerate movement and deciding whether and how to try to reverse or dampen it. 
Costs of exchange rate volatility
Why should Ghana be concerned about exchange rate volatility? In a small open economythat relies heavily on its interactions with the world economy, the real exchange rate is a keyrelative price that affects the profitability o; ".norting and importing firms alike. When itgyrates within short periods, as it could be exp.ted to do under a floating exchange rate regimewith capital convertibility, the riskiness of activity in the tradable goods sectors is increased,dissuading firms from pursuing export or import-competing projects.Some of this risk can be hedged through forward contracts, but even in developed economies,the transactions costs of protecting oneself against adverse exchange rate movements can behigh.43 While sophisticated financial instruments are currently being developed in Ghana, itwould be premature to rely on them in formulating current exchange rate policy.

Obiectives for exchangerate polhy
Recent conversations with the Ghanaian authorities suggest that their principal exchange ratepolicy goals are to maintain (i) the competitiveness of Ghanaian firms in international markets,and (ii) price stability." It can be argued that achieving these goals presupposes in turnmaintaining a relatively predictable real exchange rate.

Ghana is a small, low-income country and as such must look to trade with the outside world
as 
 the major engine of growth. In an open economy the exchange rate strongly influencesrelative prices faced by firms and consumers. Ghana has been well-advised to emphasize gettingthe exchange rate "right" in the sense of reflecting the true scarcity value of foreign exchange 

2One could also object on equity grounds to the government's assumption of foreign exchange risk for private
borrowers who number among the privileged members of society. 

" For European businesspeople, the main attraction of adopting a single cdrrency within the EEC is that theywould not have to bear these transactions costs. 

"These goals may not always be consistent with one another if macroeconomic policies do not complementexchange rate policy In particular, if aggregate demaud grows more rapidly at home than abroad,exchange the realrate will become overvalued if it does not depreciate, but a depreciation will hasten a rise in domestic
prices. 
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in an open trading environment. At the same time, the exchange rate should be used to promote
relative price stability (nominalprice stability is the business of monetary policy)

The fact that a freely floating exchange rate can gyrate widely in a short period of timeintroduces an element of uncertainty for Ghanaian exporters or processors of imported inputsthat does not face firms trading within a single currency area. Insofar as this risk discourages
Ghanaian firms from dealing in tradable goods and services, it will retard Ghana's economic 
development 

The economic environment for exchange rate policy in Ghana
The appropriate option for exchange rate management depends heavily on the kinds of shockslikely to face an economy. The Ghanaian economy's structure subjects it to shocks that aredifferent from and more severe than those faced by most industrial economies. Any policyregime must take into account their impact on the foreign exchange markets 4
Disturbances in the foreign exchange market can usefully be classified into three types: (i)short-term (daily or weekly) fluctuatiovs in foreign exchange supply and demand associated withthe timing of different traders' activities, (ii) predictable seasonal fluctuations related to harvestpatterns, holidays, etc., and (iii) unpredictable shocks that can be either temporary (e.g. adrought) or permanent (e.g inflationary financing of a budget deficit) Categories (i) and (ii)are fairly straightforward and, by definition, temporary In general, policies to respond to these

shocks are equally straightforward (see following section).
Historically, the biggest shock to Ghana's foreign exchange market has come fromexpansionary demand management. In the four years preceding the ERP, overall budget deficits,financed through the banking system and spilling over into import demand, averaged 6 to 7percent of GDP. During the mennium 1989-91 the ERP brought this below 2 percent of GDP,although with the relaxatior of fiscal discipline in 1992 it shot up over 8 percent.
Ghana is also subject to shocks over which the authorities have no control. Roughly 60percent of export revenue comes from cocoa and gold, two commodities whose prices fluctuatewidely In addition, petroleum accounts for 15 percent of imports The resulting terms of trade

fluctuations (Table VI.2) impact directly on the foreign exchange maket. With agricultureaccounting for half of GDP, periodic droughts spill over uto the foreign exchange market
through reduced cocoa output and increased food imports.

The foreign exchange market also faces financial and quasi-financial shocks. Remittancesfrom Ghanaians living abroad, equal to 62 percent of recorded cocoa exports during the four years 1989:92, vary in accordance with the cedi's perceived strength. aWith loss ofconfidence--stemming, say, from an expected depreciation--remittances drop, further depressing
the currency

Conversely, capital inflow in the form of increased grants and loans in support of the ERPhas put upward pressure on the cedi.4 Ghana might before long join the group of reformingeconomies in Latin America and Asia that have been buffeted by private capital inflows as they 

"5The discussion in this section assumes that the authonties maintain controls on capital account transactions andso concentrates on how different shocks will affect the excess demand for foreign exchange coming from current 
account transactions oily 

' See Younger [1992] for a discussion of this phenomenon. 
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become fashionable places to invest. To be sure, the confidence driving these inflows canevaporate quickly and force the exchange rate back down, often abruptly.
Choice of an exchange rate regime
The level of sophistication among Ghanaian policy makers about the impact of exchange ratemanagement on the economy has increased dramatically over the decade or so since the ERPwas launched The authorities have demonstrated their appreciation that a nominal exchange ratethat does not move--i e. depreciate the national currency--in such a way as to take account ofdifferential inflation, leads to duninishing incentives for producers of tradable goods andservices, with detrimental effects on income and employment, and sooner or later brings about 

a balance of payments crisis 
At the same time, as demonstrated in 1992, the Ghanaian political environment does not giveassurance that the government will soon achieve a fiscal balance consistent with an inflation rateclose to that of Ghana's main trading partners. Thus, notwithstanding IMF loan conditionalities,differential inflation will continue for some tune, putting pursuit of a fixed nominal exchange

rate regime out of the question.
As for the opposite end of the spectrum, Ghana has never operated a floating exchange ratefree of official intervention. Some discussions of Ghana's foreign exchange policy describe :ieauction and/or interbank rates as floating, but that is not strictly correct. During the auction,the BoG regularly intervened in the market by reviewing each week's bids and deciding -owmuch foreign exchange to sell that week based on the various exchange rates offerec Itcontinues to do so from tune to time in the interbank market, mostly by clearing the commer, .albanks' queue-. In addition, the Bank intervened heavily in the bureau market early in 1993The outcome of the BoG's actions has been to maintain a crawling peg, designed to dampenshort-run fluctuations while allowing the cedi to depreciate rapidly enough to make the premiumin the exchange bureau market gradually disappear. To avoid tipping its hand to speculators,the Bank, like central banks everywhere, never revealed the target exchange rate towards which
it was manipulating the auction. 
 Nor are data available on the weekly flow of foreign exchange
through BoG accounts that would enable outsiders to reconstruct the Bank's tactics.
 

Table VI.5 - GHANA: REAL EFFECTIVE EXCHANGE RATE (1980=100)
Year 1979 
 1980 1981 1982 1983 1984 1985 1987 1989 1990 1991 1992
1986 1988 


REER- 76.2 100.0 225.7-282.3 189.9 73.2 
 53.2 30.6 23.6 22.5 21.2 21.1 21.9 26.2
 
* Calculated as the cedl exchange rate for a trade-weigh*ed basket of currencies times a similarly

weighted basket of Ghana's trading partner price radices divided by Ghana's own consumer price
index 

Source IMF Information Notice System. 

Table VI.5 shows that, notwithstanding inflation (CPI growth) that averaged 32 percentannually between 1987, thewhen auction de facto absorbed official foreign exchanetransactions, and 1991 (the auction terminated in March 1992), the mean annual real effectexchange rate (REER) varied by less than 10 percent 
'e 

over the whole period. Over a perioc of 
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years a free market can be expected to sustain an REER that equilibrates supply and demand forforeign exchange How the evolution Df Ghana's REER might have differed had the
managed its foieign exchange balances with no thought of influencing the exchange rate 

BoG
isimpossible to say. In any case, the end result was a crawling peg for the cedi that supported

Ghana's economic rehabilitation
 
If tighter fiscal and monetary policies eventually bring Ghana's inflation rate down 
to thelevel of its trading partners, and productivity differentials remain constant, the crawling pegregime m'ght result in a nominal exchange rate so stable as to appear fixed On the other hand

the economy is likely to suffer real shocks--terms of trade changes, droughts, etc.--at whichpoint relative prices, including the real exchange rate, must change to restore equilibriumFixing the crawling peg's rate of depreciation in a way that ignores these shocks will yieldunstable results in which reserves either accumulate or decumulate to unrealistic levels and pricesand the exchange rate interact in an inflation/devaluation or deflation/revaluation spiral [Adams
and Gros, 1986, Younger, 1986].

Determining how far the exchange rate should move to adjust realto a shock, notovercompensating and thereby setting the stage for further reverberations, is no easy task. With a nominal shock, say a 10 percent increase in the money supply, one can be reasonably confident
that domestic prices will rise by the same amount, 10 percent, and that the cedi value of thedollar should also rise by 10 percent (less international inflation) to maintain equilibrium.

Conversely, to restore equilibrium after percenta 50 increase in the world price ofpetroleum, the cedi's value must obviously fall, but by how much depends on demand elasticitiesof petroleum, other imports, and exports, whose estimation is subject to a considerable margin
of error An ex post facto indicator of direction is the change in the central bank's foreign
reserve position--after accounting for regular seasonal fluctuations, a steady accumulation ofreserves would indicate that the balance of payments had received a favorable shock and the
market could be expected to raise the cedi's value. A loss of reserves would indicate the
 
opposite.


An undervaluedexchange rate?One option for exchange rate management that is sometimes

proposed for developing countries, and has recently been debated in Ghana, is for the authorities 
to intervene with a view to keeping the national currency undervalued. This means supporting
an exchange rate with a higher cedi value for the dollar than would be required to keep thebalance of payments in equilibrium under a liberal trade regime, thereby creating such strong
incentives for tradables producers and foreign as well as domestic investors that the country's
foreign reserves grow over time in terms of months of import demand covered.

It should be nott.d that a country does not have to maintain a current account surplus in order
for its currency to be undervalued. It can be argued that a low-income country such as Ghanashould strive to be a importer of capital,net with the inflow of foreign public aid, foreigninvestment, and repatriation of earlier capital flight exceeding capital outflow If the current 
account deficit is smaller than net capital inflow, reserves will increase.47 

The advantage of using currency undervaluation as an incentive for tradables production is 

'7 The qualification of a liberal trade regime is important. In the short run one can accumulate reserves witha severely overvalued exchange rate by tightening import quotas or foreign exchange licenses. Ghana itself did this
in some years prior to the ERP. 

76
 

http:increase.47


that it is non-discriminatory and administratively much simpler than the more usual approach ofselective export s-bsidies and import tariffs. To succeed, this latter approach requiresgovernments to "i k a winner", at which they are notoriously inept Moreover exporters havelearned from expe ience that export subsidies tend to go unpaid or be long delayed due to fiscalproblems If the BoG could conduct its foreign exchange operations so as to keep the value of
the cedi below equilibnum, it would avoid these problems.

At the same tune an undervalued exchange rate policy would pose complications for Ghana.First, the authorities might consider it necessary to reinsert the BoG ito a central role in .heforeign exchange market, whereby it would once again be the only legal buyer and seller offoreign exchange, at a rate determined by it, in lieu of intervening indirectly in an essentiallyfree market. This poses the danger that system managers would once again ignore or seek tocounteract market signals, as they did to the economy's detriment in the pastConversely if the BoG intervened indirectly by buying and selling in the interbank market,sustaining an undervalued cedi would require it to pump cedis into the market in order to acquiremore foreign exchange than it would to maintain a lower (fewer cedis per dollar) exchange rateThis would increase the money base, with corresponding upward pressure on the price level or,if the BoG sterilized its reserve accumulation by -educing domestic credit, discouragement ofinvestment [Younger, 1992a]. To avoid squeezing the BoG's reserve accumulation out of theprivate sector, it would have to be financed by a budget surplus This is what has happened inTaiwan, whose government has had more than anysuccess other country in maintaining an
undervalued exchange rate
 

Second, efforts would have to be 
 made to freeze out speculative capital inflow.Undervaluation of the ced: in a free market would attract financial capital that could only besterilized by dollar-for-dollar increase of the budget surplus. (Trying to keep the money baseconstant by compressing domestic credit would keep interest rates high and thus encourage even
greater inflow ) revenue
On the side Ghana's tax administration comes nowhere near thesophistication required for such an approach; nor, given the pressing need for expansion ofpublic services, can one expect the government to reduce real expenditure

Capitalaccount convertibility. The pros and cons of capital account convertibility in Africa
are discussed in Chapter XI 
 As noted earlier, Ghana has delegated to the commercial banksand foreign exchange bureaus responsibility for selling foreign exchange only againstdocumentation of approved, mainly current account, transactions. Anyone desiring to transferassets abroad for unapproved purposes can acquire foreign currency in-country and export iteither on his/her person or with an agent. For those who find the procedures of the banks andexchange bureaus too cumbersome for the purpose, a residual parallel market sells foreignexchange at a modest premium with no requirement for documentation. 

Ghana is surrounded by countries that use a convertible currency, the CFA franc. As thepressure on this currency mounted up to its devaluation in January 1994--see Chapter VII onSenegal--Ghana found itself playing the unaccustomed role of a haven for franc zone flightcapital For a much longer period the roles had been reversed. Given that the new CFA francexchange rate is likely to last a number of years, even if not the nearly half-century lifetime ofits predecessor, the franc zone is once again poised io receive Ghanaian flight capital.Ghanaian residents in Europe and the Uniged States assist domestic residents in moving fundsin and out of the country Relationships between local companies and foreign suppliers and 
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customers are another channel through which persons with appropriate connections can exportcapital at a low transactions cost. Finally, under certain conditions Ghanaian financial
institutions are allowed to hold foreign exchange deposits on behalf of customers, and some of 
these are transferable amongst residents 48 

Notwithstanding the many channels around and through exchange control, once a resident ofGhana has reached the head of the queue that still characterizes the interbank market, he/shecannot simply order his/her bank to make an unconditional transfer to a foreign bank account or correspondent, and have the money credited in a dzy or two at the cost of a standard bank
commission (say maximum 2-3 percent). This study has not had access to any data allowing usto estimate how much less capital is currently sent abroad than would be exported givenunqualified convertibility through the banking system The null hypothesis, that the impact of
nominal controls on capital export from Ghana is insignificant, cannot be discarded.

Under the present trade and exchange regime, Ghana does not appear to suffer either currency substitution (the use of foreign currencies as a medium of exchange) or strong
speculative capital flows into or out of the country. Capital flight estimates by Youngblood, etal. [1991] show fairly small flows, which are also less volatile than those characteristic of 
several Latin American countries. 

Assuming that the impact of the controls is nontrivial, the question arises whether Ghanawould be best advised to eliminate them. Ghanaian policy makers, like their counterparts in
other African countries that are embarked on significant economic reform, are not yet ready forthe argument that allowing any resident to export local assets when and in such amounts ashe/she chooses creates an environment that gives maximum encouragement to ecoiomic 
initiative 

Moreover, as i. argued in Chapter IV, and documented in the Zambia case study, unqualifiedconvertibility can bnng with it unanticipated transfers into as well as out of the country that are
large in relation to normal current account transactions, too large to be compensated by budgetoperations, and thus cause volatility in the exchange rate with disincentive effects for producers.

If a solid basis for advising Ghina's policy makers to drop all capital controls does not yet
exist, one must recognize that certain types of transactions which are technically capital flows

increase the efficiency of trade Both exporters and import- -
 find it useful to write forward 
contracts for foreign exchange to eliminate the risk that accompanies variable delivery of and/orpayment for internationally traded goods. To write these contracts, banks must be allowed totake an open position forward and to hedge that position by lending or borrowing in foreigncurrencies. In this connection the Ghanaian authorities would thus be well advised to diop or
relax the current $4 million limit on the ba.,ling system's foreign exchange exposure

Recommendations for Ghana. Given the potential for shocks discussed in the precedingsections, in the coatext of Ghana's goal of an internationally competitive economy under a
regime of relatively stable prices, what are the implications for exchange rate management? Wehave argued that the size of potential shocks relative to the volume of current accounttransactions makes a purely floating regime so volatile as to increase undesirably the riskassociated with foreign trade operations. At the other end of the spectrum, a fixed rate regime 

" The Bank of Ghana does not publish data on these accounts, but commercial bankers suggested to the writer 
that they may be around $25 million. 
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poses even greater risks, given that Ghana's political system is unlikely in the foreseeable futureto subordinate fiscal and monetary policy to defending an REER that would maintain 
international competitiveness.

Thus, Ghana should look to some sort of intermediate intervention strategy, with the BoGbuying and selling foreign exchange as required for two purposes: (i) to maintain a centraltendency for the REER that sustains the economy's competitiveness, and (ii) to dampen
fluctuations around that tendency in order to contain traders' risks.

For daily and weekly fluctuations in foreign exchange flows, little official intervention appears to be necessary. Experience with the bureau market and the new interbank marketindicates the presence of sufficient liquidity from supplier credits, high intertemporal elasticitiesof substitution, and balances held (legally or illegally) in foreign exchange to smooth thesefluctuations. The Ghanaian market is sufficiently transparent allow the BoG to respondto 

appropriately 
to any outsized transaction 

While monthly import and export data are not available for Ghana, market participants reportthat the current account deficit varies seasonally. Timber sales peak during the rainy season;remittances surge before Christmas and Easter; demand for foreign exchange peaks shortly after
the holidays as importers cover their suppliers' credits. 

The more lax the controls on residents' holding of foreign assets, the less the need for theBoG to try to smooth seasonal variations. This is because private operators (including thecommercial banks) will find it profitable to draw on their foreign balances to conduct therelevant arbitrage. Conversely, the more the government sticks to its current policy thatresidents should not hold foreign balances and succeeds in limiting them, the more BoGintervention would be necessary to smooth seasonal variation. Such intervention would beanalogous to open market operations designed to keep interest rates stable in the face of shifting 
money demand. 

A complicating factor is the simultaneity of seasonal variations with other shocks to whichthe correct response is to allow the exchange rate to shift. Thus, the authorities face the needto distinguish normal seasonal variation from shocks that merit a change in the exchange rate.As regards irregular shocks that are known to be temporary--e.g. a drought or a failure ofthe Brazilian cocoa harvest--once again private traders will find it profitable to stabilize themarket if allowed to do so. The less they are able to play this role, the more the burden falls 
on the BoG. 

A disadvantage of entrusting this role to the BoG is that, the larger the seasonal variationsor temporary shocks, the larger the stock of reserves the central bank must maintain to stabilize
the exchange rate. Holding reserves has an opportunity cost; moreover the larger the stock ofofficial reserves, the greater the political temptation to relax monetary and fiscal discipline andexpand imports, setting the stage for future instability in the exchange market.

Permanent shifts in Ghana's economic environment are the most difficult foreign exchangeshocks to deal with. It is a relatively simple matter for the BoG to complement private dealersin stabilizing the market against temporary shocks, but once a basic determinant of theequilibrium exchange rate has shifted--terms of trade, productivity growth, the trade regime, thefiscal deficit, money supply growth, etc.--the authorities need to recognize what has happened
and allow the REER to shift. 

Once the authorities accept this principle, they must decide whether to act mechanically in 
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response to a well-defined set of indicators, or conduct, in IMF terminology, "other managedfloating".'9 In Ghana's case, the lack of precise information as to the structure of the economyand the likely impact of different shocks on the foreign exchange market make it difficult todefine a firm set of rules. The crawling peg based on differential inflation rates covers shocksfrom aggregate demand, but not real shocks, when relative prices, including the real exchange
rate, must change to restore equilibrium.

To determine the appropriate size of future REER changes, the central bank should studyhow exporters, importers, remitters. and potential speculators have responded in the past todifferent exchange rate signals. Formal statistical estimation of the respective elasticities willbe difficult since the exchange rate has rarely been a markvi-clearing price in Ghana. 

E. Conclusions 

Ghana has made great strides in managing its foreign exchange rate during the last ten years.A host of restrictions on the free functioning of the exchange market (among other markets) havebeen removed. Most of the reforms have eliminated rents that were accruing to one or anotherinterest group and have thus had to overcome political opposition; on the other hand theyrepresented the easy steps from an economist's perspective, since the restrictions never had any
Justification in economic theory. The decisions currently facing Ghana's policy makers are morecomplex, and the guidance they can glean from economic theory more equivocal.

The Ghanaian authorities express a desire to increase international trade while preventingcapital outflow. Thus, a purely floating exchange rate regime with no restrictions on capitalaccount is not the appropriate prescription. At the same time, the likelihood that thegovernment's fiscal and monetary stance will feed inflation above that in the industrial countries,combined with the potential for real shocks, argues against a fixed nominal exchange rate. Theimplication is that Ghana should follow a managed float in which the exchange rate evolves inresponse to differentirl inflation and other fundamental determinants. The central bank'sintervention strategy should be to smooth the impact of temporary shocks, but not resist 
adjustments responding to fundamentals. 

In theory, such a strategy could be based on a set of rules for adjusting the target exchangerate--if the money supply increases by m, the exchange rate is allowed, even encouraged todepreciate by x; if international cocoa prices rise by y, the rate ir,nudged to appreciate by z; and
 so on. In practice, -the lack of knowledge about some 
of the parameters neede! to formulatesuch rules requires the authorities to act on hunches derived from analysis of those parameterssubject to timely measurement--exchange rates, the money supply, interest rates, and foreign
reserves--along with other ad hoc information available at the moment.

An ample stock of foreign reserves--say the equivalent of six months' normal imports--will 

9 This is one of the column headings in the monthly IFS' table of "Exchange Rate Arrangements". All theheadings are given in Table X.1 below. As of December.31, 1993, 29 countne- were classified in the "Othermanaged floating" category, four of them in Africa (see list in Table X.1), while 56 countries, 11 of them in Africa(including Ghana), were classified as "independently floating" The difference between these two categories is moreapparent than real, since in most if not all of the "independent" floaters, including the United States, central banksintervene on occasion to influence the exchyr,,e rate. 
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be needed to smooth temporary fluctuations in the market. Henz.e the authorities should resistthe temptation, frequently associated with a regime not bound by strict rules, to use their"discretion" to make the real exchange rate appreciate (i.e. by running down reserves).To reduce this temptation, and increase firms' confidence about the economic environment,the government should announce its general policy for exchange rate management. Withoutbinding itself to rigid criteria, the authorities can indicate their intent to keep the real exchangerate stable, while letting it adjust to a new equilibrium level when conditions change. Overtime, private traders will judge official performance according to these goals. If they concludethe government has acted consistently, confidence in its exchange rate management will grow,reducing the perceived risks associated with foreign trade.
A final recommendation is for the Bank of Ghana to collect more timely data on the state ofthe economy Weekly, even daily information on imports and exports, monetary variables, andcapital flows is relevant to determinhag intervention strategy in the foreign exchange market.Also important is an understanding of the seasonality of foreign exchange demand. Ghana isentering a new regime of open trade and liberal exchange markets, one whose very noveltyrequires the authorities to "learn by doing." Finally, close study of the underlying determinantsof the foreign exchange market is essential. Responding to sudden shocks is easier when one 

grasps the fundamental factors driving them. 
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CHAPTER VII 

EXCHANGE RATE MANAGEMENT IN SENEGAL 

Clive S. Gray and James S. Duesenberry50 

A. Introduction 

Senegal's membership in the West African Monetary Union (WAMU) and, through WAMU,the franc zone (FZ), puts exchange rate management for that country in a different categoryfrom that of the other three African countries forming the subject of case studies in this volume.Briefly, the governments of Senegal and of the other six members of WAMU, as long as theywish to remain within WAMU, cannot alter the nominal exchange rate of their common currency, the CFA5 franc, vis-ti-vis the French franc, without the agreement of every other
WAMU member as well as that of the French government.

A parity of 50 CFA francs (FCFA) to the French franc (Ffr) was fixed in October 1948 andlasted until January 1994, just over 45 years.52 Thus, for almost half a century, 'management'of Senegal's nominal exchange rate consisted of leaving it unchanged vis-b-vis the French franc,thus allowing it to vary vis-b-vis all other currencies in the same proportion as the French franc'sparity varied pari passu with France's foreign exchange policy and movements on world 
currency markets. 

On January 11, 1994, the CFA franc was devalued by 50 percent to a new parity of 100FCFA to the French franc. Once again the exchange rate is fixed, and the responsibleauthorities, African and French, have indicated an intention to manage it as before.

The same observations hold for exchange 'management'
rate by every other member ofWAMU--Benin, Burkina Faso, C6te d'Ivoire, Mali, Niger and Togo; for the six members of theMonetary Union of Central African States (MUCAS) and its Banque des Etats de l'AfriqueCentrale (BEAC), namely Caneroon, the Central African Republic, Chad, Congo, Equatorial 

10 Material in this chapter was gathered in the course of interviews held in Dakar during September 1992; inFrance at various times during 1992-93; review of literature on both Senegal and the West African Monetary Unionas a whole (see Bibliography); and discussions in two seminars, one on overall issues of the CFA franc held atUSAID/Washington in January 1993, and another on an earlier draft of the chapter held at the Centre d'Etudes etde Recherches en D6veloppment International (CERDI) of the University of Auvergne, Clermont-Ferrand, in April1993. In Dakar the authors interviewed serior staff of the Banque Centrale des Etats de l'Afrique de 'Ouest(BCEAO) and of the African Center for Monetary Studies; officials of Senegal's Ministry of Economics, Financeand Planning; managers of several Senegalese business enterpriseb; and officials of the USAID mission to SenegalThi authors acknowledge helpful suggestions by Eric Nelson The usual disclaimers apply 

5'CFA = Communaut6 Financi6re Africaine. 
52Abstracting from the adjustment required by France's introduction of the new franc (I NF 100 old francs)= 

in January 1960--the previous panty was 1 CFA franc = 2 FF. 
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Guinea and Gabon; and for Comoros with its own central bank.53
 
Many points in this chapter apply no less to the other 13 countries than to Senegal 
 Since thetwo African monetary unions and Comoros together account for less than 2 percent of total franczone money supply (M2), economic and monetary conditions in those areas have had a negligibleimpact on the French franc's parity with currencies of other industrial countries.To be sure, no two FZ countries have experienced the same movements in their terms oftrade or domestic prices, and all members have retained autonomy in regard to fiscal (tax andsubsidy) and aumerous other measures affecing relative prices of tradable and nontradable goodsand services. Thus, taking any given year as the base period for computation of price andexchange rate indices, the real effective exchange rate (REER) has moved differently fordifferent member countries (See Figures VII.5 and VII.6 below )At the same time the common constraints on monetary and exchange rate policy imposed byFZ membership have narrowed the variability of the member countries' experience vis-a-visseveral major economic parameters, notably inflation and real exchange rates. Hence it makessense to compare their experience with that of the remaimng sub-Saharan African countries, asa number of writers have done very competently. The present authors' September 1992discussions in Dakar included consultations with multilateral institutions about exchange ratemanagement in the WAMU as a whole. We believe our conclusions and recommendations to berelevant to members of both monetary unions and Comoros.4 

B. Advantages of the franc zone arrangemen~t 

There is a near-consensus in the literature, and in public as well as private pronouncementsby both French and African participants m the FZ arrangement, regarding five positive
contributions which it makes to member countries' development:

1. The assurance of convertibility between the zone's currencies 55 and the French francfacilitates trade (i) between the member countries and France, (ii) between the membercountries and other countries whose currencies are convertible with the French franc, and(iii) among the member countries, as well as capital movements from France and other
 
- industrial countries to FZ members.


2. By enabling local currency to be used directly for imports from any source and for otherinternational payments without passing through exchange control, the arrangement relievesFZ residents of the costs and risks imposed on consumers, foreign investors, and usersof tradable inputs by the exchange control/import licensing procedures to which most other 

11 On January II Comoros devalued its franc, formerly on a par with the CFA franc, by only 33.3 percent, 

raising the value of the French franc to 75 Comonan francs. 

u Given the authors' lack of fanuhanty with Comoros, that country will not be referred to again in this chapter. 

The CFA franc of the WAMU is not legal tender in the BEAC zone and vice versa. Until August 1993 therespective central banks exchanged the two currencies at par. Resumption of this arrangement in the wake of theJanuary currency realignment is undtr discussion, but is opposed by the BEAC on the ground that it would facilitate
unauthorized capital export. 
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African countries have resorted at one time or anothe,.3. Pooling of the major share of the member countries' foreign res,'wes--the two centralbanks are required to deposit at least 65 percent of their reserve with the respectiveoperations accounts in the French Treasury--stabihzes access to foreign exchange in theface of differential fluctuations in export earnings and capital inflows of individual 
members

4. France's agreement to grant the central banks overdraft facilities in the operationsaccounts--a prerequisite to the assurance of convertibility--gives each monetary union asa whole access to credit above and beyond what the central banks and/or individualcountries can borrow on capital markets and from public lending agencies.5. Internationalization of the determination of credit policy, with France enjoying defactoveto power, enhances member governments' fiscal and monetary discipline, thus imiting
inflation and its attendant distortions.

The FZ arrangement has had another result whose net contribution to the member countries'fortunes is a matter of controversy- namely, further limiting inflation by maintaining a paritybetween the CFA and French francs that can only be changed by unanimous consent of 'themembers of the respective monetary unions, including France, and which in fact remained fixed
for over 45 years

Finally, the FZ arrangement has served France's desire to maintain its long-standing political,economic and cultural ascendancy in the region. French policy makers are less inclined toacknowledge this publicly, and many opposition forces in the member countries consider thisoutcome not merely irrelevant, but even aAtagonistic to their countries' best interests. Withoutbegrudging France a piece of foreign turf where it can loom as the most influential outsidepower, the present authors see themselves obliged to raise the possibility, and pursue it furtherbelow, that the French government's political goals have made its stance on the parity issue sorigid as to impede the member countries' economic growth in comparison with what could havebeen achieved by following a different exchange management regime. 

C. Recent evolution of the Senegalese economy 
Until the 1980s the policies underlying the monetary union seemed to yield positive results
for Senegal. Like many other developing countries, 
 in the last half of the 1970s it benefittedfrom a boom in commodity prices. This encouraged it along the import substitution path ofdevei 'pment, with resource-based export industries plus tourism providing export earnings tofinance inputs for manufactures. The country was largely self-sufficient in food.At the end of the 1970s the terms of trade moved against Senegal while resource-basedexports were also hampered by bad weather and by difficulties with the quality of phosphateproduction. In 1981, following two years of dry weather, depressed prices for groundnuts andthe new petroleum shock, Senegal's domestic absorption exceeded GDP by 13 percent while thefiscal deficit reached nearly 10 percent of GDP.

Increased groundnut earnings in 1982 led recovery of GDP, reducing the resource gap. Thegovernment attacked the fiscal deficit by raising taxes and limiting expenditure growth The 1982recovery did not, however, start a continuing expansion. For the remainder of the decade realoutput grew at around 2 percent per year as strong investment denznd was offset by fiscal 

85
 



restraint. 
According to BCEAO and GoS data assembled by the World Bank [1991b], exports innominal CFA terms rose only 1.6 percent annually from 1981 to 1990.56 More recent IMF datashow nominal export growth of 0.1 percent over the period 1981-1993. Slow GDP growthtogether with reduced prices for petroleum and rice caused import values also to stagnate,showing annual growth of only 0.2 percent during 1981-93 "7In real terms both exports and

imports fell over the 12-year period.
No government can be satisfied with a stagnant economy and a growing populationContinued growth requires rising export volume in order to pay for increasing amounts ofimported intermediate products and capital goods.
During the late 1980s and early 1990s Senegal and its associates in the FZ (including France)were the object of a rising chorus of advice to devalue the FCFA in order to make exports morecompetitive Depicting it as a necessary even if not sufficient coildition for renewed growth,proponents of devaluation attributed nonperformance of Senegal's exports not only to difficultiesfacing its resource-based export industries, but also the weak competitive position of the

country's manufacturing sector. 
Senegal has avoided the rapid inflation that has often undermined the competitive positionof developing countries operating a fixed exchange rate. Consumer prices more or less kept pacewith those in France during the period 1975-86--French inflation was 166 percent during theperiod, Senegalese 158 percent--but from 1986 to 1991 Senegal's prices actually declined by 7percent while France's rose another 17 percent.58 Nonetheless, up to the 1994 devaluation,Senegal featured comparatively high wage rates (see section E(3) below). Real wages in theformal sector have risefl while, partly due to a restrictive labor relations code, productivity has 

not shown comparable growth.
With encouragement from the donor community, a decade and more before the January 1994devaluation the GoS sought to make manufacturing more competitive by modifying the realeffective exchange rate (REER) in lieu of changing FCFA parity. In 1980 it introduced subsidiesfor nontraditional exports, financed by customs duties on imports. In 1985 it approved a New
Industrial Policy (NIP) embodying both trade liberalization and measures to restructure stateowned industries and reduce costs of inputs including labor. Aid from official sources almost


doubled during 1986-90 while the NIP was underway.

However, the export subsidies ran afoul of fiscal constraints, and were not paid withsufficient regularity to convince manufacturers that they could be relied on. Under the NIP,manufacturers complained more about being undercut by increased imports than they tookadvantage of the program to reduce costs. Partly in response to this pressure, and partly toincrease import tax revenue, the government reversed itself and raised import tariffs in 1989 and

1990 [World Bank, 1991b: 8-9]. 

56Semilog regression coefficient from series in CFA francs, R2 = 40%. 

1 Trade data are flor Directionof Trade Statistics, reported in IFS [1993 & 1994b]. Growth rates compriserespective semlog regression coefficients. In each case R2 = 0. 

5r .omputed from consumer price indices given in the respective IFS country pages. 
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Notwithstanding the failure of these measures to energize nontraditional exports, thegovernment's denand management policies reduced Senegal's current account deficit (beforetaking account of .ficial unrequited transfers) from 24.3 percent of GDP in 1981 to 7.8 percentin 1990 and 5.0 percent in 1991, before it rose again to 9 3 and 9 9 percent in 1992 and 1993,respectively [World Bank, 1991b 15; IMF, 1994a' 296]. In recent years the deficit has beenapproximately equal to official transfers, France serving as the primary source of theseThe next section of this chapter reviews recent evaluations of the WAMU's overall economicimpact. It is followed by a description of alternative measures of FCFA overvaluation up to therecent realignment After an account of the flare-up of the FCFA pariLy controversy in 1992 thatculminated in the January 1994 devaluation, Section G reviews the arguments of the French andWAMU authorities against the latter option. Section H presents an alternative view, citing interalia the experience of other African countries to which opponents of FCFA devaluation pointed
as evidence that it would not work in the franc zone. 

D. Economic impact of the monetary union: recent evaluations 

All sources agree that the CFA zone has undergone severe economic stress since the end ofthe 1970s, necessitating rigorous adjustment measures. As one indicator of stress, all 14countries had IMF programs at one time or another during the period 1980-93, and all hadoutstanding obligations to the Fund as of late 1994. Table VII. 1 shows the CFA area as a wholehaving negative net foreign assets (NFA) of over $2.2 billion equivalent at the end of 1993,including an overall deficit of about $1 4 billion equivalent in French Treasury operationsaccounts Both were thanfigures more accounted for by the big three deficit countries,Cameroon, C6te d'Ivoire and Senegal. The majority of smaller countries had positive operations
account balances and NFA. 

Guiding a multi-year research effort at the Centre D'Etudes et de Recherches sur leDdveloppement International (CERDI) of the University of Clermont59 regarding thecomparative development strategies and economic performance of FZ and other developingcountries, particularly non-FZ African countries, during the period 1962-1981, Patrick andSylviane Guillaumont [1988b] drew the following conclusions in a conference volume published
in 1988: 

1. Corrected for exogenous factors, the average growth rate of FZ countries during the twodecades (termed their 'performance') was approximately the same as the average for allother developing countries (i.e. not just African comparator countries).2. The FZ's performance was not significantly different from that of other African countriesduring the 1960s, however it was significantly superior during the period 1970-1981.
3. FZ membership helps in two major ways to explain result (2):a. the zone's foreign exchange regime "promoted economic efficiency by permitting relativestability of exchange rates (both nominal and real), limiting the degree of overvaluationand ensuring a permanent supply of foreign exchange, whatever the balance of payments

deficit"; and 

59 Recently renamed the Umversit6 d'Auvergne. 
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Table VII.1 - C.F.A. ZONE FOREIGN BALANCE, END-1993 

(US dollar equivalents) 

Balance on

Total IMF 
 French
 
credits & Treas.Ops. Net Foreign

loans out- Account Assets as

standing (approx.) per IFS


BEAC members
 
Cameroon 
 16.3 
 -743 -758.9
Cen.Afr.Rep. 
 28.8 
 110 81.6
Chad 
 27.7 
 26 -2.2
Congo 
 4.8 
 6 1.3
Eq. Guinea 16.4 
 -9 -25.1

Gabon 
 45.2 
 -35 -79.9
Subtotal BEAC 
 139.2 
 -644 -783.1
 

BCEAO members
 
Benin 
 43.0 
 279 235.9
BF 
 20.9 
 382 361.1
Cote d'Ivoire 218.5 
 -1529 -1747.1
Mali 
 70.6 
 323 252.1
Niger 
 51.9 
 132 
 80.3
Senegal 244.2 
 -460 -703.7
Togo 
 68.5 
 146 
 77.4
Subtotal BCEAO 
 717.7 
 -726 -1443.9

" Cameroon, COte
 
d'Iv., Senegal 479.0 
 -2481 -2959.6
Total CPA zone 
 856.9 
 -1370 -2227.0 

Source: IMF loans & credits and net foreign assets (NFA)given by IMF [1994c countrypages], with SDR and FCFA figures convened to dollars at exchange rates prevailing December 31, 1993. Balances on French Treasury Operations Account equal NFAless IMF loans & credits, as 

NFA. 

the IMF nets out balances owed to itself m computing
Itis understand that virtually all other CFA area NFA correspond to operations
account balances or deficits. 

b. zone membership brought with it certain "structural choices" favorable to growth, notably:(i) a higher investment rate, financed by greater public saving and foreign capital inflow,the former influenced by restriction of central bank credit to governments and the latterby currency convertibility; (ii) greater openness to foreign trade, and (iii) greaterpreference for agriculture (all in comparison to other African countries). 6o 

60 Page 129. Translation by the present authors. 
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At the same (November 1986) conference, the then head of the IMF's Africa department(soon to become governor of the BCEAO, later prime minister of C6te d'Ivoire), AlassaneOuattara [1988], noted: "Even thoagh the results are sometimes difficult to evaluate, experienceseems to show that the foreign exchange regime practiced in the countries of the [franc] zonehas not delayed or limited adjustment in countries which have succeeded in implementingmeasures ained at both the demand and supply sides".Less than four years later, Ouattara's successor at the Fund and the head of the Fund'sResearch Department approved a memorandum for an Executive Board seminar [IMF, 1990: 40]noting that continuation of the FCFA's fixed parity meant that "downward flexibility in nomitialprices and costs is needed in order to improve competitiveness and to provide appropriateincentives in the key traded goods sectors". The paper goes on to note:Labor resistance to downward pressure on wages had emerged in several countries of the [franc] zone, indicatingthat the current strategy carries with it the risk that the real exchange rate realignment may not occur quicklyenough to avoid delay in the return to external viability consistent with enhanced growth prospects In general,the Fund has been sympathetic with the aim of the CFA countries to maintain exchange rate stability in the contextof their regional monetary arrangements based on strong ties of solidarity However, if the present approach ofimproving e'-ternal competitiveness through downward adjustment of nominal costs and prices were to proveunworkable, alternative adjustment measures would have to be considered
In other words there might be no alternative to devaluing the FCFA.
Starting in the same year several unofficial writers, reviewing data for most or all of the1980s, have been more explicit about the burden imposed on FZ countries by the fixed exchangerate. Devarajan and de Melo6i found that, while the (unweighted) average annual real GDPgrowth rate of the CFA countries during 1973-81 was one percentage point higher than that of20 African comparator countries--this of course parallels the conclusion of the CERDIconference volume--and during 1982-85 the difference was still wider, at 3.5 percent versus 1.0percent, during the latter part of the decade (1986-89) the CFA zone's growth rate had fallento 1.8 percent versus 3.0 percent for the 20 African comparators.
Using econometric techniques to determine whether the difference in FZ and comparatorgrowth rates during the 1970s and 1980s was statistically significant, Devarajan and de Melofound the CFA countries performing significantly better than the African comparators in the1970s, and worse, though not significantly so, during 1982-89.62 They also found that the CFAcountries failed to adjust adequately to deterioration of their terms of trade, and that what
adjustment occurred consisted primarily of expenditure reduction, falling disproportionately on
investment. They concluded that inability to adjust the nominalexchange rate had prevented the
degree of depreciation of the real exchange rate 
 necessary to transform resourcesnontradables to tradables and achieve an acceptable current account balance 

from 

A year later Devarajan and Rodrik [DR, 1991] wrote even more explicitly about the burdenof the fixed FCFA exchange rate, answering with a resounding 'no' the title of their paper: "Dothe Benefits of Fixed Exchange Rates Outweigh Their Costs? The Franc Zone in Africa". Their 

61Their report was issued in August 1990, and published in a Bank volume the following year. 

Devarajan and de Melo also evaluated CFA performance against two alternative comparator groups, (i) 41other low- and middle-mcome countries, and (n) 52 other primary and fuel exporters. The CFA countries performedsignificantly worse than group (i) during 1982-89, and insignificantly worse than group (ii) 
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approach was to estimate the relative preference of CFA policy makers as between reducedinflation and increased GDP growth, the latter assumed to be responsive to real exchange rate
depreciation and changes in the terms of trade.

Given medium response coefficients, DR found that policy makers for the CFA zonewhole, by accepting the fixed as a
exchange rate, had revealed a willingness to sacrifice onepercentage point of growth for less than two additional percentage points of inflation. Senegal'sspecific parameters showed its choice as rcflecting less inflation-aversion, but still sacrificingone percentage point of growth for about 6 points of inflation. Stating their "impression... thatmost African policy makers would be willing to trade up to about 10 percentage points ofinflation for a one percentage point increase in their GDP growth rate", DR conclude that theCFA leaders' choice reflects "an excessive anti-inflation bias".

In the same year Guillaumont, Guillaumont and Plane [1991] took a fresh look at the FZ/non-FZ dichotomy, this time focusing on the comparative performance of subsets of those countries-6 FZ and 13 African comparators--in executing IMF-supported structural adjustment andstabilization programs from 1979 to 1988. The study confirms the relative appreciation of FZREERs. It shows that pncs paid to export and food crop producers increased in FZ countries
and declined, on average, in the comparator countries.

Ratios of budget deficits to GDP rose faster up to the i.iid-80s in the FZ subset, but levelsof these ratios in the non-FZ subset averaged over twice those in the FZ countries. Averageinvestment/GDP ratios in FZ adjusters declined to 4-5 points below those of six comparatorswhich devalued on average less than 20 percent per year. Finally, GDP growth rates were on 
average higher in the non-FZ subset.

Noting that heightened "concern abou t overvaluation and lack of competitiveness" in theimmediate past may make 1987-1988 data ltss relevant, Berg and Berlin [1993] summarize the
data on economic performance as follows: 

The broad conclusions from these studies coincide, with only a few dissenters. The CFA zone has enjoyedrelative price stability, and at little apparent cost in terms of sacrificed growth until the late 1980s In the pastdecade, its real exchange rate has become misaligned, reducing the competitiveness of its members. Economicperformance has worsened since 1985, though how much worse it has been depends on choice of comparatorr.ountries and on the periods covered It is certain, though, that investment rates have fallen more than incomparator countries, that GDP growth in the CFA countries has slowed relatively more or increased less Mostcritical, many countries in the zone face acute problems of competitiveness and seem able to maintain external
balance only with relatively large inflows of foreign assistance
Statements issued by the relevant authorities--the IMF and French and CFA spokesmen--inthe wake of the devaluation a year later were much less equivocal about the franc zone's poorperformance in recent years. The IMF released data (see Table VII.2) showing that the zone'slower GDP growth rate had become entrenched over a period of eight years, that during the same period its external current account was much deeper in the red and its overall fiscal balancemoderately weaker, compared with non-CFA economies. Average ratios of trade to GDP haddeclined, while those of the other countries had increased. CFA countries had accumulatedexternal debt equal to nearly 75 percent of GDP, as against a debt burden of 57 percent for non-

CFA countries. 
Each of five CFA leaders--presidents of Benin and Niger, prime minister of C6te d'Ivoire,finance minister of Cameroon, and the BCEAO governor--invited to contribute to a special IMFpublication on the franc zone [IMF 1994b], depicted the devaluation as necessary to overcome 
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their economies' loss of competitiveness and stagnation of output resulting from sharp ToTdeclines. In the same forum France's representative on the IMF Executive Board cited capitalflight and "a spectacular decline in productive investment". He described the devaluation as "aresetting of the exchange rate at the level required for the resumption of economic progress" 63 

Table VII.2 - IMF SUMMARY OF COMPARATIVE PERFORMANCE OF CFA AND
NON-CFA AFRICAN COUNTRIES, 1975-1993 

1975-85 1986-93 average 1985 1993 average 
Non- Non- Non- Non-

CFA CFA CFA CFA CFA CFA CFA CFA 

(annual changes in percent) 
Real GDP growth

Aggregate 4.6 1.4 0.1 2.5Per capita 1.7 1.3 -2.8 -0.3 
Inflation (CPI) 11.2 17.8 1.1 22.0 

(in percent of GDP)
 

Overall fiscal balance -5.0 -6.1 -2.7 -8.1
-4.5 -8.2 -7.6 -5.6 
External current acc't
 

(after grants) -6.5 -1.9 -1.7 
 0.2 -6.7 -1.2 -7.4 -0.8
 

Merchandise trade:

Exports 28.0 20.7 32.1 19.6 22.4 24.0 22.3 24.0Imports 23.8 18.9 21.1 15.4 18.5 22.2 18.7 20.9
 

External debt 
 38.2 25.2 54.2 41.0 93.5 55.0 73.7 57.0 
Source. IMF 1994b 2 Non-CFA countries include Nigeria and South Africa, but exclude
 

Djibouti, Liberia, Mauritania, Somalia and Sudan.
 

