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INTRODUCTION

: Desmond Thomas
T -
J:g The Small-Country Assumption and the
Tr: Theoretical Analysis of Devaluation
T ABSTRACT
;j This paper takes the small-country assumption to its
E logical extreme by employing a trade model with an
3 absence of non-tradable goods. The assumption of no
B nontradables emphasizes the implications of changes in
8 the real wage as a result of devaluation. The paper also
. pays attention to supply as a distinct policy problem in
i the context of a small, open country attempting to
‘: stabilize its economy. The relevance of the assumption
E of endogenous terms-of-trade changes as a resnlt of
¥ devaluation is also discussed.
A
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Analyses of the effects of devaluation on the trade bal-
ance make two assumptions about the behaviour of prices.
Either it is assumed that the domestic pricesof tradable goods
are determined domestically or that they are determined in
the international market. The assumption of domestically
defermined prices may be associated with the elasticities
approach to the balance of payments although it has been

employed in more medern analyses (See Dornbusch [8] and
E McCallum and Vines [15]). In the Caribbea-s, the assump-
! tion that, as small countries, their economie , are price-takers
is standard. Associated with this assumption is an emphasis
on the role of devaluation as an instrument for the redistri-
bution of income. This paper explores the implications of a
formal integration of the small-country assumption into the
analysis of devaluation, In particular, it takes the assumption
of smallness to its logical extreme by assuming the absence
of non-tradables. This assumption is justified by the smali-
ness that is typical of Caribbean economies and the high level
of openness 1o international influences that is an essential
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feature. The analysis gives emphasis to the central role and
implications of changes in the teal wage in determining the
effects of devaluation and establishes supply as a distinct
policy problem that requires special attention. In the final
analysis, support is found at the theoretical levei, for a cer-
tain scepticism that devaluation, per se, will stabilize the
economy and it is argued that in the long-run the success of
devaluation is linked to measures to improve the climate of
production.

While the small-country assumption is the favoured one
in the context of the Caribbean, it is recognized that there
will always be an important relevance for analysis based on
the assumption that prices are domestically determined.
Some attention is addressed in this paper to factors which
suggest the relevance of this assumpfion, noting also the
instances in which it can be misteading.

There are two sets of ground rules that must be estab-
lished at the outset. Firstly, this paper will be concerned with
the trade balance and not the whole balance of payments.
Improvement in the trade balance may goa long way toward
resolving the problems of overall external balance and may
indicate 2 move in the direction of a more favourable and sus-
tainable economic structure. In the Caribbean context, there
is a particular interest in including the travel account, which
reflects the performance of tourism, with the trade balance
because tourism resembles a traditional commodity export
in terms of its contribution to the balance of payments.

The importance of distinguishing the effects on the frade
balance from those affecting the balance of payments as a
whole relates to the need to isolate the effects of devaluation
from those of net capital inflows which may accompany
devaluation episodes. Casual observation with respect 1o
Jamaica, for example, over the period 197584 suggests a
strong link between net capital receipts and the performance
of the balance of payments (See table 1). In the only two
years, 1982 and 1984, when surpluses are recorded in the bal-
ance of payments, net capital receipts are exceptionally high,
USS465.6 million and US$432.7 million respectively. This
does not mean that devaluation does not affect the trade
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TABLE 1. SELECTED SUMMARY INDICATORS WITH RESPECT TO
THE FJAMAICAN BALANCE OF PAYMENTS, 1975—1984

Balance of
Goods Changes in

and Reserves Net Capital

Year Services (US8) million Receipts
- 1976 --308.6 180.9 126.7
1977 ~-54.6 30.5 34.3
1978 —-112.4 165.8 ~—78.S
1979 2326 1374 —10.2
1980 -257.1 57.8 10?-1
1981 —~461.1 956 ”‘75-4
1982 —538.3 —86.0 ;-6;5-6
1983 ~582.0 289.1 190—5
1984 -410.4 —225.7 4827

Sources: Bank of Jamaica, Balance of Payments of Jamaica ]985 {(Jamaica:
Bank.of Jamaica, 1986); Bank of Jamaica, The Centrof Bank and the
Jamaican Economy 19601985 (Jamaica: Bank of JYzmaica, 1985).

balance. However, these figures help to reinforce scepticism
about the effectiveness of devaluation on the externalaccounts
and underline the view that apparent improvements in the
balance of payments during a stabilization process may
typically be atiributable to net capital receipts rather than
devaluation.

