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Motivation (1/3) 

A robust association between growth and depreciated or 
undervalued real exchange rates, especially in developing and 
emerging market economies with relatively underdeveloped 
financial markets or weak institutions. 

 

Moreover, a small but important strand of this literature also 
develops a theory suggesting that real exchange rate 
undervaluation is growth fundamental in a second best world of 
market coordination failures and weak institutions.  

 

 



Motivation (2/3) 

These institutional problems create a wedge between private 
and social returns, especially in the more dynamic and 
transaction-intensive tradable economic activities of the 
developing economies. 
 

Therefore, by providing an economy-wide subsidy to tradable 
sectors, real exchange rate undervaluation should at least 
partially ameliorate the negative effects of institutional 
underdevelopment by improving static efficiency and enhancing 
growth in a second-best fashion (Rodrik, 2008).  
 

This is particularly important for exports and therefore growth.  

 



Motivation (3/3) 

Yet, undervaluation might matter more when financial systems 
are underdeveloped or when economic institutions are not 
performing well.  

 

Undervaluation might matter for small and medium firms more 
than large firms.  



What We Do 

Exploiting a new World Bank dataset available for four countries (Egypt, 

Jordan, Kuwait and Yemen). 

Using an extended gravity type specification. 

Controlling for financial development and economic institutions.  

Disentangling the effect for different firms (small vs. medium vs. large) 

This paper assesses the claim that real exchange rate undervaluation 

affects: 
 

 the intensive margin of exports (value of exports),  

 The number of destinations (market-extensive margin)  

 The number of products (product-extensive margin) 
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Firm Level Data 

• The database records the annual export transactions at the firm 
product (HS6 level except Egypt HS4) and destination country 
level (around 200 destinations) for: 
• 3 years in the case of Kuwait,  

• 5 years for Egypt and Yemen  

• 8 years for Jordan.  

 

• Firms are classified as small (the lowest quartile), medium 
(between the 25th and the 75th) or large (the highest quartile) 
based on their share in total exports.  

 



Firm Level Data 

Number of observations per year and per origin 



Macro Variables 

Control variables come from the World Development Indicators. 

 

Economic institutions are measured by time to export (Doing 
Business dataset). 

 

Financial development is measured by the share of credit going 
to private sector.  
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Estimating RER Undervaluation 
Let ite  be the log of the observed real exchange rate for country i in time t. Then we can write the 

equilibrium RER equation as: 
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Then, we could right the equilibrium RER be as follows: 
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 refers to sustainable fundamentals, given by the permanent components of the 

fundamentals and i

0

~
  is a scaled country-specific intercept satisfying the identification condition 

that RERmis must equal zero on average for the longer term.   

 

Finally, given this identification condition, RERunderval is given by: 
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Undervaluation  



Exchange Rate 

The spread between the RER and its (estimated) equilibrium 
experienced major swings for the cases of Egypt and Kuwait, 
ranging between -80% (overvaluation) and 60% 
(undervaluation) for Egypt; and between -40 to 30 for Kuwait.  

 

The RER remained much closer to its equilibrium in Jordan, 
where the swings in the RERunderval were confined to a range 
of (-15, 15). 



Exports  

• Despite the significant 
growth of exports from 
the MENA region and 
the Arab world over the 
past two decades, the 
two regions are still not 
sufficiently diversified; 
neither at the product 
level nor at the 
geographical level. 



Exports 



Exports 



Exports 

• At the country level, it is 
worthwhile to note that 
manufactures exports are more 
heterogeneous since, on 
average, they vary from 2 and 7 
percent in the oil-dependent 
economies of Yemen and 
Kuwait respectively to, 
respectively, 36 and 66 percent 
in the much more diversified 
economies of Egypt and Jordan  



The better performance of Jordan is confirmed also by the firm-
level data since Jordan has the highest average size of firms 
despite a lower number of exporters and a greater number of 
destinations compared to Egypt and to Kuwait  

Firm Dynamics 



Firm Dynamics 

• Egypt has also experienced a 
similar decline in the number of 
exporting firms with the 
financial crisis as it decreased 
by 5 percent from 8521 firms in 
2006 to 8034 in 2010. The 
number of exporting firms has, 
on the hand, increased in 
Yemen and Jordan but 
remained much smaller than in 
Egypt  



Average Number of Exporters by HS4 
Product  
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These figures show the highest ten number of exporters by HS4 product (average over years)  



Average Number of Exporters by HS4 
Product  

Kuwait Yemen 

These figures show the highest ten number of exporters by HS4 product (average over years)  
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Economic Institutions: Documents to 
Export and to Import 

MENA stands for Middle East and North Africa, HI High-Income countries, LAC Lantin-America and 

Caribbean and EAP East Asia and Pacific. (iii) Figures here are average between 2005 and 2010.  



Economic Institutions: Number of 
Days to Export and to Import 

MENA stands for Middle East and North Africa, HI High-Income countries, LAC Lantin-

America and Caribbean and EAP East Asia and Pacific. (iii) Figures here are average 

between 2005 and 2010.  



Financial Development: Credit to 
Private Sector 

MENA stands for Middle East and North Africa, HI High-Income countries, LAC Lantin-

America and Caribbean and EAP East Asia and Pacific. (iii) Figures here are average 

between 2005 and 2010.  
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Empirical Strategy 

We estimate the determinants of trade margins (ExpMRG), namely 
intensive and extensive margins of exports: 
o The intensive margin of exports is given by the value of total exports from firm 

f in country i to country j in year t (𝐸𝑋𝑃𝑓𝑖𝑗𝑡).   

o At the extensive margin of exports, we consider two measures:  

Number of destinations of exports from firm f in country i to country j in year t 
(NumDestfijt);  

Number of products exported by firm f in country i to country j in year t (Numprodfijt). 