Comparing the growth performance of the FZ with other African countries raises the questionas to what margin of difference might have been regarded
exchange rate was an obstacle to growth. 

as proof that the fixed FCFA/Ffr
Given the benefits of the FZ as outlined in thepreceding section, or,. would expect, ceteris paribus, that FZ countries as a whole wouldperform substantially better than African comparators displaying less fiscal and monetarydiscipline and experiencing more severe (particularly on the import side) disruptions in their 

IMF 1994b: 19-20. 
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external trade. 
Thus, failure of the FZ to achieve significantly better performance, let alone its inferior trackrecord, would have been enough to show that something was happening to offset theunquestioned benefits of monetary union. Since exogenous factors, notably of tradeterms 

deterioration, did not hurt the FZ significantly more than other African countries during thisperiod (and subsequently), one can place the burden on those who were defending the fixed rate
regine and the long-standing FCFA parity to suggest reasons other than lack of competitiveness
arising from the fixed exchange rate. 

E. Assessing the overvaluation of the CFA franc 

In 1990-91 World Bank staff conducted a series of FZ country studies assessing the degreeof FCFA overvaluation by three different methods: (i) measuring the evolution of the REER up
to 1990; (ii) applying estimated elasticities of supply and demand for foreign exchange and6normal' capital inflow to calculate an exchange rate at which the balance of payments would
be in equilibrium; and (iii) comparing wage costs between FZ and competitor countries. This
section draws on the paper prepared for Senegal [World Bank, 1991a] with respect to estimation 
by the first two methods, and presents later information on comparative wage costs. 

The real effective exchange rate approach
Noting that choice of the base year has a substantial effect on estimated REER evolution, theBank paper takes 1977 as the base year for Senegal since 1975-77 was the latest period in which

the current account deficit was below 10 percent and could be financed by normal capital inflow.
From 1977 through 1990 the nominal effective exchange rate appreciated by 21.3 percent (units
of foreign exchange per FCFA), mainly because of the French franc's appreciation with respect
to the (Senegalese) trade-weighted index of currencies of Senegal's trading partners.'r

This nominal appreciation was partially offset by 6.4 percent lower (trade-weighted) inflation
of the wholesale price index (WPI) of Senegal's trading partners as compared with Senegal's
consumer price index. The REER unadjusted for terms of trade changes (see following
paragraph) thus rose by only 1.213.(1-.064)-1 = 13.5 percent. In other words, in 1990 theindex of currencies of Senegal's trading partners, worth 100 FCFA in 1977, had declined in real 
terms to 100.100/113.5 = 88 1 francs. 

Meanwhile Senegal's terms of trade deteriorated by 14 percent over 1977-90. Taking into
account the elasticity estimates used in subsection (B) following, the Bank paper calculates that 
a 13 percent devaluation (in foreign exchange terms) would have been required to maintain
balance of payments equilibrium. Thus, the currency basket's index should have been 113 1977
FCFA Combining the two indices and subtracting unity, we have 113/88.1-1 = 28.3 percent 
as the estimated increase of Senegal's REER during 1977-1990. 

The authors have not had access to the Bank's other FZ country papers but an authoritative 
summary of four of them gives the REER changes shown in Table VII.3. 

I For trade-weighting the Bank paper uses an IMF methodology that takes into account parameters of countriesthat are competitors with the country under study despite not being significant trading partners of the country. Onecountry taken into account inthe weighting by the Bank paper but not the IMF study itcites is Nigeria, given a 10%weight to account for a recent increase in Senegal-Nigena trade. [World Bank, 1991a. Table lal. 
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Table VI.3 - CFA FRANC OVER-VALUATION: COMPARISON OF TWO
 
ES- IMATING PROCEDURES
 

Ivory
 
Cameroon Gabon Coast Mai
t Senegal Too2
Rc Effective Exchange Rate: 
 1976/
Year of reference 
 1984/85 1979 1985 1977 1977 
 1970
Change in REER 
 47% 18% n.a. 27% 30% -lq% to
 

Batance of Payments 50% 14% 35% +25%
 
to 10% 19% 13
 

108%
Source: see text.
 

The balance of payments elasticities approach
In this approach the Bank writers assume supply price elasticities of 0.75 for groundnuts andfish and 1.0 for other export products, while demand price elasticities are assumed to be zerofor public investment imports, -0.75 for food and commercial imports, -0.25 for petroleum, and-1.25 for &zLergoods. They estimate that an exchange rate index of 115 would close the balanceof payments gap under the current trade protection regime, while an index of 125 would berequired under a tariff rationalization program eliminating export subsidies and reducing importtariffs for latterthe three goods categories to 15 percent, 30 percent and 35 percent,

respectively

In other words overvaluation according 
to this approach falls between 15 percent and 25percent. At the same time the Bank writers caution that this estimate reflects the relativelydepressed level of economic activity during the 1980s and argue that a larger devaluation wouldbe needed to support higher investment and growth with the attendant surge in import demand.The unofficial summary of the other Bank studies estimates overvaluation by this method,assuming current tariff regimes, as shown in Table VH.3. 
Comparison of labor costs
The loss of competitiveness mposed on FZ countries by the fixed rate regime is illustratedby a comparison of monthly labor costs (MLC) per manufacturing worker in FZ countries withthose elsewhere in the developing world. Berg and Berlin [BB, 1993] provide data for such acomparison between C6te d'Ivoire and Senegal on the one hand and Morocco, Tunisia, Ghana,Mauritius, Indonesia and Malaysia on the other, MLC in the latter countries being translated intoFCFA equivalents at prevailing exchange rates. Ratios of BB's MLC figures for the two FZcountries to those for the comparator countries, ranging from 1.56 to 4.69 for Senegal and 1.71to 5.14 for C6te d'Ivoire, are presented in Table VII 4. VII.1Figure illustratescorresponding percentage the 

excess of MLC ii, C6te d'Ivoire and Senegal over the comparators'
MLCs. 

Business managers interviewed by the authors in September 1992 confmre- the relativelyhigh labor costs in Senegal. A revealing insight was provided by management of a fish-packingenterprise ;,hose previous Japanese owners had been bought out by a state company from China(PRC), where the scale of management compensation is of course substanially !qwer. As quotedby their Chinese successors, the Japanese described costthe high of living for expatriatepersonnel as the major cost element making the enterprise unprofitable. 
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Table VII.4 -
MONTHLY LABOR COST (MLC) PER WORKER IN MANUFACTURING:Rati-os of C~te d'Ivoire and Senegal to six African/Asian countries 

MLC ('000

CFA francs Numerator:


Denominator .ecuiv.) 
 Iv.Coast SeneQal
 
C~te d'Ivoire 149
 
Senegal 136
 
Morocco 
 87 1.71 1.56
Malaysia 
 85 1.75 1.60
 
Tunisia 
 80 1.86 1.70

Mauritius 
 50 2.98 2.72

Ghana 
 38 3.92 3.58

Indonesia 
 29 5.14 4.69
 

Source: Berg & Berlin [1993], Annex A, Table 7. Monthly labor cost is defined as the cost of labor toenterprises including both salary payments and charges paid by employers; figures are described as
derived from national data. 

To be sure, relatively high labor costs per worker can be offset by higher productivity,associated with greater capital endowment and/or worker skills and diligence. Senegal's capital
endowment and educational system are not significantly better than those of the African countries
it must compete 
 with, and inferior to those of many Asian competitors. The managersinterviewed by the authors described the skills and diligence of Senegalese workers assatisfactory, thouga, no greater than those of workers in comparator countries.BB provide another indicator of relatively high labor costs in FZ countries in the form of acomparison of tc monthly cost of civil servants as a multiple of per capita GDP. For Senegalalone the multiple is 9; for nine FZ counries including Senegal the multiple is 10. Converselyfor six non-CFA countries, name'y Zaire, The Gambia, Ghana, Guinea, Mauritania andMorocco, the multiple is 3; the same figure applies to Malaysia.'
Conclusion- the desirable level of devaluation
 
According to the Bank's 
Senegal study, an FCFA devaluation designed to correct theovervaluation estimated in the study would have to be increased by ten percentage points topermit lowe ing of import taxes in order to equalize returns to exporting and import substitution.Taking into account the underestimation cited in subsection (B) above, the study settles on anestimate of 43 percent for overvaluation in FCFA terms, equivalent to 30 percent in foreign 

t BB, 1993: Annex A, Table 8. The average cost of a civil servant is obtained by dividing total government
expenditure on the civil service by the total number of civil servants. 
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Figure VII.1 - COTE D'IVOIRE & SENEGAL: EXCESS OF MO. LABOR COST 
(MLC) IN MANUFACTURING OVER SIX ASIAN/AFRICAN COUNTRIES 
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I Excess of Ivory Coast's MLC = Excess of Senegal's MLC 

currency terms.6 

As noted in Chapter IV, given that tradables figure in the consumer price index (CPI),
devaluation has an immediate inflationary impact and correcting a measured overvaluation of x 
percent requi: es a realignment greater than x to compensate for this. Devaluation must raise FZ
domestic food prices because some foodstuffs are imported and land will shift into production
of export crops whose prices have risen. Nonetheless domestic prices will not rise in proportion
to import prices. Earnings of artisans and workers in informal services, determined by supply
and demand in a free labor market, will not fully compensate for increased import prices.

The Bank study assesses the direct and indirect import content of some 30 product groups
figuring m Senegal's CPI and estimates the one-month and 2-year impact of a 100 percent 

IOvervaluation of 43 %in CFA franc terms means that, instead of the nominal rate of 50 CFA francs per Ffr,an equilibrium exchange rate would be 1.43 times 50 = 71.5 CFA francs per Ffr. The same overvaluation in
French franc terms is measured by talung the reciprocal of I plus 0.43 and subtracting unity; this gives 0.7 - 1.0 
= - 0.3, meaning that the equilibrium value of 100 CFA francs is 30% less in French currency than the nominal 
value. 

95
 



devaluation (increase in the French franc's value to 100 FCFA) on the index. Ignoring anyimpact on expectations, the results are 20 percent and 37 percent respectively.Taking the 2-year figure, this means that any devaluation designed to correct for x percentFCFA overvaluation must yield a nominal percentage increase of 1.37(1 +x)-1. Given a desiredvalue of x = 43 	percent, the nominal increase thus comes to 96 percent, or 98 FCFA. It iscalculations such as these that underlay the preference frequently expressed (in confidence) byBank and IMF economists for a new rate of 100 FCFA francs to the French franc--a preference
that carried the day in January 1994. 

F. Down the slippery slope to devaluation: 1992-93 

From the early 1980s the World Bank and IMF have worked with most of the CFA countriesto implement adjustment programs having two principal foci, (i) to reduce fiscal deficits throughenhanced expenditure control and revenue collection, and (ii) to counteract appreciation of realexchange rates by restraming inflation of nontradables and providing incentives (includingelimination of disincentives) for exporters. After a decade or more of these efforts it isinstructive to see where the two largest WAMU economies. C6te d'Ivoire and Senegal, stood 
at the end of 1993:67

1. C6te d'Ivoire had recorded its seventh consecutive year of decline in real GDP (total, notmerely per capita) and of current account deficits close to or exceeding 10 percent of 
2. 	

GDP; and its net foreign assets were equivalent to minus $1.75 billion.Senegal had recorded GDP growth of -2.0 percent, giving it an average of less than onepercent per annum over the past five years; its current account deficit, the largest since1987, was $305 million; and NFA were equivalent to minus $704 million.By this time it was an open secret that most staff economists in multilateral and bilateral aidagencies, including many French government analysts, considered the FCFA overvalued; didnot regard the "downward adjustment of nominal costs and prices" called for in the foregoing
IMF paper as politically feasible; and believed that most of the CFA economies would stagnate
until a realignment, 
 if not a change in the system, brcught about substantial FCFAdepreciation.6' The World Bank [1991b] refers to large capital flights already in 1988 "inexpectation of a devaluation". According to JeuneAfrique Economie [1992], in recent years thelocal (CFA) press had raised the possibility of devaluation before every semiannual meeting ofFZ finance ministers, only to quiet down after each meeting publicly reaffirmed the long
standing parity.

The BCEAO, GoS and French Treasury resisted devaluation on the ground that it was notonly insufficient but unnecessary for growth. Moreover, they asserted that in the conditionsruling in Senegal a real devaluation was not possible, because trade unions and public employeeswould demand and obtain full compensation for the increases in import prices followingdevaluation. A realignment would, they said, simply set off a wage-price spiral that would 

67 IMF 
68 Shortly after the January 1994 realignment, Mamoudou Tourd, director of the IMF's Africa Department and 

a former finance minister of Senegal, described the devaluation as "long overdue" [IMF 1994b: 7]. 
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undermine fiscal and moneta- discipline. In this connection they pointed to several nominaldevaluations in .. frica that ha. failed to produce real devaluation, and others that had succeededonly after a per, i of costly demand restraint following years oI ruptive inflation.In addition, iey maintained that, even if a real devaluation c( be achieved, it would notjbring rapid improvement in the balance of payments due to low supply elasticity of Senegal'smajor exports, namely groundnuts, phosphates and fish. They accepted a higher supply elasticityfor manufacturing exports, but asserted these were too small to make much difference.As an alternative to devaluation the French and WAMU authorities pushed regional economicintegration as a source of economies of scale for local manufacturing firms and thus improvedcompetitiveness. Focussing specifically on labor costs, the GoS drafted legislation to soften some
rigidities in the labor code. 

.The athering storm' 1992In March 1992 U.S. Assistant Secretary of State for Africa Cohen was quoted in the Frenchpress as responding casually to a journalist's question about the FCFA by saying that mostexperts regarded it as 50 percent overvalued. Prime Minister Bdrdgovoy fired off an officialprotest to President Bush, followed at the next month's semiannual FZ meeting by adenunciation of American interference in the zone's internal affairs [American Embassy,Yaound&, 1992]. The meeting reaffirmed FCFA parity, described by French finance minister
Sapin as "the voice of reason".

Subsequent press accounts [Gu6ye, 1992; JeuneAfrique Economie, 1992; Le Soleil, 1992]describe C6te d'Ivoire prime minister Ouattara as having convinced his president (thenHouphouet-Boigny) that FCFA devaluation was their country's only way out of its economicimpasse An article headlined "Ivoirean Blackmail" [Gu6ye, 1992] asserted that the Ivoireans,backed by Benin (whose current president is a former World Bank staff member) and Cameroon,intended to leave the FZ and print their own currencies if the franc was not devalued.Just prior to a WAMU summit in late July, IMF Managing Director Camdessus toured sixFZ countries and was quoted in Abidjan as saying, "The Fund's position is that when there isa problem of competitiveness, it is always better to take care of it at the root rather than attackthe symptom, i.e. the value of the currency" [Gu6ye, 1992].The July 1992 summit was touted as offering a confrontation between C6te d'Ivoire andSenegal, the latter continuing its firm opposition to devaluation. In the event, the meeting, joinedby two MUCAS country presidents, produced the usual disclaimer of intent to devalue, at whichpoint four presidents, those of C6te d'Ivoire, Senegal, Burkina Faso (all WAMU) and Gabon(MUCAS), flew to Paris to meet French President Frangois Mitterand and issue yet anotherringing affirmation of FCFA parity That meeting's communiqu6 [Le Soleil, 1992] quotedfinance minister Sapin as confirming that France would "naturally" maintain its existingguarantee of FCFA convertibility.
Behind the fagade, it was reported that Ivoirean officials had informed the French that theirgovernment would soon lack access to sufficient FCFA, whether out of current income or bankcredit, to meet its payroll. Hence, C6te d'Ivoire's only alternative to (i) devaluation or (ii)withdrawal from the FZ and issuance of a separate currency, was an infusion of emergency aid.France appears to have come r' the rescue--IMF [1994c] indicates that C6te d'Ivoire's deficitin its French Treasury opera 'ns account rose by 27.5 percent or a total of Ffr 1.9 billion 
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during the six months July 1-December 31, 1992.69
In September 1992 the authors were informed by many interviewees in Dakar that thbusiness and financial communities regarded devaluation as a foregone conclusion, probably soonafter the Senegalese presidential election in February 1993 and the French parliamentaryelections the following month. Jeune Afnque Economie [1992] refers to the arrivalSwitzerland and Monaco of suitcases stuffed with FCFA rushing to be converted 

in 
at the 50:1rate. A French official informed the authors that significant quantities of FCFA banknotes hadrecently started arriving in Paris via London, as dealers in the three neighboring anglophonecountries70 , formerly content to hold FCFA as a convertible instrument, rushed to anticipate

devaluation. 
Favored clients were reported to be hurriedly contracting FCFA loans with their local banks.FCFA were said to be on offer at a discount of 10 percent, anticipating a devaluation of at least25 percent. For the first time, local contractors bidding on a construction project for amultilateral agency, the African Center for Monetary Studies, were insisting on a panty

adjustment clause.71 

The scene was reminiscent of the periodic chaos in foreign exchange markets and flights ofindustrial country finance ministers to Basel before they finally learned to live with fluctuatingexchange rates and stop trying to block the market.72 As the leading position of the UnitedStates evaporated, the industrial countries could no longer uphold fixed exchange rates by meansof a deus ex machima comparable to the French Treasury. For the sake of the industrialcountries' eventual economic progress, they can count themselves as fortunate net to have bad 
such a resource. 

The fate of FCFA parity is sealed: 1993
After the Senegalese and French elections passed with no hint of imminent devaluation, theparallel exchange market quieted temporarily, the FCFA/Ffr premium in Accra running in the8-10% range during the first part of the summer of 1993. Suddenly, on August 2nd the BCEAOand BEAC announced that they would no longer redeem FCFA banknotes--i.e. repurchase themwith French francs--outside the African franc zone. Commercial banks in France were given afew hours to report their existing stocks of the banknotes to the Banque de France. Themeasure's stated purpose was to combat illegal export of capital via export of FCFA banknotes.No new restrictions were imposed on exchange of FCFA for French francs through bank outlets 

in the African franc zone.
 
The market's immediate reaction 
to the partial suspension of convertibility was a sharp 

1 Calculated via the methodology explained in Table I--IMF loans and credits outstanding were converted fromSDR to French francs and subtracted from C6te d'Ivoire's negative NFA to obtain the French franc equivalent ofthe operations account deficit on each of the two dates. The year-end deficit minus that for June 30 equals Ffr 1.9
billion. 

70 Nigeria, Ghana and The Gambia. 

71 Information supplied to the authors by ACMS officials. 

72 Ironically, following several years of relative quiet, members of the European Monetary System reenacted 
the scenario in September 1992, just weeks after the franc zone summit in Pans. 
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reduction in the premium, presumably on the basis of a belief that the measure would strengthenthe FCFA in the short run and forestall devaluation for some time to coi.ie However the nextday the premium regained its former level; during the ensuing two weeks it averaged in the 67% range, and then shot up over 12%. By this time the market had clearly decided that thecentral banks' step foreshadowed a formal devaluation, although only at the last minute did itanticipate anything as drastic as the 50 percent drop in the FCFA's value announced in January.During this period commercial banks reported a sharp increase in FCFA deposits asbanknotes that would otherwise have been exported to circumvent restrictions on capital exportand forestall documentation of interest to the tax authorities found their way into the banks enroute to exchange for French francs Sales of French francs through the banking system werereported to have increased dramatically up to year's end as the central banks honored theircommitment to redeem FCFA within the local currency area.

Meanwhile the French government, seeing its own 
fiscal situation deteriorate under theimpact of recession, had grown increasingly reticent to cover FZ budget deficits. In SeptemberPrime Minister Balladur wrote the FZ country presidents that France would henceforth restrictits nouproject aid to support of agreements reached with the IMF [Jeune Afnque Economie,19931. By this action France in effect signalled its African partners that they would have tocome to terms with the IMF and World Bank--in other words, accept their prescription to 

devalue. 
In November Jeune Afrique Economie [1993] reported that the French government regardedFCFA devaluation as a "necessary evil". An unnamed high French official was quoted directlyas saying that all the African partner governments now shared this conclusion. The magazinewent on to describe the event as "matter of days", with only the level of the parity changeremaining to be settled. "Barring a last minute surprise", it said, this would fall within the 30-50percent range, implying a new rate in the range of FCFA 70-100 to the French franc.The matter finally came to a head at top-level meetings involving France, the two centralbanks, the FZ-member countries, the IMF and IBRD, starting in Paris in the first week ofJanuary 1994 and concluding in Dakar on January 10-11. The Dakar session announced a newpanty of 100 FCFA/1 Ffr, with France guaranteeing convertibility as before. France and themultilaterals pledged a variety of aid instruments to ease the burden of the new rate on poorconsumers and promote growth of the FZ economies. The IMF indicated it would approvetemporary food subsidies from government budgets, which were expected to benefit from thedevaluation coupled with forgiveness of much of the outstanding bilateral debt to France.Through May 1994 the Fund had announced new programs, stand-by, Structural AdjustmentFacility (SAF), or Extended Structural Adjustment Facility (ESAF), with 13 of the 14 countries;the 14th, Togo, followed in mid-September. A $67 million stand-by agreement with Senegal was

the first of these programs [IMF, 1994a: 71]. 
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G. 	 Arguments of the French and WAMU authorities for maintaining
FCFA parity 

While the outcome of this saga is now known, in order to shed light on the merits anddemerits of fixed exchange rates for African countries it is useful to review arguments that werepresented well into 199373 pro and con retention of the 45-year old parity. The present sectionpresents the arguments pro, the following section gives an alternative viewIn one way or another, the official rationale for maintaining the longstanding FCFA parityis an embellishment of Camdessus' 1992 	 statement (see preceding section) that lack 	 ofcompetitiveness is best attacked at its roots rather than via the exchange rate symptom. This
section organizes the official stand around three primary sources.

1. A 1991 circular from a French government agency to its field offices in Africa, providing
guidance to them for discussions on the panty question and referred to below as theGuidelines, serves as the point of departure for describing the official French position;74 

2. Representative BCEAO views are described on the basis of discussions between the 
authors and senior BCEAO staff in Dakar in September 1992,

3. A background paper prepared by Berg and 	 Berlin [1993] for a January 1993
USAID/Washington seminar on the FCFA issue lists systematically arguments advanced
for using means other than devaluation to restore FZ competitiveness.

Other sources, including discussions of the authors in 1992-93 with French economists in Franceand 	 Africa, both m- and outside government, are drawn on to extend and clarify the 
presentation. 

Arguments of theFrench authorities 
Citing unspecified calculations of the IMF and World Bank, the Guidelines claim that theFZ's 1990 REER values were approximately equal to those of 1978. The period 1980-85 hadseen an effective FCFA depreciation, largely due to the French franc's decline with respect tothe dollar, followed by a largely compensating appreciation as the franc/dollar rate reversedcourse. Similarly, the FZ's price inflation was more rapid than the weighted average of its

trading partners up to the mid-1980s, following which it has been substantially slower.
Therefore, say the Guidelines, any argument characterizing the FCFA as overvalued is based,not on the franc's own evolution, but rather on a cursory comparison with exchange rates ofother African countries, notably the WAMU's anglophone neighbors. Earlier, L'H6riteau [1990]had cited the dichotomy between overvaluation in space--i.e. vis-a-vis FZ neighbors--and over

time, the latter characterization not applying to the FCFA.
This argument demonstrates the ease 	with which contrary conclusions can sometimes bedrawn out of the same body of data. Sectior. E above cites unpublished World Bank studies,issued shortly before the Guidelines were circulated, giving REER overvaluation rates of 18

percent to 47 percent for five FZ countries, including 30 percent for Senegal.
The Guidelines then proceed to examine the competing devaluations in Africa, particularly 

I In the Clermont-Ferrand seminar that discussed an early version of this chapter, as late as nud-Apnl 1993 

senior French academuc economists were justifying retention of CFA panty 

7 The circular is not labelled confidential; one of the authors had access to it inAfrica. 
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those of Ghana and Nigeria, contrasting the then (1991) current situation of the FZ from thepositions of the other countries when they devalued. When those devaluations occurred, fiscaland monetary indiscipline and resultant inflation had pushed the parallel market exchange rates(in local currency units per dollar) as high as ten times the official rates. Most transactions intradable goods occurred in an underground economy that was disconnected from official circuits,making official exchange rates fictional and meaningless. The authorities could acquire only verylimited amounts of foreign exchange at those rates, and that only by using the police power ofthe state to intervene in the market.

In these circumstances, according to the Guidelines, 
 a devaluation becomes "r6paratrice"rather than strategic--i.e. by giving long overdue recognition to the impact of preceding inflation,it serves merely to repaira situation of disequilibrium, reestablishing the connection betweenthe real economy and formal-sector financial institutions including the tax collector. To bestrategicthe devaluation would have to go further and, by changing the relative prices actuallyperceived by economic agents, serve to reorient domestic production towards tradables.Instead, argue the Guidelines, the African devaluations have formed part of a vicious circleof inflation, depreciation of the currency vis-6-vls convertible currencies, devaluation, moreinflation, and so on. In this connection it is noted that, out of 16 non-FZ countries devaluingbefore 1986, nine had devalued again in 1990 (and some also in between).

The Guidelines go on to assert that none of these countries have achieved structuraladjustment conveying clear economic benefits. As regards public finances, with two exceptionsthe fiscal bonus associated with higher receipts from taxation of trade has been more than offsetby the burden of higher debt service (denominated in local currency terms) and domesticinflation The exceptions are Ghana, with little debt at the outset of its structural adjustmentprogram, and Madagascar, which is alleged to have followed a strict policy of austerity.
Regarding industrial competitiveness, the Guidelines argue that 'real and structural' 
 factorsplay a greater role than monetary factors, given the small weight of wages in manufacturingcosts. They add that differential labor costs can be offset by tax measures (export subsidies). Onthe agricultural side, well-executed restructuring is credited with having reduced costs and raisedproductivity in the cotton and coffee sectors in five FZ countries.A more recent treatment of Ghana's devaluation policy by a pair of authoritative Frenchwriters, Coquet and Daniel [CD, 1992], complements the Guidelines' viewpoint by drawing fourmajor lessons [regarding] the instruments utilized and the objectives they have effectively
facilitated... :
 

- Devaluation has generally not achieved the objectives imually ascribed to it
- The nominal objectives, when they 
were attained, resulted more often from the accompanying measures.- Devaluation was indispensable in Ghana, and it was effective in that it allowed the State to reestablish its
authority and essential functions 
- The reasons which made devaluation necessary in Ghana do not exist in the FZ and in the short run makesuch a policy inappropriate for the resolution of their immediate problems.Like CD a year later, the Guidelines find the scene in the FZ to be very different from thatin the African devaluers. There is no parallel market. Inflation is under control--since 1985 onlyone FZ country's CPI has risen faster than France's (see Table VII.5 below). Given the French 

7 Translation by the present authors. Emphasis given in the original This article in the Revue de I'OFCE is 

cited at length by Jeune Afrque Economie [19921 in describing the official stance on CFA franc panty. 

101
 



Treasury's convertibility guarantee, the authorities and any other economic agent can buy anyamount of foreign exchange at the official rate (the circular could have added that this is partlybecause France helps to decide how many FCFA are created). Consequently, argue the
Guidelines, the FZ is in no need of a 'r6paratrice' devaluation.

Logically, given the earlier argument, this leads immediately to the question whether a'strategic' devaluation would benefit the FZ. On this the Guidelines have much less to say.Instead they describe FZ integration as a better instrument of adjustment than devaluation,concluding that the zone should be preserved and strengthened. This implies that preservationof the FZ is incompatible with devaluation, but the point is not stated explicitly, apart from aclaim that FZ members have benefitted from less capital flight than other developing countriesby virtue of belonging to a union guaranteeing security of capital transfer at a fixed exchange 
rate76 

Other benefits of preserving the FZ are given as:
1. 	Promoting exchange among member countries, underexploited since independence because 

of statist and protectionist policies;
2. 	 Via the multinational character of the two FZ central banks, controlling the excesses of

other African countries in monetizing budget deficits;
3. Constituting a regional framework for 'institutional reform and real adjustment'.No case is made that abandonment of the fixed exchange rate would result in loss of thesebenefits, and the present authors argue in Sections H and J below that the FZ could continue to

confer them under a very different exchange rate regime.
In closing, the Guidelines cite 'real adjustment' measures recently introduced at the regionallevel, viz."

1. 	Monetary policy reforms such as suppressing preferential rates, controlling end-uses ofrefinancing, strengthening indirect controls, and establishing regional banking commissions
for prudential supervision independent of member government influence;

2. 	 Establishing a regional working group on insurance;
3. 	 Resolutions at FZ finance ministers' meetings calling for initiatives such as creating a'regional business space'.
Following the Guidelines' formulation, France supported a move, agreed by the WAMUheads of state in July 1992, to convert the UMOA (WAMU) into a UMEOA, the 'E' standingfor 	 'Economique'. Going still further, it called for economic union of the two (BEAC andBCEAO) currency areas. French technical assistance financed studies in areas such asharmonizing government budgets and company legislation, and coordinating national statistical 

and social sccunty systems as well as insurance.
The Guidelines' assertion regarding the limited impact of devaluation on industrialcompetitiveness was taken further by so-called 'elasticity pessimists', both French and African,who argued that (i) the supply elasticity of the primary products comprising the bulk of CFAcountries' exports was very low, hence devaluation would not increase those exportssignificantly, and (n) the manufacturing sector was so small that an imp-obably massive response

would be required for it to contribute noticeably to exports. 

76 Emphasis supplied. 
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Many official French defenders of the FZ were more explicit than the Guidelines about theharm that would result from altering the currency parity and in ruling out what the Guidelinescalled 'strategic' devaluation. A -hange in the parity--and this was the crux of their argument-would threaten preservation of tie monetary union by undercutting "monetary credibility". If,the 	 argument ran, the authorities devalued the 	 FCFA after insisting for 45 years on theinviolability of the 50:1 exchange rate, businessmen would not trust the nLw parity, confidencewould be undermined, and speculation and capital flight would displa-e production and
investment. 

Partially fulfulling this prediction, on January 12 the head of the Council o,'French Investqrsin Africa complained to French Prime Minister Balladur that "the shock wave of the CFAdevaluation for French investors could reach Ffr 10 billion this year" [Fir',ncial Times, 1994].A response to him could have made the following points: (i) if the eariler exchange rate wassatisfactory, why had it stimulated a cumulative commitment from French business of less than11/2 percent of France's annual gross fixed capital formation, for an area of deep cultural andhistorical interest to France with 40 percent more population than the metropole; 7 and (ii) howmany members of the Council had not 	already repatriated every franc they could mobilize,recognizing that the FZ's dire economic straits left no alternative but to devalue? So much forthe confidence value of the 45-year-old FCFA/Ffr parity.In a nutshell, the official defenders of parity did not deny that policy slippages and terms oftrade deterioration in the 1980s, along with adjustment programs in neighboring countries, hadlessened FZ competitiveness. In the best of all possible worlds, they said, the French francwould have been worth 15-20 percent more FCFA, say 60 rather than 50. But the disadvantagesof a devaluation under current circumstances, notably the resulting destabilization and potentialbreakup of the union, were depicted as more than offsetting the potential advantages of increased 
competitiveness. 

Views of BCEAO managers
The BCEAO's statutes have long provided for it to foster monetary discipline within its zone

in two major ways:
1. 	through an annual programming exercise for each member country, a major outcome ofwhich is to determine the ceiling on central bank credit to the government concerned (thestatutes limit this in any case to 20 percent of the preceding year's revenue); and2. 	 through a bank supervision function by which accounts of all banks in the membercountries are examined and any findings calling for regulatory action are reported to theresponsible government. Up to 1990 a section of the BCEAO was charged with this role;it has now been entrusted to an independent commission.In the event, both approaches fell short of their objectives in the 1980s. In the early yearsof the decade, governments financed expansionary fiscal policies through borrowings not subjectto the UMOA limit, namely (i) foreign loans, (ii)borrowing by parastatals for "social" purposes,and (iii) involuntary credit from banks to suppliers as both the governments themselves andpublic enterprises accumulated payments arrears. After some respite in the middle of the decade 

I This assumes a Ffr.20 billion value for French private investment in the FZ, which the 50 percent devaluationwould effectively halve; FZ population is estimated at 80 million i nud-1993, from World Bank [1993" 238],adjusted for two years of population growth; French GFCF and population are from IMF [1993: 3551. 
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budget deficits were back up to 10.5 percent of GIP in 1988-89 [IMF, 1990].78 The BCEAOhelped indirectly to finance credit expansion by lending to shaky banks and discounting (at apreferential rate) crop marketing loans that were not fully repaid. Honohan [19901 reports a netcapital deficiency of banks in three WAMU countries--C6te d'Ivoire, Senegal and Bemn-approximately equal to the union's average currency issue, or close to $2 billionThis in turn reflects on the efficacy of WAMU bank supervision, which failed to arrestconditions, noted in the IMF's 1990 paper, such as "deficiencies in bank managei. o,, thenonobservance of normal banking procedures (such as inadequate provisioning for loy losses,nonpayment of accrued interest payments, and excessive off-balance-sheet risks) and extensionof credit without proper collateral". It was in recognition of these shortcomings that the WAMUauthorities established in 1990 the supranational banking commission, based in Abidjan andcharged with conducting frequent bank audits, that is
cited inthe aforementioned Guidelines.By
1995 at least 60 percent of' every WAMU bank's portfolio must comprise loans approved a
posterion by the BCEAO [de Zamar6czy, 1992].

Against this background of policy failure in the 1980s, BCEAO managers maintained to theauthors that the WAMU's first priority is to reinforce fiscal and monetary discipline amongmember governments and financial institutions (including, by implication, itself). An FCFAdevaluation under current circumstances, they argued, would counteract this effort in at least twoways: by causing a fresh inflationary push through higher prices of tradables leading to pressurefor wage increases; and, by its very success in strengthening the balance of payments, easingthe pressure for reduction of fiscal deficits. The authors were told that the BCEAO did not ruleout resort to modification of currency parity at some (indefinite) future time, once a properfoundation had been laid. At the same time the BCEAO managers pointed to the difficulty ofwinning unanimous agreement from seven governments--not to mention the need to coordinate 
with the MUCAS. 

The BCEAO viewpoint was perhaps thrown into sharpest relief by an exchange which oneof the authors initiated by listing measures that must accompany a successful devaluation,creating business confidence that the economy's position will not soon lose the addedcompetitiveness resulting from the realignment. The list featured fiscal and monetary moves tohold budget deficits and credit expansion within limits that would prevent domestic inflationfrom significantly exceeding that of trading partners. The BCEAO team's immediate response:such measures must be taken before an eventual devaluation, as prerequisitesfor it to succeed,
rather than as "mesures d'accompagnement". 

The position as summarized by Berg and Berlin
Berg and Berlin [1993: 18-21] systematize the French and WAMU arguments against

devaluation as follows: 
1. Structural obstacles in sectors such as transport and agriculture, and deficient markets forland, capital and output, are the key impediments to competitiveness, not an overvalued 

exchange rate;
2. Devaluation would create inflationary expectations and, if accompanied by dissolution ofFZ institutions, undermine monetary discipline in member countries; 

7 Based on commitments, GDP-weighted, before grants. 
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3. 	Rejecting the highly visible, once-for-all cut in real wages associated with a devaluation,labor would rorce nominal wage increases soon pushing real wages back to previous
levels;

4. 	 Devaluation would relax the pressure to attain the productivity increases and costreductions without which FZ economies cannot make significant new inroads into export
markets;

5. 	 Deciding on a new FCFA/Ffr parity would be difficult given the need for unanimousconsent among member governments, and poses too great a risk of breaking up the zone,
undermining its long-term advantages. 

H. An alternative view 

With due respect for the concerns that the BCEAO management and French authoritiesexpressed before finally agreeing to the devaluation, the present section presents a different view
of the pros and cons of fixed parity

Timing of complementary demand management (fiscal & monetary) measuresWe first consider the strategy proposed by the BCEAO staff (it will be referred to here asthe "BCEAO strategy") of undertaking devaluation only after prior fiscal and monetary measureshave achieved certain targets. Reduction of the underlying inflation rate, r, to a given level, r,can be taken as a proxy for these targets.Let 	e. represent the then official/nominal exchange rate (OER = NER = 50 FCFA to theFrench franc) and e. the real effective exchange rate (REEP) that would equilibrate Senegal'sbalance of payments. Then v = en/e - 1 represents the then degree of FCFA overvaluation fromSenegal's viewpoint. If allowed to persist over time t, this overvaluation occasions a loss ofoutput, L, compared with the output Yt that would have been attained had e. been the REERduring this time. L, is determined by the elasticity of output (notably but not exclusively exportsand import substitutes) with respect to the exchange rate.
Let to represent the present, and t, the time required for the fiscal and monetary measures inquestion to achieve r*, at which point a devaluation isundertaken. Time t2 represents a mediumterm planning horizon, i.e. the period over which the BCEAO compares the effects of its
exchange rate policy on Senegal's real income with those of an immediate devaluation.
The BCEAO argument in support of its strategy accepts the possibility of some net loss of
output L -to 

up 	to the moment of devaluation, while the deflationary policies are taking hold. However,according to the BCEAO, the 	additional inflation touched off 	by a premature devaluationundermines the intent of the devaluation and otherwise undercuts production by divertingresources from productive uses. Hence, under the BCEAO strategy, output over the 	entireplanning horizon will be greater, compensating for the initial loss. In other words:79 

9 The terms in this inequality represent present values at the social discount rate. 
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Y -o - Lt, t > Y -t 

This is far from self-evident. By pushing up prices of tradables, devaluation has an initialinflationary impact whenever it is carried out, whether at to or at t,. The key issue of politicaleconomy is how to limit increases in prices of nontradables, aotably labor, so that these becomerelatively cheaper than tradables and permit the devaluation to have its intended impact on outputand the balance of payments. On the macro management side the question is how best to controlthe public sector deficit and its financing, on the micro policy side the question is one of limiting 
wage increases. 

Taking the issue of wage demands first, it is recognized that trade unions have a strongpolitical base in several FZ countries, nowhere stronger than in Senegal, and will apply pressureto ensure that urban wages are raised to compensate fully for the impact of devaluation on pricesof tradables. The question arises as to whether this pressure is likely to be stronger under the"devaluation now" option Gr the BCEAO strategy. It could be argued that, the lower the currentrate of inflation, the more the impact of a devaluation stands out and is likely to stimulate union 
pressure.


As for fiscal policy, devaluation acts on both the revenue and expenditure sides Ad valoremtaxes on international trade rise in the same asproportion the devaluation, less the price
elasticity effect on import demand; indirect taxes on domestic goods and services rise in lesserproportion. External debt service rises in the same proportion as the devaluation; purchases of 
materials rise less. 

In 1990/91, over 50 percent of Senegal's tx revenue derived from taxes on internationaltrade, mostly ad valorem duties and other taxes on imports. Contractual debt service chargedto the budget amounted to about 43 percent of revenue, declining to 31 percent net of debt relief,while materials and maintenance were 27 percent of revenue [World Bank 1991b]. Assumingmaterials etc. rise in the first year following devaluation by half its proportion, expenditure
rising in proportion to the devaluation amounts to about 45 percent of tax revenue.

Thus one would predict a positive initial fiscal impact of devaluation in Senegal;8o in anycase there is no reason to expect it to undercut ongoing pressure by the WAMU/BCEAO
management and the IMF on Senegal (and other member countries) to trim fiscal deficits.The BCEAO argument also raises the question of what criteria would be used to determinethat fiscal and monetary restraint had succeeded sufficiently to warrant undertaking adevaluation. Table VII.5 reproduces IFSdata on consumer price indices in the FZ countries andFrance, showing that only Cameroon experienced more rapid inflation than France during 19851990. For five of the 12 countries depicted--the IFS gives no price data for Benin--1990 indices are below the 1985 values, while Senegal's CPI shows no significant change. Taking the FrenchCPI as a base, with 1985 = 100, Figures VII.2(a) and (b) show percentage points of deviation 
of the FZ CPIs. 

Clearly consumer price inflation in the FZ declined dramatically from the early 1980sthrough 1993. Structural adjustment measures promoted by the BCEAO, the IMF, the World 

o Reviewing Senegal's fiscal position in the wake of the January 1994 devaluation, the IMF predicted an 
increase in customs receipts notwithstanding reduction of import duties to enhance efficiency and counteract
inflation. 
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Table VII.5 - FRANC ZONE AND FRANCE: COMPARISON OF PRICE INDICES, 
1978-1990 

(Average annual values, 1985 
= 100)
 

Burkina Came-
 Equat. C6te
France Faso roon 
C.A.R. Chad Congo Guinea Gabon d'1v. Mati Niger Senegat Togo
1978 50 53 47 
 51 52 57 
 59 48 60
1979 56 61 50 
 55 56 66 
 63 52 65
1980 63 68 55 
 59 63 76 
 70 57 73
1981 72 73 61 
 68 69 68 83 
 86 60 87
1982 80 82 69 
 77 78 80 89 96 71 97
1983 88 89 81 79
88 84 88 94 
 93 79 106
1984 95 94 90 
 91 95 
 94 93 98 101 88 1U2
1985 100 100 100
100 100 100 100 100
100 100 100 100
1986 103 
 97 103 102 87 102 82 106 107 97 106 104
1987 106 95 125 
 95 82 105 72 105 108 90 102 104
1988 109 99 
 136 91 109
94 73 
 95 115 109 89 100 104
1989 113 98 133 92 113 102
90 78 116 109 87 100 103
1990 116 98 135 92 90 115 78 110 
 116 109 101
8o 104
 

Notes: 
All data from IMF [19921 (empty spaces indicate no data provided), with the following exceptions-Cameroon- the IMF source has recently replaced an earlier series for 1985-89 with a series for which the 1985 valueis 91.1 The authors have therefore multiplied figures for all years from 1985 by the ratio 100/91.1 The unadjustedvalue for 1990 (123.4) is the average for the year's first three quarters

C6te d'lvoire values for 1989 and 1990 are averages of values for two or three quarters only

Congo (ditto for 1990 value).
 

Bank and bilateral donors took hold and yielded substantial results on the fiscal and monetary
fronts, though as indicated earlier, not yet in regard to output and exports. Few if any of theworld's successful devaluers have started from a base of such rigid credit restraints and 
correspondingly low inflation rates. 

In no FZ country has monetary policy reform been stricter than in Senegal. Credit to the
 economy declined by 17 percent from end-1988 to end-1993. 8' 
The ratio of M2 to GDP fell

from 0.11 in 1983 to 0.06 in 1990 [World Bank, 1991b]


In the authors' 
 view, well before the January 1994 realignment, restraints on inflation inSenegal and the FZ as a whole had been sufficiently effective to permit a devaluation to be
carried out without causing the acceleration in inflation that the BCEAO feared. On the other

hand, in defense of the BCEAO position it can be argued that, if devaluation is carried out at
time to rather than t,, the average inflation rate rup to time t2 will be greater than both the target
rate r*and the average rate prevailing during to-t 2 
 in the event the BCEAO devaluation strategy

is adopted
 

If further devaluation is ruled out, the higher inflation may make the exchange rate 
once more significantly overvalued by time t2. Output over the entire period will be less than Yt and,
depending on the elasticity of output with respect to the exchange rate, it may be less than the
output obtained by following the BCEAO's strategy. Since this strategy is predicated on arriving 

s Abso ute figures inFCFA billion from IMF [1994c. 470]--end-1988 595, end-1993" 493. 
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Figure VII.2(a) - FRANC ZONE & FRENCH INFLATION, 1978-90
 
Franc zone CPIs as ratios to French CPI * 100, less 100
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Figure VII.2(b) - FRANC ZONE & FRENCH INFLATION, 1978-90 
Franc zone CPIs as ratios to French CPI * 100, less 100 
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at a nominal exchange rate that will not have to be devaluated again in the foreseeable future,the BCEAO's position as explained to the authors in 1992 can be described as internally 
consistent. 