The second initial point tc be established is that the con-
cern here is with the behaviour of the trade balance in terms
of foreign currency instead of domestic currency and, for
convenience, is referred to as the foreign balance ' Among
the motivating factors devaluation is the need to generate

. enough foreign exchange to meet foreign debt obligations

and to obtain foreign inputs into the development process
and therefore it is the foreign balance that matters. It is
generally accepted that it is of material importance whether
the analysis is done in terms of the foreign or domestic bal-
ance and that a reference to the domestic balance might
actually be misleading, The importance of the distinction is

- underlined when, ag is usually the case, devaluation is under-



taken from a position of trade imbalance. It is demo_ngtrajteq,
‘for example, that when the trade balance is in deficit, ‘it is
possible for devaluation to have a favourable effect on the
foreign exchange balance, but an unfavourable effect on the
domestic currency balance’. [Hirschman 13, P- 52]. An
important implication is that even though the foreign balapce
may improve as a result of a devaluation, the pressures agamst_
the achievement of balance in the internal management of the
economy might actually be aggravated.

The primary objective of this paper is to explore some
methodological questions associated with the ana}yms of
devaluation. As a point of departure, it briefly outlines the
workings of the conventional trade model in the second
section. The third section introduces the mode% based on the
strong assumption of openness and the fourth toquses on ‘Fhe
real wage implications of such a model The fifth sect1qn
iJroxddes a brief exploration of the relevance of approaches
which emphaéfze price elasticities. Finally, the sixth sectlpp
concludes with some suggestions of areas for further empiri-
cal research.

"THE ORTHODOX SMALL-COUNTRY ANALYSIS

¥ 1t is reasonable to argue that, as small countries, Carib-
‘bean economies behave as price-takers in the internati_onal
market. Their producers are assumed to be faced with a s1.t*_ua-
fion where they can sell all their output at the pFevaﬂm’g
international price and have nothing to gain by reducm'g tl}elr
prices. This behaviour does not affect the price deter?nman.on
of traded goods only but of all fradable goods, including
goods which are not traded but are substitutes for traded
goods. Import substitutes are prime example of goods that
are not traded but gualify as tradable goods.

In the small-country approach, the terms of trade are
given since the prices of both importables and exportables
are given by the international market: The fixed terms of
trade may be represented by the expression:

Px/Pm = P*x/P*m = ¢, :
where ¢ is a constant, Px stands for the price of expoyts, Pm
for the price of imports and symbols with the asterisk are

foreign exchange prices. :

The assumption of fixed price ratios applies to all cate-
gories of tradable goods. Consequently, a devaluation causes
the prices of imports and exports in domestic currency to
rise pari passu with the change in the exchange rate. This
change in prices affects all goods that are substitutes of traded
goods, whether they are themselves traded or not and so it
can be expected that the price increases are widely felt in the
domestic economy. Indeed, the condition that prices are
linked to international prices serves to provide a definition
for tradable goods.

The condition that the prices of tradable goods are given
by the international market implies the assumption of inter-
national uniformity in prices. This condition, referred to as
the ‘law of one price’, abstracts from the existence of trans-

— port costs and tfrade sestrictions or assumes that disparities

between prices due to transport costs and such factors are
unaffected by changes in exchange rates. It also implies a
world of many smell countries competing in the international
market and producing a small range of homogeneous goods.
The basis for the law of one price is commodify arbitrage
which would prevent any persistent divergence between
prices of tradable products in one country and those of
other countries.

The law of one price is a convenient feature of trade
models because it allows us to analyze the effects of devalua-
tion in isolation from those of exogenous changes in the terms
of trade. Since price ratios among tradable goods are given,
this allows us to treat these goods as one composite good.
By contrast, there are the non-tradable goods the prices of
which, by definition, are domestically determined, independ-
ently of the international market. These prices may be deter-
mined by demand and supply or by a markZup rule or by some
other process but their essential characteristic is that they
bear no systematic relationship to international prices. Prime
examples of non-tradable products are services which, by
nature, fend tobe geared toward the domestic market.? Trade
models incorporating these two categories of products, trad-
ables and non-tradables, typically revolve around changes



n their relative prices.
" The validity of the law of one price has not gone un-
challenged. It has been observed that ‘in reality the law of one
price is flagrantly and systematically violated by empirical
data.’ Isard [14] presentsevidence that ‘exchange rate changes
substantially alter the relative dollar-equivalent prices of the
most narrowly defined domestic and foreign manufactured
goods for which prices can readily be matched. Moreover,
these relative price effects seem to persist for at least several
years and cannot be shrugged off as transitory’ [Isard 14,
p. 9427,

