






































































































































































































































































































































































































































































































































































































































































The of trade balalKe \arianee pr,)\ide e\'idence that the efrect 

l)1' nominal e:\change rate quite higher than the "neet uf relati\'e price 1e\',,1 

Similar to the case of 1'8, the result of BOP an evicknce ,)t Orcutt 

condition, "here the degree at \\hich 0JEER afrects BOP i5 hi!.!her than the price 

level It suggests the imp()rt(lnce nf !luminal de\',till<lliun and could be as 

a handy in5trument to adjust the in the 1301> 

• The results of dynamic relation5hlp among the such as relatin: real 

income, relative real money supply, India' s real gOH?rt1mcnt consumption and 

budget deficit real and nominal e:\change rate suggest that e:\cept India's real 

budget deficit. all other \'ariables are influenced either by real or nomin,ti c:\change 

rate However, it is evident that the causation does not run the other way around It 

implies that exchange rate not only influences the trade balance but also influences 

other macroeconomic vartables, It suggests that the changes 111 other 

macroeconomic variables are taking place due to continuous devaluation and there 

should be proper macroeconollllC policy management in order to achieve maximum 

gain from the devaluation, Hence, the present study argues in the line of Edwards 

(1989) and Bahmani-Oskooee (1986) that devaluation to improve trade balance 

should be accompanied With other macroeconomic policies Similar to the case of 

TB, the results of BOP found that the causation runs from both REER and NEER to 

other macroeconomic variables such as R Y and RJ\l and not the other way round, 

It implies the independent characteristic of exchange rate policy in India to regulate 

the external sector. 

• The impact of other variables such as RY, RM, INGC, INBD on TB do not show 

the expected results as \vas evinced from the cointegration analysis In 

cointegration analysis it was found that RY and INGC are important factors that 

influence TB in the long run However, the V AR analysis suggests that TB is 

influenced by its past value and also by the exchange rate variables Similar kinds 

of results were also found III the case of aggregate balance of payments 
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9. -I.:: IWtI(L'ftl/ 1.('1'('/ .,1 /It1/y,\i,\ 

• Ihe hilateral results of trade halance suggest that both RFR and ER pIa\' a \ital role 

111 Ill1prc1\ll1g trade halance ()f India \\Ith ll10st of ib trading partners, \\111\.'11 IS a 

rohust rl'~ult as the ~tud\' e"pected The \',lfiance decompositil1n results of TB 

shu\\ s that fur all 1-' cOllnt ries, T8 itself accollnts for a higher percentage oUorecast 

ecror \ariance in TB. at both short and long forecast 11OrlZ0l1S Further, it shows 

that in cOll1parison to other factors il1 the vector autoregressi\'e system, RER and ER 

signiticantly explain the nw\cments of trade balance 111 case of S Ollt of 1-' countries 

such as Belgium, France, Germany, Japan, Netherlands, S\\itzerland, CK and USA 

In case of balance of payments, it is found that BOP is influenced by Its 0\\ 11 lag 

values and also by real exchange rate (RER) and nominal exchange rate (ER) The 

results indicate that both the exchange rates influence the balance of payments tl)r 7 

countries It includes countries such as Australia, 8elgium, Germany, Japan, 

Switzerland, UK and USA 

• As t:1r as the issue of short run and long run impact of devaluation on TB is 

concerned, it is evident that in case of countries such as Australia, Belgium, France, 

Germany, Italy, Japan, Netherlands, Switzerland, UK and USA, the trade balance 

initially declined due to devaluation/depreciation of RER or ER and improved after 

4th quarter time horizon, It suggests the evidence of J-curvc hypothesis in context of 

these countries The trade balance in case Df the other three countries such as 

Canada, Malaysia and Singapore shows improvement immediately after 

devaluation, which contradicts the theoretical arguments, Further, tl~ese results 

support the tindings of cointegration analysis in all countries except Canada 

Similar to the case of TB, the results of BOP also suggcst that except Germany, in 

all other countries such Australia, Belgium, Germany, Japan, Switzerland, UK and 

USA, balance of payments initially has deteriorated follo\ving devaluation and then 

improved after 4th quarter time horizon It, further, stresses the validity of J- curve 

hypothesis in case of balance of payments, 

• In respect to the Orcutt condition, it is found that the percentage explanation of 

relative price and nominal exchange rate to error variancc forecast of real trade 

balance ditTers in case of all 13 countries It is in the case of 9 countries, \vhere the 



percentage of e:\change rate to error \ari~\l1ce of trade baLlI1ce is higher than the 

relati\e price changes It includes countries such as IklglLlI11, Canada, France. 

