
Consensus exists that overvaluation hurts and devaluation benefits the economies. Yet, governments prefer 
overvaluation of the domestic currency. Most obvious reason seems to be the short run political costs associated 
with devaluation. For example, devaluation risks the reputation of political leadership through increasing the 
debt burden of a country and lowering the purchasing power of people. This situation gives an impression as if 
the economy is failing and incumbent government is incompetent. To avoid “Election-Day” costs of devaluation, 
governments choose overvaluation at the cost of lost “competitiveness”. It is in this context that exchange rate 
determination remains a political priority. And so is the case in Pakistan. 

1: Introduction backdrop, this brief draws the attention of policy makers 
towards the role of political and institutional drivers of 
exchange rate misalignment. An appraisal of scholarship on 
exchange rate misalignment in Pakistan is provided 
highlighting that it fails to educate public on the role of 
political and institutional factors in shaping exchange rate 

5policy . 

2: To Devalue or To Defend- Political Economy of 
Making a Choice

In the face of pressure on exchange rate policy, governments 
have two options 1] to devalue the currency 2] to defend 
overvaluation of the currency. Classical political economy 
dilemma of “purchasing power” or “competitiveness” is faced 
here. Mostly, with a short run horizon limited to ruling period 
duration, governments pick the former at the cost of later 

4one (Broz & Frieden, 2006)  . The second option involves 
increasing interest rates and to sell foreign currency 

In this context, the issue demands a careful examination. reserves-known as tight monetary policy . 
Misaligned exchange rate distorts the relative prices resulting What option shall be exercised?  This depends on the type of 

6in misallocation of resources. The evidence exists that PKR political regime  and announced exchange rate regime . 
has always been misaligned from its value. Misalignment is Taking the first option- devaluing the currency- generates 
particularly damaging when the currency is overvalued- this two types of costs. Firstly, there is an economic cost. 
is the present case for PKR. Persistent overvaluation signals Devaluation tends to raise import prices and hence increases 
a currency crisis (Kaminsky et al. 1998) and it is associated inflation. It decreases the purchasing power of the 
with lower levels of GDP per capita growth, falling exports consumers and adversely affects firms’ productivity through 
and imports (in long run), declining investment and savings increased inflation (Frieden, 1991; Walter, 2008, Javed & 

3and decreasing productivity (Ghura & Grennes, 1993)  . Vaqar, 2016). Devaluation of currency also increases the debt 
Experts find the overvaluation of PKR to have caused the of a country, since it has to pay more in terms of local 
balance of payments crises, deteriorated terms of trade and currency towards debt settlement (Rehman et al., 2012, 

7deficit in current account of the country. Against this Javed & Ahmed 2016)  .

This policy brief makes three important points regarding 
2exchange rate misalignment in Pakistan  . Firstly, that the 

Pakistani Rupee (PKR) has historically remained deviated 
from its equilibrium value. Secondly, that political and 
institutional set up has a strong association with nature and 
magnitude of exchange rate misalignment and that 
overvalued PKR is preferred by the policy offices in general. 
And thirdly, that the academic and research circles in 
Pakistan ignore the political and institutional drivers of 
misalignment of PKR. This has implications for monetary 
policy of the country as the State Bank of Pakistan assumes 
no misalignment in exchange rates while setting its policy 
objectives including inflation targeting and output growth. A 
misalignment in PKR can therefore distort effective monetary 
policy formulation. We further argue that assessments of 
misalignment of PKR while ignoring the political and 
institutional fundamentals produce erroneous estimates and 
incomplete analysis for policy formulation.

1. Authors are Head Policy Solutions Lab, Deputy Executive Director and Project Assistant respectively at Sustainable Development Policy Institute (SDPI), Islamabad, Pakistan. . 
2. Exchange rate misalignment is deviation of value of currency from its equilibrium value wherein equilibrium values is estimated using economic fundamentals of the economy which 

include but are not limited to growth, budget deficits, trade etc.  
3. Latina American and African countries present best case study 
4. Available at http://scholar.harvard.edu/files/jfrieden/files/PEofERHandbook.pdf
5. This is very important to note that sticking to this option for longer periods may put the economy to recession 
6. Autocratic vs. democratic
7. Fear of debt accumulation may serve as barrier for debt ridden countries and they do not let the currency depreciate (Javed & Ahmed, 2016).
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Most importantly, during the past two years. It is interesting to notice that two 
devaluation has political lines do not overlap suggesting that PKR is always misaligned 
implications via negative in either direction-overvalued or undervalued.
signaling effect. For 
instance, it negatively 3: Exchange Rate Misalignment: A Case of Pakistan  
affects politicians’ Central banks can keep influencing exchange rates even if 
reputation. A fall in the the declared policy is a fully flexible exchange rate regime. 
value of currency is As previously discussed, these interventions are 
considered a sign of  a predominantly motivated by political concerns. Figure 1 
failing economy (Walter, below shows exchange rate misalignment for Pakistan. 
2008), which may lead Thick/bold curve exhibits Real Effective Exchange Rate 
to shortening or (REER) which actually is practiced while dotted line depicts 

