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Chapter V

EXCHANGE RATE REGIMES AND THE SCOPE
FOR REGIONAL COOPERATION

A. Introduction

Exchange rate regimes in developing coun-
tries and transition economies have attracted
increased attention in the recent debate on the re-
form of the international financial architecturein
view of their contribution to external vulnerabil-
ity, and currency and financial crises. In countries
that are closely integrated into international finan-
cial markets, adjustable peg regimes (the so-called
soft pegs) are increasingly seen asthe major cause
of boom-bust cycles in financial flows. Conse-
guently, the mainstream advice is that they either
adopt a regime of freely floating exchange rates
or that they make a credible commitment to de-
fend a fixed exchange rate by locking into a
reserve currency through currency boards or by
adopting areserve currency astheir national cur-
rency (dollarization); in other words, they are
advised to go for one of the so-called “corner”
solutions as opposed to the intermediate regimes
of adjustable pegs.! According to some estimates,
almost two thirds of emerging-market economies
were using intermediate exchange rate regimes
in 1991, but by 1999 this proportion had fallen to
42 per cent, and the proportion using hard pegs
or some variant of floating had risen to 58 per
cent (Fischer, 2001, fig. 2). However, while many

countries afflicted by financial crisis in the past
decade have subsequently adopted floating rates,
the increased volatility associated with such re-
gimes has become a source of concern. Asaresult,
there now appears to be a greater interest among
developing countries and transition economiesin
hard pegs. Andincreasingly, in aclosely integrated
global financial system, the existence of many
independent currenciesis being called into ques-
tion (Hausmann, 1999).

For emerging-market economies, adjustable
peg regimes are problematic under free capital
mobility as they lead to boom-bust cycles and
overshooting of exchange rates. However, neither
freefloating nor hard pegs constitute viable alter-
natives. Currency misalignments and gyrations
associated with floating regimes can have serious
consequences for devel oping countries with small
and open economies and a relatively large stock
of external debt denominated in reserve curren-
cies. On the other hand, for most developing
countries and transition economies, a policy of
locking into a reserve currency and surrendering
monetary policy autonomy can entail considerable
costs in terms of growth, employment and inter-
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national competitiveness — costs that far exceed
the benefits such a regime may yield in terms of
price and exchange rate stability. These conclu-
sions are shared in a paper on exchange rate
regimes for emerging-market economies jointly
prepared by staff of the French and Japanese Min-
istries of Finance, on the occasion of the meeting
of European and Asian finance ministersin Kobe,
Japan, in January 2001.:

There is no guarantee that currency board
arrangements escape from the same draw-
backs as pegged regimes. ... Free-floating
strategies have their own costs of possible
excessive volatility and free riding risks.
(Ministry of Finance, Japan, 2001: 3—-4)

A consequence of the mainstream advice is
that developing countries with similar foreign
trade structures and market orientation could
end up at opposite ends of the

size and speed of international capital movements
can very quickly overwhelm the authoritiesin such
countries and narrow their policy options. Can
these countries be expected to solvetheir exchange
rate problems unilaterally when the magnitude, di-
rection and terms and conditions of capital flows
are greatly influenced by policiesin major reserve
currency countries, and when international cur-
rency and financial markets are dominated by
speculative and herd behaviour? Certainly, con-
trols over capital flows can facilitate the prudent
management of their exchangerates. Indeed, afew
countries, such as China, have so far been able to
pursue adjustable peg regimes without running
into serious problems. However, several emerg-
ing markets have already made a political choice
in favour of close integration into the global
financial system and are unwilling to control capi-
tal flows. Furthermore, it may be very difficult for

any single country to resist the

spectrum of exchange rates —

strong trend towards liberali-

some with floating and oth-
ers with fixed exchange rates
against the dollar — even if
there is a considerable amount
of trade amongst them. Con-
sequently, not only would their
currencies be floating against
each other, but also their bi-
lateral exchange rates would
be greatly influenced by the
overall movement of the dol-
lar against other currencies.
Given the misalignments and
fluctuations that character-

unstable.

The key question is whether
there exists a viable and
appropriate exchange rate
regime for developing
economies when major
reserve currencies are
subject to frequent gyrations
and misalignments, and
when international capital
movements are extremely

zation of capital movements,
particularly if it hascloselinks
with international markets
through FDI and trade flows.

Whileall thisimpliesthat
the solution should, in princi-
ple, be sought at the global
level, the prospectsfor thisare
not very promising, given the
stance of the major powers on
the question of exchangerates.
Since global arrangementsfor
a stable system of exchange

rates are not foreseeablein the

ize the currency markets, this
would imply erratic, unex-
pected shiftsin the competitive position of devel-
oping countries vis-a-vis each other. When there
is considerable bilateral trade, as between Brazil
and Argentina, such shifts can have an important
impact on their economies, leading to tensionsin
traderelations. Briefly stated, unilateral corner so-
lutions may result in inconsistent outcomes for the
developing countries taken together.

The key question is whether there exists a
viable and appropriate exchange rate regime for
developing and transition economies that are
closely integrated into global financial markets
when major reserve currencies are subject to fre-
guent gyrations and misalignments, and when the

near future, the question arises
asto whether viable solutions can be found at the
regional level. In this respect, the post-Bretton
Woods experience of Europe in establishing
mechanisms to achieve a stable pattern of intra-
regional exchange rates, and eventually move to
acurrency union, may hold useful lessons for de-
veloping regions, particularly East Asiaand South
America. However, while regional currency ar-
rangements and monetary cooperation among
developing countries could bring some benefits,
they do not resolve the problem of what currency
regime to adopt and how to achieve exchangerate
stability vis-a-vis G-3 currencies. Even if they
could achieve greater integration, developing
countries could not neglect their exchange rates
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vis-&-vis such currencies. It thus appears that re-
gional arrangements among devel oping countries
may need to involve major reserve-currency coun-

tries or rely on a common regime of capital con-
trolsin order to achieve stability and avoid costly
crises.

B. Exchange rate regimes

1. Soft pegs

It has|ong been established that an economy
which is fully committed to free movement of
capital (or which does not succeed in effectively
controlling capital movements) cannot both fix its
exchange rate (at a given value or within a nar-
row band) and pursue an independent monetary
policy. Any attempt to do so will eventually run
into inconsistencies that will force the country to
abandon one of the objectives. One option would
be to adhere to fixed exchange rates through
currency boards or outright dollarization at the
expense of autonomy in monetary policy. Another
would be to move to floating exchange rates,
thereby freeing monetary policy from defending
a particular exchange rate (or a narrow band).
The breakdown of the Bretton Woods system of
adjustable pegs, the 1992—-1993 crisis in the Ex-
change Rate Mechanism (ERM) of the European
Monetary System (EMS) and the recent episodes
of crisis in emerging markets are all seen as the
outcome of the inconsistency between capital
account openness, exchange rate targeting and
independent monetary policy.