Conversely if repeated devaluation is not ruled out as a means of maintaining an REER of 
e., then the negative impact of the higher inflation rate on international competitiveness can beoffset Which of the alternative strategies then brings about higher output depends on theimportance of the negative effects, other than appreciation of the REER, arising from theincrement in inflation associated with the "devaluation now" strategy. In the authors' view, giveneconomic stagnation in the FZ, the disincentive effect of postponing devaluation and thus

delaying attainment of ec depressed output more severely.

Exchange rate management,'credibility', 
 and franc zone integrity
The view that changes in currency parity cause foreign as well as domestic investors to loseconfidence in a country's economic management, thereby aggravating inflation, capital flight and many other ills, was dominant world-wide up to the early 1970s. Even so, this view did notprevent the French government itself from devaluing (or stepping aside to let the market devalue)the effective dollar/franc exchange rate by 52 percent in five steps between 1948 and theSmithsonian agreement of December 1971 82 Nor did such changes undermine the confidenceof France's economic actors sufficiently to prevent her GDP from growing at a compound

annual rate of 5.3 percent from 1950 to 1971.
Figure VII.3 plots the movement of the franc against the dollar (left axis) and thedk utschmark (right axis) during the 21 years following the Smithsoman agreement.No.withstanding the volatility of the exchange rates, French GDP has grown at a compound

annual rate of 2.63 percent, bringing her per capita GDP from 87 percent of the United States' 
in 1971 to 96 percent in 1991.83 

Needless to say, the gyrations of the franc exchange rate, both before and after 1971, reflectchanging policy stances by the French authorities as well as exogenous developments in France's
foreign markets. It is not within the scope of this chapter to analyze and critique French
monetary and exchange rate policy in the postwar period. It is, however, relevant to compare
France's own experience with the assertion that allowing the exchange rate vis-6-vis currencies
of one's main trading partners to vary depresses growth by undermining the authorities'credibility, inducing permanent speculation against the national currency and deterring

investment.
 

According to the World Bank's World Development Report 1992, 11 low- or middle-incomecountries achieved average annual growth rates of 5.0 percent or more during the 1980s. Table
VII.6 shows what happened to these countries' exchange rates (national currency units perdollar) during the same period. Once again, no evidence that devaluation undermined investors'confidence. Indeed economists' present consensus goes in virtually the opposite direction: thatthese economies did well in large part because investors acquired confidence that thegovernments concerned had finally come to understand the importance of adjusting exchange 

I Number of devaluations calculated by comparing year-end exchange rates given in IMF [1992] Multiple 
changes within a year, if any, are not included The rate of Ffr 2.66/$1 in 1948 became Ffr 5.56 m1969. 

"Calculated from series in IMF [1992]. 

110 



Figure VII.3 - VOLATILITY OF THE FRENCH FRANC, 1971-92
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rates whenever necessary to maintain competitiveness.
Showing that the 11 highest-growth developing countries devalued to the extent of raising thevalue of the dollar by at least a quarter, the median being India's 129 percent, is scarcely 

Table VII.6 
- CHANGES IN CURRENCY PARITY OF HIjH-GROWTH LOW-
AND MIDDLE-INCOME COUNTRIES, 1979-1990
 

(% changes in national currency units per U.S. dollar,

December 1979-December 1990)
 

Malaysia 23.4%
 
Thailand 
 23.8%
 
Korea 
 48.0%
 
Mauritius 
 88.8%
 
Pakistan 
 121.2%
 
India 
 128.6%
 
Botswana 
 137.3%
 
Egypt 185.7%
 
Indonesia 
 203.2%
 
China 
 249.0%
 
Turkey 8188.7%
 

Sources: Countries are those identified in IBRD [1992] as low- and middle-incomecountries whose real GDP grew at least 5.0% per annum during 1980-90. Countrieslisted as meeting that criterion but excluded here are Bhutan, Chad and Mongolia.Changes in currency parity calculated from IMF [1992]. 

sufficient to prove that the FZ's member countries would have grown by 5 percent or moreduring the 1980's had it also devalued. The only African country among the eleven is Botswana,whose relevance to the rest of the continent is often challenged because of the strong influence
exerted over its economy by South Africa.

It is not argued here that examination of the eleven cases is sufficient to prove the case thatthe FCFA should have been devalued long before January 1994. Rather, the authors wish merelyto note that maintenance of a fixed exchange rate has not proven essential to rapid growth of anyof the top developing country performers during the past decade.While correctly guessing the timing of a devaluation enables a speculator to make the highestreturn for the least investment in the short run, the East Asian Gang of Four and other newlyindustrializing countries (NICs) would not be where they are if many investors had not foundthe creation of real value added in their economies to be a more solid basis for profiting fromdevaluations over the medium to long term. Even though it raises the domestic currency cost oftradable inputs and foreign borrowing, by the same token devaluation increases returns toexporters and import substituters who are generating positive value added, and reduces the realcost of their domestic borrowing. 
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Indeed investors have much more to lose, and are likely to be much more reluctant to invest,when the authorities are defending a fixed exchangt -ate in which the market has lostconfidence. This is because the investors ast an.cipate ...id protect themselves against large,tone-shot devaluation that will burden the., with a heavy, visible loss. Conversely, investors'gains from inflation are much more likely to protect them from losses incurred as a currencydepreciates slowly from a position of market strength.
In a nutshell, the authors find that the 'credibility' argument ignores world-wide experienceover the past 20 years and resurrects discredited arguments from the 1950s and '60s.The question then arises as to whether the FZ has special features that make its membersmore vulnerable than non-FZ countries to the disruption accompanying a devaluation. The zonehas two characteristics making it unique in the world: (i) it is multinational, and (ii) it has anoperations account with the French Treasury via which France guarantees FCFA convertibility.

These two features underlie the benefits listed in Section B above.
Admittedly the rules of consensus 
 that have governed decision-making in the BEAC andBCEAO thus far complicated the task of agreeing to devalue and, once that decision was made,agreeing on a new FCFA/Ffr parity. This is especially so given that the degree of overvaluationand its trend differed among member countries. Figures VII.4(a) and (b) show the annualmovement of REER indices--value of the French and CFA francs in terms of a basket of foreigncurrencies--for France and five FZ countries, taking 1980 and 1985 as alternate base years.From either of these bases the range of variation in 1991 was about 30 percent.In the event, France's economic weight as well as its role as guarantor of convertibility andprincipal source of concessional budget subventions enabled it to carry the day once it hadaccepted the inevitable--that a change in parity was essential to restore the FZ's competitiveness.Even lacking so dominant a member, the EU has decided many difficult issues by consensusachieved through tough negotiations. Moreover, the two African unions are entitled to changetheir rules. There are many possible formulae for decision-making by multinational bodies. TheU.N. General Assembly uses a simple majority voting scheme; since the WAMU has an oddnumber of members, it could do the same (with special procedures to cater for abstentions). TheIMF and World Bank use weighted voting with GNP figuring heavily in the weights.There was no reason for a change in FCFA parity to undermine France's role as guarantorof convertibility. The operations account continues to function at the new rate of 100 FCFA just
as it did at 50--indeed the account 
should be easier to manage as the members' balances of
payments improve and the tendency towards a chronic deficit becomes less pronounced.
In the unlikely event of one or more FZ governments deciding that the costs of remainingin the zone at a devalued exchange rate outweighed its advantages, the reaction of France andthe other members should have been to ease its/their departure. As long as the zone providesthe benefits identified in Section B, it is hard to imagine a majority of members deserting it at any exchange rate within some reasonable range.
Moreover should France have wished to retain the special influence with a departing memberor members that the FZ has long provided, it could have proposed a separate operations accountfor that country or group of countries in exchange for a voice in decisions affecting creditcreation. For 17 years--1967 to 1984--France maintained a separate operations account for Mali,and the Malian franc was convertible at 100/1, i.e. two Malian francs per FCFA. Thisarrangement continued until Burkina Faso withdrew its veto of Malian membership in the 
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Figure VII.4(a) - FRANC ZONE: REAL EFFECTIVE EXCHANGE RATE INDICES
 
France & 5 franc zone countries, REER indices - 100 (1980 = 100)
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Figure VII.4(b) - FRANC ZONE: REAL EFFECTIVE EXCHANGE RATE INDICES 
France & 5 franc zone countries, REER indices - 100 (1985 = 100) 
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WAMU, motivated by a territorial dispute. The Comorian central bank has had its ownoperations account since 1988, and continues to maintain it at a new (since January 1994)exchange rate of 75 Comorian francs to the French franc, 25 percent below the new FCFA
exchange rate.
 

Interoreting the experience of African devaluers

The summary of official French views in Section G cites global evaluations of the devaluationexperience of 16 other African countries and specific analysis of Ghana's. Coquet and Daniel[CD, 1992] go to great lengths to disprove any implications of the Ghana experience for the proside of the FCFA devaluation debate.A4 The Ghana chapter in this volume paints a ratherdifferent picture from CD. To be sure, it emphasizes the role of fiscal and monetary "mesuresd'accompagnement" in reducing both inflation and inflationary expectations in Ghana Howeverit also shows that these measures have formed an integrated package together with theestablishment of a market-based foreign exchange regime which prices foreign exchange at its 

social opportunity cost.

One cannot dispute the contention that, once 
the typical African country has devalued anOER, it has come under heavy pressure to do so again within a few years--some indeed withna matter of months or even weeks--and the majority have in fact done so. Ghana and the othertwo anglophone case studies in this volume feature multiple devaluations over the past twodecades. This experience raises two questions:

1 what has been the relative contribution of each African devaluation at time t to the
inflation that imposed pressure to devalue again at time t+n9; and2. 	 is it inevitable that devaluation will undermine fiscal discipline?

Responding to the first question, notwithstanding the direct impact of devaluation on domesticprices of tradables figuring in the CPI, if the devaluation restores the value of foreign exchangeto its social opportunity cost, and the government conducts a fiscal and monetary policy thatholds the budget deficit close to the level that can be financed by capital inflow--a heroicassumption, to be sure--then inflation in the medium- and long run will be less than it would
have been in the absence of devaluation.
 

This is because, in an economy lacking the FZ's automatic access to an operations account
in a foreign treasury, an OER that overvalues the local currency makes the demand for tradable
goods exceed their supply at prices conforming to that rate. The resulting shortages accelerate
inflation and increase the returns to smuggling, which in turn depresses government revenue,
aggravating the budget deficit and thus inflation. According to the previously cited Frenchliterature, this is indeed what had happened in Ghana and several other African countries before 
devaluation. 

However, that literature challenges vigorously the assumption of a tight fiscal and monetarypolicy. Indeed it says that each devaluation has encouraged a more lax fiscal and monetarypolicy than would have been pursued in its absence, precisely because it has reduced the shortrun cost of inflation This contention must also be accepted--if one reduces the cost of inflationin the short run, then governments operating in the political environment of a typical Africancountry will undeniably 'buy' more short-run inflation. 

' Approximately one-third of their article on the future of the franc zone is devoted to a discussion of Ghana. 
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On the other hand, in the medium to long term, it is the fiscal and monetary policy follow-upto devaluation, rather than devaluation per se, that determines the rate of inflation Moreover,the French literature is the first to note that many non-FZ African countries have followed laxfiscal and monetary policies long before they devalued. To say that an African devaluationrestoring the exchange rate to equilibrium inevitably triggers a vicious circle of inflation andfurther devaluation ignores counterbalancing policy options that a government can pursue andthat several have recently pursued, usually with a guiding hand from the IMF and the donorcommunity. Ghana, Uganda and Zambia are leading examples of this scenario.This leads into the second question above. Opponents of FCFA devaluation argued thattoadmit the possibility of devaluation was to remove an important barrier to laxity in fiscal policy.They believed that non-FZ African countries had been encouraged in pursuing inflationary
policies by the option to devalue.

In fact, however, as long as they maintained OERs, those countries have been very reluctantto use that option. Most have followed inflationary policies and then used exchange control andother measures to avoid or at least postpone devaluation. Rather than devaluation causinginflation, it is nearer the truth to say that inflation eventually made devaluation unavoidable.Both inflation and devaluation were the consequences of lax fiscal and monetary policies and the
interaction of those policies with supply shocks.Y

When finally deciding to devalue, African countries have usually instituted restrictive fiscaland monetary policies at the same time, although not all have succeeded in making the policiesstick. The need for demand restraint to accompany devaluation is part of the standard doctrineof the multilateral agencies. Where an African government has failed to maintain demandrestraint, this has not been because of the illusion that flexible exchange rates bring fiscal 
freedom. 

It is worth noting that Asian countries, e.g. Indonesia and Malaysia, which adjust theirexchange rates by a crawling peg policy or periodic adjustments, generally pursue conservative
fiscal and monetary policies.

In summary, comparison of franc zone and other African countries shows that pursuit of aflexible exchange rate regime has been associated with higher inflation than the FZ's fixednominal exchange rate system. On the other hand no country can escape changes in its economicenvironment, caused by factors over which it has no control, that require modification of its realexchange rate, typically in the direction of depreciating the local currency. Under a flexibleregime such modification can be effected by allowing the nominal rate to change.Conversely if the nominal rate remains fixed, adjustment can only be effected via demandrestraint. The FZ experience shows that even severe and prolonged demand restraint may notsuffice to eliminate imbalances and allow a country to regain an acceptable growth path. 

I. Projecting Senegal's response to the January 1994 devaluation 
Table VII.7 breaks down Senegal's trade during the period 1988-1990, the balance of 

I Adda [19921, critiquing Coquet and Daniel in the same issue of the Revue de I'OFCE, notes that, whiledevaluation may trigger demonetization, the latter can and does occur in the absence of devaluation and in some cases precisely because of a refusal to devalue. 
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payments for 1988-93, and gives IMF Directionof Trade Statisticsaggregate export and importdata for 1988-93 Table VII.8 gives estimates of Senegal's actual current account deficit through1993 and IMF projections through 1996 in the wake of the devaluation.
Clearly the Fund is not expecting the realignment to bring abou! a rapid improvement inSenegal's current account. The deficit before official grants isprojected to peak in 1994 at about$600 million, declining by about $120 million in 1995 and only $30 million in the following 

year.
Very likely the Fund sees little room for compression in the iniport bill, only about one-sixthof which comprises nonfood consumer goods. Moreover it is unlikely to attribute substantialupward potential in the near future to the three items presently accounting for half of Senegal'sexports, namely groundnut products, phosphates and fish Over time the improved incentiveswill induce some increased production of export crops, although this will involve more importsof fertilizers and pesticides and may also induce some shift of land use from food crops to exportcrops, depending in part on the effect of price increases for imported food.In developed countries it usually takes two years to reap the full benefits of a devaluation.In developing countries, where the benefit depends on structural change or interaction withinvestments, the full gestation period for the gains from devaluation is likely to be considerably

longer.
The authors agree with Adda [1992] that CD posed the wrong question in asking--andanswering in the negative--whether FCFA devaluation could be expected to restore the FZ'strade balance in the short run. The imperative, Adda argues, was to initiate a change in thestructure of production over the long run. The corresponding policy question, which Adda andthe present authors likewise answer in the negative, is not whether devaluation will accomplishthis by itself, but whether any alternative set of measures could have accomplished it had the 50FCFA panty been maintained. 

The January 1994 devaluation was indispensable to help Senegal fulfill two major objectivesof a medium-to-long-term, rather than short-run, nature: (i) to achieve equilibrium in its balance
of payments--meaning 
an ability to attract sufficient capital inflow to sustain the desired deficit
on current account; and (ii) to provide a basis for the continuing increase in exports required to
 
support a rising per capita income.


To get exports onto a satisfactory long-term growth path, and attract 
capital into exportproduction, Senegal needs to reach a wage level in the formal industrial sector low enough to
enable it to 
 compete in some set of labor-intensive industries. The wage level measured inforeign currency must be competitive with wages in other developing countries after allowancefor differences in productivity, transportation and energy costs, taxes, regulatory costs and arisk-return combination that will overcome investment inertia Changes in Senegal's labor lawnow under discussion should increase productivity as well as reduce regulatory vexation for
potential entrepreneurs.

In the short run, exporting and import-competing manufacturers can benefit from devaluationonly to the extent that they raise productivity and/or have excess capacity. Thereafter furthergains require investment. In March 1994 the IMF was projecting the lirtual disappearance ofSenegal's overall balance of payments deficit by 1996, notwithstanding maintenance of a 
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Table VII.7 - SENEGAL: TRADE AND BALANCE OF PAYMENTS, 1988-93 

(figures in US$ million unless otherwise indicated) 

Trade data according to World Bank 
Percent
EXPORTS 
 1988 1989 1990 1988-90 1991 1992 1993
Groundnut products 
 115.8 149.8 160.9 17.6
 

Crude oil 
 73.8 112.9 132.2 13.1
Refined oiL 
 0.3 0 0 0
 
Oitcakes 
 41.3 33.5 27.2 4.2

Seeds 
 0.3 3.4 1.5 0.2


Phosphates 
 79.3 75.5 70.2 9.3
Fish 
 172.9 164.9 199.8 22.1

Fresh fish 
 122.5 116.0 141.0 15.6
 
Canned fish 
 50.4 48.' 58.8 6.5


Cotton 
 18.1 20.1 22.4 2.5

Salt 
 9.1 6.0 8.8 
 1.0
Fertilizers 
 4.0 5.0 6.6 0.6

Petroteum products 
 46.3 37.3 25.7 4.5

Chemical products 
 64.1 72.1 89.3 
 9.3

Other 
 196.1 187.8 237.6 
 25.6

Re-exports 
 57.1 56.4 69.8 7.5
Total exports (fob) 762.8 774.9 891.1 100.0
 

INPORTS
 
Food, beverages, tob. 
 310.6 329.5 364.0 27.9

Rice 
 67.5 93.4 77.6 
 6.6

Wheat 
 15.1 21.3 40.4 2.1
Other foodstuffs 
 201 4 189.7 216.7 16.9


Petroleum 
 133.6 130.7 158.7 11.7

Other consumer goods 16.8
201.4 188.1 216.7

Capital goods 
 167.9 159.9 187.3 14.3
 
Intermediate goods 
 340.8 337.6 407.3 30.1
Entrepot adjustment -0.8
-6.7 -4.7 -18.4 

Freight & insurance* 
 137.7 137.0 157.9 
 12.0

Total 
imports
 
c.i.f. 
 1147.6 1141.1 1315.6 100.0 
f.o.b. 
 1009.9 1004.1 1157.7 88.0
 

Trade balance
 
X(fob) - (fob) 
 -247.1 -229.2 -266.6
 
X(fob) - M(cif) 
 -384.8 -366.2 -424.5
 

* Included in individual Line items. 

Trade data according to IMF Direction of Trade Statistics

Exports f.o.b. 
 591 754 783 
 827 738 637
Imports c.i.f. 
 1080 1534 1615 
 1267 1293 1197
 
Trade baLance (including insurance
 
and freight on imports) -488 
 -780 -832 
 -440 -554 -560
 

Balance of payments according to IMF I.F.S.
 
Current account
 
Exports f.o.b. 
 679 759 912 824 832 723
Imports f.o.b. 
 -956 -998 -1176 
 -1114 -1200
Trade balance (f.o.b.) -277 -240 -264 -284 -368
Services: Credit 
 476 471 563 
 560 592
" : Debit -529 -500 -573 -572 -607Income: Credit 
 15 27 23 
 23 26
" : Debit 
 -223 -222 -259 -258 
 -228
Unrequited transfers: Private 
 6 6 29 28 37
"1 a" : Official 271 
 26P 265 
 265
Current account (deficit: -) -261 

280
 
-198 -216 
 -238 -268
 

Capital account
 
Private investment 2 0 0 0 0 0Resident official sector (net) 204 4 31 
 58 140 82
Other 
 -60 32 -43 
 -33 21 75
Balance before financing -115 -163 -228 -18-0 -10-7 -148IHF (net) 
 -6 6 -28 
 11 -44 -27
Exceptional finanaing 
 114 175 246 
 172 151 167
Other 
 7 -18 10 
 -2 0 8
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Table VII.7 (continued) 

Sources:
 
Trade data from World Bank [1991b.Statistical Appendix Tables 26 and 28].

IMF DOTS trade data are given in billions of CFA francs in IMF [1994c. 472] 
 These figures have been divided byaverage annual CFA/$ exchange rates given in Table VII.8 below. Balance of payments data are given in dollars 

in the same source 
Notes: 
Substantial discrepancies between World Bank and balance of payments trade data, on the one hand, and DOTS data 

on the other, should be noted The DOTS data contain major gaps
Capital account - the "Resident official sector" IMF entries both of loan paymentsand are net amortization 

"Exceptional financing" refers primarily to debt rescheduling 

continuing current account deficit close to $500 million. 6 It was clearly counting on thedevaluation, along with complementary incomes policy and fiscal and monetary measures, to 
attract a substantial inflow of private capital.

At the time of writing (November 1994), only scattered data are available on Senegal's and
the other countries' response to the devaluation. Announcing a new ESAF arrangement for
Senegal on August 29, the IMF referred to "encouraging signs of expansion in tourism and 
exports, coupled with significant capital inflows" during the first six months following
devaluation 87 November IFS data show exports for this period 15 percent ahead of the same
period in 1993, and 8 percent ahead of the first half of 1992. The same comparison for imports
shows declines of 8 md 12 percent, respectively.
CPI data, available through April, peg the devaluation's immediate inflationary impact at 26 
percent; as of August the Fund was not modifying q pr 'jection, announced six months earlier,
putting the full-year rise at 39.1 percent, trailing off to /.8 and 2.5 percent in 1995 and 1996 
respectively.8 8 

According to the November IFS, Senegal's net foreign asset (NFA) deficit, equivalent to -$704
million at the end of 1993 as shown in Table VIi. 1, nearly halved by the end of July. In FCFA 
terms, NFA rose from -207.5 billion francs to -99.3 billion (old FCFA equivalent). Senegal's
deficit with the French Treasury had shunk from the -$460 million equivalent shown in Table 

9VII. 1 to -$77 million equivalent. 
C6te d'Ivoire experienced an even more striking improvement of its foreign balance, cuttingits NFA Jeficit from -515 billion CFA francs (December 31st) to -75 billion (old FCFA 

equivalent) at the end of July and virtually eliminating its French operations account deficit of 
$1.5 billion equivalent. WAMU as a whole switched from negative NFA of -FCFA 426 billion 

IMF 1994a 71 

8 IMF 1994a' 296. 

s IMF 1994a: 71 & 296. 

89These figures and those m the following paragraph are computed as described in the notes to Table VII. 1. 
Sources are country pages in IMF 1994c. 
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Table VI.8 - SENEGAL: GDP AND BALANCE OF PAYMENTS, 1991-1996 

(all CFA franc amounts at old FCFA 50/Ffr rate) 

---estimated---
 --- projected--
1991 1992 
 1993 1994 
 1995 1996
Exchange rates 
 --avg. for 12 months--
FCFA/$ --as of 12.31.93-

$/SDR 282.1 264.7 283.2 294.8
1.368 1.408 294.8 294.8
1.396 1.374 
 1.374 .374
 
Gross acomestic product
Projected real growth rate 
1.2% 
 2.9% -2.0% 2.4% 4.7% 4.8%Nominal GDP:
CFA billion 
 1,629 1,676 1,643 1,682 1,761
$ million 1,846
5,774 6,332 5,800 
 5,706 5,974 
 6,261
 
CurrenL account deficit
 
After official grants:


CFA billion 
 58.0 71.0 
 86.3
$ million 
 205.2 268.2 304.8
Before official grants:
Ratio to GDP 
 8.9% 9.3% 9.9% 
 9.8% 7.8% 7.3%
CFA billion 
 146 156 
 163 165
$ million 137 135
516 589 
 574 559 
 466 457
 
Overall BOP deficit
 

SDR million 
 -129 
 -59 -156
$ million 
 -176 -83 
 -218
 

Sources: 
Exchange rates IMF [1994c: 4, 470].GDP growth rates as estimated or projected in IMF [1994a. 296][1993 Nomnnal GDP - 1991 figure equal to World Bank242] dollar figure times 1991 FCA/$ exchange rate; 1992 figure calculated by multiplying 1991 figureby I + estimated growth rate, and so on surcessively for 1993-96Current account deficit after official grants - dollar figures in IMF [1994c. 472]; FCFA figures= dollar figures times exchange rates in first line; before official grants - percentages of GDP given in IMF[1994a 2961 are applied to respective FCFA and dollar GDP series.
Overall BOP deficit SDR estimates given in IMF [1994a. 7)] 
 Dollar equivalents obtained by multiplying SDR seriesby $/SDR exchange rate series. 
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at 	end-1993 to a positive (old) FCFA 64 billion at end-July 1994, reversing its overdraft with
the French Treasury from -$726 million equivalent to a surplus of $1.1 billion. 

The IMAF source gives BEAC data only through May 1994; as of that time the MUCAS stateshad nearly halved their negative NFA, from -231 billion FCFA to (old) -FCFA 118.2 billion,while red'cing their collective French operations account deficit from the -$644 million 
equivalent shown in Table VII. 1 to -$192 million.' 

In the summer of 1994 IMF Africa Department director Tour6 publicly praised the CFAgovernments for "keep(ing) control over wages in the public sector at large", and observed thatmost governments that had been in arrears in paying civil service salaries had resumed regular
payments.9' In addition, he noted 

* "a fairly quick deceleration of the inflation rate" in March-April, although some countries
that were still controlling prices to the detriment of state enterprise and budget accounts 
would have to let them catch up;

* new arrangements for distributing pharmaceuticals, with heavier stress on generic drugs,
might push some of these prices back down;

* 	 "a rapid shift in consumption patterns toward local and regional products, with beneficial 
effects for price performance";'2

* producer response to the new price incentives was leading to "rapid growth in traditional 
and nontraditional exports";

* "tourism has also rebounded considerably in a few countries"; 
" "expansion of intraregional trade and a reversal of trade flows with neighboring countries 

outside the franc zone"; and
* 	 "rapid reconstitution of real cash balances, which has significantly improved the liquidity

of banks". 

J. 	Managing the devalued CFA franc 

The parity of 100 FCFA having been established, the question arises: if future inflationand/or lagging productivity once more makes the CFA economies uncompetitive, should the FZmembers be prepared to go through the same deflationary contortions to uphold the new rate asthey did the old one? In the authors' view, if the FZ members want to follow the growth modelof the newly industrializing countries in Asia, thL. lesson is. there are things governments cando to promote industrialization--and perhaps even more things they can do to hinder it--but oneof them is not to defend an exchange rate against clear market signals that it is overvalued.
Instead, the authors propose a new decision-making structure in the BCEAO and BEAC that 

90 The two monetary unions' substantially more favorable movement vs-b-vis their French Treasury operationsaccounts than their NFA positions is explained by the new IMF loans and credits on which most of the membercountries had drawn by the respective dates An IMF drawing counts as a liability vis-d-vis a country's NFA but 
can be used to reduce the country's overdraft with France. 

91IMF 1994a 269-70 

9 This is corroborated by an August feature in the New York Times [French, 1994]. 
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will enable FCFA parity to be modified in response to market signals without it being atraumatic experience requiring emergency summit conferences in Paris and various CFAcapitals. Obviously it is impractical to get seven (or, harder still, thirteen) member states plusFrance to agree to each shift in a floating exchange rate. Instead, the two central banks shouldestablish offices of exchange rate analysis and staff them with professionals who are qualifiedto follow market developments and make an ongoing assessment of their respective areas' 
competitiveness.

Taking into account the aavice of this staff, the banks' management would then decidewhether and how to intervene to dampen speculative peaks and troughs. These decisions mightbe subject to review by a subcommittee of finance ministers (who are, of course, in turn subjectto direction by their presidents). In one way or another this model is followed by nearly all the
high-growth countries listed in Table VII.6. 

The authors see no reason why a flexible management of the FCFA exchange rate should beinconsistent with any of the benefits of the FZ. As long as France maintains the operationsaccount, the FCFA will remain as convertible as the French franc itself, mith the same potential
for short-tenn changes in value.93 

If one decides to hold a quantum of assets in French francs, one has no guarantee that theassets will buy as many dollars in a month's, week's or even day's time as they will today. Butone is confident of b-ing able to convert them on any given day at a price 'not very far' belowthe preceding day's price, say 5 percent at most. Thus the system protects one from catastrophicloss, and it will work likewise for the FCFA once this has assumed a value that the market 
trusts. 

In the authors' view, the continuing opposition to flexible exchange rate management on thepart of the FZ authorities reflects adherence to an outmoded doctrine more than a rationalevaluation of costs and benefits of alternative policies. The doctrine is inconsistent with France'smanagement of her own exchange rate vis-d-vis several key trading partners, and also carrieswith it an implication that the ex-colonies, even with French participation in decision-making,
may not be competent to operate a modern floating-rate regime such has becomeas wellestablished in the Asian NICs and towards which several non-FZ African countries, includingneighbors and competitors of the FZ, are making significant progress.
American officials 
 stationed in the FZ report increasing initiatives from senior localcounterparts to obtain information about modes of operating alternative exchange rate regimes.The authors believe this to be a fruitful area for technical assistance through USAID as well asother donors, including multilateral agencies not constrained by French opposition. Of greatestuse, in their opinion, would be working visits by FZ officials to other low- and middle-incomecountries where floting pegs of one kind or another are institutionalized and the role of foreignexchange parity as a political football is steadily diminishing. 

13 An issue of management of the operations account is the amount of foreign exchange equivalent that theFrench treasury requires the FZ central banks to maintain in the account in the form of CFA francs. The level ispresently fixed, meaning that the amount of CFA francs vanes with the French franc rate,exchange withcorresponding expansionary and contractionary implications for the member countries. Relaxation ot thisrequirement would ease monetary management for the countries, while posing a modest additional foreign exchange
risk for France. 
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CHAPTER VIII 

EXCHANGE RATE MANAGEMENT IN UGANDA 

Jeffrey D. Lewis and Stephen D. Younger 

A. Introduction 

For much of the last two decades, civil and political disorder in Uganda has prevented mostissues of economic management, including exchange rates from receiving appropriate emphasis.The implications from an economic standpoint have been disastrous. This outcome is all themore unfortunate inasmuch as, at the time of independence, Uganda was one of the moreprosperous economies in SSA, and had been identified by many observers as a likely frontrunr,:r
in the region's development.94 

Uganda is an agrarian economy, with agriculture accounting for 51 percent of GDP in 1991[World Bank, 1993]. A single crop, coffee, accounts for about two-thirds of export earnings.Civil conflict together with disastrous economic policies created an uncertain environment forUgandan coffee and other agricultural producers, generating near-stagnation from the late 1960sto the mid-1980s. A second major export crop, cotton, was practically wiped out. Per capitaGDP in 1991 was measured at $170, fourth lowest for 160 countries for which the World Bank'sWorld Development Report - 1993 gives estimates, and less than 60 percent of the estimatedlevel in 1960. 95 Only since the mid-1980s, with the restoration of aenvironment, has economic policy again moved 
more stable political

to the forefront of the political arena, andUganda has begun to show signs of achieving its potential.The task confronting Uganda is formidable. In agriculture, where it should have a strongcomparative advantage, the structure of world supply and demand has shifted significantly, withlow-cost suppliers such as Indonesia undercutting traditional coffee exporters. The challenge forpolicy makers is not to discover a miracle policy package that will make up for years of decline,since no such panacea exists. Instead, the objective must be to establish and maintainmacroeconomic stability that in turn will allow the Ugandan economy to grow and adapt to thecurrent economic environment. The pursuit of appropriate exchange rate policies is an
indispensable part of this effort.

Uganda has made considerable progress on this front. 
 After a false start in the early 1980s,the resurgence of economic reforms since 1988 has produced an open, competitive foreignexchange market that can serve as a model for other reforming economies. In this paper, wereview these reforms and consider exchange rate policy issues still facing the authorities,including the challenge of maintaining the changes already introduced. 

9 Most famous of these predictions is that of Winston Churchill, who called Uganda the "pearl of Africa", andpredicted it would experience prosperity that would be the envy of other nations in the region 

9 World Bank, Accelerated Development in Sub-SaharanAfrica, 1981, p. 143, gives GNP per capita in 1979dollars, along with average annual growth rate during 1960-79. We have traced the growth path backwards to a per capita GNP of $301 in 1960 (also 1979 dollars). 
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B. Historical Background 

Economic performance
The tragedy of Uganda is compounded by the fact that the country started out with so muchpotential. At independence in 1962, Uganda was in the upper half of African economies, andin the first years after independence, exhibited signs of living up to its potential.' Uganda'sindustrial sector was at roughly the median level for African countries and exported a few

manufactures (particularly textiles). 97 
But this bubble of prosperity burst during the 1970s under the regime of Idi Amin. Thepolitical repression and social chaos that characterized this period wreaked havoc on theeconomy. Per capita GDP declined by 40 percent during the 1970s, exports and imports fell bymore than half, and government spending moved away from human and physical infrastructure

towards increased military outlays.

In 1981 the Amin regime was ousted and Milton Obote 
 reassumed power. While hisgovernment adopted a recovery program and made some progress towards stabilizing the economy, the political and human rights environment remained unsettled. By 1983 the shortterm gains from the recovery program had played themselves out, civil war loomed, andeconomic mismanagement returned. Government spending priorities remained skewed towardsdefense and security, so that by 1985 real government spending on education and health was

only 27 and 9 percent, respectively, of 1970s levels [World Bank, 1993].
In July 1985 Obote was ousted, but civil war continued, further lowering coffee exports andindustrial output. The National Resistance Army (NRA) formed a government that wascompelled to focus it initial efforts on consolidating its military position and restoring civilorder. Early efforts at economic management were ill-advised and counter-productive. Theseincluded revaluing an already overvalued currency, increasing real government salaries, price

controls, and establishing government monopolies for key commodities.
As a result, the already severe macroeconomic disequilibria worsened further. However, thegovernment recovered from its false start, and in 1987 adopted a comprehensive EconomicRecovery Program (ERP), renewing it in 1990. The ERP, developed under the scrutiny of the
IMF and World Bank, featured the standard elements of stabilization and structural adjustment
programs in Africa and elsewhere, pointing towards greater reliance on market forces via
structural and financial 
 reforms, exchange rate and trade liberalization, and dismantling of

marketing boards and agricultural price controls. 
The effect of these measures has been positive During the ERP's first three years, GDPgrowth averaged around 6-7 percent, in part reflecting a "peace dividend" from restoration ofdomestic security and resumption of normal economic activity after nearly two decades ofturmoil. Growth tapered off in 1991-92 as the government struggled to control inflation, butresumed in 1993. GDP rose by 7 percent in fiscal 1992/93 while inflation was a negative 0.6percent (year-end basis). With active support from the donor community, the NRA government 

The exercise described in footnote 4 gives Uganda rank No. 16 among 37 African economies in 1960. 

World Bank [1981], p. 145, has Ugandan industry accounting for 13 percent of GDP, halfway down the list
of 30 SSA countries for which data are available. 
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has continued to move forward with the ERP. Much of the difficult task of economicstabilization has beei accomplished: inflation is under control, foreign exchange is allocatedthrough a competit e interbank market, trade flows (both exports and imports) have beenliberalized, and the oudget deficit (after grants) was only 3.4 percent of GDP in 1992/93.Notwithstanding these successes it must be recognized that Uganda still faces majorproblems Restoration of macroeconomic stability neither guarantees sustained growth norrecovers the ground twolost in decades of decline. Uganda now faces the challenge ofrebuilding its economy in an international context where the world price of its key export crophas fallen to historic lows, and where the task of entering world markets in non-agriculturalsectors is complicated by the emergence of new competitors in Asia and Latin America. 

C. Exchange Rate Management 

Exchange rate policy up to 1981
Uganda maintained a fixed official exchange rate (OER) until 1981. The rate was adjustedonly once during 1950-1971, while the 1970s saw two adjustments amounting to a 12 percentnominal depreciation, notwithstanding inflation of over 100 percent per year by 1980. Theresulting massive overvaluation encouraged a large parallel foreign exchange market [Martey,1987]. In 1980, the parallel market rate was over 30 times the OER.This disequilibrium both reflected and contributed to the miserable economic performanceof the Amin years. In the agricultural export sector, although the world prices of both coffeeand cotton more than tripled during the 1970s, their share of Uganda's export earnings declinedto less than one-third. Export volume of coffee dropped 43 percent and that of cotton fell from

78,000 to 2,300 tons [Martey, 1987].
Import-substituting industry also suffered, facing not only an overvalued exchange rate butalso a distorted tax structure such that, by 1980, sales taxes on domestically produced goodswere, in many cases, higher than the total tax burden on comparable imports. Also, official
policy urged many skilled residents and business people (especially Asians) to leave the country.
As a result, real value added in manufacturing fell almost 60 percent and its share in GDP fell
from 8.6 to 4.3 percent. [Mariey, 1987].
Figure VIII. 1 shows the extreme level of export taxation facing Ugandan coffee producers
during the 1980s. The top line shows the f.o.b. dollar price of Ugandan robusta, multiplied bythe parallel exchange rate, a rough indicator of a competitive f.o.b. market price in shillings.The second line gives the dollar price multiplied by the official exchange rate, while the lowerline represents the official producer price.

The difference between the two lower lines corresponds to domestic taxation and the CoffeeMarketing Board (CMB)'s operating costs. The distance between the two top lines measuresimplicit taxation of exports associated with the overvalued exchange rate.Throughout the 1980s producers received only around 17 percent on average of the border price(valued at the parallel exchange rate]. While part of the discrepancy is due to explicit taxes andthe CMB's inefficient operation, in several years that amount is dwarfed by the implicit tax fromovervaluation. Such radical differences in prices presented strong incentives for smuggling, andin some circumstances withdrawal from production.With the grossly overvalued OER, even tight foreign exchange controls could not prevent a 

129 



50
 

45 Parallel Border 

40 Official Border
0 

Producer Price
L 

S30
 

C 2 5 

20-


LlO o 
) 15 

10
 

5

1981 
1982 1983 1984 1985 1986 1987 1988 1989 1990 1991
 

Year 
Figure VIII.1 - COFFEE PRICES IN UGANDA, 1981-1992 

hemorrhage of foreign reserves, which fell to only two weeks of imports at the end of thedecade. BoP deficits were also financed partly by accumulating external arrears, which
exceeded $158 million, or 40 percent of the value of exports, by the end of 1980 [Martey,
1987]. 

Exchange rate policy from 1981 to 1984
The return of the Obote regime in mid-1981 brought a dramatic shift in exchange rate policyand macroeconomic management as whole.a Liberalization measures included movementtowards a more market-determined exchange rate and elimination of many exchange controls.

The new policy began with a discrete devaluation, followed by a crawl culminating in the 
introduction of an auction system.

In June 1981 the new administration devalued the shilling's official value by 90 percent toSh 78/$, letting it crawl further to Sh 100/$ by July 1982. Dunng the 12-month period, while
the parallel market premium declined from 3000 percent to 360 percent, the shilling remainedgrossly over-valued. The authorities feared the political consequences of further devaluation to 
an equilibrium rate at a level they could not predict.

To address both of these concerns, Uganda adopted a temporary dual rate system, 
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maintaining an overvalued official exchange rate (Window I) for "priority" imports whileorganizing a foreign exchange auction (Window II) to determine competitively a second, floatingrate. Once this second market had stabilized at an apparent equilibrium, the authorities intended
to steadily devalue the official rate until the two converged

The central bank acquired foreign exchange from export of crops with official producersupport prices (initially coffee, cotton, tea, and tobacco; later only coffee and cotton), fromofficial grants, and from official borrowing. The Window I rate was determined daily. based onthe preceding day's rate plus an increment intended eventually to unify the two rates. This ratewas basically pegged to the dollar, and was applied to petroleum and other "essential" imports 
as well as debt repayments.

Bidders in the Window II auction were the commercial banks, acting as agents for importers.Foreign exchange surplus to Window I needs were released to the auction, where a minimumamount of dollars to be supplied was announced each weekend. The system was that of a"second price" auction,98 whereby bidders submitted bids between Monday and Thursday. OnFriday, foreign exchange would be distributed, starting with the highest bidder and workingdownward, until a bid or set of equivalent bids was reached for which not enough foreignexchange was available. This marginal bid would become the auction exchange rate, and allother successful (higher) bidders would be allocated foreign exchange at the marginal bid rather 
than their individual bids.

In June 1984 Window I transactions were transferred to Window II and a unified rate of Sh320/$ was established, from which point all transactions took place through the auction system.Initially the Window I rate was roughly one-third that of Window II. When the rates wereunified, Window I had to rise only 8.8 percent to equal Window II, which was still only 60percent of the parallel market rate. The exchange rate determined at auction was a function ofthe previous week's rate and the current week's demand for foreign exchange, with last week'srate playing the major role The import-weighted average of Window I and II rates, i.e. the realeffective exchange rate, depreciated by 42.6 percent from August 1982 to May 1984. [Martey,
1987].

Monthly bids ranged from $2.7 to $21.4 million, averaging $13 million, while the numberof bidders averaged 1,000 per month. More than 80 percent of bidders were successful at onetime or another during the dual rate regime, but only two-thirds of the total value of bid. wassatisfied. In the first year, merchandise imports accounted for 73 percent of demand, whileanother 18 percent represented "miscellaneous" requests, mainly from Uganda's foreignembassies. Government transactions such as imports of goods and services and loan repaymentswere not generally sensitive to the price of foreign exchange, but demand within the auction wasclearly responsive to the exchange rate. The auction thus represented a close approximation toconsumer preferences, and transactions began to shift from the parallel market into the officialsystem, sharply depressing the parallel market premium. As the system functioned moresmoothly, residents became more confident and greater amounts of foreign exchange were
surrendered to the central bank.

The shift to a more competitive exchange rate regime brought several improvements in the 

"See McAfee and McMillan [1987] for descriptions of second price auctions. 
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economy. The government passed on the higher exchange rate (more Sh/$) to the farmers byincreasing producer prices, which rose between 15 and 52 times up to 1984. Coffee, accountingfor over 95 percent of export earnings in 1981-82, rose in price by an average of 65 percent peryear. This increased output and reduced smuggling, raising recorded exports.The devaluation's impact was bolstered by a 48 percent gain in the terms of trade, largelydue to higher world coffee prices. The combined effect was a 66 percent rise in the dollar valueof Uganda's exports. 99 In addition, the liberalization policies including the exchange rate reformattracted increased grants from bilateral donors, IMF and World Bank loans anl credits, anddebt relief in the amount of $242 million during 1981/82-1982/83 The bottom line was a shiftin the balance of payments from a deficit of $132 million to a surplus of $44 million. Grossofficial reserves grew slightly and external arrears fell from $204 million to $58 million.Domestic absorption expanded with a rise in imports.
On the fiscal side, higher receipts from trade taxes improved the revenue picture, while someexpenditure restraint took place in response to higher domestic prices following devaluation.The deficit declined from 75 percent of expenditure (on a commitment basis) to 15 percent.Monetary restraint ensured that the devaluation took effect in real terms--domestic creditincreased only 18 percent during 1981/82-1983/84 (as opposed to 60 percent in 1980/81 alone),annual inflaticn dropping from 80 percent to 20 percent. The net result was 7 percent average

annual growth of GDP, up from two percent during the 1970s. 
Mid-1984 to 1987" civilconfflict and economic retrogression
Notwithstanding the nascent economic recovery of the early 1980s, civil strife coutinued andintensified in Uganda. As the Obote regime came under increasing pressure, it lost control ofthe budget, undermining some of its earlier successes. By 1985, the NRA was poised tooverthrow Obote, which it managed to do in early 1986.The NRA immediately dismantled most of the economic reforms, reversing many of the gainsachieved up to mid-1984. The period 1984/85-1987/88 saw a 170 percent avzrage annualincrease in the CPI [IMF, 1994] as increased military spending was financed by monetary andfiscal expansion. The OER failed to keep pace with inflation, and the real effective value of theshilling doubled (i.e the sh/$ REER fell by 50 percent). Parallel market activity increased, thepremium rising from 13 percent in early 1984 to roughly 480 percent by late 1986 [Toli, 1991].
The high inflation overtook official producer prices, depressing real producer prices for
coffee and cotton by around 35 percent. Despite continued high world prices for Ugandan
exports, low producer prices and the unfavorable exchange rate once again drove down output
of exportables. The balance of payments deteriorated and real GDP fell sharply. 
 In the foreignexchange auction, monetary expansion pushed up the rate, and the authorities ciose to abandoi'the auction system rather than accept its sobering judgment about the value of the shilling. In1986 Uganda returned to a control regime with a fixed (and grossly overvalued) exchange rate.

