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THE EXCHANGE RATE:
ECONOMIC POLICY TOOL OR MARKET PRICE?

Heiner Flassbeck

United Nations Conference on Trade and Devel opment, Geneva

Preface

In November 1999 Barry Eichengreen and Ricardo Hausmann wrote: “Curiously, early
contributions to post-Asia literature ... sad little about the choice of exchange rate regime, focusing
instead on transparency, prudential supervision, policy toward capital flows, and IMF reform. The
emphasis in recent writings is different; there, the exchange rate has taken centre stage” (Eichengreen and
Hausmann, 1999: 1). This shift in emphasis, called by the authors a “maturation” of the debate, is indeed
remarkable. In the post-Asian and ante-Brazilian crisis prevention debate, my attempts in the autumn of
1998, in my capacity as German G-7 Deputy Finance Minister, to shift the focus of attention to the
exchange rate regime failed ruefully. Lacking the support of eminent economists such as Barry
Eichengreen, | was denounced a priori as a “pure macroeconomist” trying to avoid the hard and complex
“structural” questions. In the next round my pleas to make the exchange rate regime in developing
countries more flexible without returning to the outdated regime of pure floating earned me the name of
“Mr. Target Zone®. At that time the new paradigm of corner solutions — choosing either absolutely fixed
rates or free floating — had quickly been adopted by the United States administration and the International
Monetary Fund, without waiting for the results of the commencing scientific debate.

In the new millennium the academic debate on an appropriate exchange rate regime for emerging
economies seems to be reaching a new stage. The painful experiences with hard pegs, such as the once
famous currency boards on the one hand and the “fear of floating” (G. Calvo) on the other hand have
forced the debate back to solutions between the corners. However, many officials as well as the
international financia ingtitutions gill adhere to extreme solutions. This is not surprising, given that the
corners seem to offer a strictly unilateral approach. If emerging economies could just have the choice of
fixing their rates permanently by dollarizing or floating them, countries with reserve currencies could
avoid international commitment. Furthermore, if the exchange rates of the Group of Three (G-7) are to
be set by market forces, the efficient allocation of international resources would appear to be guaranteed.
Political initiatives by other G-7 countries are rare (Franceand Japan, 2001) and barely successful, as long
as the mgjority of economists shares the view that only the corners of the continuum of possbilities can
prevent crises and provide unilateral solutions to a problem which is multilateral by definition.

Abstract

The paper reconsiders the failure of mainstream economics to come up with a consistent and valid
exchangeratetheory. Therehasbeen broad consensus among economists for decadesthat changesin
theval ue of money over time cannot beused asan economic policy tool because peoplewoul d be quick
tolearn to adapt to any attempt to exploit the money illusion by inflationary policy. Paradoxically, the
majority of economic analyses have never questioned the ability of policy makersto exploit money
illusion over prolonged periods of timeif the subject is the change in the value of moneyin space, i.e.
exchangeratechanges. Thepaper arguesthat thelatter haveto betreatedinthesameway asthe former
if economic theory isto be consistent. As a consequence, exchange rate changes can only be used to
compensate for inflation differentials between countries, and nothing else. The paper draws on the
European experience up to monetary union, aswell ason experience in developing countries with
different exchange rate regimes. It strongly rejects the idea of offering unilateral corner solutions for
the exchange rate regimes of devel oping countriesin a multilateral world.



|. INTRODUCTION

For economists brought up in the 1970s the controversy of fixed versus flexible exchange rates
was every-day bread and butter. The collapse of the Bretton Woods soft peg system of fixed but
adjustable rates required a quick political solution. The countries of the industrialized world were split
into two groups: the large, closed ones opted for floating, while most of the smaller ones opted for a new
peg with different anchors. Europe, with Germany as the anchor, formed the largest of these new soft peg
groups. In economic theory, fixed versus flexible rates were part of the general fight of fading
Keynesianism versus upcoming monetarism. Monetarism fought for a clear market solution and expected
“gtabilizing speculation”, whereas most Keynesians mistrusted the “animal spirits’ of the market and
feared herd instincts and bandwagon effects.

Nevertheless, the different schools were united regarding one important aspect of the international
monetary order: dl admitted that any monetary system would have to assure sufficient flexibility of
prices, expressed in an international currency, to avoid fundamental external disequilibria in trade.
Although the monetarist school of thought expected domestic prices and wages to be flexible enough to
adjust to real and monetary policy shocks, they advocated an additional exchange rate flexibility as a
substitute for the lack of international price and wage flexibility." The Keynesian approach was based on
stickiness of wages and prices. With insufficient flexibility of wages and prices in general, the Keynesian
approach asked for a buffer to smooth international shocks or to avoid domestic misalignments leading
to external imbalances. Thus, in a Keynesian approach too, exchange rates should be flexible: flexible
enough, if not floating freely, to avoid real cost inhibited by adjustment to unforeseen external events.?

The aspects of flexible versus fixed prices — an essential ingredient of the former remarks — have
virtualy disappeared in the modern debate on exchange rate regimes. The current approach centres
around the capital account, with the current account being an appendix or result of capital transactions.
The main topic of the former debate — how to avoid high and rising current account deficits and thus
unsustainable capital inflows — has been replaced by the question of how to sustain high and even rising
capital inflows. As Summers (2000) recently put it: “When well capitalized and supervised banks,
effective corporate governance and bankruptcy codes, and credible means of contract enforcement, along
with other elements of a strong financia system are present, significant amounts of debt will be
sustainable”. Given this “first” dement of an effective national strategy for minimizing the risk of a

capital account crisis, the second one follows:

! Friedman (1962) and Sohmen (1967).
2 Keynes argued against the return of Britain to the gold standard at the pre-war parity. The optimum
currency area criteria of Robert Mundell and others were based on the idea of avoiding huge real costs by
depreciating a currency which, due to a negative demand side shock, is overvalued.



... the choice of appropriate exchange rate regime, which, for economies with access to
international capital markets, increasingly means to move away from the middle ground of
pegged but adjustable fixed exchange rates towards the two corner regimes of either flexible
exchange rates or a fixed exchange rate, supported, if necessary, by a commitment to give up
altogether an independent monetary policy”. (Summers, 2000: 8)*

As a consequence, Summers concludes that the choice between the poles “has less to do with Robert
Mundédll’s traditional optimum-currency-area considerations than with the country’s capacity to operate
a discretionary monetary policy in a way that will reduce rather than increase variance in economic
output”. Eichengreen and Hausmann (1999) attempt to solve the exchange rate question along the same
lines by investigating the relationship between financial fragility and the exchange rate, rather than
between the latter and prices and wages as well as interest rates.

The focus on the capital account in the recent debate explains the results. If the main target of
economic policy in emerging economies is to sustain debt and stable capital inflows, instead of preserving
competitiveness or high employment and living standards, the therapy may indeed be sought in the
corners. Absolutely fixed as well as fully flexible rates may reduce the risk of destabilizing speculation
and of mora hazard (“the time bomb waiting to explode”) (Eichengreen and Hausmann, 1999: 2). The
crucia question, however, is how to achieve simultaneously both internal and externa equilibrium, as
Eichengreen and Hausmann cal it, remains unsolved. Even worse, with the corner solution hypothesis
in place, and countries choosing the proper exchange rate regime by mainly considering the short-term
capital account logic, economies may err in terms of effective adjustment to fundamental current account
disequilibria or their domestic economic policy targets. For example, if a country with rather rigid wages
and prices chooses a currency board, it may achieve in the short run the capital account results promised
by the corner solution hypothesis. However, it is in deep trouble if prices and unit labour costs in the
anchor country and its competitors rise less in terms of an international currency, and it is faced with
competitive shocks and unable to restore competitiveness by means short of a full-fledged deflation. Its
inability to respond to these shocks will sooner or later trigger aloss of confidence in the capital markets,
and it will have to pay with high and rising interest rate spreads, thereby aggravating the fundamental
imbalance. On the other hand, countries with relatively flexible prices and wages choosing floating may
end up with too much flexibility if both flexible prices and flexible exchange rates move in the same
direction.

Hence, as the recommendations of the different schools are contradictory, we are left to decide
who was right: i.e. the economists of the old or those of the new generation. If the dominant problem in

the international trade of goods, services and capita is still the inflexibility of wages and prices as well

8 See also Calvo and Reinhardt (2000b) and Fischer (2001) for similar views. The Meltzer Commission said
inits Report (2000: 8): “Maintenance of stabilizing budget and credit policiesisfar more important than the choice
of exchangerate regime”, and recommends the corners “ as neither fixed nor fluctuating rates are appropriate for all
countriesand all times”. The fact that in the recent literature the “lender of last resort” is addressed as one of the
most important problemsis also based on pure capital account logic. In abroader view, the critical question is how
to solve economic problemsin emerging markets without net lending from abroad.



as the need to preserve competitiveness, the corner solution theory can hardly make sense. In this case
a country choosing an exchange rate regime without taking into account its own degree of wage and price
flexibility, together with that of its competitors, will not escape crisis, even if the financial system as such
is strong and transparent. It is only if this gill important but outdated problem can be solved somehow
or other that the corners may be feasible. But, as will be shown below, the modern view does not prove
the irrelevance of the old problem. In its obsession with the capital account, it does not address the
pressing questions posed by the existence of different national labour market arrangements or different
growth rates in countries with open trade and capital accounts. Even more astounding, the capital account
approach leaves aside the obvious inconsistencies arising if trading partners choose the opposite corner,
as was the case between Brazil and Argentina following Brazil’s switch to a flexible rate in the aftermath
of its crisis.

This paper follows some very simple considerations concerning the role of exchange rate changes
in the globalized economy. After a brief discussion of the root causes of the modern corner solution view
(section 1) and of the different types of crises in different exchange rate regimes (section 11), the various
functions attributed to exchange rate changes are examined. The main questions provoked by the corner
solution view are obvious: is the exchange rate a normal price like any other price on goods or the capital
market? If yes, absolute fixing must be difficult to reconcile with a market economy (section Il1). Is the
exchange rate a substitute for flexible prices and wages? If yes, can apriori recommendations for a corner
solution be justified without a thorough investigation into the differences in wages and the price inertia
of countriesinvolved in international trade and free exchange of capital (section 1V)? Is the exchange rate,
as some observers believe, a normal tool of economic policy? If yes, isit sensble to leave it to the market
or forsake its service by permanently fixing it? Do exchange rate changes efficiently buffer real shocks?
If yes, should this adjustment mechanism be sacrificed for the sake of stable capital flows and reduced
risk in internationa capital transactions (section V)? The last question was posed by critics from the
United States before the European Monetary Union (EMU) had entered its final stage. Is this objection
obsolete now, along with the indisputable benefits the anchor approach in the European Monetary System
(EMS) brought about as a device to fight inflation (section VI1)? What have been the causes of inertial
inflation in Europe, and how might they eventually be overcome (section VI11)?

I's anchoring a lasting solution or rather for transitional stages of disinflation and, if not, what are
the implications for currency boards or for outright adoption of a foreign currency, such as dollarization
(section VI1II)? Is there a need for emerging economies to draw on foreign or domestic savings to finance
investment, thereby creating the “origina sin”, as referred to by Eichengreen and Hausmann (see
section 1X)? The fina section explicitly dedls with the notion of an “impossible trinity” (an exchange rate
peg, an open capital account and a monetary policy dedling with domestic affairs are incompatible).
| shdl now replace the impossible trinity by an “impossible duality” (an open capital account and national
monetary policy are incompatible), arguing that no monetary regime can effectively isolate a country with

an open capital account, and | shall draw some global policy conclusions.



This paper will not explicitly replicate the former controversy of fixed versus flexible exchange
rates. But in questioning the new corner solution paradigm | will not be able to escape the final question:
are variations in exchange rates necessary under dl circumstances in a market economy? The answer,
again, is trivid: no, they are not necessary at dl, as prices, wages and interest rates can do the job of
market clearing under most circumstances. Changes in the exchange rate can be aremedy in the event of
catastrophes and big shocks, when the burden of adjustment can no longer be borne by the nation state
aone. Beyond this, adjustments in the external value of money are indispensable only for the transition
stage from high to low inflation. Regarding the adjustment of real income to changing real circumstances,
if people can no longer be fooled by changes in the domestic value of money (usually called inflation),
changes in the external value of money also become useless, as the exchange rate illusion will

simultaneously be lost.

I1. CAPITAL ACCOUNT OR CURRENT ACCOUNT CRISES?

Recent literature on the crises in international finance in the 1990s lays the blame on soft pegs for
being the most important source of vulnerability. In Brazil, East Ada and the Russian Federation, pegged
exchange rates and the depletion of reserves are found to be a “very serious’ cause of crisis (Summers,
2000, table 2: 8), whereas fiscal and current account deficits, total indebtedness or the lack of general
governance are not considered to be general features of a crisis-prone economy. This is true. The
definition of crisis in these analyses, however, is restricted to capital account developments, thereby
excluding the main targets of economic policy. The incluson of growth, jobs and domestic inflation
yields ambivalent results. A soft peg, which has served quite well many purposes — at least better than any
other exchange rate system — should not easily be condemned in the end for causing a certain kind of
crisis. Obviously, the analysis of different exchange rate arrangements in the circumstances prevailing
in the country under consideration, and taking into consideration all the relevant policy goals, can do
justice to the role of the exchange rate regime.