The Bretton Woods system of adjustable
pegs operated with widespread controls over
international capital movements. However, incon-
sistencies between the pattern of exchange rates
and the domestic policy stances of major coun-
tries created serious payments imbalances and

incentivesfor capital to move across borders, cir-
cumventing the controls. This eventually led to
the breakdown of the system and the adoption of
floating rates. Even though the adjustable pegsin
the EM S constituted a step towards monetary un-
ion (hard pegs) and were supported by extensive
intraregional monetary cooperation, inconsisten-
cies between macroeconomic fundamentals and
exchange rates led to a crisis and breakdown of
the ERM in 1992—-1993.T he adoption of soft pegs
is also considered to be one of the root causes of
recent financial crisesin emerging-market econo-
mies such as Mexico, Thailand, Indonesia, the
Republic of Korea, the Russian Federation and
Brazil. The subsequent move by these countries
to floating rates is often interpreted as the recog-
nition that soft pegs are not viable for countries
closely integrated into the global financial mar-
kets.

The role of soft pegs in contributing to ex-
ternal fragility and the outbreak of financial crises
in emerging markets is well established.? Most
emerging-market economies offer higher nominal
interest ratesthan theindustrialized world, inlarge
part because of higher inflation rates. These create
short-term arbitrage opportunitiesfor international
investors and lenders, as well as incentives for
domestic firms to reduce their costs of finance by
borrowing abroad. On the other hand, by provid-
ing implicit guaranteesto international debtorsand
creditors, currency pegs can encourage imprudent
lending and borrowing. The risk of depreciation
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is discounted owing to the stability of the nomi-
nal exchange rate and the confidence created
by rapid liberalization and opening up of the
economy. The credibility of the peg as well as
arbitrage opportunities are enhanced when the
country pursues a tight monetary policy in order
to bring down inflation or prevent overheating of
the economy.

However, anominal peg with a higher infla-
tion rate also causes an appreciation of the cur-
rency in real terms and awidening of the current-
account deficit. If external deficits and liabilities
are allowed to mount, the currency risk will rise
rapidly. Since thereis no firm commitment to de-
fend the peg, the worsening fundamentals even-
tually give rise to expectations of a devaluation
and arapid exit of capital. Not only doesthis cause
liquidity shortages; it also forces the monetary au-
thorities to tighten monetary

stabilization plan (Plano Real) in 1994, Brazil suc-
ceeded in bringing down its inflation rate from a
four-digit level to asingle-digit level by 1998. De-
spite various adjustments in the value of the real
and a relatively rapid decline in inflation, the
Brazilian currency had appreciated by some 20 per
cent at the end of the disinflation process. How-
ever, it was not possible to engineer an orderly
realignment of the exchange rate, which came
under severe pressure at the end of 1998, partly
due to spillovers from the Russian crisis. But
after aninitial hike, inflation stabilized at low lev-
els despite a sharp drop in the value of the real
against the dollar (see TDR 1999, Part One,
chap. 11, sect. B).

Appreciation is generally unavoidable in ex-
change-based stabili zation programmes because of
stickiness of domestic prices. More fundamental -

ly, it is part of the rationale of

policy and restrict liquidity
even further. Sooner or later,
the exchange rate peg is aban-
doned, leading to a free fall
which, together with the hike
in interest rates, causes enor-
mous dislocation in the econo-
my.

Despite the risk of costly
currency swings and crises,

Exchange-rate-based
stabilization programmes
are often launched without
adequate attention to the
potential problems of real
currency appreciation and
without a clear exit strategy.

successful disinflation, since
greater exposure to interna-
tional trade—resulting in lower
import prices and increased
competition in export markets
— helps to discipline domestic
producers and acts as a break
on income claims. However,
such programmes are often
launched without adequate at-

tention to the potential prob-

many countrieswith relatively

high rates of inflation have often favoured stabi-
lizing the internal value of their currencies by
stabilizing their external value through anchoring
to a reserve currency with a good record of sta-
bility. Thisistrue not only for the small and open
European economies such as Austria, the Nether-
lands and Belgium, but even for alarge economy
such as Italy, which faced several speculative
attacks against its currency and experienced dis-
ruptions throughout the process of convergence
towards the inflation rates of its larger trading
partnersin the EU. Many emerging-market econo-
mies, notably in Latin America, have also used
soft pegs for disinflation. Although it proved dif-
ficult to achieve an orderly exit from such pegsin
order to realign their currencies, it is notable that
these countries managed to avoid the return of
rapid inflation in the aftermath of crises, despite
sharp declines in their currencies. For instance,
after the introduction of an exchange-based

lems of real currency appre-
ciation and without aclear exit strategy (i.e. when
and how to alter the peg and/or the regime and
realign the exchange rate). Although economically
it may appear simpleto restore international com-
petitiveness by a one-off adjustment in the ex-
change rate, this solution may be politically diffi-
cult. Indeed, problemsin finding a political solu-
tion tend to be underestimated. Governments are
often unwilling to abandon the peg and devalue
after exerting considerable effort in attempting to
convince people that the fixed rate has brought
them more good than harm. They are also afraid
of losing markets' confidence and facing a sharp
reversal of capital flows and a collapse of their
currency.

Given the herd behaviour of financial mar-
kets, such fears of a hard landing are not always
unfounded, even though, as noted above, sharp
currency declines rarely result in the return of
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rapid inflation. Forewarning an exit strategy is
risky, sinceit isnot always easy to judge how rap-
idly inflation will decline. The Turkish exchange-
based stabilization programme of December 1999
had such a strategy. However, it failed to meet its
inflation target and, after a series of economic and
political crises, the Government was obliged to
abandon the peg and move to the other corner,
floating, before the preannounced exit date (see
chapter I1, box 2.1). In Europe, institutional arrange-
ments in the context of the

gious speculation (TDR 1998, Part One, chap. Il1;
Akyuz, 2000b).

Oneway out of these problemsisto use con-
trols over capital flows while maintaining a soft
peg. Taxes and reserve requirements on inflows
designed to remove short-term arbitrage opportu-
nities can help preserve monetary autonomy, and
apolicy of highinterest rates can be pursued with-
out encouraging speculative capital inflowsand a

build-up of excessive currency

EMS that involved assistance
from anchor countries have

risk. However, as long as do-
mestic inflation is high, cur-

helped, on several occasions,
to engineer necessary adjust-
ments in the currencies of the
pegging countries without
leading to instability and con-
tagion (see below). However,

A large majority of
developing countries have
been unwilling to impose
controls on capital inflows
during the boom phase of
the financial cycle.

rency appreciation cannot be
avoided. This is particularly
serious when currency pegs
are used for disinflation. In
any case, a large majority of
developing countries have

such arrangements are not eas-

been unwilling to impose con-

ily replicable for emerging
markets that peg unilaterally.
Support from international financial institutions
could help achieve orderly exits, but the experi-
ence so far has not been very encouraging.®

