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ABSTRACT

The present sludy examines the relalionship between export performance and the
real exchange rate {RER) behaviour in Tanzania. The analysis of the RER (defined as the
relative price of the iradables lo nontradables) seeks to establish the influence of the
faclors affecling the RER. These faclors (RER delerminants) include macroeconomic and
trade policies, the parallel exchange markel premium, external terms of trade and capital
inflows. In tumn, the study aims o infer on the indirect influence and policy impact of
these factors on export performance through the RER, The RER behaviour in this study
includes three elements: the aclual RER, the RER misalignment and uncertaintly. These
are estimated and their relationship with export performance established.

L is hypolhesised hat changes in the RER are paositively related 10 export
performance, while misalignment and uncertainty are negalively related to exports. To
the extent that the RER determinants cause an appreciation {or deprecialion} of the RER,
then they harm (or boost) export expansion. The study further hypothesises that
agricultural exports are less responsive lo the RER than manufactured exports.

Largely secondary dala and documented material are used. The study uses both
qualitative and quantilative analyses. The latter include simple trend, correlation and
regression analyses. Dilferent measures of exchange rales are computed and their time
profiles analysed. Measures of aggregale export performance are also construcled and
major trends related to an evelving exporl policy and the exchange rate regimes.

The respective influences of the RER delerminants on the actval RER are
investigated via a simple RER model. Correlation and regression analyses are used o
investigate the relationships belween exports and the RER, and RER misalignment and
RER uncertainty. The indirect effects of the policy and "quasi™-policy RER determinants
on export performance are derived as a product of the derivative of RER with respect to
RER determinant (in the RER function) and the derivative of the exports with respect 1o

the RER (in the export funclion).
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The study finds thal while official policy opposed nominal exchange rate
adjustment even as internal and external imbalances increased, the RER appreciation
and misalignment were parlicularly strong since the end of the 19705 1o mi(l—19805:
Trends in real exports show weakest performance also during this sub-period. Some
recovery during the latter half of the 1980s when the RER begins to depreciale is noted.

Along wilth the descriptive analyses, the quantitalive analyses confirm the
hypotheses that exporl performance is directly relaled to the RER and negalively relaled
to RER misalipnment and RER uncertainty. Further, the responsiveness of agricultural
seclor exporls to changes in the RER behaviour is found 1o be smaller than hat for total
and manufactured exporls.

The results of the study point 1o a need for policy actions aimed at reducing RER
appreciation, RER misalignment and uncertainly. Overly expansionary macroeconomic
policies have an undesirable effect of fuelling inflation. Efforls in dealing with the
chronic budget deficits are highly recommended. As for exchange rate policy, a flexible
official nominal exchange rate that is varied with continual reference to the difference
between the domestic and {weighted) foreign rales of inflation is appropriate. Also, o
avoid the incidence of RER misalignment and uncertainty the state should demonstrate a
steady commitment to the recent economiciefonms,

The lower elasticilies of supply response of the agricultural exports imply the
need for fairer budgetary allocations lo the agriculiural sector for new and maintenance
of infrastructure, education, research and extension. No less vital is the need to closely
relate the producer prices of export crops to the changes in the nominal exchange rate
and world prices with any taxes that affect production or sale of export crops.

Manufactured exports face stiffer competition. Concern is not only with the
capacily utilisation levels bul also with price and quality competitiveness. There is a
challenging need for government, like in some Asian countries, to actively support focal

export firms while up-holding continuing trade and exchange rate liberalisation.
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INTRODUCTION

1.1 Background
1.1.1 The Subject and Motivation of the Study

This study examines the ralationship between the real exchange rate (RER)
behaviour and aggregale merchandise exports in Tanzania over the past two decades.
Three levels of aggregale exports are considered: total merchandise exports, and
agricultural exports and manufactured exporls as sub-categories.

Factors that explain the movement of actua! RER are investigated. These factors
{referred to as RER determinants) include macroeconomic policies, trade policies and
external factors, such as terms of trade, interest rate and capital flows. In turn, the
study examines the indirecl influence of these RER determinants on export
performance. What is the impact of macroeconomic policies, trade policies, the
paraliel markel premium, external lerms of trade and capital flows on aggregate
exports? What is the extent of RER misalignment and RER uncertainty in Tanzania,
and how are they related lo export performance? Are there sectoral differences in
supply responses lo RER changes between agricultural and manufactured exports?
Sections 1.2 and 1.3 elaborate further on the specific questions and objeclives set for
this study.

The study is motivated by observations from literature that associate poor
export growth with inappropriate internal policies in developing countries. Misaligned
real exchange rate is one of the internal policy-related factors believed to be
responsible for poor export performance.! Citing recent studies on developing
countries, the study examines the concept of the RER, the related policies, and their

refationship with export performance. The discussion narrows the focus to Tanzania.

ISee, for instance, World Bank (1981}, Pleffermann (1985), Edwards (1988, 1989, 1990), and Pick and
Vollrath (1994), among others,



1.1.2 Real Exchange Rate and Exports in the Developing Countries
The RER has been defined in a number of alternative ways.2 The conceptual
definition more suited to the discussion -of economic adjustment is the one based on
. the simple mode! of iwo sectors - the tradables and nontradables sectors. In that case,

the RER is defined as the relative price of tradable to nontradable goods, that is,

(1.1) RER = P}/P,

where P; is the price level of tradables and Py, is the price level of nontradables (or
home goods).

The RER signals the relative incentives to produce and consume tradable or
nontradable goods. Assuming a "small" and open economy, so that Py is exogenously
determined, the RER acts also as an indicator of the country's international
competitiveness. A fall in the RER (a real appreciation) implies loss of compéiitiveness
of the country's tradables and diminishing prospects for export expansion.

In most less developed countries (LDCs), "exchange rates" may immediately be
taken for nominal exchange rate policy, mainly because of the considerable
controversy that has been stired by devaluation. The bulk of the discourse has
focused on devaluation effects on exporls, imports, and debt, as well as on the
domestic price level, government revenue, income distribution.and socio-political
consequences. The latter effects have been at the centre of many a government's
strong resistance to devaluation. Less pessimistic views, however, propose conditions
under which a devaluation can produce greater benefits than costs. These conditions

relate to various levels of application of fiscal or monetary, incomes and pricing

See, among others, Helmers (1988), Dornbusch (1980, 1988), and Edwards (1988, 1990).
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policies, and special allention to economy-wide or sectoral infrastructure and
institutional reforms.

Compared to the nominal exchange rate, RER concept comprises not only the
conduct of the nominal exchange rate policy, but also the macroeconomic and trade
policies, as well as the influence of the exogeneous factors such as external terms of
trade. Thus, the RER approach encompasses a wider set of factors other than just
changes in the nominal exchange rate. This is in line with the view that nominal
exchange rate policy ought to be applied (and assessed) not in isolation but within
some policy-mix whereby macroeconomic, incomes and pricing policies are most
closely related 1o the nominal exchange rate policy.

The link between export growth and economic growth appears frequently in
development literature. The controversy here concerns which one of the two precedes
the other. The different reviews do not indicate conclusive victory of one hypothesis
over the other.? It may, however, be asserted that, to have an "exportable surplus®, a
country ought to generale sufficient output. This is as true in the sense of the classical
"comparative advantage” as in "a comman(j economy" where export quantities can be
procured by "directives” even when domestic demand has naot been met. Thus, the
dynamism of export performance primarily lies in the domestic supply (productivity)
conditions, It entails the ability of the country to expand (and diversify) its export
"base" and export shares. Besides affecting the external compelitiveness (demand) of
tHe country's tradables, the RER is a supply-side variable as it alters the relative
profitability of producing tradables and nontradables.

Early attempls to describe prospects for export expansion in the LDCs in the
19505 and 1960s developed around the "export pessimism" hypothesis. On the
supply side was the belief that price elasticities of supply of LDC exportables were too

fow. For instance, institutional rigidities were cited as fetters to the effectiveness of

3Lal and Rajapatirana (1987), Edwards (1993) and Greenaway and Sapsford (1994) have assessments of
methods and results of a number of these studies.



such policy instruments as the exchange rate.* On the demand side, .export
commodities were seen to be conslrained by low foreign price and income elasticities
of demand, development of synthetic substitutes, and unfavourable trade policies and
practices that limited entry of LDCs manufactures into developed countries’ markets.”
it has been observed, ho;vever, that élthough most LDCs have faced similar
—external conditions, lhey h‘ave since grown at different speeds, in terms of economic
and export development. Table 1.1 shows some contrasts among regions in the
develaping countries. Asia outperforms Sub-Saharan Africa {(SSA) in‘real GDP growth,
inflz;tion, as well as merchandise exporl and import trade. Except for the "initial
conditions", the differences in performance amongst countries are attributed to
differences in their respective internal policies and strategies they pursued in adjusting
to external shocks.®
Table 1.2 shows the relalive shares of developing countries, SSA and Tanzania
in world merchandise exports. Since the mid-1980s the share of Sub-Sahara Africa
shows relative decline from just over 2 per cent to less than 1 per cent, while
Tanzania's is close to zero. Of greater concern, however, is the fact that in most Sub-
Sahara African countries exporl decline has largely been due to the decline iﬁ volume

terms; hence, the need 1o examine domestic supply constraints.”

ASee, for instance, Love (1984: 280),
35ee, for instance, Nurkse (1961) and Kovac {(1990).

The view pinpointing poor economic performance of mainly Sub-Sahara Africa compared to the Asia
region is a typical example. See, for instance, Ghura and Grennes (1993). Even within a group of South-
East Asia and South-West Pacific countries (Thailand, Malaysia, indonesia, Australia, the Philippines, and
Papua New Guinea), where some countries have done better than others, a similar view is advanced
from recent studies edited by Macintyre and Jayasuriya (1992); it is noted, that "...while all six countries
have been working under similar international economic constraints..., their track records have differed
markedly.” To explain this variance, Macintyre et al., (1992: 3) note that "...special attention needs to be
given to domaestic factors.

This is variously stressed in Svedberg {1988), World Dank (1989), Svedberg and Erzan (1991). Svedberg
et al., (1991) show that, compared to other developing countries as a whole, the major exports of Sub-
Saharan African countries face lower tariff rates in the developed countries. Arrangements such as
preferential treatment under the Generalised System of Preferences (GSP) and the Lome convention are
cited.



Table 1.1.Some Comparative Indicators of Economic Performance: Sub-Saharan

Africa and Developing Countries (all in annual per cent change)

Indicator, Area / Period | 1967-76 | 1975-84 [ 1985 | 1987 [ 1989 [ 1991 [ 1992
Real GDP

Developing Countries 5.7 4.5 5.2 5.7 4.1 4.5 5.8
Asia 5.0 63| 73| 81| 550 61] 7.8
Sub-Saharan Africa 4.8 23| 36| 25 2.8 1.2]| -0.6

Consumer Prices

Developing Countries 15.9 2421 351 | 35.2| 619) 35.7| 388
Asia 10.3 7.5 6.7 9.2 11.5 B.4 7.5
Sub-Saharan Africa 8.6 2361 19.7 | 2701 27.3] 6781 77.7

Merchandise Expor{s (volume)

Developing Countries 6.7 0.7 0.5 12.1 5.8 8.1 9.5
Asia 10.9 90| 32| 21.3( 6ol 19| 11.2

Sub-5aharan Africa 3.1 0.3 04| -2.3. 74 04 0.1

Merchandise Imports (volume)

Developing Countries 8.7 4.9 -0.5 6.9 8.5 9.7 ] 10.5
Asia 5.9 7.8 700 1124 12721 17| 122
Sub-Saharan Africa 5.2 09| 21| 43{ 13| a0 14
Terms of Trade

Developing Countries 4.5 2.1 -2.1 1.8 4.1 3.7 1 -1.2
Asia -2.2 -1 021 -041 39| -0.2 1.2
Sub-Saharan Africa 05 10| 01) 78| 28| 37( -a4

Sources: IMF {1984, 1993a) World Ecorsmic Qutlook: Statistical Appendices,

Table 1.2 Relative Shares in World Merchandise Exports (Percentages)

Area, Country/Year 1960 | 1970 ] 1975 | 1980 | 1985 | 1987 1989 | 1991
Developing countries 21,9 17.8 | 242 287 239 20.4 216 | 228
Sub-Saharan Africa 2.3 2.4 2.2 2.4 1.7 Jd.1 0.8 0.8
Tanzania 0.01 0.08 0.04 0.03 ] 0.02 0.01 0.01 0.01

Sources: Computed from UNCTAD (1988, 1989, 1993) Handbook of International Trade Development
Statistics.



Different comparative studies. point lo successful export performance in
counlries that had more liberal exchange rate regimes, Even where state intervention
occurred as in the Republic of Korea, this was in the manner purposefully supportive
of outward-orientation, pulting domestic producers on ‘"equal footing" with
international compelitors.8  On the contrary, where government intervention in
support of domestic indusiry was coupled with distortions of price incentives, export
performance was weak.?

- In most countries in SSA economic stagnation has gone hand in hand with the
decfine in export performance. Inappropriate macroeconomic and trade policies are
‘linked to government inability to provide sufficient incentives for exports, rmranly
agricultural exports (World Bank, 1981). These include inflationary fiscal poticies due
lo narro-w tax bases, inefficient public enterprises, high protective lariffs in favour of
import substitution industry, overvalued exchange rates and state intervention with the
price mechanisms, External lerms of trade, vagaries of nature, and. political instability
have also taken their toll.'0

Most of the above constilute a subsetl of factors that theoretically are key
delerminants of the RER.'" Recent studies have empirically examined the behaviour of
the RER in the developing countries, and the relationship between the RER and
indicators of economic performance, including exports (for instance, Ghura and
‘Grennes, 1993; Grobar, 1993; Cottani, Cavallo and Khan, 1990; Jebuni, Sowa and
Tutu, 1991; Edwards, 1988, 1989, 1990; Ndulu and Lipumba, 1989, 1991; Ndulu and
Semboja, 1993; and Pick and Vollrath, 1994). With a few exceptions, the majority of
these studies are largely based on cross-country data. The present study focuses

specifically on a single country, using time series data.

Bror instance, the state supplied domestic producers with market information, efficient export finance
and infrastructure. See Rhee (1984), World Bank (1991), and Gillis et al. (1987) for comparative analyses
mainly highlighting case studies from Asia.
91n addition 1o studies cited in the preceding note, one may include Balassa (1984, 1990), Meir (1989}
and Krueger, Schiff and Valdes (1989), among other studies,
10s0¢, for instance, World Bank (1981, 1990, 1994).

Theoretical analyses of the determinants of the RER are carried out by, among others, Edwards (1988,
1989}, Khan and Qstry {1992).



1.1.3 Tanzania: Economic Crisis and Policy Responses

Like most developing countries, Tanzania has faced various internal and
external problems impacting adversely both on policy and economic performance.
The economy is dominated by the agricullural‘sector.12 This has been a major source
of exports and raw materials for the domestic industries that depend: considerably on
imported inputs.

During the first six years of independence (since 1961), economic policy
aimed at higher growlh of income, and import substitution industrialisation, with a
wide room for private and foreign investment, In 1967 the po!icy shift towards
socialism led to the nalionalisation‘of private enlerprises (most privale agricultural
estales, commercial and financial institutions), and subsequent expansion of the public
sector. While the economy remained "mixed”, the private sector was curtailed.
Although the socialist policies were articulate on the rural sector, industry was initially
seen as the basis for economic transformation.

A number of reviews point to impressive economic performgnce in the 1960s
to around 1978, with an average annual growth rate of about 5.4 per cent.'> Annual
rates of inflation were below 10 per cent, permilting positive increases in real per
capita income. The provision of social services, mainly education and health was also
deemed to be satisfactory.

A brief account of the economic crisis and policy responses that followed is

divided into two sub-periods: 1979-85 and 1986-30 (Charts 1.1, 1.2, and 1.3).

12¢4 instance, over 1980-90 the sector accounts for the average of 48 per cent of Gross Domestic
Product (GDP) at Factor Cost at constant 1976 prices The average for manufacturing during the same
period is about 9 per cent; this was.a decline from just above 12 per cent in the late 1970s,

13far instance, Singh (1986) and Bagachwa {1992).



Chart 1.1 Real GDP and Real Merchandise Exports (1967-90) (annual percent chagge)
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Notes: LEFT SCALE is annual percentage change in real GDP (y*). RIGHT SCALE is annual percentage
change in real total merchandise exports (x*)-obtained as nominal total merchandise exports deflated by
GDP deflator:
“Sources: (URT) National Accounts of Tanzania and Foreign Trade Statistics (various).

Chart 1.2 Tanzania's Domestic Inflation and Trading Partners' Inflation
(annual percentage change)
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Notes: INFT¢ : annual percentage change in Tanzania’s Consumer Price Index; |NFTd: annual percentage
change in Tanzania's GDP deflator; INFWc: annual percentage change in the weighted Consumer Price
Index of ten (10) of Tanzania's major trading partners (United Kingdom, Germany, USA, Japan, Belgium,
France, The Netherlands, italy, India, and Sweden)

Sources: Bank of Tanzania Economic and Operations Report (various issues) and Hali ya Uchumi
{Economic Surveys) (various issues).and IMF International Financial Statistics, 1992),



ni .

In the sub-period 1979-85 e(;onom_ic.‘perfo}mance faltered. Real GDP and
exports declined (see, Chart 1.1). The rate of inflation ranged between 12.85 per cent
in 1979 to 36.14 per cent in 1984. The budgetary resources gradually failed to cover
the financing requirements for the social infrastruclure and industrial capacity created
in the 1970s.'* Monetary accommodation of public sector financial losses added to
inflationary pressures.'> Inflation was also fuelled by shortages of domestically
produced goods.

Shortages of manufactured goods were invariably due to excess capacily
caused by declining capacity to import intermediate and other vital inputs.'6 This
reflected the inability of the country to generéle enough output to export. Chart 1.3
shows the steadily declining "command" (purchasing power) of merchandise exports
over imports, which definitely is a function of both external terms of trade and export
volumes.'? The overall decline in the X/IM ratio in Chart 1.3 is another way of

showing that the trade halance was steadily deleriorating over time.

Chart 1.3 Ratio of Merchandise £xports to Merchandise Imports
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Notes: X is Total merchandise exports, M total merchandise imports.
Sources; Based on data from Bank of Tanzania (1982} and Foreign Trade Statistics (various fssues).