Crigs in general has been a common aspect of international economic relations in the past
200 years, irrespective of monetary arrangements. The gold standard, one of the corners, became famous
for producing frequent crises, with countries being unable to return to their parities without forcing undue
strain on the creation of employment and the growth of real incomes. This corner solution collapsed as
many countries, for different reasons, were unable to live up to the degree of monetary convergence that
the system required to replace successfully national policy-making by the golden anchor. Other kinds of
hard pegs have time and again produced economic crises. China and Hong Kong (China) went through
an extremely difficult adjustment process during the Adan crisis, as they refused to depreciate their
exchange rates. Argentina (with a currency board since the beginning of the 1990s) is still in 2001 in a

severe economic crisis, after the longest recession of all the crisis-stricken countries. Of course, Argentina



has not been in a capital account crisis for long as money has still been flowing in. But the country has
had to be rescued several times by the international community, has to pay prohibitive interest rates, and
is heavily indebted in a currency it cannot print.

Themost impressive case of crisisin a corner, however, is East Germany (the former GDR) being
in a monetary union with West Germany since 1990. In terms of capital flows, transparency and credible
monetary policy, the region is in the best position of all small open economies in the world. Its overall
economic position, however, is disastrous. After its jump to the corner of irrevocably fixed rates, it has
amost lost its ahility to export owing to a dramatic decline in international competitiveness (Flassbeck,
1999a). Even today, 10 years after the transition and huge fiscal transfers from the West, it is still in
danger of faling permanently behind comparable economic entities.

But floating too has not been free of crisis phenomena. Far beyond the capital account reasons for
the “fear of floating” (Calvo, 1999), floating has put its mark on the real economy of many countries, thus
explaining the fear of unchecked exchange rate flexibility. The US export sector and its job perspectives
were in crisis in 1984/5, following a huge and unjustified real effective appreciation. Germany, benefiting
most from the strength of the US dollar in the first half of the 1980s, experienced the opposite effect in
the second hdf of the decade when the deutsche mark bounced back. The Japanese economy went into
a deep deflationary crisis in the first hadf of the 1990s, when, in addition to a restrictive monetary policy,
its real exchange rate appreciated by some 70 per cent.* The same was true for Switzerland in the late
1970s. The country had to stop a sharp real appreciation of its currency and the resulting real shock by
announcing unlimited intervention in case of a further inflow of capital. In the 1990s the devaluation of
the euro caused crisis in many parts of the US and British economies, as well as in parts of Eastern
Europe. On the other side, overshooting depreciation has very often provoked jumps in inflation or huge
losses in real income due to a deterioration in the terms of trade. The economic history of France, Itdy
and the United Kingdom following the first two oil price explosions contains useful lessons in this
respect. Quite recently, the burden of external debt was dramaticaly increased by overshooting
devaluation in Asa This put enormous strains on many countries lacking a credible exit strategy from
the soft peg, with their currencies left to float freely after the outbreak of the crisis.

Hence, to limit economic analysis to capital account crisis may be a justified exercise for the
restricted purposes of research. It cannot yield reliable economic policy recommendations as it covers too
little of the ground relevant to overall policy objectives. The fact that crises, forcing the spectacular rescue
operations of G-7 governments or IMF, do happen very often in middle-ground regimes, like a soft peg,
does not prove the case against these regimes. Soft pegs are the policy generaly chosen by countries
aiming at disinflation by means of an external anchor. As the IMF admits, the performance of these
approaches in terms of successful disinflation have been impressive (Fischer, 2001: 9; Mussa et. al.,

2000). Given the ingtitutiona framework in these countries, if other exchange rate regimes do not offer

4 There are many reasons to argue that the revaluation has actually been the main reason of the Japanese
slump Flassbeck (2000).



the same assistance to disinflation, it is hardly viable for economists to argue that high and unstable
conditions surrounding the internal and the external value of money are superior to the opposite, even if
capital account crises occur frequently on the soft peg way to low inflation.

Furthermore, many economies choosing soft pegs explicitly do soin an attempt to reach the corner
of sustainable fixed rates and to avoid floating at all. This is pertinent for the small open economies in
Europe, but the Brazilian “Plano Red” may be similarly interpreted. In such cases, the soft peg period
with the incorporated disinflation and overvaluation is the transition period towards a more stable
arrangement, or even a monetary union. Under these circumstances the “impossible trinity” (of a fixed
exchange rate, capital mobility and a monetary policy dedicated to domestic goals) (Fischer, 2001: 4) —
is not responsible for the vulnerability of the soft peg, but for the explicit attempt to converge towards the
anchor and to findly replace a non-credible domestic central bank by a more credible externa one. Given
the difficulties of any transition under redlistic conditions, it is hard to argue that the jump from high
inflation and floating to low inflation and irrevocably fixed rates is easier than the way through a
transitional phase with a soft peg and an anchor. Putting countries too quickly in one regime or another
cannot answer the pressing questions related to the monetary integration of emerging market economies.

The widespread dislike of the middle-ground regimes in contemporary economics must have other
reasons than those usualy cited. The most important one seems to be only implicit in the debate. Isit not
surprising that the advice to go to the corner of absolutely fixed rates or even to the outright adoption of
a foreign currency (dollarization or euroization) usually stops short of recommending the establishment
of a couple of monetary unions, following the European example? Even more astounding, many of the
advocates of the corner solution have criticized the EMU harshly for giving up the most important
instrument to fight the so-called asymmetric shocks, and have referred explicitly to the optimum currency
debate. In the corner solution debate, however, this line of thought is denounced or ignored. | will try to
show that the only reasonable way to fix rates permanently is by forming a monetary union. If there is
any truth in my argument, the corner solution advocates are either blind or base their case on other
arguments than those mentioned openly.

Both corners — floating on the one hand, currency boards or dollarization on the other hand —
represent unilateral approaches. The emerging small open economy decides and executes both approaches
without any assistance or cooperation from areserve currency country. Is the leading motive behind the
“corner solution” the reluctance to support any kind of international cooperation? Can the famous
globalization of markets continue without global institutions and a much more globa economic policy
approach? Can emerging economies be fully integrated into the world market without offering them some
effective influence over such crucia questions as the international level of interest rates? Can trade
liberaization and the liberdization of capital flows be recommended without establishing global rules
to avoid exchange rate changes distorting the optimal alocation of resources? All these questions are left
unanswered and not even put on the table at official international organizations and fora. Instead, the

unsound and inconsistent idea of the superiority of unilaterally executed corner solutions in the most



important areas of international financial relations is put forward as a purely national solution in an

internationalized world.

1. FLEXIBLE PRICESAND FLEXIBLE EXCHANGE RATES

A certain branch of the neoclassical school in economics rests upon the idea that exchange rate
changes are a necessary ingredient of a market economy, as only the existence of aflexible real exchange
rate to complement the other two important “real prices’, the real interest rate and the real wage, can bring
about equilibrium in national and international markets. In this view, the corner of absolutely fixed rates
cannot be sustainable per se, as price flexibility for market clearing is eliminated by the fixing of the
nomina exchange rate. However, this hypothesis can be easily refuted by just looking at the concept of
the “real exchange rate’. Paradoxically, the “real exchange rate” has neither a real dimension nor is it an
exchange rate. The real exchange rate measures change in the relative (nominad) competitiveness of
countries, regions or companies by comparing the price (or unit labour cost) changes occurring in the
entity under consideration within a certain period with price changes in competing entities. If there is a
nomina exchange rate between these entities, the change in the exchange rate is taken into account by
calculating in terms of one currency only. But if there is no exchange rate at dl, the concept of the “red
exchange rate” does not loose its validity.®

This observation bears some importance for the adjustment to shocks inside monetary unions and
for hard pegs like a currency board. It also sheds some light on the polar positions of the above discussion
of fix versus flexible. If a company is able to increase productivity by means of the implementation of
a technological innovation, it may be able to reduce its cost level. With given nominal wages, the normal
feature for a single company, unit labour costs fall, and the company may use this to cut prices and
increase its market shares or to improve the level of its profits by unchanged prices.® In both cases the
“real exchange rate” of the company has depreciated.” The adjustment process of regional economic
entities is not different from that of companies. Seen from the perspective of competitiveness, regional

entities consist only of companies.

5 In arecent paper Obstfeld (2001: 14) argues that the observation that real exchange rate variability is
closely correlated to nominal exchange rate variability provides overwhelming evidence that domestic price levels
are quite sticky”. It isjust the reverse: rather, this evidence proves overshooting of the nominal exchange rate over
fundamental s and misall ocation by exchange rate variability. How else could one explain that the vast majority of
al transactionsinthereal world takes place, successfully, without an exchange rate and with much lower variability
in prices.

6 This, obviously, is a Schumpeterian, not a Walrasian,view of the economy.

7 In the latter case, however, it will be only captured empirically if the measurement of thereal exchangerate
is based on unit labour costs, and not on prices.



The assumption of given wages, however, has to be dropped if labour is not perfectly mobile
between regions and states. If regiona or national wages adjust to regional or national productivity, the
sum of productivity gains of companiesin the region do not accumulate to reach a competitive advantage
vis-avis other regions. Unit labour costs do not fall completely, and not even relatively if the productivity
advance of one region is much bigger than that of another. In this case the real exchange rates of the
regional entities remain constant, without depriving any company in any region of gaining market shares
beyond the borders of its home region in more or less the same way as within borders. If the individua
productivity of a company outpaces that of its competitorsin or outside the region, it will gain with given
wages in both regions. Obvioudly, there is no need for a nominal exchange rate if the real one between
regions and nations is kept constant in this way by the flexibility of wages.

If the increase in nominal wages in one country, however, permanently exceeds the pace of
productivity progress, while it does not in the other, the real exchange rate of the former will appreciate,
and, given normal elasticities, lead to a loss in market shares for the region as a whole, thereby creating
external disequilibrium. Without a depreciation of the nominal exchange rate of the appreciating region,
the fundamental disequilibrium will prevail until either the latter region adjusts with an increase in wages
or the former with afall in the growth rate of nominal wages. In these cases the flexibility of the exchange
rate acts as a substitute for the relative inflexibility of nomina wages. Countries or regions lacking this
wage flexibility have no other choice than to rdy on exchange rate changes as the permanent loss of
market shares becomes unsustainable. Favourable short-term conditions on the capital market may alow
temporarily increasing capital inflows; the medium-term real adjustment, nevertheless, is unavoidable.
Hence, the flexible rate hypothesis of former writers grounded on inflexible prices and wages was sound.®
It cannot be rejected by a priori arguments based on capital account considerations. Only empirical
analysis proving that wages and prices are much more flexible today than in former times could save the
case for “fixing for your life” (Calvo and Reinhard, 2000b).

Thelogic of flexible prices with fixed exchange rates, pertinent asiit is for hard pegs like currency
boards or dollarizations, is often misunderstood. Whoever deviates upward from the anchor is bound to
take brutal adjustment measures to catch up again if the once fixed exchange rate vis-a-vis the anchor is
to be kept constant. It is by far not enough for the high-inflation country to revert to the growth rates of
unit labour costs in low-inflation countries. Restoring the original competitive position — that held at the
time the exchange rate was fixed — means deviating downwards by exactly the same extent. To reduce
the growth rates of unit labour costs after ashock and adjust to the anchor growth rates means to stop the
loss of additional market shares vis-avis low-inflation countries, as the competitive position will no
longer be deteriorating. To regain the former position, it is necessary to “dive” below the anchor. If — as

was the case in the United States and Germany in the 1990s — the anchor is ill performing very well in

8 Theconcept of flexibility of wages and prices discussed here should not be confused withthe neoclassical
flexibility of real wages needed for clearing on the labour market. | firmly refuse the neoclassical notion (see
Flassbeck and Spiecker, 2000), but | see no way to avoid the adjustments to preserveinternational competitiveness
in an open economy, as explained above.
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terms of inflation (i.e. it can keep the growth rates of unit labour costs and prices very low), adjustment
for the high-inflation countries with no exchange rate changes usually implies entering a deflationary

circle of absolutely falling unit labour costs and prices, as happened in Argentina (see section V1).

V. INFLEXIBLE PRICESAND FLEXIBLE EXCHANGE RATES

As mentioned above, the advocates of fully flexible exchange rates in the past usudly based their
argument on one strong pillar: if prices are not fully flexible, changes in the exchange rate in genera are
needed to equilibrate diverging “fundamentals’ between countries. In such cases the adjustment of the
exchange rate is, as a rule, superior to the quick adjustment of the fundamentals because it can help to
avoid large real income losses resulting from deflationary adjustments.® That can be easily admitted. But
while this constitutes an argument against fixing rates irrevocably in al circumstances, an argument in
favour of fully flexible rates cannot be deduced from it. The experiences of the 1920s and 1970s as well
as that of the Group of Three show that market-determined rates, as a rule, do not lead to more
convergence, but systematically tend to increase divergence by overshooting their (equilibrium) ranges
— defined by the divergence of the fundamentals. The corner solution of a fully flexible rate brings about
precisely what it should have avoided.