In spite of Isard’s evidence, it is arguable that the law
of one price may be applicable in the context of Caribbean
countries. Firstly, Isard’s evidence is based on investigation of
the USA, Japan, Germany and Canada. These countries being
large, it is not surprising that their domestic prices may govern
the determination of the prices of their tradables to a con-
siderable extent. It is arguable that this would not be the case
for small coyntries such as those of the Caribbean. Secondly,
empirical evidence supports the law of one price when applied
to primary products even in the case of large countries. This
is probably attributable to the fact that primary products
tend to be homogeneous, irrespective of their place of origin.
The evidence against the law of one price is based on investi-
gations of manufactured goods where the scope for product
differentiation is stronger. Primary products constitute a
substantial portion of the output of Caribbean countries pro-
viding some basis for the validity of the law of one price.

THE STRONG ASSUMPTION OF OPENNESS

In order to sharpen the focus of the small-country analy-
sis, this paper makes the extreme assumption of the absence
of non-tradables. Changes in the domestic price level will,
therefore, be assumed. to be determined by developments
in the international market. This is essentially the opposite
extreme to the closed economy model which has been widely
employed in economic analysis. This is considered not to
be far-fetched in the Caribbean context where economies

are so small and, moreover, are so open fo'the influendes
of the international economy, especially as a result of their
proximity and virtual assimilation inte the U§ economy. This
assumption leadsto the conclusion that the effects of devalua-
tion in terms of disabsorption and the redistribution of in-
come are particularly strong in our economies.

It may at first appear that our assumptions about open-
ness are extreme but on closer examination substantial grouinds
can be found in its defence. The first consideration that comes
to mind in defence of a strong assumption of openness is the
high importance of trade in the typical small country. In the
case of Jamaica, for example, imports have exceeded 50
per cent of GNP in 1981 and 1984 and have usually been in
excess of 40 per cent. Exports and imports added together
have been almost 90 per cent of GNP in some years. It is to
be expected that with trade having such a preponderant role
in the economy, the formation of prices domestically would
be heavily influenced by international prices. An immediate
source for the transmission of international price changes
to the domestic economy is imports of intermediate goods
which constitute about 50 per cent of total imporis in
Jamaica. o

[t may be argued, in addition, that even where goods
are not currently traded internationally, their price deter-
mination is influenced by international prices. It has been
pointed out that even if a good is not traded, its factor inputs
have to be attracted from the production of traded goods
and therefore this is a channel for the price formation of non-
traded goods to be influenced by international developments,
Where a good employs an ‘internationally immobile specific
factor such as climate or land of a specific quality’, .it is
argued that in most cases the product is itself tradable [ Frenkel
and Johnson [11], p. 28]. Frenkel and Johnson present the
example of coal mines which employ a specific natural
resource but produce coal, which is tradable. These examples
are important in demonstrating that even though many goods
are not traded, it is difficult to conceptualize examples of
goods, the price determination of which can be entirely
divorced rom the international market.
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It is significant that although Frenkel and Johnson are
basing their comments on the small-country assumption, they
are not thinking particularly of economies as small and open
as Caribbean states and other mini-states. The point however
applies a fortiori to such countries.

It is usually assumed that non-tradables consist primarily
of services e.g. haircuts, medical services. Services are con-
sidered typical non-tradables simply because they are the most
obvious examples of items which characteristically must be
exchanged at the location where they are produced. For a
number” of reasons however, even this is not as significant a
factor as usually assumed. Firstly, in the small countries of
the Caribbean, tourism is a principal industry, sometimes the
most pervasive. This means that the most pervasive service
in many cases is tradable. Furthermore, with the growing
technological sophistication in areas such as communications,
other services are becoming highly tradable. '

Geography is another factor and in this context small-
ness need not be a consideration. Countries that are land-
locked and have good communication links with their neigh-
bours will find their prices being significantly related to
international prices irrespective of size. A good example is
Canada where superficial observation suggests that, but for
government intervention, one would be hard put to find non-
tradable activities. This is undoubtedly true also of Mexico
and Central American countries. Caribbean countries are
mostly islands but it is arguable that their good communica-
tions and close contacts with the North American continent
and elsewhere outweigh any tendencies to insularity. This is,
of course, abstracting from government intervention which
could have the effect of creating sheltered sectors.