The Economic Recove Proram 
The NRA's return to statist economic policies yielded predictably poor economic resuts.Recognizing this, and hoping to restore the flow of donor support, the government changedcourse and in 1987 undertook a major policy shift under the Economic Recovery Program 

I Unless otherwise indicated, changes cited in these two paragraphs took place over the three-(fiscal)-year 

period 1980/81-1983/84. 
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(ERP). The ERP's objectives were to restore internal and external balance, lower the inflationrate. eralize the reign trade and excha, !e regimes, improve public sector resource use andresto- conomic g ,wth [World Bank, 1 8]. Initial results were favorable, largely due 
resump ,on of economic activity as the ciN 

to 
war subsided.

The target GDP growth rate in the ERP's first year (1987/88) was five percent, whileinflation was targeted at 90 percent Liberalization measures included a 77 percent devaluationof the shilling A currency reform created a new shilling at 1:100, and imposed a 30 percent
conversion tax on all outstanding currency and bank deposits.

In th,. export sector, domestic price distortions lessened as producer pinces for traditionalexports, including coffee, cot, n, tea, and tobacco, were raised, that for coffee going up 182percent. Noncoffee exporter, 'ere allowz%' to retain and trade foreign exchange earnings atmarket rates in foreign exchange bureaus ,, hich, though not legalized, were allowed to tradeopenly, thus formalizing the parallel foreign exchange market. The government did howevertry to channel foreign exchange to "priority" sectors under a misnamed "open general licensing" 
system

On tite fiscal front, petroleum prices were adjusted to reflect shilling depreciation and provideadditional revenue Notwithstanding a stated policy of fiscal austerity, civil service wages wereraised to compensate for a modicum of past inflation, and development expenditures wereincreased fourfold. Higher revenues were achieved through improved coffee sales, higher taxesand improved collection. A sharp decline in public sector borrowing allowed for increased
credit to the private sector and higher net foreign assets.

In the ERP's first year GDP grew by 6.7 percent. Much of this was due to postwar recoveryby agriculture, but industrial output rose 15 percent and investment rose from 8 percent of GDPto 12 percent, due mostly to increased public capital spending. Inflation of 188 percent, whilelower than the previous fiscal year, was more than double the target. As a result, the shillingappreciated by 280 percent in real terms despite the 1987 devaluation.
Failure to control inflation was due both to exogenous factors--notably difficulties inmarketing coffee under international quotas, a shortfall in aid receipts, and high debt serviceobligations--and to declining fiscal discipline. Defense outlays rose, partly on account of theKenya border conflict, as did expenditure on refugees, civil service compensation, and a
campaign to beautify Kampala for a Preferential Trade Area conference. 
 Revenue was hurt by
a 21 percent decline in export earnings, although ,aoncoffee revenue rose because of inflation and
improved tax administration. 
 The net outcome was a balance of payments deficit of $93 million,

$40 million of which was covered by arrears.

In the second year (1988/89), the government modified its policies 
 to allow for longeradjustment periods on account of Uganda's structural constraints, especially lack of infrastructureand large liquidity overhang. Monetary policy became more active and devaluations of the OERmore frequent. An initial realignment devalued the shilling by 60 percent to Sh 150/$.Producer prices for many crops were increased. Net bank credit to government was reduced bySh 5 billion, while allowing for an expansion of credit to the private sector.
The devaluations lowered the parallel market premium, as shown by the two bottom rowsin Table VIII 1 and the two steep declines in the left portion of Figure VIII.2, but inflationpersisted, the shilling remained highly overvalued and foreign exchange was rationed toimporters. However non-coffee exporters were partially protected by a retention scheme that 
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Table VIII.l -
UGANDA: EXCHANGE RATES, 1987-1993
 

198?
 
Jan Dec 1988 1989 1991
1990 1992 1993
Nominal exchange rates


Official (0ER), b.cember 14 
 60 164 	 531
370 915 	 1214 1148
I year-average 
 45 106 223 734
430 1134 	 1195
Parallel market 
(PMER), December 117 258 447 769
751 1184 	 1249 1183
 
year-average 
 159 414 698
573 936 	 1237 1217
 

1036 1112-

Auction, December 


year-average 

1018 1052-


Real effective exchange rates (May 1987 - 100 except for auction rate)Official, December 
 34 66 
 80 106 141 	 178 165 140
I year-average 
 73 63 74 	 118 155 168 157
Parallel market, 	December 
 191 189 146 
 751 136 154 113 96
 , year-average 
 181 175 573 127 132 123 106
Auction, December (Feb '92 - 100) 
 83 82*
" . year-average ( " ) 88 82*
 
Premium, nominal PMER over OER or auction rate 
(V)**
December 
 736 330 173 	 103 
 45 29 21 6*
 
Annual averages 
 424 364 163 
 64 29 22 16*
 

Source:
 
Taken or computed from table of monthly average exchange rates prepared by

Central Bank of Uganda (processed). 
Notes: 
* The auction was .suspended in November 1993, hence year-end figures for

1993 correspond to October and annual averages are for January-October.
** 	The premium [(PMER/OER - 1)*100] is calculated with reference to the

official exchange rate up to February 1992; from reintroduction of the
auction it is calculated with reference to the auction exchange rate. 

allowed them to import goods for iheir own use, effectively rewarding part of their export
proceeds at the scarzity value of foreign exchange rather than the official rate.Probably a more significant reform than the devaluations was the tacit acceptance of theparallel market through the "no forex" import scheme that allowed traders with their own funds,purchased in the parallel market, to obtain licenses for about $100 million worth of imports
annually in 1987/88 and 1988/89. In those years, export proceeds remitted to the central bankmet only two-thirds of the demand for nonproject and nonpetroleum imports, the balance coming
from official donors and the parallel market. 

Redoubled reform efforts: 1990 to the present
While recognizing that the OER was too low and that a devaluation would benefit the balanceof payments and overall economic efficiency, the authorities resisted due to fear of inflation.However, the collapse of interiational coffee prices in 1989 tipped the balance in favor of 
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Figure VIII.2 - UGANDA: PERCENTAGE SPREAD BETWEEN PARALLEL

MARKET AND OFFICIAL OR AUCTION EXCHANGE RATES, 1987-1993
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reforms to shore up the balance of payments. In July 1990 new measures were introduced toliberalize the trade and foreign exchange regime, while protecting the government's access to
 
cheap imports.


Under these reforms foreign exchange bureaus were legalized, thereby granting officialsantion to the formerly tolerated parallel market. By mid-1991 there were 37 independentbureaus and 11 run by banks. The bureaus traded roughly $100 million annually, between onequarter and one third of total imports. Given the ubiquity of the parallel market and the "no
forex" scheme, the incremental effect of this reform on incentives for importers and exporters
was unimportant. 
 But the move did signal the authorities' recognition of market-determined 
exchange rates.
 

In fact, the bureau rate's most important role was to serve as a target for the OER, as the
authorities agreed that the gap between the two rates should be closed, albeit gradually.Convergence of the two markets became an important goal for exchange rate management in thisphase of the reforms, as it had been during the 1981-84 liberalization.

Beginning in October 1989, the authorities 
 raised the OER aggressively, re-establishingwithin two months the real rate in effect at the time of the currency ieform (May, 1987) andachieving a further 80 percent real depreciation of the shilling over the following two years.Concurrently, the parallel spread, exceeding 200 percent in mid-1989, gradually closed to around30 percent in mid-1991 (see bottom rows of Table VIII. 1 and both sections of Figure VIII.2).Despite the concern that more rapid devaluation would accelerate inflhtion, CPI growth fell from262 percent in 1988 to 71 percent and 26 percent in 1989 and 1990, respectively. As Kasakendeand Malek [1994] argue, because foreign exchange continued to be rationed in the officialmarket, the OER remained an inframarginal price during this period, with little impact on 

domestic prices.
By late 1991, however, the situation in the foreign exchange markets appears to have 
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changed, though neither the government nor its donors recognized this at the time. Throughoutthis period, the authorities took the continued existence of a parallel premium as evidence thatthe official exchange rate remained overvalued. While this is true in a trivial sense, Kasakendeand Malek [1994] show that further nominal devaliation could not close the remaining gap of 
about 20 percent

Instead, that premium reflected structuraldifferences between the two markets, i.e. it wasan equilibrium spread. In particular, the "rules of the game" in the two markets differed suchthat foreign exchange bought in the bureau market was more valuable, for several reasons.First, the official market allowed only imports of non-luxury merchandise, while importers withbureau funds could legally import a wider range of goods, including luxuries and a number ofservices Moreover, with less stringent reporting requirements in the bureau market, it waseasier to break the rules and use bureau funds for prohibited transactions (such as capital
export).

Second, imports in the official market had to comply with a variety of documentationrequirements (e.g. SGS inspection and payment via letter of credit). At the prevailing highinterest rates, financing these payments prior to receiving the goods was costly. Finally, becauseof less stringent requirements for bureau imports, it was easier to evade import duties by using
foreign exchange from that market.

In sum, foreign exchange purchased from a bureau a morewas flexible commodity withfewer non-price costs than foreign exchange purchased in the official market. The higherequilibrium price for bureau foreign exchange reflected a legitimate "premium" associated withthese desirable features. Hence the authorities could not eliminate the bureau premium simplyby raising the OER. Instead, in order to unify the official and parallel exchange rates, they hadto eliminate the regulatory differences between the markets, i.e. change the rules of the game.
Kasakende and Malek [1994] provide econometric support for this argument, but there isanother, more obvious clue that the official rate was not overvalued. Beginning in late 1991 andcontinuing throughout 1992, Uganda had available a growing pool of foreign exchange offeredby donors for import support By mutual agreement these funds could be used only for nonluxury, merchandise imports subject to the same documentation requirements as the officialmarket In fact, the government's rules for the official market reflected the donors' interest insupporting "essential" imports as much as it did the government's own interest in this regard.Increasingly, however, these resources were going unused. There was, in essence, an excesssupply of foreign exchange for the official market; clear evidence that the OER was notovervalued given the existing rules. Unfortunately, not recognizing ttis fact, the authoritiescontinued to devalue the shilling. Ironically, after having little impact on prices during the longperiod of (often substantial) devaluations, these smaller devaluations probably contributed to thehigher inflation rate for 1991 and the first half of 1992, because the OER had been at the marketclearing level and each further depreciation pushed the bureau rate upwards. 

The return of the auction 
The beginning of 1992 saw frustration within both the government and the donor communityover (i) the market's apparent refusal to unify the exchange rate at an equilibrium level, and (ii)the shortfall in utilization of donor assistance in the official market. Recalling the success of theprevious auction system, the government decided once again to channel its supply of foreignexchange through such an arrangement. The hope was that the aucton rate would quickly 
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converge on an equilibrium exchange rate (which everyone expected to be higher than thecurrent OER) and, at the same time, do a better job of distributing fast-disbursing donor support 

Actual events, however, did not fulfill these zxpectations. In the first weekly auctions, mostbids came in very close to, in some cases even below, the previous OER, and the shilling wouldhave had to appreciate significantly to allow sale of the programmed amount of foreignexchange. Rather than allow this to occur, the authorities exercised their right to establish areservation price below which bids would not be accepted. Importers quickly caught on that thisprice was based on the preceding week's clearing rate, plus a slight premium, and either bidaccordingly (if they were willing to pay that much for foreign exchange) or withdrew altogether.As a result, weekly sales averaged about $2 million rather than the $3.5 million that had beenexpected. Moreover the auction rate rose very slowly, by only 5 percent in the first 12 monthsand 6 / percent in the first 19 months through September 1993, although October 1993 saw a5.6 percent jump in apparent anticipation of the unified interbank market. As shown in TableVIII. 1 and Figure VIII.3, in real terms the auction rate declined by close to 20 percent over thisperiod, dropping 16 percent in the first three months alone. The table and graph also shows thatthe auction rate did not close the gap vis-d-vis the bureau rate Notwithstanding efforts to tinkerwith the adminimstrative rules for the auction, this state of affairs persisted through 1992.By early 1993, the authorities realized they had misinterpreted the state of the official foreignexchange market and recognized that successful unification presupposed addressingregulatory distinctions between the two markets. 
the 

As of October, 1993, all imports, whetherfinanced through a bureau or the auction, became subject to the same documentation--for importsworth more than $2500 this included an SGS inspection prior to shipment and local reportingrequirements for statistical and tax collection purposes. Interestingly, the spread between th,. twomarket rates shrank dramatically in that month, from 14.1 to 5.9 percent (see Figure VIII.2),as it had in March 1992 when the Revenue Authority improved its customs enforcement. InNovember the two exchange markets were unified in a new interbank market. 

D. Issues in Exchange Rate Management 

On the surface, it appears that Uganda, like Ghana and Zambia, is approaching successfulcompletion of its effort to liberalize the foreign exchange market, at least for current accounttransactions. As a result, one would expect Uganda to be facing similar policy issues--notablywhether, when and how to liberalize capital transactions, and how to smooth fluctuations in theexchange rate, reflecting vagaries of speculation rather than underlying economic conditions, thatthreaten to undercut investment and production by compounding the uncertainties facinginvestors and producers. Closer inspection reveals, however, that Uganda faces knotty structuralproblems that differ from those of Ghana and Zambia. This section focuses on the set of
problems peculiar to Uganda.

Donor support, counterpart fuds, and the budget deficitFrom 1989 to 1992 the government aggressively devalued the shilling in order to raise thereal effective (official) exchange rate--the annual average for the later year is 2.3 times that for1989, and Figure VIII.3 shows the 1992 maximum to be almost triple the 1989 minimum. Asa result, the structure of incentives changed radically. Coffee farmers were insulated from the 
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Figure VIII.3 - UGANDA: REAL EFFECTIVE EXCHANGE RATES, 1987-1993 
(Sh/$, deflated by Ugandan CPI/trade-weighted index of foreign prices) 
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dramatic decline in world prices and import-competing firms received considerable priceprotection at a time when quantitative import restrictions were being lifted. Moreover nontraditional exports begin to show signs of life, despite extremely tight credit conditions in recentyears. During 1991-92 average non-traditional exports were more than double thL 1987-1989 
average, notwithstanding poor weather in 1992.


On the other hand, for reasons that have more 
to do with fiscal problems than foreignexchange policy, the authorities have allowed the real exchange rate to appreciateconsiderablysince late 1992 Table VIII. 1shows the parallel market REER declining from 154 in December1991 to 96 in December 1993, and the official REER from 178 to 140. This development hasunavoidably dampened exporters' incentives.
Despite substantial improvements in fiscal management, including increased tax collectionsand reduced spending, most notably on the military, Uganda continues to run a fiscal deficit ofaround 4 percent of GDP after taking account of foreign grants. In recent years, donors havebeen more than willing to finance the deficit through counterpart funds. That is, the donorsprovide foreign exchange in the form of grants or program (non-project-related) loans. Thecentral bank then sells the foreign exchange to importers, either through the auction or,currently, through commercial banks in the interbank market. The shilling proceeds of thesesales, the counterpart funds, are then passed on to the treasury for general budget support.
This mechanism is applied 
 in many in African countries. In circumstances where theexchange rate is overvalued (and foreign exchange consequently rationed), it presentsproblems. noIn Uganda, however, the shilling had depreciated to the point--i.e. foreign exchangehad become so expensive--that demand for the donors' foreign exchange was less than theamount offered. While this made sense in terms of balance of payments policy--Uganda, afterall, desperately needs a long-term export promotion strategy--it presents serious problems on thefiscal side. A shortfall of foreign exchange sales limits the counterpart funds available to thegovernment, forcing toit confine public expenditure to unacceptably low levels."° Thegovernment lived with this restriction up to 1993, but then began to allow the exchange rate toappreciate in order to increase the flow of donor import support and thus counterpart funding

for the budget. 
- By implication, then, the government is treating improvement of the fiscal situation asUganda's most pressing macroeconomic management issue, and letting fiscal concerns dictate
exchange rate management. While improving the fiscal situation is unquestionably an important
medium-term goal, use of exchange rate policy to achieve it is misguided. The authorities needto think carefully about the disincentives for export and impoit-competing producers embodied
in such a policy and its implications for medium- and long-term development strategy.
The need to continue rehabilitating 
 Uganda's public services cannot be doubted, andexpenditure is still modest in comparison with needs. Probably the greatest scope for controllingthe budget deficit is to be found in a sustained attack on tax evasion. The government is awareof this, and is actively seeking to improve tax collection. Because this depends to a considerableextent on recovery of the formal sector of the economy, where income and sales taxes are 

o Financing the deficit through money creation is inflationary and violates credit ceilings agreed with the IMF.In addition, the money supply bears such a small ratio to GDP (about 9%) that little revenue is available from
seignorage. 
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levied, it cannot be accomplished overnight. 
Options to increase demand for foreign exchange
We have seen that, in the short run, the government faces a dilemma: either it acceptsexchange rate appreciation to obtain counterpart funds for sorely needed public expenditure, orit forgoes expenditure in the name of export promotion. To resolve this problem the authoritiesneed to identify means of increasing the demand for foreign exchange other than by making itcheaper, i.e. they must shift the demand curve outward so that more foreign exchange is

demanded at any given exchange rate. 
Foreign reserve accumulation 
The simplest way to shift demand is for the government, via the central bank, to accumulateforeign exchange reserves. That is the normal practice in an economy where the authorities areattempting to forestall appreciation of the domestic currency. In Uganda, however, the use ofnonproject donor funds is limited to buying merchandise imports and associated services. Thefunds cannot be used to accumulate reserves. Little "free" foreign exchange is available for such purposes. (See the discussion of debt service below.) 0' 
Further current account liberalization
A second way to increase the demand for foreign exchange is to further liberalize importsof goods and services. The government has made progress in this direction, but maintains a listof prolubited "luxury" goods, a restriction that donors also apply to use of their balance ofpayments support 102 Moreover most invisible payments not tied to a merchandise importremain banned or subject to a dollar ceiling. Relaxing these restrictions would improve theefficiency of resource allocation by moving domestic prices closer to opportunity costs (borderprices). Many Ugandans believe that continued liberalization would be more effective thanlowering the exchange rate in raising import demand. Why then are these restrictions 

maintained? 
One reason is that donors themselves, lacking confidence in the market's ability to allocateresources efficiently, feel compelled to direct aid resources toward "priority" uses. 3 Thisis inconsistent with the same donors' insistence that African governments rely more extensively
on market forces. Indeed, much of the increased aid to reforming economies such as Uganda's


can L:!. 
seen as a reward for liberalization. 

101It is worth noting that reserve accumulation by the central bank risks decreasing the real exchange rate
through domestic inflation Any purchase of foreign exchange increases the shilling money base unless the shillingproceeds are sterilized There are very few instruments available to do this in Uganda. See Chapter VI on Ghanain this volume and also Younger [1992a] for a discussion of this problem. 

,o2Since many government officials are sympathetic to these restrictions, it is not clear whether imports would
rise if the donors stopped insisting on them. It is also not clear how limiting the restrictions are in practice--forexample, a Mercedes-Benz is apparently not considered a luxury good. 

103An example of this logic is the often-heard argument that Uganda is borrowing this foreign exchange, so it 
must ensure its ability to repay it when the loans come due Even if we ignore the fact that the funds Uganda isreceiving are either grants or loans with a large grant element, this argument expresses no confidence in themarkets' ability to recognize the future demand for foreign exchange and invest in such a way as to exploit it once
it arrives. 
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On the other hand Uganda, like most SSA countries, faces pressures that are often used tojustify resort to foreign exchange controls. Important among these are the political and otherrisks, discussed in Section IV.B above, that encourage wealthier residents to diversify theirportfolios by moving their assets overseas, despite higher real interest rates at home In theopinion of the authors of this chapter, such measures are usually counterproductive; indeed itis not at all clear that removal of existing exchange controls would affect the capital accountnegatively. Kasakende and Malek [1994] estimate that about $200 million per year is flowinginto Uganda from private sources as confidence in the reform grows By diminishing the riskof inconvertibility, removal of controls might increase this flow.Section IV.B also points to the ease of evading controls on capital export. Service paymentsare particularly difficult to value objectively, and thus subject to over-invoicing. Hence controlof capital export necessarily involves control of service payments.

The ban on import of "luxury" goods cannot be defended 
on the same grounds. Marketprices can be identified as easily for luxuries as for other goods, often more easily than forcapital equipment. Rather than seeking to deny well-off residents the pleasure of consuminggoods that the popular majority cannot afford, one generates much more social welfare bylevying appropriate excise taxes. 
Allocating nonproject aid to debt reduction or servicepaymentsA dird option for increasing demand for foreign exchange is to allocate nonproject aid todebt reduction or service payments, above and beyond the rescheduling operations alreadyunderway. In 1992/93 Uganda's debt service ratio (service payments on foreign public debtdivided by exports) before rescheduling was 0.83, down from 1.28 the preceding year. Externalarrears in mid-1993 totalled $286 million, down from $609 million a year earlier. Debt servicedue in 1993/94 is estimated at $160 million, compared with coffee exports of $104 million in1992/93. During the next four years it is projected to stay in the $120-130 million range.Cleaning up Uganda's foreign debt is a prerequisite to long-run development. As long as thecountry maintains arrears, full participation in international trade is not possible, and Ugandanfirms and individuals will suffer from higher costs and discriminatory treatment.
Any portion of the pipeline of nonproject aid allocated to nonrescheduled debt service would
release government revenues otherwise allocated to that use. This would enable the governmentto increase expenditure and/or reduce its domestic borrowing, thereby releasing credit to theprivate sector and/or enabling the banking system to increase foreign reserves. In any casedownward pressure on the real exchange rate is avoided To the extent the aid is allocated todebt reduction or debt payments that would otherwise have to be rescheduled, downwardpressure on the exchange rate isonce again avoided and Uganda's creditworthiness is enhanced,hastening the country's return to normal commercial relations.

This option is unlikely to meet with opposition from the Ugandan authorities, but it wouldrequire a significant change in donor regulations governing balance of payments support. 

E. Conclusions 

After a false start in the early 1980s, in 1987 Uganda initiated a radical reform program toliberalize the foreign exchange market. That program has succeeded in creating the environmentfor market determination of the exchange rate. While a few import restrictions remain, the 
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trading system is now one of the most open in Africa. 
Still, Uganda continues to face serious problems of foreign exchange management. Because

for many years coffee was virtually the only export, the dramatic decline in its world price had 
an equally dramatic effect on Uganda's foreign exchange revenues. While donors have provided
balance of payments support to make up much of the lost income, those funds are not asvaluable as coffee proceeds because they must be used for (non-luxury) merchandise imports to 
the exclusion of debt service and/or reserve accumulation 

This has left the government in the odd position of having a large pipeline of donor foreignexchange while lacking revenue to meet its debt service obligations. Further debt reduction is
needed if Uganda is to regularize its international transactions and acquire foreign reserves to 
use as an instrument of exchange rate policy.

Equally obvious is the need for expansion and diversification of exports. Here it is fiscal
policy that poses a problem for the foreign exchange regime. The need to augment domestic 
revenues with counterpart funds from sale of nonproject aid has driven the government to accept
a significant reduction of the real exchange rate, counteracting its efforts to promote exports and
import-substitutes. In essence, there is a complex tradeoff between two goals, achieving asustainable balance of payments and rehabilitating infrastructure and public services. The
problem is one that foreign exchange management alone cannot solve. Rather, it calls for a
substantially increased tax effort, particularly in the area of broad-based consumption or income 
taxes. But that can only take place over several years.

In sum, despite substantial progress in reforming economic policy during the ERP, the years
of political and economic turmoil that preceded it left Uganda with enormous structural
problems, including a -narrow export base and an annual foreign debt service liability roughly
equal to exports of goods and services. The government is tackling these problems with
commendable vigor, but adequate solutions can only be expected over a long-term horizon. Inthe meantime, Uganda must make difficult choices as it addresses a variety of desirable goals
with a limited set of policy tools. 
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Table VIII.2 - UGANDA: LONG-TERM MACROECONOMIC INDICATORS 

Real Paralel 

GDP 
Growth 

Official 
Exchange 

Rate 

Exchange 
Rate 

Premium 

Real 
Exports 
(1985 $) 

Consumer 
Price 

Inflation 

Government 
Expenditure 

/GDP 

Government 
Surplus 
/GDP 

1971 9 7 6.6 660 19.7 -7.3 
1972 9.8 6.9 684 21.4 -7.9 
1973 -9.0 6.1 631 16.2 -6.6 
1974 3.2 6.2 567 16.9 -9.5 
1975 -6.4 4.7 619 419 14.8 -5.5 
1976 5 8 4.9 778 546 14.3 -5.0 
1977 2.0 2.9 528 871 9.7 -2.6 
1978 -4.7 2.0 916 476 9.3 -0.2 
1979 -12.0 1.3 810 521 6.1 -3.5 
1980 -3.7 1.1 921 367 5.7 -2.9 
1981 4.5 6.9 316 241 108 1 4 8 -3.8 
1982 5.8 6.3 183 358 49.7 10.5 -3.7 
1983 7 9 10.2 106 375 23.9 11.1 -2.2 
1984 -5.5 13.8 19 405 42.8 12.4 -2.4 
1985 0.7 14.0 50 348 132.3 13.2 -2.6 
1986 1.1 5.8 227 407 168.7 12.6 -2.8 
1987 6.5 7.6 174 335 238.1 12.5 -2.7 
1988 7 7 8.2 344 257 183.6 11.0 -0.9 
1989 7 0 11.1 168 255 90.2 11.4 -1.3 
1990 4.5 13.3 60 158 33.2 14.2 -4.0 
1991 3.4 17.1 35 150 28.1 20.0 -4.7 
1992 2.2 18.7 21 151 52.5 18.1 -7.9 
1993 5.9 16 6.1 17.3 -4.6 
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Table VIII.3 - UGANDA: RECENT POLICY REFORMS AND ECONOMIC PERFORMANCE 
1985 1986 1987 1988 1989 1990 1991 1992 1993 

I. Policy Indicators 

Fiscal Deficit (ncl foreign grants) 
Governmer, Current Expenditures 
Government Capital Expenditures 
Money Supply (annual percentage change) 
Real Interest Rate (percent) 
Real Effective Exchange Rate (index, 1987=100) 
Parallel Exchange Rate Premium (percent) 

3 9 

9.5 
3 8 

153 

-51.9 
135 

150 

4 8 

8 3 
4 3 

149 

-48.0 

128 

288 

4 5 

72 

5.4 

93 

-560 
100 

77 

3 6 

6 9 
4.0 

218 

-534 

111 

652 

3 8 

68 
4 6 

124 

-8.3 
130 

206 

3 9 

7.3 
6 9 

50 

74 

213 

66 

6.2 

10.6 

9 3 

42 

9 3 
278 

35 

4 5 

9.0 

9.1 

43 

-8 2 
300 

21 

3.8 

8 1 

9.1 

33 

16.0 

16 

II. Performance Indicators 

GDP Annual Growth Rate (in real terms, percent) 
Investment/GDP 

CPI (annual percentage change) 
Non-coffee exports (million $) 
Gross External Reserves in Months of Imports 

2.0 
58 

157.9 

2.0 

-1 2 
8.0 

161.6 

1.3 

6 0 
9 7 

199.7 

29.7 

0.7 

6.9 
8.9 

196.2 

8.5 

0 6 

7.6 
9.4 

61 4 

273 

0.4 

60 
12.0 

33.2 

44.1 

0.8 

3.5 
14.2 

28.1 

580 

1.5 

2 2 
13 8 
52 5 

446 

2 2 

5.9 
14.2 

6.1 

2.5 
III. Debt Indicators 

Debt Outstanding/GDP (percent) 
Debt Service/Export of Goods and Services (percent) 

32.3 

445 
32.4 

44.3 
393 

51.0 
335 

61.2 
428 

84.1 
738 

95.4 
100.4 

110.2 
95.6 

105.5 
839 

90.5 

IV. Other 

Terms of Trade (index, 1987=100) 164 123 100 102 96 71 64 53 51 
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CHAPTER IX 

EXCHANGE RATE MANAGEMENT IN ZAMBIA 

Jeffrey D. Lewis and Malcolm F. McPherson1" 

A. Introduction 

The idea of using the exchange rate as a policy tool has always been contentiousZambia 0'5 In the first years after independence in 1964, the economy was buoyant--
in 

productivity was rising in most sectors, exports were growing, and savings and investment werelarge shares of national income, reflecting profitable conditions in the mining industry andconservative fiscal and monetary policies of the government 106 Through 1971 net foreignassets did not drop below 3.6 months' equivalent of goods and services imports", andexternal public debt was less than ten percent of GDP.
These circumstances led policy makers to oppose any tampering with the official exchangerate (0ER), fixed at the equivalent of K1 =$1.40 since 1949. 101 This view was reinforced bythe labor dnions, which were powerful iti Zambia due t dominance of the copper industry andtheir position in it, and were hostile to any measure perceived as reducing real wages. As willbe shown in this chapter, the persistence of this attitude played a major role in the decline of the 

Zambian economy
That decline began in the early 1970s, when the economy was squeezed by a combinationof shocks--the oil price increase, lower copper output, an increase in transport costs, and afalling copper price. Barring an offsetting increase in Zambian productivity, these developmentsimposed a reduction in income, which could most easily have been effected by a real 

11 The authors are grateful for helpful comments from James Duesenberry and Clive Gray. Responsibility forremaining errors is the authors'. 

i1 This point is made in SIDA [1989]. King [1991] noted that resistance to changes in the exchange rate predates independence. Most policy makers believed that devaluation could not help the economy Ironically, it wasthe devaluation of the pound sterling in 1949 that led to the boom in the copper industry that provided the basis ofZambia's modem economic growth [Baldwin, 1966]. 
,06 From 1965 to 1970, the budget deficit averaged -.4 percent of GDP Over this period, the Government 

accumulated cash balances at the central bank. Its domestic borowing was minimal. 

207Computed from kwacha values in IMF [1993" 762]. 

0 Zambia's currency, the kwacha, was introduced after independence at a parity of KI = ten UK shillings. 
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devaluation. Instead, the government allowed tie kwacha to revalue and productivity fell. 1 9 
The resulting external and internal imbalances were financed by foreign borrowing.

Despite the clear signs of economic cnsis and, from 1978 on, the country's inability toservice its external debt, the Kaunda administration continued implementing a policy of socialistdevelopment through state take-overs and other forms of market intervention. Changes in thisstrategy were made reluctantly and then only after major economic damage had occurred. TheOER was finally devalued several times, but every adjustment was too little and too late, andreceived minimal support from other policy instruments. The election of a new government inOctober 1991 created an opening for new economic management and introduction of a realisticexchange rate policy. Nevertheless, it was not until early 1994 that exchange controls were 
finally removed.
 

This chapter examines exchange 
rate management in Zambia since independence. Section2 provides the historical background. Section 3 examines the main pressures confronting theeconomy, the role of the exchange rate in them, and patterns of exchange rate management.
Section 4 discusses options for improved exchange rate management. Section 5 reviews thelessons from Zambia's experience. Section 6 has concluding comments. An annex gives a
chronology of exchange rate developments. 

B. Historical Background 

Zambia's economic performance over the last 25 years has been heavily influenced bydecisions about economic strategy taken in the late 1960s. In a series of speeches between 1968and 1975, President Kaunda set Zambia on a path towards state dominance of the economy. 1 0 
This was formalized with the creation of the Second Republic in 1972, when the United NationalIndependence Party (UNIP) became the only legal political party. Economic decisionmaking
was politicized and economic performance subordinated to ideological considerations."' Thedominance of the "Party and its Government""' persisted until Kaunda and UNIP were 

"oThe nuing production index (1985=100) reached a post-independence peak of 144 7 in 1)76. By 1992,the index was 82.3, a decline of 43 percent Over the same period, mining sector employment fell by 11.3 percent,implying a decline in labor productivity in mining of almost a third. Productivity declines were even more dramaticin other sectors (Sources Central Statistics Office and Bank of Zambia). 
"0 The four key speeches were: Mulungushi Rock (April 1968) foretold Government involvement in the 

economy [de Gaay Fortman, 19691; Matero Hall (August 1969) announced government's purchase of a majontyshare in the mining industry [Faber and Potter, 1971]; Mulungusli Hall (November 1970) foretold nationalizationof the commercial banks, nationalization of land and newspapers was anmounced at UNIP's June 1975 national
convention [Zambia Daily Mail, 1975] 

A pervasive theme was economic nationalism, which sought to insulate tie Zambian economy from externalinfluences by minimizing contact with the rest of the world [Tordoff, 1977] Themes such as "self-reliance","economic independence", and "growth from own resources" became catch-phrases These ideas, which providedthe basis of state intervention in many other African countries [Nyang'oro, 19891, were prominent in all of Zambia'spublished multi-vear development plans [Kayizzi-Mugerwa, 19901. 

The system's official designation. 
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defeated in the multi-party elections of October 1991.
 
The Second Republic pushed the
 

economy into a sharp decline. Between Table 
IX. 1 - ZAMBIA: INDICATORS OF1972 and 1990, Zambia was ECONOMIC PERFORMANCE, 1972-1991transformed from Sub-Saharan 
Decline inper capita income
Africa's third richest country into No. -48%
 , 	 in formal sector emptoyment -2.3%18 out of 40.113 In effect, the in mining production -47.9% 
Increase in foreign debt (biltt.)
wealth of an entire generation of Loss of kwacha's Svalue 

$6.4 (849%)
99.2%


Zambians was dissipated, turning the Increase in consumer prices
Average deficit as % of GDP: 
20,940%
 

country into (using Krugman's term) a Budget
...
 12.5%
"ward of the international community" ... Balance of payments 10.7% 
[Krugman, 1989: 184] Summary

indicators of this collapse can be seen
 
in Table IX. 1.
 

The next three tables trace the development via annual series. Table IX.2 shows thestagnation of real output and formal sector employment, sharp decline in mining production,rapid money growth, explosion of external debt, and extraordinary acceleration of incomevelocity of money during the past six years. These are outcomes of, or reflected in, chronicbudget and balance of payments deficits, high inflation, decline in the investment/GDP ratiomirrored by a rise in consumptionGDP, and measured capital flight (indicated by growing
offshore bank deposits of Zambian residents) as given in Table IX.3.

Presenting the variables most directly related to the exchange rate, Table IX.4 shows wideswings in the copper price and dollar receipts from copper exports, overvaluation of the officialexchange rate that surpassed 400 percent in 1989, and until 1993, a large real interest ratedifferential between Zambia and world financial centers as represented by the United
Kingdom." 4 Figure IX.1 dramatizes the copper market's volatility, while Figure IX.2 
illustrates 	the exchange rate overvaluation.
 

The data portray a major ec-onomic 
 tragedy."' Zambia's physical infrastructure
deteriorated; health, education, and other social services regressed; international creditworthiness
collapsed; capital flight and currency substitution intensified; and the economy de-industrialized, 

"' Based on estimated GNP per capita, 1972 data from World dank [1993c: 2], 1990 data from World Bankf1992c: 218-19 and 285 (for countries with less than one million population)]. The two countries ahead of Zambia 
m 1972 were Gabon, an oil exporter, and Seychelles 

" Although there may be some dispute about whether uncovered interest rate panty holds between developedmarket centers and developing countries, the large real interest rate differential between Zambia and world financial
centers made pressure on the exchange rate inevitable. 

115 More data could readily be assembled. Many studies have documented the economc retrogression in
Zambia The United Nations annual quality of life index shows Zambia near the bottom in most dimensions [UnitedNations 1993: 103,136] See also Iliffe [1987]; Seshamam [1990]; and World Bank [1993a] 
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Table IX.2 - ZAMBIA: OUTPUT, EMPLOYMENT, MINE PRODUCTION, MONEY
SU11"LY, VELOCITY AND EXTERNAL DEBT, 1965 TO 1993 

GDP Formal Mining Money 
 Income
(1985 employment production 
Ext.
 

Year supply velocity debt
prices) 
 ('000) 1985=100 (K mn) 
 of Money ($ mn)

1965 5252 
 296.1 
 136.4 
 107.5 
 6.20
1966 155
5070 324.3 
 117.2 
 145.3 
 5.51
1967 5359 157
344.1 
 122.1 
 169.4 
 5.38
1968 5772 195
354.2 
 132.6 
 218.7 
 4.86
1969 5946 210
328.3 
 151.1 
 281.5 4.67 247
1970 6157 
 343.0 
 139.6 
 355.6 3.43 654
1971 6151 
 365.6 
 130.6 
 318.5 
 3.71
1972 6706 689
367.9 
 143.2 
 341.1 
 3.95
1973 6657 758
373.4 
 140.4 
 410.8
1974 823
7098 384.9 146.4 

3.87 

440.7 
 4.28
1975 6913 957
393.5 
 132.8 
 493.7 3.21 1353
1976 7209 
 368.8 
 144.7 
 623.5 3.04 1525
1977 6872 
 370.5 
 135.2 
 698.7 
 2.84 2341
1978 6905 367.0 135.6 
 639.4 3.52 2585
1979 
 6700 373.9 
 115.8 
 832.2
1980 3.20 3047
6901 
 379.3 
 125.3 
 907.1 
 3.38 3266
1981 7321 
 373.7 
 114.0 
 978.7
1982 3.56 3633
7119 
 366.5 
 120.7 
 1309.3
1983 2.75 3709
6980 
 364.2 
 118.5 
 1454.2
1984 2.88 3805
6955 
 365.2 
 108.1 
 1703.8 
 2.89 3826
1985 7072 
 361.5 
 100.0 2301.8 
 3.36 4639
1986 7111 
 360.5 
 86.0 4061.8 
 3.19 5700
1987 7098 
 365.8 
 84.3 6265.6 3.13 6508
1988 5555 
 369.4 
 85.6 10125.8 
 2.22 6709
1989 6787 
 371.8 
 85.4 16727.5 
 3.59 6873
1990 6546 
 377.0 
 83.0 27389.7 
 4.51 6600
1991 6412 
 379.3 
 74.6 48327.0 
 4.85 7190
1992 6235 
 410.2 
 82.3 96169.6 
 6.71 6870
1993 6487 
 397.0 
 76.6 199266.2 
 9.26 6933
 

Sources: IMF, 1992: 756-759; IMF, 1993: 582-585. World Bank, 1977: Table 9.01.
GRZ, Ministry of Finance, monthly serial. 

with the share of agriculture m GDP increasing." 6 17 

"16 This is perhaps the most dramatic index of Zambia s economic disintegration. Typical of countries suchZaire today, and Ghana and Tanzania during their penods of economic decline, itisthe opposite of the trend incountries with positive GDP growth [Syrquin and Chenery, 19891. 
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Table IX.3 - ZAMBIA: INFLATION; DEFICITS, INVESTMENT AND CONSUMPTION 
AS % OF GDP; AND DEPOSITS HELD ABROAD, 1965 TO 1993 

Budget Bal.of pay. Rate of 
 Gross dom. 
 Total Deposits
balance 
curr.acct. inflation investment 
 consump. abroad
Year % GDP !kGDP 
 % p.a. % GDP 
 % GDP ($ mn)
 
1965 3.6 9.3 
 8.1 24.3 60.1
1966 3.8 6.3 
 10.2 28.9 56.9
1967 -4.3 1.1 
 5.0 30.8 63.0
1968 -9.9 -0.2 
 10.8 32.4 60.7
1969 2.7 
 25.8 2.4 
 18.1 48.6
1970 1.9 
 6.3 2.7 
 29.6 56.8
1971 -16.4 -15.0 6.0 
 37.3 64.8
1972 -13.0 -11.0 5.1 
 35.3 63.1
1973 -16.7 5.3 6.5 
 29.2 55.0
1974 3.4 
 0.5 8.1 
 36.4 54.1
1975 -21.5 -29.3 10.1 
 40.5 79.0
1976 -14.2 -4.7 18.8 
 23.8 71.1
1977 -13.2 -8.6 19.8 
 24.7 77.9
1978 -14.4 -10.6 
 16.3 23.9 
 79.5
1979 -9.1 
 1.1 9.7 
 14.1 76.9
1980 -18.5 -13.8 
 11.6 23.3 
 80.7
1981 -12.9 -18.5 
 13.0 19.3 
 93.2
1982 -18.6 -14.6 
 13.6 16.8 
 92.1 230
1983 -7.8 -8.1 
 19.6 13.8 87.4 
 240
1984 -8.4 -5.6 
 20.0 14.7 81.5 
 210
1985 -15.2 -15.3 
 37.3 14.9 84.6 
 360
1986 -21.6 -19.7 
 54.0 23.8 77.4 
 280
1987 -10.0 -11.0 
 45.6 13.9 85.0 
 360
1988 -15.4 -6.0 
 54.7 11.4 83.8 
 400
1989 -9.6 -3.2 
 128.7 
 9.9 85.5 420
1990 -7.6 -2.5 
 111.0 15.4 85.3 
 420
1991 -6.5 0.1 
 111.0 13.5 88.4 
 440
1992 -2.2 -2.5 
 191.2 13.5 96.8 
 420
1993 
 0.9 -2.7 138.3 n.a. 
 n.a. 385
 

Sources: IMF, 1992: 756-759, 1993: 582-585, 1994: 51. GRZ, Ministry of Finance, monthly serial. 

These outcomes were inconvenient for the UNIP government. According to the prevailing 

ii? Agriculture's larger share in GDP did not imply improvement of Zambia's capacity to feed itself. Thefailure of the Second Republic's agricultural policies was highlighted in 1991 when Zambia experienced its worst
drought in half a century, and food production declined approximately 40 percent. With minimal amounts of grain
in store and no "free" foreign reserves, a major disaster was averted only by approximately one million tons of food
 
aid 
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Table IX.4 - ZAMBIA: COPPER PRICES AND EXPORTS, EXCHANGE RATES AND
REAL INTEREST RATE DIFFERENTIAL, 1965 TO 1993 

E x c h a n g e R a t e s OER over-
Copper - ----------------------------
 valuation Interest
price, Copper 
 ReaL (paralleL/ rate diff.
London exports Nominal (base '85) 
Parallel nor. - 1) Zambia-UK RER index
Year (cents/Lb) (S mn) (K/S) (K/S) (K/S) 
 X (% points)('85=100)


1965 58.11 479 0.714 2.04 
 -5.4 75
1966 69.32 645 0.714 
 1.91 
 -8.1 70
1967 50.95 608 0.714 1.87 
 -4.0 69
1968 56.15 723 0.714 1.76 
 -8.1 65
1969 66.44 1014 0.714 1.81 
 -1.2 67
1970 64.04 954 0.714 
 1.87 
 -1.1 69
1971 49.02 630 0.714 1.83 
 0.8 68
1972 48.58 687 0.714 1.81 
 0.7 67
1973 80.58 1072 0.652 1.64 
 -2.8 61
1974 93.23 1303 0.643 1.66 
 -0.3 61
1975 56.10 734 0.643 1.65 5.4
1976 63.64 965 0.713 1.63 
61
 

-8.1 60
1977 59.41 817 0.790 1.60 
 -5.9 59
1978 61.92 747 0.800 1.50 
 -10.1 55
1979 89.49 1131 0.793 
 1.51 
 -5.0 56
1980 99.12 1106 0.79 
 1.53 1.3 64.9% -4.8 56
1981 79.05 878 0.87 1.64 
 1.4 61.2% -8.0 61
1982 67.21 922 0.93 1.64 1.4 
 50.8% -9.8
1983 72.23 846 1.25 1.91 1.6 
60
 

27.9% -15.1 
 70
1984 62.46 691 1.79 2.38 
 2.3 28.2% -14.5 
 88
1985 64.29 733 2.71 2.71 
 8.8 223.2% -22.7 
 100
1986 62.13 598 7.30 4.83 
 10.5 44.1% -24.6 178
1987 80.79 807 8.89 
 4.19 15.0 
 68.7% -24.4 154
1988 117.93 907 8.22 2.61 
 30.3 268.4% -29.9 96
1989 129.15 1233 
 12.9 1.87 
 109.4 747.9% -46.5 
 69
1990 120.72 1055 29.0 
 2.10 121.6 319.5% -41.0 
 77
1991 106.07 895 61.7 
 2.42 134.2 117.4% -29.1 89
1992 103.62 867 156.3 2.12 
 204.1 30.6% 
 -52.1 78
1993 86.89 734 

25.5
 

Sources: IMF, 1992: 756-759, 1993: 582-585. GRZ, Ministry of Finance, monthly serial.UNDP and World Bank, 1992: Table 3-7. Bank of Zambia records (unpublished). 

ideology, state intervention was supposed to make Zambia economically and financially"independent".I" The reverse happened.
The adverse effects of state intervention were compounded by poor economic management.Economic policy comprised a series of ad hoc reactions to periodic crises. Worse, the "Partyand its Government" took economic decisions that proved to be highly destructive.Several stand out. The redemption of the Zimco (Zambia Industrial and Mining Company)bonds in 1973 left the country critically short of foreign exchange. " 9 Even though Zambia 

'8 Kaunda [1969] and Martin [1972]. 