The stylized facts of diverging fundamentals between two countries have been described above.
Without prejudice to other factors obviously playing arole, by far the most important case is a temporary
diverging inflation trend between countries.® Even this very simple constellation of the relevant data may
lead to an insurmountable policy dilemma. Diverging inflation trends usudly mean diverging nomina
interest rates. The high-inflation country offers higher interest rates than the low-inflation one. This is to
be expected, even if both countries have similar growth trends and exactly the same monetary policy
stance. To bring domestic real interest rates in line with real growth rates nominal rates have to be higher
in the high-inflation country.

Short-term capital flows are driven mainly by nominal interest rates and expected exchange rate
changes. Exchange rate expectations in reality, however, do not incorporate permanently the “rational”
solution which economic theory offers as “purchasing power theory”. A country fighting successfully
domestic inflation by means of restrictive monetary policy may, for the time being, gain credibility and

an appreciating currency, as the markets do not anticipate the negative impact that the strong currency

o This, however, istrue only in the case of a certain kind of money illusion (section V).

10 Diverginginflationtrendsin open economies aremuch more important than the“ asymmetric shock”, which
was firstdiscussed by Mundell (1961) in his optimum currency areapaper. With diverging inflationtrends grounded
in different |abour market regimes (see appendix to section V1), the argumentsin favour of hard pegsor dollarization
in this case do not hold (see, for example, Calvo, 1999), as long-lasting remedies, rather than one-off measures, to
preserve competitiveness are called for here.
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and 4ill high inflation rates will exert on the international competitiveness of the country in the medium
or long run.

Investors in short-term deposits in other countries do not systematically take into account the
inflation rate in the high-inflation country. They do not buy goods in that country or retain the currency
for a number of years; they put their money in for just a day, a week, or three months. If, during that
period, the inflation divergences between a high-inflation and a low-inflation country do not bring about
the general expectation of depreciation of the high-inflation country’s currency, investment there is more
attractive than in the low-inflation country.™ Nearly dl financial crises in the post-Bretton Woods period
(UNCTAD, 1998: 55) have been accompanied by large nominal interest rate differentials. The funds
flowing into the high-inflation country will increase the attractiveness of its currency, as they tend to
appreciate rather than depreciate it. Even if governments try to limit the extent of appreciation of the
domestic currency by buying foreign currencies, they will usually add to the confidence of international
investors as international reserves increase.

Without excluding other possible cases, the basic logic of short-term capital flows with flexible
exchange rates is a smple one: higher interest rates attract short-term capital. Inflation differentials
explain most of the interest rate differentials.”? Thus, the currencies of high-inflation countries tend to be
appreciated in the short term.™® But this undermines further the fundamental external equilibrium between
high-inflation and low-inflation countries, as the real exchange rate of the country with the higher
inflation rate isrevalued —i.e. the loss in international competitiveness is aggravated. In theoretical terms,
as the uncovered interest rate parity doctrine dominates the explanation of short-term flows, the role of
the purchasing power parity (PPP) doctrine comes into play only at a later stage. When, owing to the
visble deterioration of its international competitive position, the high-inflation country’s currency loses
the “confidence” of international investors, the overvaluation may have to be corrected. But by then it is
usually too late to avoid a crisis.

The tendency of floating rates to overshoot was clearly recognized by early writers. Hayek

(1937: 62) wrote:

Itis because with “mixed” national monetary systems the movements of short termfundsare frequently
due, not to changes in the demand for capital for investment, but to changesin the demand for cash as
liquidity reserves, that short terminternational capital movements have such a bad reputation as causes
of monetary disturbances. And thisreputation is not altogether undeserved ...

1 Foranimpressivedescription of theforces driving currencies beyond thefundamental s inemergingmarkets
—inthis case Poland — see NZZ (2001)

12 This does not exclude the appreciation of currencies with relative and absolutely lowinterestrates, asthe
example of the Japanese yen in 1999 and 2000 amply demonstrated. Thereis no coherent theory of flexible exchange
rates. The cases of high- and low-inflation countries demonstrate, however, that even in the most favourable
circumstances—i.e. the absence of mere speculation — the market forces cannot find a sustainable exchange rate.

13 A striking example was the recent switch in Hungary from a crawling peg to aflexible rate with inflation-
targeting. Immediately after themovethe Hungarian currency appreciated sharply, although the country still has an
inflation rate of around 10 per cent (compared with 2 per cent in Germany, its main trading partner), asit offered
much higher nominal interest rates than Germany.



and asked whether “national monetary authorities [are] in a position to prevent capital movements which

they regard as undesirable...”? His answer is clear-cut:

| am altogether unable to seewhy under aregime of variable exchanges the volume of short term capital
movements should be anything but greater. Every suspicion that exchange rates were likely to change
in the near future would create an additional powerful motive for shifting funds from the country whose
currency was likely to fall or tothe country whosecurrency was likely to rise. | should havethought that
the experience of the whole post-war period and particularly of the last few years had so amply
confirmed what one might have expected a priori that there could be no reasonable doubt about this.
(Hayek, 1937: 63-64)
Hayek concluded that under a regime of fixed rates, like the gold standard, short-term capital movements
would “on the whole” have a stahilizing effect on baance-of-payments disequilibria, whereas flexible
rates do the opposite. “ This means that if the original cause is aready a short-term capital movement, the
variability of exchanges will tend to multiply its magnitude and may turn what originally might have been
aminor inconvenience into a major disturbance” (Hayek, 1937: 64).**

Even excluding irrational movements of exchange rates as the dominating force on the currency
market yields no smple and lasting solution to equilibrate the fundamentals of countries with diverging
inflation rates and interest rates. If, for example, inflation differentids between countries are deeply
rooted in the institutional arrangements of the labour market, as very often seems to be the case (see
section V1), there is no easy choice for the high-inflation country and definitively no corner solution
available. Monetary policy is in a dilemma. There is no interest rate a which internal and external
equilibrium can be achieved simultaneously.’

If, with a fully liberalized capital account, a high-inflation country chooses to fight inflation by
means of high interest rates or by keeping the real interest rate as high as in the low-inflation countries,
its currency will be attractive with both flexible as well as fixed rates for international investors in short-
term assets.’® In a fixed rate or semi-fixed rate environment, the high-inflation country’s international

reserves will rise in the short term despite the real revaluation and the loss of competitiveness. In a

14 Laursen and Metzler (1973) summarize the experience of the 1930s more or less in the same way:
“Exchange rates at that time underwent frequent and substantial fluctuations ... the fluctuations that occurred
nevertheless created serious doubts concerning the effectiveness of a flexible exchange system in equalizing a
country’ sinternational payments and receipts’. They conclude “that aregime of flexible exchange rates would not
be successful unless capital movements were subject to some kind of control” (pp. 277/8). Some modern writers
wonder where the flexibility of flexible rates come from (Dornbusch, 1999: 325) and argue that the variability lost
by “signing away an exchange rate” may show up elsewhere in the economic system. Thisis a strange argument
given the fact that more orless all economists subscribe, rightly or wrongly, to the idea that the price level should
by al meansbe prevented from fluctuating as otherwise the all ocation of resources would be disturbed. Moreover,
theexchangeratevariability is only the byproduct of the pertinent inability to stabilize the pricelevel inal countries
in the same way. If the attempt to stabilize the price level fails, it is hardly a solution to introduce a price level
substitute which is extremely volatile, and any attempt to stabilize the price level is bound to fail because the
flexibility lost there will show up somewhere else.

15 For thefirst description of this effect see Flassbeck (1998).

16 For domestic investorsit is always the reverse, i.e. attractive investment in a high-inflation country for
foreigners means attractive indebtedness for domestic creditorsin the low-inflation countries.
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flexible rate world its currency will in nominal terms appreciate in the short run, despite of the even
stronger real revaluation and the bigger loss of competitiveness. If the high-inflation country chooses to
keep its nomind interest rates as low as those in the low-inflation country, it will be e to avoid
destabilizing capital flows, but it will not be able to fight inflation by means of monetary policy.

Thus, both flexible rates as well as soft pegs between high- and low-inflation countries destabilize
short-term international capital flows and directly undermine sound banking principles, even if standards
and codes of sound banking are applied by the high-inflation country. Domestic stabilization in the high-
inflation country can only be achieved if it offers consistently higher interest rates than those in the low-
inflation countries. Thus, the inflation-rate differentials between weak-currency and hard-currency
countries are matched by corresponding interest-rate differentials. But if, in the short run inflation
differentials are not matched by a corresponding risk of depreciation of the high-inflation country’s
currency, a fundamenta disequilibrium is inevitable.

Free capital flows between countries with differing inflation performances usually break the link
between interest rate differentials and the risk of depreciation, as exchange rates do not follow PPP.
Introducing PPP as a “theoretical norm”* is the only way out. With exchange rate expectations being
“rational” in terms of PPP exchange rate expectation, (€*) aways equals the interest rate differential (i*)
and the price level differential (p*)*:

e*:i*:p*

But in redlity this solution does not apply. Expectations are not rational along the lines of PPP,
as unhedged borrowing offers short-term profit in both corners as long as the general expectation has not
reversed. Let us take a smple example. Some of the countries in transition in Eastern Europe heading for
accession to the EU and EMU choose a linear adjustment path from 10 per cent inflation today (2001)
to 2 per cent inflation in 2005. If their real interest rates are as high as in Western Europe, an anchor
approach (fixing vis-a-vis the deutsche mark) will offer arbitrage opportunities with an open capital
account in the transition period, as their nominal rates are some 20 per cent (8+6+4+2 — the accumul ated
inflation differential) higher than in the anchor country for the entire period. At the same time, the real
appreciation of their currencies will amount to 20 per cent if the nomina rate has not changed. At the end
of the adjustment period they will have achieved convergence of the inflation rate, but their currencies
will be overvalued. They will suffer from huge current account deficits due to loss in competitiveness and
the service on foreign debt. One way or another, therefore, a financial crisis will be inevitable.

Choosing the corner of floating with restrictive domestic monetary policy to bring down inflation

will destabilize the external account even more. Speculation on uncovered interest rate parities will yield

1 The term is Schumpeter’ s (1939: 30).

18 As shown below (section VII), inflation can and should be replaced in most cases by unit labour costs.
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high returns as nominal and real interest rates in the transition economies will be higher than in the first
case. Additionally, the currencies of the high-inflation countries will tend to appreciate, thereby increasing
the incentive for foreign investors to buy domestic assets and the incentive for domestic borrowers to lend
abroad. Hence, the speculative bubble will, as a rule, be larger with floating than with a soft peg, and its
ultimate burst will be more painful than in the case of an anchor approach. The theoretical solution
introducing rationa expectations based on PPP as a built-in stahilizer of the adjustment process is the
least probable case. If a country chooses to adopt a strategy of disinflationary monetary policy, its assets
become extremely attractive in both corners during the period of disinflation. Speculative capital starts
to flow into the country, and domestic banks and companies borrow much more abroad than they would
if the risk of a depreciation were present from the beginning. At the same time, as in any period of
disinflation, the conditions for domestic investment deteriorate. Real interest rates are high and their effect
is exaggerated by the real appreciation. Floating is worse than fixing as it adds to the persistent
uncertainty, given non-rational expectations.

Thus, international investors may earn very high rates of return in countries where real income,
domestic profits and the number of jobs are falling. Moreover, the developing or the transforming country
is usudly unable to cut interest rates because this would endanger the credibility of monetary policy at
home. In the short term, at least, the political will to achieve economic stability is reflected in the decision
to keep nomina interest rates high. How long an external economic imbalance following the exchange
rate peg or an appreciation can be sustained is an open question. With growing visible external imbalances
the market’s willingness to believe in the emerging country’s exchange-rate policy will fade. As soon as
investors are convinced that the anchoring country will not manage to slow down the growth of its
external debt smoothly, confidence deteriorates, thus leading to a reduction in reserves or a fall in the
country’s exchange rate.

Red-world examples of these constellations were provided by the Baltic Republics in 1992 and
1993, Mexico in 1994, the Russian Federation, Ukraine and Kazakhstan in 1995, and by some Asian
countries in the big crisis in 1997/98.° The same pattern can be found in many developing and
transforming countries which have not been at the centre of a crisis. Poland, the Czech Republic and
Hungary (as high-inflation countries), in comparison with Germany (as a low-inflation country), had been
in such a situation. With much higher inflation than Germany but with very smilar real interest rates,
these countries offered very attractive short-term assets for a couple of years after they had opened their
capital market to the Western world. With or without pegs, their overall competitiveness deteriorated at

the same time and their current accounts moved into deficit. Without correction of their overvauation in

19 Given the very often unreliable data, a simple but straightforward rule to identify a coming exchange rate
crisis oracollapseof thereal economy in an “emerging market” isthe following: if nominal short-terminterestrates
in adevel oping or transition economy are higherthan inindustrialized countries by more than the growth differential
and the nominal exchange rate of the former does not fal at an annual rate that equals the difference in (annual)
interestrates, the constell ation of datais not sustainabl e as eithertheinterestrates or the exchangerates are too high
in the “emerging market”.
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the course of the Asan crisis in 1997 and 1998, the situation would have been unsustainable in Poland
and the Czech Republic. Only Hungary managed to avoid a permanent real appreciation by means of a
consistent crawling peg for a couple of years.