14Bank of Tanzania (1982: 198), for instance, points out that this problem began already in the fiscal
\{ear 1978/79.
50n this phenomenon see, for instance, Ndulu and Hyuha (1990).
For more incisive analyses of other factors affecting capacity utilisation in the manufacturing sector in
Tanzania, see, for instance, Wangwe (1977) and Ndulu (1986a).
71n a broader sense, the country's capacity to import depends also on the foreign aid.
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Table 1.3 Selected Macroeconomic Indicators:

Year v* VGDp INF MS* Dv JOT | FORES

1967 | 4.00 1791 175 | 273 0| 9750 617
1968 | 4.78 177 s517| -2z 0 92.90( 775
1969 | 2.08 155 | * 1.41] 254 0| 11230 | 803
1970 | 5.80 2251 323 18 0! 10650 | 65.0
1971 ] 4.21 264 492 182 o| 98.80| 603
1972 { 6.73 218] 746! 17.8 0] 9530] 119.6
1973 | 3.04 21.1| 1071 182 -1.68 | 118.80 | 144.6
1974 | 2.51 20| 1949 222] 1.71] 108.00] 502
1975 | 5.91 211 | 2647 | 24.5| 322] 9260 65.4
1976 | 5.70 229| 678 251 1370 126.20 | 112.3
1977 | 0.40 200 | 1136 202| -1.07| 14040 | 28.8
1978 | 2.13 252 | 660 | 126 -7.00] 11490  99.9
1979 | 2.91 261} 12.85| 470} 6.62] 11470 680
1980 | 2.49 230 | 20.26| 269 -0.24| 100.00| 203
1981 | -0.50 247 2565| 181 098] 85.00]| 188
1982 | 0.59 210 28.95{ 195] 12.08]| B88.20 4.8
1983 | -2.38 136 27.06] 178 20.04| 91.00| 194
1984 | 3.38 15.3 | 36.14 3.7 3725 9620| 269
1985 | _2.63 157 | 33.29( 303 ] 1426 9050 160
1986 | 3.26 195 27242 280 6718 103.60 | _ 61.1
1987 | 5.09 303 | 29951 32.0| 9651 | 89.40{ 31.8
1988 | 4.23 30.6 | 3119 3510 5451 9430 777
1989 | 3.34 345] 25.85| 295] 4550 93.00] 54.2
1990 | 3.49 4761 1970 406| 3503 | 89.00) 192.8

Notes and Sources:

y* is annual percentage change in real GDP at factor URY National Accounts of Tanzania (various}
I/GDP.is ratio of investment to GDP from IMF (1993) international Financial Statistics.

INF is annual rate of change ini the National Consumer Price Index as measure of rate of inflation, based
on Bank of Tanzania Economic and Operations Report (various issues) and Hali ga Uchum/ (Economic
Surveys) (various issues).

MS* = annual percentage change in money supply, broadly defined, Bank of Tanzania data.

DV is annual percentage change in the nominal exchange rate (TSH per USD 1), based on calendar year
-average rate from Bank of Tanzania Economic and Cperations Reports (various issues and World Bank
(1992) Worid Tables.

FORES = Foreign Reserves in million USD from IMF (1993) International Financial Statistics.

TOT: Index of Tanzania's Externai Terms of Trade from World Bank (1992) World Tables.
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Like in most of SSA, the problem of poor export performance has been
identified as supply-based. For instance, the decline in real exports in the period
1977-85 is largely attributed to quantum decline (56.8 per cent) - the rest {(43.2 per
cent) is attributed to adverse terms of trade. 18

The development strategy placed greater emphasis on import substitution
industrialisation (IS1). This involved giving greater protection (o mainly state-owned
manufacturing from internal and external competition. Perhaps, what may not have
been appreciated is the exlent to which proteclive measures undermined the
compelitiveness of the exports bot;rw on cost (and hence international price) and quality
counts (Ndulu et al, 1993). Resort to export incentive schemes in the early 1980s did
not yield intended results due to various operational problems but also, equally
si‘gnificantly: the unfavourable macroeconomic environment (Ly_aku_rwa, 1991 and
Musonda, 1992).

Domestic inflation became higher than that of trading partner; mainly since
around 1974, and more markedly after 1978 (Chart 1.2). It has been ong of the factors
undermining the price compeliliveness of the country's exports. To curb inflation it
was necessary to reduce government spending and limit credit expansion or money
supply, to improve performance of the public enterprises, reduce price distortions (due
to controls and subsidies), and reduce sectoral infrastructure problems. External
assistance badly needed by government was made conditional upon such reforms, to
accompany nominal exchange rate devaluation. Resistance of government to
devaluation and other reforms during this period is on record.!?

The period since 1986-90 has seen gradual macroeconomic reforms, trade and
exchange rate liberalisation, recognition of the role of the private sector and a wider
place for market forces. Initialed in 1984, the slow process ook hold, amidst vocal

opposition from critics {including a notable section of the political leadership), during

1Bror more details see, for instance, Ndulu et al.(1989) especially Table 10 p.14.
See, for instance, Nyerere (1980).

e T e ey ale
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the period of the first Economic Recovery Programme (1986-90) (ERP 1). ERP | was
preceded by adjustmerit programmes that failed to alter the decline in real output and
exports in the first half of the 19&35.20 -

Modest records have beén achieved during ERP 1. Inflation only, slowed down
to 20 per cent by 1990. Still worrying was the overall budget deficit. As a percentage
of GDP it increased from 10 per cent in 1986 to nearly 14 per cent in 1990 (Lipumba,
1992: 47). Moreover, a big part of the recurrent budget relied on foreign aid. On the
other hand, the liberalisation measures helped check the decline in real GDP and
expo'rts.

A comparison of these lwo sub-periods (1979-85 and 1986 onwards) shows an
obvious difference in overall export record between the periods before and afier 1985.
Better performance in the latler period is, if by coincidence, matched by gradual
macroeconomic and trade policy reforms, including wide-order depreciation of the
nominal exchange rale. This conlrasts with the period prior 1o 1985 when the
economy was largely under inward-looking type of policies and relied more on
" "directives". For a long time Tanzania maintained a "passive" exchange rate policy
‘(('Sulhati, Bose and Atukorala, 1986 and Ndulu, 1993). At the same lime, her
development strategy was accompanied by policies that biased incentives against
agriculture and exporls in general. A gradual change from this seems to have started

from the mid-1980s.

20The earlier programmes were the National Economic Survival Programme (NESP) (1980-823, and
Structural Adjustment Programme (SAP) (1983-85).
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1.2 Statement of the Problem,

" A question may be raised, therefore, as lo whether there can be a systematic
relationship between the conduct of macroeconomic policies, trade policies, and
policy reactions (0 external shocks and observed trends in exports. The main way
through which these policies can aifect export growth is by altering the relative price
incentives of tradables and noniracables, or the RER.

One of the ways of exploring the extent to which such policies are related to
' the actual expansion of exporls is through the medium of the RER. First, this requires
knowledge about the RER itself and ils determinants. If the impact of the policies in
question on the RER can be established, then it is possible to infer on the indirect effect
of lhese policies on exports through the RER.

Thus, the study examines closely the RER path, and its determinants such as the
nominal exchange rate, premium on the parailel market exchange rate,
macroeconomic and trade policies, exiernal terms of trade and foreign resources
inflows. This provides a basis for examining the nature of.two guestions about the
macroeconomic environment, namely, lhe RER misalignment and RER uncertainty.

The basic questions follow: What is the relationship between the RER
hehaviour (changes in the actual RER, RER misalignment and RER uncertainty) and
aggregate export performance? What is the relationship between_ each o_f the RER
delerminants and export performance? What can be said about any differences in

sectoral (agricultural versus manutactured exporls) responses?

1.3 Objectives of the Study

The broad objective of the sludy is lo provide empirical evidence of the
relationship between the RER and export growth. For policy purpoges the study seeks
lo point out factors that precipitate RER misalignment and uncertainty and the way they

affect export responses.
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The specific objectives of the study include: -«

()

(i)

(iib)

(iv)

(v)

(vi)

14

to obtain and explain empirical estimations of different exchange

rale measures. Time profiles of the bilateral and multilateral RER as
well as the rate based on the parallel market are analysed.

to examine the factors explaining the nature of the official nominal
exchange rale policy stance.

to study the effects of the RER determinants and their relationship to the
external competitiveness of Tanzania's exports.

to derive measures and discuss the implications of RER misalignment
and uncertainty.

to estimate, the impact of the RER behaviour on export performance -

real total, agricuitural and manufactured exports. This is intended to

< explore any differences in the responsiveness of sectoral exports to the

RER related policies.

to estimate the impact via the RER of the trade and macroeconomic

" policies, terms of trade and other RER determinants on exports.

1.4 Significance of the Study

Empirical studies of this nature are only recently emerging in the doveloping

countries.

The intended contribution is by way of assessing the potential of

macroeconomic and trade policies, as well as policy reactions to external shocks in the

rocess of "recovery" where export expansion is critical. The mentioned policies in
Y {

Tanzania have been undertaken in a slightly unique political-economy. Though the

economy has remained "mixed", there have been, for a long period since 1967,
Y . :

serious altempts towards central, directive planning, even though the significance of

controls has been diminishing since the late 1980s' reforms.
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1.5 Theoretical Background and Hypotheses. -

The study relies on two main strands of theory. The theory of RER
determination is used to investigate the major. factors (including the main policies in
“question) that explain the RER path in Tanzania, while the theory of supply forms a
basis for the investigation of export supply responsiveness to changes in the actual

RER, RER misalignment and uncertainty.

1.5.1 Real Exchange Rate Determinants

The importance of RER as an indicator of intersectoral resource movements and
international competitiveness of a country. has led to detailed theoretical enquiry into
factors affecting its level and changes. Examples of such theoretical works include,
among others, Dornbusch (1974, 1980), Edwards (1988, 1989, 1990), Edwards and
van Wijnbergen (1989), Aghevli, Khan and Montiel {1991), Khan and Ostry (1992),
Elbadawi (1989) and Ndutu (1993).

The main theoretical determinants of a country's RER include commercial
policies (trade taxes, and non-price measures on both the internal and external trade),
the parallel foreign exchange market premium, external terms of trade, international
interest rates and transfers. Together with changes in productivity, these are
considered to be fundamental determinants of equilibrium real exchange rate (ERER).
Theoretical analyses attempt to predict the various impacts of these factors on the
ERER. The equilibrium real exchange rate is defined as that ratio of the price level of
tradables to the price of nontradables that, given the present and future ("sustainable")
values of the fundamentals, results in a simultaneous achievement of both internal and
external balance (Edwards, 1988, 1989). Internal balance generally implies absence of

excess supply or demand in the domestic market for nontradables,2! while external

2Ninternal balance practically implies absence of inflationary pressures - these may emanate from
persistent fiscal deficits or expansionary monetary policy - which generate excess aggregate demand or
they may arise from (aggregate) supply shocks,
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balance implies that the current account'lcan be financed by sustainable capital inflosws
{Edwards, 1989; Aghevli et al., 1991; Khan et al., 1992).

For analytical and policy purposes, it has been desirable to establish the ERER,
from which "departures" of the actual RER can be used as guide for making approﬁriate
adjustments in the RER determinant(s) to correct for any misalignment. Faclors tRat
may ;:au.se the actual RER lo deviate from the ERER in the short- lo, mediuvnssun are
mainly inconsistent nominal exchange rale and macroeconomic policies.

Traditionally, the benchmark for adjustmont has been based on the Purchasing
Power Parity (PPP) definition of ERERppp level for some base year when
macroeconomic and trade balances are thought to have been in equilibrium. Over
time, however, the ERER changes with current and anticipated changes in the
fundamental determinants. Thus, uniike the ERERppp definition, ERER is not a
cons;tanl, ‘but.changes with thé evolving structure of the economy as reflected by
changes in the fundamentals.

Tf1e purpose presently is to deduce from the various theoretical analyses,
“I‘mowledge of the effect of each determinant on the actual RER in direction and
magnitude. s the effect an appreciation (a decrease in RER} or depreciation (an
increase in the RER)?22

It is assumed that aciual RER has two components: the ERER given by the
fundamentals, and that parl due basically to (if) any deviations from the ERER (or RER
misalignment.

Further, the RER determinants may be grouped into two ciasses:

(0 {directly) policy-related determinants - including trade,

macroeconomic and nominal exchange rate policies and
(i)  "quasi-policy” or partly-policy related RER determinants. These

include the paralle! market premium, external terms of trade and

224¢re, only a brief mention is made of the main determinants and their éenerally hypothesised effects
{direction) on the RER {(more in 1.5.3 and later in Chapter 11 especially 2,3.2),
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foreign inflows; so categorised here because domestic policy has
limited control over these variables.

A reslrictive trade policy regime is likely to lead to RER appreciation because it
is assumed to cause an increase in the domestic price of the nontradables, while trade
liberalisation is likely to lead to RER depreciation. To the extent that expansionary
macroeconomic policies will likely cause inflation they are associated with RER
appreciation. -

An increase in the .parallel exchange markét premium is associated with ERER
appreciation (Edwards, 1989; Nduiu, 1993). The effect is akin to an increase in exporl
tax (Pinto, 1989, 1991; Ndulu, 1993). An improvement in the terms of trade and
higher capital inflows are expected lo lead to RER appreciation, similar to Dutch
Disease effect (for instance, White and Wignaraja, 1991 and Cordep,l1_984). .

Details of the transmission from a change in a given deterrlninarjt to the change
in (or effect on) the RER are reviewed in Chapler Il in a lheorglical setting, while the
latter part of Chapter IlI attempts an empirical estimation of both the direction and
‘magnitude of the effects of these RER determinants, following which empirical

correlates of the RER behaviour are derived.

1.5.2 Real Exchange Rate and the Supply of Exporls

The link between the RER f{and indirectly its determinants) and export
performance can conceptually b2 adduced from the basic supply-price relationship.
The RER is assumed to be a supply price, signalling movement of resources between
tradables and nontradables. A positive relation is assumed to hold between the
movement in the RER and exports, other things remaining constant.

To this, outpul (real GDP) is added to represent the capacity output base for
exporting. Other things 'remaining constant, it is expected that a larger “exportable

surplus” becomes possible when output expands.
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1.5.3 Hypotheses

As may be already apparent from 1.5.1 and 1.5.2 'a number of hypotheses

emerge. However, only the leading ones are mentioned in this sub-section. Since the

study seeks to establish the relationship between the RER behaviour and export

expansion, and in view of the definition adopted for the RER behaviour, the magm

hypotheses can be staled as :

(i)

There is a direct relationship between the (actual} RER changes and
aggregate export expansion. It is thus expecied that aggregate
exporls respoﬁd positively to changes in the RER. This implies that
arise in the RER, or RER depreciation is associated with an

expansion in exports.

The RER is presumed to be a transmission mechanism through which the

RERfJéterminants exerl their influence on export supply. Thus, hinging

- upon (i) (for the main determinants of interest for this study), it is

hypothesised that:

(@)

(b)

v}

{d)

A restrictive trade policy is harmiul to export performance, because
it induces RER appreciation. Conversely, trade liberalisation, by
inducing RER depreciation is positively related to export growth.
An increase in the parallel market premium negatively affects
exports, since it induces RER appreciation.

Increases in either external terms of trade and / or in foreign
inflows are likely to have negalfve effects on export performance,
since they induce RER appreciation.

Macroeconomic balance and exporl performance are negatively
related. For instance, expansionary macroecenomic policy has, by
inducing RER appreciation, a depressing effect on export

performance.
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(i) Itis also hypothesised that RER misalignment is negatively related
* to-export performance. This is because misalignment entaiis
incorrect price signals as between the lradab;les and the non-
tradables sector so that, in the common case of sustained
appreciation, the profitability of the tradables gets eroded.

(iii) Large fluctuations in the RER imply greater uncertainty (risks) and
high costs in terms of adjusting resources back and forth between
the tradables and nontradables sectors. Therefore, it is expected
that economic activity, and exports in particular are negatively
related o RER uncertainty.

{iv) Furthermore, il is assumed that the respensiveness of exports al
different sectoral levels of agéregation is different. In particular, it
is hypothesised that agricultural exports are less responsive to
changes in the RER than manufactured exports. As Balassa (1990:
384) points out, there has been popular belief that in Iqss developed
countries "agricultural exports are less responsive to prices than
industrial exports”. Perhaps, this proposition can better be resoived

- empirically for a given country,

1.6 Methodology

The study employs existing theories to study the relationship between RER
behaviour and aggregate exporis in Tanzania. The analyses are largely at a macro-
level. Thus, the study relies on aggregated secondary, data and documented materials.
These have been obtained from government institutions and their publications. The
principal sources include Bank of Tanzania, Bureau of Statistics, Planning Commission,
Ministry of Agriculture and the Marketing Development Bureau and libraries, to

mention a few.
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Both qualitative and quantitative analyses are used to test and qualify the
outlined hypotheses, As for the quantitative methods simple descriptive statistics and

regression analyses are used to analyse largely time series data, -

1.7 Scope and Limitations of the Study .

The study's principal focus is the RER behaviour, (RER path, RER misalignment
and uncertainty). Detailed analysis of the nominal exchange rate policy is carried owt
to highliéht on the accompanying macroeconomic and trade policies. These and other
factors that influence the RER are investigated in an empirical model of RER. The study
in turn tries to establish the magnitude of the impact of the RER determinants on export
performance.

‘ It is reléognised that similar analysis could be -extended to include exports of
sérvices; saving-investment process, and imports. These are important areas that could
not reasonably well be included in the present scope. Furthermore, the present study

‘d‘oes not 'gét into the detail of basically micro-economic level commodity-by-
commodily"-analysis.

The study covers the period 1967-90. However, the analysis concerning the
nominal exchange rate regime is extended to 1993 to cast on some recent
developmer:lts and prospects for exchange market unification. As for exporls and
export bblicy, some background analysis between 1960 and 1967 is also briefly given.
| " The time perspective of the study was mainly dictated by the availability of
data. For most of the variables data are availablie on an annual frequency. However,
there 'are lags in the availability of the secondary data varying between two to four
yearé. 'A1so; inconsistencies in the trade data were encountered: different, and more
often the same, sources happen to have different figures for the same item(s). In many
casé;, the latest available sources (e.g. publication), the."most updated" were sought.

This necessitated frequent revisions.’
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1.8 QOutline of the Study

The remainder of the study begins, in Chapter Il, with a mare detailed review
of theoretical and empirical works cited in the introduction and others on the subject
of this study. The review is preccded by an overview of exchange rate and trade
policies in the developing counfries, pointing out outstariding institutional features
related to the conduct of macroeconomic and trade policies, and noting some recent
reform measures. The bulk of the chapter dwells on the concept of the RER and the
determinants of the RER, and reviews the few available sfudies that relate the RER
behaviour to export performance in the developing countries. On the basis of these
reviews, rudiments of the approach of the present study are outlined.

Chapter Il examines the behaviour of the exchange rates in Tanzania.
Different definitions and measures of nominal and real exchange rates are constructed
and analysed. The conduct of the nominal exchange rate policy is examined in a
historical perspective and major events bearing on the RER are pointed out. This is
followed by ‘an empirical examination of the determinants of the RER via a RER model.
Estimations of the extent of RER misalignment and RER uncertainty based on the results
RER model are carried out andlresuils discussed against the actual economic and
institutional developments in Tanzania.

Chapter IV presents a-descriptive review of the performance of exports and
related policies. As the focus is on aggregate analysis, only three major levels of
aggregate merchandise exports are considered: (i) total {merchandise) exports, (if) total
rﬁanufactured exports and (iii) total agricultural exports. Attempis are made to measure
aggregate export performance over time: and major trend features are analysed along
three sub-periods. The evolution of policies related to exports is critically examined
with due reference to the salient exchange rate regimes and other institutional changes
pertaining to exports.

