
1. Introduction: 2. Managing Exchange Rate
Take the example of a country which announces that it 
will follow a fully flexible exchange rate policy. But its 
central bank may, implicitly, keep intervening in the 
market to manage supply and demand of currencies 
hence influencing the exchange rate. These interventions 
predominantly are motivated by political concerns (Hagen 
& Zhou, 2002). Exchange rate, in this case, does not 
reflect the strength/weakness of that particular economy. 
This creates a situation wherein the practiced exchange 
rate is different from the one based on actual 

3performance of the country  . The difference between two 
rates is called exchange rate misalignment (Montiel, 
2003; Hyder, & Mahboob, 2006). 

The central banks keep influencing exchange rates even 
if the declared policy is fully flexible exchange rate 
regime.  It is in this context that International Monetary 
Fund (IMF) looks into an exchange rate regime on two 
different grounds to keep a good track of the exchange 

This policy brief is intended to increase the awareness of rate policy i.e. de jure and de facto (Von Hagen & Zhou, 
public about exchange rate and implications of exchange 2005). Under the first classification, the central bank of 
rate fluctuations. The purpose is to generate a debate every country announces any of three exchange rate 
which can facilitate the formulation of prudent exchange regimes, as shown in figure 1 (below), to the IMF as well 
rate policy. We believe that awareness of the working of as to its citizens.  This is known as the official exchange 
exchange rate and its implications may improve rate regime or de jure classification of exchange rate 
understanding of public about role of the central bank-the regime. But sometimes, depending on the policy 
State Bank of Pakistan (SBP) in this case- and monetary objectives, the bank may deviate from the announced 
policy in macroeconomic and financial stability. We regime (Alesina & Wagner, 2016). The regime diverging 
anticipate that the recognition of importance of role of from the announced policy is called de facto exchange 
SBP can add to the autonomy of the bank. We further rate regime;the regime actually practiced.
believe that an increased know-how of exchange rate 
policy is essential to understand macroeconomic policy of Since its inception, Pakistan has been through different 
the country broadly. Over all, this debate on exchange exchange rate management policies. Figure 1 exhibits 
rate and its implications may lead to bring the issue to the exchange rate regimes for Pakistan. Initially, Pakistan 
the mainstream economic policy of the country. pegged its rupee-PKR- to pound sterling with the rate of 

pound sterling 1 equal to PKR 11.43. This peg lasted till 

Exchange rate refers to the value of one currency in terms 
of another and serves as an aggregate indicator of 
economic performance and international competitiveness 
(Bah & Amusa, 2003). The range of exchange rate effects 
extends to export growth, resource allocation, 
consumption patterns, private investments and 
employment (Aron et al., 1997; Edwards,1989: Edwards & 
Savastano 1999), inequality and poverty (Clements & 
Lan, 2007). Fluctuations in the exchange rate, therefore, 
have serious bearing upon all sectors of economy but, 
unfortunately, go almost unnoticed in Pakistan2. There is 
very little public awareness about exchange rate, 
exchange rate fluctuations and implications thereof. The 
issue remains less debated and understood in masses, 
unstated in policy realms and relatively less contested 
amongst academia and research community of Pakistan. 
This may be partly because of the complex nature of the 
issue and partly for not comprehending associated 
implications fully.
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2. These implications are briefly discussed in section 4 of this brief.
3.   Known as exchange rate based on economic fundamentals 
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1972. Thereafter, PKR was pegged to US dollar wherein also prefer strong currency. Oil exporting countries 
US$ 1 was equal to PKR 9.90. Pakistan adopted managed present such an example. Holding to higher pegs may  
floating in 1982 which ended in 1998. Since then, the benefit these countries as these countries generally 
country has announced policy of following a flexible operate as a cartel and don’t compete on oil prices. Also, 
exchange rate regime. given the nature of export -the oil- other countries 
One can clearly observe from figure 1 that exchange rate cannot put a competition as they don’t have the product. 
becomes volatile (or unstable) under flexible exchange They peg their currency, therefore, to US$ at higher rate 
rate regime and that PKR denoted a depreciation of more so that oil exports can generate higher amounts of 
than 1057% since Pakistan moved to floating exchange revenues.
rate i.e. 19824 . In other words, the value of Pakistani 
rupee in 2016 is 10 times lower as compared to 1982. Developing countries particularly misalign the currency 
This may make many of us believe that pegging is toward upper side and prefer overvaluation. An 
associated with a strong PKR and brings stability and that overvaluation of currency may initially sound good as it 
it should be a suitable exchange rate regime for the increases the purchasing power. This may generate some 
country. political gains in short run (Bonomo & Terra, 1999) as the 

government may claim improved purchasing power of 
But, it is to submit here that the pegged rate may not people an outcome 
reflect the competitiveness of country5 and that linking of its successful 
value of local currency to some foreign currency may be economic policy. It is 
harmful. For example an appreciation in US$ may however important 
artificially overvalue PKR, if both are pegged. This may to note that 
decrease competiveness of Pakistan thus affecting the overvalued currency, 
economic performance of the country negatively. It is along with other 