  

We estimate these equations using the whole sample as well as 
subsamples, stratified by size of firm, in order to assess the 
differential impact of undervaluation on small, medium and large 
firms.  



Basic Model 

• First, we estimate a basic specification including the 
determinants of the intensive margin of exports, given by the 
value of trade between firm f in country i and country j in year t  
(𝑋𝑓𝑖𝑗𝑡 ).  

 

 



First Extended Model 

• The above extended regression allows the testing of two central 
hypotheses in the recent literature on the role of the RER 
undervaluation as a growth fundamental in the second-best world of 
market coordination failures and institutional weakness (Rodrik, 
2008): 
• H1: Underval has a positive but nonmonotonic impact on firm export 

performance (i.e while Underval is expected to be positively associated with 
firm export performance, Underval2 should have a negative impact). 

• H2: Underval renders the expected negative effect of “time to export” 
insignificant or, at least, reduces its economic and/or statistical significance. 



Second Extended Model 
• The second extended model controls for financial development, 

which we proxy by the amount of credit to the private sector as a 
share of GDP (Credit):  

 

 
 

• Financial development is another pivotal variable discussed in the 
context of the effectiveness of the RER undervaluation for export 
promotion. It has been argued that RER undervaluation, as a 
second-best strategy for promoting exports, is not likely to be 
effective in financially developed economies.  Therefore, in the 
context of the above model, we test the following hypothesis: 
 

• H3: Credit promotes firm exports but will likely renders Underval effect to be 
insignificant or, at least, reduce its economic and/or statistical significance. 
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Notes: (i) The dependent variable is total exports by firm. Gravity controls are included (GDP per capita, population, distance, 

contiguity, common language, colony). 

(ii) Robust standard errors in parentheses. 

(iii) Errors are clustered by country and year. 

(iv) *** p<0.01, ** p<0.05, * p<0.1. 

Intensive Margin: Total Exports 



Notes: (i) The dependent variable is the natural logarithm of the number of destinations. Gravity controls are included (GDP per 

capita, population, distance, contiguity, common language, colony). 

(ii) Robust standard errors in parentheses. 

(iii) Errors are clustered by country and year. 

(iv) *** p<0.01, ** p<0.05, * p<0.1. 

Extensive Margin: Number of Markets 



Notes: (i) The dependent variable is the natural logarithm of the number of products. Gravity controls are included (GDP per 

capita, population, distance, contiguity, common language, colony). 

(ii) Robust standard errors in parentheses. 

(iii) Errors are clustered by country and year. 

(iv) *** p<0.01, ** p<0.05, * p<0.1. 

Extensive Margin: Number of Products 
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Conclusions: 1 
Overall, this paper’s results lend support to the received finding from the 

macroeconomic growth and export literature, in that RER undervaluation has a 
positive but non-monotonic impact on exports. However, our analysis also 
provides new and more nuanced evidence on the effectiveness of RER-led 
export promotion strategy. 

At the intensive margin level:    
We find that moderate RER up to a certain threshold unconditionally promotes firms’ 

exports at the intensive margin (value of exports), for all firm sizes and for financially 
developed and underdeveloped economies alike.   

 
We also find that institutional impediment to trade tends to exact a high cost on all firms, 

especially small ones, but its negative effect was partially, though not completely, 
ameliorated by RER undervaluation.   
 

 Instead, financial underdevelopment does not seem to affect the intensive margin of 
exports at the firm level.  This might be explained by the increasing recourse by non-
financial firms to retained savings for financing growth at the intensive margin, a 
phenomenon widely documented in the literature.  



Conclusions: 2 
At the market and product-extensive margins: 

The evidence suggests that the export promoting impact of 
moderate RER undervaluation was confined to medium and large 
firms only, as it had no effect on exports by small firms.  Therefore, at 
the extensive margin of firms’ exports, the RER effect is conditional 
on the size of the firm. 

Moreover, unlike the case of the intensive margin of exports, access 
to credit tends to promote exports at the market-intensive margin for 
all firms as well as at the product-intensive margin for medium and 
large firms. Also, controlling for financial development does not 
affect the role of RER undervaluation as an effective export 
promotion strategy at the market-intensive margin.  

RER undervaluation becomes a counter-productive policy instrument 
for promoting exports at the product-extensive margin, once we 
account for financial development.    



Issues for Future Research 
Though RER undervaluation might ameliorate the development consequences of institutional 

weaknesses (e.g. Rodrik, 2008), engineering sustained RER undervaluation episodes will likely 
require some minimum critical institutional capacity (forthcoming Patrick Plane) 

• Fragile countries are likely to experience free falling nominal exchange rates cum rampant inflation 

• Instead, countries that achieved sustained RER-led export growth are endowed with relatively strong 
institutional capacity 

Political economy: though RER underval promote growth and export diversification, why only 
some, not all, developing countries adopt RER undervaluation as a development strategy: 

• Only those with large agricultural/industrial communities (e.g. Chile) 

• Specific political economy considerations: offsetting inflationary and growth effects of undervaluation 
lead countries with high levels of political competition to avoid sustained undervaluation (e.g. advanced 
countries) 

How effective could RER undervaluation be as a growth fundamental in an emerging digital world 
economy dominated by TIVA and GVCs? 

• The results for the intensive margin might continue to hold for relatively low technology products 

• However, the role of RER undervaluation at the extensive margin might perhaps be confined to large 
firms that are also participating in GVCs 



 

 

 

Thanks for your attention 