8 terminating the term of exchange rate estimated based on economic fundamentals  
ruling party. Also, the public perceives it as the government of Pakistan. Difference between the two lines gives exchange 
reneging from its commitment of maintaining a stable rate misalignment. As is evident, PKR is found to be 
exchange rate. This set of chain of events (potential or overvalued in the 80s (1980-85) and undervalued during 
otherwise) usually pushes the democratic governments to 1986-1994. Most importantly, PKR is found to be overvalued 
defend the overvaluation. after 2006. According to the recent estimates of IMF (2015) 
To keep the exchange rate stable, the policymakers may Pakistani currency is overvalued between 5-20 percent 
raise interest rate and sell foreign exchange earnings in order during the past two years. It is interesting to notice that two 
to defend the overvalued exchange rate while facing the lines do not overlap suggesting that PKR is always misaligned 
speculative pressures. Significant adjustments have been in either direction-overvalued or undervalued.
made in Pakistan exchange rate during the 1980s by keeping 

Figure 1: State Bank of Pakistan policy rate (discount rate) as high as 
Misalignment of the Real Exchange Rate in Pakistan (1982-2010)10 percent on average and by selling reserves. Pakistan’s 

reserves as percent of GDP fell from 6.62 in 1980 to 3.10 in 
1988. 
The preceding discussion suggests that both the available 
options have contractionary effect on the economy. Concerns 
which can influence the next election outcomes are common 
in both democratic and autocratic regimes (Shi, 2006). 
Democratic regimes are, however, more sensitive to 
devaluation as they have to go to public for votes. The cost 
of devaluation is even higher if people perceive strong 
currency as an indicator of good economic policy (which is 
generally the case in developing countries).  Furthermore, 
devaluation of currency near elections may even lead to 
failure in elections if voters perceive it as an indication of 
incompetent policy of the incumbent government. Therefore, 
incumbent governments most frequently choose the option of 

9Source – Debowicz and Saeed, 2014postponement of devaluation till the election is over so that it 
may not affect the election outcomes (Walter, 2008). 

It is argued here that Evidence corroborates that Pakistani PKR has always 
explaining misalignment depreciated soon after each election (Malik & Asghar, 2013). 
in the context of 3: Exchange Rate Misalignment: A Case of Pakistan  
economic fundamentals Central banks can keep influencing exchange rates even if 
may be misleading. the declared policy is a fully flexible exchange rate regime. 
Because of its As previously discussed, these interventions are 
redistributive effects, the predominantly motivated by political concerns. Figure 1 
decisions about the below shows exchange rate misalignment for Pakistan. 
exchange rate regime Thick/bold curve exhibits Real Effective Exchange Rate 
and level remains a (REER) which actually is practiced while dotted line depicts 
political priority. exchange rate estimated based on economic fundamentals  
Domestic political and of Pakistan. Difference between the two lines gives exchange 
institutional structures rate misalignment. As is evident, PKR is found to be 
influence the choice of overvalued in the 80s (1980-85) and undervalued during 
monetary policy by 1986-1994. Most importantly, PKR is found to be overvalued 
changing the after 2006. According to the recent estimates of IMF (2015) 
policymaker’s Pakistani currency is overvalued between 5-20 percent 
preferences in favour of 

Key Message:
Democratic regimes are more 
sensitive to devaluation as they 
have to go to public for votes. 
Devaluation of currency near 
elections may even lead to 
failure in elections if voters 
perceive it as an indication of 
incompetent policy of the 
incumbent government. 

8. The fundamental includes the difference between the domestic and the trade-weighted foreign real interest rate, fiscal deficit as percentage of GDP, the relative terms of trade i.e. the unit 
price of exports to the unit price of imports, the Balassa-Samuelson effect i.e. productivity growth differentials between the tradable and non-tradable sectors within and across countries 
and net foreign assets of Pakistan as percentage of GDP.
9. Full length paper is available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2442023
10. The institutional factors, for example, central bank independence are very crucial in exercising the influence on the conduct of monetary policy. 