Chapter V makes an empirical estimation of the relationships between the RER

behaviour measures derived in Chapter lll, and time series of aggregate export
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performance (total exports, total manufactured exports and total agricuttural eprrts
fro-m tha;}ter IV). Attempts to explore the time series characteristics of the RER and
aggregate export are made. The chapter proceeds to estimating the relative impact of
the RER determinants on export performance by integrating results from Chapter 1il and
those of this chapter. The aim is to approximate the relative effects of the RER directly
policy and quasi-policy determinants on real exports via the export function and RER
movements.

Chapter VI gives the summary and main conclusions of the study, policy

imp!icatfons of the results and suggested areas for further research.
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i
REAL EXCHANGE RATE AND EXPORTS IN DEVELOPING COUNTRIES:

SOME THEORETHZAL AND EMPIRICAL INSIGHTS

2.1 Introduction

This chapter seeks lo deduce a theoretical framework for the analysis of the
relationship between the RER behaviour and export growth in Tanzaﬁia. It is based on
a review of major exchange rate and trade policies, and the concept of the RER as it
theoretically and empirically has been related to export performance in a number of
other developing countries.

-~ Section 2.2 gives an overview of nominal exchange rate and trade policies,
export incentives and other factors that are coﬁsidered to influence export performance
in the LDCs. This is by no means an exhaustive account of these topics, but a
background discussion projecting some salient features, institutional or otherwise,
which influence the working of the macroeconomic and trade policies in these
countries. The Real Exchange Rate concept is introduced in section 2.3. This section
also describes the theoretical determinants of the RER, and elements of the RER
behaviour (actual RER path, RER misalignment and RER uncertainty). Section 2.4 takes
up the theoretical relationship between the RER behaviour and export supply. This is
followed in section 2.5 by a review of recent empirical studies relating the RER
behaviour to export performance indicators. Section 2.6 briefly presents a suggested
approach of the present study and seclion 2.7 gives concluding remarks for the

chapter.
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2.2 Exchange Rates and Eprrl Incentives: An Overview
2.2.1 Nominal Exchange Rate and Trade Policies

The nomlnal exchange rate between the home curréncy and currencies of
other countries is an important price and policy variable. Authorities aim to maintain a
correct and relatively stable rate so as to avoid high variations that can generate
uncerlginty.

Nor_ninal exchange rate arrangements practically followed lie between two
theoretical extremes: fixed and free-iy flexible rates. Under the Bretton Woods system
countries maintained their (official} nominal exchange rates within a narrow band
around a ﬂxed‘par value, mostly in reference to the US dollar,

Belween 1970-73 the developed market economies shifted towards floating

o

. rates Many developlng countries chose to peg their currencies to one or more of the
st.ro.ng_ currencies of the advanced countries, or t6 the Special Drawing Rights (SDRs)
_ofthe IMF. By 1989 about half of the developing countries pegged their currencies to
'athe_l,fS d;)lia;r or to the French frank and about a quarter pegged to a composite (baskety
_ of currencies of major trading partners with weights based on volumes of trade flows
(IMF, 1989).‘ For many LDCs greater flexibility is hampered by an undeveloped
financ‘ial infrastructure (Black, 1976; Crockett and Nsouli, 1983) while inconvertibility
of their currencies makes it difficult for their financial markets to be properly integrated
into the international financial system (Krueger, 1983). Few countries have futures
‘ markets for foreign excHange. Moreover, since the domestic capital market is highly
repressed, the effectiveness of traditional instruments of monetary and fiscal policies is
greatly impaired.
Many LDC exchange rate regimes have leaned comparatively more toward
greater fixity, in the sense that it is the monetary authorities - and not the free market
for fore{gn exchange - that determine the exchange rate and exercise the discretion to

keep it at what level they consider to be appropriate. The "traditional" theory then,

that the nominal exchange rate is delermined by the flow supply and demand for
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foreign exchange, (“the balance of payments view of the exchange rate" determination)
is not allowed fult play. Indeed in countries suffering long-standing payments
problems one observes a dominance of excess flow demand over supply of foreign
exchange, with governments trying to regulate both flows through various trade and
éxchange controls.

The administration of the controls has resulted in multiple exchange rates.
Strict trade and foreign exchange regu [atio_ns prompted by foreign exchange sh“ortages
have contribuled to the growth of unofficial (illegal) parailel market for foreign
exchange and smuggling.

A number of LDCs have, during the 1970s and 1980s, altemi)ted more liberal
trade and exchange reforms (Thomas and Nash, 1991). Trade policy reforms aim for a
lower and more uniform tariff structure, reduced dispersion of the tariffs and reduction
of non-tariff measures. Exchange rate reforms include moves to-wards greater flexibility
and unification of the exchange market in attempts to achieve a stablé and realistic
exchange rate.23 Tanzania adopted a crawling peg since 1986 and is now embarking
on a course towards exchange market unification. It appears, however; that persistent
failure to address sources of domestic imbalances is a potential pitfall in' the way of
attaining objectives of unification.24

Barely have LDCs hidden their dislike of devaluation. In some cases
devaluations have been undertaken rather after than before the external payments
imbalanices reached crisis levels (Krueger, 1978; Edwards, 1989). More theoretical and
empirical work has been done than it-is necessary to dwell on now.25 The outcome of

devaluation for each country is empirical. It depends on the structure of the economy,

23)ganda adopted an auction for foreign exchange in 1982; between 1984 and 1989 the list of countries
that moved toward some form of floaling included Jamaica, Migeria, the Philippines, Zambia, Ghana,
Sierra Leone, Guinea, Bolivia, Dominican Republic, Maldives, Paraguay and Venezuela (tMF, 1989). In
a review of economic adjustment in 29 Sub-Saharan African countries during the latter half-of the 1980s
up to 1991, World Bank (1994: xvii) classifies 17 of these "adjusters” as countries with flexible exchange
rates, and 12 as countries with fixed exchange rate; Tanzania is placed in the group of.countries with
flexible exchange rates.
245ea for instance, Agénar, P. and Flood, R. (1992), and Pinto (1991).

On the various aspects and reviews of devaluation experiences in the developing countries, see also,
Bird (1983), Edwards (1985, 1989) and {.dwards and van Wijnbergen (1989).
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the severiiy of the imbalances "before" devaluation, the timing and rate of nominal
devalualion, and the supportive policies that accompany it. ‘ e

When especially moving from an initial position of disequilibrium, in particular
an overvaluation, nominal devaluation can be an effeclive tool in switching resources
towards the production of lradables and consumption expenditure towards
noﬁtradablés {Edwards, 1989; Aghevli et al., 1991). In the short-run, a devaluation can
have':; stimulaling impact on the supply side to the extent that prices of domeslic
i:;pn-ns (labour, Tand and capital) rise less than proportionately to. the prices of final
output (IMF, 1987). 1t is important whether a real devaluation is achieved and how
long it can be sustained, since there exist polential off-setting forces, mainly those that
put pressure on the domestic price level. It may serve only to mention some of the
c-on.sequential' ones. Some of these have been used as economic arguments ggainst
devaluation, 'although it is conceivable, that an awareness of these pitfalls can serve as
a g:uide‘for' necessary contingencies when devaluation becomes.inevitable.

i’re-ssuré on the domestic price level may be due, first, to the, impact rise of
import prices in local currency. Second, where domestic production .is heavily
dependent on imported inputs, the cost-push effect ampilifies the rate of inflation.26
Third, possible wage rises - if there is some degree of indexation may, also offset the
real devaluation.?” Hyuha (1990) notes of a case in Tanzania whereby .statg—owned
and other firms secured government "permission” 10 raise prices of their products to
make up for the devaluation effect on their input prices. The firms raised prices by
‘more tﬁan the proportionate rate of devaluation.
| Inflation and the redistributive problems that go with it, are probably the most
detested effects placed on devaluation. However, it has been observed also that
devaluation is by no means the principal cause of inflation. "...[Clountries that have

devalued have already been experiencing inflation under the impact of monetised

26See, for instance, van Wijnbergen {1986},
27 bid.
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fiscal deficits" (Cohen, 1991:;5) or' e{ fa;ih:lre tz) Ioffset the effect of current account
surpluses on money supply (Krueger, 1978). -

A desirable result of a (Iev;lualion is that lhe consequent rise in the general
price level should reduce the real value of wealth, financial assets and real cash
balances, so that uitimately domeslic absorption may be reduced. Depending on the
price and income elasticities of demand for imports, the current account may improve
10 the extent that imports decline. This should be coupled by an increase in the supply
of tradables that, in turn, depends not only on the real increase in the price incentive
{to which resources movements respond), but also the ease with which resources can
switch across sectors. The latter depends on the institutional policies - like pricing,
incomes policies, and infrastructure.28

In addition to attention to non-price supply constraints, the conduct of
macroeconomic policies following a devaluation has a critical impact on the eventual
change in the real price incentives. Indeed it may not ultimately be accurate to
apportion the outcome solely on devaluation as distinct f‘rom other "supportive"

policies.

2.2.2 Export Incentives and Trade Orientation

A striking distinction in economic and export performance among developing
countries has been explained around two types of trade policy orientation: outward
versus inward orientation, Studies by Krueger (1978, 1984), Bhagwati {1978, 1988),
Lal and Rajapatirana (1987) and Syrquin and. Chenery (1989), conclude that countries
that adopted outward-oriented trade and development sirategies became successful

exporters, and achieved higher ‘evels economic growth rates, efficiency in resource

1

28 number of studies in developing countries widely find positive elasticities of agriculturai supply to
price incentives (e.g. Bond, 1983; Balnssa, 1990; Ndulu et al, 1989,1991; and Mshomba, 1989).
Provided the devaluation is effectively "passed through", solving non-price supply bottlenecks is
emphasised {Oyejide, 1990, Binswanger, 1989; and Thomas and Nash, 1991).
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(re)allocation and labour and factor produdtivity. Also they coped better with external
shocks in the 1973-76 and 1979-B1 periods than those that were inward-oriented
(Balassa, 1984).

An important explanatory variable of rade orientation is the incentive structure
that has nominal exchange rate and trade taxes as main determinants of the net return
1o export or import aclivities. Comparisons are made between the effective exchange
rate of a country's exports (EER,) with that of its imports (EER,) - where the EERy is
the amount of domeslic currency actually received per unit of foreign currency for
exports f.o.b, and EER,, the amount actually paid per unit of foreign. currency for
i#\ports c.if. - in both cases, after account has been taken of all duties and taxes
(subsidies) applying o the exports or imports.

Bhagwali (1988) describes as exporl promotion an incentive siructure that is
characterised by neutrality of incentives belween exporting and importing, i.e. EERy=
EERy, (and not necessarily by a positive bias in favour of exports, EERy > EERyy) This is
similar to Waorld Bank (1987) description of outward-oriented strategy as one that
neither discriminates between production for lhe domestic market and for export
rﬁarket, nor between the purchase- of domestic and foreign goods. Conversely,
inward-orientation, describes a setting of policies that make the average EER, > EERy.
Such is the incentive structure in the majority of developing countries with trade and
indust‘rial policies biased in favour of the domestic market over the export market and
is identified wilth import substitution industrialisation.

-Ti—w: upshot of these comparative studies has been to push the urge for trade
and exchange rate reforms towards expoft promotion. Though the reliability -of these
definition§ is beset by inadequacy of data {Helleiner, 1990), they indicate the general
bias in the relative incentives inherent in a given policy orientation. Perhaps in
addition, it is desirable to consider the EER, and EERy, in real terms, that is, against the

domestic inflation and foreign price level.
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Often - countries apbly more direct, non-exchange rate promolional devices
such as export rebates, export credit, reduced duty on. imported inputs, preferential
allocation of foreign exchange lo export producers, and foreign exchange retention
schemes.?? Unlike the exchange rate these are more selective, and each device
confers an implied subsidy element. They are susceptible to lobbying and cheating.30
If they are numerous, administrative costs may be unjustifiably high. It may even be
suggested that fewer of them would be required in the absence of exchange rate
overvaluation and premium on import licences.

In a broad sense, the conduct of the exchange rate policy is central to the
incentives underlying a gi\;ren trade strategy. However, equally important are the
macroeconomic policies since they affect the domestic price level, and hence the real

incentive or indeed, the relative profitability of producing for exporting.

2.3 Theoretical Determinants of the Real Exchange Rate
2.3.1 Real Exchange Rate Concept

The two-sector definition of the RER is sometimes referred to in literature as
"dependent economy” or "trade definition" of the RER, originally associated with Swan
(1960) and: Salter (1959).3' It is assumed that the economy is "open" {trading), and
“small", that is, its lerms of {rade are exogenously given. A parallel can also be drawn
with the Meade-Swan-Salter (MSS) synihesis of policies for internal and external
balance. The added assumption due to Meade (1951) is that inter_national capital flows
are insensitive to domestic inlerest rates.32 As seen in 2.2, this is close to "real world"

situations in most LDCs ( for instance the presence of "repressed” domestic capital

. - !;‘ *

295 range of these incentives is treated by Milanovic (1986) for the case of Turkey, Rhee (1984),
Lyakurwa (1991) and Department of Marketing {1986) and Bagachwa et al. (1990).

See, for instance, Bhagwati (1982).
315ee, for instance, Dornbusch (1980:97), Edwards (1988:57), OMara (1990) and W0f|d Bank
1990 12).

2This is demonstraled geometrically by means of IS-LM framework by, for instance, Stevenson,
Muscatelli and Gregory {1988: 229-231).
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markets and the inconvertibility of most national currencies). To the extent that the
MSS synl'hesiS seeks for a combination of policies that aim to bring about internal and
external balance, the link with the definition of th_e ERER is not far-fetched, since the
ERER also is about the simultanecus achievement of both internal and external
balances.

In theory, tradables are those goods Lhat are traded across frontiers.33 Their
prices in domestic currency depend on world market prices, nominal exchange rate,
and trade policies. Nontradables include those goods and services that are not traded
across the fr(;ntiers. Their prices are delermined by domestic supply and demand
conditions; which are a product »f government policy actions. Nontradability may
arise due to the nature of the commodity (like most services, construction). Transport
costs ma-y prohibit accessibility 1o export or import points, Also, activities that are
high-ly ';si1eltered" or protected qualify as nontradables. Protection of manufactures has
been common in the developing counlries, thus enlarging the nontradables sector.

Despite the difficulties in making a sharp demarcation, the two-goods case
provides a means of capturing the main macroeconomic, trade and-other factors that
infi‘uénce the relative price (RER) (World Bank, 1990). The RER determinants provide
an array of possible policy instruments that influence the relative prices and resource
allocation in the adjustment process. Each RER determinant implies some action to
bring about an appropriate RER. The problem fies in assorling the right combination,
and it requires some prior knowledge of the likely effect (direction and magnitude) of‘
given determinant on the RER.

The next sub-seclion examines the theoretical effects of the different factors
(determinants) on the RER. An idea about the magnitude of these effects is an

empiricél subject in Chapter .

33The tradables are, in other works, divided into importables and exportables. We are sticking to the
two-goods definition of the RER. However, in the discussion, the distinction is quite useful: importables
and exportables make a class of radables. The price level of tradables becomes a weighted average of
* the two. Thus, assuming weights to be a and b for exportable and importables respectively, the price

level of tradables (P1) can be defined as P‘T =P - Pi’ anda+b =1,



N

]
all

2.3.2 Effects of Real Exchangg Rate Dele;'rmina'n-t;

The description of the theoretical effects of the RER determ ina;nts is drawn from
those studies cited under.1.5.1 and a few others. Closer attention is given 10 the
assumptions governing lhe ransmission of an effect from a change in a given RER

determinant to the final impact (real appreciation or depreciation) on the RER.

2.3.2.1 Fundamental Determinants

The fundamental determinants lh:lat affect the equilibrium real exchange rate are
outlined first: these include trade policies (export and import taxes, and other forms of
trade and foreign exchange controls) and government consumption. These are within
direct influence of domestic policy-making. Largely exogenous to policy making are
international terms of trade and to some extent, the capital inflpws, and changes in
overall productivity in the economy. However, the effecigs of these factors on the
equilibrium real exchange rate can be significant.

Trade policy variables include eprrt and import taxes and quantitative
measures such as quotas, as well as exchange and capital controls. A restric'tive import
policy, for instance, raising import tariffs or contracting import quotas, ha:; the effect of
raising the domestic price of importables relative to nonlradgbles: The final impact is a
result of two effects: the substitution effect and the income effect.

The rise in the domestic price of importables induces a reduction of demand
for importables and imports, and a shift of demand towards nontradables. The price
ievel of nontradables will increase for there to be an equi|ibrium.in the market, leading
to a lower ERER, or RER appreciation. The final oulcome, however, depends on two
key assumplions. First, is the extent to which aggregate der.n”and §hifts towards the

nontradables. This will determine the pressure on the price level of nontradables. 1t is
) .
assumed that there is a fair degree of substitutability (mainly in consumption) between

the importables and the nontraciables. Second, an incre?se in the import tariff lowers.
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real income, causing a decrease in effective aggregate demand for both classes of
gbods, and thus predictively, a downward pressure on their prices,- which implies a
RER depreciation. This income effect is the opposite of the substitution effect.

Thus, if it is assumed that the substitution effect overshadows Ehg income effect
the net effect of a permanent increase in an import tarifl will bel ;IER appreciation.
According to Edwards (1988) and Valdés and Dorosh (1991) this seems to be a
plausib.l'e assumption. It may generally be considered that a more restrictive regime
will lead to net RER appreciation, while trade liberalisation will lead to net RER
depre&iation. "However, the definitive result is empirical.