German\". Japan. Netherlands, S\vitzerland, l:K and L'S.·\ III case of BOP. it IS 

found that nominal e:\change rate Intluences balance l)f payments at higher 

percentage than relati\'e price le\·e1 ill the case of I lout llf 13 countries The 

opposite results are found only in the case of 2 countries such as France and 

Singapore. 

• The results in case of T8 also indicates that real e:\change rate plays a slgniticant 

role in intluencing other macroeconomic \ariables such as R Y. R:\'I, INBD and 

INGC, which in-turn plays an intermediate role tor devaluation to improve the trade 

balance. HO\vever, the absence of etlects of these factors on trade balance indicates 

that exchange rate plays a direct role in influencing trade balance As far as other 

variables are concerned, the above analysis contradicts the tindings of co integration 

analysis that R Y is an important determinant of trade flow in case of most of the 

countries. However, in case of BOP, Rt\1 plays an important role to influence 

India's balance of payments. It explains a higher percentage to the error variance 

decomposition of balance of payments in the long horizon It possesses impol1ance 

in case of 9 out of 13 countries such as Australia, Canada, France, Germany, Japan, 

Netherlands, Singapore, UK and USA This result suggests that India's balance of 

payment may also be intluenced by the flow of money in the international markets. 

It makes relevance in the present context, \vhere capital inflo\',' to India dominates 

its transaction in the international market. 

• Overall, both the cointegration and V AR analysis suggest that nominal devaluation 

of exchange rate and relative real money supply continue to be important factors to 

intluence India's trade balance and balance of payments. 

9.5. Policy Suggestions 

The empirical analysis of the study suggests that devaluation of real and nominal exchange 

rate of Rupee plays a signiticant role in improving both the trade balance and balance of 

payments. In addition to this, the study also tinds that other macroeconomic variables such 
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as relati\e real income and relati\e real nlOncv ~lIppl~, playa decisi\l' role in adjusting 

di~eql1i1ibriul1l in the TB and BOP 

Policy suggestions could be suggested from thi~ ~tudy \\ ith the help of 

simulation results. In order to determine the dfects of de\aluation, the slllllliated series of 

both the TB and BOP account has been estimated by increasing the coellicient of exchange 

\ariables (i e , REER and :\EER) and keeping other \ariables in the equation Cllllstant. It 

is important to note that both NEER and REER series are being depreciated b\' I:' percent 

for ~illlulation analvsis In cast' of continuous de\aluationidepreciation, the study tinds 

that a I:' percent depreciation of both REER and NEER results in an upward shiti in the 

trade balance and balance of payments series implying the imprm·ement of both the 

foreign accounts. 

In case of discrete devaluation in 199103, the study tinds that a I:') percent 

depreciation of REER results in 1.38 percent improvement of trade balance On the other 

hand, a 15 percent depreciation of NEER results in 1.023 percent improvement of trade 

balance. Similarly, the study in the case of balance of payments found that a 15 percent 

depreciation of REER suggests a 4.006 percent improvement of balance of payments 

whereas, the balance of payments improve over a higher percentage (7.279) due to 15 

percent depreciation of NEER series in 1991 :03. 

The message is clear for the policymakers that in order to make devaluation a 

successful instmment for improving the real trade balance and balance of payments, the 

policymaker has to devalue the currency keeping price ditferential between the home and 

foreign country in mind Otherwise, the process of nominal devaluation may fail to exert 

any impact on the real trade balance and balance of payments because it IS unable to aiter 

the real exchange rates. Further, the importance of other macroeconomic variables could 

be ignored in the adjustment of trade balance and balance of payments This strongly 

suggests that the success of devaluation depends upon other macroeconomic policy 

adjustments Otherwise, the success of devaluation to improve trade balance and balance 

of payments will remain only an illusion for the government and policymakers 
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