Soft pegs are not used only for disinflation.
In East Asia, for example, exchange rate stability
was an important ingredient of the export-oriented
development strategy of theindividual economies
and was intended to support the regional division
of labour in the context of the “flying-geese” pro-
cess. Because of the concentration of Asian exports
in dollar-denominated markets, nominal exchange
rates in the region, although not fixed, had been
kept generally stable within a band of around
10 per cent in relation to the dollar since the late
1980s. Given their low inflation rates, in most East
Asian economies the appreciation of the currency
was moderate or negligible. The combination of
stable nominal exchange rates, rapid economic
growth and relatively high nominal interest rates
inspired confidence and attracted international
investors and lenders. However, thisled to abuild-
up of considerable currency risks and external
financial fragility, resulting eventually in arapid
exit of capital, with spillover effects throughout
the region through herd behaviour. Even in Indo-
nesia, orderly currency adjustment was not
possi ble despite sound macroeconomic fundamen-
talsand the timely action taken by the Government
to widen the currency band in order to stop conta-

trolson capital inflows during
the boom phase of the finan-
cial cycle, as a means of deterring short-term
arbitrage flows, for the same reasons that they
were unwilling to exit from pegged exchange rates
after successful disinflation. Again, as explained
in the next chapter, they are even less willing to
impose controls over capital outflows in order to
stabilize exchange rates and free monetary policy
from pressures in the currency markets at times
of speculative attacks and crisis.

2. Floating

Does free floating constitute a viable alter-
native for developing countries and transition
economies? Can such countries really leave the
external value of their currencies to the whims of
international capital flows and dedicate monetary
policy entirely to domestic objectives such as price
stability or full employment? To what extent
would such objectives be undermined by exces-
sive volatility and misalignments associated with
free floating?

Quite apart from how appropriate such are-
gime might be, for a number of reasons it is par-
ticularly unsuitable for developing countries and
transition economies, as well as for smaller in-
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dustrial countries. Compared to the major indus-
trial economies, developing and emerging-market
economies are much more dependent on foreign
trade, which is typically invoiced in foreign cur-
rencies. On average, the share of international
tradein their domestic productionistwice aslarge
as in the United States, the EU or Japan, so that
the impact of exchange rate movements on their
domestic economic conditions—including prices,
production and employment — is much greater.
Moreover, these economies have higher net ex-
ternal indebtedness, a larger proportion of which
is denominated in foreign currencies. Conse-
quently, sharp changesin their
exchange rate tend to gener-

The dangers of such cumulative and self-
aggravating movements under a regime of
freely fluctuating exchanges are clearly
demonstrated by the French experience of
1922—26. Exchange rates in such circum-
stances are bound to become highly un-
stable, and the influence of psychological
factors may at times be overwhelming.
French economists were so much impressed
by this experience that they devel oped a spe-
cial “psychological theory” of exchange
fluctuations, stressing the indeterminate
character of exchange rateswhen left to find
their own level in amarket swayed by specu-
lative anticipations ... The experience of the

French franc from 1922 to

ate debt servicing difficulties,
liquidity and solvency prob-

1926 and of such interludes
of uncontrolled fluctuations
as occurred in certain cur-

lems. In sharp contrast, acoun-
try such as the United States
can borrow in its own curren-
cy, therefore effectively pass-
ing the exchange rate risk onto
creditors.*

The experience of major
industrial countries with
floating rates suggests that
volatility, gyrations and
misalignments in exchange
rates cannot simply be
attributed to lack of credible

renciesin the’thirties dem-
onstrates not only the diffi-
culty of maintaining afreely
fluctuating exchange on an
even keel, ... it aso shows
how difficult it may be for
acountry’strade balance to

It is also argued that institutions.

most developing and transi-

adjust itself towideand vio-
lent variations. (League of
Nations, 1944: 118, 119)

tion economies lack credible

institutions, and this in itself

isacause of greater volatility in market sentiment
and exchange rates, which is believed to have led
to awidespread “fear of floating” among emerg-
ing markets. Consequently, a large number of
those countries which claim to allow their ex-
change ratesto float actually pursue intermediate
regimes, and use interest rates and currency-mar-
ket intervention to influence exchange rates. This
finding also contradicts the claim that emerging
markets have been moving away from adjustable
peg regimes (Calvo and Reinhart, 2000; Fischer,
2001; Reinhart, 2000).

The experience of major industrial countries
with floating rates during the interwar years as
well as since the breakdown of the Bretton Woods
system suggests that volatility, gyrations and mis-
alignmentsin exchange rates cannot simply be at-
tributed to lack of credible institutions. Rather,
they are systemic features of currency markets
dominated by short-term arbitrage flows. The
French experiencein the 1920s, for example, was
lucidly described in areport of the League of Na-
tionsin 1944:

Writing in 1937 about the same experience, von
Hayek explained gyrations not only in terms of
short-term capital flows; he also argued that float-
ing rates encouraged such capital flows:

Itisbecause ... the movements of short term
funds are frequently due, not to changesin
the demand for capital for investment, but
to changesin the demand for cash asliquid-
ity reserves, that short term international
capital movements have such a bad reputa-
tion as causes of monetary disturbances.
And this reputation is not altogether unde-
served. ... | am altogether unableto seewhy
under a regime of variable exchanges the
volume of short term capital movements
should be anything but greater. Every sus-
picion 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 to the country whose cur-
rency was likely to rise ... This means that
if the original cause is already a short-term
capital movement, the variability of ex-
changes will tend to multiply its magnitude
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and may turn what originally might have
been aminor inconvenienceinto amajor dis-
turbance. (von Hayek, 1937: 62—64)

Asdiscussed in somedetail in earlier UNCTAD
reports, since the breakdown of the Bretton Woods
arrangements, volatility, per-
sistent misalignments and gy-

orderly way to adjust to differences in inflation
rates (i.e. the purchasing power parity is not pre-
served), while adjustment of interest rates to in-
flation is quite rapid. As a result, currencies of
high-inflation countries tend to appreciate over the
short term. Under soft pegs, excessive capital
inflows (i.e. inflowsin excess
of current-account needs) at-

rations have also been the
dominant features of the ex-
change rates of the major re-
serve currencies.® Despite a
significant convergence of in-
flation rates and trends in unit
labour costs during the past
decade, the G-3 exchangerates
have continued to show per-
sistent misalignmentsand large
gyrations. Such disorderly be-

Despite a significant
convergence of inflation
rates and trends in unit
labour costs during the past
decade, the G-3 exchange
rates have continued to
show persistent misalign-
ments and large gyrations.

tracted by arbitrage opportu-
nities would increase interna-
tional reserves, while under
floating, they would lead to
nominal appreciations, which
reinforce — rather than temper
— capital inflows and aggra-
vate the loss of competitive-
ness caused by high inflation.
Although appreciations also
heighten currency risks, mar-

haviour has caused serious prob-
lems for developing countries
in the management of their currencies and exter-
nal debt, and has often been an important factor
in major emerging-market crises. But these prob-
lems have generally been ignored by the major
industrial countrieswhich, for the most part, have
geared their monetary policy to domestic objec-
tives, notably combating inflation. Only on afew
occasions have the United States and Japan, for
example, which are committed to free floating,
resorted to intervention and ad hoc policy co-
ordination when currency instability and mis-
alignments posed serious threatsto their economic
prospects — in the second half of the 1980s, in or-
der to realign and stabilize the

kets can ignore them when
they are driven by herd behav-
iour. For instance, if the currencies in East Asia
had been allowed to float in the early 1990s, when
inflows were in excess of current-account needs,
the result could have been further appreciations
and widening paymentsimbalances. Indeed, in the
face of such large capital inflows during the early
1990s, many governments in East Asia generally
chose to intervene in order to prevent apprecia-
tion (TDR 1998, box 2).