These bonds were floated to finance the nationalization of the mining companies. They had been trading
in London at a steep discount, yet in 1973 the government redeemed them at face value 
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Figure IX.1 - NOMINAL & DEFLATED WORLD COPPER PRICES 
AND ZAMBIAN COPPER EXPORTS 

240 1400 
.Copper price/U.S. CPI (1985=100)
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began to default on its external debt as early as 1978, official borrowing continued. The breakwith the IMF in May 1987 served no useful purpose. Finally, reckless public spending in 1991as UNIP sought to retain power pushed the country to the brink of hyper-inflation. This lastepisode further aggravated Zambia's relations with the international community"20 , and left the
newly-elected government with a devastated economy.

Kaunda and his supporters repeatedly blamed the economy's performance on externalshocks 2' These were indeed numerous and included the cost of reconstructing the Mufuliramine, which collapsed in 1970, the sharp swings in copper prices; the 1973 and 1979 oil priceincreases; recurrent drought; the fiber optics revolution, innovations in the machine-tool,automotive and defense industries, and higher rates of copper recycling, all of which loweredthe demand for copper; development of low-cost copper deposits in Bougainville and Chile,transport disruptions due to civil wars in Zimbabwe, Angola, and Mozambique; and the anti
apartheid campaign." 

The negative impact of these factors on Zambia has been widely recognized. 23 Howeverthe government magnified it by responding with further state intervention, ill-advised externalborrowing and refusal to adjust.' 4 Outside warnings went unheeded."~
In sum, economic adjustment was not a priority for President Kaunda, the Party itsgovernment. or

Schemes to "revive" the economy were introduced in 1978, 1981, 1984, 1985 and1989, but none was sustained. External shocks served as a convenient scapegoat for theunwillingness of Zambia's leaders to change their policies.12 6 

12 The World Bank and IMF suspended their Zambia programs in late 1991 for non-performance. 
3 The docum-*nt presented to the Pans consortium in May 1984 [GRZ, 1984] is one of many examples. 

2 GRZ documents overlook favorable shocks, which also occurred The reopening of the Zimbabwe border
in 1978 and the end of civil war there in 1979 greatly eased transport bottlenecks. Closure of the Bougainville minedunng the 1980s gave a boost to the copper market One could also mention th, sustained boom in the Pacific Rimcountries, raising world demand for copper; the decline in oil import costs and interest rates from the mid-1980s;
progressive softening of aid terms; the new (1991) 
 IMF Rights Accumulation Program, with Zambia as the firstbeneficiary, and political rapprochement in Mozambique and South Africa 

11 Martin [1972], Dresang [1975], Shaw [1976], Markakis and Curry [1976], World Bank [1977. Vol.1], GRZ[1984], Kayizzi-Mugerwa [1988], SIDA [1989' Ch. 21, Gulhati [1989], Mwanakatwe [1990], Fardi [1991], and
Bates and Collier [1992]. 

32 Neither President Kaunda nor any other policy maker have explained how further intervention and public
borrowing were supposed to deal with the economy's imbalances. By contrast, government documents highlightthe need to curtail borrowing and make the necessary real adjustments [GRZ, 1984 and 1989]. 

11 A 1975 IMF mission termed the government's development strategy unsustainable The same point wasmade by Seidman [1974], Shaw [1976], World Bank [19771, ILO [1977], and McPherson [1980] Perceptivecomments on; Zambia's debt strategy came from Markakis and Curry [1976: 413-414]. 
226 King [1991] notes that colonial leaders, as unwilling to change their policies as the post-colonial leadership,

also used external events to mask the economy's structural problems However, the colonial objective was toprevent the economy's wealth from being widely shared. Following independence, state intervention was seen as 
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The change of government in 1991 created an opportunity for re-direction of Zambia'seconomic policies, including exchange rate policy. Many changes have been made Howeverthe process has been hampered by economic instability, limited local and foreign confidence inthe economy, an inefficient and demoralized civil service, and weak economic institutions. 

C. Issues Affecting the Exchange Rate 

This section examines the economic policies pursued by the Zambian government, includingits approach to exchange rate management. It concludes with a discussion of recent economic 
events and progress in rationalizing the foreign exchange market. 

Economic poicV issues 
Even under "normal" circumstances, Zambia's overwhelming dependence on copper, lackof petroleum resources, landlocked position, and recurrent droughts, would impose tight

constraints on economic policy:
* Apart from illustrating the copper market's volatility, Figure IX.1 shows a markeddownward trend in the real price arising from technological change, substitution in

consumption, and new low-cost sour'es of supply
* The government has attempted to insulate businesses and consumers from sharp changesin the relative costs of energy by subsidizing petroleum, however the resulting increment

in the budget deficit and inflation has imposed a heavy burden on the economy.* Zambia's distance from its major markets increases the weight of transport in export andimport costs. The disruptions to established routes through Angola and Zimbabwe
beginning in the early 1970s augmented these costs.

• In agronomic terms, much of Zambia is marginal for the staple crop, maize, and cropyields and animal productivity are low by international standards.'27 
While each of these constraints has an exogenous element, appropriate policy choices could
have reduced their burden on the economy. Unfortunately the government took a weak hand
and played it poorly Copper price fluctuations were of less consequence when foreign exchange
reserves were adequate and external debt was small; transport costs were relatively lower wheneffective competition existed and road and rail routes were well maintained' 28; rising energy
prices would have been more readily accommodated had pricing at market level obliged both
low- and high-priority users to conserve; and the impact of drought was less severe when farm
productivity was rising, private sector storage was encouraged, the public sector had thefinancial resources needed to import, and farmers were encouraged to grow agronomically 

the means of giving the population access to resources [Baldwin, 1966; Markakis and Curry, 1976; World Bank,
1986; and Good, 19891. 

127 USDA [1990: 545-548] and World Bank [19921
12 A key part of the current recovery effort has been a donor-led initiative (with more than 30 separate 

projects) to reconstruct the reid system and rehabilitate the railway network. 

154 



suitable crops. 129
In summary, external factors have been important but do not provide a permanent excuse forpoor economic performance.1 30 In fact, the external factors became critical only when formersafety margins were eliminated. Tables IX.2 and IX.3 show the Zambian economy beginningto unravel in the early 1970s. The situation could have been arrested then if the government hadchanged its policies, particularly if irhad avoided the exreme overvaluation of the real exchanaerate that came about. Subsequent dvelopmentg largely reflect these unfortunate choices [W(Bank, 19"17; McPherson, 1980; and Good, 19'9]. 

*d 

Exchange rate management
Zambia has tried numerous approaches to exchange rate management. It has experimentedwith single fixed rates, dual fixed rates, a crawling peg, an auction, a float with the central bankoffering discounts on tied balance of payments support, and, most recently, fullliberalization.' The annex to the present chapter gives a chronology. Leading up to Section4's discussion of how to improve exchange rate maiagement, the present section highlightsproblems that arose with each of the approaches and pressures that forced the transition to a

different regime.
Determining a period when exchange rate management began to unravel in Zambia issomewhat arbitrary. There were numerous precursors--growing state involvement; erosion ofaccountability under the one-party state; and revaluation of the kwacha as the oil crisis hit.However, the most serious persistent pressures, requiring systematic policy response, emerged

during the early 1970s. 
The collapse of the Bretton Woods monetary system during 1971-73 coincided with severalof the economic shocks cited above, and occurred against a background of rapid growth ofpublic sector employment and rising budget deficits. Rapid urbanization brought with it astructural increase in import demand, adding further pressure to the trade balance. Foodproduction grew slowly under heavy taxation of agriculture through "cheap food policy"' and 

I In their pursuit of "financial independence", Zambia's po,advantage. v makers rejected the notion of comparativeTh7is was evident in the strategy of import-substituting inz istrialization and the quest for "food secunty"
[World Bank, 1977]. The approach reached 
an extreme in the maize sub-sector where inter-regional and -seasonalpnce uniformity was promoted, reinforced by a ban on maize exports. The policy encouraged farmers to growmaie in all regions, ignorug local comparative advantage based or agronomic conditions, transport differentials,
and seasonal storage needs. As shown by the 1991/92 drought, the policy detracted from food security and added
yet another dimension to Zambia's external dependency.
 

"'o This point has been made in several contexts [Gulhati, 1989; Mwanakatwe, 1990, and King, 1991]. 
3 The authonties have set a variety of exchange rates, each corresponding to a special program such as the"no-funds" market, which permitted imports of all commodities except a short negative list, and an "individuals'"rate, at which any individual could sell (but not buy) foreign exchange Broadly, Zambia's "dual" system hasconsisted of an official market with multiple rates, and a parallel market This study maintains that focus byemphasizing the official and parallel markets. 

"3 Agriculture has been subjected to heavy implicit taxation since independence through low producer prices,undercutting farmers' incentives [World Bank, 1977 and 1992a, Kydd, 19861 and augmenting the rural-urban 
exodus.
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protracted drought. 133 

During 1973-75 the Zambian authorities revalued the kwacha against the US dollar by 11.1percent (in nominal terms). " This move was unwarranted by the economy's capacity togenerate and sustain a balance of payments surplus, particularly in view of the dramatic reversal
of the fiscal picture in 1974-75, the budget balance slufting from +3 4 percent of GDP in thefirst year to minus 21.5 percent in the second (Table IX 3) The corresponding shift in thebalance of payments current account was from a surplus of 0.5 percent of GDP to a deficit of 
29.3 percent.
 

The appropriate 
 response to such imbalances was a combination of policy adjustment andfinance. The government chose finance alone in the hope that copper prices would recover.13 5 
It devalued the kwacha by 18 percent in 1976 and 10 percent in 1978, but since these changesachieved no significant real devaluation (see Table IX.4 3 6and Figure IX.2) 1 , they did notrespond adequately to the deterioration of Zambia's external accounts Moreover, withoutsupport from policies 

"38 
to reduce domestic absorption'37 and raise productivity of the export

sectors ' , the effects of the nominal devaluation were dissipated.
From 1978 to 1982, the kwacha was allowed to depreciate ten percent in real terms even

though external debt rose rapidly--43 percent in four years--and payment arrears mounted. It was only under pressure from the donor community (and as a precondition for an IMF credit)
that the government devalued the kwacha by 20 percent against the SDR in early 1983. TheRER was then allowed to rise gradually against a basket of currencies, devaluing the kwacha in 
real terms by about 35 percent up to mid-1985. 

This "gradualist" approach to exchange rate adjustment did not reverse the economy'sdecline. The budget deficit remained large--15.2 and 21.6 percent of GDP in 1985 and 1986,respectively---and foreign debt rose by 54 percent during 1982-86. The RER remained
overvalued and the premium on foreign exchange in the parallel market averaged 223 percent 

'" The period 1979-84 saw chronic under-supply of food and imports of maize totalling 878,000 tons or 16percent of total production Zambia had hitherto been self-sufficient in maize. 

11 Due to relatively low inflation in Zambia, the real effective exchange rate appreciated by slightly less, about
9 9 percent [IMF, 1992 718, 7561. 

"IThe period 1974-79 saw no cut in public expenditure and consumption or any significant effort to enhancerevenue collection In 1975 the government increased its borrowing from the domestic banking system by 16.6percent of GDP, raised $425 million (17.9 percent of GDP) in "extraordinary finance" from abroad; and used$108 5 million (4.6 percent of GDP) in reserves and credit with the IMF [IMF, 1992. 758-759]. 

11 The table shows the kwacha appreciating in real terms from 1976 (KI 81 =$1) to 1977 (1.54) and 1978(1.48), and remaining stable or depreciating insignificantly in 1979 (1 48) and 1980 (1.56). 

117 With a reduction in absorption, domestic prices will rise in response to devaluation until real incomes decline
sufficiently to reduce the demand for imports 

"I The opposite occurred The fiscal system deterred investment in mming [O'Faircheallaigh, 1986], and localcontrol of mining led to a major deterioration in management Over-staffing became the norm and labor
productivity declined sharply (see footnote 73) 
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Figure IX.2 - ZAMBIA: EXCHANGE RATES, 1965-1992 
(RER index [1985= 100] and percent overvaluation of OER) 
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during 1985. 
By 1985 the economy was in deep trouble. In October the government negotiated astabilization and structural adjustment program with technical and financial support from theIMF, World Bank, and other donors. Among other things, the program involved introducinga floating exchange rate through a weekly foreign exchange auction run by the Bank of Zambia

(BoZ). The auction was to be supported by trade liberalization, other deregulation of economic 
activity, and improved fiscal and monetary controls. 

The performance of the auction from its inception in October 1985 until President Kaunda
canceled it in May 1987 has been widely discussed [Kayizzi-Mugerwa, 1988, SIDA, 1989, and
Aron and Elbadawi, 1992] Initially it achieved its primary goal of providing a market-based anddepoliticized mechanism for allocating foreign exchange. The kwacha lost 56 percent of itsnominal value (dropping from K2.2 to K5/$1) at the first auction, following which, fromOctober 1985 to June 1986, it drifted downward, the REER iemamed stable, and the premium
on the parallel market was almost eliminated [SIDA, 1989: 60-66, and Aron and Elbadawi, 
1992: 111].

The auction's success was short-lived. The government failed to implement othercomponents of the adjustment package, leading several donors to delay disbursements. Thebudget deficit increased to 21.6 percent of GDP in 1986, accelerating monetary expansion,
inflation and depreciation of the kwacha in the auction. Influential Zambians began to believe
that the auction was causing rather than reflecting macroeconomic instability. To offset"excessive" depreciation, the auction procedures were modified in July 1986.This initially caused the kwacha to appreciate, but as doubts about the sustainability andfairness of the auction mounted, depreciation set in once more. The supply of foreign exchange
allocated to the auction was reduced, a pipeline of unfulfilled obligations emerged, and the 
parallel market reappeared. i39 

The auctiun's termination in May 1987 was due largely to the government's continued
unwillingness to accept the consequences of limited resource availability, both domestic and
foreign, for relative prices. The auction did not fail--rather, it worked too well! The problem
was that it provided evidence, unacceptable to the Government, that the economy was
 
deteriorating at an accelerating rate."o
 

Upon terminating the auction the government set the OER at K8 to the dollar (compared with an auction rate of K22 in the final week) and re-instituted foreign exchange controls and import
licensing through the Foreign Exchange Management Committee (FEMAC).' 41 FEMAC 

'1 The auction initially narrowed the premium on the parallel market without eliminating the market itself 

11 Hindsight indicates that the changes in the auction system were part of a deliberate effort to undermine the;eform program and discredit its supporters At the time the auction was abandoned, the entire pro-stabilization
economic management team (including the Minister of Finance) was sacked. Their replacements were party loyalists
opposed to reform [Callaghy, 1990 294-5, West, 1992] 

14' The rate of K8 was chosen by whim and bore no relation to the economy's productivity, debt-servicingcapacity or future prospects [SIDA, 1989. 78-90]. Even though much of the evidence presented to it showed thatthe rate was unsustainable, a conference of the Economic Association of Zambia nevertheless endorsed the
government's action [Banda et al., 19881. 
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allocated foreign exchange according to an importer's assessed "capacity" and previous importrecord. Having rejected price as the basis for allocation, the government once again opened thedoor for "access" and rent-seeking to dominate the systen..' 42 
In its first nine months of operation, FEMAC allocated approximately 40 percent of availableforeign exchange. The copper company (ZCCM), the oil importing authority (ZIMOIL),Zambia Airways, and the agricultural marketing board (NAMBOARD) were given "priority"access to foreign exchange outside FEMAC [SIDA, 1989: 67-81. Two factors increased thesupply of foregn exchange to FEMAC applicants during this period

* a temporary increase in copper prices"43 , and
* a drop in the government's own demand for foreign exchange as Zambia, following Peru,

decided umlaterally to withhold external debt payments.

Exchange rate management reverted to its earlier pattern 
 of ad hoc adjustments. InNovember 1988 the kwacha was devalued from K8 to K1O to the dollar. It was then peggedofficially to the SDR, and depreciated slowly until May 1989, when as part of a new standbyagreement with the IMF it was devalued from K10.8 to K16, and then adjusted regularly (first

monthly, then weekly).
The IMF and Wcdd Bank pushed for a faster rate of crawl, but the government resisted.As a compromise, in February 1990, when the crawl had reached K22 to the dollar, a two-tierexchange rate was adopted, with the "official" rate (primarily for conversion of copper earningsand import of oil and fertilizer) set at K22, and a second rate, initially set at K40, applying toother exports and commodity imports through the open general licensing (OGL) system.
The dual rates were merged i April 1991 as part of an economic recovery program adoptedin mid-1989.'" However the unification did not work. A second "retention" market wascreated, based on the export retention scheme introduced in 1983. Under this arrangement nontraditional exporters were permitted to retain 50 percent of their receipts to finance own importsor sell to third parties through an official inter-bank "retention market".

By the tune the new government took office in late 1991, 
 the exchange market consisted ofseveral channels ("no funds", "retention", OGL, official, "market", and parallel) featuringvariety of rates aThe challenge facing the government was to rationalize--i.e. liberalize--this
 

system in ways that complemented the broader program of economic reform.

In January 1992 the "official" exchange rate was devalued by 30 percent and the retention
rate raised to 100 percent. 
 This effectively moved 50 percent of non-traditional exports fromthe official market to the retention market. At the same time the BoZ shifted a similar amount 

142 These practices were documented in Crown Agents [19911 

'4 Substaitial excess demand for foreign exchange existed. Demand for import licenses exceeded the numberissued by a factor of 5 to 10 [SIDA 1989.69] and the parallel market prenuum averaged 475 percent in 1988 and1989 [UNDP and World Bank, 1992 Table 3.81 

I" The New Econonuc Recovery Programme calls for the exchange rate to play a ".. pivotal role in spumnggrowth in non-traditional exports, reducing reliance un imports, and ensunng that scarce foreign exchange resourcesare allocated efficiently" [GRZ, 1989. 6]. There is no acknowledgement that this implied a substantial depreciation
of the kwacha. 
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of outflows (mostly service payments) to the retention market. 145 
Under pressure from the Ministry of Finance (MoF), liberalization continued. The crawlaccelerated, and October 1992 saw the introduction of an exchange bureau system (Zambian lawuses the French translation "bureau de change", which will appear throughout this chapter).From December 1992 the copper company was allowed to sell at a "market" rate derived fromthe average rate determined in the bureau de change market The January 1993 budget speechgave approval for 100 percent remittance of profits and announced that all exchange controls 

would be removed.
 
Due to the BoZ's unwillingness to relinquish those controls, 
 the latter move took a year 146 The central bank defended its position with 

full 
two arguments--the economy toowasunstable, and relaxation of exchange controls would cause capital flight.'47 It provided nodetailed analysis or evidence, either from Zambia or other countries, to support these arguments.

The BoZ agreed to a modest relaxation of the controls in July 1993, but the governmentwanted to go further and a BoZ/MoF subcommittee was formed to develop procedures forremoving them altogether. In October 1993 it recommended removal of all exchange controlsexcept for transitional arrangements in three areas: copper earnings, external debt payments, and"large" capital iteums. The January 1994 budget speech announced elimination of all exchange
controls. I48 

The current economic situation 
As of mid-1994 the Zambian economy is fragile but improving. The copper price dropped 

"' This reaction typified the BoZ's preoccupation with the gap between the official and retention ratesConcerned primarily with whether this gap was narrowing or widening, the Bank paid less attention to the broaderquestion of whether the overall policy of multiple rates reinforced by controls was sustainable. Indeed, up to thatpoint, the Bank and its staff did not foresee that exchange controls would ever be lifted The Bank's focus wouldhave been relevant if, as some observers claimed, the retention rate was a market-determined equilibrium exchangerate In fact, continuing restrictions on access to these funds reinforced the prermum in the parallel market. 

1, The Exchange Control Act of 1965 and accompanying regulations vested power over virtually all foreigntransactions in the Minister of Finance, who delegated it to the BoZ. The Bank interpreted this power broadly"Authorized dealers" were instructed to operate in a way that would "...facilitate adnminstration of the [Exchange]Control so that it may serve its objective of conserving and increasing the country's foreign exchange resources withthe least obstruction to trade and its fltancing" [BoZ, 1981. 2]. Unfortunately for the Zambian economy, the Bank
 
ignored its own instructions'
 

"' BoZ [1993 9-11 argues' "The repeal of the Exchange Control Act would lead to massive capital flight,at least in the short-run, considering the current instable macroeconomic conditions and the rapidly declining valu,.of the kwacha. The basic requirements for the total abolition of exchange controls are. (a) a reasonable macroeconomic stability, (b) a deep and efficient inter-bank exchange market, (c) availability of sufficiently large (free)exchange reserves on a sustainable basis to enable the Central Bank to become an active market participant and to'intervene' in the market effectively, and (d) a well-developed and efficient supervision system for monitoringexchange market operations on an on-going basis." Had the government accepted these "requirements", exchange
controls would not have been lifted 

...As a transitional measure, the Minister of Finance has authorized the BoZ to purchase ZCCM's foreignexchange earnings at market-determined rates and to supervise the foreign exchange operations of financialinstitutions (powers formerly conferred by the Exchange Control Act) 
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sharply in April 1993 but has since recovered to its highest level since 1989. Projections forthe next decade suggest that it isunlikelv to rise significantly above 90 cents/lb. (in 1993 prices).Since ZCCM's costs exceed this level the company requires fundamental restructuring to be 
profitable.

Agricultural production rebounded strongly in 1992 after 1991's poor harvest. Combinedwith sharply higher nominal interest rates in 1993, the drought created financial difficulties formany farmers who had come to depend on covering annual operating costs at highly negativereal interest rates. Agriculture, too, is undergoing long overdue adjustment.

Key elements of economic reform have been delayed 
 A civil service reform scheduled tobegin in 1992 was launched only in November 1993 Parastatal restructuring has also movedbehind schedule. Finally, major benchmarks agreed with the IMF (reserve money, net creditto government) have been regularly breached due to the government's inability to control 

monetary aggregates.
The donor community, whose aic exceeds $1 billion per annum, has becomedemanding. The state of emergency in .fect 

more 
from March to May 1993 was seen as a retrogradestep for a country that had just restored democratic rule 149 At the December 1993Consultative (ioup meeting in Paris, donors made their support conditional on governmentaction against drug-running and corruption among Cabinet members, a move widely applauded

in Zambia The Cabinet was re-shuffled in January 1994.
These events raised uncertainty about 1994 donor support levels, pushing up the exchangerate and forcing a tightening of credit. 50 In effect, much donor good-will earned by Zambia'sreturn to multi-party democracy has dissipated.' Economic performance and good

governance are essential to continued donor support."5
In its favor, the government has responded with numerous reform measures--price controlshave been lifted'53, maize marketing liberalized, a major tax reform is well advanced, a fewparastatals have been sold and others are in the process of liquidation, inflation is coming 

"I Full details about the state of emergency and the "zero option" plan (wherein opposition leaders urged theoverthrow of the government) have yet to be made public. Some prominent opposition politicians were chargedwith sedition, legal proceedings continue The immediate impact of the episode was to undermine donor support. 

11 In December 1993, the Statutory Reserve Ratio was raised to 32 5percent (from 23 percent) and the LiquidAssets Ratio was raised from 35 percent to 50 percent. 

I Without donor support the budget would collapse. Expenditure in 1994 is programmed at K686 8 billion,including K124 8 billion of foreign-funded capital expenditure and K115 billion in external debt service (interestonly). Donor rescheduling of debt amortization and arrears, which is off-budget, is worth another K565 billion. 
"I Following GRZ steps to deal with drug-running and corruption, donor attention has shifted to improved tax 

compliance and reduction of parastatal losses. 

"I The last remaining controls applied to petroleum products. The 1994 budget speech directed ZIMOIL tocharge market prices. 
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down.154 The Treasury Bill tender and market sales of foreign exchange by the BoZ are nowfirmly established. Moreover elimi~iation of exchange controls affirmed the government's
commitment to liberalization. 

The government now has the instruments to deal with the type of instability that affected theeconomy and the exchange rate throughout 1993. To place this point in perspective, it is useful 
to recount the main events of the year.

The principal economic objective in 1993 was to bnng inflation under control. To do this,the government introduced a cash budget, and observed the ceilings. However, unprogrammed
BoZ lending to parastatals th'ough May caused inflation to accelerate' 55 , rapidly depreciating
the kwacha As Table IX.5 shows, from K359 in December 1992 the dollar rose to K545 inMay 1993. Interest rates, determined through the Treasury Bill terder after January 1993, rose as well. From 107 percent in December the compound annual yield on 91-day bills rose to 348 
percent in July 

Once the growth of credit was brought under control, the kwacha began to appreciate in July.From a June peak of K551 the dollar fell to K348 in September, representing a real kwachaappreciation of 52 percent since December. The government was widely blamed for theappreciation, but in fact it had not manipulated the rate. The appreciation was an outcome ofthe government's success, for the first time in more than two decades, in controlling the growth
of credit.
 

MoF/BoZ measures to bring .he growth of reserve 
money under control began to take effectin late May, although, due to price momentum, inflation remained high in June (15.8 percent)and July (12.6 percent). By August squeezethe credit had brought inflation down to 2.5
percent; it averaged 0.7 percent in the next three months, turning negative in November.

For holders of kwacha-denominated financial assets, the change in inflationary expectations
commenced in July By this time the market-determined compound annual yield on 91-dayTreasury Bills was around 340 percent. The sharp drop in inflation accompanied by muchslower decline in Treasury Bill rates caused the real rate of interest to rise dramatically, reaching181 percent on 91-day Treasury Bills in September. At that point increased demand for Billspushed their rates sharply downward, yielding an average rate of 112 percent (92 percent in real 
terms) in the fourth quarter.


These developments reflected a sharp contraction in the supply of both reserve 
and broad money. After rising 92.9 percent during January-May, nominal reserve money went up only3.4 percent during June-September; in real terms it declined over the whole period. Relativeto its December 1992 level, real money supply (M2) fell by 8.9 percent over the next fivemonths, and a further 18.9 percent up to September 1993. This was the essence of the credit 
squeeze.


While consumers and some officials welcomed the kwaclia's appreciation, it soon became 

11 After reaching 138 percent for 1993 as a whole, inflation wis 38 percent on an annual basis from August
1993 to March 1994, and continues to decelerate 

155The bulk of the credit went to ZIMOIL to cover the deficit incurred because government held its prices well 
below oil import costs In effect, government gave Zambian consumers access to "cheap" petrol at the cost of
higher overall inflation and a sharply depreciated kwacha 
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Table IX.5 - ZAMBIA: RECENT EXCHANGE RATES, INFLATION AND INTEREST RATES 

Exchange rates
(period average) Inflation rates 
 Real exch. Treasury

rate index Bill rate
Official 
 Market Monthly Annual 
 (Dec.1992 91-day
(K/$) (K/$) () (%) = 100) %-per an.1992


192-----------------------------------------------------------------------

Jan 
 95.8 
 14.9 
 429.5
Feb 125.0 68


15.1 440.6
Mar 77
133.8 
 13.7 
 366.8
Apr 140.8 5.6 
72
 

92.3 
 72
May 148.3 
 6.4 110.5
Jun 160.8 71
 
7.4 135.5
Jul 72
173.3 
 29.8
Aug 180.3 
2.2 76
 
8.2 157.5 
 73
Sep 195.1 
 10.2 220.8
Oct 219.7 72
330.6 
 7.1 127.8
Nov 75
242.5 
 321.5 
 6.8 120.2
Dec 78
359.4 
 342.0 
 15.2 
 446.3 
 100 158.6
1993
Jan 385.8 376.0 
 10.1 
 217.3
Feb 445.2 97 115.1
430.0 
 12.7 319.8
Mar 100 162.6
503.4 
 536.0 
 9.2 187.5
Apr 513.9 14.4 

103 258.4
527.3 
 402.5
May 545.8 92 286.0
545.5 
 8.8 175.1
Jur, 532.8 90 287.7565.8 
 15.1 
 440.6
Ju? 494.9 76 321.9
566.2 
 12.6 315.4
Aug 458.4 63 347.5
508.6 
 34.5
Sep 347.7 
2.5 57 277.8
456.3 
 3.7 
 54.6
Oct 352.7 42 209.7
373.2 
 0.1 
 1.2
Nov 410.3 42 163.7
406.6 
 -1.6 
 -17.6
Dec 647.4 50 108.9
600.5 
 4.1 
 62.0 
 76 106.8
1994


Jan 
 635.8 
 671.6 
 6.1 103.5
Feb 650.8 70 126.4
687.9 
 4.9 
 77.5
Mar 669.4 68 146.9
688.7 
 2.0 
 26.8 
 69 109.6
 
Source: GRZ, Ministry of Finance, monthly serial. L.,erest rate is compounded annually. 

clear that the exchange rate was overshooting. The credit squeeze could not be sustained sincemajor enterprises, especially ZCCM and commercial farms, were nonviable at the appreciated 
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exchange rate.' 56
 
The exchange rate 
 remained flat in October, then a reversal of expectations took hold inNovember, accelerating towards ,,he end of the month so that the real index in Decemberaveraged 81 percent above its September value even while remaining 24 percent below the

December 1992 level (see Table IX.5).
As of mid-1994 the government has strengthened its ability to dampen short-term exchangerate fluctuations. The real interest rate is positive and the Treasury Bill market is functioningwell. The BoZ has established a foreign exchange trading desk and has deepened itsappreciation of the importance of stable policies.157 Furthermore, it successfully tightenedliquidity in November by raising the liquid assets and statutory reserves ratios. These measures,combined with a positive response to donor concerns over Zambia's governance, have helpedslow the rate of exchange rate depreciation. As of March 1994, exchange rate movements were

within acceptable bounds. 

D. Improving Exchange Rate Management 

The government's record of testing and then soon abandoning different exchange marketregimes has made the Zambian public and business community wary of its capacity for exchange
rate management. This section examines options for further reform. 

Basic constraints 
Exchange rate policy in Zambia has operated under severe constraints, some of whichconstitute outright handicaps. First, the government has lacked clear economic objectives. Ithas sought to make the exchange rate serve various objectives--subsidizing imports, keepingcapital "cheap", reducing inflation, lowering debt service costs, providing evidence of a "strong"economy, and forestalling union wage pressure. Several of these objectives are inherentlycontradictory, yet the government gave no clear indication of its priorities.
Second, because past efforts to manage the exchange rate were unsuccessful, current andfuture options are limited. For instance, since the foreign exchange auction is regarded ashaving failed, memories will have to dim (or the idea will have to be re-packaged) before itcould be tried again Similarly, becalise the economy performed so poorly when the exchange
rate was fixed, the argument that a fixed exchange rate can be used as a nominal anchor lacks
 

credibility.

Third, at more than 25 percent of GDP, actual and anticipa!ed donor aid supports the kwacha 

' There has been much second-guessing as to why government did not foresee the overshoot and begin to
"ease off" earlier. 
 Given the past ten years of inflation, the MoF and BoZ did not want to ease the credit squeezeprematurely. Their hesitance was reinforced when October's inflation rate, widely expected to be negative, turnedout to be 3 7 percent. Moreover, having previously exceeded the IMF's reserve money and net claimsgovernment ceilings, they made a special effort to 
on 

meet the September benchmarks. This required a furtherwithdrawal of liquidity from the system. The recent jump in inflation (6 1/4 9 percent in January/February 1994)
is evidence that the situation remains volatile. 

1" Some of the panic in the foreign exchange market was triggered when BoZ sales changed sharply. Dunng
three weeks in November-December 1993, the BoZ sold $17 million, $6 million, and $11 million, respectively,
providing conflicting signals to market participants. 
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at a higher value than the market equilibrium that would prevail without this inflow.Fourth, fluctuations in the exchange rate exercise a ratchet effect on inflation, prices risingas the kwacha depreciates but not fully adjusting to any 58subsequent appreciation."' Thismechanism, which will become less pronounced as the fluctuations diminish, has left the kwachacurrently over-valued. (Retention of purchasing power parity would have dictated a nominal rateof K810 in December 1993, compared with the observed range of K600-650.)' Since anydepreciation puts in;dal upward pressure nn prices (see Section IV.A), the ultimate pass-throughof the devaluation depends on the broader economic environment and how far government
policies accommodate tis ratchet effect.16 

Data and policy responses
Reforming economic policy in the absence of timely and reliable data is a futile exercise.Up-to-date information is needed to implement and monitor the impact of policies. In Zambia,up to late 1992, data on key macro variables were available only with a long lag, in some casesseveral months. Current series on exchange rates, money supply, reserve money, foreignexchange purchases and sales, foreign exchange reserves, and so on, did not exist.Beginning in late 1992 the situation improved significantly. This occurred for severalreasons. First, without the staff being aware of it, the government had missed IMF programbenchmarks, and senior MoF staff were determined to change the situation. Second, MoF andBoZ officers were assigned full-time to "get on top" of the data and given technical support forthe purpose. A data monitoring committee was formed, met daily and has fulfilled its objective.Third, computerization of key BoZ/MoF operations (notably loans and investments and theBudget Office) began to yield more timely and better quality data. And fourth, three IMFmissions in rapid succession (October and December 1992 and Februarygovernment staff develop key series. 

1993) helped
The monitoring exercise built on this data base.Improvements in the data have continued. Most of the information needed to trackdevelopments in the economy is now available on a daily basis, including reserve money, netclaims on government, government revenue, expenditure and daily bank balances, foreign 

"' This topic relates to the more general fear of a "devaluation-inflation" spral, to which all governments are
sensitive. 
 Recent Zambian experience shows that such a spiral is not inevitable if the budget deficit is kept under
control and credit is not allowed to accommodate rising prices. These controls were not in effect when the auction
system was in place The SIDA study noted that. "...with the benefit of hindsight it is clear that by early 1987,the expected one-time inflationary consequences of devaluation had not been contained.exacerbated They had, instead, been
by loss of control over the fiscal deficit which, in turn, was being financed by equally uncontrolled
growth in money supply These effects, in a hbighly liquid yet stagnant economy -- constrained mainly by theshortage of foreign exchange--were driving the kwacha down precipitously" [SIDA, 1989: 12). 
1S9 The rate in December 1992 was K359, the rate of inflation (December to December) was 139 percent, andinflation in Zambia's trading partners averaged approximately 6 percent (taking into account price rises of 14 percentin South Africa and over 25 percent in Zimbabwe); (I + 1.39)/(1+1 06)*359 = K809 
11 The pass-through is also affected by the importance of the parallel exchange market and an economy's leveldollanzation. The greater this market's role and the higher the premium it pays over the OER, the less adevaluation of that rate will affect prices, since much of the economy alrea:y operates at a higher exchange rate.The main effect is to curb "rents" accruing to those with access to foreign exchange at the OER. Dollarization suchas has characterized Zambia also diminishes devaluation's impact on prices. 
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exchange and Treasury Bill transactions, debt payments, interest rates and exchange rates. Thetimeliness of other series, such as the consumer price index, money supply, the debt stock, tradeflows, parastatal arrears, and the balance of payments has improved as well. The datamonitoring committee operates a system for verifying data and correcting anomalies.The improved information flow has enabled the government and BoZ to take a pro-activestance on economic policy.' 6' It is no longer left to IMF missions to inform the government
where the economy stands and why.
 

Exchange rate projections and monetary programming

Even with better data, more remains to 
be done in regard to monetary programming andexchange rate projections. The BoZ's lack of a balance sheet, dating back to accountingirregularities that emerged in 1989, is a major constraint here. Since then the Bank has notproduced audited accounts and its trial balances are inaccurate and delayed several months,obliging monetary management to proceed in the absence of a monetary survey. 62 A BoZeffort to explain shifts in bank reserves has run up against large unexplained movements.
In the absence of any locally generated macroeconomic model, the basis of monetary andexchange rate management has been the simple macroeconomic accounting frameworkunderlying IMF agreements. The central relationship in this framework is the impact of

government/BoZ operations on reserve money.
While providing a consistent set of fiscal and monetary identities, the IMF framework suffersfrom a lack of behavioral relations. This deficiency was important in 1993 as the demand formoney (and other kwacha-based assets) shifted in response to the transition from high to lowinflation. The change in asset preferences was due both to internal factors (changes in thesupply of credit) and external factors (changes in expectations about the supply of foreignexchange). The macroeconomic framework lacks a feedback mechanism linking real interest 

rates and demand for money (and other assets).
Another issue requiring attention is the budget's impact on money and credit, and the effectof exchange rate movements on the fiscal balance. On the revenue side, depreciation raises thekwacha equivalent of aid disbursements, import and export taxes, and net government revenuesfrom parastatal exporters (notably ZCCM); and revenue from trade taxes is expected to bebuoyant 63 . On the expenditure side depreciation raises the cost of government imports and
debt service. "6 Whatever the net impact, the 
 shift in the fiscal balance has monetary 

161 Significant improvements in BoZ monitoring, policy formulation and implementation, especially regarding
foreign and monetary operations, follow-.d visits in 1993 by officials of the Boston Federal Reserve Bank. 

'1 The IMF has repeatedly pressed the BoZ to produce a current balance sheet. The BoZ targeted March 1994 
for production of "acceptable" accounts and mid-1994 for monthly trial balances. 

This has not been the case mZambia because of widespread customs fraud. The recent effort to improve 
tax compliance is designed to change that. 

'1 Given Zambia's large debt stock, debt service is a major concern. With present high levels of aid inflow,the depreciation-debt link has minimal impact on the budget. Over the longer term, as Zambia rationalizes its debtarrears and re-joins the ranks of creditworthy sovereign borrowers, special efforts will be needed to prevent debtservice from undermining fiscal discipline. 
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implications. These must be understood and incorporated into the macroeconomic framework.This reinforces the need for the monetary and fi. 1 agencies to cooperate in identifying andmeasuring the various inter-relationships and feed-ba. 
met 

. effects. This need for closer cooperationhas resistance from BoZ managers seeking greater "autonomy". The BoZ can onlyeffectively manage the monetary system if it broadens and deepens this cooperation. A usefulstep would be for MoF and BoZ to develop a joint framework for projecting short-term 
exchange rate movements. 

Restoring confidence
Because of past instability, it will take time (perhaps years) for the government to convincethe general public, the business community, and potential foreign investors of its responsibleapproach to economic management. Asset-holders are still demanding a large risk premium tohold kwacha-denominated assets--the real annual return on Treasury Bills exceeded 65 percentin March 1994. Meanwhile long-dated instruments are largely stillborn. 11In the interim, the government's best option is to abandon all direct controls that it cannotadminister efficiently, fairly, and transparently. Exchange control is an area whereauthorities have been unable to satisfy any of these criteria. 

the 
The view that controls haie beencounterproductive is now accepted in the Ministry of Finance, but not in many other government

agencies.
 
This has two explanations. First, 
as a hold-over from the Second Republic, whose leaderssaw government intervention as the path to development, many civil servants still believe in theirability to make controls work. Moreover, by continuing to blame the economy's problems onexternal factors (see Section 2), many Zambians have not made the connection between controlsand the subsequent economic collapse. Second, disequilibrium in the foreign exchange market,reflected in the parallel market premium, led to massive rent-seeking in the allocation ofofficially acquired foreign exchange. Those benefitting from the rents have been reluctant to 

see them disappear.

Among 
 steps taken to restore confidence, the recent containment inflation,of andreintegration of the parallel and official markets through legalization of the bureaux de change,deserve first mention. The 1993 budget statement of intent to repeal the Exchange Control Actled to a de facto relaxation of controls. The Treasury Bill tender gave asset-holders accessa high-yield alternative to

to foreign exchange. The improvements in data monitoring arebeginning to show the public that, for the first time in decades, the government is not "flyingblind" Finally, tha repeal of the Exchange Control Act, although delayed, not only eliminatedthe last vestige of tlus distortionary policy but was also a tangible demonstration that government
would delivcr on its promises.

With Zambia's exchange rate history in mind, it may seem out of place to consider re-fixingthe exchange rate. However, several writers argue that a fixed exchange rate, by providing anominal anchor for the system, creates confidence as a basis for stabilization and renewed 

' The bulk of Treasury Bills sold are 28-day instruments. The demand for twelve- and 18-month bonus, 

returning over 100 percent p.a. (real) since September 1993, has been nomnnal. 
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economic growth 66 . We shall briefly explore whether this would make sense for Zambia.
The essential feature of high inflation is rapid accommodation of domejdc currency variables,notably monetary aggregates, the exchange rate, and the wage rate [Bruno, 1988]. The role ofa nominal anchor is to break, or at least modify, the dynamics associated with suchaccommodation. This is accomplished when a government succeeds in "fixing" one of thedomestic currency variables. Alternative anchors are a key monetary aggregate such as reservemoney,167 the public sector wage billi 6b real interest rates, or a credible commitment to a

fixed exchange rate. 169 

The apparent simplicity of the last option is also its major draw-back: fixing the exchangerate (and calling it an anchor) in a system which is not effectively managed, as in Zambia,simply adds to instability. Choosing among alternative anchors is not the same as choosingamong alternative strategies for stabilization. The only effective prescription for stability is tocontain the budget deficit [Killick, 1987; Bruno, 1988; and World Bank, 1993a]
In essence, the choice among anchors is merely a choice among targets against which to measure exchange rate performance. The key is choosing a credible target. Barring afundamental oveihaul of Zambian institutions, particularly the BoZ and the Budget Office, thenotion of a fixed exchange rate lacks credibility. Attempting it would undermine, not enhance,

confidence. 
The exchange rate regime
If a fixed rate regime is ruled out, what alternatives are viable in Zambia? A resumption ofthe auction that the Kaunda administration canceled in 1987 would be preferable to a fixedexchange rate, but, mindful of that history, market participants would lack confidence in thegovernment's commitment (i) to continue the auction, and (ii) as long as the auction continued,to maintain an orderly supply of foreign exchange to it. The resultant hedges undertaken byparticipants in order to cover the perceived risks would de facto add a large premium to theauction rate. One consequence of an auction system would be persistence of a parallel market. 

11 See, for example, Welch and McLeod [1993], who argue that the key element in establishing a crediblecommitment to a fixed exchange rate in Latin America has been prudent monetary and fiscal policies. Other studiesshow that, given sucn policies, the choice of exchange rate regime does not have a marked effect on economicperformance [Mills and Wood, 1993; Easterly and Schnudt-debbel, 1993]. In other cases the choice has beenpragmatic. The American government modified its exchange rate system so that it could continue pursuingmonetary and fiscal policies that were incompatible with the Bretton Woods regime [Pauls, 1990] 
167 For instance, the growth of reserve money mght be held at zero or some low nominal amount. This


requires strict control over the public sector deficit, since a major source of r.serve money creation is central bank
lending to government. 
 In its most drastic form, this type of monetary targeting led countries such as Bolivia(which underwent hyper-inflation in the nud-1980s) to require a "balanced budget" on a daily basis. Thegovernment spends today only what it received as revenue yesterday. As noted above, Zambia adopted a cash 
budget in 1993. 

I" Where the civil service accounts for much of formal sector employment, a wage freeze provides an anchor. 
This was a key element of successful stabilization efforts in The Gambia. 

169 This was the rationale for the European Union's exchange rate mechanism until it collapsed under the 
weight of international c:apital flows. 
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Indeed any scheme will be suspect that provides a management role for government or theBoZ in the foreign exchange market. Capital flight, currency substitution, and evasion ofexchange control restrictions are so ingrained in the Zambian business community that the onlyregime that can ensure an orderly market is one that minimizes the "tax" (tune, paper work, sidepayments, fees, and risk of arbitrary disruptions) on foreign exchange operations.
By finally eliminating exchange controls in early 1994, the government has attempted tominimize this tax. Asset-holders remain concerned that sharp fluctuations in the exchange ratemay still lead the authorities to believe they must "do something". The appreciation of thekwacha between July and November 1993 tempted some officials to intervene, and variousinterest groups--commercial farmers, ZCCM, and manufacturers--pressed the government to do 

so. To its credit, it refrained. 
Given Zambia's exchange late history, the only viable option for the foreseeable future is toallow the kwacha to continue floating. It is no coincidence that policy makers in the other twoanglophone countries forming the subject of case studies in this volume h've reached the sameconclusion for their own economies. After traversing a long and tortuous route, they aresatisfied that the advantages of a floating regime for confidence, efficient allocation of resources,and transparency outweigh the drawback that the exchange rate may fluctuate in the short runand may overshoot its medium-term equilibrium level if credit is squeezed too tightly.There is reason to believe that the volatility observed in 1993 was a function of Zambia'stransition from a market disturbed by inconsistent government intervention to a largely free one.Already the authorities have helped to settle the market by containing the budget deficit as theprimary source of macroeconomic instability. The most effective way of keeping this situationunder control would be to retain the cash budget. 70 Complementary measures to lessen therisk of macro instability include tax, civil service and parastatal reform, financial liberalization,

and privatization.
Government sales and purchases of foreign exchange for its own use, and the BoZ's need tomanage a reserve portfolio, mean that a foreign exchange market cannot be totally free ofgovernment influence. The BoZ still has to gain experience in conducting its transactions so asto promote stability of the exchange rate around a market-determined trend. 7' This involvesarranging the timing of foreign aid inflows so that they are available to meet debt serv.commitments, and rebuilding the BoZ's reserves to avoid disruptions in debt service. The.,measures will help prevent Zambia's extenial debt operations from adversely influencing the

exchange rate and domestic prices.
 
