Africa: Inside the Tr iangle of Devaluation, Inflation and Stagnation

P. Kalonga Stambuli

1

Senior Research Fell ow

Surrey Institute of Gl obal Economi cs Research

kst ambuli@surreyinstit ute.org. uk

There app ear t o be two diamet rically opposed  int erpret ations to t he pat tern of economic

polic y dialogue betw een poor African  countries and multilat era l org anisations.  The f irst  is one

t hat  evok es a conception of  the I MF as part  of a hegemony that subjugates t he poo r count ries

t o it s inexorably capricious dict at es of economic policy.   This would suggest  t hat  the I MF must

t ake responsibilit y for t hrowing poor Africa  into a gridlock of  unworkable policies and the

challenge t o implement  correct ive action.

Anot her interp retat ion conjures up an image of t he in ternat ional economic landscape as t he

playgro und of  immut ably sovereign st at es that formulat e their own economic policies

independe ntly.   This would revert the challenge of  re - enact ing t he policy agenda to the

count ri es t hemselves. However,  t he IMF cannot be exonerated because `lett ers of intent´ and

`memora ndum of  economic policies´ that bind economic policy direct ion in African  count ries

have covenant s t hat give absolute direct ion,  control and supervisio n to t he Bret t on W oods

I nst itution.

This article  examines whether d evaluat ion has been successful as a policy advocated by t he

I MF.  The article also examines w het her the I MF has a lso persist ed wit h t he policy despit e it s

f ailures and  w het her or not  t he Brett on W oods In stit ution  has perf ormed t he task of re -

evaluat ing the po lic y and ensure t hat  it  eit her works or it  is substit ut ed b y alternat ive ef fect ive

policies.

I MF´s conscientious push f or contractionary f iscal an d monetary policies continues t o attract a

lot  of inte rest . The st at ed aim is t o cont rol t he demand side of the economies of  African st at es

wit h a view to achievement  of low inflation and  consequently, balance of payment s

sust ainabilit y.

It appears from the st art,  thoug h, that a policy of  devaluation imposed  on  these count ries to

comply w ith real exchange rate rules cont radict s t he inflation objectives. Real exchange rat e

rules aim t o promote export competit iveness, and t hey requ ire t hat  changes in the nominal

exchange rat e are link ed t o t he diff erence bet wee n domestic and foreign rat es of inflat ion in

order to k eep t he real exchange rate f rom deviating t oo far from it s level in some base period.

1
      Former Chi ef Economist  and Economic Advi sor t o t he President of the Republic of Mal awi

The cont radiction arises from t he f act  that currency devaluat ion is the inst rument  used to
f acilit ate such realign ment  and, inevitably,  the implicat ions of  devaluat ion are also  that
government  must  lose cont rol over the domest ic inf lationary po lic y.  This is because by
devaluing a curre ncy at eve ry instance of  inf lat ion,  it  implies t hat  t he exchange rate is indexed
t o t he domestic price level via the balance of payment s and money supply.

A well - known charact erist ic of African  st at es is that government  is t he largest consumer of
f oreign exchan ge,  in the context  of debt  service payment s.  This means t hat  exchange rate
dep reciat ion magnif ies the  public sector net  cash require ment  and leads t o a f ast er rat e of
monetar y growt h, t hus result ing in further cyclic inf lat io n.

Under t hese condit ions, t here is no longer any exogenous nominal anchor wit hin t he po lic y
menu  draw n up b y the IMF to allow African  count ries to t ie down t he domest ic price level,
t hus result ing in a feedback  devaluat ion - inf lation´  spiral w hich consumes t he real value of
incomes in a self - const ricting pat tern that t hese count ries remain in a t ailspin d espit e high
volumes of physical production.

If,  f or example, the covenant  of  real exchange  rat e did not exist,  a terms - of - t rade
improvement under st able nominal exchange rat es w ould t ranslat e int o in creased real
incomes,  and also st rengthen d emand for all goods i n the economy, includ ing no n - t radables.

A rise in the re lative price of non - t raded goods may initially be exh ibited t o rest ore the home
goods mark et  t owards equilibrium,  but t his is likely t o be followed by increa sed business
invest ment  t o cope with high d eman d.