Asalready noted, the post-war experience of
emerging markets with floating is rather limited;
it is largely concentrated in the aftermath of

recent episodes of financial

dollar in the face of mounting
protectionist pressures associ-
ated with large trade imbal-
ances, and again in the mid-
1990s, when theyen raoseto un-
precedented levels against the

Crises are as likely to occur
under floating rates as
under adjustable pegs.

crisis. Nevertheless, it reveals
a number of features that
belie the promises of its ad-
vocates. In Latin America, for
instance, domestic interest
rates have been more sensitive

dollar.

to changes in United States

Developing countries are encouraged to
adopt floating on the grounds that the resulting
exchange rate uncertainty would remove implicit
guarantees and discourage imprudent lending and
borrowing. However, experience shows that cri-
ses are as likely to occur under floating rates
as under adjustable pegs (World Bank, 1998).
Under financial liberalization and free capital mo-
bility, nominal exchange rates fail to move in an

rates, and more variable in
countries with floating regimes than those with
fixed or pegged rates, implying less — rather than
more — monetary autonomy and greater risk to the
financial system (Hausmann, 1999). Floating ap-
pears to promote pro-cyclical monetary policies
as interest rates tend to rise during recession. It
also leads to the shrinking of domestic financial
markets and to high interest rates by increasing
the risk of holding domestic assets.
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3. Hard pegs

It thus appears that emerging-market econo-
mies with open capital accounts cannot achieve
sustained economic and financial stability by ei-
ther pegging or floating their currencies. There
remain the options of hard pegs, currency boards
or outright dollarization. At the end of the 1990s,
the currencies of 45 economies, members of the
IMF, had hard pegs, of which 37 (including the
then 11 euro-currency coun-
tries) had no independent le-

sector, extend the maturities of domestic finan-
cial assets and encourage long-term financing. It
is often favoured by private business in emerging
markets because it increases predictability and
reduces the cost of transactions.

Some of these benefits can be significant. For
asmall economy whichisclosely integrated with,
and dependent on, a large reserve-currency coun-
try such benefits may al so offset the potential costs
of no longer being able to use interest and ex-
changeratesin responseto do-
mestic and external shocks,

gal tender, and the remainder
(including Argentina, Hong
Kong (China) and the transi-
tion economies of Bulgaria,
Estonia and Lithuania) had
currency boards(Fischer, 2001).
With the exception of EMU,
most economieswithout anin-
dependent legal tender were
small. Morerecently, Ecuador
and El Salvador have adopted
the dollar astheir national cur-
rency and Guatemalaisin the

dollarization.

Not only do hard pegs
remove the nominal
exchange rate as an
instrument of external
adjustment, but also they
subordinate all other policy
objectives to that of
maintaining a fixed nominal
exchange rate or

and to manage business cy-
clesas well as the loss of sei-
gniorage from printing money.
However, for most devel oping
countries, currency boards and
dollarization are not viable al-
ternatives over the long term,
even though they may help to
quickly restore credibility af-
ter along history of monetary
disorder, fiscal indiscipline
and rapid inflation. In particu-
lar, large and unpredictable

process of doing so.

Such regimes are considered particularly ap-
propriate for countries with along history of mon-
etary disorder, rapid inflation and lack of fiscal
discipline (i.e. where thereis* exceptional distrust
of discretionary monetary policy”) (Eichengreen,
1999: 109). They effectively imply abolishing the
central bank and discarding discretionary mon-
etary policy and the function of lender of last re-
sort. Not only do they remove the nominal ex-
change rate as an instrument of external adjust-
ment, but also they subordinate all other policy
objectives to that of maintaining a fixed nominal
exchange rate or dollarization. However, these
same features also provide the credibility needed
for the success of such regimes since they imply
that governments are prepared to be disciplined
by external forces, particularly by aforeign cen-
tral bank with a record of credible monetary
policy. The expected economic benefits include
low inflation, low and stable interest rates, |low
cost of external borrowing and, if thereis outright
dollarization, the ability to borrow abroad in the
currency circulating domestically. Furthermore,
dollarization is expected to deepen the financial

movements in the exchange
rates of major reserve curren-
cies make the option of unilaterally locking into
and floating with them especially unattractive.®

Hard pegs do not insulate economies from
external financial and real shocks, any more than
did the gold standard. Unless the anchor country
experiences very similar shocks and responds in
amanner that is also appropriate to the anchoring
country, the costs of giving up an independent
monetary policy and defending a hard peg can be
very highintermsof lost output and employment.
But for obvious structural and institutional rea-
sons, a combination of developing and industrial
countries does not constitute an optimal currency
area, and they are often subject to asymmetric
shocks, especially if the developing countries are
highly dependent on primary exports. Further-
more, in the absence of close economic integra-
tion, the business cycles of anchor and anchoring
countries are unlikely to be synchronized, so that
aparticular monetary policy stance pursued by the
former may be unsuitable for the latter. Thus, a
country with ahard peg may find its currency and
interest rates rising at a time when its economy is
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already suffering from recession and loss of com-
petitivenessin international markets, as Argentina
has over the past two years (see chapter 11, box 2.2).

It is often suggested that asymmetric shocks
and asynchronous cycles do not matter as long
as wages and prices are fully

est rates and threatening to destabilize the bank-
ing system. It has indeed been shown that a cur-
rency board regime makes payments crises less
likely only by making bank crises more likely
(Chang and Velasco, 1998). International inves-
tors may not take the hard peg for granted and

may demand a large risk pre-

flexible. In this respect, there
is a certain degree of ambiva-
lencein the orthodox thinking
on exchange rate policy, since
one of the original arguments
infavour of floating rates was
that sticky wages and prices
prevented rapid adjustment to
internal and external shocks
without sacrificing growth and
employment (Friedman, 1953).