7therefore very important to adopt an exchange rate implications , makes 
regime and policy wherein value of currency is reflective the exports of the 
of country’s economic performance. The evidence, in this country expensive. 
context, suggests that exchange rate of a currency based Some other country 
on flexible exchange rate regime reflects economic may supply the 
performance of the country (Hussain, 2006). same products at 

cheaper rate  
resulting in loss of 2.1. Manipulating the Value of Currency 
exports for the Currency manipulation has become routine business of 

8economy with overvalued currency (Shatz & Tarr, 2000)  monetary policy the world over.  Central banks, across 
. Further, a strong currency may also increase imports the globe, keep intervening in exchange rate market to 

9 10(Auboin & Ruta, 2011)   creating current account deficit  influence the value of currency (Mussa, 1981). Countries 
as it increases import bill while reduces exports receipts. with strong export sector prefer “weak currency” so that 
An efficient exchange rate therefore plays primary role in they can out-compete other countries in export market. 
economic performance of any country. It is in this China and Japan present the best example and keep their 
context that a prudent exchange rate policy lies at the currencies “devalued”. Particularly, China devalued its 
heart of economic policy. currency (Renminbi Yuan) to US$ so consistently that it 

6came to be known as “currency wars”  . On the other 
hands, some countries may prefer strong currency  3. Factors Causing Movements in Exchange Rates
(overvalued). Countries with exports which are Movements in exchange rate are a complex outcome of 

interactive play of plethora of economic and non-relatively inelastic and make major share of GDP may 

4.   US$1 was equal to PKR 9.90 in 1982 while the value of US$1 is PKR 104.67 today May 6th, 2016.  The depreciation equals about 225% since we moved to fully flexible float from managed float as 
US$1 was equal to PKR 46.13 in 1998.  
5.   Competitiveness here refers to the ability to compete other countries in international trade market. For example, a country producing goods for export at low cost than other countries has higher 

competitiveness as it can sell its products at lower prices as compared to other countries.
6.   Rodrik (2008) provides excellent evidence on growth effects of undervaluation. The paper is accessible at http://www.brookings.edu/~/media/projects/bpea/fall-2008/2008b_bpea_rodrik.pdf 
7.   Detailed set of implications is discussed in section 4 of this brief 
8.   Razin & Collins (1997) and Subramanian et al. (2007) provide evidence on negatives of overvaluation. 
9.   The paper is available at SSRN 1955847
10. Current account records the net income from international trade of the country i.e. earning from exports and payments on imports. Exports and imports here refer to trade made in goods and services. 
A deficit in current account, therefore, means that a country’s spending (payments) on imports is larger than its earning from exports.

Key Message:
Developing countries 
particularly prefer 
overvaluation. It may initially 
sound good as it increases the 
purchasing power and may win 
political following in the short 
run. An overly strong currency, 
however, may create current 
account deficit in the long run 
as it increases import bill while 
reduces exports receipts 
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economic factors. This brief primarily discusses the our current account  will be in deficit and we need 
economic factors. The most significant factor in this list more US$ to pay for imports. This raises the price of 
is the interest rate. Interest rate can influence the US$ relative to PKR and PKR depreciates. 
exchange rate through affecting capital 
inflows/outflows across the countries. Inflation can also The current account deficit is most often behind 
produce shifts in exchange rates through affecting depreciation of PKR. Same holds for terms of trade 
exports of a country. Current account balance and which is the ratio of export prices to import prices. 
terms of trade also serve as source of fluctuations in Better terms of trade for a country refer to a situation 
the exchange rate depending on the fact if a country is where export prices of that country are higher than its 
a borrower or lender of foreign capital. The stock of the import prices. This will increase the demand for 
government debt also affects currency value. Political domestic currency and hence its exchange rate 
stability also shapes exchange rate movements appreciates (Bailliu & King, 2005). The opposite is true 
through influencing investments. Lastly, perceptions for adverse terms of trade and depreciation of currency 
about future can also cause short run movements in takes place. 
exchange rate. A brief description of these channels is 
provided below. 3.3 Public Debt and Exchange Rate

