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. 1. INTRODUCTION 

Are devaluations contractionary? This question has been with us for a long time. 
The conventional Keynesian economist holds the view that if devaluation is demand
expansionary, then both output and balance-of-payments will improve with devaluation. 
Experience, however, shows contrary outcomes. For example, Sheehy (1986), who has 

covered 16 Latin American countries, concluded that devaluation was highly 
contractionary in these countries. Edwards (1986), on the other hand, has covered 12 
less developed countries (LDCs) and found that devaluations are contractionary in the 
impact period, while in the long-run they all become neutral. Hamarious (1989) has 
used the data for the periods 1953-73 and 1975-84 and has covered twenty-seven 
countries and six devaluation episodes to study the effects of devaluations upon prices 
and the trade balance. He found that in over 80 percent of the cases, devaluation causes 
a net improvement in the trade balance both in the impact period and in the middle 
period. The study concluded that the effects of devaluation upon the trade balance last 
for two to three years. Such results seriously challenge the theoretical results derived by 

the conventional economist. 
A great deal of effort has been made to give a theoretical explanation of these 

contractionary effects of devaluation. The first thing which naturally comes to our mind 
is that devaluation may not be demand-expansionary. Secondly, although devaluation 
may be demand-expansionary, yet due to strong negative supply-side effects of the 
exchange rate there could be an adverse effect of devaluation upon output and payments 
balance. To explore the possible supply-side effects of the exchange rate, economists 
have developed a few models which deal explicitly with the supply-side effects of the 

exchange rate. Buffie (1986); Lizondo and Montiel (1989); Gylfason and Schmid 
(1983); Calvo (1983) and Lai and Chang (1989) are the important examples in this 
context. Buffie (1986) derived the result that if the system is stable, then devaluation 
cannot both contract employment and reduce the payments balance. Calvo (1983) and 
Larrian and Sachs (1986) have derived the result that devaluation will exert 
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