The high-inflation/low-inflation case is rather easy to handle compared with a case where the
interest rate differential is due to a real growth differential of the countries involved rather the inflation
differential. The Republic of Korea prior to the Asian crisis approximated vis-&-vis the United States such
a constellation. If in both countries the Taylor rule explains the short-term interest rate, the high-growth
country will have a persistently higher short rate than the low-growth country. Arbitrage by international
investors and domestic borrowers will again be the result. Asin the high-inflation case, flexible exchange
rates do not stop the net inflow of capital aslong as there are no strong indications of depreciation of the
high-growth country’s currency. This time, however, the rational expectations hypothesis based on PPP
does not even apply. The high-growth country may have rather low inflation. Appreciation increases the
incentives for portfolio investment as it adds to the favourable interest rate differential without even the
long-term threat of depreciation. A sharp and pronounced overvaluation will be the normal outcome in
a floating regime. Although this may help to turn around the net capital flows, it will distort trade flows
as wdl as investment incentives inside the country. The overvaluation will eventualy provoke
undervaluation without ever removing the source of the trouble, the diverging nominal interest rates.

The result of the preceding analysis is smple. Exchange rate changes are necessary to equilibrate
the ever emerging gap between the price and cost level of high-inflation and of low-inflation countries.
But, given the unavoidable shortsightedness of the market, the PPP rule has to be enforced by
governments and/or central banks and cannot be left to the market. Diverging fundamentals other than

the inflation rate divergences cannot be equilibrated by changes in the exchange rate.

V. EXCHANGE RATESASA BUFFER FOR REAL SHOCKS

Dornbusch (1999: 323) called the peg of a currency the “loss of a key adjustment instrument” for
economic policy and asked whether this could be really made up by wage and price flexibility. This
assertion is worth considering as it meets the presumption of many economists that flexibility of the
exchange rate is needed in open economies, as it is much more easily available than the flexibility of
prices and wages.? In this view hard pegs or monetary unions are outdated supertankers launched by

politicians for “political” reasons only, reducing the flexibility of the economy, and in particular the

20 Rodrik (2000: 7) seems to share Dornbusch’s view about the exchange rate being an “important policy
tool”, but qualifies the argument regarding the deflationary dangers of price and wageadjustment in alowinflation
environment. Later, however, he prai ses real exchangerate changes as “ animportant contributor to growth spurts’
and notes that countries without thesedepreciationswould have been worseoff. There can be no doubt about that.
But who was better off then? Real exchangerate changes are azero sumgame. A trueglobal approach has to address
both sides and cannot stop short by pointingto the advantages of one side and ignoring the disadvantages of the
other.



-16-

labour market in the participating countries. Modern economies, the advocates of this theory contend, are
too inflexible to be managed without the much more flexible exchange rate as a “shock absorber”. Only
a flexible exchange rate, for example, could help to overcome the consequences of a so-called
asymmetrical shock, such as an earthquake, in a country with open borders and intense trade relations
with the rest of the world.

However, this theory raises serious doubts. Is it indeed true that exchange rate flexibility is an
efficient instrument of economic policy, as a significant number of economists of all theoretical views
would gtill have us believe? Let us examine the following possibility: the follow-up costs of an earthquake
devastating a considerable part of the capital stock of a country. The real income of this country would
inevitably drop unless there were external help. Apparently it is possible to adjust reasonably smoothly
to such a shock if dl parts of the population simply accepted the inevitable loss of real income. That
would be the case, for example, if the work force were to accept the price hikes following the shock
without demanding an increase in nomina wages from the state and the private sector.

An adjustment problem would occur, however, if the work force demanded compensation for the
price hikes caused by the earthquake and could push through its demand. In this case, either profits would
go down, with additional negative consequences on investment and the job market, or — if monetary
policy remained accommodative — firms managed to reflect the excessive wage demands on higher prices,
thereby turning the one-time price hike into a lasting inflation. Obviously, economists speaking of
inflexible and encrusted labour markets and the consequent need for an exchange rate buffer are referring
to such an eventuality. But would devauation have the desired effect in the aftermath of an earthquake
under the auspices of this kind of real wage rigidity? The work force in the fictitious country would not
be willing to accept the inevitable loss of real income caused by the earthquake to society as a whole.
However, according to the prevalent thesis regarding the buffer function of the exchange rate, they would
accept a devaluation, which, because of worsening terms of trade, would in fact represent an additional
loss of real income.

If this thesis were wrong, however, becausethe economic actorsdid not distinguish between price
hikes induced by the earthquake and those induced by devaluation and if monetary policy remained
accommodative, devaluation would result in an even more pronounced hike in the inflation rate than in
the pure earthquake scenario. The need to tighten monetary policy would then be even greater. The
consequence is simple: the currency of the earthquake-devastated country would devaue sooner or later
if real wages were inflexible. Devaluation, at any rate, would not be a buffer for the real shock, but would
at best compensate for the negative secondary effects of the shock in the form of higher inflation and a

deterioration in the stricken country’s international competitive position.

z Even more confusing are the consequences of the layer upon layer of supply and demand shocks afterthe
German unification, which is often taken as an example of inadequate adjustment inside Europe due to a too rigid
monetary system. Themajority of economists tookand continues to take it virtually for granted that Germany should
have appreciated its currency after unification,evenin relationto the European core countries. But why should the

(continued...)



-17 -

With the thesis of the exchange rate as a buffer for real shocks, economic theory has built a
strange inconsistency into its system of tenets. On the one hand, it states that economic policy in the long
run cannot operate with change in the value of money over time — that is, with inflation — without causing
the economic actors to lose “money illuson” and adjust their nominal demands to the climbing inflation
rate. On the other hand, many economists consider changes in the exchange rate as a readily available
instrument of economic policy. They do not point out that, in the long run, economic actors may, of
course, also see through this specific form of money illuson, and may therefore rob it completely of its
effect. The vicious circles of inflation, depreciation and resulting higher inflation that some of the
European countries struggled with in the 1970s and the 1980s provide ample evidence of this.

The reduction in the external value of money (that is, devauation) is just as unsuitable and
unusable in the long run as an instrument of economic policy as is the reduction in the internal vaue of
money (that is, inflation). In a consistent theoretical framework (or with rational expectations) exchange
rate changes provide just as little buffer against real shocks as do changes in the rate of inflation. Earlier
economists were quite aware of this fact. Knut Wicksell, one of the great innovators, wrote at the
beginning of the twentieth century that “a stable value of money in time as well asin space’ is the centra
precondition for a functioning market economy. By the end of the century this insight seems to have been
lost. According to Wicksell’s logic, the only function to be attributed to fluctuations in the exchange rate
is the balance-of-inflation differentials, for example, the difference between changes in wages per unit
in comparison with countries which are not, or not yet, able to limit the internal devaluation of money

quite as well as, for example, Europe or the United States.

(...continued)

deutsche mark have been appreciated? In itsimmediate aftermath, the shock of reunification was for Germany no
doubt what is described in literature as anegative supply shock. Thestatereactedtoit with apositive demand shock.
Asaresult, Pan-Germany’ s real per capitaincomedropped; thepreviously highpositivebalance of payments slipped
deep into the red; wages and inflation,as well as the public budget deficit, climbed much more steeply than before
andthanin other countries. Why should the currency of acountry inthat situati onappreci atei nstead of depreciating?
With the deutsche mark depreciating in real terms, the problemof countries like Francewould have been aggravated
rather than solved. If, for example, the underlying causeof the European problems at that time was not to be found
in misaligned exchange rates but rather in a misguided monetary policy approach in Germany, no exchange rate
variation inside Europe could have contributed to dissolving thecrisis. The undeniable fact that an appreciation of
the deutsche mark would have hel ped France does not prove the case for an appreciation as the appropriate remedy
for Europe as awhole (see section VI).

2 The famous example Milton Friedman chose to demonstrate the superiority of exchange rate changes
compared with price changes was “daylight saving time’. He argued that changing the external value of money
would be as efficient asa“daylight saving time” regulation, as all relevant prices would be changed at one stroke
by an appreciation or a depreciation. Generations of economists seem to have accepted this example uncritically,
althoughit is erroneousin nearly every respect. Daylight saving timeis aconvention to whichthe mgjority of people
seem to agree as they consider it to be an efficient adjustment to changing daylight times. Itis not, however, a
substitute for areal adjustment which people are unwilling to perform, asin the case of exchange rate changes. In
daylight saving time every individua movestheshort hand of hiswatchand thus acts voluntarily to adjust. Exchange
rate changes, like inflation or deflation, are felt indirectly by individuas in terms of faling or rising real income,
but these cannot be imputed to the root cause. Even more, if people explicitly reject adjustment to areal shock but
accept the effects of exchangerate changes, obviously they donot understand what’ s going on. Wicksell (1958: 247)
rightly states: “Ascurrency is primarily a measure of value, it ought to be possible, even in the most unfavourable
circumstances, for a country to maintain that standard just as constant as, for instance, its standards of length,
capacity or weight”.
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In such a framework fundamental trade imbalances are prevented, since all participating countries
maintain their competitiveness, and the real exchange rate remains constant. In the past, flexible exchange
rates did not offer good guarantee in the short run. In the long run, however, they performed passably
well. But long phases of over and undervaluation of the nominal exchange rate, and thus long phases of
misallocation of resources, were the price which had to be paid for the experiment with flexible exchange
rates.

Why is it that the currency market misaligns time and again, whereas we believe that dl the other
markets — the markets for everyday consumer goods as well as those for extremely expensive investment
goods — work effectively? As a radical libera thinker, Hayek has led the way towards a solution:
according to his theory of markets, the goods ones are efficient because in these markets millions of
participants collect trillions of individua information units, which determine the prices of a huge variety
of goods. A government can neither collect nor process this information reasonably, and thus cannot
produce prices which adequately reflect scarcity. The market for currency (or stocks) is organized quite
differently. In this market, information is collected which stems mostly from government sources, such
as statistical offices or central banks. Some traders interpret this information in a certain way, even on a
global scale, as they try to match the views which are seen as best representing those of the majority of
their colleagues.®

The am of the game is not to buy the product because it is needed to produce or sdll something
that forms part of an individud act of profit-making, but to make the highest profit with the best forecast
of the final outcome. The result must not be “rationd” in the sense of the rational expectations theory,
as the market participants do not have to share the view that PPP is the only solution in any period of
time. Thus, the equilibrium rate is unknown and speculation is not stabilizing — as foreseen by the early
writers such as Friedman (1962), Sohmen (1967) or Johnson (1972) — but destabilizing in the short term.
In the long run, the “theoretical norm” of PPP isvalid, as huge disequilibria will aways turn rates in the
“right” direction. But short-term misalignments® inhibit huge losses in real output in the short and long
run.

The more general policy conclusions are obvious: the role of a large variety of factors as potential
determinants of the exchange rate or the degree of “credibility” a country can earn “in the markets’
confuses the analysis in the capital account approach and its policy recommendations. Fiscal palicy, for
example, is given undue weight in “stabilization programmes’, although it is far from being clear how
an austerity programme including a reduction of public expenditure and all the other cruelties usually

prescribed can hdp to overcome “incredible’” economic policy in a country under suspicion of the

2 Asshown above, Hayek(1937) consequently opposed flexibleexchangeratesand favoured aninternational
standard.
2 The case of the revaluation of the US dollar in the 1980s, or Japan’s dramatic misalignment in the 1990s,

has shown the degree of deviation fromany equilibriumrate in the short and medium run. See the evidence of IMF
(1998) showing that PPP holdsfor periods beyond 20 years.
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“markets’. This objection appliesto al other “structural” measures, such as privatization or deregulation,
usually enlisted as remedies to cure “fundamental weaknesses’. The question whether such measures are
needed or not may be an important one, but it cannot be answered by “evauating” speculation in the
financial markets. The majority of economic policy adjustments in any economy of the world is not
related to the exchange rate question at al. It is only the capital account approach which gives undue
weight to the “judgement” or the “confidence” of the “markets’ concerning the future development of

economies as awhole,

VI. REGIONAL SOLUTIONS THE EUROPEAN EXPERIENCE

After the collapse of the Bretton Woods system, the most important of the smaller European
economies decided to “tie their own hands” in monetary affairs, as it was later on cdled in Austria. The
“snake” and the “snake in the tunnd” — i e. bands of fixed exchange rates around the fluctuating deutsche
mark — were the first systemic and regional answer to the unwinding of the global system of regulated
exchange rate relations in 1973. The search for a solution for the region as a whole incorporated many
advantages. All the countries sacrificed part of their economic policy power to the group as a whole or
to Germany as the anchor of the system. But, at the same time, they gained autonomy vis-a-vis market
power and the influence of such multilateral international organizations as IMF. The Central Bank of
Germany de facto acted as lender of last resort for the system, athough this role had never been explicitly
assigned to it.