An increase in expor{ taxes reduces the domeslic currency price of exportables
relative to the nontradables or a RER appreciation. Conversely a reduction in export
taxes induces a RER depreciation. -

Although the parallel market premium may be regarded as quasi-policy -
variable, it has been found to be a good proxy for the degree of exchange and capital
" controls (for instance, Edwards, 1989) while others take it as manifestation of
underlying inconsistencies in macroeconomic and nominal exchange rate policies.34
The purpose here is to seek a possible relation to (if not impact on) the RER. Edwards
(1989) draws attention 1o the fact that the parallel market and the RER may be jointly
determined. On Lhe one hand, parallel exchange market premium has been viewed as
an implicit taxation on export earnings that, by regulation have to be surrendered at
the ofﬁi:ial'depreciated rate (Pint3, 1989, 1991). The rise in the premium can thus be
éonsid‘ered to have the same effect on the ERER, that is causing an appreciation
(Nduluy, 1993). An asset market approach has been provided by Elbadawi (1989)
proposing the same relation basing on the speculative pressure of the paraliet market
premium. An expected rise in the premium leads to a decline in the demand for

domestic money relative to foreign-currency denominated assets. The required

341n,z; number of studies, it has been taken as a proxy for RER misalignment. For instance, Grobar
(1993), Cottani et al. (1990).
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increase in the supply of foreign currency implies that the RER has 1o appreciate.
Though it is 'not easy to say which one always precedes. the other, the premium and
the official RER can be considered o move together as Kaufmann and O'Connell
(1991), and Ndulu (1993) suggest.?>

The effects of government spending and its composition have also been
explored. A number of assumptions influgnce the final impact. It is commonly
assumed, for instance, that most of government spending is on nontradables. If s0, an
increase in government spending implies higher income (to, recipients) and hence,
higher demand for the nontradables leading to higher prices and hence, real
appreciation (assuming the substitution dominates the income effect). In practice it is
difficult to measure with precision the nontradable output consumed by government
(apart from the most obvious such as wage bill, construction and a range of services).
However, if the increase in spending is financed from sources that reduce income, the
effect on the RER will be weakened, since a decrease in disposable income (e.g. via
higher income tax) creates a tendency toward real depreciation. It does seem then that
the final effect may be ambiguous. ‘

improved terms of trade will lead 1o an increase in the demand for importabies
relative to nontradables. For an equilibrium to hold in the nontradables market,
nontradables prices must fall, which impliés ERER depreciation. ‘ The final outcome
depends on the degree of substitutability between the tradables and nontradables. On
the other hand, improved terms of trade imply higher real income, which increases
aggregate demand. The income effect on the ERER will depend upon the relative
income elasticities of demand for tradables and nontradables. |If demand is heavily
tilted towards the nontradables, their price level will rise, leading to RER appreciation.
Again the net effect is empirical, depending on which of the prE__c? and income effects

dominates.

330ne possibility is that the nominal official and paraliel exchange rates may follow each other when
overtly or covertly, for instance, the official policy is to narrow the spread between the two rates.
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Inflows of foreign resources are expected to lead to an appreciation in the
ERER, as are increases in inlernational interest rates. For the inflows, appreciation is
supposed to come about via a spending effect. Increased inflows imply higher real
income that induces higher aggregate demand for nontradables - assuming a positive
income elasticity of demand for the nontradables. This requires an increase in the
prices of nontradables relative to the tradables, and hence, RER appreciation.

" From the policy point of view in poor countries, the inflows are exogenous to
domestic policy since some conditions-are attached on their use. Though the general
hypothesis is that of causing a RER appreciation, the final outcome may depend on
" how ‘1he inflows are spent. It may be that most of the inflows are directed primarily
‘towards the tradables, and do not immediately boost spending on nontradables.

Changes in the ERER may also be brought about by changes in productivity
due to better technology, or even improved competitive advantage. An increase in
productivity in the tradables sector may lead to ERER appreciation since increased
productivily is assumed lo induce a drop in the relative price of tradables. On the
other hand, however, increased productivity may also lead to a rise in real income,
inducing higher demand for norirradables. In turn, this will iead to a rise in the price
level of the nontradables or a real exchange rate appreciation.

If improved produclivity takes place in the nontradables sector, and there is a
relative fall in their prices consequently, the real exchange depreciates. The end result
depends, therefore, on which sector productivity takes place and the subsequent
resg;ons;iveness of the relative prices.

T.hu's, for most of the fundamental determinants, their eventual effect on the
fequilibrium) real exchange rate depend on a number of other factors, which makes an

empirical analysis of the actual eifects necessary.
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2.3.2,2 Non-fundamental Delermirants

Non-fundamental factors that cause the actual, real exchange‘ rate to dgviate
from its underlying equilibrium RER path.relate to the conduct of macroeconomic and
nominal exchange rate policies. These cause temporary deviation of‘ the RER path
from the equilibrium track delermined by the fundamental or real factors.

For there 10 be no significant deviations of. the actual RER from the underlying
equilibrium track, the basic requirement is that both fiscal and monetary policfes be
consistent with a chosen (nominal} exchange rate regime (Edwards, 1990). An
expansionary macroeconomic policy wilhilj a fixed exchange rate regime will result in
RER appreciation.3¢ Excess domestic credit creation will lead to excess.demand for all
classes of goods and financial assets. Excess demand for tradables has a negative effect
on the trade balance, and may lead to decumulation of foreign reserves or an increase
in foreign borrowing. On the other hand, excess demand for n,onlradables exerts an
upward pressure on the domestic price level, and hence a RER appreciation. In the
absence of carrective change in other determinants, such a change in the actual RER
represents a RER misalignment (Edwards, 1988:11).

The configuration of "macroeconomic balance” requires. co-ordination of
monetary and fiscal policies so that "...domestic credit grows at a rate consistent with a
reasonable target inflation- rate .and real output growth while the nominal exchange
rate changes at a rate equal to the inflation differential™ Ndulu (1993: 335),37 that is,
the difference between domestic and foreign inflation rates. Foreign inflation is
definitely beyond control of domestic policy, but its behaviour is an important "input"
for domestic macroeconomic and exchange rate policy-making. In other words, the
design of domestic policies ought 10 lake.into account foreign infiation developments.

]

36The opposite may be the case in a situation of floating exchange rates. In that case, as demonstrated
by Dornbusch (1976) and Edwards (1988: 11-14), expansionary monetary policy leads to an
instantaneous rise in the nominal exchange rate and, because goods prices do not react immediately, the
temporary overshooting in the ‘exchange rate takes place. This implies also that the RER temporarily 100,
departs from the long-run equilibrium path. But as gradually domestic prices pick up, the RER returns to
its equilibrium track. ' -

375ee alsc, (Aghveli et al., 1991:14) for a similar viewpoint. *

L P TI TS,
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A rather general way of viewing the conditions for the requirement of
"macroeconomic balance" is to put logether two conventional theoretical strands, the
Law of One Price and the Quantity Theory of Money equation 3%

'Thus, assuming lhe law of one price applies (implying the Purchasing Power

Parity holcis), then
(2.1) P=EP*

where P is the domestic price level, P* is the foreign price level and E is the exchange
rate defined as units of domeslic currency per one unit of foreign currency.

Equation (2.1) implies that the domestic price level P is a function of the
nomir;al"e;cchar{ge rate E and the world prices P*.

Taking small percentage changes on both sides, we get:
2P -E + P*

where the variable with a dot on top implies proportionate change - for
instance, P = AP/P.,, [£ =AE/E,; and s0 on.3?
Exchange rate stabilily requires, as in the extreme case of fixed exchange rate

regime, that AE = O, that is,

(2.3)175 - f’—15* =0

3B7This explanation recognises the problems of the PPP, especially in the developing countries as noted
bg Sachs and Larrain {1993), among others.
397his convention is followed throughout the rest of the text.
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Equation (2.3) then implies AP =AP*, stating that the change in the domestic price
level be equal to the change in the foreign price level. From this simple relationship is
the nolion encountered in literature, that should the domestic rate of inflation exceed
the rate of foreign inflation, the nominal exchange rate has to be depreciated (or
devalued). In a way, flexibility of the exchange rate is iﬁplied in this equation as a
second option (aparl from control of domestic inflation, P); otherwise if the exchange
rate is not adjusted, the country loses its international competitiveness.

From the Quantity Theory of Money identity,
{2.4) P=(MV¥T

where M is volume of money supply, V is velocity of circulation, T is volume of
transactions or output (y)) and, assuming V to be constant, and taking rates of change on

both sides, then,

5 P-M-y

This implies that, to keep the level of domestic prices stable (AP =0), the growth
rale of money supply must not exceed the growth rate of output. For insle;nce, if the
growth rate of money supply (AM/M,_) exceeds thé growth rate of output (Ay/y, ), then
inflation is likely to occur.

Combining (2.3) and (2.5), for exchange rate stability. leads to
o

3

(2.6)1'551{4-3':-15%0
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In turn, this condition implies the "macroeconomic pol'icy balance" (MAP) - obtained

by subtracting £ from both sides #: (2.6) as:

(2.7) MAPw(/{J y _P*.E)-0

In theory then, equation (2.7) implies that, for there o' be overall
macroeconomic policy balance, all the elements must offset each other. Despite the
usual criticisms of the Purchasing Power Parity, upon which MAP derivation builds,
two things flow from (2.7). First, 0 <MAP connotes expansionary macroeconomic
policy (expanding aggregate demand) with potential to cause a rise in the domestic
price level, and hence RER appreciation. Conversely, MAP <0 implies contractionary
policy, WhicH will tend 10 bring down domestic price level and so a RER depreciation.
Fiscal policy is incorporated within monetary growth in (2.7). This is critically true for
countries where fiscal deficits are monetised (see, lor instance, Sachs and Larrain 1993,
Greene and Canetti 1992, Collier and Gunning 1991). Further, supply-side sources of
pressure on domestic prices would be reflected in AY.

Second, nominal exchange rate devalualion {(associated with AE) would lead to
RER depreciation, depending on what is happening to other variables in (2.7) and
hence the need to see nominal exchange rate policy within the entire context of
"macroeconomic balance". This would be in line with the assertioﬁ often made, that
the effect of nominal devaluation on the RER will depend upon the ability of
accompanying fiscal or monetary policies to contain domestic inflation. Further, as
Edwards (1989:144) notes from empirical studies, the wide differences of the effects of
nominal devaluation on the RER across countries could be attributed also to

institutional characteristics of each counlry in respect mainly of labour markets, and in
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general, their incomes policies. This rationalises the focus of the_ present study on the
macroeconomic balance later in our empirical investigations.

To sum, it is clear from this account that for most determinants, the eventual
effect on the RER depends on a number of (different) factors or mechanisms. Table 2.1

lists the RER determinants and their hypothesised effects on the RER:

Table 2.1 Expected Effects of Real Exchange Rate Determinants

RER Determinant Effect on RER

fundamentals

A resirictive (frade) import policy -

Trade liberalisation *

Increase export taxes -

Increased governmenl spending on nontradables . -

Parallel exchange market premium . -

External terms of trade improvement -

International capital inflows {(positive inflows) L

Increase in international interest rates ) +

Improved productivity of tradables -

non-fundamentals

-Expansionary monetary or fiscal policy -
Notes: Sign (+) means RER depreciation whereas sign { - ) stands for RER appreciation,

Accordingly, the skeletal RER model summarising these RER determinants can

be written in brief as equation (2.8) below:

*

(2.8) RER = RER(F;, MAP) ' T
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where F; (| = 1,2,...n), are fundamental determinants of equilibrium RER discussed in
detail in subsection (2.3.2.1) and MAP represents the non-fundamental component,
essentially summarised by equation (2.7).

The magnitude and direction of the change in the RER - whether it is an
increase in the RER ( a real depreciation) or a decrease in the RER (real appreciation)

following a change in a given RER determinant are empirically tested in Chapter Il

2.3.3 Three Elements of Real Exchange Rate Behaviour
The three aspects of real exchange rate behaviour to be closely analysed in this

‘study are the RER (path) itself, RER. misalignment and RER uncertainty.

2.3.3.1 Real Exchange Rate Path

The RER has been formally defined and needs no further notes here, The time
series of actual (or observed) RER will be measured by using appropriate price indices.
The movement of observed (actual) RER measure is traced over time, an analysis being
made of the prominent turns - appreciation or depreciation. As noted earlier, the
actual RER will change because of changes in the RER determinants discussed in the -
previous section. This is attempted in Chapter Il which also attempts to approximate

the impact of each determinant on the actual RER.

2.3.3.2 Real Exchange Rate Misalignment

The second aspect is RER misalignment. As seen earlier, this presumes
existence of long-run equilibrium real exchange rates (ERERs), which depend on real
variables only (the fundamental;). The actual RER, on the other hand, responds not

only to the rea! variables but also to the monetary variables. The actual RER will
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normally deviate from the longrun equilibrium. Sustained departures of the aclual
from the long-run equilibrium real exchange rates signify RER misalignments (Edwards,
1990). Macroeconomic policies that are inconsistent with a chosen nominal exchange
rate regime are one of the ways by which RER misalignment will occur. -

By an appropriate method it is possible to deduce the time series of RER
misalignment from empirical RER model of the RER determinants as deviation of actual
RER from ERER. The ERER is estimated by assuming some "sustainable" (or long-run)
tevels of the fundamental determinants.

Other studies have pointed to the existence of high parallel market exchange
rale premium as signifying presence of macroeconomic misalignment (e.g. Grobar,
1993). Ghura and Grennes (1993) find it to be a good indicator of misalignraent in
Sub-Sahara African countries with relatively "fixed" exchange rate regimes and where
the official exchange rate is kept below the market rate and thus create an excess
demand for foreign exchange. The parallel market premium is also linked to overly

expansionary fiscal policies and distortions arising from other non-price measures.

2.3.3.3 Real Exchange Rate Uncertainty
| The third aspect is RER uncertainty.#® The time path of the actual RER is,
statistically, a starting point for analysis of RER uncertainty. This is because exchange
rate uncertainty is often associated with the "statistical measures" of exchange rate
variability, such as the standard deviation and other measures.
More frequently encountered in literalure is nominal exchange rate
uncertainty. it would appear, however, that the uncertainty measure associated with

the RER is probably more suitable in an economy with relatively fixed nominal

401 this study, the RER uncertainty and variability are used imercha?lgeably. Other studies use the term

"instability". i '
i
§
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exchange ‘rate regime. In that case, the measure signifies unstable relative price
incentives between tradables and nontradables sectors.

At

As poinled out by Cottani et al., (1990: 62),

"Large swings in RERS mean greater uncertainty with respect 'to relative
prices. - The resulls are preater risks, shorter investment horizons, high
- adjustment costs as production moves back and forth from tradable to
nontradable seclors, and financial instabilily as expectations of e);chénge

rate changes lead lo inlerest rate volatility”

The measure reflects the behaviour of RER determinants, mainly those affecting
domeslic inflation and expectations related thereto. In particular, high RER variability
can be expected to adversely affect economic agents' credibility in government
co;nmilmenl to enacled or pre-announced policies that directly affect incentives in
engaging in various economic activities.

There is not much agreement, however, on the implications of exchange rate
uncertainty on the economic agent's perception of the costs (or risks) associated with a
given level of measured exd;ange rate variability. For instance, Medhora (1990: 315)
notes, of nominal exchange variability, that "(i)t is entirely possible for a low measured
variability to be consistent with high a priori uncertainty ... and vice versa". A similar
line of argument is pointed out by'ﬁisseery and Peel's (1991) review of previous
theoretical wo;ks.

-Thé general thinking, however, is that high variability is associated with high
u ncértainly that will prompt risk-averse agenls' o scale down expectations. Presently,
interest is mainly in the relationship” between a measure of RER -uncertainty and

economic activity - in this case aggregate exports.
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2.4 Real Exchange Rate Behaviour and Export S;Ipply: Theoretical Links. .

After the empirical estimation of the effects of the RER determinants on the
actual RER the analysis further explores the impact of these RER determinants on
export performance. Since it is assumed that the effects of these is mirrored through
the RER, the first lask is to examine briefly the hypothesised link between the RER and
(aggregate) export supply.

The assumed theoretical relationship between exports supply and the RER may
be traced in the theory of supply in which the supply price is the basic argument. For
exports, assumed mainly to originate from the tradables sector, the RER is suitable
since suppliers of exportables compare the relative price of exports to that of
nontradables before allocating their resources between the two classes of goods. The
RER 'has thus been used in export functions to represent price incentives.

In this way, it can be posited that an increase in the RER or a RER depreciation
will lead to an increase in the supply of exports since this implies increased relative
price incentive for producing tradables. Conversely, real appreciation is associated
with a decline in export incentives, and can be expected to induce a shift of resources
away from tradables sector. Thus, policies and events that result in a higher domestic
rate of inflation, for instance, lead to a RER appreciation and undermine the
competitiveness of the tradables.

In other studies, for instance, Goldstein and Khan (1985), the components of
the RER, in particular, the foreign price and the domestic price appear as separate
arguments in the export supply function.#! Though the nominal exchange is not
explicitly included {the price received by exporters is already expressed in domestic
currency), the essence of the basic relationships is similar to those in respect of the

RER. For a given level of export price, (assuming a "small" country), it is still possible

41The supply function, here appears as an element in the imperfect substitutes model of trade.
Specilically, Xf = JIPX(1+5,P;] j1=0 jp < 0, where X? is the quantity of exports supplied from
country i to the rest of the world and is positively related to the domestic price received net of trade taxes
(S is subsidy rate), and negatively related to Pj, the price level of home goods (Goldstein et al.,
1985:1046-1047).

0
]
I



44

for this country to affect its export volume to the extent that the counlry can alter
internal profitability of producing and selling exports through its influence on the
domeslic price level {(Goldstein el al.,, 1985: 1048). Thus, grealer duly is assigned to
domestic policy for improving internal profilability of exporting.

Thus, lelting X5 stand for the quantity of (aggregate) exports,.the expected
relation between the level of export supply and the RER, RER misalignment and RER

uncertainly can be simply represented as:

+ 3o

(2.9) X8 = f(RER, RMIS, RUN, vy ...) f1 >0, r2<0, s3<0, 74>0

where RMIS = a measure of RER misalignment
"RUN = measure of RER uncertainly

y = is real output {GDP).

On the other hand, RER misalignment signifies distorted incentives.. In its
common manifestation of real overvaluation, misalignment implies negative incentives
" for export activity.42

RER uncertainty implies unstablé relative prices. -As such, increasing
uncertainty is expected lo have a negative effect on exports and economic activity in
general, since wide fluctuations in the RER mean unstable prospects for investment
and trade.

Thus, hoth RER misalignment and uncertainty may.be expected to be
negatively related to export performance. It is conceivable that RER misalignment and
uncertainty could be happening at the same lime. A per§istent overvgluation increases

speculation as 10 impending -devaluation (Dornbusch, 1988): this is a source of

42745 is one of the consequences of overvaluation as elaborated by, among others, Dornbusch (1988).
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coss-country data and others use single-country time series data, it is interesting to

observe convergence or divergence in the conclusions.

2.5.1 Methodological Questions

Most studies address the problems invol\‘fed in the measurement of the RER.
These concern the chbice of appropriate proxies for prices of tradables and
nontradables. The practical data problems in the LDCs are elaborated by, among
others, Edwards (1990). Part of Chapter Il takes up the question of measurement of
the RER for Tanzania.

Two studies that examine all the three elements of RER behaviour at a time are
Cottani et al. (1990) and Ghura et al. (1993). Other studies stress on one or other
elements of RER behaviour and their effects.on economic or export performance.

Employing secondary data, the studies use regression analyses (Ordinary Least
Squares or Instrumental Variables) to investigate the impact of RER determinants on the
actual RER. This applies to both studies using single country time series and those (the
majority) using cross-section data. RER misalignment is then determined on the basis
of these estimates. The theorelically founded method in.voives estimating a series of
ERER points (path), about which déviations of the actual RER are measured and taken
for RER misalignment. Estimation of the ERER requires the incorporation of the impact
of each of the fundamenial determinants.of ERER. In Cotltani et al. (1990}, Ghura et al.
(1993), and Pick et al.,, (1994) RER misalignment is derived from the estimated RER
model. It is termed "model-based" RER. misalignment, és distinct from that taken as
observed' departures of actual RER from a chosen Purchasing Power Parity ERER
(ERERppp).