A program to improve exchange rate management 72
 
The preceding sections have shown that improving exchange rate management in Zambia 

The evidence for a conservative fiscal policy as'T a means of stabilming the economy is overwhelmlig 

[Easterly and Schrmdt-Hebbel, 19931. 

' This is the "modified target zone" system proposed by Krugman [1992]. 
" A program for improving monetary  .agement inAfrica proposed by Duesenberry and McPherson [19921treats sound exchange rate policy as one of, erequisites. The present volume departs from the axiom that soundmonetary policy, which inmost SSA econor. .. , presupposes basic reforms, isaprerequisite for improving exchange

rate management, and vice-versa. 
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presupposes a government commitment to:
 
* 
 contain the budget deficit, money supply and credit as required to ensure macroeconomic

stability. (In the medium term, this requires strict adherence to the cash budget.)* continue developing a market-oriented financial, trade, and foreign exchange system;* promote close MoF/BoZ collaboration in realizing the objectives of the economic recovery 
programme.

These commitments presuppose changes in the financial and foreign exchange system so that:* interest rates reflect the supply and demand for credit;
" banks and financial institutions are properly and effectively supervised;

* 
 internal and external public debt is rationalized;
* subsidies and open-ended financial commitments to parastatals are eliminated;

* 
 competition is promoted among financial institutions; 
* improvements in data monitoring continue; and
* 	 remaining restrictions on international trade and exchange are reduced.

Progress is evident in all these areas. 
 Reforms sm-e early 1992 provide a solid foundationfor improving both monetary and exchange rate management. More remains to be done toreduce restrictions on financial markets; strengthen key institutions, notably BoZ and the BudgetOffice; improve financial supervision; and keep the budget under control. Constructive response

to wage pressures will be crucial.'73 

E. Lessons for Exchange Rate Management from Zambia 

This review of Zaihbia's exchange rate management raises the question: how was such aretrograde system sustained for so long? Th-re was overwhelming evidence that the exchangerate regime and other economic policies were causing major economic damage in the late 1970s.Exchange controls were failing to stem capital flight. External debt could not be scrviced. Theparallel market premium showed the official foreign exchange market to be highly distorted.Large balance of payments deficits were leading to rapid accumulation of foreign debt and 
external payment arrears. 

This information had no discernable effect on economic policy, including the formulation andimplementation of economic adjustment. Senior policy makers neither viewed the exchange rateas a key macroeconomic price that taxes some activities and subsidizes others, nor understoodthe linkages between e-ychange rate policy and monetary, fiscal, trade, and employment policy.Over the longer term, exchange rate policy has compounded rather than ameliorated
Zambia's economic problems. The experience yields a number of lessons:

Delayingreform increasesits costs. Failure to reform the exchange rate system aggravatedZambia's economic imbalances. Adjustments over the past two decades illustrate one mis-step 

The GRZ's reaction to the November 1993 report of the President's Commission on Wages and Conditions
of Service was encouraging in the event the 1994 budget held sa Ay increases to K12 billion, compared with theK285 billion estimated cost of the Comnussion's proposals. 
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after another. 74 The exchange rate should not have been allowed to appreciate against thedollar between 1973 to 1975; devaluations in 1976 and 1978 were too small given the sharpdecline in Zambia's export capacity, adjustments in the 1980s were unrelated to the opportunitycost of foreign exchange (as reflected in the parallel market); and instead of abandoning theauction in 1987, the government should have reduced the budget deficit Unification of theexchange market during 1989-91 via an accelerated crawl would have required eliminating
exchange controls, but this was not done

Moreover, the disavowal of exchange rate adjustment as a policy instrument magnified thecrisis atmosphere associated with each episode in which it was finally undertaken as a last resort.When the adjustments were made, complementary measure, such as deficit reduction were not
effectively implemented.

Resistanceto reform is entrenched. Commitment of policy makers to exchange rate reformis inadequate to ensure its success if the main sources of resistance are not identified and 
neutralized (or "brought on board"). This requires an understanding of the motivation of keyparticipants. Had policymakmg responded to the national interest, the exchange rate would havebeen realigned in 1975, when Zambia's terms of trade deteriorated by 41 percent. 75
Deferring to vested interests, the authorities did not act. As the crisis worsened, adjustmentswere made only under donor pressure, and then hesitantly and sporadically.The locus of resistance has shifted over time. Under the Second Republic, the Party, theunions and manufacturers supported the status quo. With the change of government, the centralbank became the main obstacle to reform. 176

Lack of information does not explain resistance to reform. Lack of information about, ordetailed analysis of, the economic costs of external imbalance does not explain why exchangemarket reform was resisted. The overvalued exchange rate was demonstrably harming theeconomy. Explanations of why a destructive policy persisted for so long in Zambia have to befound in the political economy of controls and rent generation.
Slow liberalizationcannot cure large imbalances. The government that took office in late1991 underestimated the cost that overvaluation of the kwacha was imposing on the economy.Instead of moving quickly to eliminate the distortions, it was persuaded to remove controlsslowly and selectively. Major imbalances remained and the reform process failed to win public

confidence.
 
In effect, the authorities failed to register an adequate break with past policies. 
 Specifically, 

17 Viewed in political economy terms, short-term mismanagement of the exchangeexplained. (ioups enjoying access rate can be readilyto foreign exchange at subsidized rates--Party stalwarts, unionized workers,import-substituting parastatals and favored traders--gamed from the policy. Over the longer term, the economN 'sdecline has been detrimental to all groups. Moreover the exchange rate distortions have contributed to a markedworsening of income distribution [Fry, 1974 and Iliffe, 1988. Ch. 131 Sooner or later the political leadership wasbound to be called to account 

"IWorld Bank [1992d. 662] gives terms of trade indices of 215 5 and 126.3 for 1974 and 1975, respectively(1987=100), 126 3/215 5 -1 = -0 413 
176 The BoZ's governor was widely viewed as the main barrier to exchange rate liberalization. In fact,resistance was mstitutionalized in the Bank, and his removal inJune 1992 did not make itmore cooperative. 
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they retained the highly inequitable de facto tax on legal compliance that, over time, fewer
Zambians were prepared or could afford to bear. Selective easing of restrictions in lieu of theirabolition encouraged individuals and firms to maintain the arrangements--overseas accounts and 
use of foreign currency for local transactions--they had pursued in order to evade controls 

Admittedly, immediate liberalization of the foreign exchange market would have pushed up
prices of a few tradables--most importables already trading atwere opportunity cost--but this
would have occurred when the exchange rate was K84 to the dollar (November 1991) and not
K350, the level when effective liberalization took place in December 1992. The change would
also have relieved ZCCM and a few other companies obliged to operate at the official rate from 
the burden of another year of arbitrary taxation.'7 

Stabilization is not a pre-condition for exchange rate reform. The BoZ continued tomaintain that exchange rate liberalization should await stabilization of the economy While
Zambia's need for stabilization has been pressing, its absence was no reason to delay reform of 
the foreign exchange market 

The fundamental problem facing the Zambia economy in late 1991 was lack of confidence
in the economy itself and in the government's ability to reform it. Confidence cannot be
restored as long as government and its agencies (such as the central bank) are perceived as
reluctant to eliminate key distortions. A system badly distorted by controls cannot be reformed
with those controls still in place. Furthermore, with confidence as low as it was in Zambia, no
major actors will believe that reform is in place until the main restrictions have been removed. 

Improved supervision is not apre-condition for removing exchange controls. Another BoZ 
argument for retaining exchange controls that it neededwas time to improve supervision.
Acceptance of this view would have made exchange rate reform a hestage to the central bank's 
inadequacies 

Financial supervision is a key central bank function regardless of the existence of exchange
control [Goodhart, 1988]. The BoZ should have been much further along in this area than it 
now is, 25 years after assuming responsibility for exchange control. The urgent need to improve
its capacity for supervision is an argument for relieving the Bank of extraneous functions such 
as exchange control. 

Successful exchange rate reform requires complementary policies. Exchange rate reform 
can succeed only as part of a broad ecoromic adjustment program. Liberalization allows the 
rate to be market-determined, but does not guarantee its stability. That requires complementary 
measures to smooth fluctuations in the demand for, and supply of, foreign exchange.

These measures include containment of the public sector deficit at a level that can be covered
by foreign aid and does not crowd out private investment, reform of key financial institutions,
and conformity of real wage growth to labor productivity. In a word, exchange rate reform and 
management must be viewed in a general equilibrium context. 

A devaluation-inflationspiral is not inevitable. Policy makers in Zambia, as in the other
countries whose experience is described in this volume, long resisted devaluation because they
feared it might induce a devaluation-inflation spiral. As indicated in Section IV.A, as long as 

" The disparity between the market and official exchange rates dunng 1992 cost ZCCM approximately $15million per month. No Zambian official interviewed by the authors could explain why such a loss (totalling about
$180 million) should have been imposed on the country's leading enterpnse. 
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some domestic prices are influenced by the official exchange
opportunity cost of foreign exchange, 

rate and do not fully reflect the 
a devaluation will normally lea(' to a first-round increasein the price level. However, Zambia's own experience in 1993, % i monthly inflationi fellfrom 15 8 percent in June to -1 6 percent in November and the kwac;,, s November-Decemberfall had been contained by March 1994, shows that a spiral need not follow, given adequatecontrol over the public sector deficit and a non-accoinmodating credit policyLberalizationincreases the risk of overshooting. As noted earlier, the May-October 1993credit squeeze pushed the kwacha sharply upward against

reduction in 1994 donor support caused 
the dollar. Then the threatened 

a panic depreciation in November and December. -Many observers blamed the floating exchange rate mechanism. In fact, the root cause was lackof confidence. While that situation persists, asset-holders' expectations will remain volatile,providing the potential for further sharp movements in the exchange rate.In order to curb this volatility the government must maintain its commitment to economicreform and avoid short-term reactions (such as attempting to re-fix the exchange rate) that willundermine confidence Given positive real interest rates, a well-functioning Treasury Billtender, a transparent and consistent mechanism for BoZ foreign exchange transactions, andretention of the cash budget, the government now has the instruments needed to stabilize prices
and ultimately the exchange rate.

No single instrument will suffice to hold that rate rigidly to a level reflecting the mediumterm opportunity cost of foreign exchange. But prudent management of the entire package willenable the authorities to counteract any short-run tendency of the nominal rate to movesubstantially off the trend-line consistent with that level.'Capacity and confidence are essentialfor exchange rate reform. Zambia's economic historysince 1970 provides a case study of government interventions undermining confidence. Thegovernment intervened in too many areas, too often, in an arbitrary manner which allowedsystematic abuses by vested interests. To protect themselves, asset-holders shifted their assetsabroad, used substitute currencies, and conducted transactions through non-formal and parallel
channels. 

To change this situation, the government must demonstrate its capacity to manageeconomy and take explicit steps to regenerate confidence. 
the 

constrained, Given that capacity is necessarilythe most effective approach is to pursue consistent and transparent policies thatleave as little room as possible for arbitrary official actiuns. Pursuit of a cash budget and
market liberalization represent such policies.

The cycle of self-fulfilling adverse expectations will be broken when asset-holders have an
incentive 
 to change their behavior. Tighter foreign exchange controls will not restoreconfidence, especially when they are administered by a central bank that has lost the public'strust Continued controls simply add to the premium on foreign exchange; they do nothing to

eliminate the premium.
Re-generating confidence will take time. Government must satisfy the market that (i) it isitself convinced that any attempt to reinstitute direct control of the exchange rate would be 

"I The literature on exchange rate management highlights the limits of central bank discretion Central bankaction can influence trends in the exchange rate, but not resist them [Branmon, 1983, Cooper, 1985; Humpage,
1986]. 
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disastrous, and (ii) it and the BoZ will limit themselves to influencing the rate indirectly through
the market, using such instruments as controlling credit growth, promoting financial competition
and removing distortions in the trading system.'79 

F. Concluding Observations 

In October 1991, Zambia's newly elected government faced the task of imposing order on an economic system that had been allowed to deteriorate for two decades. There were many
obstacles to reform. The country's external debt was unserviced (and unserviceable); keyeconomic institutions had become dysfunctional; macroeconom'c data was out of date; many
senior officials in the government, parastatals, and unions opposed economic reform; and fewZambians had confidence in the future of the economy. On the positive side, the Zambianelectorate had given the government a mandate to change economic policy radically, and the 
donor community was offering substantial support.

Up to mid-1993 the over-riding concern was whether, and under what circumstances, the economy would stabilize. In 1992, unprogrammed wage awards, subsidies to parastatals anddrought expenditure added to instability. Policy makers did not appreciate how sensitive the 
economy had become to large budget deficits. 

In preparing its program for 1993, the government made inflation the principal concern. Inlate 1992 it floated the currency, shifted to a market-determined interest rate and adopted a cashbudget After a shaky start, the economy began to move in the right direction. Zambians have
been through similar changes in the past only to themsee reversed. It has taken time for consumers and the business community to accept that economic recovery is possible. Many
remain skeptical 

The speed with which the economy adapts to the new policy directions will depend on howboldly the government pursues them. Final elimination of exchange controls in Januarywas a positive step. It requires complementary actions, 
1994 

some of which are being delayed.
Parastatal deficits (Zambia Airways and ZCCM) are not yet under control.Divestiture/liquidation of parastatals has been protracted. Civil service reform has also been 
delayed. 

The Zambian economy has not experienced a "soft landing". A combination of tightliquidity, high real interest rates and declining real incomes made the exchange rate "overshoot",
following which, when asset-holders panicked over threatened loss of donor support, itunderwent a sharp correction. TIhese changes placed severe pressure on local manufacturing,
agriculture and mimng. As government twowith the itself, decades of economic
mismanagement have burdened these sectors with structural features causing low productivity,
and major adjustments are required to make them competitive


Economic reform is never easy. Nonetheless, a decade and a half of evidence from Zambia

(and the other countries analyzed in this volume) shows that reform postponed is ultimately more
difficult and costly Zambian policy makers made the mistake of letting the costs of adjustment 

'" Although this chapter has focused on domestic vanables, the international context should be kept i nund.As a result of the globalization of financial markets, the government and BoZ cannot be effective "players" in theZambian economy if they attempt to control directly the exchange rate and other financial variables. 

174
 



deter them, while paying too little attention to the costs of not adjusting. This not only createddistortions ir the economy, but severely damaged institutions and attitudes An example of thelatter is the BoZ's persistent reluctance to relinquish controls which it was not implementingeffectively, transparently or equitably, causing it to obstruct rationalization of the foreign
exchange market

Elimination of exchange controls has now given Zambia's key economic institutions theopportunity, for the first time in over 20 years, to focus on the macroeconomic policy changesneeded to support a liberal exchange rate regime. Some frictions will be encountered.However, the government has finally demonstrated a capacity for basic policy reform. This isencouraging and gives hope that policy reversal and abandoned reform may belong to the past.If that proves to be the case, the Zambian economy will experience economic recovery and long
term growth. 
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Annex to Chapter IX: Chronology of Exchange Rate Actions in Zambia 

1949 Devaluation of pound sterling led to boom in copper industry

1964 (October) Zambian pound fully convertible one-to-one with pound sterling

1965 Establishment of Bank of Zambia to replace Bank of Rhodesia and Nyasaland

1965 Exchange Control Act passed; Minister 
 of Finance empowers Bank of Zambia to 

administer the controls 
1968 (January) Zambian pound replaced by kwacha at rate of K2=Z1 
1970 (September) Mufulira mine caves in
 
1971 Major failure of maize crop
 
1971 (December) Kwacha linked to dollar
 
1973 (January) Border with Rhodesia closed
 
1973 
 (February) No adjustment when US $ devalued (implied a revaluation of 11.1% against 

the $)
1975 (September) Copper companies declare force majeure due to transport problems

1976 (July) Kwacha linked to SDR after 20% devaluation against the $
 
1978 (March) Kwacha devalued by 10% against the SDR
 
1978 (June) first aid consortium meeting for Zambia held in Paris
 
1979 Failure of maize harvest
 
1983 (January) Kwacha devalued by 20% against SDR
 
1983 
 (July) adjustable peg tied to an SDR basket; implied devaluation of 11 %; crawl of 1% per 

month
 
1983 Introduction of 50% retention for non-traditional exports

1984 Rate of crawl raised to 2.5% per month
 
1985 (October) K2.2 = $1 Introduction of auction based on marginal bid
 
1985 (December) K5.7=$1
 
1986 (June) K7 5 =$1 with virtually no parallel market premium

1986 (August) Dutch auction introduced
 
1986 	 (December) Budget deficit for year 21.6% of GDP; inflation for 1986, 82.1 % (GDP

deflator); rate on Treasury Bills, 25% per annum 
1987 (January) Auction suspended; exchange rate set at K9=$1 
1987 (March) Two-tier system, K9=$l official, float for remainder 
1987 (April) exchange rate K21 =$1 
1987 	 (May) Auction abandoned; rate fixed at K8=$1; FEMAC established--combined import

licenses and foreign exchange allocation; 10% of net export earnings allocated to debt 
service 

1987 (December) Third party use of foreign exchange with BoZ approval; "no funds" subject
only to a negative list; retention funds could be held for 60 days

1988 Open, but illega,', black market 
1988 (November) Devaluation by 20% to K10=$1 and linked to the SDR
1989 (January) New Economic Recovery Programme (1989-1993) released; remittances for 

expatriates increased 
1989 (March) No questions asked policy on "no-funds" market
1989 (June) Bank of Zambia agrees that liberalisation would provide positive incentives but 

176
 



needs 	time for further consideration
1989 	 (July) Devaluation by 49% to K16=$l, followed by monthly crawl
1989 (November) Travel allowances ncreased
 
1989 (December) Devalued to K24=$i

1990 (February) Open General License system introduced; official rate K22=$1 (for ZCCM,Zambia Airways, Zimoil, fertiliser); "second window" K40=$1 but crawling; exporters

formally authorised to sell importers retention funds
1990 (April) Export retention scheme simplified
1990 (July) Guidance from BoZ on operations at market exchange rate1990 	 (September) Export licenses issued by commercial banks; export retention extended to six

months; travel and education allowances increased1990 (October) Resident non-Zambians permitted to hold local dollar-denominated accounts1991 (April) Retention market exchange rate introduced
1991 (May) IMF agrees to Rights Accumulation Programme for Zambia 
1992 Major failure of maize crop
1992 (January) Non-traditional exporters allowed 100% retention; official rate devalued by 30%

and rate of crawl accelerated (to 8% per month)
1992 (April) Official rate K136=$1; retention K194=$1
1992 (June) Report of Exchange Market Liberalisation Committee -- urges caution
1992 (October) Bureaux de change system introduced
 
1992 (December) ZCCM earnings sold at "market rate"

1993 (January) Government announces that Exchange Control Act will be repealed
1993 (June) BoZ report on exchange rate liberalisation: urges caution until economy stabilises1993 (July) BoZ issues A.D. Circular 9/93 which transfers most exchange control to 

commercial banks 
1993 (July) Kwacha reaches K565=$1, begins to appreciate
1993 (August) Rate of inflation falls to 2.5% per month
1993 (August) Inter-Ministerial Technical Committee appoints Sub-Committee on Exchange

Rate Liberalisation 
1993 (October) Exchange rate K345=$1; real interest rate approximately 4% per month1993 	 (October) Sub-Committee completes report; recommends sweeping removal of exchange


controls

1993 	 (N(,vember-Decembcr) Rapid depreciation of the K/$ rate due to uncertainty over future

donor support for Zambia 
1993 (Decerber) Bank of Zambia tightens monetary conditions; sharp increase in nominal 

inteyest rates
1994 (January) Minister of Finance announces cessation of Exchange Control Act in Budget

Speech 

Sources: World Bank, 1977; McPherson, 1980; Aron and Elbadawi, 1992; IMF Team, 1992;
Zinnes, 1993 
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CHAPTER X 

MACROECONOMIC AND EXCHANGE RATE MANAGEMENT IN SSA 

Chapter IV outlined the main elements in the process of transition from controlled to marketbased exchange rates. In most developing and 'ormer centrally planned economies that havecompleted this transition, the authorities have first (i) pursued monetary and fiscal policies that
contained macroeconomic instability, and (i) introduced measures of trade liberalization, before
moving to market-based exchange rates by unifying the nominal and parallel market rates

In principle, stabilization, while it greatly facilitates exchange reform and is desirable in
order to remove economic distortions and promote growth, is not inherently a precondition toexchange reform because the market can effect E steady devaluation to compensate for inflation
and thereby maintain an equilibrium real exchange rate Several Latin American and Asian
countries have at times allowed the market to determine their exchange rates notwithstanding 
rapid inflation 

However such periods have tended to alternate witi' uthers when official ambivalence about
the exchange market gained the upper hand. At that point the authorities have preferred to see
the exchange rate as an instrument for combatting inflation, and have interrupted market-directed
depreciation of the national currency. This has invariably led without delay to BoP pressure,
undermining the process of liberalization.
 

The lesson for Africa is 
 that, absent a credible commitment to stabilization at the time
exchange liberalization is undertaken, there is a serious risk that the process will be interrupted.
With insistent prodding from the IMF and donor agencies, most SSA countries have initiated"structural adjustment programs" (SAPs) featuring simultaneous measures of macroeconomic 
stabilization and trade and exchange liberalization, designed to lead to a market-determined
exchange rate within the program's term. Previous chapters have examined in detail theexperience of four countries that have modified their exchange rate regimes in the context ofsuch programs. The present chapter summarizes this experience with respect to stabilization andexchange rate reform. It concludes with a summary review of the status of the SSA region as 
a-whole with respect to exchange rate management. 

A. SSA Economic Background 

On average, the countries of SSA outside the franc zone have been experiencing
macroeconomic problems for roughly twenty years, while most FZ countries date their encounter
with such problems more recently, to the early 1980s. Soon after independence many SSA
countries initiated ambitious public expenditure programs including establishment or expansion
of state enterprises. Those programs were often financed by central banks, which either lent
directly or provided "refinancing loans" at low interest rates to commercial banks in their role 
as the nominal c-editors. 

A number of African countries benefitted from commodity booms in the early or mid-1970s.
Non-oil countries' gains were partially offset by higher oil prices as well as accelerated inflation
in developed countries. Nonetheless, in many countries the cost of imports generated byexpanded public expenditure was covered for a few years by improved ToT. However that 
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improvement was short-lived, as most commodity prices suffered a relative decline in the late 
1970s. 

For example, Ghana experienced a fivefold rise in export prices between 1971 and 1978. Inspite of the rise in oil and other import prices the ToT improved by 100 percent between 1971and 1977, but then deteriorated rapidly in the 1980s. Zambia's ToT improvement began earlierand ended quickly but had a heavy impact on policy. Nigeria and the other oil exporters firstexploited the oil boom and then underwent severe strains through failure to adjust to its collapse.Most of SSA's inflation and BoP problems can be traced to some combination of demandexpansion and ToT deterioration. In some cases the demand expansion began in response to afavorable ToT shift, and was subsequently not reversed when trade terms worsened. Policymakers chose to interpret changes in external conditions in the most favorable light, regardinga favorable shift as permanent and its reversal as temporary
The appropriate response to the ToT reversal would have been policy reform leading tocontraction of demand and adjustment of exchange rates. Instead, many countries in SSA as wellas Latin America and elsewhere chose to finance their trade deficits rather than contain them viapolicy reform The more creCitworthy countries supplemented official aid they were receivingon concessional terms by borrowing from commercial sources, but this flow soon dried up andleft the countries with unmanageable debt burdens. 
Governments also tried to avoid the need for demand restraint or devaluation byadministrative measures to suppress inflation and ration foreign exchange. They introduced oruicreased subsidies for food and energy, often accompanied by rationing, in an effort to holddown he cost of living, especially for urban workers. The BoP gap was covered by tariff

increases and exchange coutrol in the form of import licensing and quotas.Increasing reliance on exchange controls stimulated parallel markets and weakened the impactof exchange rate shifts. When, as often happened, domestic prices continued to rise despite afixed nominal exchange rate, the premium in the parallel market increased and evasion of thecontrols became more common. Eventually the price distortions, inefficiencies and corruptionresulting from the exchange controls forced devaluation, but not necessarily an end to the controlregime. In most cases when inability to enforce the controls compelled governments to devalue,the-exchange rate adjustment was too small and not accompanied by the changes in fiscal and 
monetary policy needed to make it effective. 

The early 1980s found most SSA countries heavily in debt and suffering severe BoP stress.Inflation rates were high in most of the non-franc zone countries--86 annual observations by theIMF on 22 countries during 1980-83 average 22.4 percent.'" Exchange control, universal inthe high inflation countries, was accompanied by wide spreads between nominal and parallelmarket rates. Weighted average SSA GDP growth during the 1960s and 1970s was about 4percent per annum, but during 1980-91 it was only 2.1 percent, and per capita GNP fell at -1.2percent p.a. during the decade [World Bank, 1981: 144 and 1993b: 239 & 241].
The SAPs initiated during the 1980s in response to this crisis, rather than focussing on longterm growth objectives, were intended to lay the groundwork for resumption of growth througha variety of institutional reforms and policy changes. Priority was given to restoring a modicu

'a Unweighted average of percentage increases of consumer price indices [IMF, 1993c: 105]. 
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of solvency in the BoP and minimizing the threat of hyperinflation. Medium-term objectives
were price stabilization, exchange rate unification, and real devaluation to provide incentives for 
export expansion.

The first step in curbing inflation was normally to reduce public sector borrowing from thebanking system. Most SAPs also called for higher nominal interest rates to encourage saving and a market-based allocation of credit; elimination of exchange controls, and devaluation or a move 
to a floating exchange rate. 

B. 	 Deterioration of SSA Institutional Capacity for Exchange Rate 
Management 

Implementation of exchange control has required the central bank and finance and tradeministries to micro-manage the allocation of that portion of foreign exchange passing throughgovernment accounts They have had to approve all forms of payments including borrowingabroad, debt service, foreign travel, imprest accounts and so on. The market distortions causedby exchange controls have been 	 compounded both by corruption and by bureaucratic
inefficiencies associated with institutional decay. Some actors buy their way around the controls,
others ignore them by keeping their resources abroad or shifting their local operations into hard 
currency.

In !he growing number of SSA countries that have liberalized their exchange rate systems,the occasion for such micro-management as well as the inefficiencies that have accompanied ithave declined substantially. However liberalization has not reduced the need for formulation and
implementation of macroeconomic policies designed to maintain stable environment forproduction and investment. Availability of up-to-date, reliable data is central to the formulation
and 	 execution of such policies. A government cannot constructively affect the economy's
direction if it does not know the present position. Timely collection and analysis of data dependon the presence of competent staff in the finance ministry and central bank. In many African
countries staff capacity in these agencies has declined in the recent past.

In some cases this can be attributed at least in part to the preference of autocratic policymakers for weak central banks and finance ministries. In some countries, e.g. Zambia's SecondRepublic, the economic agencies have been subordinated to the "Party". Whether as a result ofdeliberate undermining or merely an outcome of neglect, real compensation has been depressed
by inflation, inducing many qualified staff, some of whom were given postgraduate trainingabroad in order to strengthen their institutions, to shift into private or parastatal positions or evenemigrate. Along with budget cuts and tightness of foreign exchange, diminished accountability
throughout the public sector has led to an erosion in the timing and quality of data collection.

Central banks and statistical agencies typically collect and publish basic data with serious
lags. 	 The Bank of Zambia has not published audited accounts since 1988 Some central bankstake six months to produce a credible monetary survey. Many finance ministry budget
departments are no more up-to-date in monitoring the execution of national budgets. 

C. 	 Experience of the Four Sample Countries - Summary 

Ghana, Senegal, Uganda and Zambia have all made progress towards establishing a base for 
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effective exchange rate management. There has been progress toward price stability, unificationof exchange rates, and a real devaluation sufficient to provide a b,,e for export expansion.However, none of the countries has completed these tasks and the fou- onomies remain fragile.New shocks could seriously disrupt the progress achieved up to . w. The current positionregarding the three immediate objectives of macroeconomic policy are reviewed below togetherwith some observations on ancillary objectives. 
Disinflation 
The three anglophone members of our sample--Ghana, Uganda, and Zambia--have sufferedseverely fiom inflation during the last twenty years. The lowest 20-year rate has been Zambia'sat 2,200 percent, the highest Uganda's at about 20,000 percent, with Ghana falling in betweenat over 8,000 percent. All three have experienced at tunes annual inflation rates of over 100percent, by late 1993 Ghana and Uganda had brought inflation down to 10 percent or less, whilein March 1994 Zambia's annual rate of inflation was about 27 percent. 8' In contrast, by virtueof its membership in the franc zone Senegal's cumulative inflation during 1972-92 was limitedto 310 percent, modestly above the 267 percent averdge for industrial countries."Ghana'sCPI rose at an accelerating rate from the late 1970s through 1983. The remainderof the 1980s saw two cycles of acceleration and deceleration; however in 1991 the rate wasbelow 20 percent, and in 1992 only 10.1 percent. The latest drop is due to several factors. After1983 the growth of banc credit to government was sharply reduced in real terms. The ToTstabilized for a time although they deteriorated again at the end of the decade, by which timeofficial transfers were rising rapidly With the restoration of confidence, private transfers greweven faster, while a sharp rise in demand for money relative to income enabled growth of moneysupply to exceed that of national output and expenditure, slowing inflation and creating

seigmorage for the government.
Eight years of despotic rule by Idi Amin undermined Uganda'sonce prosperous economy.Some recovery occurred under the Obote government, which took over in 1981, but progresswas interrupted by renewed civil war. After some false starts, since 1987 the NRA governmenthas pursued a stabilization program which has brought Uganda into the ranks of Africa's currenttop performers. Inflation, peaking at 240 percent in 1986/87, dropped to minus 0.6 percent forthe 12 months July 1992-June 1993. Projections for 1994 foresee prices rising below 10 percent[IMF, 1994a: 23]. The disinflation was accompanied by liberalization of trade and the exchange

rate (see below).
Uganda's recovery has been accomplished notwithstanding one of the severest ToT declinessuffered by an African country. Between 1986/87 and 1992/93 the ToT had deteriorated byabout 65 percent, reflecting primarily a fall in the price of Ugandan coffee. Heavy indebtednesscoupled with the decline in export earnings brought Uganda's debt service ratio to almost 100 

percent in 1992/93. 

" Twenty-year inflation rates are calculated from respective country pages in IMF [1993c]; pre-1993 annualrates are given in consumer price table, ibid. 105; 1993 data for Ghana and Uganda relate to the period July-October, taken from respective country pages, IMF 11994c]; 1994 figure for Zambia from GRZ, Mimstry of
Finance [1994] 

iS Calculated from index for industrial countries given in IMF [1993c: 106-07] 
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With the help of the World Bank's debt reduction facility the government bought back $153
million of commercial debt at a substantial discount, and rescheduled other debt. A strong 
recovery of production--GDP rose at an average 5.0 percent p.a. during the five years ending
June 1993--coupled with heavy inflow of official and private transfers, reaching 13 percent of
GDP in 1990, and forthright action by the government in reorganizing tax collection, downsizing
the civil service and demobilizing the military, brought the budget deficit under control The 
deficit ballooned to 8 percent of GDP in 1991/92 bt fell to 3.4 percent in the following year

In rapid succession Zambia initiated and then abandoned several stabilization programs.
Inflation rose steadily during the 1980s, exceeding J00 percent in 1989 and 1990. The new 
government elected in late 1991 began a fresh round of stabilization efforts. Its first budget,
adopted in early 1992, established nominally tight controls over public expenditure and monetary
expansion. However, the government proved unable to hold the line on expenditure and inflation 
accelerated once more. 

A second attempt later in the year was more successful. The January 1993 budget statement
committed the government to a "cash budget", i.e. zero borrowing from the banking system.
Notwithstanding some "fudging", notably build-up of arrears and financing of maize purchases
with promissory notes, expenditures were held down. After some slippage in controlling
parastatal finance, domestic credit was also contained. The result of the budget and credit crunch 
was rapid disinflation. 

In December 1992 prices were rising at 10 percent per month; ten months later inflation was 
at a (temporary) halt. The disinflation was assisted by a temporary appreciation of the kwacha 
(see below). However a reversal of this latter trend in November 1993 led prices to increase by
16 percent (an annual rate of 80 percent) over the following three months. 

By virtue of Senegal's membership in the West African Monetary Union (WAMU) and thus 
use of the CFA franc, its recent inflation rate was close to (though slightly less than) France's-
during 1972-92 France's CPI increased by 335 percent, compared with Senegal's 310 percent,
the peak being 31.7 percent in 1975 During 1993 Sen: galese prices declined by 0.7 percent.
The IMF projects an increase of 39 percent during 1994 in the wake of the CFA franc's January
devaluation [IMF, 1994a: 71].

In common with most WAMU members, notwithstanding the low inflation rate, Senegal lost
international competitiveness during the last two decades, and pursued a stabilization program
designed in effect to devalue the CFA franc's REER. The resulting measures to curtail bank
credit and contain the budget deficit pushed the 1992 CPI 7.5 percent below that for 1986,
without resulting in a significant boost of exports and leaving the economy in deep recession. 

Exchange rate umfication 
With constant encouragement from the Bretton Woods institutions, all three anglophone study

countries have now unified their exchange rates for current transactions by leaving them to be
determined by the market, i.e. float. This occurred after extended periods of exchange control 
coupled with efforts to maintain nominal rates as low as 3 percent of those determined in the
parallel market. These regimes, which involved multiple nominal rates, were eventually
simplified into dual exchange systems, with one official (preferential) rate and a pseudo-market
rate at whfuch current transactions were largely free of controls. Eventually each country raised 
its nominal rate (local currency units per dollar) far enough to reduce the market premium to 
a fraction of earlier levels, but unification occurred only when a free market came into being 
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in which the central bank itself participated and whose rate it applied to official transactions. 
Ghana led the way in the unification process, and Uganda and Zambia have subsequently

adapted the Ghanaian approach to their own situations. In 1982 Ghana's parallel market rate
exceeded 40 times the official rate. The following year, when the CPI was rising by 142 percent,
the cedi was implicitly devalued by introduction of bonuses on foreign exchange receipts and
surcharges on payments, effectively raising the official rate (cedi per dollar) by a factor of about 
eight 

During the next three years the bonus and surcharge scheme was abandoned and the cedi
experienced periodic official devaluations more or less in tandem with inflation, by 1986
reaching a level 33 times the 1982 nominal rate. The real rate was about ten times the 1982
level. In 1985/86 restrictions on import licensing were eased although foreign exchange was still
rationed and excess demand supported a premium that averaged around 120 percent on the 
parallel market 183 

In 1986, as the first step towards officially allowing the market to determine the exchange
rate, the central bank initiated auctions of part of the foreign exchange available to it through
official channels, notably foreign aid and cocoa export proceeds, as well as the portions of their
foreign exchange proceeds which private exporters of gold, timber, etc. were required to sell 
to it. Participation in the auctions was limited to importers bidding to fulfill their licenses. A
cheaper (fewer cedis per dollar) fixed rate was maintained for official transactions and"essential" imports such as petroleum and drugs. The parallel market continue to thrive.


In 1988 the government legalized the parallel market 
 by allowing exchange bureaus to 
operate, supplying foreign exchange for any bonafide imports of goods or services. The bureaus
and their suppliers were not required to identify their sources of foreign exchange. At first the
bureaus were excluded from the central bank auctions, leading to a significant differential in 
rates between the two markets (the bureau rates being higher). However in 1990 the auction was
reorganized as a wholesaling operation, open to banks and bureaus meeting certain criteria.
Banks and bureaus were also authorized to trade foreign exchange among themselves. 

In 1991 the (partial) surrender requirement still in effect for exporters was partly shifted to
banks, the central bank retaining only cocoa and gold proceeds, which it conthued to use for
official transactions. A somewhat retrograde step in the same year limited the net open foreign
exchange positions of banks and bureaus, requiring them to sell the excess to the central bank 
or other dealers. 

The following year the central bank auctions were terminated, and processing of import
applications was shifted from the central bank to the commercial banks. However, with the
central bank still retaining cocoa and gold proceeds, the commercial banks could not meet import
demand at the official exchange rate, and queues developed. Eventually the central bank began
supplying foreign exchange to the commercial banks. With the central bank's active participation
in the interbank market, the exchange rate for current transactions was effectively unified. 

During the 1970s Uganda maintained a fixed official exchange rate with few adjustments
even during rapid inflation. When Obote took control in 1981 the parallel market rate was 30
times the official level. The new government devalued quickly by 90 percent and continued with 

1 Mean value of approximate average monthly pretma, January 1985-December 1986. 
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periodic devaluations before and after introducing an auction system in 1982, although ongoing
inflation kept the official rate at a fraction of the auction rate.

In mid-1984 the official and auction rates were unified at a level four times higher than thepre-existing official rate. However inflation accelerated with renewed civil war, and in early1986 the auction was abandoned in favor of new experiments with dual rates. By the time theNRA government took power in 1986 the parallel market premium had reached 1000 percent.Between mid-1987, when the Economic Recovery Program was launched, and mid-1990,the NRA government conducted step-wise devaluations, retaining a below-market official ratefor certain licensed imports while authorizing non-coffee exporters to use their full proceeds fora wide range of imports. Moreover the parallel market was tolerated and permitted to import all 
except specifically banned commodities. 

In July 1990 the government legalized the parallel market by authorizing establishment ofexchange bureaus. In early 1992 an auction for donor import-support funds was established,effectively ending official intervention in exchange rate determination. In late 1993 the auction's 
functions were transferred to the interbank market. 

Zambia's effort to maintain a below-market exchange rate (low kwacha value of the dollar)can be said to date from 1971, when the country's BoP suffered its first significant current
account deficit (15 percent of GDP). During the yearstwo following the Smithsonianrealignments of December 1971, Zambia allowed its currency to appreciate by 11 percent against
the dollar. After a modest devaluation in 1976 the kwacha's nominal dollar value entered th,1980s only 8 percent below its pre-Smithsonian level, notwithstanding serious economicdeterioration. Devaluation occurred more frequently in response to accelerating inflation after
1980, but the parallel market premium continued to widen.

Under IMF and World Bank pressure the government established an auction in October 1985.This appeared to succeed in arriving quickly at a realistic exchange rate, but the resultingnominal depreciation of the kwacha aroused political opposition, in response to which thegovernment abandoned the auction and reimposed a highly overvalued official rate only 19 
months later. 

The accelerating inflation forced the Kaunda government into further stepwise devaluations,
but when it was defeated at the polls in late 1991 the premium on the parallel foreign exchangemarket was around 80 percent. The new government undertook a serious effort to liberalize,beginning by authorizing bureaux de change. At the time of writing the bulk of foreign exchangereceipts, derived from copper exports and foreign aid, are deposited with the central bank. Thebank decides on a daily basis how much foreign exchange it wants to put into the market, andoffers tlus to banks and bureaux de change at a price based on rates observed in the bureaus the 
preceding day.

The bureaus also buy from private suppliers, but, collectively at least, they are almost alwaysnet purchasers from the central bank. There i; no formal auction but dealer competition seemsto be effective in establishing rates that reflecl conditions of demand and supply, subject to thereservation that differentials among rates offered by different dealers point to continuing market
imperfections. Again at the time of writing, the central bank was working towards a system ofaccepting bids for the available exchange each day. Such an arrangement offers two majoradvantages: firstly, it will eliminate the central bank's dependence on the preceding day's rates(during periods of rapid change this had already generated substantial margins for dealers); and 
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secondly, it will provide information to the market more quickly and efficiently than occurs
through dealers comparing each other's rates.

Almost until the bitter end of the 50:1 FCFA/Ffr exchange rate, exchange rate unification was rot an issue Senegaland the rest of the franc zone. The premium of less than ten percentobserved from time to time in certain markets was attributable to tax evasion and conveniencerather than the underlying imbalance between supply and demand. The gap widened in late 1993 as the banks postponed foreign exchange transactions in anticipation of the devaluation; as of thetime of writing (late 1994) the hefty realignment--50 percent drop in the CFA franc's value--wasconsidered more than enough to redress the imbalance and no one was ,2t speculating in
anticipation of a further realignment.


Conclusion. All three anglophone study countries have by now 
eliminated all significantcontrols on the supply and use of foreign exchange for current transactions. All three eschewed"shock" therapy, seeking 'istead a conversion lasting several years from an overvalued official 
rate to a market-determined one. 

The preference for gradualism arose from several factors:
1. 	Maintaining an overvalued official rate eased budget pressure from government imports

and payment of debt service;
2. Licensing of imports at the official rate created rents for favored traders and consequent

opportunities for corruptin;
3. 	 Government officials, nervous about the dynamic response of markets to shocks, arealmost always averse to sudden large price changes. Rapid closure of the gap betweenofficial and parallel markets, even if highly beneficial to society as a whole, is costly toinfluential economic actors who have adapted to the old system. Officials seek to avoidfriction with these actors and blame for adjustment losses by slowing the reform process.Clearly rapid adjustment does inflict some real social costs on workers who lose their jobsand cr,%sumb who see 	prices of basic foodstuffs sky-rocket. Insofar as government is not eq ,ipped administratively to compensate vulnerable actors, some degree of gradualism may bejustified on equity grounds, quite apart from the need to build political support.
On the other hand the elaborate licensing schemes that the governments used to direct cheapforeign exchange to 	supposed priority uses did not achieve most of their social objectives.Governments are inherently less efficient than markets in choosing socially optimal uses forforeign exchange, moreover much of the government-controlled exchange that was allocated to
such uses was 
 in effect resoid at parallel market rates. On balance, the efficiency losses andstagnation which the study countries experienced by delaying exchange rate unification forseveral years clearly outweighed any benefits of gradualism. 
Movement of REERs 
This subsection summarizes the experience of the study countries in effecting devaluation oftheir real effective exchange rates. Each country has made significant progress in this respect,although the experience of each in the transition process has been quite different.
Ghana has been officially embarked on a stabilization program since 1983, and after somefalse starts has probably succeeded in establishing a more solid basis for development of exportsthan any SSA country other than Botswana and Mauritius. From 1983 to 1992 Ghana's REERdepreciated by 86 percent. This had two results: firstly, the cocoa that previously exited throughGhana's CFA neighbors was lured back into formal trade channels. Recorded 1991 cocoa export 
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volume was 45 percent abave that in 1985; in 1989 it was 62 percent higher, although more
recently the declining world price has taken its toll."8 Secondly, during 1986-91 the dollar
value of timber, minerals and energy exports grew by 7.1 percent p.a. while nontraditional 
exports (NTE) grew at more than 8 percent. The consistent profitability of NTE has attracted 
significant new foreign investment. 

A notable feature of Ghana's stabilization program is that real devaluation and exportexpansion were not accompanied by a reduction in the current account deficit. As income rose
and exchange controls were eliminated, imports expanded faster than exports, and a sharpincrease in foreign aid disbursements and remittances of Ghanaians working abroad enabled the 
country to finance a trade balance that moved from being posJtive ($61 million) as late as 1986 
to a deficit of $470 million in 1992 [IMF, 1993: 373].

Figure X.1 illustrates Ghana's transition. EXT and Q* represent the mutial external and
internal balance constraints familiar from Figures 111.3 and 111.5; point A represents an ex antedisequilibrium position with (i) an overvalued cedi and (ii) a level of real GDP that cannot be
sustained without accelerating inflation Ex post the economy lands at point B with a higher
REER (a weighted average of the nominal and parallel market rates) and lower GDP. 

The easing of controls tends to increase imports at any given REER, thus pushing EXTupward and to the left with fixed financing (dashed line EXT'). However in Ghana's case this
effect was more than offset by the action of foreign aid disbursements and private remittances 
in pushing EXT down and to the right (heavy line EXT"), as any given REER was now
compatible with more imports and a higher GDP. 

On the side of internal balance, elimination of exchange controls reduced price distortions
and the resulting loss of productive efficiency, especially in agriculture. Spare parts and other
inputs became readily available to industry, expanding capacity utilization. These changes shifted 
Q"to the right (line Q"),

The net result of Lhese policy-induced shifts was to move the economy to point C,representing increased real GDP at a higher REER (the unified auction rate), a reduction in
inflationary pressure, an increase M*-exports and even greater expansion of imports. The higher
REER was the net outcome of a real depreciation of the cedi's nominal value, while its value
in the parallel market appreciated in real terms, bringing a near conjunction of the two rates.