; soft pegs.
Even when wages and prices

A currency board regime
makes payments crises
less likely only by making
bank crises more likely, and
costs incurred in defending
a hard peg may exceed
those incurred by countries
experiencing a collapse of

mium, as demonstrated by the
large spreads that most curren-
cy board countries have had to
pay over the past few years.
Speculative attacks against
acurrency can occur in a cur-
rency board system as in any
other exchange rate regime,
and costs incurred in defend-
ing a hard peg may exceed
those incurred by countries ex-
periencing a collapse of soft

arereasonably flexible, the ad-

pegs. For instance, in terms of

justment process can entail

large costs because it is not instantaneous. With
an absolutely fixed exchange rate, the only instru-
ment at hand to correct real appreciation is a cut
in nominal wages, but that cannot be achieved
without reducing aggregate domestic demand and
increasing unemployment. Furthermore, for the
reasons explained by Keynes more than 60 years
ago, such cuts, will, in turn, reduce aggregate de-
mand and add to deflationary pressureswhen they
result in lower real wages. Thus it would be very
difficult to restore competitiveness without defla-
tion. Fiscal austerity designed to reduce external
deficits would only deepen the crisis, leading to
what Robert McKinnon described nearly 40 years
ago as a situation of the “tail wagging the dog”
(McKinnon, 1963: 720). It istherefore surprising
that the most important argument advanced in
favour of flexible exchange rates, namely the slug-
gishness of nominal wage and price adjustment,
isoverlooked by the advocates of currency boards
or dollarization.

Nor can currency boards ensure that domes-
tic interest ratesremain at the level of the country
to which the currency is pegged. When the econo-
my suffersfrom loss of competitiveness and large
payments deficits, the resulting decline in reserves
leads to areduction in liquidity, pushing up inter-

loss of output and employ-
ment, Argentinaand Hong Kong (China) suffered
as much as or even more than their neighbours
which experienced sharp declinesin their curren-
ciesduring recent emerging-market crises. For fi-
nancially open economies, differences among such
regimes are due less to their capacity to prevent
damage to the real economy and more to the way
damage is inflicted.

Historically, exitsfrom currency boards have
occurred in the context of decolonization, when
the pound sterling was often the anchor currency.
Unlike their modern counterparts, therationale for
establishing such regimes was not to gain cred-
ibility; rather, they were imposed by the colonial
power with a view to reinforcing trade ties with
its colonies. In principle, by retaining a national
currency, currency board regimes — as distinct
from dollarization — allow for devaluation and
even exit. However, there is no modern currency
board regime with aknown exit strategy; indeed,
making such a strategy known would defeat its
very purpose. For thisreason, an orderly exit from
acurrency board regimeisunlikely to be possible,
especially when the economic costs of adhesion
militate in favour of change. By contrast, when
the regime works well, governments feel no need
for exit.
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C. Regional arrangements

: the European experience

Given the difficulties that developing coun-
tries have been facing in finding unilateral solu-
tions to the problem of managing their currencies
and preventing financial crises, and given the
resistance of the major powers to genuine reform
of the international financial architecture, atten-
tion hasincreasingly focused on regional solutions
(Chang, 2000; Mistry, 1999; Park and Wang, 2000).
In this context, thereis growing interest in theles-
sons provided by the European

preciation of their currencies vis-a-vis the dollar,
and floating against the dollar was seen as con-
sistent with their objective of stabilizing the in-
ternal value of their currencies. However, given
therelatively high degree of regional integration,
amove towards free floating among the European
currencies posed a potential threat of instability
and disruptionsto intraregional trade and resource
alocation, particularly for small and open econo-

mies. A policy of establishing

experience with regional mon-

astable pattern of intraregion-

etary cooperation and curren-
cy arrangements in the post-
Bretton Woods era, which cul-
minated in a monetary union
at the end of the 1990s.

The first response of Eu-
rope to the collapse of the
Bretton Woods system in
the early 1970s consisted of
“snake” and “snakein the tun-
nel” arrangements that were
designed to stabilize theintra-

institutions.

Although the smaller
European countries
sacrificed part of their
monetary autonomy, they
were considerably
strengthened vis-a-vis
currency markets and
became less dependent on
international financial

al exchange rates and collec-
tively floating against the dol-
lar was seen as an appropriate
solution, since the trade of the
region asawholewith the rest
of theworld wasrelatively small.
In effect, regional integration
and monetary cooperation was
designed to establish Europe
as a single large economy —
like that of the United States
—with limited dependence on
international (extra-European)

European exchange rates with-

trade.

in relatively narrow bands in

an environment of extreme volatility. This was
followed by the creation of the EMSin 1979 with
the participation of the members of the European
Economic Community (EEC), and eventually by
the introduction of the euro and the establishment
of the European Monetary Union (EMU) in 1999.7
Thusit took some 30 years to pass from soft pegs
to hard pegs.

After the collapse of the Bretton Woods sys-
tem, European countries were able to avoid infla-
tionary spillovers from the United States by ap-

Although the decision to join such arrange-
ments (or, in the Austrian view, to “tie their own
hands” in monetary affairs) was taken unilater-
ally by each country, the system that emerged
involved multilateral commitments at the regional
level. Since the deutsche mark had been the most
stable currency after the war and Germany was
the largest market in the region, the German
currency provided a natural anchor for many
European countries following the collapse of the
Bretton Woods arrangements. Given the political
will of the participating countries to move towards
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greater integration, Germany did not simply
provide an anchor currency; it also assumed re-
sponsibilities vis-a-vis the anchoring countriesin
securing the stability of the

governments with some leeway for restricting dif-
ferent categories of transaction, along with some
liberalization obligations which were less strin-

gent for short-term and poten-

arrangements through such
means as intervention in the
currency markets and provi-
sion of lender-of-last-resort
financing, although the latter
role has never been explicitly
stated. As for the smaller
countries, although they sac-
rificed part of their monetary
autonomy, they were consid-
erably strengthened vis-a-vis
currency markets and became
less dependent on interna-
tional financial institutions.

transaction.

Currency arrangements
were also supported by a
European Community
regime for capital
movements, which, until a
directive in 1988, provided
governments with some
leeway for restricting
different categories of

tially speculative transactions.
The 1988 directive abolished
restrictions on capital move-
ments between residents of
European Community coun-
tries, subject to provisos con-
cerning the right to control
short-term movements during
periods of financial strain.®
The directive also stated that
European Community coun-
tries should endeavour to at-
tain the same degree of liber-
alization of capital movements

In the processleading to acommon currency,
the adjustabl e pegs adopted were crucially differ-
ent from the unilateral soft pegs used by emerging
marketsin recent yearsin that both anchoring and
anchor countries shared the common objective of
achieving monetary convergence and internal and
external stability for their currencies. The system
was also designed to reduce one-way bets, which
might have been encouraged by inflation and in-
terest rate differentials, by establishing bands
around the so-called “parity grids’. It established
obligations for symmetric interventions aswell as
unlimited short-term credit facilities among cen-
tral banks designed to maintain bilateral exchange
rates within the band. It also made available to
member countries various types of external pay-
ments support to enable ERM participants both to
keep their currencies within prescribed fluctua-
tion limits and to cope with circumstances that
might threaten orderly conditions in the market
for a member country’s currency.® In addition, it
stipulated concrete procedures for realignment of
the bands. Furthermore, European integration al-
lowed special arrangements in the ERM for the
less advanced countries — Greece, Ireland, Portu-
gal and Spain — including the provision of
considerabl e fiscal compensation, which did much
to enable them to achieve monetary and fiscal
convergence and meet the EMU stability criteria.