Correlation analysis is alzs used to measure the s;t_rength of association between
exports and RER behaviour (e.g. Cottani et al, 1990; Ghﬁl}a et al., 1993). However, as
pointed out elsewhere, the simple descriptive statistics ('ilo not give strong indications

W
v
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of long-run relationship between the RER measures andjiexports (Rose, 1991: 307).
They have to be supplemented by parametric methods, ’rihostiy OLS and instrumental
- variables. Lately, co-integration analysis has been added by, for instance, Asseery and
Peel (1990) in' the investigation of effect of exchange rate fnstability on export flows.

It is worth noting that there are other analytical studies that do not necessarily
use parametric methods, but present strong evidence in support of the need to
maintain real depreciation following a policy change or event (such as a supply-shock)
that puts pressures on the domestic price level. Often encountered are those studies
that relate to the ability of devaluation to elicit supply response of exports, its effects on
the level of imports, government budget and other effects. Donovan (1981), using a
"before-afler approach™ notes the facl stressed eisewhere (for instance, Edwards, 1989
and Krueger, 1978), that ihe real effect of devaluation lasts only a while: in 1 to 3 years
the real effect gets eroded by inflation, so that the supply response dwindles after the
real effect of nominal devaluation has been eroded by the rise in inflation.46

. Most studies use cross-section approach since they study groups of countries
that are sampled on the assumption that they have similar economic structure and face
common external influences.*” However, since countries have their own peculiarities,
‘mainly in the degrees of policy orientation, not all conclusions from cross-Country
“studies can be generalised for all countries without qualification - hence ihe

‘importance of individual case studies.

2.5.2 Major Conclusions.

With regard lo empirical estimation of the RER determinants, most results are
from cross-country studies, notably Edwards (1989), Cottani et al. (1990) and Ghura et
al. (1993} and Pick et al. (1994). The hypotheses in -eEespecl of the fundamental and

46 dwards (1988) and Edwards and van Wijnbergen {1989) review! "'mre studies on devaluation effects.
47See, for inslance, Greenaway and Sapsford (1994). gh :

]
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non fundamental determinants are tested, and most confci%m to expected results. In a
few cases estimations yield weak coefficients. For instar{ée, Coltani et al. (1990) find
the coefficients on terms of trade and capital inflows tEp be weak and statistically
insignificant. Nevertheless, most estimates lead to quite'luindicative measures of RER
misalignment (the model-based measure), where this is attempted, for instance, Cottani
et al. (1990) and Pick et al. (1994). |

The results of the studies on the relationship between RER behaviour and
export performance are unanimous on two aspects. Bdfh single country and cross-
country studies confirm a positive relfationship between the RER path and (some
measure) of export performance. Second, the impact of RER misalignment and exports
is generally found to be negative.

The relationship between export performance and RER.uncertainty.appears to
be ambiguous. In the developing countries most resultg show that RER instability is
detrimental to export performance (Krueger, 1978; Cabalkl.ro and Corbo, 1989; Cottani
et al., 1990; Ghura et al., 1993; Grobar, 1993).# Not |r; all cases do results show a
strong negative relationship. ~For instance, Edwards (1'.990) finds the relationship
between RER instability and export growth rate to be weak.

Other analytical studies point to closely similar ianlications. The proposition
that there should be real depreciation is clear in, for ir]%tance, Donovan (1981) and
Gulhati, Bose and Atukorala (1986). In a study of 9 Afrjcan countries, Gulhati et al.
(1986) found that governments throughout the 1960s i:land 1970s had a "passive"

{
attitude toward exchange rate policy. They find that exchange rate appreciation in the

1970s was associated with falling exports in Tanzania, Kenya, Madagascar and

i .
Somalia. Furthermore, the study attributes successful export performance in the Export

31
Promotion Zone (EPZ) and tourism in Mauritius in 1981’&19 a positive jmpact of a real
i

48Caballero et al. (1989} cite works on Chile by Behrrman (1976), g?!ombia by Diaz-Alejandro (1976),
and Brazil by Coes (1979) that show a negative ralation between,real exchange rate variability and
exports. ' Ik
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depreciation supported by considerable depreciation of : eal wages. The study,

however, does not directly lreat the RER determinants. ‘

As expected, differences among the empirical sludles appear in the magnitudes
of the elasticily coefflicients (in a few instances, the signs). " Thls can be aliributed to
differ(;nces in the size (and length) (;f the sample group (aqd period}, and estimation
procedures_(e.g. the presence or olherwi-se, of lag structu'ré). Perhaps; what ma'y be
taken as powerful leads from these studies, is the direclion (sign) and statistical
significance of the coefficients - as plausible basis for testing the theoretical

relationships.

2.6 Approach of the Present Study

The scope of mosl sludies that examine Lhe relatioriship between the RER and
exporl.s does nol include an mve‘;l :ation of the impact of individual RER delerminants
on exports. As the question would be put: Having examiined the impact of the RER
delermi-n-ants on the RER and the il'npact of ihe RER on expé)rts- Is it possible to infer on
lhe |nd1re(.l unpa(t of these RER determinants on (ﬂgbregate) export performance via
lhe RER? Close to this line of enquiry, is the study by Ndulu et al. {1993} which,
among, other things, examines the indirect impact of mm?!y policy RER determinants

on Tanzanla s manufaciured exporls. 4

|
The present study essentially draws on the majg"r conceptual and empirical
. i
approaches cited in the review. It makes the mode!;jbased analysis of the RER
delerminanls and eslimation of RER misalignment and l%ER uncertainly for Tanzania.
The links of these aspects of RER behaviour and aggregale exports are then lested.

fhus ||kp Ndulu et al. (1993) and Pick el al. (1994) the.sludy estimales the

RER equation (for the RER determinants) and an expor; equauon in which the focal
argument is the RER. Pick et al., (1994) deal with ¢ ‘Licultural exports at a more

disaggregated {(commodity) level lor a group of ten deve(g ping countries. Unlike these

4
1
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studies, however, RER misalignment and RER uncertainty, each in turn, take place as
arguments in the export function.

The indirect effects of the RER determsinants on export performance are
empirically derived from the estimated RER and export su’bply equations. The indirect
impact coefficient of a given RER determinant on aggregate exports can be
approximated as a product of the derivatives from the estimated RER model (2.8) and

the export function (2.9) as product of the respective derivatives:4? that is,

dx  Ix _JRER

(2.10) -
JFi é’RER JFi

where "x" stands for real exports, and Fi, a given RER determlnant

Equation (2.10) is anticipated to give some indication of the responsiveness of
real exports (total'and sectoral) to individual RER determinants.

An extended empirical model for RER deterrlninants is introduced and
estimated in Chapter lil.. This forms the basis for the estimation of RER misalignment.
The export supply function (2.9) and estimates relating aggregale exports to RER
misalignment and uncertainty.are done in Chapter V, where also, derivation of the
indirect effects of RER determinants on the aggregate real exports (2.10) is carried out
using empirical estimates from both functions.5°

Few studies have investigated the time series characteristics of the data for the
relationships on hand. Two closely related studies, Asseery et al. {1991) - relating
exports to real exchange rate uncertainty, and Rose (1991) - relating trade balance to
the real exchange rate, explored the order of integrgtion of the time series and

%

b
l W

49%or quick reference these are :(2.8) RER -~ RER(F;, MAP} and (2.9) X5 - J(RER, RMIS, RUN, y ).

As pointed above, other things being equal assumption s implied as an altempt to track (solate) the
desired object of analysus, and recognition of the complexity of the interrelationships of economic
variables is emphasised at the end of this and the last chapter (Chapter V1).
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combination thereof (i.e., checking for co-integration): but these were done on
developed market economies.5!

Trade policies are part of the RER determinants: a limited discussion of the
export incentives in the context of trade orientation is made along Bhagwati (1988).
Specifically, average real effective exchange rate for both exports and imports are
derived and analysed. However, the profile of the actual export promotion incentive

schemes are beyond the scope of the present scope.

2.7 Concluding Remarks

This chapter has elaborated on some common problems in the conduct of
nominal exchange rate and trade policies in.developing countries. It was noted that
there was more anxiety about the consequences of devaluation than a conviction of
the need to conduct fiscal or monetary policies consistent with the chosen relatively
"fixed" (predetermined) nominal exchange rate and trade policies.. Export, incentives
were-linked to these policies, emphasising on the real return {internal profitability) and
international competitiveness of the tradable goods. . .

The RER concept, RER misalignment and uncertainty were analysed and their
theoretical relationship with export supply discussed. The analysis of the few previous
studies focused mainly on methodology and general conclusions regarding the effects
of the RER behaviour.on export performance in the developing countries.

Drawing on the methodology from the previous sludies, this study lays
emphasis on the three aspects of RER behaviour and their empirical relationship with
aggregate export performance in Tanzania. The next chapter examines the behaviour

of exchange rales in a macroeconomic perspective.

51 Asseery et al. (1991) extend into an error correction model, having established co-integration,



THE BEHAVIOUR OF EXCHANGE RATES IN TANZANIA .

3.1 Introduction

During the 1960s and 1970s, the ordinary perspective - of managing the
nominal exchange rate in Tanzania, seems to have centred mainly on the notion of
exchange rate as a "price". Policy was preoccupied with keeping "stability" of the
value of the Tanzanian shilling {TSH) against foreign currencies, and not mainly as a
tool of balance of payments adjustment. Few small adjustments of the parity were
made. Even when serious internal and external imbalances appeared towards the end
of the 1970s, particularly large nominal exchange rate changes were resisted.

Like many developing countries, -Tanzania has had a.relatively "fixed" or
predetermined exchange rate regime, and for most of the period until at least the mid-
1980s preference was given Lo rather administrative trade and exchange controls, in an

)
environment of largely expansionary macroeconomic policy. Thus, apart from the
observed nominal exchange rate, there is a need to investigate the underlying nature
and behaviour of the RER that incorporates the effects of both domestic and external
factors including the nominal exchange rate.

This chapter attempts to analyse developments in .the nominal .and real
exchange rates in Tanzania, with the aim of identifying some major policy
determinants of their paths, and to investigate the extent of RER misalignment and RER
uncertainty.

Section 3.2 presents analyses of the behaviour of the exchange rate policy
indicators mainly the nominal and RER measures. Section 3,3 makes an historical
analysis of the exchange rate policy in Tanzania, highlighting m:acroeconomic and
trade policy developments considered to be most pertin‘ent to the nominal exchange

rate policy stance through different episodes. Though the analysis spans 1967-90,
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recent developments belween 1990-93 in the foreign exchange market are briefly
discussed.

Section 3.4 investigates the determinants of the RER in Tanzania and méasures
of RER misalignment and uncertainty are estimated. This.is followed by concluding

remarks. -

3.2 Movements in the Exchange Rates 1967-90
3.2.1 Definitions and Measures

The term "exchange rale" is commonly used to refer to the price of one unit of
a currency (or a commodity} in lerms of another currency or other currencies (or
commodities). As used here, nominal exchange rate (E) is the number of Tanzanian
shillings (TSH) per unit of a foreign currency. It can also be referred to as a bilateral
rate. The Bank of Tanzania quoles daily buying and selling rate against the United
States dol'ar (USD). Rates for other currencies are determined as cross-rates for these
currencies against the USD in the international markets.>2 There has been a paralle!
market for foreign exchange in the "strong" currencies, and the bilateral nominal rate
in Lhis market has for a long time been recorded in USD terms.>3 Since many
international transactions are recorded in United States dollars (USD), and the USD
appears to be the most current on the paralie! markets, frequent use is made in the text
of two nominal bilateral rates, that is, the official (€} and the unofficial (E, ) rates. Rates
for major trading parlners are carried in the appendix, but they are used in the

compulation of the multitateral exchange rate.

52The“fofeig‘n currencies include: Australian dollar, Austrian schilling, Belgian franc, Canadian dollar,
Commorian franc, Danish kroner, deutsche mark, Netherlands guilder, Ethiopian birr, French franc,
Indian rupee, ltalian lire, Japanese yen, Kenyan shilling, Lesotho maloti, Malawian kwacha, Mozambique
meticais, Mauritian rupee, Norweigian kroner, Pakistan rupee, pound sterling, Rwanda franc, Somali
shilling, Swaziland emalangeni, Swedish kronor, Swiss franc, Uganda shilling, Zambian kwacha, and
Zimbabwe dollars IMF (1993b:501).

Mainly recorded in dollar terms, the earliest series are found in Picks Currency Yearbook; records by
Kimei (1987), Maliyamkono and Bagachwa (1990) and own recent experience.
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The multilateral exchange rate, also called the “effective exchange rate"s4
combines the bilateral nominal rates using some weighting scheme for a selected set of
countries that Tanzania does trade with most. Selection of a partner country and its
weights is so made as to reflect the importance of the coqntry's trade with Tanzanla -
the "home country".55 The multilateral rate can thus be considered to be superior to
the bilateral rate since it takes into account movements in both the cross-country rates
and price levels.

Computation of the RER in this study follows the "trade theory definition"
introduced in Chapters 1 and Ii. The empirical definition used by, ameng others,
Edwards (1989), White et al. (1991), and Fleissig and Grénnes (1994), -among others,

can be written out as:

E'P*T

N

(3.1 RER =

where E is nominal bilateral exchange rate, P*T'is the foreign price level of
tradables, and P is the price level of nontradables.

The nominal trade-weighted multilateral exchange rate index can be used in
place of E to obtain a trade-weighted multilateral real exchange rate index (MRER), that
incorporates the foreign 'price indices (P*T) of the countriés involved,

Wholesale Price Indices (WP!) or the Export Unit Values of Manufacturing

(XUV) of the foreign trading partners are usually laken as proxies for P*;. The export

54Usage of "effective" exchange rate by the International Monetary Fund (IMF) and in other works
connotes a trade-weighted measure of the exchange rate as distinct from the bilateral exchange rate. But
elsewhare in development economics literature (for instance, Krueggf, 1978), "effective" rate is the rate
that is reached at after taking into account the effects of trade taxes on the nominal (or real rate). In this
study "effective” will be used in the fatter sense. The trade-weighted.real exchange rate will be referred
to as the multilateral real exchange rate (MRER) as distinct from the bjlateral real.exchange rate (BRER).

SWeights can be based on export trade, finport trade or total trade, that is exports+imports. In the
computations here, total trade is used as a basis so as to get a more comprehensive.coverage of the trade
fiows. ’ oL .
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unit value of manufaciuring is especially more representative of the type of
comrrio'diti‘es'developing counties import from the developed countries, while both
the WPl and XUV are far betler than the Consumer Price Index (CPI*, where "*"
denotes trading partner), since CPl*s of the developed country do not adequately
cover commodities that developing countries import from developed countries.
As Edwards (1988, 1989, 1990) and White et al. {(1991) poinl out, given the difficu ities
of accuratt;1y measuring the price level of the nontradables in ‘the developing
countries;, a convenient oplion is to- use the domestic price level, usually Consumer
’Price Index (CPls) as Py. In these countries, the CPls are more heavily weighted
towards nonlra.dables.

Although this stucly utilises more ihe trade theory definition, it is worthy making
a few notes .(-)n the more traditional version of exchange rates, based on the Purchasing
Power Parity (PPP) doctrine. This is because, despite the criticisms levelied against it,
the PP.P defiﬁition has been and still is frequently used for policy assessiment of the
appropriateness of a given nominal rate relalive lo the rate considered to be an
"équilibriurﬁ exchange rate". According to this theory, the exchange rate change
between two currencies basically depends on the two countries' price levels.36

The PPP exchange rate differs from the trade theory version in that both the
price variables refer o the same type of indices, for instance both could be CPls. The
-trade theory definition uses different types of price indices, the main distinction being
that between tradables and nontradables. Though the PPP-based exchange rate can
still be used as an indicator of the country's international competitiveness, it fails to
explain changes in the relative incentives and resource movements across sectors as

does the trade theory definition.%?

565ee, for instance, Pick et al., (1994: 555). The purchasing power parity exchange rate can be defined
as Eppp= E,P /P*, where Eppp is the nominal PPP exchange rate in domestic currency units per unit of
foreign currency, £, is the base year nominal exchange rate, P* is the foreign price level and P is the
domestic price level. . : -

37See, for instance, Edwards (1990), White et al. (1991,
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For the PPP exchange rate, selection of "the equilibrium rate" depends on what
the policy analyst considers lo be, a refatively siable year (period), that is, a year with
satisfactory  balance of payments and internal stability (no disruptive inflation).
Deviations of Eppp from the base year are takt:-:n as deviations from the equilibrium.
However, it becomes necessary to make frequent revision of the equilibrium base
year, since structural shifts take y:lace in the economy over time. The trade theory
definition avoids this problem, since the equilibrium in this case is not an "immutable"
number but keeps on varying with changing factors that affect external and internal
balances. Faclors that affect both the "home goods" market and the ex-tern'ai balance
differ in intensity over time, so that the underlying equilibrium RER can differ from one
period {o another,

By the definition of the RER in (3.1), a rise in the RER inde_>§ depicts a real
depreciation, and a fall in the index, a real appreciation.58 A real deprlecia_tionl signifies

“a fall in the relative price of nor.radables and improvement in thegountr_y's external
competitiveness.

The next problem is the choice of a base year. In most computations in this
study, 1972 was selected as base year.5? It appears that the domestic rate of inflation
and that of trading partners were not very far apart in the period 1967-'-1974 (for
instance, Chart 1.2 ): this would make any of these years better as a base than, for
instance, 1980. On the other level, 1972 and 1973 had higher reserves than 1966
and 1980. After the peaks of 1972 and 1973, the reserves fell off, and rose markedly
only in 1976 and 1977 (Table 1.3).

Thus, if one should rule out 1970-1971 becduse of the “"mini-balance of
payments crisis" {(more on this in part 3.3 below) during which reserves dropped from

USD 80 million in 1969 to USD 65 million and USD 60 million (1970 and 1971)

38n other works, the RER is defined in the reciprocal form, with the index of the forergn price level in
the denominator (see, for instance, Helmers, 1988). In those cases, a real appreciation is depicted by an
mcrease in the RER, and areal deprecuahon by a decrease in the RER index.

390 her years used elsewhere in Lhe case of Tanzania: 1966 (Lipumba, 1991b), 1968 Musonda (1992),
19872 (Ndulu et al., 1989), 1973 (Lipumba, 1987), and 1980 (Kimei, 1989), -
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respectively, another altribute that could be attached to 1972 (even 1973) compared to
the years just back, is the fact that the economy had (increasingly since 1967) firmly
taken on new special features, given by the broad socialist orientation. These include
expansion of the public sector in production, finance and a range of commercial
activities, a drifl towards central conlrol over prices {including interest and exchange
rales) and stifling of private compelition. These continued to influence
Macroeconomic nwanagehent for many years.