A higher debt discourages investments on the one 
hand and increases the inflation on the other (Nguyen 3.1 Inflation, Interest rate and Exchange rate

et al., 2005). Both these factors jointly lower the value Inflation, interest rate, and exchange rate are strongly 
of local currency i.e. depreciation takes place. Higher interrelated (Gupta, 2013). In the presence of higher 
debts signal poor economic performance (Westphal & inflation rate, central bank increases the interest rate 
Rother, 2010) which may serve as disincentive for to control the aggregate demand through reducing 
investors as they expect lower returns from investment investment11. A higher interest rate in home country, 
in that particular country. Simultaneously, an expected say in Pakistan, relative to any other country say USA, 
rise in inflation further squeezes the investments as the attracts more foreign capital, as investors earn higher 
cost of production for foreign investors goes up. A rate of return on capital (investment). Demand for, 
government facing large debts needs money to pay the hence price of, local currency rises leading to an 
loans back. The options left with governments are to appreciation of PKR in the short run. 
take more loans or to print money. With foreign debts 
already piling up, further availability of loans shrinks On the other hand, higher inflation means higher costs 
and government has to opt for printing of new money.of production in local market and higher prices of 
 locally-produced goods and services consequently. 
Figure 2 shows a strong association between debt and Country will lose its exports in international market as 
exchange rate for Pakistan. A prominent rise in debt is some other country with lower inflation will provide 
followed by a fall in real exchange rate of PKR in the these products at lower price. This decreased demand 
80s and the nexus for exports lowers the demand for domestic currency 
continues as compared to its supply-local currency depreciates. 
thereafter. It must Also the increased purchasing power backed by 
also be noted that persistent lower inflation may also result in 
the nexus may go appreciation of currency as real value of currency 
other way round increases. This makes exchange rate, interest rate, and 
also and a fall in inflation triangle inextricably entangled. 
the value of PKR 
(depreciation) may Further note that impact of interest rate on capital 
increase the debt inflows depends on the conditions for mobility of 
of country. This is foreign capital and that non-economic conditions like 
known as debt burn impact of depreciation.  Either is political stability also shape the flow of capital into the 
the case, the argument here is that both are strongly country. In case of lower inflation and resultantly lower 
interrelated.interest rate in home country, the opposite relation will 

hold between interest rate and exchange rate 
As mentioned already depreciation of currency (Chortareas & Driver, 2001). Final impact, therefore, 
increases the debt of a country, as it has to pay more depends on the net gain in currency value from interest 
in terms of local currency the debt accumulation rate and net loss in it from higher inflation. 
(Rehman et al., 2012). Fear of debt accumulation may 
serve as barrier for debt ridden countries and not let 3.2 Current Account Deficit and Exchange Rate 
the currency depreciate. For instance, at US$ to PKR Current account deficit also causes fluctuation in the 

12 exchange rate of 104 the total external debt of country’s exchange rate  . A country with deficit in 
Pakistan during the last quarter of 2015 was US$ current account demands more foreign currency than it 
68,550 million which is equal to PKR 7,129,200 million.  receives (or supplies more of its own currency) and the 
Now assume that the PKR depreciates and new result is fall in the value of local currency. For example, 
exchange rate goes up to PKR 105 per US$. The total if we import more from USA than we export to USA, 

11.  This is known as tight monetary policy.
12.  The impact of exchange rate on current account deficit itself is discussed in section 4. 
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Key Message:
Fear of debt accumulation and 
short run gains from strong 
local currency can motivate 
governments to manipulate 
exchange rate and overvalue 
the local currency.  



external debt, in this case, will jump to PKR 7,197,750 4.2  Changes in Saving Patterns
million; an addition of PKR 68,550 million to debt which Exchange rate movements are strongly linked with 
we have not borrowed actually. Debt rises as we have domestic savings (Feldstein, 1983). Exchange rate, 
to pay more PKR now for the same amount of debt through interest rate, affects saving behavior of 
denominated in US$. This further pressurizes the value households. Higher interest rate also motivates 
of local currency downward. households to save more. Also, an increase in the value 

of local currency (appreciation) encourages domestic 
In this case, depreciation of PKR against US$ may cost residents to spend abroad (either on foreign visits or 
more to the economy in terms of debt burden than on imports) which lowers the domestic savings 
favourable impact on balance of payments. Situation (Lemgruber, 2010). Conversely, higher domestic 
can be worst if exports are less sensitive to exchange savings are associated with depreciation of local 
rate. This may be partially because of nature of exports currency. Also, depreciation makes exports less 
(primary goods) or other constraints like energy crisis expensive in international markets and demand for 
in Pakistan. In this situation, no significant tradable increase. Tradable refers to goods and 
improvement is observed in current account at the one services produced for international trade. This leads to 
hand, but on the other, debt burden rises.  It is higher profits in tradable goods and services resulting 
important to note that during 2000-2005, Pakistan in higher investment in the sector. Higher profits are 
registered a loss of PKR 60 billion in trade balance realized in these sectors creating higher domestic 
whereas the debt burden during the same period savings.