The decision to stabilize its nominal as well as its real exchange rate may be an autonomous
national issue for a country. But de facto it is in fact a bilateral question. The country pegging its currency
needs another country’s currency to peg to, thereby forming the “anchor” of the system. The natural
anchor for many European countries at the beginning of the 1970s was the deutsche mark. It had been the
most stable currency after the Second World War, and Germany’s economy as a market for the products
of neighbouring countries was large enough to give them the impression that their currencies could benefit
from gahility visavis the deutsche mark. Given the political will of al the participating countries in
Europe to head towards further unification in many fields of economics and politics, from the beginning
Germany did not just follow the smdler countries in this move, but actively participated in the first steps
to form a new European currency system as soon as the turbulence of the collapsing old system had
subsided.

An anchoring country in which the overdl inflation performance is quite Smilar to that in the
anchor country is in an easy position from the beginning. Austria in its relation to Germany is a good
example. Nevertheless, the genera inflationary performance in normal times is only one aspect. The red
test for a successfully anchoring country is its reaction to different kinds of shocks compared with the

anchor’s reaction. Chart 1 gives the different patterns of reaction in low- and in high-inflation countries
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in the course of supply, as well as of demand shocks in Europe from 1972 to today. It contains unit labour
costs as proxy for inflation in these countries, thereby hinting at the fact that conditions in the labour
market play a crucia role in defining a country’s role in the game. Chart 2 contains the rather similar
pattern of the respective inflation performances.

The group consists of Italy and the United Kingdom, the persistent high-inflation countries; the
performer in the middle range is France; and Germany and Austria are the prototypes of what we call low-
inflation countries. The United States is depicted as a reference line. Moving from the beginning of the
1970s to the present time yields a straightforward message: all the countries seem to have learned how
to deal with the different shocks in the course of time. Germany has clearly been since the beginning the
best performer as fas as the absorption of the inflationary consequences of shocks are concerned, and has
consequently assumed the role of anchor. Austria follows Germany very closgly in all aspects and has
been able to keep its exchange rate stable throughout. The high-inflation countries have proved to be
inflexible compared to the low-inflation ones, as their unit labour costs and their inflation rates jumped
up following negative supply shocks and positive demand shocks and as a rule came down only slowly
— i.e. the downward movement of prices and nominal wages was much more rigid compared with those
in the anchor country. Consequently, anchoring economies which could not follow the anchor country
had to depreciate in order to restore the real value of their currencies and their competitive position.

The most outstanding and clear-cut example of an unsustainable peg was the attempt of Italy and
the United Kingdom to fix their currencies vis-avis the deutsche mark already in 1988, i.e. at avery ealy
stage in the development of the EMU. In the wake of the stock market crash in the autumn of 1987, the
central banks in the United States and Europe reduced their interest rates to historical lows, despite the
fairly limited effects of the crash on the real economy. Thus, the monetary stimulation at a rather late
stage of economic recovery gave new momentum to the globa economy and world investment. Following
the shock, the growth performances of the economies under consideration were more or less identical (see
chart 3): all reached growth rates of 4 per cent or more, with the United Kingdom being the best performer
at the end of the 1980s, and West Germany outpacing the others at the beginning of the 1990s following
the unification boom.

The inflation performance during the crucia period 1987-1992, however, was quite different:
w hereas in the traditional low-inflation countries (including the United States) it remained below 4 per
cent in spite of upbeat growth, in Itay and the United Kingdom inflation rose to 8 per cent or more. Even
more pronounced were the differences in the growth rates of unit labour costs. Germany, Austria and
France experienced a very dow and moderate reaction of wages to falling unemployment and rising
growth; the increase in labour costs remained subdued and below the rise in prices. In Italy and the United
Kingdom, however, growth rates of unit labour costs jumped from 4 to close to 10 per cent, outpacing
the hard currency group. Thus, compared with the anchor country the two newcomers to the EMS, Italy
and the United Kingdom, lost ground in the direct externa competition with Germany, Austria and

France. With fixed nominal exchange rates, accumulated over the four-year period 1987-1991, Italy’s
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real exchange rate (calculated with unit labour costs) appreciated by 23 per cent, and the United
Kingdom’'s by 28 per cent vis-avis Germany. The loss of competitive power in these two countries was
reflected in a huge swing in the current account from surplus to deficit.”

The United Kingdom and Italy, trapped by a deflationary threat on the one hand and the decision
to quit the EM S on the other hand, opted for depreciation. It is easy to see from the above charts why the
decision of France not to give in to the pressure coming from the “markets’ in 1992 was justified. France
aswell as Austria were able to preserve their competitive position in the aftermath of the positive demand
shock. France had been under pressure from the markets because the overall economic situation at that
time was rather gloomy, compared to Germany or Austria, so that a depreciation would have been an easy
way out of the recession. But the decision of the French government, with the assistance of most other
members of the EMS, to stick to the “unwritten” rules of the game — namely to use depreciation only in
case of an external disequilibrium — proved to be right. Putting it differently: the pressure of the markets
in the case of France was quite unjustified, whereas for the United Kingdom and Itay it was fully
justified. The bold move of the French authorities to challenge the wisdom of the market proved to be
right.

This case of a currency crisis in Europe highlights the role that controls and interventions in the
market for short-term capital can play and, at the same time, what role they cannot play. In the case of the
pound and the franc in 1992, a massive and uncontrolled flight was by no means justified in either case.
A thorough analysis by the authorities in both countries would have shown what the chart proves, namely
that there was a limited need to adjust the pound but none at all to adjust the franc. There was no reason
to panic or fear a total collapse of the EMS; but controls could have helped to avoid big and unjustified
market instability. But with or without controls the British and Italian problem had to be solved.

The most important lesson to be learned from this event in Europe concerns the macroeconomic
steering of the system. A better “early warning system” within the EMS could have prevented the systemic
crisis. If the authorities of the EMS as well as of all countries involved had realized at a much earlier stage
that the situation of the liraand the pound was becoming unsustainable, they could have reacted much
sooner and depreciated the currencies of the two high-inflation countries already in 1989 or 1990, thereby
averting the worst of the crisis and saving France from the contagion effects of a general speculation
against currencies with fixed exchange rates.

The crisis phenomena and the waves of speculation frequently occurring in systems of fixed and
semi-fixed exchange rates could give rise to the impression that an anchor approach to stabilize the
external and the internal value of money is counterproductive in most cases. But things are not always so
smple. Anchoring a small and very open country’s currency has in several cases proved to be a very

effective method of dabilization of the domestic price level. The main economic policy target many

» Krugman's description of the European criss as “second-generation model” of financial crisis is
misleading. Krugman (1998) weighs heavily the fiscal situation of the countries in crisis, but does not take into
account how quickly they all turned around after depreciation of their currencies, despite high budget deficits. In
my opinion, there have not been several generations of models but only variations of one theme.
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anchoring countries had in mind was not the external but the internal value of money. This approach has
proven its merit time and again.

Thisis true for small anchoring countries in Europe such as Austria, the Netherlands and Belgium.
In these economies inflation has been subdued for decades in the same way as in their anchor country
Germany, and they have been able to adjust to shocks as effectively. The anchor approach has also been
successful in some larger countries like France and Italy. Although France fixed its exchange rate later
than the smaler countries (in 1987) and the adjustment was not always as smooth, it did manage to catch
up fully with Germany’s inflation performance. But even Italy, which was the subject of many speculative
attacks and backlashes in its adjustment process, finally converged in terms of growth rates of unit labour
costs and flexibility in case of shocks to the anchor. The growth rates of unit labour costs over time
demonstrate the enormous convergence of performance of the European countries in the phase that could
be called the third oil price explosion of 1999-2000. Wage growth in a formerly high-inflation country
such as Itay does not exceed productivity much more than in low-inflation ones like France, Germany
and Austria. Unit [abour costs in the whole region have not risen at al in response to the oil price hike.

Obvioudly the critical question is whether this success should be attributed to the anchor approach
or to other factors, with evidence for the United Kingdom and the United States showing that countries
with flexible exchange rates can be as successful concerning the speed and sustainability of adjustment
to shocks as anchoring countries. Of course, the Western industrialized countries have developed quite
different institutional arrangements in the labour and goods markets to stabilize the internal value of
money — arrangements that have proven successful. However, for some open economies pressure from
outside and through the import and export channels has been stronger than domestic economic policy
pressure alone. Italy is the most prominent example of a fairly large economy in which the domestic
institutional framework has hardly been sufficient to successfully stabilize monetary conditions. But with
the pressure from cheap imports and an ambitious target for the exchange rate vis-a-vis the deutsche mark,
economic policy authorities could always force the economic agents to stick much more strictly to the

rules of the stability game.®

% Thequestion of whether the stability game has been overall successf ul interms of growthand employment,

the intrinsic targets of economic policy, is a different one. Monetary restriction normally goes with rising
unemployment in the short term. However, if countries opt forlong-term monetary stability —i.e. a stable domestic
inflation rate — there are only a few valid arguments to defeat such an approach. The simplified Phillips curve
analysis' record concerning the explanation of inertial inflation is hardly convincing.
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Appendix: Theroots of inertial inflation in Europe”

Why was the inflation performance of European countries so different in the 1980s? Why did it
take more than a decade in Italy but only two years in Germany to bring inflation back to tolerable levels
after the second oil price explosion? What explains the average performance of France in this respect and
the excellent one of the Netherlands? The impact of monetary policy cannot explain the inflation outcome.
While monetary policy was restrictive dl over Europe after the ail price explosion of 1979-1980, on the
demand side economic policy was much more expansive in Germany in the 1980s than in France or Italy.
Obvioudy there must have been factors on the supply side of the economy responsible for the long-lasting
stickiness of prices and for the inertid inflation in these countries. These factors must have forced
monetary policy makers to tighten the monetary screws much more and much longer in the high-inflation
countries to bring about the degree of monetary (nomina) convergence needed for a successful pegging
of nomina exchange rates in the 1990s.

The supply side, obviously, represents the cost level of the economies under consideration. |If
overal costs are higher and more sticky in one country, a stronger impact of monetary policy is required
to achieve the same result regarding inflation. In modern, verticaly integrated, economies there is only
one intermediary good which is not produced at a certain stage of the production process: that is labour
as awhole. Thus, for large, relatively closed, economies nominal unit labour costs are by far the most
important cost component. Unit labour costs for these regions (e.g. the United States and EMU) are highly
correlated with the rate of inflation (chart 4). In log-linear terms: the growth rate of inflation (p) is
determined by the growth rates of nomina wages (w) and the growth rate of the mark-up over costs (u)
on the one hand and the growth rate of labour productivity (-) on the other hand:

p=W+u)-:

If the mark-up is constant over time — i.e. if there are no changes in income distribution between
labour and capital — prices are determined by unit labour costs alone (w — 2).

In this analysis either more or less exogenous nomina wages determine inflation directly or
inflation inertia resulting from institutional arrangements fixing nominal wages in relaion to past inflation,
the degree of the exogenous role of wages depending on the centralization of wage settlements or direct
government interference.?® Given the undeniable success of corporatist approaches to determine wages

and prices as well as the overwhelming empirical evidence of the dominant role of inflation inertia, it is

z This section was first published as part of Bofinger (2000).

8 In Europe direct government intervention or even the determination of nominal wages by government

decree played an important role during the convergence process.
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Chart 4

Unit labour costs and inflation
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rather surprising that IMF in its latest World Economic Outlook sticks to a fiscal deficit cum seigniorage
hypothesis of inflation.?® This inconsistency, obviously, is attributable to the underlying neoclassical
employment theory IMF subscribes t0.* If real wages determine employment by inducing companies to
produce with more labour or more capital, nominal wages cannot be at the same time an important
determinant of the price level. If, however, (exogenous) nomina wages determine unit labour costs, with
labour productivity determined by investment and technology, and unit labour costs determine the price
level, there must be another (exogenous) factor determining investment and the growth rate of production
as awhole. This can only be the interest rate. Hence, monetary policy has to assume responsibility for the
real development of the economy as soon as wages help to keep inflation down, a consequence that
independent central bankers all over the world would like to avoid.

Negative supply side shocks have often been the trigger for inflation and resulting inflation inertia.
Nomina wages play the crucia role. They may be rigid or flexible regarding the overdl price level in the
case of a supply side shock, like an ail price hike. If nominal wages are rigid, real wages are flexible if
the price level moves as a result of a supply shock. Thus, the “rigidity of wages” proves to be an
ambivalent term. Inflexibility or rigidity of wages is often blamed for being one of the main hindrances
to a flexible response by labour markets in Europe. But the case of a supply side shock questions
traditional concepts of rigidity as a pathological phenomenon. Neoclassical theory expects red, not
nominal, wages to be flexible. But for real wages to be flexible, nominal wages have to be inflexible, if
prices are flexible.®! Thus, sticky nomina wages are clearly desirable in cases of supply side shocks. If
commodity pricesrise as aresult of faling supply (“oil”) and (rigid) money wages do not react, the shock
is absorbed without inducing an inflationary spiral. However, if nominal wages are flexible (vary with
prices), the effects of a supply shock will either increase inflation or will reduce demand and investment
as soon as monetary policy tries to avoid an acceleration of inflation.