Table 3.1 shows nominal exchange rates, Lhe official rate (E) and the unofficial
rate (E,), Eppp and the parallel exchange market premium (PREM)- all based on the
USD. The comparison of E and Eppp captured by DEppp suggests nominal
overvaluation (negative sign) for most of the 1970s to 1986. At least in terms of the
sign (with doubts 'on the magnitudes) DEppp supports oftmade assertions that the
Tanzanian currency has been overvalued for most of the.périod until after the mid-

1980s.60 1985 had the highest overvaluation.

60For instance, Musonda {(1992) computes the PPP exchange rate in the similar way it is done here,
except for the base year, Hyuha (1990} has a similar conclusion based on IMF data on CPis, tracing
overvaluation since 1966,



59

Table 3.1 Nominal Exchanée Rates and Related Indicators

Year E E, PREM Eppp| DEppp
1967 7.14 B.70| 21.85  7.20| -0.83
1968]|  7.14]  s.50[ 19.05| 7.28] -1.85
1969 7.14 8.70] 21.85|  6.99]  2.16
1970 7.14]  10.10] 4146  6.81 4.79
1971 7.14 11.60 62,47 6.87 3.96
1972 7.4 15.40| 1 15.60|  7.14 0
1973 7.02|  14.50| ~106,55|  7.44| _-5.65
1974 7.14| 13,50 89.08]  7.99] -10.62
1975 7.27]  20.60] 179.51 9.25| -20.32
1976 8.38] 21.90] 161.34] 9.5 -10.32
1977 8.29| 21.50{ 159.35] 9.78] -15.25
1978 7.71] _13.10] _ 69.91 9.68] -20.37
1979 8.22]  20.00] 143.31 9.82| -16.25
1980 g.20| 25.70{ 213.42| 11.27| -27.23
1981  828]  3s.10] 323.91) 12.83] -35.47
1982 9.28|  43.40] 367.67 1559 -40.48
1983 11.14]  39.60] 255.48] 19.18] -41.91
1984  15.29|  60.00{ 292.41| 25.05| -38.97
1985  17.47] 100.80| 47699 32.23| -45.79
1986]  32.70| 167.50] 412,23] 41.88| -21.92
1987] 64.26] 180.00{ 180.11] 52.52| 22.36
1988| 99.29] 210.00| 111.50| 66.19] 50.02
1989| 144.47| 270.00] 86.17] 79.48| 81.79
1990| 195.07] 330.00] 68.17] 90.25 116.15

Notes and Sources:

£ - Nominal exchange rate in TSH / USD 1, being annual averages, from Bank of Tanzania Economic

and Operations Reports (various issues).

E, = Unofficial (or parallel) market nominal exchange rate in TSH/US $1 complied from Kaufmann and
O'Connell et al. (1990), Maliyamkono et al. (1930), Kimei (1987) and own observations.

Eppp = Purchasing Power Parity (real) exchange rate obtained as Eyg72(CPI v/ CPl).

DEppp - Percentage deviation of E from Eppp obtained as (E-Eppp)/Eppp (per cent).

PREM = Parallel market premium obtained as (E, -EVE {per cent).

5t
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Table 3.2 shows computed real exchange rate indices:- the trade-weighted
multilateral real exchange rate (MRER), the bilateral real exchange rate (BRER), the
unofficial or parallel market real exchange rate (URER). MRER (index of multilateral

real trade-weighted exchange rate), obtained as:

10
zaih -En-Pi*
3.2) MRER = !

Py

where a;;, ~ trade weight, as ratio of country i's trade (import and export) in

home (7)) counltry's (Tanzania's) lotal rade, and Zag, = 1; Ejn = nominal exchan‘ge rate
between major traaing partner i and home country (Tanzania) as number of Tanzanian
shillings per unit of currency of country i; P;* ~ index of manufacturing unit value of
country i; P}, = Tanzania's consumer price index.®!

Two official bilaleral rates are presented. BRER follows the trade definition
with the US export unil value of manufacturing (XUV) in fhe denominator, while
BRERCc uses the Consumer Price Indices (and is as such related to PPP) except that the
official nominal exchange rate (index) varies through lime,

The last three columns in Table 3.2 carry these real -effective exchange rates.
Notice that they are tied to MRER, the trade-weighted multilateraltexchange rate,
which is preferred to the bilateral real exchange rates (BRER and BRER;:) - the reason is

given in 3.2.2.

61Major trading partners and weights in parentheses are: United Kingdom (0.288), Germany (0.179),
Japan {0.12), The Netherlands (0.096), United States of America (0.086), Italy (0.081}, India (0.04),
Belgium (0,04}, Sweden (0.038), France (0.032). Based on URT (7987) Foreign Trade Statistics.
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Table 3.2 Real Exchange Rate Indices -

Year| MRER| BRER| BRER.| URER| REER,| REER,| rmx

1967 96.81] 101.44] 99.18| 57.97] 94.77] 121.55| 1.28
1968 90.49| 99.12] 98.45| 53.42 88.62[ 114.60 1.29
1969] 93.26] 102.47| 102.16 60.55|  90.45] 122.18] 1.35
1970;  95.93] 106.39] 104.79 72,54 93.40] 117.77] 1.26

1971{ 100.70] _ 104.55| 103.96] 101.84] 97.81] 121.22 1.24

1972] 100.00f 100.00} 100.00} 100.00 98.06] 123.58 1.26

1973] 116.62 95.62 94.361 -85.26| 114.03| 136.90 1.20

1974] 127.15 97.001 89.38 B88.19 117.63] 147.60| 1.26

1975| 116.14| 9076 79.68| 142.75| 106.78| 132.27] 1.24
1976] 109.48| 103.64] 89.68| 116.98] 10532 123.37] 117
1977 113.90] 97.49) s4are| 8233 9275 12323 133
19781 130.52] 90.81 79.63| 64.44] 110.85] 149311 1.35
1979| 150.63] 96.90| 83.75] 73.78| 135.52| 16B.78| 1.25
1980 132.40] 82.80| 72.77} 124.06| 109.62] 137.18] 1.25
1981] 80.80| 7250 e4.53) 99.06 7739 ses1| 112"
1982| 61.440  65.40{ 59.52] 9541|- 61.17] -65.18] 1.07| -
1983] 5440 61.08] 58.09] 127.10] 54.24| 5974} 1.10

1984 48.98 61.91 61.04] 131.40 48.84 53.39 1.09
1985 41.69 51.07 54.21)  203.31 41.55 46.18 1.11

. 1986] 122.70] 69.97] 78.08| 178.57| 122.70|" 128.59{ ' 1.05
1987] 219.85| 101.64| 122.36| 139.33|. 219.85| 234.74| 1.07
1988] 260.59] 121.39] 150.02{ 130.37] 260.59] 278.60 . 1.07
1989] 302.20] 142.98| 181.78] 137.65| 302.20| 3i9.67| 1.06

-1

1930]  336.04] 160.35 '216.15‘133:39 336.05| 400.20]  1.19

y R

Notes:
'MRER = index of trade-weighted multilateral RER (as in equation 3. 2, )
BRER - bilateral real exchange rate using the official nominal exchange rate, computed as

(Eys * (P /CPli;) where Pyjg is the US index of export unit values of manufacturing, and CPl, the
consumer price index for Tanzania (TZ).
URER = parallel market real exchange rate computed as £y * (PUSICP[TZ)
BRER, = real exchange rate computed as Ey g * (CPl,,/CPl,). fp
REER = average real effective exchange rate for exports (see footnote 62).
REER - average real effective exchange rate for impaorts(see footnote 62}).
rmx = ratio REER,,/REER,,. i
Sources: own computations. . o
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The RER may still be improved by defining the net real incenlive to lhe
exporter as real (total) return per unit of foreign currency-worth of exports: the real
effective exchange rate for exports (REERy). This is .'done by deducting export taxes
paid and adding export subsidies received.62 Similarly, it is possible to get the real
trade-weighted effective exchangd ralé for imports, (REER ) by adqing import taxes to
the real amount that has to be paid per unit foreign currency-worth of imports. The
RER is adjusted by the implicit import tax rate, ty, computed as a ratio of total import
duty collections to total value of merchandise imports.

The total export tax and import duty collections are oblained from the annual
Economic Surveys where they appear among sources of recurrent revenue. However,
the export taxes taper off from 1984 onwards. This coincides with government policy
to decrease export taxes on exporls as one of the steps to encourage exports.63  Until
then, mainly traditional exports (including the main agricultural exports, coffee, cotton,
tea, tobacco and sisal, together providing about 70 per cent of foreign exchange
earnings) contributed about 80 per cent of total exporl tax revenue.

Data on the specific export incenlives (including exemptions) are not available
in time series amenable to the REER, computation introduced above. Although the
calculated REER, fails 1o cover these and other incentives availed to exporters, the
index gives an approximate indicalion of the relative incentive to exporters implied by
the level of explicit taxation. Likewise, it is not possible to assign a monetary value to
the quantitative restrictions, bans and quotas, particularly in terms of the “scarcity
premium” they offer to holders of imporl licences. Together with the ad hoc duty
exemplions, these measures confer a pecuniary incentive effectively meaning lower

real amount paid per unit of foreign exchange worth of imports.

62This is computed as MRER(1-, +5), where t, is the explicil tax rate obtained as a ratio of total export
tax revenue 1o total exports, and s, a ratio of total export subsidies to total exports. For imports, average
real effective exchange rate is computed as MRER(T -+ tyy,).

3The same sources do not show explicit export iax collections after 1985: after this year the specific
item of this revenue source disappears. Fowever, there could still be some positive export taxes even if
small.
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The foregoing are a few definitions and measures of exchange rates in
Tanzania. The next sub-section attempts a descriptive analysis of the movements of
these exchange rates and their refationships. Use is made of simple correiation and
estimation of trend. Entire period (1967-90) stalistics- smooth over inter-period
movements; the division of the period into sub-periods, is intended to facilitate sorting

of some of the major factors affecting the exchange rate movements. .

3.2.2 Trends in the Exchange Rates

Chart 3.1 shows the fow variation in the nominal exchange rate, closely
followed by the unofficial exchange rate (E) in the period 1966-85. After 1985 they
both sharply swing upwards. The same picture is revealed by the fow trend growth
coefficients in Table 3.3. The parallel rate is always higher than the official rate. The

magnitude of the parallel market premium can be appreciated by the vertical distance

between the nominal and parallel rates in Chart 3.1.

Chart 3.1 Official and Unofficial Neminal Exchange Rates
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Source: Based on Table 3.1.



Table 3.3 shows correlation coefficients belween various exchange rate
measures. The stalistics' only roughly show how closely together lhe pairs are
associated. The high positive correlation coefficient between the official and unofficial
exchange rate in the 1980s implies that the unofficial rate persistently rose above the

official rate as the latter depreciated - an undesirable result from the policy perspective.
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Table 3.3 Nominal and Real Exchang,: Rates: Correlalion coefficients

Exchange Rate 1966-72 | 1973-79 | 1980-85 | 198690
E-£ 0 0.72* 0.92* 0.99*
E-EP 0 0.82* 0.99* 0.99*
EP-EPC -0.38 0.79* 0.99* 0.98*
MRER-BRER 0.32 -0.24 0.96* 0.99*
MRER-BRERC 0.39 -0.31 0.96* 0.99*
BRER-BRERC 0,95* 0.62 0.97* 0.99*

| BRER-URER 0,03 0.51 0.03 -0.81*
MRER-URER 0.79* -0.35 0.04 -0.87*

Source: Basic data and definition of variables from Table 3.1.

* statisticat significant at the 1 % level,

An altempt was also made to determine the significance of the "swings" ajong
the paths of the different exchange rate measures on the basis of trend coefficients
(Table 3.4). Noteworthy is the statistically significant drop in the MRER (and BRER)
during 1980—8.5 period while, during the same period, the parallel rate and the parallel

premium mainiain positive trend growth. In the sub-period 1986-90 the MRER rises

while the PREM and URER drop.




Table 3.4 Trend Coefficients of Nominal and Real Exchaﬁge Rates Indices
and the Unofficial Parallel Market Premium
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Exchange Rate 1966-72 | 1973-79 1980-85 1986-90
E 0 0.03* 0.23* 0.44*
- (2.28) (2.75) {9.55)

EU 0.10 0.03 0.27* 0.18*
0.02) (0.68) (5.54) (14.90)

EP 0 0.03 0.40 0.02
- (0.47) {1.03) (0.03)

MRER 0.03* 0.03 -0.20* 0.23*
(4.94) 0.00) (-6.36) (3.96)

BRER 0 0 -0.08* 0.20*
(0.16) {-0.36) {-5.91) (6.41)

URER 0.12* 0.01 0.07 -0.06*
(4.77) 0.13) (0.28) (2.33)

PREM 0.57* - 0.01 0.13:‘= -0.44*
(3.95) 0.12) (4.14) -5.27)

Notes: The trend coeflicients were obtained by estimating log €, = ag + a;T + uy where T is trend or -
time period. A negative coefficient indicates a fall in the real exchange rate (a RER appreciation and a
posilive coefficient RER depreciation).

t statistics in parentheses,

* {or coefficient that is statistically significant at the 1% level,
Source Based on Tables 3.7 and 3.2.

Chart 3.2 compares the three measures of the real exchange rate indices based
on the official exchange rates, i.e. MRER, BRER and BRERC. The bilatera! rates, BRER
and BRER. move much closer together than to the MRER, in the entire period. They

move gradually downwards with minor fluctuations prior to 1980.
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Chart 3.2 Real Exchange Rates Indices
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Note: A fall in the in index signifies RER appreciation while a rise in the index signifies RER depreciation.
Source: Based on Table 3.2,

In the sub-period 1980-85 both bilateral rates make a downward turn - see, for
‘ 'mstance,- the BRER negative trend coefficient in Table 3.4.64 After 1986 they both
éwing upwards. n conlrasi, the MRER undulates with two prominent "peaks” above
the bilateral rates in the sub-period 1973-79. Like the bilateral exchange rate, the
MRER drops in the 1980-85 period (with negative trend coefficients)’and shoots up in
the 1986-90 sub-period (with posilive trend coefficients).

- The differences between the multilaleral real exchange rate (MRER) and the
BRER can be attributed Lo the difference in construction. The MRER is trade-weighted
and so it incorporates more information on cross—exchange.rales and prices than does
the BRER. The MRER is thus considered to be a more correct basis for policy

analyses.55 Unless staled clearly otherwise, the RER in this study refers to MRER.

645ince both bilatera! rates move close together and since the BRER . index uses the CPls (simi lar to the
PPP), we shall be contented with locusing on BRER.
65 See, for instance, Edwards (1989 and White et al. (1991).
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“

A second conlrast is’.lhal between :the o.fﬁcial a't'1d the unofficial or parallel
markel real exchange rate. This is drawn by comparing t};e MRER and the URER. In
Table 3.3 the official real exchange rates show the least correlation with the URER
excepl in the 1986-90 sub-period when the coefficients are larger and negative.
lnslan—ces of negative correlalion suggest that as the MRER appreciated (i.e. with
overvaluation), lhe URER depreciated (a rise in URER). The opposite scenario of tI;e
relationship between MRER, URER snd the paraliel market premium appears in the
sub-period 1986-90. More generally, Charts 3.3 and 3.4 depict this negalive
relationship. However, it cannol yet be affirmed as lo which of the URER (or indeed,

the parallel exchange market premium) and the aclual RER leads the other.

Chart 3.3 Official and Unofficial Real Exchange Rales Indices
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Chart-3.4 Real Exchange Rate and-the Parallel Market Premium
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Thus far, this section has carried” out computations and comparisons of a
number of nominal and real exchange rates. The next section traces the changing
nalure of the nominal exchange rate regime in Tanzania, the alternative domestic
policies applied in lieu of nominal exchange rate, and the consequences of such policy

in Tanzania.

'3.3 Nominal Exchange Rate Regime
3.3.1 Choice of Nominal Exchange Rate Syslem

In‘depth studies have been made on the various aspects of the evolution and
conduct of the exchange rate policy in Tanzania: for instance, Green, van Arkadie and
Rwegasira (1980), Lane (1984), Lipumba (1987, 1991a, 1991b), Ndulu (1993),
Kaufmann et a/.{1991), Kimei (1987, 1989) and Musonda (1992). A number of issues
regarding the conduct of the exchange rate policy stand out prominently. These

include the choice of the exchange rate regime as belween fixed and flexibfe
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exchange rale systems, the type of peg, management of ti'1e foreign exchange market
and considerations of the socio-political effects of nominal exchange rate actions.

Tanzania has, for a long time, maintained a predetermined exchange rate
regime. The nominal exchange rate has been under full control of government
through the central bank. It has been "administratively set", varied discretely by small
amounts for most of the period, changing to a relatively more flexible type (a crawl)
after 1986. The Bank of Tanzania, on behalf of government effects any changes in the
official par value of the Tanzanian currency, usually along criteria set by the overall
economic policy objectives. The presumed merits of the fixed exchange rate system,
such as, providing domestic price stability and certainty for trade and investrr.lent
decisions would certainly have been in sight from the beginning, but the lean towards
relalive fixity was also consistent with central economic planning for socialist
orientation. The Bank of Tanzania was from the early days bestowed with powers to
manage foreign exchange policy, foreign exchange control, .imbort licensing and
export promotion. 1t was also chosen from the outset, to peg the Tanzanian currency,
at first lo the United Kingdom Pound Sterling (UKP), and then changing to the USD,
the SDR'and an unspecified "basket" of major currencies (see Table A3.3).

A fully flexible exchange rate regime theoretically is said to have the advantage
of enabling the exchange rate to automatically achieve external balance, thus freeing
authorities to pursue monetary and fiscal policies for their domestic objectives.®6 Few
countries practise a fully flexible exchange rate systemi, Experience in the more
advanced countries has shown that a freely floating exchange rate regime carries with
it the danger of exchange rate instability due mainly to speculation and further
possibility of inflation caused by this exchange rate instability.67

Nevertheless, perhaps another reason for Tanzanja's choice of a fixed regime,
as seen then could have been the view that "(he lecﬁnicai problems and costs of

[
I

66Aghvel1’ etal.,1991:13).,
67ibid.

T L S
RiRG  R LR
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managingan independently floating currency were always perceived by the Bank and
Ministry of Finance as beyond Tanzanja's compelence,..." (Green et al. 1980:51 ).

The choice for fixity demands fiscal and monelary policy discipline. [n the
least, it requires that the rate ol domestic credit does not e{xceed a specified level
determined on the basis of the world rate of inflation, the domestic growth of real
" income and the income elasticity nf démand for money. Since (iom_egtic authorities do
not have full control over foreign prices and income levels, and, they do not always
succeed in keeping lo the targeted levels of domestic credit expansion, money supply
or the rate of domestic inflation, adjustment of the nominal exchange rate is another
lool available. As such fixity should nol preclude nominal exchange rate adjustment.

~ "+Besides, "stability" of lhe exchange rate {meaning low variability) is not by itself
ideally sufficient for the required certainty, especially when this "stabiligy" is induced
by administrative controls. Under these circumstances, as experiences in Tanzania and
elsewhere show, what authorities and economic agents consider to be "realistic" levels
do not always coincide. This.is shown, for instance, by the emergence and divergence
* of the parallel market rate from the official rate. e

A related issue concerns the importance that should j.)_e attached to the nominal
exchange rate as a policy tool for economic (including, balance-of payments)
adjustment as compared to olher selective policy measures sy'_ch as ‘commercial

policies and administrative controls.