These arrangements were also supported by
a European Community regime for capital move-
ments, which, until a directive in 1988, provided

vis-a-vis third countries as
among themselves. However, governments re-
tained the right to take protective measures with
regard to certain capital transactions in response
to disruptive short-term capital movements. Upon
adoption of the single currency, such measures
could be taken only in respect of capital move-
ments to or from third countries.

Despite the establishment of institutions to
support the exchange rate arrangements and inte-
gration, the path to monetary union has not been
smooth; it has often been disrupted by shocks and
policy mistakes. In some instances disruptions
were similar to currency crises experienced by
emerging markets under soft pegs. Asin emerg-
ing markets, occasionally pressures developed as
aresult of differencesin the underlying inflation
rates: at the high end of the inflation spectrum was
Italy (and subsequently the United Kingdom), fol-
lowed by France with moderate inflation, while
Germany and Austria were at the lower end. For
high-inflation countries, therefore, currency re-
alignments were needed from time to time until
their inflation rates converged towards that of the
anchor country. On many occasions inflation dif-
ferentials were widened by external or internal
shocks which, in effect, tested the resilience of
the system and the commitments of the partici-
pating countries to internal and external stability.
The first shock came soon after the collapse of
the Bretton Woods arrangements in the form of a
hikein oil prices. Inthe United Kingdom and Italy
unit labour costs rose much faster, and inflation
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Chart 5.1

UNIT LABOUR COSTS IN SELECTED
EUROPEAN COUNTRIES AFTER
A NEGATIVE SUPPLY SHOCK,
1972-1976

(Per cent change over previous year)

Per cent change over previous year
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Source: AMECO database, European Commission, 2000.

Chart 5.2

UNIT LABOUR COSTS AFTER A POSITIVE

DEMAND SHOCK, 1987-1991

(Per cent change over previous year)

Per cent change over previous year
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Source: See chart5.1.

persisted longer than in France, Austria and Ger-
many (chart 5.1). In consequence, the parities
between the currencies of these countries became
unsustainable, necessitating realignments.

However, such realignments have not always
been an orderly process. The eventsleading to the
1992-1993 EM S crisis provide useful lessons on
how regional currency arrangements, even with
supporting institutions, can break down when ex-
change rates are inconsistent with underlying
inflation and interest rates. The beginning of this
crisis originated from the policy response to the
1987 global stock market crash, when central
banks in the United States and Europe lowered
interest rates to historical lows. This provided a
strong monetary stimulus at arather late stage of
recovery, pushing up growth rates in Europe to
4 per cent or higher, with the United Kingdom
leading inthe late 1980s and Germany in the early
1990s (owing also to the impact of unification).
Acceleration in growth, however, was associated
with greater divergence of inflation rates; unit la-
bour costs went up drastically in Italy and the
United Kingdom, compared to Germany and
France (chart 5.2). However, the nominal ex-
change rate of the lira against the deutsche mark
was kept virtually stable from 1987 until 1992,
implying a real appreciation of 23 per cent. For
the United Kingdom, which had entered the ERM
in 1990 with an already overvalued currency, the
rate of appreciation was even higher. In both coun-
tries, loss of competitiveness was reflected in a
sharp swing in the current account from a surplus
to adeficit. Until the outbreak of the crisis, these
deficits were sustained by large inflows of capi-
tal, notably from Germany, on account of sizeable
interest rate differentials. Thusthe EM S crisisthat
forced Italy and the United Kingdom to leave ERM
and devalue in September 1992 was similar in
many respects to emerging-market crises. For
these two countries, such an adjustment in nomi-
nal rates was certainly preferable to maintaining
the grids and trying to restore competitiveness
through a deflationary adjustment. By contrast,
as discussed in TDR 1993 (Part Two, chap. I,
sect. B), the attack on the French franc could not
be depicted as a case of the market eventually
imposing discipline, because the underlying fun-
damentals of the French economy were as strong
as those in Germany.
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This experience shows that, just as with uni-
lateral pegging or fixing, regional currency ar-
rangements, even with supporting institutions, can
run into trouble in the absence of appropriate
policy actions to bring exchange rates into con-
formity with underlying fundamentals. Again,
whileit istruethat the hegemony of an anchor coun-
try in regional arrangementsis balanced by respon-
sibilitiesthat are not present in unilateral pegging or
fixing, policies pursued by such a country may till
turn out to be too restrictive for other members. In-
deed, tight German monetary policy appears to
have been afactor in the speculative attack on the
French franc during the EMS crisis.

With the move to a single currency, smaller
members of the EMU are expected to exert asome-

what greater influence on the common monetary
policy. Furthermore, strong trade linkages can be
aforcefor stability and convergence, with expand-
ing economies providing additional demand and
export markets for those members experiencing a
downturn. Even though asymmetric shocks and
structural differences may still produce significant
divergence of economic performance among coun-
tries at different levels of development, such
differences do not need to cause serious policy
dilemmasif countries are prepared to use the vari-
ous instruments they still have at their disposal.
However, under certain circumstances, the con-
straints imposed on fiscal policy by the Stability
and Growth Pact could impair the ability to smooth
out intraregional differencesin economic perform-
ance.

D. Options for developing countries:
dollarization or regionalization?

Despite the temporary setbacksin 1992—-1993,
and shortcomings in the design of policies and
institutional arrangements which constrained
policy options, European monetary cooperation
has been successful in securing stability in intra-
regional exchange rates, containing financial
contagion and dealing with fluctuations vis-a-vis
the dollar and the yen. To what extent can such ar-
rangements be replicated by developing countries
as a means of collective defence against systemic
instability? Isit feasible for developing countriesto
establish regional arrangements among themselves
without involving G-3 countries, and to follow a
path similar to that pursued by Europe — from a
regionally secured exchange rate band to a cur-
rency union? Alternatively, could they go directly
to currency union by adopting aregional currency?

Interest in regional monetary arrangements
and cooperation in the developing world has in-
creased rapidly since the outbreak of the Asian
crisis. For example, at the 1997 Annual Meetings
of the IMF and the World Bank, soon after the
outbreak of the crisis, a proposal was made to es-
tablish an Asian Monetary Fund. Subsequently,
an initiative was launched in May 2000 involving
swap and repurchase arrangements among mem-
ber countries of the Association of South-East
Asian Nations (ASEAN), China, Japan and the
Republic of Korea (seebox 5.1). Morerecently, the
joint French-Japanese paper cited in section A
above (Ministry of Finance, Japan, 2001: 5-6) has
given support to the strengthening of regional co-
operation in East Asia, drawing on the European
experience:
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Box 5.1

REGIONAL MONETARY AND FINANCIAL COOPERATION AMONG DEVELOPING COUNTRIES

At present there are few regional financial and monetary arrangements among developing coun-
tries, apart from those in East Asia described in box 5.2. Such arrangements as do exist range from
agreements to pool foreign exchange reserves, such as the Andean Reserve Fund and the Arab
Monetary Fund, to currency pegging (Rand Monetary Area) and aregional currency (Eastern Carib-
bean Monetary Union). The Communauté financiére africaine (CFA) also has acommon currency,
but isuniquein that it involves an agreement between its members and a major European country
on cooperation in monetary and exchange-rate policy.