There is a second important aspect. For demand side palicies, like monetary policy, to succeed in
stimulating growth, rigid nominal wages relative to employment are the most important ingredient, as the

experience of the United States in the 1990s showed very clearly. If money wages do not rise a an early

2 IMF (2001: 117). Although the IMF study points to the fact that “inflationinertiaand money supply have
tobefound to be key determinants of inflation”, it quickly turnsto the“widespread viewthat fiscal policy is closely
connected with the inflationary experience of many emerging market economies” (p. 123). The general obsession
of IMF with fiscal policy istotally misleading. Thegraphs presented to show the correlation between fiscal deficits
andinflationin emerging markets are unconvincing (pp. 128/9). But by consequently ignoring the riddles posed to
its theory by Japan (exploding budget deficits and deflation) or the United States (huge budget surpluses and
moderate inflation) in the 1990s, the analysis lacks credibility.

% See IMF (1999) and Flassbeck and Spiecker (2000) for an empirical refutation of the IMF view.
8 Flexible nominal wages are superiorto sticky ones only under conditions of negative demand shocks and
“rational expectations’ concerning future anti-inflationary measuresof monetary policy.Inthis caseaquickreaction
of nomina wages and prices can help to avoid rising real interest rates and restrictive monetary effects on output
and employment. But a symmetric reaction of nominal wagesin case of an expansionary monetary policy would
lead to the same result, namely a small reaction of output and employment. This time, however, the result isinferior
to sticky nominal wages. Thus, monetary policy should rely on itself and not on the replacement of monetary policy
by “monetary management by thetradeunions” by meansof falling prices and wages, as Keynes once had called it.
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stage of the recovery, monetary policy can be accommodative for a very long time and unemployment can
fal accordingly. There is only one exception: the degree of monetary restriction to achieve a certain fall
in the inflation rate depends on the flexibility of nomina wages downwards, and not on real wages. If
nominal wages are rigid downwards — meaning that they are slow to react to rising interest rates and rising
unemployment — monetary policy has to tighten more than in the case of a quick and strong reaction of
nomina wages, given arather stable trend of productivity growth. Thus, as a rule, the nominal rigidity
of wages is the preferable regime in a world bombarded by positive and negative real shocks from both
sides of the market.

Flexible nomina wages in response to prices, and thus real wage rigidity, was the regime used by
some of the large European economies to handle the two oil price explosions — with disastrous results.
France and Italy, for example, had to fight since the mid-1970s with backward-looking indexation
schemes; moreover, in those countries nominal wages were inflexible in response to unemployment.
Consequently, flexible nominal wages (a function of past prices) led to inflexible real wages, and
restrictive monetary shocks had grave consequences on the real economy, as prices reacted with a huge
lag to the fal in demand. The important exception in continental Europe at the beginning of the 1980s was
Germany: like the United States, it was successful in bringing unit labour costs and inflation rates down
amost immediately after the end of the ail price hike. Some other European countries — a group consisting
of the Netherlands, Belgium, Denmark and Austria — managed to keep pace with Germany, even in the
first half of the 1980s.

Given the German and US examples, other countries quickly learned that inflation was not the
solution to the emerging labour market problems in the aftermath of a supply shock. But the institutional
arrangements on the labour market, which had been created to shelter employees from the negative
repercussions of loss in real income, could not be dissolved quickly for political reasons. In conseguence,
instead of a quick dissolution of inflexible labour market regimes (i.e. the dissolution of nominal
flexibility and reinstallation of nomina rigidity), the answer was harsh monetary restriction resulting in
an extremely long period of disinflation, with the final conversion to the German and US level of unit
labour costs and inflation only at the beginning of the 1990s. The price to be paid was much higher
unemployment in France and Italy than in West Germany and in the United States before the recession
of 1991/2.%

Pertinent to the understanding of the process are the cases of the Netherlands and France in
comparison with West Germany. For both members of the EMS the development of unit labour costs in
Germany was obvioudy the reference line, the “anchor” for dl those countries aming at membership of

the EMS and later on of the EMU. German unit labour costs rose, by and large, by 2 per cent annually

82 To be clear concerning the explanation of unemployment in France and Italy: it was not “neoclassical”

unemployment caused by too high real wages, but rather“ K eynesian” unemployment owing to too highreal interest
rates. The reaction of real wagesrelative to unemployment (the wage share) was, in the course of the 1980s, as
flexiblein France and Italy as in Germany and much more flexiblethan in the United States, where real wages hardly
ever lagged behind productivity (Flassbeck and Spiecker, 2000).



throughout the 1980s. France did not manage to get its wage policy to follow this line until the second haf
of the 1980s, and fixed its exchange rate irrevocably to the deutsche mark only in 1987. The Netherlands
adopted a quite different approach: after a huge inflationary bubble during the 1970s and an
unemployment rate which doubled Germany’s in 1982, the Dutch government adopted a new regime of
labour relations. Under the supervision of the government, wage policy agreed to a moderation of nominal
wage increases, even below the Germany rates, given the different national productivity trends. The real
exchange rate of the Netherlands was devalued as the nominal rate was fixed to the deutsche mark. By this
“beggar-thy-neighbour” approach the Netherlands economy gained overall competitiveness and won
market shares dl over Europe, whereas the high-inflation countries struggled with domestic as well as
foreign demand.®

It is important to note that the successful non-monetary moderation of inflation was achieved in
European countries with highly centralized processes of wage-bargaining, such as in Germany and the
Netherlands. But, in stark contrast, a country with a highly decentralized labour market, like the United
States, was able to compete with the most successful European approaches regarding adjustment to supply
shocks, i.e. nominal wage rigidity and real wage flexibility, given more or less the same monetary policy
stance, in the course of the 1980s. Thus, the United States could have fixed their rate vis-avis Germany
at the same time as the Netherlands and much earlier than France. The fact that Germany and France were
much less successful regarding their labour market performance throughout the 1990s seems to be a
different story, as the Netherlands decoupled from Germany only after 1992 in terms of overal
unemployment. Surprisingly enough this was not the result of an ongoing moderating of wages vis-a-vis
Germany but rather the opposite, namely higher growth rates of unit labour costs and an acceleration of
domestic demand.®

The lesson to be learned from the European labour market devel opments since the adoption of the
plan for a common currency is rather simple: countries with very different labour market regimes can join
a system of fixed or quasi-fixed exchange rates if they are able to adjust their unit labour cost
developments to that in the mgjority of other countries. Any system is free to choose a growth path of unit
labour costs, which will then determine the inflation rate, or to fix the inflation rate and let nomina wages
adjust to this inflation target, given a stable trend of productivity growth. The transition to such a low
inflation performance, backed by a sufficient degree of nominal wage rigidity and real wage flexibility,
can be very costly, however. Any country joining a system which includes already successful countries
should check on the possibilities to dter its labour market regime in time to avoid major blows to its

economic targets and the stability of the whole system. If Italy, for example, had been able to abandon

s Similarunderval uationsoccurredin Finland and Ireland. The BU Commissionignores thesecases, thereby

violating its role as the guardian of the smooth functioning of the currency union.

3 See Flassbeck and Spiecker (2000) for acloser look at the facts.
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much earlier on the “scala mobile”, its scheme of backward-looking indexation, the adjustment costs for
everybody in Europe could have been considerably diminished.®

Convergence of monetary conditions, including wages and unit labour costs, has been the main
feature of Europe’s path to monetary union. To be successful, dollarized countries or currency boards have
to achieve the same degree of convergence with no assistance from the anchor country. However, as in
Europe, convergence of wages and unit labour costs in recession periods of high or even rising
unemployment is not sufficient. The real test is a high degree of convergence in the face of faling
unemployment and high growth rates. For the EMU this test ill lies ahead. Have the roots of inertial
inflation been eliminated, or have the price rigidities of some countries just been hidden temporarily under

the pressure of the supply surplus on the labour market?®

VIl. THE ACHIEVEMENTSAND FLAWSOF SOFT PEGS

Outside Europe there are other prominent examples of successful monetary stahilization by means
of an externa anchor. Brazil has proven this in spite of the heavy weather faced by the economy.
Following the introduction of the Plano Real in July 1994 and fixing of the real vis-avis the US dollar,
the Brazilian inflation rate came down from a four-digit figure in 1993 to a one-digit figure after 1997.
In terms of the pure reduction in the inflation rate this is an extraordinary performance. It is difficult to
argue that the Brazilian authorities could have achieved this without pressure through the import channel
mentioned above. But even with the inflation rate coming down quickly during the disinflation process,
the external competitive situation deteriorated. Despite several depreciations of the nominal value of the
currency, there was an actual appreciation of the Brazilian real, which had reached — according to the
caculations of the nationa authorities and international organizations — an overvaluation of 20-30 per
cent by the end of the disinflation process.

Certainly, an overvauation of the currency is a necessary outcome if the anchor approach is to be
rational. It is precisely the pressure stemming from overvaluation — i.e. from low import prices and tough
competition in the export markets — that acts as a sanction against unjustified claims of workers and other
sectors of society. With an overvalued exchange rate, the adjustment pressure of the world market (i.e. of

“globdization”) is artificialy but voluntarily increased. Again, this kind of strategy is reasonable if

= The problem of backward-looking indexation of wages and pensions is generally virulent in countries
fighting with inertia inflation. Recent examples include Turkey and most of the transition economies in Eastern
Europe. In these cases the traditional approach of IMF to fight budget deficits to restrain the expansion of the
monetary baseis extremely costly compared to income policy tackling expectations of inflation directly (Hoffmann
et d., 2000).

% Thecrucia question concerningdollarizationis not the volatility of national monetary policy but thelabour
market i nstitutionskeeping inflationlow despite an expansionary monetary policy. Thus, eveninthefaceof volatile
interest rates in emerging markets, it is unjustified to state “not to have a central bank may actually be abenefit
rather than acost” (Joint Economic Committee, 2000: 13).
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countries cannot do better than the anchor country, but they will suffer from money illuson. Without an
anchor approach (i.e. with a constant real exchange rate) there is no help from outside for the domestic
target of getting rid of certain kinds of money illusion. The whole burden falls on domestic institutions.

Unfortunately, from the very beginning of the implementation of the anchor approach, many
international institutions and advisors did not pay sufficient attention to the necessary overvaluation of
the anchoring country’s currency and did not prepare the policy makers for the inevitable depreciation,
i.e. they did not prepare a rdidble exit strategy. The remedy for overvaluation is simply a nominal
depreciation in the anchoring country when domestic stability is achieved. The depreciation should take
care of the accumulated overvaluation of the disinflation phase. In the case of Brazil, for example, during
the crisis it was rather obvious that the real had to be depreciated by something like 20-30 per cent to help
the country out of the balance-of-payments trap.

Although the pure economics of the restoration of international competitiveness are simple, the
political economy of this technical operation is a protracted one, and the pace of the progress towards a
political solution has been generally underestimated.®” Governments have put dl their political credibility
on the playing field and have succeeded in convincing people that the fix rate has brought more good than
harm. Moreover, they fear a revival of inflationary pressures and the return of inflation-feeding
institutions, such as the famous backward-looking indexation schemes for wages and pensions, as soon
as the door is opened by an inflationary impulse coming from a depreciation. Additionaly, in the phase
of disnflation governments have been proud of gaining the “confidence” of international markets in the
form of an inflow of short-term capital and an increase in international reserves. There is a risk of
endangering these achievements by loosening the external grip on inflation.

However, many of the fears in the anchoring country seem to be exaggerated. Depreciation will
cause only a smdl new inflationary shock (depending on the weight of imports on total value added),
compared with the disinflation the country has managed to fight. But even this is only a one-off effect if
strong second-round effects on inflation can be avoided. Crucial for the success of the operation to restore
international competitiveness is to contain the depreciation to the absolute necessary minimum. At this
stage only is the active assistance of the anchor country needed. It may help the anchoring country to
retain the confidence of the markets it has gained so painfully by figuring out the necessary degree of
devaluation and by direct intervention in the currency market in the case of heavy speculation against the
anchoring country.

To float the currency of acountry in an overvaluation crisis is quite wrong. The jump from semi-
fixed to fully flexible rates that IMF had been advocating in the winding up of the Asian crisis and in
Brazil is dangerous and unnecessary, as this policy usually leads to an overshooting of the devaluation,

with disastrous effects on the financial system of the countries concerned and on the competitive position

& It is more than surprising that Stanley Fischer, Deputy Director of IMF, admits frankly how difficult the
political economy of an overval ued anchoring country is. Hadthis beenunderstoodfromthe beginning, the question
of acredible exit strategy would have received much more attention (Fischer, 2001: 9).



of countries not yet involved in the crisis. The European experience can serve as a role model in this
respect. In Europe the institutional arrangements of the EM S have often helped to figure out the necessary
rate of depreciation and to add credibility to the measures taken by the depreciating country. Whenever
market pressure forced a justified depreciation or authorities decided that a depreciation was inevitable,
it has been possible to process the depreciation without the danger of overshooting by the markets.
“Orderly depreciations’ of the overvalued currencies of high-inflation countries have been the trademark

of the EMS for many years.

VIIl. THE LIMITSAND FAILURESOF HARD PEGS

External and internal stability of the price level is just a tool to better accomplish the relevant
targets of economic policy, namely more employment and higher growth rates in real income. An
anchoring country explicitly gives away important tools to achieve these targets. Thus, its overall
economic policy success depends directly on the anchor country’s own success. The latter’s policy,
however, may be ideal under the circumstances prevailing within the country itself, but that does not imply
that it is the right policy for the group formed by the anchor country together with its surrounding satellite
economies.