3.3.2 Onset of Overvaluation ,

The period 1967-72 is nolable in thal bolh the nominal and real exchange rates
show the least fluctualions compared 10 the rest of the period. Although a number of
conlrol measures - mainly on capital and imports were already in place,t® both the

internal and external balances were not as precarious as in the subsequent period.

s

687his started with controts on capital outflows in 1965.



Initially, Tanzania's currency was pegged to the. Uniled Kingdom pound
sterling (UKP) at TSH 20 = 1 UKP, equivalent to TSH 7.14286 .= 1 USD.6? Backed
by reasonably adequate initial foreign exchange reserves from the Fast African
Currency Board and satisfactory balance of payments, the exchange rate remained
relatively stable up to 1972. At about 4.7 per cent per annum (though higher than
early 1960's rate of 3.8 per cent) the average rate of inflation was not alarming, and
lower compared to the subsequent periods. The recurrent budget showed surplus that,
except in 1973/74, continued until 1977/78. Economic activity .(for instance, GDP
growth rate, and capital formation) showed satisfactory performance. -On this strength,
the Bank could avoid the necessity to devalue the TSH in- 1967 following the
devaluation of the UKP in Noverﬁber: it was hoped that any consequent increase in

imports could be adequately dealt with appropriate tariff measures.”?

.t

Table 3.5 Some Indicators for Internal and Fxternal Balance
Period Average, Per cent '

indicalor/ Period 1967-72 | 1973-79 | 1980-85 . 1986-90
Average. growth rate of real GDP 4.7 26 | 1.1 3.9
Average rate of inflation® 4.0 13.4 30.2 278
_[Foreign rale of inflation) (4.5) (9.4} |. (7.3} (3.6)
Budget deficit/Total expd® 22.2 38010 - . 37.1
Parallel premium 56.6 110.0 350.0 193.0
Terms of Trade (average change ) -6.1 4.4 -3.5 -7.0
Foreign Reserves® 77.4 117.5 17.7 83.5

Notes: 2; average rate of change in NCPI. In parentheses is rate of change in the consumer price index of
industrialised countries. P: for the averall budget balance. Total expenditure includes both recurrent and
development expenditures. <: average for the period in current million US dollars.

Sources: Bank of Tanzania (1982), National Accounts of Tanzania, and Economic and Operations Report
(various issues), World Bank (1992), IMF(1993¢).

69The Bank of Tanzania Act (1965} created the country's first central bank. Oherations began in June
1966.
7OSee, for instance, Kimei (1987).
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" The first (minor) balance of payments problem appeared in the 1970-71 period.
In 1971 the current account stood at TSH -486.6 million, a steep-fall compared to the
1969 balance of TSH 226.4 million. Official foreign exchange reserves declined from
" TSH 564.2 million in 1969 (December) to TSH 422.2 million in 1971 (December).
This was attributed to a sharp rise in"imports of mainly capital goods, a decline in the
agricullural export volumes, particularly sisal and cotton, inordinate delays in
shipments of exports, and capital outflows (due lo the sharp rise in emigration).”!

The 'payments crisis was averied by use of more careful import and exchange
control measures - the introduction of the annual Foreign Exchange Plan and the
Finance and Credit Plan in 1971. The Open General Licence (OGL) list was also
‘ i‘nl-rodu'ced (Kimei, 1987). By lhe second half of 1972 "external balance" is reckoned
to have been restored, and improvement in‘the reserves position continued into 1973,
after which a series of more serious external and internal shocks set in.”2

" "Falling reserves, an appreciating real exchange rate, the domestic rate of
inflation that run ahead of the rate in major trading countries, and an “unsustainable”
'.curr“errml account deficit indicated the onset of overvaluation. Taking 1972 as base year,
movements in the bilateral real exchange rates and the Purchasing Power Parity
exchange rate estimales indicate a tendency toward appreciation since around 1969

and 1970.73

3.3.3 Pressure on the Nominal Exchange Rate

In 1-hé‘peri0d 1973-R5, the nofminal exchange rate was not adjusted in response
to externlal and/ or internal imbalances which were worsening due to a series of
economic shocks like the rise in oil prices, higher prices of grain imports in 1973,

drought 1974/75; policy-induced dimensions -villagisation programme effect on

71gank of Tanzania {1971} Economic Bulletin Vol 1l No.3.
72Green et al. (1980), Bank of Tanzania (1982).
3Reference may be made to Table 3.1 and related description.
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agriculture, capital and.import implications of the Basic Industry Strategy, the break-up
. of the East African Community in 1977, the coffee boonj. (@ positive shock) and the
1979 war with Uganda. Capital inflows {medium- and long-term loans) and transfers
did not grow sufficiently io match the increasing imporlt requirements. Thus, since
- 1974 recourse was to "exceptional financing". Foreign teserves were drawn down,
except in 1976 and 1977 following the windfalls of the coffee boom. By 1981
Tanzania was in accumuialed payment arrears of TSH 2,600 million.74 This was about
54 per -cent of that year's merchandise exports. Domestic inflation.became higher in
the 1970s, and stifl far above the average of the industrial countries, the main trading
partners.

Between 1979 and 1985, the economic crisis and foreign exchange shortage
deepened further. After a brief period of relaxation of import controls following the
brief coffee boom, conlrols on imports were tightened. Goyern_rpent was also
pressured-to reduce spending in view of the rising bud.get déficitg financed by bank
~ borrowing.- The acute shortages of goods and foreign exchange lgd, from 1979
onwards to a rapid increase in parallel market activities.'_ The premi_um_on‘the parallel
market exchange rate accelerated from about 200 per cent in 1979 to around 400 per
cent in 1985 (see Table 3.1).

The pressing need for a corrective action on the exchang:e rate was already
recognised by government by the late 1970s, only that consensus with the IMF was
hard to reach on the extent and timing of devaluation.”> In the event, the devaluation
and initia! liberalisation measures made between 1980 and 1985 were considered to
be too limiled. IMF pressed for about 40 per cent in 1979 and above 80 per cent in
1981/82 (Kimei, 1987:202}.

‘The reasons for maintaining a relatively "fixed" exchange(ya?e even when the

¥, -
economy faced external and internal imbalances may lie:. in the authorities' resolve fo

7M4anak (1982). . L
735ee, Singh (1984) and Maliyamkaono et al. (1990). RS
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}ely more on controls; but there were aiso” olher reasons' why ‘devaluation was
espeéfall&z detested. it was argued that, beirig a "price-taker” for both ‘her imperts and
exports, Tanzania could hardly change the éxternal terms of trade by‘devaluing. The
(IoIIar. price'of exports could not be changed by devaluation, and export earnings
would increase only if export VO‘L‘lm;E‘S increased. The latter would require an increase
in thel'démestié price of exports; bul domestic prices of exports, like prices of other key
commodilies, were under government control and could be varied with or without a
need for exchange rate devaluation. There was doubt L0, if the supply elasticities for
mz;ny of the commodities were high enough, especiaily for the agricultural exports,
and -evén‘ if s0, the benefil would have to be set against the increased costs of allied
imﬁorted ir{[iuls and \ransportation cost that would increase with devaluation.

It was also thought to be highly unlikely that Tanzania could reduce lhe import
bill by devaluing: the domestic price of imporls would rise by the same rate of
devaluation, but al the same time, aggregate demand for imports was deemed to be

highly inelastic in view of the "strong demand for -imported investment and

intermediale goods, imports of food grains and olher necessities. It was, therefore,

considered prudent 10 use selective devices within foreign-exchange budgeting and
import tariffs rather than the exchange-rate.
Income distribution argument was yet another forceful argument against large

exchange rale devalualion in the 1970s. It appeared that such an action-would tend to

shift income ‘away from the relatively poor food producers to relatively richer

producers of exports, and from imporl-consuming -wage earners lo private
businessmen.”6 This would be inconsislent with the overall-objedtive of equity.

Seen in isolation, the effectiveness of devaluation in a developing country like

Ténzén-ia'ﬁia’{/ nol seem 10 be readily credible.”?? But the costs of continued inaction in

75Green et al. (1980). ‘ A

7Some of the arguments against devaluation in a daveloping country were introduced in Chapter I\,
Hyuha (1990) assesses, among other things, the working of the Marshall-Lerner, condition in the case of
Tanzania. On the other hand, the structure of domestic production, characterised by considerable
dependence on imported inputs makes the siructuralist view # la van Wijnbergen {1986), for instance,
noteworthy.



terms of overvaluation and loss of external competitiveness often_l will not be sustained
. for a long time. -As.many analysts observe, a devaluation has to.be part of a "policy
package" that, among other things, attempts to forestall possible negative effects of a
devaluation and to boost the positive effects. Notable among the former type of
- measures are .contractionary macroeconomic and income policies to contro! domestic
inflation. Supporting higher relative prices to producers of exports and improvement
of physical and administrative infrastructure are some measures that may sustain the
effects of devaluation in eliciting higher oulput response. Infusion of foreign aid in
support of the reform effort begun.in the mid-1980s eased supply constraints by
enhancing possibilities of acquiring vital imported inputs. However, there has been
limited success in controlling inflationary fiscal policy in Tanzania for most of the

period-under study.

3.3.4 On Consequences of Fixed Nominal Exchange Rate Regime.

Alternative measures were employed to impleménl the development strategy,
the outstanding feature of which was a drive for import substitution industrialisation.
High import tariffs were set on consumer goods, so as 19 offpr proktection to domestic
producers. The tariff rales were lower on intermediale and capital goods as these were
considered to be key inputs in the industrialisation proce'sf;.

In spite of the data coverage problem in the construction of average REERs,
inferences -about trade orientation can be drawn fror!r;l? the computed REERy and
REERy,, indicating whether there is a bias of policy toward import substitution or to
export orientation. Even with limited coverage, these measures for Tanzania lender
some support to the claim that the trade and exchangé‘ rate regime favoured import
substitution prior to the mid-1980s. Generally, R?ERm>REERX, describes the

]

incentive sltructure of a more inward-oriented (also_’.'jrﬁport' ‘_substitrution) regime,

i,
T
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although this does not necessarily preclude the possibility of having individual
establishments within the economy that were export-oriented.

Since computationally the REERs are tied 10 the multilateral RER (MRER), no

wonder they follow the MRER trend; but il is within the common expectation, that

= REER, <MRER implies reduced real return after an export tax, and REER,;, >MRER

implies extra "reward" for engaging in importing. This scenario changes when the gap

“between the two REER measures gradually closes (see also the ratio rmx in Table 3.2,

a-nd‘Char't"B.'S). It has to be noted that other qualifications, such as the exlent of non-

tariff prolectivn measures are important elements of the orientation of the trade or

exchange rate regime.

Chart 3.5 Average Real Effective Exchange Rates
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The structure of protection thal emerged conlerred to public enterprises (and a

few other private interests) who had preferential access to the meagre foreign exchange



allocations, the advantage -of acquiring import requirements .at artificially low costs.
Most industries, however, could not meet the domestic market demand as
manufacturing output declined. The industries faced a number of constraints, largely
related to low capacity utilisation as the economy's capacity to import declined.

Import volumes were compressed through tighter import control,s canti“ forjmgn

exchange rationing.

One of lhe effects of overvaluation was the

cost-plus method and of continued existence by “soft budgets", the ﬁrms were less
conscious of cost efficiency.”® Prices of their products were less competitive in the
foreign markets. Thus, tracing the real exchange rate for the manufacturing sector (as a
ratio of price of manufacturing in domestic market to price of manufacturing in export
markel), Musonda (1992) shows Tanzania's exports started losing international
compelitiveness already since 1976, continuing through 1988.

For the agricultural exports, an overvalued currency accentuated the bias
against the sector already denied a fair share of resources throughout the 1970s. it is
not only that the overvalued exch:ange rate meant less return per foreign currency unit
of export but also this return was further eroded by export taxes (falling heavily on
traditional exports), marketing margins of the crop f:)i.lbli(: enterprises and rising
domestic inflation. The results included a tilt of terms olf trade against export produce
in favour of food crops and inducing a shift of a significant amount of labour to more
profitable non-tradable activities.”?

The general public gradually lost confidence in the official regulated trade and
exchange channels. Exporting through the official channels carried some implicit tax,

as all export earnings had to be submitted to the central bank at the official exchange
i

78The concept of "soft budgel in relation to performance of publi¢c (government-owned} enterprises in
manufacturmg and services sectors is einborated by Eriksson (1991). :See also, Musonda (1992).
795ee, for instance, Ellis (1982), Odegaard (1985) and Ndulu {1986b):

'



78

rate. ‘Access 10 official foreign exchange allocation gave the few holders of import
licenses cheap foreign exchange, some of which ended up on the parallel market
where it would be disposed of at a‘higher rate. Venues that bring in foreign exchange

to government were evaded as import and exchange restrictions became tougher, 80

3.3.5 Towards Foreign Exchange Market Unification (1986-93) .

By‘ the mid-1980s notable fealures in the economy in crisis included,-inter alia,

“ "+ unabated shortage of foreign exchange, inflation, growing budgetary deficits (financed

"by ‘bank borrowing) and firm conltrols on internal and external trade. Early efforts at
!iberalis"alio'h in mid-1984 included allowing "own fund". imports, and partial
elimination of quantilative resirictions.. These were followed by, larger exchange rate

" depreciation in ‘1986 and a series of depreciations thereafler., Policy efforts to
encoudrage exporis included elimination of export taxes on major exports. Trade
liberalisalion also aimed to facilitate importation of vital inputs and consumer goods.

A number of sources for foreign exchange gradually came into effect (in

‘essence, & multiple foreign exchange market):

(@ the traditional official source, (from the official export earnings
availed to the public - state and private sectors, through the system
-of allocation administered by the central bank..

(i)" " own foreign exchange, which depended on the various foreign
exchange relention schemes, and other own sources, which
authorities committed themselves not to query the owner - main
source of "own funds" imports

D grants and loans

(iv)  import supporl for Commodity Import Support funds provided by

80A more recent account of the paralleh exchange markel is given by Mali_ygtﬁl-kdno__ et al. (1990) and
Kaufmann et al, (1991). - )
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bilateral donors: the beneficiaries remit local cash cover via the
Treasury
(v) "new" Open General Licence {OGL) facility8! and .

v suppliers credit.82

Judging by the declining trends in the parallel (unofficial) market premium, the
unofficial exchange market remained quite aclive, though by the end of 1990 the
premiom had shrunk to around 58 per cent. A moderate slowdown in the rate of
domestic inflation to 19 per cent, and .a gradual reduction in government bank
borrowing for financing budget deficits may explain a noticeable RER depreciation.
But these do not appear to be strong enough to support the idea.that by 1990
exchange rate overvaluation had been completely eliminated.

Some institutional changes were made to try to instil a_ sense of. confidence
among the private sector and 1o improve competitiveness of the financial sector. The
fatter included laying down the legal framework licensing operations of other / foreign
commercial banks. The new Foreign Exchange Act,! 1992 and allied subsidiary
legisiation in relation to Bureaux de Change (BDC) made way for the introduction of
Bureaux de Change (21 April 1992) so that residents are f'r'ee to possess and sell foreign
currency, and all external current account payments may be effected through this
window.83 The commercial banks and ‘the bureaux became conduits for foreign
exchange allocation and relaxation of exchange controls. The unofficial parallel (UP} -
the illegal exchange market - premium fell 37 per cent from previous year level of

about 60 per cent.

B1Egtablished in 1972 (via Government Notice No.47 of 1/3/1972, Open General Licence (OGL) 1972
OGL prescribed the list of products that could be imported (depending on the availability of foreign
exchange), and the confinee institutions that were granted sole rights to import specified goods. It has
undergone changes {1973, 1974, 1976), it was suspended in 1982 as foreign exchange hit harder, so that
all imports required the Bank's specific licence. In February 1988; a "new"™ OGL was established with
the support of World Bank, as part of support effort for the ERP (1986-90). Further changes in the
procedures were made in 1991-92, and among other things, the range of eligible products expanded, and
the 100 per cent cash cover requirement was relaxed (from The Express June, 24-30, 1993).

827These have been described vaniously by Ndulu et al. (1993), Musonda (1992).

83 Bank of Tanzania (1992) Economic Bulletin and IMF {1993b).
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The premium on the BDC, though of a véry short diration, is indicative of the

tendency to narrow the gap belween the official and observed rates of both the BDC

and unofficial exchange markels.8*

Chart 3.6 shows the monthly official bank and

Chart 3.7 shows BDC mean selling rates (TSH/USD 1) and premium on the BDC rate

since April 1992. The tendency is for the gap between the two rates to converge, and

the premium on the BDC rate to fall. The premium fails sharply to below 5 per cent

between July and December 199355

On the other hand, basing on annual

observations (for instance, Tables 3.1 and 3.6}, the premium on the unofficial market

rate has also been declining since 1985.

Chart 3.6 Official Bank and Bureau de Change Exchange Rates
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Source: Bank of Tanzania (1993) Economic Bufletin Vol XXill No.3.

84The UP rates have always been higher than both the official bank and BDC rates,
3This may be altribuled to the introduction of foreign exchange auctions (20th July 1993) and
unification of the official bank and BDC rates the following month.
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Chart 3.7 Premium on the Bureau de Change Exchange Rate (Monthly)
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Table 3.6 shows the annual average premium on the BDC (1992-93) and the
unofficial market. Even though by 1993 the premia on both the BDC and the UP
market declined énd the apparent- gap between them narrows from 10 percentage
points in 1992 to 2 points in 1993, it is too early to coriclude about the. steadiness of

]
the trend towards unification given the volatility of the unofficial parallel market.

)

Table 3. 6 Bank, Bureau de Change and Unofficial Paraliel Exchange Rates
and Premia (1990-93)

Year Bank Rate BDC Rate Unofficial Premiumon | Premium on
Parallel BDC (%) UP (%)

Rate (UP)
1990 195.05 - 330.00 68.17
1991 233.90 - 370.00 ‘f'- 58.19
1992 316.90F 403.40t 435,00 27.30 37.27

W

1993 411.47% 460.41% 470,00 12.00 14.34

Notes: *average of 9 months (APR-DEC), ¥ averages of 12 months JAN-DEC.
Sources: Data from Bank of Tanzanfa (1993) Economic Bulletin Vol. XXHJ‘ Vol. 3. Unofflmal parallel
market rate- averages for the year, own observations approximated
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The prospects for a slable unification can, be speculated- on depending, as it
does, on the steadiness with which authorities demonstrate ability to contain inflation
and adhere to reforms and so command credibility amongst the key economic agents.
Advantage of experiences of some Sub-Saharan counlries has 1o be taken, in regard
‘mainly to possible sources of inflation and the feasible extent of trade and exchange
liberalisation.® It does appear, i.that what seems to be gradualist approach to
unificalion.thus far is on the right track. However, a more incisive evaluation of the
Tanzanian experience is essenlial as the process of macroeconomic reforms continues.