The Andean Reserve Fund was established in 1976 by the members of the Andean Community —
Bolivia, Colombia, Ecuador, Peru and Venezuela— and has a subscribed capital of $2 billion. The
Fund provides financial support to its members in the form of loans or guarantees for bal ance-of -
payments support, short-term (liquidity) loans, emergency loans, loans to support public external
debt restructuring, and export credit. Conditionality for drawing on these facilities is softer than
that of IMF. The Fund also aims at contributing to the harmonization of the exchange-rate, mon-
etary and financial policies of member countries. It is thus intended to promote economic and
financial stability in the region and to further the integration process in Latin America.!

The Arab Monetary Fund was established in 1976 with a structure similar to that of IMF and
comprises all members of the League of Arab States (except the Comoros). It has a subscribed
capital of 326,500 Arab accounting dinars, equivalent to about $1.3 billion. The Fund aims at
promoting exchange-rate stability among Arab currencies and at rendering them mutually convert-
ible, and it provides financial support for members that encounter bal ance-of -payments problems.
It is also intended to serve as an instrument to enhance monetary policy cooperation among mem-
bers and to coordinate their policies in dealing with international financial and economic prob-
lems. Itsfinal aim isto promote the establishment of a common currency.

In the Rand Monetary Area, Lesotho and Swaziland, both economically closely integrated with
South Africa, peg their currencies to the South African rand without formally engaging in coordi-
nation of monetary policy.

The Eastern Caribbean Monetary Union is an arrangement for a common currency among the
members of the Organization of Eastern Caribbean States, a group of small island developing
countries.? The currency is pegged to the dollar, but in contrast to France with respect to the CFA
(see below), the United States does not play an active role in the pegging arrangement.

The creation of the Communauté financieére africaine goes back to 1948, but the agreements gov-
erning the current operation of the CFA-zone were signed in 1973. There are two regional groups,
each with its own central bank: the Economic and Monetary Union of West Africa, and the Central
African Economic and Monetary Community.® The 14 countries involved have a common cur-
rency, the CFA franc, that is not traded on the foreign exchange markets but is convertible with the
French franc at a fixed parity. There is free capital mobility within the CFA-zone, and between
these countries and France, and the foreign exchange reserves of its members are pooled. The
French Treasury guarantees the convertibility of the CFA franc into French francs at afixed parity and
assumes the role of lender of last resort. On the other hand, the arrangement includes a mechanism
that limits the independence of the two regional central banks, and the French Treasury can influ-
ence monetary policy in the CFA zone as well as determination of the parity with the French franc.

Each of the two central banks has an operations account with the French Treasury into which they
have to deposit 65 per cent of their foreign exchange reserves, but which al so provides an overdraft
facility (at market-related interest) that is, in principle, unlimited. On the other hand, in their op-
erations the central banks have to observe two rules that are designed to check the supply of CFA
francs: (i) their sight liabilities are required to have a foreign exchange cover of at least 20 per
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Box 5.1 (concluded)

cent, and (ii) their lending to each member Government islimited to 20 per cent of that Government’s
revenue of the previous year. Moreover, France has seats on the Boards of both central banks.*

It appears that membership in the CFA has helped to keep inflation in the CFA countries concerned
considerably below the average of other African countries; between 1975 and 1985, per capita
income also grew faster. However, the system came under increasing strain after 1985 due to exter-
nal shocks and weakening macroeconomic fundamentals (Hadjimichael and Galy, 1997). The CFA
countries suffered from severe terms-of-trade |osses as world market prices for some of their major
export commodities (cocoa, coffee, cotton and oil) dropped sharply and the French franc appreci-
ated markedly against the dollar following the Plaza Accord of 1985. Consequently, the nominal
effective exchange rate of the CFA franc rose by almost 7 per cent annually between 1986 and
1993. CFA countries’ exports|ost competitivenessin world markets as domestic costs could not be
reined in; both the combined current-account and the fiscal deficit of the CFA zone increased by
6.5 per cent of GDP, and the 20 per cent limit of monetization of government debt was substan-
tially exceeded by several countries.

In 1994 it was decided to adjust the parity of the CFA franc with the French franc, from 50 CFA
francs to 100 CFA francs to one French franc (see also TDR 1995, chap. 1, box 1; Clément, 1996).
Thiswasthe first —and so far only — devaluation since 1948, but it demonstrated the vulnerability
of the arrangement, especially in the absence of a mechanism that would allow for a gradual ad-
justment of the nominal exchange rate in the light of macroeconomic and balance-of-payments
developments. The probability that these developments diverge between commaodity-dependent
developing countries and the developed country whose currency serves as an anchor is relatively
high, given the difference in their exposure to external shocks.

The stability and proper alignment of exchange rates of the CFA countries vis-a-vis their trade
partners and competitors exert a major influence on their overall economic performance. First,
trade in these countries accounts for avery high share of GDP. Second, intra-CFA tradeislimited,
accounting, on average, for only 8 per cent of its members' total trade.® Third, because of structural
differences, CFA and EU countries do not constitute an optimal currency area. Even though half of
the total trade of CFA countriesiswith the EU, their export and import structures are very different
and the CFA countries face competition from third parties in commodity exports both to the EU
and elsewhere. Thus, while bringing a certain amount of monetary discipline and protection against
speculative attacks, a policy of locking into the French franc (and, hence, subsequently into the
euro) and floating with it against other currencies poses problems for trade and international com-
petitiveness.

1 For more detailed information, see FLAR (2000).

The member States are Antigua and Barbuda; Dominica; Grenada; Montserrat; St. Kitts and Nevis; Saint

Lucia; and St Vincent and the Grenadines. The British Virgin Islands and Anguilla are associate members.

3 The Economic and Monetary Union of West Africacomprises Benin, Burkina Faso, Coted’ Ivoire, Guinea-
Bissau, Mali, Niger, Senegal and Togo; and the Central African Economic and Monetary Community
comprises Cameroon, Central African Republic, Chad, Congo, Equatorial Guinea and Gabon. The two
groups maintain separate currencies, but since both have the same parity with the French franc, they are
subject to the same regulatory framework. And because there is free capital mobility between each of
the two regions, the CFA franc zone can be considered as a single currency area. The Comoros has a
similar arrangement but maintains its own central bank.