This was one of the main problems of the Bretton Woods system in the first two decades after the
Second World War. US monetary policy may have been adequate for the United States. The Federal
Reserve Bank was forced by law to take into account the economic environment in the United States to
underpin its decisions — although the US dollar was the hegemonial currency of the global exchange rate
system. The same is true for Germany as the anchor of the EMS. For the country with the hegemonial
currency this policy can go on indefinitely, but for the system as a whole such a policy approach,
obvioudly, is not adequate, as monetary conditions may require a quite different approach in other
economies.

Apparently, other policy options have to be considered. The move to a multilatera monetary
system, with al countries participating in the decision-making process, is the only consistent way out.
Nothing short of a monetary union can help to avoid permanent mismanagement of global monetary
policy. Hence, in Europe, the step to create the EMU was not just the result of the attempt of the French
government to avoid continued political domination by Germany, as many have argued. From an
economic point of view, it was also afully justified step, given the fact that for systemic reasons Germany
could not concur with Europe’s needs in an overall non-inflationary environment.

For very smal, extremely open economies, forming just satellites of the anchor country, the anchor
approach may be adopted for a rather long period if, by and large, the anchor country’s economic policy
follows reasonable principles and accepts the existence of the satellites with benign neglect. But for any

larger group and for countries of equa size or economic power, the anchor approach can only be a



transitional stage on the way to monetary union. A consistent monetary policy is only possible for the
group as a whole and thus can only perceived by a united central bank. The transitional phase, however,
can last a very long time. From the first steps to the last it took Europe 30 years. But the formation of the
different steps towards monetary union and the political will to move further in the right direction may
give such country groupings an enormous degree of independence to act vis-avis the rest of the world,
and may minimize the interference of international financial organizations in domestic affairs. Thanks to
the economic strength as well as stability of the anchor and its will to solve the multilateral problems, even
smdl countries may be able to avoid the role of demandeur in Washington or to resort to IMF as lender
of last resort.

The situation is totaly different with unilateral solutions such as currency boards or dollarization.
These systems explicitly lack the advantages of a monetary union, but have many disadvantages as they
are neither transitional stages towards a monetary union nor sufficiently isolated from the floating rate
regimes surrounding them. The future of the existing currency boards in developing or transforming
countries is uncertain, with Argentina being the most critical case. Some observers still believe that
Argentina has a chance to overcome the persistent economic slump by means of “structural adjustment”,
such as privatization or a further reduction in its public sector deficit. Hence, the country is ill the object
of generous unilateral assistance, as donors believe in its ability and willingness to adjust. Already in
recent years the Argentine government has taken draconian measures to cut down public spending, e.g. by
sharply reducing in absolute terms the salaries of public officials. The share of public spending in GDP
is lower now in Argentinathan in any other South American country.

Nevertheless, there is a fundamental misconception about the potential role of *“structural
adjustment” and fiscal policy in the case of a “trapped currency board”, as seems to be the case in
Argentina. This misconception is owed to the dominance of a neoclassical theory, which is based on the
fiction of a smooth adjustment of “flexible prices’ in a market economy. Giving up this fiction yields
bitter results. Once a currency board regime is faced with an overvaluation of its currency in a world of
rather stable price levels, it has virtually no chance to escape this trap by means other than a depreciation
and the abandoning of the whole currency board. The overvaluation of the peso is quite obvious.
Argentina may have avoided the emergence of a huge gap in its competitive position vis-avis the Western
world after the introduction of the currency board owing to a rather successful anti-inflationary policy.*®
However, after the devaluations in Brazil and other South American trading partners vis-a-vis the

US dollar, Argentina s position deteriorated sharply.®

% Such a gap has definitively emerged in Bulgaria and most probably also in the Baltic countries with a
currency board.

% Even Argentineofficials admit that there was, at the beginning of 2001, an overvaluation of at least 20 per
cent.Butany attempttorestore competiti venessby domestic cost-cuttingmeasuresor government subsidiesarebound
tofail if they do not —as does achangein the exchangerate—discriminatebetween productionfordomestic purposes
and exports. But if they do,they will necessarily viol ateinternational traderul es,whichprovesthat theserul es are more
orlessusel essifthey donotincludeunjustifiedexchangeratechanges as oneof themostimportant distortionstotrade.



As shown above, the only instrument left to a country with an absolutely fixed exchange rate is
wage cuts to adjust to such a revauation of the real exchange rate. Unit labour costs have to fal in
absolute terms. Thus, the reduction in Argentina in the salaries of public officials is insufficient. Those
parts which are most exposed to international competition need to be cut, namely industry and agriculture
in the case of Argentina. But even if this can be brought about by politica pressure on unions and
employers, there is no easy way out. An overall cut in wages may, as a rule, restore competitiveness but
it will not offer a solution for the overall economy. In the very short run areduction in nominal wages will
not force the overall price level to fdl, but will result in falling real wages. If real wages fdl, the demand
of private households will fall too as, apart from economic text-book cases, employment will not react
immediately to the fdl in real wages in a depressed economy. Faced with falling domestic demand and
faling profits, companies may cut prices step by step and thus restore the real income of their workers.
But the move towards deflation will not restore real demand, as workers — confronted with the fear of
further cuts in wages, and in an attempt to take advantage of the benefits of falling prices — postpone
consumption. In addition, the incentive to hold liquidity increases when prices fall.

This is especidly important for a rather closed economy like Argentina. Wage cuts in such an
economy prove to be disastrous as they quickly trandate into falling domestic demand in one way or
another. Even if the positive effects of an improvement in international competitiveness materidizes, the
negative effects on domestic demand by far outweigh the positive ones. This is the classical case where
“the tall wags the dog”, to quote McKinnon (1963). If fiscal policy in this environment tries to solve the
crisis by further cutting domestic demand, the crisis can only be intensified. An overall reduction in
domestic demand helps to reduce the current account deficit, and thus seems to heal the lack of
competitiveness. In Argentina this “improvement” up to 1999 was regarded as a big success in the
government’s strong attempts to cope with the crisis. But the real test on competitiveness is a flourishing
economy with no growing deficits, and not a stalling, or even collapsing, one with faling deficits on the
current account. The mere reduction of absorption of internal and external resources is not sustainable.

At this stage it seems to be hard for policy makers to get a redigtic picture of the state of the
economy.” Capital is ill flowing in to finance the current account deficit with no quantitative restriction.
But most of the currency board countries have to pay rather high interest rates despite domestic stability.
Argentina’s spread on United States Treasury bills has hardly ever been less than 500 basis points, but it
has been temporarily as high as 1,300 basis points. Bulgaria has a short-term interest rate of more than
10 per cent, as have also the Bdtic states. However, 10 per cent is too high for domestic purposes if the

inflation rate is close to zero, as in Argentina (at a real rate of 10 per cent in arecessive period) or close

4 It is more than surprising that many people still believe that currency boardstend to create a monetary
regime where foreign currency generationis automatically guaranteed through monetary inflows. At the sametime
it is admitted that countries with currency boards can have the problem of lack of competitivenessand of very high
interest rates. Obviously, money may be flowing into the country, but only at rates which kill its economy
(Argentina’s short rate was as high as 18 per cent in the spring of 2001, with zero inflation). But even at
astronomically high rates, money will not be available if overall competitiveness is not improved quickly, as
everyday experience with bank lending shows.
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to the Western level, as in the Baltic countries. An interest rate of 10 per cent may not be high for domestic
reasons if the inflation rate is close to 10 per cent, as in Bulgaria. But then the competitive position has
deteriorated, with an absolute fixed exchange rate, and the crisis in overall competitiveness will show up
later.

A currency board or dollarization can only function properly if the anchoring country has a much
higher growth rate of real income and can thus afford to pay higher interest rates in a hard currency or if
the interest rates remain stable, as in the anchor country.® Otherwise the hard pegs will attract
international investors in short-term assets in these countries, as the necessary link between higher interest
rates and the risk of devaluation is abandoned and the chance of a bail-out is high.*? In this case the
economic fundamentals of the anchoring country are definitively in disequilibrium in one way or another,
and the currency board cannot be sustained in the long run. The need to adjust the exchange rate may be

obscured for a while by favourable externa circumstances, but it will ultimately prove to be inevitable.

I X. ECONOMIC POLICY ERRORSBEYOND
THE EXCHANGE RATE SYSTEM

Larry Summers, formerly Secretary of the United States Treasury, in his analysis of the
international financial crises recommends avoiding “policy biases toward short-term capita”. This bias,
in his view, could be observed time and again in the recent crises. His position reveals the underlying
confusion of mainstream economics when he adds that “we saw it [the bias] in the Russian Federation,
in the government’s determined efforts to attract international investors to the market for rouble-
denominated GO’s” (Summers, 2000: 9). Summers’ description is not entirely wrong. Indeed, extremely
high nominal interest rates and the dollar peg of the rouble attracted short term flows. Nominal interest
rates amounted to something like 50 per cent, with overall price inflation at around 20 per cent.

Imagine the verdict of such an eminent economist as Larry Summers for the economic policy

makers (and their advisors) in an industrialized country going for a real interest rate of 30 per cent and a

4 Currency boardsareinferior to the anchor approaches used in Western Europe in the run up tothe EMU,

asthey deprivenational monetary policy of any means to provide sufficient liquidity tothe banking systemto allow
for a steady-hands policy regarding the short-term interest rate. While a country with “tied hands” in monetary
affairs hastofollowthe monetary policy of its anchor only, acurrency board hinges on thewillingnessof theforeign
capital marketsto supply capital at a certain interest rate. As the judgement of the markets concerning the ability
ofthe country to servicedebt fluctuates, both the short and thelong rate may al so fluctuate, thereby producingwhat
the currency board should have avoided: an extremely unstable monetary environment. The same is true for
dollarization if there is even the slightest risk of a sovereign default.

42 AsIMF —one of the strongest proponents of the corner solution—iswillingto act as lender of last resort

in currency board systems, the moral hazard for international investorsisinevitable.
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unilaterally pegged exchange rate with no exit strategy.* But the core of the problem is the domestic
stance of monetary policy. No industrialized country could survive economically 30 per cent real interest
rates, whatever the exchange rate regime might be. At the time of the ingtallation of the peg, the Russian
Federation was supervised by IMF. Under the guidance of an IMF programme its central bank gained
independence without knowing how to use its power effectively. With and without the overvaluation of
the rouble in real terms the country would have gone bust sooner or later. Hence, there is no point in
saying that you should avoid “policy biases towards short-term capital”. The point is, you should avoid
disastrous domestic economic policy by any means because it will kill you, whether or not your country
is attractive for international capital.

The crucia point is a simple one. There is no such thing as an autonomous or independent national
monetary policy for countries with open capital accounts. High-inflation countries — those with relatively
high growth rates or with misguided monetary policy, as in the case of the Russian Federation — cannot
expect to be insulated from the rest of the world if there are no obstacles to the mobility of capital. Any
deviation of interest rates from the fundamental equilibrium equation, and thus from PPP, will lead to
speculative flows, irrespective of the exchange rate regime. If a country aims at fighting double-digit
inflation (as the Russian Federation did in 1995), it has the choice to abandon capital account openness
or to search for membership in a monetary block offering a clearly defined exit strategy when unavoidable
real revaluation has to be corrected.

Some writers seem to presage this problem by creating dilemmas like the “original sin” of
Eichengreen and Hausmann. However, if countries are lacking a deep and stable financial market a
mismatch (either a currency or a maturity mismatch) will only be unavoidable if they are unable to
stabilize their exchange rates (unilaterally or as part of a system). If they cannot stabilize their exchange
rates permanently, their interest rates may be too high because of inflation also being too high. Then they
should opt for “BBC" (“basket, band and crawl”, as John Williamson, 2001, calls it), or an anchor
approach. There is no other way out. The “origina sin” hypothesis seems to assume a financially insulated
economy with an open capital account, which, as we have seen above, is a contradiction in itself. The
Eichengreen and Hausmann thesis is significant, however, as it hinges onto the underlying theoretical
problem that the whole exchange rate discussion is implicitly burdened with. The “original sin” thesis
would make sense if countries could avoid the impossible duality and were forced to borrow abroad or
to draw on domestic savings to meet their development and investment needs. Neither option is realistic
Or necessary.