Uganda'sexchange market experience exemplifies another set of transitional problems. Like
Zambia it brought down both its inflation rate and demand for imports by tightening control of
pub-..c expenditure and credit. However an unexpectedly sharp compression of imports created
different problems. First, the planned inflow of counterpart funds from sale of aid receipts to
private importers was so large a share of budget revenue (around 30 percent) that the import
shortfall substantially increased the fiscal deficit, violating the performance criteria agreed with
the IMF for the deficit and government use of bank credit. Second, low import demand caused
the shilling to appreciate, weakening the competitive position of Ugandan tradables producers.

An apparent solution to the first problem would be to relax the ceiling on government
borrowing in the knowledge that resources are available to finance imports generated directly
or indirectly by the expansion of public sector demand. However, the procedures imposed by 

Export volume indices from IMF [1994c: 252-531. 
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Figure X.1 - GHANA: EXCHANGE RATE REFORM, 1983-1993 
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donors would not allow use of their aid to finance either public sector imports or an increase inprivate import demand generated by credit creation. Thus, one would have witnessed a
worsening BoP deficit side-by-side with undrawn, supposedly quick-disbursing aid resources. 

In sum, the Ugandan experience highlights the prescnce of trade-offs in exchange rate
policymaking. The rate that will enable the government to obtain desired counterpart financing
for the budget is less (fewer shillings per dollar) thai. the optimal rate from a trade and 
development point of view 

During early 1992 Zambia's exchange rate rose in nominal terms but not as fast as prices,
so that the real rate appreciated.Waen inflation slowed after mid-year, the kwacha began to
appreciate in nominal terms L., well and continued to do so until November, when it reversed
direction and depreciated rapidly. By January 1994 the nominal rate had risen by almost six 
times in two years but the real rate was little changed

The volatility of the kwacha exchange rate following unitication illustrates some of theproblems of transition to a market-based e,-change rate. Exchange rates are exposed to upward
or downward pressure from a variety of sources--shifts in aggregate demand; changes in food
prices; shifts in import and export prices; capital flcws, whether induced by differential interest 
rates or shifts in investor confidence; and so on. Most of these factors operated in Zambia
during 1992-93, exerting powerful, often contradictory pressures on the exchange rate. Without
attempting a play-by-play account it may be useful to list key factors in the movement of the real 
exchange rate. 

* The slowdown in growth of demand tended to reduce imports thereby making the real rate 
appreciate; 

• a fall in copper prices had the opposite effect;
* the rise in real interest rates tended to make ihe exchange rate appreciate by:
 

- inducing capital flows;
 
- leading borrowers to seek credit abroad instead of in Zambia; and
 
- depressing imports as firms reduced inventories in response to higher real rates;

" The rise in prices tended to make the nominal exchange rate depreciate (i.e. more kwacha 
per dollar)

Once inflation slowed, high interest rates raised the kwacha's investment appeal, leading to
substantial appreciation m nominal terms (fewer kwacha per dollar) during the third quarter of
1993. At its peak in October 1993 the kwacha's real value was almost twice its August 1992 
level. 

However, it was clear from the resulting squeeze experienced by the national copper
company and complaints of other e:porters that the October 1993 level was not consistent with
underlying supply and demand conditions in the Zambian economy. In other words even though
market-determined, it was not a medium-term equilibrium rate. Many observers expected asubstantial correction, but when it would begin and how fast and far it would go was a matter 
of conjecture.

In the event the decline started in November as concerns about near-term foreign aid receipts
led traders to anticipate a drop in the supply of foreign exchange. Meanwhile a substantial civilservice pay increase and large-scale government maize purchases weakened confidence in the 
government s anti-inflation resolve. The exchange rate (kw/$) rose slowly at first, then 
accelerated as expectations were fueled. By March 994 the market rate was 85 percent above 
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the October '93 level, although inflation had slowed to about 2 percent per month.
Conclusion. All the study countries have caused their REERs (sh/$) to 
 se since 1985 Thereis some indication that this has been a region-wide trend. Of 14 SSA countries for which theIMF's InternationalFinancialStatistics gives REERs, twelve had average REER indices for1992 (in two cases where 1992 data are missing from the December 1993 IFS, for 1991) below100, with 1985 as the base The unweighted average index for all 14 countries was 77.The two exceptions were FZ countries, Cameroon (110.0 in 1991) and Ivory Coast (135.5).With the January 1994 realignment of the CFA and Comoran francs, the latter two countriesalong with nine other FZ countries not included in the aforementioned 14, and Ghana", haveseen their REER indices dip well below 100. Unless indices for some of the rune non-FZcountries in the 14 have risen above 100 since 1992, it can be said that, of 24 SSA countries forwhich REER data are available, all have allowed their currencies to denreciate since 1985. Mostof the remaining 22 SSA countries (set of 46 cited in Chapter I, less 24) have been the objectof IMF irnd IBRD pressure to let their REERs depreciate, although it is not excluded that somecountry indices (with 1985 as base) may currently be above 100.
Notwithstanding this tendency, which has caused parallel market premia over nominal ratesto decline in most of SSA, many SSA countries still have exchange controls fostering substantialpremia (we treat anything in excess of 15 percent as "substantial"). 

D. Status of 46 SSA Countries - Summary 

In its annual report on ExchangeArrangements andExchange Restrictions, the IMF presentsa convenient summary of the current exchange and trade regime in effect in each of its membercountries (numbering 179 as of October 1994)"a . Table X. 1 reproduces this data for the 46African countries coming within the parview of our study, effective in most cases as ofDecember 31, 1992. 187 The table classifies country regimes according to the following criteria:
0 Acceptance of IMF's ArticleVIII versus Article XIV. Article XIV, covering what theFund terms "transitional arrangements", is the minimum commitment required of every 

' IMF's IFS does not give Ghana's REER index, but estimates within the framework of the present study show
it to have declined well below the 1985 base. 

18 IMF, 1994c vii Data are also given for three nonmember colonial temtories, namely Hong Kong, Aruba
and the Netherlands Antilles. 

11 The number of countries accepting IMF Article VIII status is up-to-date as of end-October 1994, and thecategorization of countries according to basis for determination of exchange rate is up-to-date as of June 30, 1994. 
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Table X.1 - SUMMARY FEATURES OF EXCHANGE AND TRADE SYSTEMS IN SUBAHARAN AFRICA*
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IMF member to promote free trade and payments.' Accepting the obligations of Article VIII
involves an additional commitment to "refrain from imposing restrictions on the making ofpayments and transfers for current international transactions or from engaging in discriminatory 
currency arrangements or multiple currency arrangements without IMF approval" i89.

" Exchange arrangement in effect Here there are five main subcategories.
i. Determination of the exchange rate via peg to a currency or composite of currencies, 

or more flexible arrangements;
ii. Separate exchange rates for capital transactions and/or invisibles; 
iii. Multiple rates for imports; 
iv. Multiple rates for exports; 
v. Import and export rates differ.
 

* 
 Existence or otherwise of exchange restrictions, classified in five subcategories: 
i. Payments arrears, 
ii. Bilateral payments arrangements;

iii. Payments restrictions on current and/or capital transactions;

iv "Cost-related import restrictions", i.e. import surcharges and/or advance 
 import 

deposits. 
v. Surrender/repatriation requirements for export proceeds.

The penultimate column of the table tabulates the number of African countries in eachcategory, expressed in the final column as a percentage of the 46-member universe. 
Continued SSA adherence to fixed exchange rates is reflected in the fact that, as of mid-1994,27 countries, or 59 percent of the total, pegged their currencies either to one other currency

to a composite of currencies. 
or 

Nor does it follow that all 19 countries described as pursuing"more flexible arrangements" were m fact allowing the market to determine their exchange rates.The three anglophone subjects of case studies in this report are classified as "independently
floating", as is The Gambia. Their exchange rates can indeed now be described as market
determined. However Nigeria, Sierra Leone, Sudan and Zaire are also listed as havingindependently floating exchange rates, notwithstanding the presence of parallel markets featuring
high premia.


Of the six countries listed 
as operating "managed" floats, at least three--Guinea, Guinea-

Bissau and Somalia--also have parallel markets with high premia.


Also of significance is the fact that, 
as of October 1994, only eight SSA countries, or 17percent of our universe of 46, had accepted IMF Article VIII status. Among our case study
countries Ghana and Uganda fell in this group, both having accepted the obligativ, s of Article
 

tu Members operating under Article XIV comrmt themselves to "have continuous regard in their foreign
exchange policies to the purposes of the Fund, and, as soon as conditions permit, they shall take all possiblemeasures to develop such commercial and financial arrangements with other members as will facilitate internationalpayments and the maintenance of exchange stability In particular, members shall withdraw restrictions maintained or imposed under this Section as soon as they are satisfied that they will be able, in the absence of such restrictions,to settle their balance of payments in a manner which will not unduly encumber their access to the resources of the

"
 Fund 

I59 This wording figures inannouncements in the IMF's biweekly Survey indicating a given country's acceptance
of Article VIII. See, for example, announcement concerning Ghana in IMF (1994a 107]. 
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VIII in early 1994. The other six countries are Djibouti, The Gambia, Kenya, Mauritius,Seychelles and Swaziland. As regards exchange rate regime, the eight couutries include fourindependent floaters (The Gambia, Ghana, Kenya and Uganda), two (Mauritius and Seychelles)pegged to a composite of currencies, one (Djibouti) pegged to the U S. dollar and one
(Swaziland) pegged to the rand 

As of end-1992, over half of SSA countries (58 percent) had payments anears, and 73percent (33 countries) reported restrictions on current payments."9 Only three (small)countries--Djibouti, The Gambia, and Seychelles, representing seven percent of the total-
reported no restrictions on capital payments.

Moving away from the matter of formal arrangements, it is useful to distinguish four groupsof SSA countries with respect to exchange rate management. The first group comprises countrieswhere the bulk of international transactions occur at exchange rates controlled by or throughmarket forces, and exchange controls on current transactions are minimal. Allowing marketforces to dominate is not inconsistent with occasional intervention by the central bank, usingreserves (or borrowing) m order to dampen volatility, and/or operating on interest rates in partto influence the exchange rate All three anglophone study countries fall in this first group.Uganda and Zambia joined it considerably later than Ghana, and m some ways must be
considered as still in transition 

A second group of countries is situated at the opposite extreme, characterized by little or noprogress in bringing down inflation, retention of broad exchange controls, and high parallelmarket premia Members of a third group, falling in between the two, have progressed moreSlowly than the first, in some cases making headway in a stabilization program only to see itinterrupted by political instability (e.g. Nigeria). Finally, the fourteen franc zone countries,retaining their long-standing pegged exchange rate, still guaranteed by France, at a new levelthat should at least inmtially attract resources into tradables production, constitute as before a 
group apart. 

Three of the 33 countries, Ghana, Maunzi, and I.:anda, subsequently (between January 1993 and April1994) assumed Article VIII status, meaning tha, ','-y would now presumably be categonzed in the IMF table as
having dropped restrictions on current payments. 
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CHAPTER XI 

CONVENTIONAL ARGUMENTS AGAINST DEVALUATION 

The object of the present chapter is to summarize arguments that ate still heard in Africaagainst a market-based approach to exchange rate management, and recapitulate evidence thatin the authors' view contradicts most of these arguments. 

A. Statement of the Arguments 

The following five hypotheses/assertions/prescriptions will be reviewed here:1. A fixed exchange rate vis-4-vis the dollar, franc, or some composite of major currenciessuch as the SDR is the most desirable regime because it establishes confidence on the part offoreign and local investors and stiffens the authorities' backbone in managing fiscal andmonetary policy so as to avoid inflation exceeding that of one's trading partners.2. Devaluation not only pushes up the CPI immediately by increasing prices of tradables, butit has been shown time and again under SSA conditions to nurture an inflationary spiral thatundermines the initial impetus to competitiveness and leaves an economy worse off than it would
have been had it used other measures to resolve external imbalance.

3. Those who suffer most under devaluation-induced inflation, as well as under measures ofdemand restraint instituted to control it, are vulnerable groups forced to allocate a large shareof their budgets to food. This includes particularly actors in the urban informal economy,persons on fixed income such as pensioners, and landless rural dwellers.4. Apart from the harm it causes, devaluation does much less good than its proponents allege.Price elasticities of supply of the primary commodities accounting for 90 percent of Africanexports are low, as are income elasticities of demand for the products in world markets. As theshare of manufactures in SSA exports is so low, making them more profitable throughdevaluation will do little to ease the BoP in the foreseeable future. Moreover SSA manufacturerscannot hope to compete with (i) the Asian NICs, who will not hesitate to use market power tohead off penetration by African producers, and (ii) growing protectiomsm in industrial countries,as a result of which both industrial and agricultural products in which SSA is or could becompetitive have become subject to stiff non-tariff barriers.
5. A substantial proportion of residents of any African country will accept a large nominaldifferential in returns on liquid assets in order to invest them abroad, and no SSA governmentcan realistically expect to establish the conditions of political and economic stability required toinduce these residents to choose voluntarily to retain the assets m-country. Accordingly,whatever the regime to which current account transactions are subject, African countries shouldapply control measures to prevent outflow of capital other than repatriation of capital pursuantto commitments to foreign investors, and should allocate administrative resources to implement

such measures. 
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B. Commentary 

1 Superiority of fixed-rate regime
As indicated in the introductory chapter, up to the last generation, fixed exchange rates wererogarded world-wide as the norm. Inflation, inconvertible paper currency, and exchangedepreciation were universally deplored. Historically, support for fixed exchange rates is linkedto support for stable prices. The specie-flow mechanism ensured that no country could maintain a differential inflation for long unless it gave up the gold standard 
Current support for a fixed exchange-rate regime in developed as well as developingcountries derives from the view that fixed exchange rates imply a commitment to policiesconsistent with price stability. There are several reasons for this association. First, a fixed-rateregime is more transparent--a movement of the exchange rate outside an announced band is adefinite event, whereas fluctuations of a floating rate are subject to widely varyinginterpretations. Second, the regime appeals to the historical association of fixed rates with"sound money". Third, a government's resolve to combat inflation is reinforced by the view thatdevaluation after a commitment to a fixed rate represents a failure of economic management.

A government can at any time announce a commitment to a fixed exchange rate. Butannouncements have no magic. The pre-Depression popular attachment to a hard-money, goldcoin standard no longer provides strong support for a fixed exchange rate regime. Internationalagreements to maintain rates at a certain level have repeatedly broken down after costly efforts 
to support them. 

Everyone agrees that low inflation and stable exchange rates are desirable per se. Thequestion is what they cost to attain. An announced commitment to an unrealistic objective does more harm than good. Two different sets of circumstances have led governments to abandon afixed exchange rate regime after strongly proclaiming their intention to maintain it.First, a burst of inflation, whatever its cause, can raise prices above those in competingcountries. Restoring one's competitive position without a devaluation requires that the initialburst be offset by depressing subsequent inflation below the competitors' level. Even if thisproves possible, the benefits from protecting the fixed exchange rate may not be worth the costin terms of foregone output--especially given the possibility that the cycle may be repeated.
Second, differential inflation is not the only cause of external imbalance. A population'sdemand for imported products, and world demand for its own products, shifts along with consumer tastes and rates of technological change and appearance of new products that varyamong countries. Along with weather-induced fluctuations in harvests, these factors lead tosizable ToT shifts. Competitiveness is also affected by other countries' exchange rate policies.A country's comparative attractiveness to investment capital shifts with the business cycle,comparative interest rates at home and abroad, and political developments within or even wholly

outside the country's borders. 
When changes are temporary, exchange rate adjustment can be avoided by use of reserves,by borrowing or by a period of demand restraint. Those measures are costly and if they failthere is no offsetting benefit. When the changes are permanent, devaluation is sooner or later 

inevitable and delay is costly.
When a high ratio of non-tradables prices to those of tradables makes an economyuncompetitive, correcting this distortion quickly will facilitate faster growth over time, even at 
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the cost of a few points of general price inflation, than a deflationary policy aimed at keeping
the CPI nearly constant for a few years or even reducing it. The stagnation that a number of
African countries have experienced while following such a policy is analogous to that undergone
by Britain in the 1950s and '60s 'while trying to maintain a fixed exchange rate for the pound
sterling. 

Experience teaches three principal lessons about fixed exchange rate regimes. First, theyshould be adopted only when there is strong political support for price and exchange rate
stability. Only then can one expect public support for policies that contain demand pressure and
for governments that refuse to accommodate inflationary pressure from supply shocks.

Second, for a fixed-rate regime to be beneficial, a country must be able to adjust without
devaluation to temporary adverse shifts in the trade balance. To do that it requires substantial
foreign reserves and/or borrowing capacity. It must be able tc replenish reserves and pay offdebt when circumstances are more favorable. There must be political support for a period of
demand restraint until trade conditions improve. Finally, the government must be able, during
periods of adversity, to resist pressures for protectionist measures that will undermine efficiency 
over the long run 

Third, it is important to know when to give up. Adverse shifts in trade that persist for yearscan only be offset by depreciation of the exchange rate in real terms, which is tantamount to
maintaining a lower inflation rate than one's trading partnurs. If that is not achieved, devaluation 
is ultimately necessary and the sooner it is done the better. 

Up to January 11, 1994, the most prominent defenders of the fixed exchange rate regime in
Africa were those involved in supporting the FCFA/Ffr parity that lasted 45 years (see Chapter
VII on Senegal). With the January realignment it can be argued that the African franc zone (FZ)
countries have in fact switched from a fixed exchange rate to an adjustable peg. On the other

hand the longer the new peg lasts, the more it will once more converge on a fixed rate regime.


In many ways the FZ experience can be regarded as a test of the fixed rate regime under

optimum circumstances. Multilateral institutions in two groups of countries--seven in West

Africa, six in Central Africa--mobilized far stronger discipline over individual members' demand
 
management than the vast majority of individual SSA country central banks or ministries of
finance have succeeded in exercising over their governments. Moreover, standing behind the
 
arrangement 
was France, with its implicit veto power over aiy degree of monetary expansionthat would lead to unmanageable deficits of the FZ central banks in their operations accounts 
with the French Treasury.

One result, as already shown, was substantially lower inflation rates in FZ countries than in
the majority of non-FZ African countries. However, it was not enough to avoid what IMF
Managing Director Camdessus referred to as "the stagnation of the last decade" in his statement 
welcoming the devaluation [IMF, 1994a: 18].

As for stiffening the resolve of the FZ authorities to resist inflation, the Senegal chapter
suggests that determination to adhere to the fixed exchange rate did indeed have this effect, to
the extent of forcing Senegal's 1992 CPI 7.5 percent below that of 1986 However it turned outthis was not enough to stimulate an upturn by making the economy competitive. Senegal's GDP
growth averaged 1.3 percent p.a. during 1989-91; the FZ's largest economy, Ivory Coast,
experienced declining total (not merely per capita) GDP for five consecutive years starting in 
1987. 
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Instead of making preservation of parity a goal in itself and imposing drastic deflationarymeasures to achieve it, early in the 1980s FZ money managers and their French colleaguesmight more profitably have conducted a benefit-cost analysis to compare the net present valueof a deflation policy with that of alternative options A devaluation considerably less drastic thanthe 50 percent that had become necessary by early 1994, with strengthening of BCEAO/BEACinstruments of monetary restraint--notably the limit on credit to public authorities--wouldprobably have facilitated resumption of growth with less pressure on prices than the 30-40percent inflation which the IMF is projecting for 1994.
The same observations apply to management of the new, devalued FCFA/Ffr parity. Asbefore, France's guarantee of convertibility will enable the two FZ central banks to defend parityin the short run against the kinds of flows which have caused some countries' floating exchangerates--e.g. Zambia's--to gyrate. At the same tune there is a renewed danger that the FZauthorites will treat all capital outflow as movement in search 6f short-term advantage, andflows responding to a loss of underlying competitiveness will be too long ignored.The Senegal chapter reports that FZ monetary managers stress the difficulty of getting 13countries to agree on a new parity. The January 1994 devaluation was several years in themaking. Before they find themselves lodged in the same predicament as in the 1980s, we hopethat the FZ authorities can develop (i) decision rules by which market signals and costcomparisons can be translated into gradual parity changes, and (ii) institutions qualified to dothe analysis and ultimately implement changes without requiring the unanimous consent of 13 

presidents. 
2 Devaluation and inflation 
Short term effects. The short-run impact of a devaluation on domestic prices of tradablegoods and services depends on the extent to which pre-devaluation prices are governed by thenominal exchange rate. To the extent prices are so governed, a devaluation causes an immediaterise in prices of tradables, and a cost push from the devaluation tends to induce more or lesscompensatory wage increases, followed by further price and wage increases. Thus, for a oncefor-all realignment to attain a target real adjustment, the nominal devaluation must overshoot the 

target.
Conversely the more overvalued the pre-devaluation exchange rate, the larger the share oftransactions that will have been pushed into the parallel market. The more transaction costs inthat market have been inflated by official sanctions, and the greater the share of transactions thatcurrency realignment brings back "above-ground", the greater the probability that a devaluationwill not only not be inflationary, but may even lower the average price level.In Ghana [cf. Kapur et al, 1991] only about 20 percent of transactions in tradables"above-ground" werewhen exchange rate liberalization got underway in 1983. By contrast, theparallel market in franc zone countries has never been very large, so that the initial price risefollowing the devaluation of January 1994 should be roughly equal to the share of imports indomestic absorption times the 100 percent increase in the price of foreign exchange.A monetary and fiscal policy that fully "accommodates" wage and price increases tends toinduce a wage-price-exchange rate spiral

not 
However, as the Appendix shows, devaluations havebeen the principle cause of inflation in SSA countries The appendix also shows thatinflationary spirals set off by devaluation have tended to run down even without demandrestraint. On the other hand fully accommodated inflationary spirals can last a long time, and 
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only if a devaluation is accompanied by reasonable demand can berestraint its objectives 
achieved. 

How far inflation will continue subsequent to the initial devaluation-induced price shock (i.e.
the jump in import prices) is largely under the government's control. The problem facing policy
makers is fundamentally the political one of how to adjust to the changes accompanying currency
depreciation. The more support they can mobilize from beneficiaries to counter opposition from 
those disadvantaged by depreciation, the stronger the measures they can take to restrain inflation. 

In the event such restraint is successfully exercised, the initial price rises resulting from
devaluation should be viewed as a necessary correction rather than an argument against
realignment Any measures seeking to reduce a BoP deficit, whether they operate through
quantitative restrictions (q.r.'s--foreign exchange allotments, import quotas like)and the or
directly through prices (as with devaluation, taxes, subsidies, etc.), must make production of 
tradables more profitable, and/or reduce demand for imports and export of capital by making
them relatively more expensive 

Whether ex ante or ex post, such measures cannot avoid increasing the ratio of prices of
tradables to those of non-tradables. Changing the nominal exchange rate (raising the number of 
shillings per dollar) that is applicable to all transactions is the only admimstratively feasible 
measure that accomplishes this in a nondiscriminatory manner. It does this by raising the local 
currency cost of all purchases of foreign exchange and by raising local currency revenue from 
all sales of foreign exchange in the same proportion. 

Medium- andlong-term effects. A central teaching of economics is that, in the medium and
long term, policies that lead to (i) convergence of incentives in different lines of production and 
(ii) nondiscriminatory pricing of factors of production, including foreign exchange, in accordance 
with social opportunity cost, will induce greater output at market price. than policies that deviate 
from those objectives. (Undeniably, some deviations may promote distributional and other social 
objectives, this is not the place to discuss how much deviation may be justifiable in the 
circumstances of a particular DC.)

Thus, in the medium and long term, devaluation which reduces differentials among incentives 
to produce importable versus exportable goods and services, and leads to pricing foreign
exchange at its social opportunity cost, is anti-inflationary, in SSA no less than any other part
of the world. Conversely, maintenance of a fixed exchange rate which prices foreign exchange
nominally at less than its opportunity cost, leads to BoP pressure requiring controls and/or tax
cum-subsidy packages that invariably augment the variance of production incentives and cause 
factor pricing to deviate from opportunity cost. 

In other words, over the medium and long term, if a country allows its currency to become 
overvalued, maintenance of a fixed exchange rate will lead to less growth than a devaluation that
results in valuing foreign exchange at opportumty cost. Impoited products will become subject
to increasing rents that vary at the caprice of the q.r. managers, with a direct impact on the CPI. 
The availability of tradable inputs for public utilities will be constricted, leading to excess 
demand at rates that typically remain controlled well below opportunity cost. Even if not 
reflected directly in the CPI, repressed inflation will characterize some branches of the 
economy. 

Many SSA governments wedded to the doctrine of fixed exchange rates have held onto their 
rates under the foregoing conditions for so long that the adjustment eventually required to restore 
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a semblance of equilibrium in the BoP was dramatic. Ghana's correction of a 3,000 percent (30times) overvaluation is an extreme case, but the CFA franc's 50 peicent devaluation after 45 years is by no means modest when seen in the light of the insistence of many of its defenders,in France as well as the FZ, up to the last minute, that no devaluation at all was either necessary
or desirable It is too soon to measure the impact of the FCFA devaluatior on FZ price indices,but it is certainly greater than the cumulative CPI increases resulting from a gradualdepreciation, ending in the same new panty, that would have made the FZ more competitive
during the 1980s 

We conclude that, over the medium and long term, a govermnent's readiness to devalue withwhatever frequency is necessary to preserve competitiveness--i.e adherence to a regime
somewhere along the spectrum between an adjustable peg and a purely market-determined,
floating rate--is per se no more inflationary than a fixed rate regime, and under many plausible
scenarios is likely to be less inflationary.

3 Devaluation and income distribution: gainers and losers
In tune, unless mismanagement of other facets of economic policy derails the recovery, thewhole commumty should benefit from elimiation of the price distortions and shortages that sooften accompany efforts to maintain an overvalued exchange rate. However, as noted in Section

IV A, in the short and even medium term, adjustment towards an EER inevitably brings
redistribution of income.
 

A first round of iedistribution results from the initial changes in prices of tradables induced
by a devaluation Further redistribution follows from (i) any wage-price spiral induced by the
devaluation, and (n) measures of demand restraint invoked to check the spiral. The short run
 may even see a fall in output, the outcome depends 
on how long it takes the positive response
of producers of tradables to offset the negative impact of factors (i) and (ii).

Ag,'iculture is still the predominant source of production of tradables in SSA. According toWorld Bank [1994.91], in 1992 it accounted for 20 percent of SSA GDP, as compared with17 percent each for manufacturing and nonmanufacturing industry, and 46 percent for se. vices,the latter being largely nontradable. According to the same source'", urban areas accounted
for 29 percent of SSA's population in 1992, implying that the majority of the population stands 
to gain from higher producer prices for agricultural commodities. 

The CFA franc's January 1994 one-shot realignment of 50 percent creates as close to alaboratory situation for evaluating the impact of devaluation on SSA income distribution as one can hope for All 14 IMF country programs following the devaluation have provided for sharpincreases in those producer prices over which the governments concerned have some degree ofcontrol. 193 For example, Cameroon doubled administered producer prices following the 
devaluation. 194 

191Page 167. 

"9Page 223. 

'3 Information about IMF franc zone programs in, uted in 1994 is taken from IMF: 1994b and 1994c. 

' IMF: 1994b, page 16. 
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Within two months of the devaluation the president of Niger was reporting that his country's
exports of cotton, livestock and cowpeas to its neighbors, particularly Nigeria, had
recovered. 95 Obviously the pastoralists and smallholders who account for those products werebenefitting. No less interesting is the president's claim that sales of local manufactured products
-such import substitutes and/or exportables as cement, sheet metal, soap, perfume and textiles-
had shown an immediate positive response. Meanwhile is Bemnois counterpart was predicting
that the devaluation would energize regional trade in all directions, inter aia fostering exportof fruits and tubers--likewise products of smallholder agriculture--from the coastal countries to 
the (Sahelian) interior. " 

At the same time one would expect the gains of producers of tradables to be at least partiallyoffset, in the short and medium term, by losses for those who consume but do not produce
tradables, including a significant share of the urL ')ulation In this vein the IMF franc zone 
programs detect or foresee a negative impact on pur,.,asing power, primanly of urban groups,arising from the higher food prices as well as prices of petroleum prouucts and public utility
rates, notably those for electricity and watei Agreements between the IMF and the governments
concerned allow the latter to limit price increases of items of "mass consumption" temporarily
through subsidies and/or reduction of indirect taxes. 

Comments by FZ authorities in IMF [1994b] show that, for example:
o Benin iskeeping its gasoline price unchanged, limiting the increase of water and electricity

rates to 15 percent, and "jawboning" selected sellers to hold down their profit margins,
* Niger is "fightling] against speculative price increases" and taking measures to ensure an"adequate supply of essential goods";

* 
 All 14 countries are looking to a franc zone Social Development Fund, created with Ffr

300 million of French government aid, to absorb unemployed workers in labor-intensive 
projects; and 

* All the countries aie looking to education and health projects already agreed or to be
developed with World Bank and bilateral assistance to improve the access of disadvantaged 
groups to social services. 

Partially offsetting the negative impact on urban purchasing power, the IMF reported aftereight months that the devaluation had so strengthened government revenues, largely through
increased receipts from ad valorem customs duties, that several FZ governments previously in 
arrears in paying civil service salaries had been able to eliminate these. 19 

The following subsections look more closely at the impact of devaluation on food and otherprices, and at the social implications of the subsidization of tradables consumption resulting from 
an overvalued exchange rate. 

Foodprices. It is low-income groups not producing their own food and typically devoting50 percent or more of their household budgets to food that feel the immediate price impact ofdevaluation most acutely. The proportion of tradables in food budgets varies widely across the 

'9 Ibid., page 14 

' Ibid., page 13. 

'7 IMF, 1994a: 269. 

206 



continent. It is lowest among nomadic herdsmen, who consume primarily milk and other
products from their herds, as well as among sedentary populations subsisting on root crops such 
as yams and cassava, or local cereals such as millet and sorghum.1 98 

Conversely the proportion of tradables is high among populations whose staples are maize or rice, parucularly when a country's food policy has landed it in a deficit position that finds itimporting one or the other of those cereals. Under such circumstances a devaluation hits theurban informal sector and persons on fixed incomes as well as landless rural dwellers not sharng
in revenue from higher food prices. (In African countries that are self-sufficient in maize or ricethe ex-farm price typically falls within the wide gap between import and export parity due totransport and handling costs, and may be only marginally affected by changes in currency 
parity.)

The proportion of tradables is also high among urban populations addicted to bread and otherwheat products, .,Ilce most SSA countries import the bulk or all of their wheat and/or wheat
flour. The conce.'n of the IMF and client governments over the impact of devaluation on FZ
urban consumers clearly took into account the share of imported rice and wheat in the diets of 
urban populations in the zone. 

To be sure, the current share of tradables in SSA food budgets results in part fromgovernment policies that have biased the ToT against local agriculture, directly or indirectly
(through currency overvaluation) subsidized imported cereals and other foodstuffs, and thereby
accelerated rural-urban migration. One of the effects of a policy of pricing foreign exchange atits opportunity cost is to reduce the bias against agriculture, slow migration and raise the dietshare of local foodstuffs. But it takes time to alter mass tastes, and policy makers are naturally 
averse to reforms that incite food riots. 

Public services. The IMF and donor agencies can also accept the concern of African
governments about the social effects of an immediate pass-through of devaluation to tariffs of
certain public services. A phased adjustment of tariffs, involving interim subsidization ofnecessities such as water and urban transport--electricity much less so and telephone service
certainly not--can be justified as part of the social safety net. All the better if subsidies can betargeted towards low-income groups and the informal business sector, avoiding the fiscal burden
of subsidizing upper-income groups and the formal business sector. 

Othergoods and services. From goods and services where (diminishing) subsidization of
the impact of aevaluation can be regarded as part of the social safety net, one passes to goodsand services where devaluation may pose as large a potential shock to policy makers, but where
less sympathy can be expected from the IMF and donors. Two major categories in this
connection are (i) personal vehicular transport, involving the cost of vehicles, spares, fuel and
lubricants, and (ii) international travel, notably air fares and subsistence abroad 

Had many African countries not maintained exchange rates valuing foreign exchange belowopportunity cost, a significant share of the urban middile class that has grown dependent on
personal automobiles would have chosen to rely on public transport, governments would have
invested more in such service, and housing demand would have favored more urban high-rise
accommodation relative to single-family units or duplexes in the suburbs. Devaluation always 

" "Low" does not mean zero, since there is a nonnegligible cross elasticity of demand with respect to pince
between these nontraded products and traded cereals. 
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imposes a painful adjustment on this constituency, to whose interests SSA policy makers payclose attention in order to stay in power. As for air fares and other costs of foreign travel, inmuch of SSA a smaller but influential elite is accustomed to periodic visits to Europe which are 
out of reach at equilibrium exchange rates.

Subsidizing the beneficiariesof currency overvaluation. A fundamental characteristic ofexchange rate disequilibrium is that those who purchase tradable goods and services at thenominal exchange rate are paying less than social opportumty cost, and are therefore receivinga (hidden) subsidy from society at large, while two large groups in society pay a hidden tax.These are (i) farmers and others who produce tradable goods and services in the absence ofprotective barners, and (i) users of products whose importation is subject to severe q.r.'s,creating scarcity rents. The question in deciding whether to avoid devaluation-induced priceshock, or mitigate it through subsidization with public resources, is not whether the shock willforce a change of lifestyle on some members of the population, but whether it is justifiable toask society to continue taxing the latter groups to subsidize the consumption of the former.To arswer this question one must consider the opportunity cost of the subsidization--i.e. thesocial value that would be generated by letting the market reallocate the foreign exchange inquestion to users who are willing to pay as much or more than a market-clearing price. Apartfrom consumers whose marginal utility from additional consumption of tradables properly entersinto the social welfare function, ont should think of raw materials and intermediate inputs whoseimportation would allow domestic iidustry to utilize its installed capacity more fully, reducingaverage costs, employing more workers and, in some cases, laying a basis for penetration ofexport markets. One should also take into account the distortions introduced into an economyby administrative measures taken in order to meet BoP pressures, and the impetus accorded toa DC's key objectives by incremental foreign exchange that reduces or vitiates the need for such 
measures. 

In the case of the franc zone the operative constraint is fiscal resources rather than foreignexchange, since France guarantees FCFA convertibility but supranational central banks restrictcredit to each member country's public sector in order to avoid rising deficits in their operationalaccounts with the French Treasury. The opportunity cost of an exchange rate policy making the
FZ economies uncompetitive and imposing stagnation 
on them is thus a shortage of resources 
to pay market salaries for staff talent, as well as to operate, maintain and expand public services 
and infrastructure. 

The majority of top-level SSA policy makers have short time horizons, and avoidance ofconflict with organized groups that are benefitting from subsidized foreign exchange oftenreceives higher priority than solution of macroeconomic problems. Under such circumstancesthe IMF and donor agencies are obliged to intervene on behalf of the growth and distributionobjectives of African economies, and set appropriate conditions for nonproject assistance.As for demand restraint measures, these impact most heavily on recent rural-urban migrants;other participants in the informal sector whose job opportunities depend on "trickle-down" fromwage-earners in the formal sector; and casual labor, both urban and rural, which is employedby public agencies and the priate formal sector when monetary and fiscal policy is expansive.
Conclusion. Experience following the CFA franc devaluation indicates that a large segmentof the rural population, which includes the majority of the poor in every SSA country, benefitsfrom devaluation, while some low-income urban groups lose purchasing power. However with 
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support from the IMF and bilateral sources, particularly France, during the year immediately
following devaluation the FZ governments have been able to contain the loss suffered by these 
groups, thereby avoiding a backlash strong epough to derail the program. According to the "AFand the authorities concerned, there are grounds for optimism that any lingering losses ofpurchasing power will be more than offset by the job expansion and income opportunities
generated by resumption of economic growth.

4. Impotence of devaluation in the face of low elasticities
 
Response of agriculturaloutput. Many writers have attempted to measure 
the elasticity ofoutput and exports of African countries with respect to one or anoth,.- measure of the exchangerate. One of the best known efforts in this regard is Balassa's [1990], involving regression ofannual changes in the ratios of (i) merchandise exports, (ii) agricultural exports, and (iii) exportsof goods and nonfactor services to output, on annual changes in the real exchange rate for 16 

SSA countries during 1965-82 
Based on 272 country-year observations for the 17-year period, Balassa obtained regressioncoefficients of 0.88 for (1), 1.35 for (ii), and 1.01 for (iii), all statistically significant at the 1percent level. In other words 1 percent changes in the RER were associated with changes of0 88, 1.35 and 1.01 percent, respectively, in the export-output ratios. As Balassa notes, thecomparison between the coefficients for (i) and (ii) contradicts the conventional wisdom thatexports of agricultural products are less responsive to prices than those of industrial goods.Comparing SSA with developing countries as a whole, the coefficient for agricultural exports 

was almost twice as high for SSA. 
Devaluation's most direct impact on agricultural output is through a proportionate increasein the local currency equivalent of f.o b. export prices, which works its way back to farm-gate.For many export crops, domestic handling costs account for not less than half the local currencyequivalent of the f.o b. price. Were these costs to remain constant after a devaluation (admittedly

they will not), given handling costs of 50 percent, a devaluation of x percent would increasefarm-gate prices by 2x. For example, if the pre-devaluation f.o.b. price is 100 shillings, then
handling costs and farm-gate are each 50; a devaluation of 20 percent raises the f.o.b. price to
120 and farm-gate to 70, which is a 40 percent increase. 
- Conversely if handling costs consist entirely of tradables, a 20 percent devaluation increasesthem by 20 percent from 50 to 60, leaving 60 for the farmer, implying a 20 percent increase inhis revenue. The actual composition of tradables will lie somewhere in between, leaving the

farm-gate price between 60 and 70, for a percentage increase of 20-40 percent.
The net impact on the farmer's profitability depends on his use of tradable inputs. Use ofsuch inputs does not account for a large share of costs of smallholder's crops and herdsman's

livestock production accounting for the bulk of African agricultural exports, hence devaluation
will not raise total production costs proportionately, and profitability goes up by more thandevaluation. In the preceding example, if the farmer buys 10 shillings worth of tradable inputsbefore devaluation, leaving 40 shillings for non-tradable costs and profit, the cost of those inputsrises by 2 shillings, leaving 60-to-70 shillings minus 12 = 48-58 shillings for non-tradables and
profit, an increase of 20 to 45 percent over the initial 40 shillings.

This connection between the exchange rate and farm-gate prices means that the literature on response of various measures of agricultural output to changes in real producer prices is also
relevant to our discussion. However for three reasons one would expect aggregate supply to be 
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less elastic with respect to producer prices than Balassa's export/output coefficient with respect 
to the real exchange rate

1. substitutability between domestic absorption and exports of exportable crops;
2. substitutability between production of exportable and nonexportable crops (both (1) and

(2) mean that agricultural exports could respond positively even with no change in gross
output); and 

3. the leveraged impact of devaluation on farm-gate prices, shown in the preceding 
paragraph.


Bond [1983] estimates short- and long-term elasticities of aggregate agricultural supply with 
respect to real producer price indices for rune African countries' 99 during 1963-81, obtaining
average values of 0.18 for the short term and 0.21 for the long term. Oyejide [1990] tabulates
estimates by 19 other writers giving short- and/or long-term supply elasticities for some 55
individual crop/country situations (or crop-regions within countries) over periods going as farback as 1920 and ending in most cases by 1970 or earlier. The unweighted averages are 0.57
for the short term and 0.76 for the long term; medians are 0.47 and 0 63, respectively.

A simple numerical example illustrates what these estimates imply about the efficacy ofdevaluation in closing a BoP gap. According to the World Bank, the export/GDP ratio for SSA 
as a whole in 1992 was 0.26, while the resource balance (deficit) was -1 percent of GDP [World
Bank, 1994: 179]. Eliminating the deficit requires that e-ports rise by 1/26 = 4 percent.

If the elasticity of exports with respect to the exchange rate is as low as 0.2, a devaluation
of .04/.20 = 1/5 = 20 percent will eliminate the deficit."° If a country's deficit is twice as
large at -2 percent of GDP, a devaluation of 40 percent is required. Conversely if the elasticity
is twice as high at 0.4, a devaluation of 20 percent will eliminate a -2 percent deficit. In 
summary it can be said that the evidence does not support pessimism as regards supply elasticity.

As to whether demand in world markets for SSA's export products is income-inelastic, thisassertion receives some support from the fact that coefficients for foreign income variables in
Balassa's regressions for the ratios of (i) total exports and (ii) agricultural exports to GDP are 
not statistically significant. Balassa attributes this to the high proportion of food products in SSA 
exports, food being subject to low income-elasticity of demand in industrial countries.
Specifically as regards coffee, which is a major export from several SSA countries, Balassa notes
the role of the International Coffee Agreement (ICA) in determining export quantities during the 
period studied.2 ' 

However, excepting markets subject to international commodity agreements, where exports
are from time to time influenced by quotas, income-inelasticity of world demand for SSA's 
current major export products says nothing about individual countries' ability to sell as much as
they produce at going prices Since few SSA countries account for a significant share of world
trade in any product, they face highly, even infinitely elastic demand lines for their major export 

'9 Ghana, Kenya, Ivory Coast, Liberia, Madagascar, Senegal, Tanzania, Uganda and Burkina Faso. 

Elasticity (e) represents the percentage change in exports (e)divided by the percentage change in theexchange rate (P). If e = .20 = 04/P, then P .04/.20 1/5= = = .20. 
202The ICA quota system has been in a state of suspension since July 1989. 
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products. Low income-elasticity of world demand for their existing products does, however,
justify pessimism about significant recovery of SSA ToT under the existing composition of
expolrts. This buttresses the argument that SSA countries cannot grow rich unless they develop
a capability to export manufactured products enjoying higher income elasticity.

Response of manufacturingoutput. This brings us to the argument that the current share ofmanufactures i1 SSA exports is so low that the benefit obtained if devaluation makes them grow
faster is insufficient to offset the costs of devaluation. One's first impulse on hearing this is torecall the Chinese saw about a journey of one thousand leagues beginning with a single step. If
future growth depends on industrialization, and industrialization depends on ability to export asignificant part of manufactured output, then one must "get the (factor) prices right" in order tokick off the process. Recognition of this fact was a necessary, if by no means sufficient,
condition for rapid growth in Asia, which got underway only after the authorities had accepted
it and investors were satisfied that they had done so and would act to preserve the incentives 
associated with a price structure reflecting opportunity costs. 

"Elasticity pessimism" frequently goes together with an attitude of defeatism vis-d-vis SSAexporters' ability to compete with the Asian NICs and with protectionism in industrial countries.
Adherents of this viewpoint should review the literature of the 1950s and early '60s about the 
prospects for then low-income East Asian countries to compete with Japan and Europe. Manywriters at the time were pessimistic about the ability of the Korean and Taiwanese populations
to acquire the technical and commercial skills necessary to export manufactures to the United
States and high-income European countries. South Korea was usually described as a "basketcase" requiring indefinite infusions of official U.S. aid to prevent the population fromsuccumbing to the blandishments of the communist North (apart from the military threat from 
Pyongyang).

Once the East Asian "Gang of Four" had taken off, many local and foreign observers of fiveother major East Asian economies--China, Indonesia, Malaysia, the Philippines and Thailand-
believed that export-led industrialization would be a much slower process for them inasmuch asHong Kong, Korea, Singapore and Taiwan had acquired a stranglehold on the markets for
industrial products vacated by Japan.

In the event, labor's share in the benefits of the Gang of Four's economic growth was such 
as to drive up average annual compensation of manufacturing employees to the vicinity of$10,000 in 1990, only about a third of that in the leading industrial countries but three times thetop figure (Malaysia) in East Asia's second tier (see Table XI. 1). Meanwhile, having created anenvironment making it profitable for foreign and local entrepreneurs to hire and train low-cost
labor and develop outlets for their products (the Philippines so far less successfully than the
others), the other five economies are supplanting Gang of Four exports in relatively labor
intensive manufactured lines and thereby attaining impressive growth rates. Closer to home for 
SSA, Mauritius is doing the same. 

Of great significance is the fact that a sizable share of the investment and marketing
connections that are enabling the second tier (and Mauritius) to establish themselves in these
markets come:; from members of the Gang of Four, whose businessmen have found it profitable
to manufacturt, in locations with lower labor costs and, in some lines, unused quotas, or that 
were not yet subject to quotas.

By now, all nine of the East Asian countries (and Mauritius) face quotas under the Multifiber 
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Agreement as well as 
quantitative restrictions 
on various other 
exports to industrial 
countries, but the 
authorities have avoided 
the defeatist response of 
imiting industrial 

development to state-
engineered facilities 
serving the domestic 
market behind high 
protective walls. 
Instead, they have 
learned from the 
ingenuity exercised by 
t h e i r p r i v a t e 
entrepreneurs and 
foreign investors in 
finding ways around the 
q.r.'s, as long as the 
exchange rate and other 
elements of the 
incentive regime made 
it sufficiently profitable 
to do so. 