The strong assumption of openness finds support in the
Caribbean literature. There have been several studies, some of
which are reflected in Bourne [6], which have established the
strength of the influence of international prices on price
levels in the Carjbbean. These studies tend to focus on changes
in import prices and pay less emphasisto an inherent tendency
for export prices to be influenced by international prices.
The most compelling evidence of the dominance of the ‘law
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of one price’ over the domestic economy is provided by
Francis [10] looking at monetary policy in the Bahamas. On
the basis of an empirical study conducted by the IMF, it is
found that ‘inflation in the Bahamas is almost solely imported®
[Francis 10, p. 116]. The IMF study found that a change in
the consumer goods component of the US producer price
index (US being the main trading partner of the Bahamas)
resulted in a roughly proportional increase in the Bahamian
CPI with a 15-month lag. In addition, it was found that
‘indigenous factors appear to have very little impact on infla-
tion in the Bahamas’ [Francis 10, p. 115]. This is strong sup-
port for the present model since it imples that on average,
the prices of all goods and services reflected in the CPI are
influenced by international price changes resulting in a change
in the index of an equal percentage. The similarities among
the Caribbean countries are strong enough for it to be assumed
that this tendency applies widely in the region.

Further support for the strong assumption of openness
may be adduced from observations made with respect to the
Guyanese economy. It has been observed that

the Guyana dollar is effectively all but de-valorized as
the principal measure, standard and store of value has
become the US dollar. The bulk of the items denomi-
nated in local dollars at their places of sale have had
their prices determined in relation to the operating biack
market rates for foreign currency. [Thomas 17, p. 28].

While it may not be accurate to say that other currencies
in the Caribbean have been de-valorized, the denomination
of prices in terms of foreign currency is widespread through-
out the region.

The exclusion of non-tradables has a practical advantage
in that it obviates the need, in empirical studies, to obtain
data on non-tradables which are typically notreadily available.

THE SMALL-COUNTRY ASSUMPTION AND REAL WAGES

The analysis of devaluation must revolve around some
set of relative pricesin order that, they may exert real effects.
In the conventional analysis, the model revolves around



' Tatio! between tradable and non-tradable
croods'??Dew.ﬂuatmn Faises the domestic currency prices of
tradable goods dnd since the prices of non-tradables are not
affected inifially, the price ratio of tradable to non-tradable
goods is.increased. Assuming that:the nominal wage is con-
stant, the rate of profit-is increased in the tradable-goads
sector relative to that in the sector producing non-tradable
goods. Consequently, investment is attracted towards.trad-
ables. This development is favourable to the trade balance
because it reduces the excess domestic demand for tradables,
releasing more goods for export, and also reduces the excess
supply of non-tradable goods which is another aspect identi-
fied with a deficit. It is to be noted, however, that the in-
crease in demand- for non-tradables might raise their price
levei tending to moderate the shift in demand toward them.
The extreme case could be where the price ratic moves in
favour of non-tradables and reverses the tendency toward
an improving trade balance.

In the absence of non-tradables, it is necessary to
provide a new price relationiship to replace the traditional one
of the ratio of prices of tradables to non-tradables. We suggest
the ratio of the nominal wage to the domestic price of goods
and services (i.e. the real wage)} as the most suitable and rele-
vant price relationship. The real wage is a central variable in
the analysis of many economic issues and devaluation is cer-
tainly one of them.

Given the assumption that all goods and services are
tradables, a devaluation-causes domestic prices to rise in pro-
portion to the change in the exchange rate. If we assume that
the nominal wage is constant, then the real wage will deterio-
raté on a one-to-one basis with the change in exchange rate.
The relevance of the assumption of a fixed wage is réflected
in the preoccupation with ‘wage guidelines’ associated with
devaluation and stabilization efforts in general. To the extent
that the nominal wage is allowed to rise, the change in the
real wage is reduced and the basis for real effects promoting
improvements in the trade balance and output growth is
weakened. Our ability to predict the response of the real
wage is ctitical to the analysis of the effects of devaluation
on the trade balance and output growth.