In short, the narrative of the issues surrounding the nominal exchange rate
shows that the exchange rale was allowed o be overshadowed by administrative (price
and quantitative) controls. That the period up to 1972/3 saw a relatively "stable"
exchange rate owes mainly to the fact that no serious external and internal imbalances
had emerged, even though limied controls were already in place. From 1974
authorities placed more attention on managing control instruments in trying to
overcome the imbalances. Expansionary fiscal policies and declining aggregate supply
+ resulled in domestic inflation far in excess of foreign inflation. Along with exchange
‘rate reforms and trade liberalisation, from the mid-1980s came a number of foreign
exchange "windows".. However, these did not appear to offer equitable access to
foreign exchange. - The need for an evenlual unified éxchangel market stood out as a
desirable end.

The next part of this chapter attempts to establish the impact of some of the
RER determinants and consequences of the nominal exchange rate policy on the RER,
and to deduce empirical measures of the olher aspects of lhe RER bghaviour in

Tanzania.

86E><amp|es of these include Zambia, Ghana and Uganda which, at different times have undertaken
exchange rate reforms aiming to unify exchange rate markets and to eliminate paralle! (largely illegal)
foreign exchange markets. See, for instance, Agenor and Flood (1992). Kiguel and O'Connell (1995)
examine, among other things, unificaiion experiences and policy implications in eight developing
countries. Teao
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3.4 1-[he Real Exchahge Rate Behaviour ' '

The early sections of this chapter introduced different measures of the RER, it
was also shown how these measures varied over time. The major factors surrounding
the nominal exchange rate have been analysed in the preceding section. This section
focuses on the actual RER and RER misalignment and uncertainty with at least three
objectives. First is an attempt to attach possible explanations to the'observed 'r'swings"
on the path of the RER over. time: a short account is in sub-section 3.4.1.87.Second, in
view of the theoretical determinants of the RER examined in Chapter 1l, to what extent
do these explain the movement of actual RER in Tanzania? This. is carried out via a
RER model in sub-section 3.4.2. Third, in section 3.4.3 time series measures of RER

misalignment and RER uncertainty are derived.

3.4.1 Aciuél Real Exchange Rate: Related Policies and Events”

The basic contrast between the nominal exchange rate and the RER is that the
latter reflects the effects of a number of variables. Apart from the nominal exchange
rate changes, it incorporates factors (policy and non-policy} that determine the internal
and external balances of the economy. The domestic determinants work mainly
through the domestic price level. The external factor§ affecting .the RER include
foreign inflows, international terms of trade, interest rales,” exchange rates and
commercial ’policies

‘ Allhough we are unable to deduce any equlhbnum RER at this juncture, swings
in the observed RER can be astociated with movements in some of the factors that
affect the RER and its variability. Looking back at the rgovemenls in the RER (e.g. in
Chart 3.2), apparently observed major up- or down-ﬁswings in the RER can be

associated with some dlstlnct policy and non-policy act:ol}s and events.

“f";’

A

i

B7Rls'call that of the real exchange rate indicators tcomputed, the multllateral real exchange rate (MRER)
was considered to be superior. Unless clearly stated otherwise, RER i |s mtended to mean the MRER,
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In the first place, attention is drawn to the comparison of findings so far with
those from other developing countries regarding the trends in the bilateral and
multilateral exchange rates. Edwa_:'ds (1989), for instance, finds that in countries that
pegged Lo the US dollar the two (BRER and MRER) tended 1o move together prior to
‘1971, after which they exhibit differences, sometimes moving in opposite directions.
In particular, the MRER exhibited greater variability in the post-Bretton Woods period,
partly reflecting the volatility of exchange rates in the industrialised countries.88,

Chart 3.2 shows a similar behaviour of the MRER and BRER indices in the case
of Tanzania. Prior to 1972 the two move close together, and then part beginning
1972. One would thus conceivably sugpgest that most probably the wide nominal
exchan_gel rate variability that followed the Bretton Woods in the major industrial
countries would show in greater MRER variabilily in the developing country trading
with and/or pegging lo those developed countries' currencies. This can be corsidered
lo be one of the possible sources of the observed depreciation of the MRER after 1972
in the case of Tanzania.

The incidence of phenomenal macroeconomic pressures through the balance
of payments that followed the first oil crisis and drought, may probably explain the
RER appreciation after 1974 up to 1976.

There is reckoned to be an easing in external accounts in 1976 and 1977
following improvement in domestic food output and the coffee boom. These can be
associated with the observed depreciation up to 1979.

However, a host of other events look place within this period that culminated
into marked external and internal imbalances by the end of the 1970s. For instance,
following the coffee boom, government allowed import liberalisation, but soon the
terms of trade fell as the boom withered; then came the second oil price shock (1978),

and war with Uganda (1978-79). Expansionary fiscal po!icy was pursued, with limited

i
8980 iween 1970-73 the Bretton Woods system, basically gold standard, gradually gave way to floating
exchange rates. Tanzania's currency was originally linked to the UK Pound Sterling. In 1971 it was
linked to the US dollar. Subsequent changes are indicated in an appendix Table A3.3.
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nomiqal exchangg rate action. Instead, a tight trade policy regime that feil heavily on
imports, contributed to declining growth of output of tradables, particularly
manufactures and agricultural exports.

.These events and policy measu—res, can be linked to the sharp real appreciation
of the RER between 1979 and 1985. To these can be added worsening of terms of
lrade, world recession, the rise in foreign interest rates and decline in net foreign
resource inflows.

The real depreciation experienced since 1986 can be attributed to profound
policy changes, notably the considerable devaluation, and demon;lrable effort toward

reduction of expansionary policies.

3.4.2 Estimaling the Effects of the Real Exchange Rate Determinants.
3.4.2.1 The Model

The theoretica! effecls of various RER detenmlnanls have been discussed in the
previous chapter, while the foregomg sub-section has gone over som;hl.storlcal events
apparently related to the observed trends in the RER. To investigate the relative
importance of these factors on the actual RER over the period 1.967-90- use is made of
regression analysis in the following sub-section. l h | -

From the literature review, lwo major sources of changes in 'the actual RER are
to be empiricaily investigated: namely, the fundamental and non;fundamental
determinants. These summarised in equation (2.8).

In the previous chapter, fundamental determinants (F) that affect the

equilibrium RER (ERER) can be taken out into an ERER function below:

(3.3) ERER{ o= 0!0+(11Tt +,C€2Kt+0\'.3Gt+:(14PRt+(x5|M[+(16XTt+(17TN
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where T; = an index of Tanzania's external terms of trade;
Kt = capital inflows
Gt = governmen! consumption
PR; = parallel exchange rate market premium;
IM{ = a measure of import restrictions;
XTy = measure of explicil export tax rate
TN = time trend (or the effects of changes in produclivity

Ug= an error term.

The actual RER adjusts to changes in the equilibrium RER and takes on effects
of macroeconomic instability (MAP). Over time then, the response of the actual RER to
changes in the equilibrium RER (ERER) may be depicted by a partial (adaptive)

adjustment mechanism in the following relation:

[
(3.4) RER‘ — ERER: er(M/U’H es t
RER,_ ) \'RER_

where ¢ = the partial adjustment coef'icient
y = the rale by which changes in macroeconomic policy balance affect
the actual RER

€4 = error term

The partial adjustment coefficient ($) denotes the amount by which actual RER
autonomously adjusts towards the longrun ERER. Equation (3.4) a!sc_) incorporates the

effect of macroeconomic balance, MAP which may cause deviation of the actual RER
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from the ERER or RER misalignment. For instance, if MAP = 0 then e”4P) _ 1, there

will be no misalignment. : -

Multiplying both sides by RER, 4 leads to:

(3.5 RER, - [ERER,]'[RER " exrign

Substituting (3.3) for the ERER fundamental determinants (the first term in 3.5)

and taking logarithms on both sides, the following equation is obtained:

(3.6) In RER; = dlug +-aqIn Ty + ogin Ket agln Get ogin PRg + sl 1M
+ agln XTp + a7 In TN 1+ (1-9) In RER._7 + v (MAP)+ &

where MAP is measured in terms of growth rates {MAP can take negative
values and is not, therefore, in logarithms).

For estimation, (3.6) can be written out as:

(3.7) InRER{= Bg + Byin Ty + BoIn Ki+ B3in G+ B4lanRt + Bs In IMy

+ Bg N XTy + B,In TN + By In RERy{ + Bo(MAP) + g

where Bosa()d’r B] =a]‘bl anaz‘b’ !33“’(134)! ﬁt-l ';c“4¢‘l B5ﬂa5¢l BG" U"6¢'r B?'”

oz, Bg=(1-4), Bg=7. )
§
i
The longrun €lasticilies o;'s can be obtained a\sﬁk i=PBi/(1-Bg). These apply to

the fundamental determinants in the ERER equation.
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3.4.2.2 Definition of Empirical Variables and Data

For estimalion of equation (3.7), the MRER series ‘obtained in the early part of
this chapler is to be used as a dependent variable.

Ty is an index (1972 =100) of Tanzania's international terms of trade. K is a
measure of capital inflows. The capital inflows variable includes both long- and
medium lerm items on the capital account and short-term nel transfers on the current
account of the balance of payments summary originating from Bank of Tanzania. The
inflows are deflated by the import price index which was proxied by the wholesale
price index of industrial countries.

Government consumption (Gy) was deflated by the national consumer price
index. PRy is the parallel exchange rate market premium (as measured earlier in this
chapter); it is used as a proxy for marginal tax rale on exports, mainly in the presence
of enforced regulations o surrender foreign exchange earnings.

For a measure of imporl restrictions (IM; ) the ratio of imports to total supply
{that is GDP + imports) was used to reflect the lightness of the trade regime. We
expect the ratio to decline lhe tighter the import restrictions, other things being equal.
Here "other things" include faclors like the flow supply of foreign exchange, import
prices or in general, lhe terms of lrade. Given sufiicient data, il may allernatively be
measured as the ratio of import duty colleciions to total revenue: however, data was a
limilation.

IMt as measured here (following Edwards 1989, among others) seems to reflect
the actual situation in Tanzania (see Table A3.4). For instance, it is declining since the
end of the 1970s, quite suggestive of import compression due to foreign exchange
crisis.  Conversely , an increase in the measure after 1986 should be linked to the
easing of not only the foreign exchange shortage but also the relaxation of import
restrictions mainty during the period of econornic reforms in the second half of the

1980s.
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Explicit export tax measure (XTy) was obtained as (1-t,), where ty is the ratio of
export tax revenue to total exporls. TN is time trend for the effects of changes in
productivily for the entire economy.

MAP,, a measure for macroeconomic stability condition was constructed basing

on (2.7) as;

(3.8) MAP{ = (dc—y—p*— F)

where dc is the growlh rate of domestic credit expansion, and the rest of the
variables as defined before. Domestic credit is the tolal of bank claims on government
and lotal lending to all domestic sectors (data from Bank of Tanzania). The growth rate
of real GDP (y) is derived from National Accounts of Tanzania, p* is the annual
percentage change in the foreign price level, based on the industrialised countries
wholesale price indexes from IMF (1992), and £ is the annual change in the nominal

exchange rate based on annual average nominal TSH/USD 1 exchange rate.

3.4.2.3 Estimations.

Ordinary Least Squares (OLS) procedure was used. The limited number of
observations and the relatively large number of independent variables made selection
procedure necessary. The first step involved estimation of the general model (3.7) with
no lags except for the lagged dependent variable3? This was considered to be an
unrestricted model (U) for unrestricted regression. A number of restricted-versions (R)

were estimated, dropping in turn the variables that proved to be statistically

89%rials with lagged explanatory variables did not yield satisfactory resuits, in part due to the loss of the
degrees of freedom given the small number of observations.
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insignificant. The procedure specifically involved obtaining restricted sum of squares
each lime, which were subsequenlly used to calculate the F-statistic for the null
hypothesis that the variable may be excluded from the regréssion. Subsequently, the
variables that were dropped are G, K and XT. The test whether the these are jointly
significantly equal to zero was then carried. Using the appropriate F-test the null
hypothesis (that By =B 3 =Bg —0) was not rejected by this test.

it was also vilal 1o check for heteroscedasticity. Glejser's test was used {e.g.
Koutsoyiannis, 1987). The absolute values of the residuals were regressed on a
constant plus each of the model's i1 dependent variables in turn. In most cases no
slope coefficient was found to be statistically significant at the 10 percent level,
Hence, the null hypolhesis of homoscedasticity could not be rejected. % The DW is
biased towards 2 in the presence of a lagged dependent variable. However, no serious
autocorrelation was detected, Use was made of the Lagrange Multiplier test.?!

In our final model, therefore, terms of trade, the parallel.market premium,
import restrictions measure, trend variable and macroeconomic policy measure appear
to be significant determinants of the RER - noting again that MAP is a non-fundamental
determinant.

. The estimated final equation is (3.9) (t-statistics are in the brackets):

90A technique called the Heteroscedasticily Consistent Covariance Matrix (HCCM) available on
MicroTSP was invoked as well. The procedure readily provides consistent estimates of the variances of
the estimators (and t-statistics) but the estimates of the regression coefficients and R? remain unchanged
gee, for instance, Ramanathan, 1992: 344-5).

1 (OW), the Durbin Watson test cannot be applied in the presence of lagged dependent variable among
the explanatory variables. The alternative Durbin h, was not possible since in most cases T[varf] > 1 -in

computing the Durbin h statistic as : h = (1 - ’—’%)Jﬁﬁm where T is the number of observations

and varP the variance of the coefficient associated with the lagged dependent variable. See, for instance,
Pindyck and Rubinfeld (1991:147-148).
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(3.9) In RERt=0.59+ 0.27 In TL-0.18 In PRt + 0.20 In IMt + 0.17 In TN
0.93) (2.37)* (-5.00)** ' (3.87)** {4.66)**

+ 0.54 In RERy_1 - 0.39 MAPt
(5.09** (-6.85)**

Adj. R2=0.9, D-W =2.10, F-statistic = 63.47

* statistically significant at the 10% level
** statistically significant at the 5% level

The long-run elasticities basing on (3.9) are in Table 3.7.

Table 3.7 Long-run Real Exchange Rate Elasticities

Variable Elasticity
Terms of trade (T) 0.585
Parallel Market Premium (PR) -0.391
Import Restrictions {IM) 0.435
Trend Variable (TN) 0.369

Note: Computed as indicated below equation 3.7.

Equation (3.9) gives some light on the effects of the different variables on the

actual and equilibrium RER. The interpretation of each variable in {3.9) follows.

3.4.2.4 Interpretation of the Results

The terms of (rade variable appears with a positive sign and is statistically
significant. As it stands, the positive coefficient implies that an improvement in the
terms would lead to RER depreciation. This result is similar to that reported by White
et al. (1991) for current terms of trade. However, it is contrary to cbnventional
expectation. This suggests, as seen in Chapter Il, that probably the "price effect"
~ dominates the "income effect”, which the present k!a'}igel of analysis is unable to

0

disentangle.
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The p-a.rallel market premium coefficient retains the negative sign throughout
an;l. is stalis‘tical[y significant at the conventional levels; this implies that an increase in
the parallei. premium will lead to RER appreciation. The result is in line with the
theoreli(.:al analyses.

On the other level, viewing the parallel market premium as an implicit tax to
exporters, this result is consistent w;'th the fact that a fall in the parallel'market premium
implies a fall in the implicil tax on exporters, and leads to a RER depreciation.

— . fhe import restriclion measure is statisticaliy significant at the 1 per cent levels.
This measure of import tightness has a positive sign, implying that a more restrictive

~trade regime (showing as a decréase in the import restriction measure) would result in
an appreciation of the RER. A less restrictive measure would be associated with RER
depreciation. This result is also consistent with the;, theoretical analysis and can be
generalised for import compression or conversely, import liberalisation.

The trend variable shows a direct relationship between technological progress
and actuai RER. Although il is acknowledged that the effect of lechnological progress
can be am\biguous, this result may only be taken bearingin mind that the trend
variable is a proxy that may be picking the effects of other unspecified factors. No
clear guide for policy is apparent, unless it is known where, between the nontradables
and tradables sectors, the increase in productivity originates, or which of these sectors
develops faster than the other.

The coefficient of the lagged RER telis how much the RER is dependent on its
previous values, and how fast it responds to changes in the explanatory factors. The
current RER reflects about 50 per cent of the previous year RER. The coefficient is high
and statistically significant at all conventional levels.

The coefficient on the macroeconomic policy variable (MAPy) is statistically
significan_t and has negative sign as hypothesised. An expansionary policy, with
(afc—jzu p'l*~ E)> 0 would lead to RER appreciation (by abbut 40 per cent), and vice

versa for contraclionary macroeconomic policies.
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The adjusted R?2 ar;;:i."“t-hé F statlstlcforlhe entire equation show that the
explanatory variables in {3.9) togelher explain 94 per cent of the variation in the actual
reat exchange rate.

To sum, of the internal pglicy—re\ated factors, the parallel'm'arket premium and
tightness of imports appear to be -significant fundamental determi_nants of the RER; but
these need qualification. For instance, the dual role of the parallel premium as seen in
Chapter Il, ought to be recognised. .Though it is not directly under control of policy, it
signals the need for couﬁtenaction against factors that encourage the parallel market.

Second, the measure of import tightness is. probably a better indicator of
exchange and trade (import) controls. However, as defined above, the variable
encompasses a range of policy measures that affect both the total value of import levies
and (officially recorded) import volumes: ekamples include import _dutl'es‘, Ii(;ensing,
foreign exchange rationing, other quantitétive measures, and the effect_ of exogenous
increase in foreign resources inflows that ease foreign exchange cg)_nslr;.ai_nt.92

Expansionary macroeconomic policies contributed immensely to changes in
the RER. The problem to policy can be. cast as a duty to use both supply and demand
policies to ensure that the domestic rate of inflalion does not exceedlthe foreign
inflation rate. Both the macroeconomic and nominal exchange ra.ite ‘policies‘are the

most direct policy variables affecting the RER,%

- -

92/\gainst this background may be swen the nonssignificance of the capital inflows variable in the
regression. To the extent that capital inflows relax the import constraint, their effect can be seen as
captured by IMt, - During the reform period, for instance, some of the inflows were conditional upon
nominal exchange rate depreciation and did ease import constraint.

3Because of the paucity of observations for 1985-90 it was not possible to carry out the Chow test for
structural (policy) shift on or around 1985, -
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3.4.3 Equilibrium Real Exchange Rate, Misalignment and Uncertainty

An insight into the RER determinants makes possible exploration of the extent
of RER misalignment. RER misalignment is basically a departure of the actual RER from
the equilibrium RER, while RER uncertainly connotes fluctuations in the actual RER or
RER instability. Having established the empirical effects of the determinants on actual
RER, this sub-section altempts to derive empirical measures and interpretation of

model-based RER misalignment and uncertainty in Tanzania.

3.4.3.1 Estimating Real Exchan