13increased to about PKR 200 billion .  
4.3. Changes in Investment Patterns

4. How Does Exchange Rate Affect Us? Fluctuations in exchange rate also influence investment 
Interestingly, most of the people go without worrying (Ito, 1996). Appreciation may decrease the cost of 
about exchange rate and think that this is the problem production as imported raw materials will cost less now 
of central bank, government or of importers and in local market. Investors have incentive to invest 
exporters. It is asserted here that implications of more in the production of goods and services using 
exchange rate fluctuations are wide spread. This these imported raw materials as inputs (Campa, & 
section briefly outlines some major impacts of Goldberg, 2002). The opposite is true for depreciation. 
exchange rate and mechanisms thereof. As discussed in previous pages, a fall in the value of 

currency generates a demand for local goods and 
4.1 Changes in Spending Patterns services in international market. To meet this increased 
The direct and indirect channels through which demand, additional investment is made in the 
exchange rate can affect a common man’s spending production of these goods and services (Campa & 
are shown in figure 3 below. Depreciation raises the Goldberg, 1999). It is in this context that exchange 
prices of domestically produced goods through higher rate fluctuations can alter level and patterns of 
prices of imported raw material and capital goods. On investments.
the other hand, it increases exports which, through 
enhanced aggregate demand, may exert upward 4.4. Changes in Employment and Wage Patterns
pressure on prices. A fall in real value of currency Exchange rate movements have far-reaching 
further increases prices. Depreciation also leads to a implications for labour market. Depreciation or 
fall in real purchasing power of consumers. Their real devaluation in currency is associated with increased 
income and wealth decreases, and consequently exports, which generate demand for additional labour. 
consumption declines , which may result in falling New job opportunities are created. Aggregate demand, 
prices (Edwards, 1989). In general, demand increasing therefore, is likely to rise which further generates 
impact of depreciation is stronger. It is however additional economic activity. This is called demand 
important to note that the net impact may be different expansionary effect of fall in currency value. On the 
for different economies based on the structural and other hand, a fall in the value of currency may also 

reduce employment as real wages of labour declines policy factors listed in the bottom block of figure 3.
reducing aggregate demand. Hence less job 
opportunities are available (Frankel, 2004). 

Figure 3: Real Exchange Rate of PKR (left) and Total Debt as Share of GDP (right) 

 
Source: Economic Survey of Pakistan, Various Issues and WDI 
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13.  Details are available at http://pu.edu.pk/images/journal/pesr/PDF-LES/3%20REHMAN%20Exchange%20Rate%20J%20Curve%20and%20Debt%20Burden.pdf. In 
addition to the variables discussed above, remittances and foreign aid also may appericate the currency. Currently remittances seem to be generating an upward pressure on 
value PKR; Ductch Disease effect (Farid & Mazhar (2011).
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Key Message:
Fluctuation in the value of 
currency has serious bearing 
upon common man in various 
dimensions ranging from 
spending on health and 
education to saving and 
investment from food prices to 
travel costs and from job 
opportunities to wage level. 
Exchange rate movements 
have a social dimension also 
and affect income inequality 
and poverty through affecting 
labour wages and cash 
deposits.  

production sectors chiefly dependent on imported raw 
Importantly, even if the new employment opportunities materials. Labour demand is reduced in this case and 
are created but are relevant to lower skilled or wages further decline. 
unskilled labour, income shifts to poor households. A direct outcome of fall in the value of currency is 
These households have lower saving capacity. Lower lower real wage. But, exchange rate variability can also 
saving may result in lower investment and in lower affect the labour wages and employment through 
employment opportunities eventually. A shift of income perceptions about inflation in future. For instance, if 
towards poor households is however found to be producers expect higher input prices in the future, they 
decreasing income inequality. The final impact of will rush into international market and will demand 
depreciation on employment, therefore, depends on more of the inputs before expected rise in prices take 
the dominance of demand-increasing effect over place. Production of related goods and services 
demand decreasing-effect. increases breeding new employment opportunities. 