The reduction it the real wage occasioned By a devalua-
tion is supposed tc exert it effects in two ways. Firstly, it is
supposed to make production more profitable and thus con-
tribute tO an expansion of exports. Secondly, it is supposed
to lead to a reduction in the consumption of workers, leading
to d general decline in imports. Assuming that capltahsts have
a lower propensity to consume than workers, these effects
should combine to givé an improvement in the trade balance,
If these effects work the improvement in the trade balance
should be very significant since the disabsorption of workers
should release a larger proportion of output for export. If
production does not increase, the trade balance might Sstill
improve as a consequence of the disabsorption of workers;
However, in the context of our small economies and given
the high magnitudes of typical imbalances, it i§ unfiely that
there is enough room for disabsorption to allow the trade
balance to improve.

Given the central role of the real wage in the small-
economy model, it is evident that competitiveness is a matter
of wage competitiveness rather than competitiveness in inter-
national prices over which we have no control.. Devaluation
ernerges as an instrument for reducing the real wage in cir-
cumstances where, as is usually the case, a reduction in the
nominal wage through alternative policy instruments is hot
feasible. The critical importance of real-wage reduction is
underlined by Corden who observes that ‘if there is indeed
this real-wage rtesistance, if may not be possible t6 attain
both internal and external balance’. [Corden 7, p. 31! and
Dornbusch 8, chapter 4]. The implication is that the real
wage prevailing before devaluation is too figh to sustain
external and internal balance. This is a controversial issue in
the context of countries where the standard of living is un-
acceptably low.

In Hght of the redistributive aspect, pohcy -makers’ con-
templating devaluation need to be satisfied that the increase
in the profit rate will bring forth capitalist responses that are
favourable to the balance of paymerts. Colisiderable scep-
ticism exists regardmg the capitalistd’ responses in the Carib-
bean. “Pérvefse’ production responses have been observed as
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capitalists remit their additional earnings abroad instead of
expanding investment. With a rise in private capital outflows,
it is possible for any improvement in the trade balance result-
ing from devaluation to be accompanied by a deterioration in
the balance of payments in the absence of net capital inflows.

This process brings into focus the critical question of
the reaction of capitalisis to devaluation and to the increase
in the rate of profit. The critical question that arises is, can
we depend on the capitalists to expand their activities and

thus promote a sound and sustained improvement in econo- -

mic performance and especially the performance of the trade
balance? In the Caribbean, this seems to be the point at which
the process breaks down. In the transition after devaluation
when conditions are characterized by a certain amount of
instability and uncertainty, our capitalists fail to take an
aggressive role in promoting expansion. In countries where
the ‘commanding heights’ are in the hands of foreign inves-
tors, the increased profits come as a windfall which is
repatriated abroad (See Girvan et al. [12] and BRarbone and
Rivera-Batiz [3]). Local capitalists take an overly cautious
attitude, contributing to capital flight which aggravates the
problem of the balance of payments,

To some extent, the lethargy of the capitalist sector is
not unexpected in the circumstances of devaluation in the
Caribbean. The expansion of exports is a matter not merely
of increasing existing lines of production but of embarking
on new ones and expicring new markets. This requires the
expectation of long periods of sustained stability. In addition,

the transition period may be characterized by difficulties in
obtaining foreign exchange, bureaucratic problems and other
bottlenecks which may discourage the investor (See Thomas
[17], Bernal [4] and Witter [20]). In light of these considera-
tions, it is evident that the attempt to stabilize the ¢conomy
has to involve serious attention to promoting a favourable
climate for production, whether by the capitalist sector or
in partnership with the public sector. This dimension suggests
the relevance of what Witter [19] and [20] refers to as
the ‘crisis of production’ and it is worth noticing also the
recommendation for ‘a focus on specific producing, income-
earning and spending activities and sectors, rather than on

il
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the generalized manipulation of prices, including the foreign
exchange rate.” [Thomas 17, p. 36]. It should be pointed
out that increased producrivity is complementary to devalua-
tion in terms of its effects and is an integral aspect of the
development process which tends not to be given adequate
emphasis. A related problem is that of finding ways to rednce
the dependence of production on imported raw materials in
the long-run.