The conse quent  job creation and income ef fect t o rural se gment s of  t he eco nomy are a
complete cont rast to the outcome under real exchange rat e rules.  I n t he lat ter case, the IMF
promotes the logic of  administering a curre ncy devaluation against  t h e initial rise in t he price
level to adjust t he nominal exchange rate in  such a w ay that t he no n - t radables/ importables
ratio or foreign to domest ic ind ices expressed in a common currency is const ant . They ar gue
t hat  the purpose of corrective devaluat ion is  to elude currency ap preciat io n towards a new
equ ilibrium, as if currency appreciatio n is a bad t hing.

The appro ach of I MF has inf lat ionar y ef fect s t hat raise public sect or net cash requirement ,
t hus feeding t he inf lat ion cycle, escalating transact ionar y spending and reducing savings in
t he economy.  The correct ive devaluation also comes in the w ay of  prospect ive business
invest ment  and act ually prevent s it.

This is c ont rar y to t he object ives of raising savings t o finance investment,  w hich is g iven
promine nce in IMF literature.  This k ind of devaluat ion ma y also feed into higher interest  rat es
in t he f orm of  I rving Fisher’s inflat ion premium that att aches itself t o t he rate of interest,  as
inf lation expect ations remain high.

The perplex ing po lic y stance of I MF arises in t he consideration of wh y t he instit ution

advocates a fight against  inf lation in  t he fiscal channel while also a dvocat ing policies that lead

t o inflat ion and high int erest rat es via channels out side t he budget ary f ramework.

Anot her argument  is t hat  if  indeed IMF wish t o facilitate broad based part icip ation in t he

economy in response t o liberalisat ion,  t hen devaluat ion should be discouraged because

banks in African  countries have [at every time] a signif icant amount  of unhedged f oreign

currency l iabilit ies.  The rat ionale is that t he primary eff ect of  devaluat ion is t o compromise

bank balance sh eet s and lead t o cont ract ions in bank  lending capacit ies, which also af fect  t he

real econo my.

I MF´s support of t he concept ual f ramework of  t he `bank - lendi ng channel´ arise f rom t he f act

t hat  f iscal rest raint  is one way of  minimisin g t he crowding out  of  credit  resources in f avour of

providing credit  to the privat e sect or.  However,  its ow n advocacy of  devaluation ignores t he

f act  t hat  African  banks hold open specu lative positio ns in foreign exchange, w hich increase

vulnera bilit y of  the entire f inancial syst em. This w orks against  t he same privat e sect or.

I n Malawi, a 71% devaluat ion of t he Kw acha in 1994 diminished the dollar value of total

commercial bank cred it by 60%.  Mexico shows a similar experience from t he peso

devaluation in December 1994 that also t ransmit ted a shock to t he asset  side of  bank balance

sheet s result ing in a f inancial sector crisis that curt ailed lending f or development.

Deleterious ef fect s of devaluatio n also ext end beyond t he bank asset base in a sense t hat

det eriorat ing net  w ort h and f urt her high exposure t o currenc y risk may f orce banks to liquidate

real invest ment s t o st ave off a self - f ulfilling deposit or panic along the framework of  D iamond

and Dybvig´s `bank  run´.  The alternative is for bank s to seek st ate bailouts, as in t he case of

Mexico where government int ervened w it h $65 billion.

The fact  t hat  devaluatio n is  now  lea ding to the provision of  implicit  government  guarantees to

save rs, hence moral - hazard - driven bank ing means that the I MF is pushing g overnments

t owards a higher propensity f or weak f iscal discip lin e. Inst ead of  moving away f rom t he

privat e sect or as advocat ed,  governments is brought  back  t o carry out  bailouts and d epos it

insurance schemes. I n extreme sit uat ions foreign financiers crucial to the provision of export

f inance are wit hdrawing.

The f act t hat  privatisat ion in African  countries has become synon ymous  w ith f oreign

ow nership part ly emanat es f rom inabilit y of  the banking syst em to finance st ock bu youts by

domest ic citizens.  This contradicts IMF pronunciat ions of  public enterprise divest iture in

f avour of `broad based domestic ownership of  corporat e asset s´.  On the contrary, it  is

f oreigners wit h hard  currenc y t akin g advantage of t he w eak ened domest ic currency,  which

t ranslat es int o acquiring shares at  a discount large enou gh to off set  ot her corporat e risk s
extant in invest ing in t hese countries.

I nterestingly,  t hese maladies are not unknown to the Bret t on W oods f ami ly.  The  W orld Bank
report  The road t o R ecovery (1998)  observes t hat  t he bad loans problem of most  poor
count ries is lar gely at tributed t o currency deprec iations.  However, since 1998 a lot more

African  countries have be en put  t hrough a series of  correct ive devaluations at the instance of
every surge in inf lat ion.