Developing countries may have current account deficits and thus net capital inflows. There are,
however, close limits to both. Obvioudly, the formerly held view identifying more or less balanced current

accounts with external equilibrium was exaggerated. Nevertheless, there are sustainable and unsustainable

3 Howeuver, it is quite surprising how many economists ignored the role of interest rate differentials in the
Russian crisis. Instead, fiscal policy is discussed as if strict fiscal discipline could have healed the effects of an
overly restrictive monetary policy. See Desai (2000) and Eichengreen and Hausmann (1999). Williamson (2001)
isone of the few analysts with aclear vision of the role of interest rate differentials.



current account deficits, and there is speculation about sustainability in the markets, even in the case of
the former. As a rule, current account deficits are unsustainable if they are closely related to a real
overvaluation, a loss of competitiveness. As current accounts on the macro level are just the aggregation
of accounts on the micro level, the same rules of sustainability apply as in the case of deficits of
households and companies. A country or region consisting in general of the same economic entities as any
other country a priori does not need foreign capita.* Seen from this point of view, it is a strange idea to
believe that poor countries with little private households savings can smply “draw” on the existing
savings of industrialized regions to finance their investment.*

Hence, currency mismatches are not a central issue. Maturity mismatches are of importance only
if domestic savings determine domestic investment. If it is the other way round — i.e. the level of
investment determines the level of savings — the maturity mismatch can be neglected as an economic
policy problem. This is a crucial question, and probably the most important one. If the economic world
is dominated by the autonomous decision of private agents to spend or to save, the maturity mismatch as
well as the currency mismatch, and thus the capital account approach in general, have their merits. One
of the arguments IMF brought forward in developed and transition countries to defend the anchor
approach and/or high interest rates was indeed the “lack of capital” in these economies. According to this
orthodox view, an inflow of capital from outside or the mobilization of domestic savings by high interest
rates only could fill the “savings gap”, and thus allow for a sufficient amount of investment in fixed
capital. But if thisis not the relevant theoretical model, the whole approach falls apart.

Saving out of real income is pivotal in theoretical models with given rea income. If real income
is endogenous — i.e. if we are dealing with economic models bound to explain why and how real income
is or is not generated — the causal nexus of savings and investment is just the contrary. If savings do not

create investment but investment creates savings, then the “origina sin” is pointless. In a non-neoclassical

44 This fact, which is, following the above reasoning, the normal outcome has, according to Horioka and

Feldstein (1980), been thebasis of many misleading specul ationsconcerning international capital mobility. Feldstein
and Horioka argue that the high-slope coefficient is evidenceforarather small mobility of capital or restrictionsfor
capital mobility, even in the group of industrial countries, as otherwisecapital should befree to move and “to seek
out the most productive investment opportunities worldwide” (Obstfeld and Rogoff, 1996: 162). This is a
fundamental misunderstanding. It is just the reverse: the more similar in their structure and the more open the
countries under consideration are, the smaller will be the net movements of capital (the balances) between them.
Such a finding has no direct implications for gross movements. These can be extremely important and may lead,
without the “contradiction” seen by Obstfeld and Rogoff (1996: 162), to “the remarkabl e closeness of the interest
rates that comparable assets offer despite beinglocated in different industrial countries’. The country is usually no
indication of category of importancein the markets or for economics, if we are not dealing with interferencesin the
market by national governments.

4 Sometimes it seems to be forgotten in modern economics that the notion “ saving in money terms” creates
afallacy of composition. The overall economy does not save. Total savingsin money terms (monetary wealth, net
financial assets) always exactly equal zero. If onegroup saves | ess, another groupis “forced” to save more and vice
versa. With privatehousehol dsnot savingat dl, as in some devel oping countries, the savings of the company sector
will compensate for the lack of genuine saving. Thisisthe only way to explain the catching up of earlier emerging
markets with current account surpluses (as in Japan or Germany in the 1950s), or the American experience of the
1990s.Withfalling savings of private households, thefinancial position of other sectors improvedinthe 1990s. The
government budget moved into surplus and companiesincreased their profits as aresult of rising demand. Thisled
them to spend more money on investment in fixed capital.



(Schumpeterian) view, the existence of neoclassical savings does not foster the process of development,
as the reliance on savings out of given real income would decelerate, not accelerate, the creation of capital
through rising profits.*® In Schumpeter’s words, what is needed in these cases is not capital in the sense
of realized and unconsumed income, but just money to prefinance a process in which capital is created
by investment, and thus finally by the creation of real income.*” This is the main reason, in my opinion,
for the disastrous results of IMF's attempt to stimulate the creation of capital in the transforming
economies by a policy of austerity and high real interest rates. It is exactly the opposite of the reasonable

in the Schumpeterian view.*

X. CONCLUSON: THE IMPOSSBLE DUALITY

The exchange rate is neither a domestic economic policy tool nor a reliable market price. Exchange
rate changes should be the necessary concomitant of diverging inflation (or unit labour cost growth) rates.
This is the only position on exchange rates consistent with the widespread conviction that inflation is
neither necessary nor permanently exploitable in modern economies. It is the extent to which countries
differ concerning their ability to avoid inflation — the change in the value of money over time — that they
need changes in the value of money in space. This is not to repeat the outdated naive version of the

purchasing power theory. It has never been true as a theory, that is, an explanation of floating exchange

4 However, already at a very early stage of economics as a science this problem was addressed and a
preliminary solution found: the only way to finance additional investment and growth of the overall economy is by
the artificial creation of additional money. According to many early writers, including Schumpeter in 1912 and
Hayek in 1933, additional money would alow increasing investment without negative repercussions from the
capital market. This idea found its expression in the phrase of “forced saving” — a subject of concern to many
economistsin the 1930s.

4 Theimportanceof money at the beginning of the twentieth century was clearly recognized by Schumpeter
(1964) in his Theory of Economic Development of 1911. In Hayek’s (1933) view too, only abundant money allows
high growth rates and a quick development of nations. For Schumpeter it is explicitly a potentially inflationary
policy which spurs economic devel opment.Monetary policy hasto“ prefinance” theprocessof devel opment,without
any certainty that the additional money will be used for real growth. This explains why catching-up processes are
usually endangered by inflationary acceleration. The whole process is potentially inflationary without becoming
inflationary in the end. While alot of studies deal with the microeconomics of Schumpeter’s theory, the no less
important subject of macroeconomics has been neglected.

48 A's money savings in the economy as a whole are necessarily zero, the notion of “savings” needed to
“finance” investment is not useful at dl. Investment is highly correlated with the dynamics of the overall economy;
this, however, is stimulated and not depressed by afall in the savings rate of privatehouseholds. Withafall in the
savingsratio of onegroup of theeconomy, at theend of all the adjustment processes — incorporated mainly in more
investment and more imports —the whole output will, as arule, be higher, not lower, than it would have otherwise
been. The ratio of savings may be falling, with absolute savings (i.e. investment) rising. The savings of asingle
groupofthe economy may be zero or negative; the economy under consideration as awhole may haveinvestedmore
in fixed capital in relation to output than ever before. The only form of meaningful “savings” for the overall
economy is, in the least analysis, fixed investment. To stimulate real investment, increasing net imports of
devel oping-country capital (increasing current account deficits orincreased “ saving” of othercountries)is counter-
productive, asthiswill diminish profits if other sectors of the economy do not dissave by the same amount (see
Flassbeck, 1999b, for afurther explanation).



rate changes in any relevant period of time. Exchange rate changes along the lines of PPP should be an
economic policy target, just as low inflation rates are. If realized, this could bring about better alocation
of resources and a smooth adjustment of financia flows between countries which, for one reason or the
other, are not able to converge their inflation performances quickly.

Hence, floating the exchange rate should be a priori excluded from the economic policy agenda.
The widespread fear of floating in emerging economies is fully justified. But it is not only justified as the
result of the fear of financia fragility; fear of floating is justified by the fear of inflation, a notion nobody
would question seriously today. Changing the exchange rate, however, between countries of diverging
inflation trends without floating means economic policy cooperation. As the exchange rate of a country
with free trade and an open capital account is, by definition, a multilateral phenomenon, it cannot be left
to the unilateral decision of one country.

Fixing the exchange rate one way or the other does not create, but only reveals, the existing lack
of monetary autonomy in a system of free capital and goods flows. There is no “impossible trinity”, but
rather an “impossible dudity”.” To open the capital account and to loose national monetary autonomy
is not contingent on the exchange rate regime. Interest rate differentials not strictly covered and sterilized
by the dominance of PPP are bound to distort any attempt to achieve successfully national monetary
targets. Thisistrue for small open economies as well as for large closed ones. The latter may only be large
and closed enough to ignore the outcome on its external accounts.

It is one of the great errors of economics in the twentieth century to have suggested to politicians
that there is such a thing as nationa sovereignty in economic policy, if a unilateral monetary system is
installed which is “flexible” enough to buffer external shocks. There can be no such thing. The existing
monetary systems are barely able to balance monetary disturbances without major friction, let alone real
shocks. The worldwide crisis of 1997/8, in combination with the current euro crisis and the erratic
movements of the dollar-yen rate, shows that national sovereignty in the sense of an effective insulation
from such events does not exist. Every nation in the world is affected in some way. The loss of national
sovereignty, the “impossible duality”, is an immediate result of the opening of the goods and capita
markets, not the result of an inappropriate monetary order. There is, therefore, no alternative to
international cooperation in exchange rate policy, if free trade and largely free movement of capital are
to be guaranteed.

The idea of a cooperative global monetary system is to preserve on a multilateral basis equal
conditions for al parties concerned, much as multilatera trade rules apply to dl parties in the same
manner. That is why the main idea behind the foundation of the International Monetary Fund in the 1940s
was to avoid competitive depreciations in a world without a multilateral solution for the currency problem.
In a well-designed, globa monetary system the need and the advantages of the depreciation of the

currency of one country has to be balanced out against the disadvantages of others. As changes in the

49 Cooper (2000) reaches a similar judgement. Hicks (1968) had already taken the same stance.
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exchange rate deviating from PPP affect international trade in exactly the same manner as changes in
tariffs and export bounties do, it has to be the subject of multilateral negotiations. The reasons for the real
depreciation and the necessary dimension have to be identified in multilateral negotiations. If such rules
are applied, the real exchange rates of all parties involved will remain more or less constant, as strong
arguments to create competitive advantages at the level of the nation state will hardly be found. Real
appreciations which may have happened in one country due to overshooting wages may at best be
compensated for by an adequate depreciation of the currency. Unjudtified unilateral action will force
retaliatory action by trading partners.

To unilaterdly fix rates permanently, as realized in different currency board regimes all over the
world, or in dollarization, may have its merits in providing a stable monetary framework for countries with
per se unstable ingtitutions. But fixed rates vis-avis large and stable as well as flourishing economies are
a mixed blessing. To keep rates stable without destroying the production potential and job opportunities
in these countries is an extremely ambitious and in many cases insolvable task. In Western Europe only
the very highly developed countries have succeeded in fixing their exchange rates without major blows
to the deutsche mark as anchor.*® But even these countries could only succeed because they are part of a
much wider multilateral institutional arrangements (the EMS and the European Union) in which they can
seek orderly workouts in the event of acrisis, which is not the case for unilateral approaches like currency
boards.

The only way out for high-inflation or high-growth countries not members of a monetary union
is to resort to controls on short-term capital flows. If they are ale to avoid destabilizing inflows and
outflows either by taxing them or by directly limiting their size, the hardest choices and misallocations
caused by erratic exchange rate changes can be avoided. But resort to controls does not replace the search
for an appropriate exchange rate system. If a high-inflation or high-growth country opts — despite capita
controls — for free trade of goods with its neighbours, it has to find ways to preserve its competitive
position, i.e. how to devalue, or not to revalue, its currency.

In dl respects this means returning — as in the Bretton Woods system — to a mix of adaptable
exchange rates in combination with controls in the event of a crisis. Since the most problematic sector of
the financial market “casino” is by far the foreign-exchange market, a “monitoring” and “early warning
system” should be developed by the large industrial countries in cooperation with the emerging nations.
The prompt adjustment of nominal exchange rates should prevent large imbalances in foreign trade and

a cumulative build-up of foreign ligbilities. Even in such a system, destabilizing capital movements cannot

0 In arecent paper Das (2000) argues that fixedrates “are difficult to sustain in aworld of increasing capital

mobility”, as they may come under speculative attack. But, at the same time, he admits that a country with
“significant policy autonomy” under flexible rates may “have trouble gaining credibility in international financial
markets’ (p. 19). Obviously, the same effects may apply in both systems. A fixed rate may not be credible, and
neither may a policy with flexible rates. Speculation may test acommitment to defend arateorleadto overshooting,
and thereby harm the economic policy objectives of governments. This kind of argument leads nowhere if the
interaction of prices, wages, interest rates and exchangerates are not explicitly analysed. Forabroader analysis, see
Flassbeck (1988).
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be entirdy excluded, but they are less likely to occur, because the markets have been given clear
guidelines, and because untenable interest constellations and massive real under- or over-evaluation should
be avoided. In such a case the system can minimize, though not fully avoid, surveillance and interference
in the capital account.

Regional cooperation may be a temporary answer to the challenges coming up with globalization
and liberdization if global solutions are out of reach. But regional monetary systems too do not prevent
crisis and turmoil on the capital market. Given the insolvable conflicts in aworld of different nation states
in any monetary system put to the test since the Second World War, the Bretton Woods system and then
the EMS in the 1980s and early 1990s, recurring crisis-like phenomena forcing governments and central
banks to intervene have been unavoidable. Only with the creation of the EMU, have the European
countries gone a step further than in the fixed exchange rate systems of the past, and have thereby findly
done away with the speculation surrounding relative exchange-rate relations. This is an achievement for
the global economy. But it cannot be copied easily by others as their political conditions may not be as
favourable as in Europe. Nevertheless, multilateral efforts to lead the developing countries towards

regional arrangements are inevitable as long as global progress seems to be out of reach.
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