DOMESTICALLY DETERMINED PRICES

The alternative to the small-country assumption is the
assumption that the prices of tradables are determined exclu-
sively by conditions in the country where they are produced.
Consequently, the central price relationship may be repre-
sented by the ratio Px/(eP*m) where all the variables are
pre-determined. A devaluation is expected to make exports
more competitive by lowering their prices in foreign markets,
and to make imports less attractive by raising their prices in
the domestic market. Whether the trade balance improves or
not depends on the combined effects of the four price elas-
ticities involved, i.e., the price elasticities of demand of local
residents for imports and of foreign residents for our exporis
and the price elasticities of supply of exports both at home
and in the countries with which our country is trading, Mak-
ing the ironic but conventional assumption that the trade
balance is initially in equilibrium, the sufficient condition for
an improvement in the trade balance is that the absolute sum
of the elasticities of demand must be greater than unity, the
so-called Marshall-Lerner cendition.

Instances of the use of the assumption of domestically
determined prices can be found in the Caribbean literature
on devaluation. For example, Blackman states that ‘theore-
tically, devaluation corrects a deficit by effectively reducing
the price of a country’s exports thus leading to an increase
in foreign demand for them; at the same time, devaluation
raises the cost of foreign goods and leads to a reduction in
the quantity imported’ [Blackman 5, p. 10].

In a similar vein, Witter states that ‘the rationale for
devaluation within the IMF strategy is the elimination of the



current aceount deficit by encouraging exports with price
advantages, and discouraging imports with higher costs’
[Witter 20, p. 13].

The reliance on elasticities considerations has a general
relevance in a world characterized by market imperfections
and product differentiation. These characteristics may be
associated particularly with the manufacturing sector which
is a prime object of attention in the effort to improve the
performance of Caribbean economies. An elasticity of parti-
cular interest in the analysis of the trade balance in the Carib-
bean is that of demand for imports of intermediate goods
which is typically low. This low elasticity of demand is linked
to the apparently low responsiveness of domestic supply of
intermediate goods to price stimuli, frustrating the need for
production to switch towards impori-substitutes. This is an
important setback to the achievement of an improving trade
balance. Elasticities are also relevant inthe short-run, consider-
ing that it may take a year or more for prices to adjust to a
new level after devaluation. A final area of relevance for elas-
ticities is studies of the effects of devalation for intra
Caricom trade. Since all the Caricom countries are small alike,
it is possible that devaluation does confer a significant ad vant-

age in terms of price competitiveness. Another consideration
suggesting a role for elasticities is the fact that the major

currencies are confinually fluctuating with respect to each
other so that the price competitiveness of Caribbean exports
in markets other than the USA may passively be subject
to frequent change.

There is the danger, however, that elasticities considera-
tions, by emphasizing price competitiveness, may detract
from the need to concentrate on supply considerations. For
example, it is often observed that devaluation is defeated by
the fact that sales of our major primary product exports are
denominated in foreign currency (See, for example, Witter
[19] with respect to bauxite). This averts our attention from
consideration of the factors which govern the production of
these commodities such as demand conditions in the markets
for which they are destined. If we use fixed terms of trade
as the basis for the analysis, we are mors inclined to focus
our attention on the distinct questions relating to measures
aimed at expanding domestic production.

CONCLUSION

‘The model with fixed terms of trade is suitable for the
analysis of the small countries of the Caribbean because it i is
reasonable to assume that these couiiries are price-takers in
the markets for both importables and exportables. However,
reality will contain somé elements of both approaches, ie.;
the one incorporating fixed terms of trade and the other
allowing for endogenous changes in the terms of trade.
Moreover, the analysis of the effectiveness of devaluation
may vary from place to place even in stch a small region as
the Caribbean. Some sceptlclsm remains about the effective-
ness of devaluation per se in alleviating the fiindamental
problems of stability and growth in small opén econdmies
such as those of Caribbean countries. In that light, the reduc:
tion in the real wage of workers which accompanies devalua-
tion may be a high price to pay for dubious gains.

NOTES

*Itwill zlso be canvenient to refer to the trade ba]ance in domestic currency
as the domaestic balance,

25 notable exception is tourism which is clearly a tradable sarvice.
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