There is no reason 
to doubt that rising 
wage rates throughout 
East Asia will create an 

Table XI.1 - AVERAGE ANNUAL COMPENSATION PER 
MANUFACTURING EMPLOYEE IN INDUSTRIAL 
COUNTRIES, ASIAN N.I.C.s & AFRICA, 1988-90 

(figures in '000 current US dollars) 

Germany 

us 
Japan 
UK 
Singapore 
Korea 

Malaysia 
Cameroon 
Senegal 
Congo 
CAR 
Zimbabwe 
Mauritius 

Kenya 

Ethiopia 
Uganda 

1990 38.5
 
1.9 r0 33.06 
1990 26.8 
1990 25.3 
1990 10.8 
1990 9.4 

1990 3.2 
1990 7.3 
1988 6.4 
1988 5.2 
1990 4.7 
1989 3.3 
1990 1.9
 
1990 1.6 
1988 1.5 
1989 0.1 

Sources: United Nations [19911; exchange rates from IMF [1994c].
Compensation comprises wages &salaries plus supplements, where 
given separately For Germany and Senegal, denominator is number of 
persons engaged. 

umbrella under which African countries can start to penetrate markets for manufactured exports-
provided that (i) SSA authorities can create adequate incentive regimes and convince investors
that they understand the need for them and will be able to maintain them, and (ii) SSA wage
levels reflect productivity and thus opportunity cost. An appropriate exchange rate is a sine qua
non for both conditions [Lmdauer and Velenchik, 1994" 246-8]. The fact, shown in Table XI. 1,
that manufacturing compensation per worker in the FZ and Zimbabwe (among other SSAcountries) exceeded that in Malaysia as of 1989-90 is largely due to overvaluation of the CFA
franc and the Zimbabwe dollar. While showing compensation levels only half that of Zimbabwe,
Kenya and Ethiopia also featured exchange controls, parallel foreign exchange markets and 
overvalued exchange rates. 2° 

I The table's extremely low value for Uganda is rmsleading, that the hyperinflation described in Chapter VIIIdrove down the real value of stated compensation isno surprise, but no manufacturing employer could have retainedits labor force without supplementing this, e.g. through benefits in kind. 
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5. Capital convertibility
As noted in Section X.D, as of end-1992, only three of the 46 African countries covered inIMF [1993]--Djibouti, The Gambia and Seychelles--maintained total convertibility, on capital

as well as current account All franc zone countries, even before the events immediatelypreceding the January 1994 devaluation, maintained nominal capital controls, although theirswere probably the most easily evaded of SSA control regimes. The August 1993 suspension ofredemption of CFA banknotes outside the FZ, reaffirmed since the devaluation, did no more
than cause a modest nse in the transaction cost of exporting capital from the zone.

Most SSA governments claim to be desirous of attracting direct investment, and offer topermit repatriation of capital and earnings However they also believe that removal of capitalcontrols would (i) induce enough residents to invest their assets abroad to bring about either aloss of real capital or higher interest rates and lower exchange values for local currencies, and(h) augment volatility in the exchange markets, given the sensitivity of financial flows to changesin expectations about prospects for inflation and other factors affecting returns on investment.
The objectives of encouraging foreign investment and curbing undesirable flows are in somedegree at odds First, foreign direct investors (FDIs) want to be able to move funds foroperating purposes and for purchase and sale of asscats without regulatory complications, but anyeffort to separate acceptable capital flows from "speculative" ones inevitably generates a heavydose of "red tape" and creates openings for rent-seeking. Second, the presence of any form ofcapital controls leads FDIs to perceive a risk that their coverage will be extended, in situations

of BoP pressure, to include FDI operations.
The rationale for capital controls assumes that domestic investment opportunities facing SSAresidents are inherently risler than opportunities available to them abroad in the absence ofcontrols or if the controls can be evaded. In a free market, assetholders will invest abroad if thedifferential risk premium (domestic less foreign) exceeds the differential expected return without

taking risk into account. In most SSA countries, risks of political instability, fiscal undiscipline,heavy-handed regulation, corruption, deteriorating terms of trade and periodic crop failure havelong been perceived to be high. Even when a high exchange rate appears to ensure a favorablereturn on investment in export production, the differential risk premium may deter investment,
sending FDI investors elsewhere and motivating residents to invest abroad.

As already pointed out in Section IV.B, in the long run this problem can only be solved bypersistent pursuit of policies that promote economic stability and assure foreign and localinvestors of an acceptable expected return. Once risk perceptions have subsided the mainrationale for capital controls will largely disappear. Changes in expectations will still induce
periodic volatility in exchange rates, which capital controls can do little to alleviate.

Even when agreeing with this view, proponents of capital controls argue against removingthem before the stabilization process is completed and confidence restored. In fact, however,capital controls are poorly and unevenly enforced in most SSA countries Wealthy residentshold assets abroad and move funds readily in response to changing conditions and expectations.Indeed, their efforts to export funds and keep them abroad are reinforced by any expectation of more intensive enforcement. Meanwhile, less well-off residents, not as knowledgeable aboutevasion techniques and/or more law-abiding, face costly barriers in seeking to move their funds.The social and political costs of unequal opportunity are compounded by the corruption that 
accompanies evasion of controls. 
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In sum, there is a strong case for getting capital controls off the books in SSA unless theycan be made effective for an extended period. A brief "crackdown" only frightens assetholders 
and exacerbates capital flight.

Dropping capital controls as part of an overall stabilization program involving financial andtax reforms and a liberal regime for direct investment should improve confidence. Some whoobeyed the old rules will move funds out, but overall the effect of abandoning weakly enforced
regulations should be to reduce the pressure to export capital.

Even so, with or without capital controls, SSA countries with a long history of instability willhave to pay real interest rates higher than those prevailing in more developed countries.
Moreover, as discussed in Section V.D, they must be prepared to let interest and exchange rates 
move sharply in response to destabilizing changes in expectations.

The exchange risk associated with bringing foreign funds in for short periods, e.g. for tradefinancing, can be reduced by allowing banks to offer foreign-denominated deposits balanced byforeign-denominated loans. Another step is for the central bank to offer swaps as a hedging
device pending the development of private forward markets. 

C. Conclusion: costs of delaying devaluation 

Given the close correlation between export expansion and economic growth that has beenestablished by countless studies [see World Bank, 1993], it is undesirable to delay establishing
an exchange rate incentive for actual and potential exporters. Experience of numerous Africancountries under structural adjustment programs has shown that fiscal incentives such as duty
drawbacks and export bonuses, representing an effort to establish more favorable exchange ratesfor exporters while avoiding the impact of devaluation on consumer prices, are not sufficient to
induce the desired production response and drive to export.

In most SSA countries both duty drawbacks and export bonus schemes have tended to
succumb to fiscal pressures and corruption, and failed to inspire confidence in exporters. Asianand Latin American experience has shown time and again that two things are necessary in orderfor producers of exportables to satisfy themselves that macroeconomic management will createreasonable conditions for profitability of their ventures- firstly, the government must havemaintained for several years a unified or close-to-unified equilibrium exchange rate that hasallowed little scope for bureaucratic tampering; and secondly, the exporting community must besatisfied that the authorities have come to understand the need to maintain international

competitiveness even when their control of aggregate demand weakens, and have both the
intention and the means of managing exchange rate policy accordingly.

A second argument against delaying return to an equilibrium exchange rate arises from theinherent arbitrariness of q r. systems, as a result of which producers who at a given moment areunable to satify their demand for inputs at the nominal exchange rate will assign a positive netpresent value to a strategy of waiting for a time when the supply of foieign exchange easessufficiently or the system managers can be persuaded or bribed to allocate the requested foreignexchange at a below-market rate These same producers, if convinced that a unified quasi-EER
is here to stay, will stop waiting for cheap foreign exchange and proceed with their investment,
production and recruitment plans. Thus, postpomng the devaluation and continuing to allot
bureaucratically determined foreign exchange quotas retards growth. 
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CHAPTER XI 

CONCLUSIONS AND POLICY RECOMMENDATIONS 

It goes without saying that no detailed set of prescriptions would apply to every African 
country, but certain lessons from the experience of the past dozen years and in particular that
of our four study countries are generalizable. In the authors' opinion, an objective review of the case studies as well as evidence from other countries indicates that, the further African
governments ha%e departed from market-based exchange rates, the heavier the costs imposed ontheir economies by ensuing macroeconomic imbalances and inefficiencies in resource allocation

At various points in this volume the authors have expressed a strong preference for amanagement system designed to ensure that nominal exchange rates stay close to levels dictatedby supply and demand. At the same time they have not opposed government efforts to
counterbalance exchange rate gyrations resulting from exogenous factors, as long as such 
measures are not distorted into an attempt to hold the value of foreign exchange (in local 
currency) below its medium-term opportunity cost. 

A. Genera Strategy Recommendations 

As the first phase of an exchange rate management reform program the authors recommend 
a dual approach comprising establishment, as close to simultaneously as practicable, of (i) anorderly foreign exchange market for current txansactions, with an EER that clears the market
taking into account the anticipated net inflow (positive or negative) of foreign funds; and, inorder to lay a basis for regularizing the capital account of the BoP, (ii) an orderly domestic
capital market with interest rates that adjust to inflation so as to ensure significant real (positive)
values. HUD's earlier companion study [Duesenberry & McPherson, 1992] has examinedprocedures for reforming SSA capital markets, hence we focus here on the foreign exchange
 
market.
 

The ultimate goal of foreign exchange market reform, 
 as acknowledged by reform-minded
authorities in each of the three anglophone countries forming our sample, is for commercial
banks and exchange bureaus to take full charge of the market, meaning that all exporters and
other direct recipients of foreign exchange (except the central bank) choosing to convert it intolocal currency sell it to the banks and bureaus, while anyone desiring to purchase foreign
exchange with local currency obtains it from those agencies. At the culmination of the process,
exporters and trading companies, even ones owned by the state (if they remain in existence), nolonger transfer their foreign exchange proceeds to the central bank, which in turn no longer sellsforeign exchange directly to any users, with the exception of the government itself in certain 
situations. 

The exchange rate is then determined by the market, with the banks and bureaus, who tracksupply and demand in constant communication with one another, filling a role similar to that ofbrokers in financial markets as they adjust their bid and offer prices to clear the market. It isof course always open to the central bank to depress the price by supplying foreign exchange
from its own sources and reserves, or increase it by buying foreign exchange from the 
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commercial banks. Moreover the central bank can and does monitor the performance of thebanks and bureaus in applying exchange control regulations, notably prohibition of certain capital
transfers, and 	can sanction dealers found to have facilitated unauthorized transactions. (floweffectively they can prove the occurrence of such transactions is, as we saw in the preceding
section, 4nother matter.)

The principal foreign exchange trapeaction of the government which central bankstraditionally continue to manage even after liberalization, is service of the government's foreigndebt, for which the monetary authority continues to supply foreign exchange from its reserves,
from purchases in the market, from IMF facilities and from program aid. However in principle
nothing prevents the central bank from turning this function too over to the commercial banks.
In any case liberalization means that the government pays the going market rate for the foreignexchange it uses to make debt payments. In effect there is no longer an official nominal
exchange rate, other than an accounting rate which the central bank may establish forgovernment transactions during a limited period of past or future time, as a function of rates 
recently observed in the market. 

Our three anglophone countries have all made progress towards this model, but have not yetreached it. The principdl stages of reform they have followed, responding to conditionalities of 
the IMF and aid donors, have been roughly similar: 

1. 	Periodic discrete devaluations of the nominal official exchange rate, the tendency being
to bring the rate proportionately closer to an equilibrium level, without actually attaining
such a level;

2. 	 Authorization for certain categories of exporters to retain a proportion of their foreign
exchange proceeds for the purchase of imports (in effect, allowing them to realize market 
value for the foreign exchange);

3. 	 Introduction of an auction system where the central bank sells foreign exchange that it has
obtained through (i) control of payment channels for one or more major exports and (ii)
IMF facilities as well as program aid from donors;

4. 	 Tacit or formal legalization of private exchange bureaus, with nominal (and easily evaded)
restrictions on amounts and stated purposes of transactions; and

5. 	Development of an authorized interbank market for foreign exchange, involving delegation
of residual exchange control procedures to the banks, subject to ex post review by the 
central bank. 

Most of the stages have overlapped, to an extent that differs from one country to another.
Each of the three countries is still engaged in a foreign exchange management reform processthat can be dated back to 1983 in the case of Ghana, 1985 for Zambia, and 1987 for Uganda.

In each case the process has been arduous, involving periodic slippages as fiscal and monetarycontrol weakened, causing inflation to accelerate and inducing official efforts to restrain it by
holding back depreciation of the local currency.

The most dramatic slippage occurred in Zambia, where in 1987 the Kaunda government
formally abandoned the 1985 program, abolishing the central bank auction and reimposing anominal exchange rate equal to a third of the dollar's latest auction value. In 1989 the sameadmimstration concluded new agreements with the IMF and donor agencies; however in lieu ofreintroducing a central bank auction it resorted to more frequent and significant devaluations ofthe official exchange rate, shifted an increasing share of transactions to the interbank market, 
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and authorized private exchange bureaus, generating progress towards liberalization that thegovernment taking power in late 1991 has accelerated. In late 1992 the exchange marke, assu'stantially unified, with determination of exchange rates being left to the market.Ghana and Uganda have mcved somewhat more evenly to tht, point offwialwhereintervention is now minimal, all sales of foreign exchange having been shifted from central bankauctions to the mterbank-cum-exchange bureau market. As soon as the two governmentsrelinquish their residual control over all or a portion of receipts for certain major exports--goldand cocoa in the case of Ghana, coffee in Uganda--a free market for current transactions will 
have come into being. 

B. The Pace of Adjustment 

The fact that it took the four study countries so long to adopt more or less market-orientedexchange regimes2 03 is explained by attitudes of bureaucrats, politicians and a wider politicalelite, first on the desirability and feasibility of a market-oriented regime for money and finance as well as for trade and foreign exchange, and second on the pace of change. Some argued forslow change in order to stave off any change at all. Others honestly feared the human as well as political consequences of nominal currency depreciation and other reform meaures. In Ghanathe coups d'etat following two early stabilization attempts carried great weight.
Similar patterns of thinking have characterized leaders of other SSA countries currently atearlier stages of the adjustment process. U,ith all due respect for their persuasions, afterreflecting on the study countries' trajectories, it is hard to see a net benefit in dragging out thereform process for five or ten years. Where between the extremes of shock treatment and adecade of foot-dragging is the optimum pace of reform? Political as much as economic


considerations must determine the answer.
 
Honest but cautious believers in reform make two arguments about its pace. First, they warn
of failures and disruption of production if businesses have no time to adjust to elimination of
exchange control and nominal depreciation of the currency.

Second, they assert that movement to a floating rate at one stroke, especially before fiscaland monetary stabilization is underway, provides no basis for market participants to estimate theequilibrium rate, thereby generating a degree of volatility that can do serious economic damage.Advocates of shock therapy want market-oriented governments to put as much reform aspossible mtb place before adversely affected interest groups feel the pain and mobilizeopposition. They also argue that most of the enterprises threatened by reform will fail even ifgiven tmie to adjust, and that delaying exchange liberalization while anticipating disinflation 

imposes higher social costs than rapid liberalization. 
The less the likelihood that liberalization will be reversed, the stronger the case for shocktherapy. In fact, there are numerous instances of a government abolishing exchange controls onlyto reinstate them after or in anticipation of a coup. A firmly entrenched government that believesin reform can put a program in place quickly and maintiin it. Others must be more cautious, 

203 In the case of Senegal this refers to the January 1994 devaluation of the CFA franc, a major narket-dictateu 
move. Otherwise the franc zone's exchange mechanism, bearing advantages as well as risks, remains unchanged. 
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first building a political base to gain support for the fiscal and monetary measures required tomake exchange liberalization stick, and also for dismantling exchange controls and accepting
substantial increases (more sh/$) in official exchange rates.

It is not necessary to attain single-digit inflation before liberalizing the exchange rate, butliberalization will yield all the better results if a credible fiscal and monetary program forstabilization is in place before or simultaneously with it. Such a program should includearrangements for maintaining positive real interest rates In the short run foreign exchangemarkets are driven by expectations When liberalization is undertaken with no assurance of progress toward internal stability, exchange rates will be volatile, risking erosion of support for 
market-based rates. 

Countless strategies for graduating from a regime of overvalued official rates with exchangecontrol and parallel markets have been tried in SSA. Complicated schemes involving multiple
markets with various kinds of restricted auctions appear to have inspired little confidence amonginvestors and exporters. On the other hand a transition process that seems to have worked inseveral cases has involved one or two major devaluations bringing the OER close to the parallel
market rate, followed shortly thereafter by elimination of exchange controls and full resort tothe market. The case of Zambia suggests that these steps can be carried out within a space of12 to 18 months. 2" Beyond that, little seems to be gained in dragging the process out. 

C. Role of External. Agencies 

Strong encouragement from the IMF, the World Bank and other donors, ranging fromtechnical assistance for program design to weighty financial incentives, has played a role innearly all SSA reform programs. They have all suffered greater or lesser setbacks asgovernments have exceeded credit ceilings and failed to meet other policy commitments.
However, constant IMF and donor pressure has brought the majority of programs back onto therails. The question arises: what lessons should donors draw from this experience in modifying
their future interventions? 

In the opinion of the authors of this volume, in the interest not only of (i) economizing ondonor resources and maximizing the amount available for needy cases, bu! also (ii) imposingdiscipline on policy makers to favor national interests over those of pressure groups, it isstrongly desirable that donors extract policy commitments in the areas of budgetary and financialreform. Such commitments and the donors' use of financial rewards to enforce them have been
indispensable elements in the convergence of the study countries on policy regimes that willallow their economies to overcome decades of stagnation and embark on long-term growth.

On the other hand the record shows that a number of IMF and donor programs with SSAcountries have incorporated overoptimistic expectations about a government's capacity to deliver 
on reductions in civil service staffing and pay, consumer subsidies, and curbing of stateenterprise losses. Some programs have been suspended when credit ceilings were breached onthis account. It is fair to ask whether such programs have done more harm than good. 

To be sure, this does not include nearly a decade of transactions between the Fund and the GRZ, in the 
course of which the latter adopted, discarded and then resumed halfway reform measures. 
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This question translates into the following dichotomy. (i) imposing overambitious targets onpolicy makers may push them further towards a desirable policy regime, even when the targetsare not met, than would conditionalities reflecting a more realistic assessment of their capacity;conversely, (n) the disruptions associated with suspension of aid when ceilings are breached,pending renegotiation of the targets, may lead to greater policy slipp ,ges than would result from 
less ambitious ceilings


In the authors' view no single 
answer is valid in all country sitk tions. One can replay theGhana-Uganda-Zambia dramas ex post3facto and argue that progress would at times have beensteadier had the IMF and donors imposed less ambitious targets. On the other hand it is doubtfulthat any reasonable set of conditionalities would have induced the Kaunda administration to stick 
to the IMF program negotiated in 1985.

While reversal of the reform proces in 1986 was costly to the Zambian economy in the short run, the accompanying events constituted a learning process for current policy makers as wellas the budding opposition Resumption of the reform process in 1987 profited from a higherlevel of appreciation on the part of the political leadership that liberalization was sooner or later 
unavoidable. 

Indeei one can say that events accompanying the trend towards liberalization throughoutAfrica have constituted a learning process foi all actors, including the international financialcommunity as well as domestic and international market participants. The collapse ofcommumsm in Central and Eastern Europe and much of Asia has reinforced the belief thatdingistepolicies underlie Africa's poor economic performance in the 1980s. The Bretton Woodsinstitutions and major bilateral donors impose increasingly strict conditionalities, leaving African 
governments with ever narrower scope to resist liberalization and financial discipline.

Meanwhile the markets are fully conscious of this tendency, and act in growing confidencethat governments will seek to avoid the economic turmoil that would result from suspension ofan IMF program, threatening their continuation in power. In many African countries the markets
view liberalization as opening up opportunities for profitable investment under much more secure

conditions than in the past


In sum, even if one can quibble with details of IMF/donor conditionalities at particularmoments, the overall success of the approach cannot be denied. The economic performance ofthe anglophone study countries has improved substantially in the course of implementation (albeituneven) of their reform programs, and all three are now poised to achieve respectable rates ofgrowth. Early signals from Senegal and its sister franc zone countries following the January
1994 devaluation are positive

The experience of the study countries illustrates the need for perseverance on the part of theIMF and donors !n supporting SSA reform programs, including willingness to provide financialsupport over a considerable period of time. Had they not been ready to bear with the twists andturns of the respective programs over several years, the imtial efforts might have ended up
causing the economies more harm than good

The experience also demonstrates that, apart from quick-disbursing program support, whetherlabeled as BoP assistance, structural adjustment credit, or budget support, donors can increasethe chances that liberalization will succeed in a cooperating country by providing funding for (i)improvement of infrastructure and other long-term facets of development, and (ii) assistance to
vulnerable population groups negat,, ely affected by policy reform. 
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Given the high cost of comprehensive aid packages, it can be argued that the IMF and donorsshould assess the likelihood of a country's persevering in a reform program, and concentratetheir resources on the most promising clients. For other countries, minimal aid packages withhumanitarian aims, focussing on health, family planning and education, may be more
appropriate. 
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APPENDIX - INFLATION AND DEVALUATION IN SUB-SAHARAN AFRICA 

by James S. Duesenberry °5 

A. Introduction 

Sub-Saharan Africa's inflation rates have generally been higher than those of developedcountries--World Bank [1994: 163] gives weighted annual averages for SSA of 13.6 and 15.6percent during 1970-80 and 1980-92, respectively, compared with 9.1 and 4.3 percent for highincome economies. However inflation has vaned widely among countries and periods
The franc zone's median inflation rate was slightly below that of France during the 1970s andsubstantially lower during 1980-92.2" The remaining SSA countries had mixed records. Somesuffered from chronic inflation, some performed well throughout, while others had moderateinflation rates most of the time but suffered occasional outbursts of high inflation.
SSA inflation has resulted from three principal sets of factors:

i. Nominal Demand--originating in government expenditure, credit expansion and (to alesser extent) export growth, translated into monetary expansion;
ii. Inherited inflation--working through expectations and efforts of groups such as civilservants and unionized workers to "catch up" with cost of living increases; andiii. Price and supply shocks--changes in world prices of imports, crop failures, and pnlicy

shifts, e.g. removal of subsidies. 
The observed pattern of inflation in a given country is the result of interplay between priceand supply shocks, and changes in nomina! demand which sometimes generate inflationarypressure, sometimes accommodate the impact of supply shocks and sometimes dampen theirimpact. The outcome depends not only on the shocks and movements of demand but also on thestructure of the economy. The competitive structure of markets and the political strength of civilservants and unionized workers determine how prices respond to cost-push from devaluation and

the ensuing changes in fiscal and monetary policy.
On numerous occasions, more often than not after taking a variety of steps to avoid it, SSAgovernments have felt themselves obliged to devalue their currencies. Pressure to devalue hasarisen from two major factors: first, real appreciation undergone by a currency as domesticprices rose faster than those of trading partners while the nominal exchange rate remained fixed;

second, persistent changes in terms of trade.
Many devaluations have been undertaken during periods of continuing inflation, which sooner
or later undermined the authorities' intent to depreciate the currency in real terms. Based on this
experience, SSA observers often assert that exchange depreciation causes inflation. In fact, mostSSA inflation is inherited or results from expansionary fiscal and monetary policies. 

1 The regressions described in this appendix were carried out by Dan Gilligan. 

20 According to World Bank [1994: 162-63], the median average annual inflation rate for 12 franc zonecountries, excluding Equatorial Guinea and Comoros, was 9.7 percent during 1970-80, which compares withFrance's 10 2 percent During 1980-92 France's rate was 5.4 percent, compared with an unweighted average of2.8 percent and median between 2.3 and 3.5 percent (maximum. 5.2 percent) for the 12 FZ countries. 
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It is of course true that exchange depreciation raises prices of tradable goods and services and
leads to demands for wage increases and subsidies that may lead to further price increases. The
object of this note is to show that, per se, the direct and indirect impact of devaluation on prices
is unlikely to generate continuing inflation. The note examines the role of devaluation as one 
among various factors in the inflation process. It argues that, even without monetary restraint,
devaluation is unlikely to produce persisting inflation. Moreover, inflationary pressure arising
initially from devaluation can be checked by appropriate monetary and fiscal policies. 

B. A Simple Model of Devaluation and Inflation 

The following simple model can be used to summarize the points made above: 
(10) P, = aPt + (1-a)'E, 

=(11) Pnt A1,EwP, + A(N t - Pt-i) 

(12) Pct = a[AiYwtP-, + a2(Nt - PV-1)] + (1 -a).E t 

where:
 

P,, is the rate of change of the price of nontradable goods including wages,

P, is the rate of change in the cost of living index,
 
a is the weight of tradabies in the price index,

N, is the excess of the rate of change in nominal aggregate demand over the growth of real
 

output. In our empirical estimates N, is represented by various combinations of current and 
past rates of growth of money supply (with the real growth rate absorbed in the constant 
terms), 

E, is the rate of change of the exchange rate,
A, embodies the aspects of market structure that determine the response of wages and 

nontradables prices to past increases in the cost of living, and 
A2 embodies the aspects of market structure that determine the effect of changes in "real 

demand" on prices. 
The movement of N,-P, reflects the stance of monetary policy. A zero value indicates a fullyaccommodating monetary policy, a negative value indicates that monetary policy is restrictive

and a positive value indicates that it is not merely accommodating but actively inflationary.
A nominal growth policy that keeps the money growth rate equal to that of real output

implies a monetary policy that accommodates no inflatioi.. In other words the term N,-P, always
equals simply -Pt.,. To say that iiLflation is not accommodated doms not mean that no inflation 
occurs. It simply implies that inflation occurs at the expense of real output

Although the model does not reflect directly the effect of supply shocks other than
devaluation, their existence cannot be ignored. It is at least partly reflected in the dummy
variables in some of the pooled regressions reported below. 

For simplicity the lag term is reduced to Pa.,, so that equation (3) becomes: 

224
 



(13) Pc =A aPc,- + A2(Nt - Pt,)] + (I1-a).E, 

Empirically we estimate: 
(14) Pct = BPt~ + B2N + B3Et 

where:
 
B, = aA, - A2, B2 = A2, B3 = 1-a, and aA, = B, + B2.
 

Holding N at PI while setting E, equal to P,-. in order to maintain a constant real exchange 
rate yields: 

(15) Pt = AaPct-1 + (1 -a).Pc,_l 

or, in terms of the directly measured coefficients,
 
(6a) 
 Pt= (BI + B2).P, 1 + B3Pct_l 

If (B + B2 + B3) = 1, the price rise initiated by a nominal devaluation will continueindefinitely. However, if it isless than one, the inflationary spiral launched by a nominaldevaluation will gradually slow down in the absence of any new inflationary shocks.
Suppose that instead of full monetary accommodation of price increases, a policy of zeroaccommodation is pursued. In that case the second term in the price increase equation becomes 

zero, giving:
(7 t= BPj_ +B3P,_ 

The parameters of the model were estimated notwithstanding difficulties imposed bylimitations of data, shifting policy regimes and changes in economic structure. Time seriesestimates were made for a number of countries for several versions of the model, using different measures of the variables and alternative lag structures. The results corresponding to the best
fit in a sample of countries are shown in Table A-1.

Cross-section estimates were also made for a set of ten countries for the period 1972-1991.Since the results were similar to those of the time series equations, the two approaches werecombined and several variants of a pooled cross section/times seri.:s model for 15 countries wereestimated for the years 1973-1990. Finally, a pooled regression including four additional high
inflation countries was undertaken. 

The following section discusses the empirical work and its implications. 

C. Results 

Table A-1 gives the coefficients estimated from separate time series for each country. TableA-2 gives estimates from several variants of the pooled cross section/times scries regressions.Table A-3 gives the year and country dummies as well as other regression statistics for one of 
the pooled regressions.

For two reasons the time series coefficients vary widely from country to country. First, giventhe small number of observations and a modest degree of correlation, one would expectconsiderable sampling %Lriation even if all the data represented a single process. Second, the 
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Table A-1 
Esu1matte of components of African Inflation, 1970-92 

7inte Seres Resuhs 

Dependent Variable: CPI 

Explanatory Vanables 
n C M2 M2(-1) M2(-2) CPI2 NER Adj'd R2 

Botswana 15 0.095 -0.009 0 002 -0 006 0.241 -0 103 0.154(2.45) (-0.35) (0.19) (-0.61) (0.77) (-2.19)Ourund, 19 0.009 0.010 0352 0.216 -0 094 0.132(0.18) (0.07) 	 0 229(2.88) (1.65) (-0.29)Gambia 20 0.033 	
(0 56)

0.018 0.071 0.145 0.143 0.428 0.855(0.88) (0.25) (0.80) (2.05) (1.37) (9.34)Ghana 20 0.127 0 809 -0.498 -0.026 0.513 -0.023 0.008(0.38) (1.49) (-0.90) (-0 05) (1.47) (-0.20)Kenya 20 0.106 -0.063 0.107 -0.112 0308 -0 038 -0.063(2.04) 	 (-0.59) (1.01) (-0 99) (1.13) (-0.19)Lesotho 16 0.333 0.014 0019 -0008 -1.421 -0.032(4.84) (0.53) (0.71) 	
0211 

(-0.30) (-2 69) (-0.69)Madagascar 20 0 048 0.001 0 152 0 093 0302 0.108 -0.035(0.68) (0.01) (0.76) (0.46) (1.06) (0.89)Malawi 20 0.022 0.141 0.168 0.036 0.218 0.270 0.175(0.38) (0.97) (1.34) (026) (0.80) (1.40)Mauntius 20 -0.047 0.219 -0.009 0.042 0.326 0.999(-0.80) (1.83) 0.326
(-0 08) (0.37) (1.38) (2.94)Nigena 20 0.214 -0.176 0.376 -0.195 -0.089 -0.024 -0.012(2.06) (-0.93) (1.98) (-1.06) (-0.28) (-0.27)Rwanda 20 -0 006 0.146 0 344 0080 0.140 0.347(-0.17) (0.93) (2.17) (0.44) 	

0378 
(0.51) (2.39)Seychellea 18 -0.010 0.065 0.013 0.043 0.754 0.040 0.643(-0.39) (0.51) (0.13) (0.40) (3.75) (0.15)Sierra Leone 20 -0.133 0.296 0.998 0.719 -0.533 0.177(-0.87) (0.56) (2.06) 	

0.703 
(1.50) (-137) (0.96)Sudan 20 -0.126 0.550 0.032 0.022 0.835 0.178 0.541(-0 62) (1.11) (0.07) (0.05) (1.47) (0 83)Swaziland 19 0.252 -0 122 0 082 -0.087 -0.620(4.24) (-1.55) 	 -0 038 -0.027(1.20) (-1.50) (-1.73) (-0.47)


Tanzanta 
 17 0.072 -0.067 0.193 -0.157 0.827 -0.037 0.397(0.79) (-0.31) (0.87) (-0.68) (3.07) (-0 48)Uganda 9 -0.775 0.321 -0.149 0.287 -0.066 1.224 0.060(-0.69) (0.69) (-0 42) (0.70) (-0.13) 	 (1.76)Zambia 20 -0.018 0.049 0.412 0.387 0.261 0.215 0.761(-0.28) (0.20) (1.96) (1.58) (0.92) (1.81)Zimbabwe 14 0.092 0.071 -0.001 0 086 -0.444 0 426 0 407Avg. Coeff.: (1.33) (1.35) (-0.03) (1.78) (-0.99) (3.25)
All countrea 
 0.015 0.120 0.140List of 15 	 0.082 0.0840 089 0 064 	 0.224 0.3010.096 0030 0082 0.155 0.269 

Note: Values in parentheses below coefficients ar i-values. List of 15 countries excludes Rwanda, Sierra Leone, Sudan, ard Uganda 
Vanables. All variables ai year-on-year growd rates of the given indicator. 
n Number of observations (number of years for which data were available).CPI. Consumer Pnce Index. 
M2: Broad money aupply.CP"2- Average of the consumer pnce index over the previous two yearsNER. Nominal official exchange rate (local currency unit/SDR). 
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Table A-2 

Estimates of Components of Inflation in Africa, 1970-921 
Cross Section - Time Series Results 

Explanatory Variables: Sum of Sum of 
All Coef- Non-Money 

n M2 M2(-1) M2(-2) CPI2 GDPDF2 NER DUMMIES R2 ficients Coefficients 

Dependent Variable: CPI 

283 0.050 0.033 0.479 0.118 1972-91 0.472 0.681 0.597 
(1.26) (0.84) (6.23) (3.67) 

278 0.137 0.053 0.033 0.439 0.103 1973-91 0.489 0.765 0.542 
(2.93) (1.34) (0.84) (5.69) (3.23) 

272 0.031 0.024 0.494 0.130 1973-90 0.448 0.679 0.624 
(0.73) (0.57) (5.01) (3.95) 

270 0.104 0.036 0.028 0.461 0.119 1973-90 0.461 0.749 0.580 
(2.57) (0.89) (0.66) (4.64) (3.63) 

Dependent Variable: GDPDF 

266 0.029 0.028 0.350 0.168 1973-90 0.527 0.576 0.518 
(0.88) (0.86) (4.99) (6.32) 

265 0.214 0.031 0.027 0.316 0.150 1973-90 0.589 0.738 0.466 
(5.76) (0.98) (0.88) (4.80) (5.98) 

258 0.021 0.030 0.281 0.184 1974-90 0.495 0.515 0.465 
(0.58) (0.84) (3.18) (6.67) 

257 0.151 0.029 0.035 0.250 0.169 1974-90 0.541 0.632 0.419 
(4.59) (0.83) (1.03) (2.93) (6.38) 

Note Values in parentheses below coefficients are t-values. 

'List of Countries: Botswana, Burundi, The Gambia, Ghana, Kenya, Lesotho, Madagascar, Malawi, Mauritius, Nigeria, 
Seychelles, Swaziland, Tanzania, Zambia, and Zimbabwe. 

Variables: All variables are year-on-year growth rates of the given indicator. 

n: Number of observations (number of years for which data were available). 
GDPDF" Grou Domestic Product Deflator.
 
CPI: Consumer Price Index.
 
M2: Broad money supply.
 
GDPDF2. Average of the gross domestic product deflator over the previous two years.
 
CPI2: Average of the consumer price index over the previous two years. 
NER: Nominal official exchange rate (local currency unit/SDR). 
DUMMIES: Both year and country intercept dummies were used. A year dummy was constructed for each year by 

giving the dummy the value of one in the current year and the value of zero for all other years. Similarly, 
separate dummies were constructed for each country, with the dummy equal to one for each observation for 
the given courntry and zero elsewhere. The year dummies used in each regression are listed. In all 
regressions, the Zimbabwe country dummy was excluded in order to avoid creating a near-singular matrix. 
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Table A-3 
Estimates of Components ofAfrican Inflation, 1970-92
 

Cross Sect'on - Time Series Result
 

Dependent Vaniable: CPI Number of observations: 278 

VARIABLE 

C 
M2 
M2(-1) 
M2(-2) 
CPI2 
NER 
D73 
D74 
D75 
D76 

D77 

D78 

D79 

D80 

D81 

D82 

D83 
D84 

D85 

D86 

D87 

D88 

D89 

D90 

D91 

BOTD 
BURD 
GAMD 
GHAD 
KEND 

LESD 

MADD 

MLWD 
MTSD 
NRAD 
SEYD 
SWAD 
TAND 
ZAMD 

R-squared 
Adjusted R-squared 
S.E. of regression 
Log likelihood 
Durbm-Watson statistic 

COEFFICIENT 

-0.0456 
0.1372 
0.0531 
0.0333 
0.4386 
0.1033 

0.0227 

0.0877 

0.0878 

0.0232 

0.0811 

0.0473 
0.0562 
0.0729 
0.1254 

0.0266 

0.1074 

0.0534 


-0.0033 

0.0278 

0.0298 

0.0771 

0.1014 
0.0771 

0.0369 


-0.0320 

0.0053 
0.0170 

0.1126 

0.0205 


-0.0053 

0.0207 

0.0166 

0.0001 

0.0157 


-0.0126 
0.0016 
0.0530 
0.1138 

0.5594 
0.4893 
0.1311 

191.3658 
1.8567 

STD. ERROR 

0.0574 
0.0468 
0.0395 

0.0395 
0.0771 
0.0320 
0.0578 
0.0572 
0.0574 

0.0565 
0.0566 
0.0551 
0.0551 
0.0553 
0.0554 
0.0555 
0.0554 
0.0557 
0.0556 
0.0560 

0.0551 

0.0550 
0.0559 

0.0566 

0.0574 

0.0498 

0.0470 

0.0463 

0.0515 

0.0465 

0.0482 

0.0468 

0.0465 

0.0461 

0.0465 

0.0475 

0.0465 
0.0487 

0.0477 


T-STAT. 2-TAIL SIG. 

-0.7938 0.42812.9329 0.0037 
1.3446 0.1800 

0.8426 0.4003 
5.6896 0.0000 
3.2275 0.0014 
0.3929 0.6947 
1.5350 0.12611.5292 0.1275 

0.4104 0.6819 
1.4337 0.1530 
0.8590 0.3912 
1.0203 0.3086 
1.3183 0.1887 
2.2625 0.0246 
0.4799 0.6317 
1.9379 0.0538 
0.9590 0.3385 

-0.0593 0.9528 
0.4959 0.6204 
0.5412 0.5889 
1.4005 0.1627 
1.8123 0.0712 
1.3623 0.1744 
0.6426 0.5211 

-0.6422 0.5214 
0.1123 0.9107 
0.3672 0.7138 
2.1836 0.0300 
0.4408 0.6597 

-0.1104 0.9122 
0.4420 0.6589 
0.3582 0.7205 
0.0013 0.9990 
0.3371 0.7364 

-0.2650 0.7912 
0.0340 0.9729 
1.0883 0.2775 
2.3844 0.0179 

Mean of dependent var 0.1754 
S.D. of dependent var 0.1835 
Sum of squared resid 4.1083 
F-statistic 7.9848 
Prob(F-statistic) 0.0000 

'Country list: Botswana, Burundi, The Gambia, Ghana, Kenya Lesotho, Madagascar, Malawi, Mauritius,Nigeria, Seychelles, Swaziland, Tanzania, Zambia, and Zimbabwe. 



processes generating the data differ among countries and from year to year within countries.
There is less but still significant variation in the results of the different variants of the pooledregressions. The correlation coefficients (R2s) range from about .55 to .65, which is relativelyhigh for regressions on percentage first differences. The coefficients change appreciably inresponse to changes in specification, but retain the same order of magnitude in all specifications.

That the coefficients shift when the price variable switches from the CPI to the GDP deflatorisnot surprising But the response to a change in the monetary variable deserves more attention.In aJ1 formulations using only lagged monetary growth variables, the indicated elasticity ofprice change with respect to money growth quite small,was less than 0.1. However, inequations using both current and lagged money growth, price elasticity with respect to current money growth ranged from 0 15 to 0.25 without reducing the effect of lagged money supplyThese are short-run elasticities; long-run elasticities reflecting lagged price effect areconsiderably larger. When current money growth is included, the total long-run elasticity ofprices with respect to money growth is in the neighborhood of 0 6, which is less than one mightexpect even after allowing for a downward trend in velocity and numerous supply shocksaffecting prices. Nonetheless, the coefficients of unlagged money growth may reflect the causalinfluence of current price changes on money growth rather than that of money on prices. In that 
case our estimated coefficients would be too high.

Initially, the regression coefficients have to be regarded as observations of covariation amongthe variables rather than as reflecting any well-defined underlying structure determining pricemovements Going beyond this, the question arises whether the estimates can be regarded assimple tests of consistency between the data and propositions made earlier about factors 
accounting for inflation. 

Jn this regard we are corcerned with the direct and indirect impact of devaluations on the rateof inflation. In particular, we 	want to know the likelihood that a large devaluation will set offa price-wage-exchange rate spiral that will undermine the intial attempt to achieve a realdepreciation. This depends on the magnitude of the coefficients measuring the direct impact onprices of (i) shifts in the nominal exchange rate, (ii) lagged price changes, and (iii) changes in 
money supply. 

Following is our interpretation of the results:
1. 	 Tables A-1 and A-2 indicate that the price level's response to an X percent increase in theofficial exchange rate (OER--Sh/$) is to rise by between 0.1 and 0.2 X. The estimate issignificant both numerically a.Tid statistically but smaller than one might expect based onthe share of imports in consumption and domestic absorption in most SSA countries. (Thisis equally true regardless of whether the CPI or the GDP deflator is used.) In manycountries the role of OERs in determining import prices is severely limited by theoperation of parallel markets. The coefficient applying to a country with no parallel

market would, of course, be substantially larger.
2. 	 The feedback from lagged or inherited inflation is stronger and statistically moresignificant than the effect of changes in exchange rates. While varying from one regressionto another, it is typically about 0.35. The interaction between a price rise initiated by adevaluation and the "feedback" from lagged inflation substantially increases the impact of a devaluation. This impact rises still further if the exchange rate is periodically adjustedto maintain the initial real depreciation. The standard errors of the regression coefficients 
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are 	not very large.
3. 	 Needless to say, the monetary parameters play a central role in the inflation process. The

regression coefficients relating money growth to inflation in Tables A-1 and A-2 represent
first-roupd responses. They indicate that, in the first year following a change of 10 
percentage points in the rate of money growth, with all other variables held constant, the 
rate of inflation rises by only about 2.5 percentage points However, that initial response
is amplified in time by the effect of lagged price increases. Moreover, if the real exchange
rate is to remain constant, further nominal devaluations and price rises must occur. At the 
same time, the rate of price increase does not appear to rise in proportion to money
growth. This is partly because, during the period in question, real output was increasing
while velocity was decreasing so that average price growth was about five percentage
points below average money growth.

4. 	 As noted in Section A, inflation in SSA countries was 	partly driven by nonmonetary
shocks. Our regressions reflect the shocks from official devaluations, though perhaps not 
very accurately. The pooled regressions do not take explicit note of other shocks but these 
are to some extent reflected in the "dummy" variables. The high values for the year
dummies in 1974-5 and the early eighties must be taken to reflect rising prices of imports,
especially petroleum Their direct effect aad the associated feedbacks account for a 
substantial part of the total inflation. 

5. 	 The role of nonmonebary shocks is well illustrated by an IMF study of Ghana [Kanur etal., 1991], which looks at changes in food supplies and administered oil prices. These
played a significant role in Ghana's inflation and were undoubtedly influential elsewhere. 
The 	 study's estimates of the price impact of exchange rate shifts is similiar to those
reported here. Another IMF study by Joshua Green [1989] is broadly consistent with our 
results. 

6. The pooled regressions suffer from collinearity among the variables and are somewhat
sensitive to the exact specification of the variables included. Moreover the results aresensitive to the choice of countries. Table A-l's coefficients derive from regressions which
exclude Sierra Leone, Uganda, and Sudan. Those countries, long afflicted by war and/or
political disruption, were omitted on account of showing chronically high inflation. Their 
inclusion changes the estimated coefficients and increases R . 

7. 	 Table A-2 gives estimates of the coefficients B,, B2, B3 and their sum for a number of
different pooled regressions as well as averages of those coefficients for the time series
regressions. The estimates of the sum (B,+B2+B3) range from 0.63 to 0.93 but center 
around 0.75. 

Typically, then, a 50 percent devaluation would raise the price level initially about 
percentage points (taking 0.20 as a coefficient for the direct impact of an exchange rate shift).

10 

Equation 6a implie; that, without monetary restraint, the inflation rate in the second year wouldbe 75 percent of the previous year's rate. By the end of five years it would have fallen below 
three percent.

While this result is typical, the i-flationary impact of devaluation, if not checked by monetary
restraint, could be larger and more persistent for two reasons. First, the initial impact might be
greater in a country with no parallel market. If prices of all imports rose in proportion to the
exchange rate and carried prices of competing domestic products with them. the CPI might rise 
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by as much as 30 to 40 percent, although that seems not to be borne out by experience.
Second, taking into account inter-country variation as reflected in the time series estimates

leads to the conclusion that, for some countries, devaluation without monetary restraint wouldset off a persisting wage-price-spiral. In a worst case combining these effects, a 50 percent
devaluation might cause a persisting inflation of as much as 20% per year, provided thatmonetary andfiscal policy were constantly adjusted to accommodate the inflation. It is alsoclear, however, that inflation can be checked if not accommodated by monetary and fiscal 
policy.

Even allowing for wide variation in individual country circumstances, the price-wage
exchange rate spiral resulting from a devaluation accompanied by unchanged money growthslows down quite rapidly. The feedback from past price increase and continuing adjustment tomaintain the new real exchange rate is measured by the coefficients B, and B3. These typicallysum to less than 0.5, meaning that devaluation's initial impact decays rpidly in the absence ofaccommodation. This implies a relatively brief but painful recession. Partial accommodation of 
the inflation stretches the process out. 
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