Key Message:
Pakistan performed better in 
periods of undervalued 
exchange rate than with an 
overvalued currency.  The 
average growth rate of real 
GDP is higher in periods of 
undervalued rupee as 
compared to the episodes of an 
overvaluation. Similarly, 
highest growth for exports is 
documented in the periods 
when rupee was undervalued  
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10political motives    and incentives. It is in this context that it exchange rate of 9.69 percent during democratic regime of 
is biased to ignore the role of political factors in determining Nawaz’s and Benazir’s (1989 to 1998) as shown in figure 2 
the value of domestic currency (Bernhard & Leblang, 1999). above (Panel B). The higher growth  in exchange rate during 
The exchange rate policies significantly affect the democratic regime is associated with larger devaluation due 
sustainability of reforms and hence decide the fortunes of to transformation of economy from a semi-closed to a more 
politicians (Markiewicz, 2006). open or market-oriented economy along with the crisis 
Evidence suggests that autocratic regimes prefer a stable created by nuclear test in 1998 (Janjua, 2007).   
exchange rate regime because they have small “selectorates” As mentioned earlier, misalignment, particularly 
(Broz, 2002 & Hall, 2008) and that democracy and exchange overvaluation, is found dissuading the economic growth. 
rate stability are negatively related. An examination of Major indicators for Pakistan by periods of overvaluation and 
exchange rate policy of Pakistan implies this connection. undervaluation in Rupee are provided in table 1 below. 
Historical observation of exchange rate of PKR with US dollar From table 1, one can clearly observe that Pakistan 
highlights that PKR was most stable during Musharraf’s performed better in periods of undervalued exchange rate 

11 13autocratic regime (2000-2007) with average growth  rate of than with an overvalued  currency.  The average growth 
2.2 percent. This is in contrast to average growth  in rate of real GDP is higher in periods of undervalued currency 

11. Higher growth in exchange rate means PKR depreciate against the dollar at greater extent.  
12. The total external debt includes the concessional external debt from official lenders at concessional terms defined as loans with an original grant element of 25 percent or more, loans 

from major regional development banks--African Development Bank, Asian Development Bank, and the Inter-American Development Bank--and from the World Bank and long-term debt 
outstanding and disbursed at year end.

13. Refer to Javed & Vaqar (2016) for details on Interlinkages

Figure 2: 
Y-O-Y Exchange Rate of PKR/US$ (Panel A) and Its Growth Rate (Panel B)

Source: State Bank of Pakistan 

Table 1: 
Performance of Major Macroeconomic Indicators (Period Average) in Periods 

of Over/Under Valued Rupee

Source: The statistics are taken from different editions of economic survey of Pakistan 
Note: The periods of under/overvaluation are identified based on misalignment of rupee as given in figure-1



Key Message:
Domestic political and 
institutional structures 
influence the choice and 
conduct of exchange rate 
policy. Scholarship on 
exchange rate misalignment in 
Pakistan, therefore, needs to 
assess the political and 
institutional factors behind 
misalignment of rupee through 
nesting the domestic political 
economy of exchange rate with 
the models based on economic 
fundamentals 
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14. Debowicz & Saeed, 2014; Hussain, 2008; Janjua, 2007; Hyder & Mahboob, 2005
15. Janjua, 2007; Hyder & Mahboob, 2005
16. Debowicz & Saeed, 2014; Hussain, 2008
17. Debowicz & Saeed, 2014; Janjua, 2007; Hyder & Mahboob, 2005
18. Zakaria, 2010; Hussain, 2008; Janjua, 2007; Hyder & Mahboob, 2005
19. Hussain, 2008; Janjua, 2007; Hyder & Mahboob, 2005)
20. Debowicz & Saeed, 2012 report interest rate differentials and net foreign assets also. 
21. Zakaria (2010)
22. Findings are consistent with Hyder & Mahboob, (2006)
23. These mixed results in drivers, nature and sources of misalignment come from different set of specifications, alternative controls and the varied estimation techniques.
24. Markov Regime Switching Analysis is used to capture the structural shifts by Terra, & Valladares. (2010, Takagi, 2010;  and Valladares, 2002 among others 

as compared to the episodes of an overvalued PKR. (1970-1978), close to equilibrium during (1978-1988) and 
Furthermore, the highest growth for exports is documented again overvalued in (1989-1999 and 2000-2007).
in the periods when PKR was undervalued. A higher growth in  
imports suggests increased economic activity. Over all, we A similar disagreement on explanations of misalignment is 
can conclude that devaluation spurs economic activity and evident. Hyder & Mahboob, (2005) conclude that 
growth and that overvaluation dissuades both. undervaluation was because of a fall in the value of the dollar 
 against major currencies while overvaluation was because of 
4. A Synthesis of Literature from Pakistan excess foreign exchange liquidity. Zakaria, (2010) reports 
It is well established that exchange rate misalignment has that undervaluation is the result of sanction imposed in wake 
serious implications for the economy and that Pakistani PKR of nuclear test. Janjua (2007) finds appreciation of the real 
has historically remained misaligned from its equilibrium effective exchange rate behind misalignment of PKR. 
value. But the literature on the issue is scant in Pakistan. According to Hussain (2008), deterioration in terms of trade 