Even if  we pursue t he hypot hesis that tenacit y of  t he IMF to devaluation is derived f rom some
recorded macroeconomic successes, the balance of p ayments of  African  count ries provides
f urt her disappo int ing test imony. Since a lar ge majorit y of African  count ries are land locked
devaluation reduces t he net income reaching export ers because of t he transport  component
t hat is frequent ly denominat ed in f oreign exchange.

Even if t here is improvement  in t he merchandise trade account , it is likely to be f ollow ed by
major det eriorat ion in t he overall bala nce of trade and service because of  high freight ,
insurance,  handling and ba nking charges accruing abroad.  The balance of  t rade and services
may w orsen from t h e fact that  transport costs also rise against import s.

The process of  transf orming these economies f rom agricu lture to industry equally f ails
because b y r aising import  cost s,  devaluation also raises init ial cost  of  t he investment as raw
mat erials  and opera t in g co sts.  Even if t erms of  trade improvements are taken into account ,
t he leakages arising f rom internat iona l transport  costs negatively af fect the net present  value
of  invest ment s.  The prospect  of diversifying Africa´s  export s in manuf actured goods simp ly
st alled before it can start.

If devaluat ion ever produc ed a reasonable net  income af ter transport  costs, the nature of

Africa´s  agricu lture is such t hat rigidities arising from land and technological const raints stif le
t he impet us for a supply response .  That  leads t o f ull transmissio n of  costs t o manufact uring
st ruct ures while agricult ure f ails to utilise t he terms of trade gain,  if any arises.

The fact t hat  pricing methods chosen by f oreign firms are exogenous t o dest inat ion of  t heir
exports also under lines f urther adverse ef fect s of  devaluation t he African  trading firms.  Due to
st rong competit ion in t heir domest ic markets, most  firms pract ice price discriminat ion
balancing cross - subsidizing domestic sales w it h high prices f rom export s.  Apart from
deval uat ion magnif ying the f inal import - price pass - t hrough African  mark ets are also
charact erised with such strong demand inelasticities that import ed inf lat ion has become a
recurring pheno menon.  This is true of essent ial and indispensable import s of pet roleum
products, f ert ilizer, spare parts and raw mat erials.

The sheer complex ity of  t he povert y problem in most African  count ries also presents

devaluation as a measure t hat  fails to bring  jo y t o rural areas.  I nitially, deva luat ion benefit s

poor f armers producing  cash crops, at the same t ime increas ing the prospect s f or

employment  in production of  exports or import subst itutes.  However, declining qualit y of land

in most  of t hese countries has resu lted in inelasticities in t he dema nd for imported seed,

f ert ilisers  and pro ductivit y enha ncing input s. Devaluation, t heref ore, has t he eff ect of  raising

cost s of product ion among farmers producing cash crops and further cost s of  transport ing

produce to mark ets, t hus tak ing away the init ial gains.

These examples serve to c onf irm that  t he I MF´s idea of  devaluat ion working v ia the  price

mechanism t o change t he vect or of  relative prices and theref ore operating as an  expenditure -

sw itching device is int ellectually log ical,  but it s practical role is t hat  of  a `conveyor belt´

t ran smit ting costs int o product ion struct ures and driving inf lat ion quicker t han t he acclaimed

price improvement s.

Devaluation jump - st arts and st alls industrial diversif icat ion more t hat  it hurt s agricult ural

export development . Devaluation also undermines t he banks and consequent ly domestic

ow nership of privat ised asset s and perf ormance  of  t he rest of the real economy. Devaluation

f urt her hurts firms in t rading as well as poor farmers and the urban poor.

I nvariably, t he I MF has per sisted in enf orcing t he sam e p olicy despite it s failures.  Every re -

evaluat ion of  t he polic y suggests beyond equivocation t hat  it  is harmf ul, but  rat her t han have it

subst ituted wit h alt ernative and/ or more ef fect ive policies t he I MF has persist ed in enf orcing

devaluation in its orig inal context of maint aining the real exchange rat e.

On the cont rary,  the po lic y of  devaluation in Africa has  benef it ed developed countries.   This is

on account  of privat isat ion facilitating f oreign acquisit ion of Africa´s prized st ate assets so

cheaply. De clining prices of  imports f rom Af rica also aids inf lation policies in develop ed

nat ions. In addit ion,  t he f act t hat  deteriorating industry a nd t rade liberalisat ion o pens African

mark ets to global ent erprise also w orks to t he advant age of  their industrial n at ions.