Demand for labour increases and so does their wage 
As discussed, real exchange rate significantly affects (Campa & Goldberg, 2001). Conversely, opposite will 
the prices of imported be the case if producers expect lower input prices of 
input used in raw materials in future.
production process. 
Amid fall in the value 4.5 Exchange Rate Movements, Inequality and 
of currency, prices of Poverty
goods using these Going beyond economic implications, movements in 
inputs increase and exchange rates have also social effects. However, the 
the demand thereof impacts are unevenly distributed. Depreciation in 
falls (Krugman & currency, for example, increases exports. But increase 
Taylor, 1978). So does in demand for labour may be higher in one particular 
the demand for the sector of economy as compared to other sectors.  For 
labour employed in example, if the country exports industrial products, the 
the production of demand for labour in this sector increases. Wages of 
these goods. the labour working in this sector increase while those 
Producers will fire of working in other sectors such as agriculture remain 
labour to reduce unchanged. Consequently, wage inequality rises. 
output or they will cut Exchange rate movements may also create income 
the wage level down inequality between urban and rural households, which 
as the prices of their ultimately drives poverty (Clements & Lan, 2007).
products have  
declined. Resultantly, As exports rise, income of labour increases and they 
economic growth may decline if the country has consume more which leads to increase in aggregate 
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Fig 3: How Does Fluctuations in Exchange Rate Affect Us

Source: Hyder & Shah , (2004) available at  http://econpapers.repec.org/paper/wpawuwpma/0510021.htm



demand. At the same time, increased exports generate market. Exporters, on the other hand, face a loss in 
demand for local currency and it appreciates.  Both, overvalued currency as they are not able to compete in 
increased aggregate demand and appreciation in international market. 
currency exert a pressure on price levels, and prices It is argued that depreciation may increase debt 
increase. This rise in consumer prices decreases the burden in short run but enhances economic 
real value of income of rural households predominantly competitiveness in the long run. It increases exports, 
because wage increased only in urban areas. It decreases imports and thus reduces trade deficit. The 
increases income inequality between rural and urban gains from 
households as well as between different sectors of depreciation, 
economy (industrial and agriculture for example). however, need to 
Moreover, wages in urban areas are higher, therefore, be transferred to 
movements in exchange rate hurt the rural areas more citizens as they 
because of low wage rates in rural areas (Jeanneney & are distributed 
Hua, 2001).  Exchange rate can also increase unequally. We 
inequality based on currency held with households. conclude that a 
Rich households may keep deposits in foreign currency prudent exchange 
such as US$. Depreciation of PKR will increase the rate policy lies at 
value of deposits as US$1 is worth more PKR now while the heart of 
the value of deposits held in local currency erodes. economic policy 

and shapes the 
economic 5- Conclusion
performance of Movements in exchange rate have far-reaching 
any country. economic and social implications. Much has been said 
Monetary in literature about macro level implications in terms of 
authorities in the country must ensure a prudent exports, investments, and capital inflows, etc. It is 
exchange rate policy optimizing the performance of the however important to note that fluctuation in the value 
economy. An impulsive exchange rate policy needs to of currency has serious bearing upon common man in 
be avoided. It is in this context that SBP has a great various dimensions ranging from spending on health 
role to play in conduct of monetary policy leading to an and education to saving and investment from food 
efficient exchange rate. Fiscal prudence can make the prices to travel costs and from job opportunities to 
job of central bank easier. Financial awareness is wage level. Fluctuations in exchange rate, through 
becoming increasingly important and SBP needs to affecting labour wages and cash deposits, also affect 
take steps to raise financial awareness of public and income inequality and poverty. Given the complex 
policy offices particularly on working and implications nature of the issue, drawing straight forward impact of 
of exchange rate. Doing so, the bank can ensure exchange rate movements is difficult. Nonetheless, 
penetration of its policy steps into large segment of some implications emerge.
population
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Key Message:
A prudent exchange rate policy 
lies at the heart of economic 
policy and shapes the 
economic performance of any 
country. Monetary authorities 
in the country must ensure a 
prudent exchange rate policy 
optimizing the performance of 
the economy. It is in this 
context that SBP has a great 
role to play in conduct of 
monetary policy leading to an 
efficient exchange rate. Fiscal 
prudence can make the job of 
central bank easier. 
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Key Message:
Financial awareness is 
becoming increasingly 
important and SBP needs to 
take steps to raise financial 
awareness of public and policy 
offices particularly on working 
and implications of exchange 
rate. Doing so, the bank can 
ensure penetration of its policy 
steps into large segment of 
population. 
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