23Available literature is limited to economic fundamentals- and inflation explain the overvaluation   between the periods 
based identification of the drivers of misalignment (Hyder & of 2000-2007.
Mahboob, 2006; Qayyum, et al. 2004; Debowicz & Saeed,        
2014; Janjua, 2007; Zakaria, 2010).  No study incorporates The set of conflicting findings on nature, direction, magnitude 
political and institutional factors involved in the process. and the drivers of misalignment can be attributed to the use 
Furthermore, assessment of impact of misalignment is of very varied sets of specifications/explanatory variables and 
limited to growth (Zakaria, 2010; Javed & Farooq, 2009; Azid estimation techniques. Examination of modeling and 
et al., 2005), exports (Mustafa & Nishat, 2004; Humayon et estimation techniques applied in these studies clearly 
al., N.A; ), and imports and trade (Janjua, 2007; Saqib & indicates that much of the literature ignores the structural 
Sana, 2012; Khan et al., 2014; Alam, 2015; Afzal, 2007). issues. Economic series adapt to different regimes such as 
 financial crisis and unexpected changes in economic policy. 
The most significant drivers of exchange rate misalignment The true model of exchange rate in a dynamic economy like 

14analyzed in Pakistan include terms of trade   , trade Pakistan may be changing over time leaving the relationship 
15 16openness  , net capital inflows  , relative productivity between exchange rate and other macroeconomic variables 

17 18 24differential   and current government consumption . Some varied and difficult to define . 
19of the studies report workers’ remittances , interest rate 

20differential and fiscal deficit   and net foreign assets as A look into the extant literature clearly shows that the drivers 
major drivers of misalignment of PKR. Few researchers have of exchange rate misalignment are limited to economic 
identified capital accumulation, capital inflows, foreign factors only, while ignoring the political and institutional 
exchange reserves and domestic credit as the major drivers factors that cause misalignment.  Finally, we find that the 

21of exchange rate misalignment in Pakistan . existing studies do not provide a contextual explanation of 
deviation of PKR from its equilibrium value. The discussions 

Looking into the literature available in Pakistan, we find are only limited to macro fundamentals. More so to the set of 
conflicting evidence regarding the direction of misalignment. fundamentals used in the particular study.
Hyder & Mahboob (2005) conclude that exchange rate 
remained undervalued and overvalued during 1978 and in 5. Conclusion and Way Forward 
2005 respectively while Exchange rate policy faces substantial challenges in Pakistan. 
Janjua (2007) finds Evidence shows that structure of domestic political 
evidence for institutions influence the choices of monetary policy by 
undervalued PKR in changing the policymakers’ preferences in favour of political 
1978. Qayyum, et al., will. Political factors have prevailed in determining exchange 
(2004) and Janjua rate for PKR. Faced with the trade-off between purchasing 
(2007), report that PKR power and competitiveness, government seems to choose 
was overvalued in the former. The cost is the lost competitiveness. And 

222006  . Similarly, episodes of overvaluation have brought the poor economic 
Debowicz & Saeed performance to the economy.
(2014) find that the  
rupee was overvalued in An overvaluation of currency may initially sound good as it 
2010: however, Zakaria, increases the purchasing power. This may generate some 
(2010) reports it to be political gains such as debt stock should look small in 
undervalued. Hussain, quantity in terms of domestic currency. Also, the government 
(2008) maintains that defends the overvaluation-avoids devaluation- to maintain its 
exchange rate was credibility even though it harms the economy in the long run.  
overvalued during It is however important to note that overvalued currency, 



Key Message:
Exchange rate policy faces 
substantial challenges in 
Pakistan. Episodes of 
overvalued rupee have brought 
poor economic performance to 
the country. For the prudent 
exchange rate management, 
strengthening effective 
autonomy of SBP is essential. 
There is a need to build a 
nexus among research think 
tanks, government agencies, 
academia and the State Bank 
of Pakistan to share their 
analyses to improve exchange 
rate management 
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