4 For adetailed treatment of the institutional aspects of the CFA, see Banque de France (1997).

5 Trade with countries within the CFA franc zone ranges from 1.5 per cent of total trade in Congo to
23.3 per cent in Mali. By contrast, trade links with Europe are very close. They are slightly closer for
the member States of the Central African Economic and Monetary Community (50 per cent of exports
and 66 per cent of imports) than for the members of the Economic and Monetary Union of West Africa
(49.3 and 46.3 per cent, respectively).
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Strengthened regional co-operationisaway
of ensuring both stability and flexibility ...
The European Monetary Union process pro-
vides a useful example of how further
integration can be achieved ... In this re-
gard, an important step wastaken in Chiang
Mai on 6 May 2000 to establish a regional
financial arrangement to supplement exist-
ing international facilities ... Regional
co-operation frameworks should befully in-
tegrated into the overall monetary and
financial system.

Interest has also been expressed in establishing
regional currencies, as opposed to dollarization,
in Latin America. A recent statement made by the
President of the Inter-American Development
Bank stated:

The issue (of dollarization) is very contro-
versial and has both its defenders and
detractors, but we do not think the condi-
tions are appropriate in most countries for
taking that route ... We believe, however,
that the important conditionsarein place for
thinking about sub-regional currencies.
(Reported in SUNS, 11 January 2000.)

If established and sustained, regional curren-
cies among developing country groupings can
bring considerable benefits, similar to those ex-
pected from the introduction of the euro. They can
reduce transaction costs of doing business within
aregion and eliminate exchange rate spreads and
commissions in currency trading associated with
intraregional trade and investment. For example,
such effects are estimated to

Establishing regional arrangements —includ-
ing regional currencies — among developing
countrieswould also reduce the likelihood of syn-
chronous cycles and asymmetric shocks to the
extent that there are similaritiesin their economic
structures and institutions. In other words, agroup-
ing of developing countries alone is more likely
to meet the conditions of an optimal currency area
than one which also involves devel oped countries.

However, in drawing lessons from Europefor
developing countries, it is necessary to take into
account certain differences between the two. The
European experience shows that small and highly
open economieswith closeregional tradelinks can
establish and sustain a system of stable exchange
rates around a major reserve currency so long as
there are clear guidelines regarding the mainte-
nance and alteration of members' currency bands,
appropriate allocation of responsibilities and sup-
porting institutions and policies. Such arrange-
ments can be operated for quite a long time
without major disruptions and can help to deepen
integration (see box 5.2). For larger groups and
for countries of equal size or economic power,
however, there could be significant difficultiesin
establishing and sustaining such systems. There
would be an additional difficulty when the group
does not contain amajor reserve-currency country.

Consequently, unless they are organized
around a major reserve-currency country, devel-
oping countries of comparable size may find it
difficult to form a group to establish and sustain
ERM-type currency grids and ensure that the

monetary and financial poli-

rai se the combined GDP of the
euro area by some 0.5 per cent.

cies pursued independently
by each country are mutually

The adoption of the euro is
also expected to raise intrare-
gional trade, primarily through
trade diversion (TDR 1999,
Part One, chap. I1l). Further-
more, a supranational central
bank can reduce the influence
of populist national politicson
monetary policy, while never-
theless being accountable to
member countries. Unlike dol-

Is it feasible for developing
countries to establish
regional currency
arrangements among
themselves without
involving G-3 countries,
and to follow a path similar
to that pursued by Europe?

compatible and consistent with
the stability of exchange rates.
Moreover, without theinvolve-
ment of alargereserve-currency
country, it could be difficult to
put in place effective defence
mechanisms against specu-
lative attacks on individual
currencies. Under these condi-
tions, while a rapid move to
monetary union through the

larization, such an arrangement would also bring
benefitsin terms of seigniorage (Sachsand Larrain,
1999: 89).

adoption of aregional currency might be consid-
ered desirable, it would face similar problems of
implementation as the introduction of an exchange
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Box 5.2

THE CHIANG MAI INITIATIVE

Even before the financial crisis of 1997, there had been a growing interest in East Asiain
pursuing regional policy coordination and monetary cooperation. Various swap arrange-
ments and repurchase agreements had been introduced, and these initiativesintensified dur-
ing the Mexican crisisin the mid-1990s. However, none of these moves prepared the region
for the currency runs of 1997 and 1998.

In a Joint Statement on East Asia Cooperation issued at the summit of “ASEAN plus 3” (the
10 members of ASEAN plus China, Japan, and the Republic of Korea) in November 1999, it
was agreed to “ strengthen policy dialogue, coordination and collaboration on the financial,
monetary and fiscal issues of common interest” (Ministry of Finance, Japan, 2000a: 8).
Against this background, the region’s Finance Ministers launched the so-called “ Chiang
Mai Initiative” in May 2000, aimed at building networks for multilayered financial coop-
eration to match the growing economic interdependence of Asian countries and the conse-
quently greater risk that financial shocks could lead to regional contagion.! The Initiative
envisages the use of the ASEAN+3 framework to improve exchange of information on capi-
tal flows and to launch moves towards the establishment of a regional economic and finan-
cial monitoring system. The core of the Initiative is a financing arrangement among the
13 countriesthat would strengthen the mechanism of intraregional support against currency
runs. This arrangement, building on the previous ASEAN Swap Arrangement (ASA), is
intended to supplement existing international financial cooperation mechanisms. It is also
expected to contribute to the stability of exchange rates within the region.

The previous ASA, which dates back to 1977, comprised only five countries (Indonesia,
Malaysia, the Philippines, Singapore, and Thailand). Total funds committed under the ar-
rangement were $200 million — a negligible amount compared to the combined loss of for-
eign exchange reserves of $17 billion that the five countries experienced between June and
August 1997.

The new ASA envisaged under the Chiang Mai Initative includes Brunei Darussalam and
allows for the gradual accession of the four remaining ASEAN countries (Cambodia, Lao
People's Democratic Republic, Myanmar and Viet Nam). But its most important element is
theinclusion of bilateral swap and repurchase arrangements between the ASEAN countries
and China, Japan, and the Republic of Korea. Funds available under the new ASA total
$1 billion. However, the commitments of the three non-ASEAN countries to the bilateral
swap arrangements are likely to be substantially greater than this; they will be determined
by the level of their foreign currency reserves and the amounts that were involved in earlier
agreements between Japan and the Republic of Korea ($5 billion) and Japan and Malaysia
($2.5 billion). The conditions for drawing on the facilities and a number of technicalities
remain to be agreed in negotiations among the countries concerned, but it appears that as-
sistance under the bilateral swap arrangements will, in principle, be linked to IMF support
(Ministry of Finance, Japan, 2000b).

1 For further information on the Initiative, see Ministry of Foreign Affairs of the Kingdom of
Thailand (2000); Ministry of Finance, Japan (2000a and 2000b); “Asia finance: Central banks
swap notes’, The Economist, 16 May 2000.
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rate mechanism. Recognition of such difficulties
and adoption of appropriate mechanisms to over-
comethem are essential if developing countriesare
to succeed in their attemptsto form regional mon-
etary groupings aimed at attaining greater ex-
change rate and financial stability.

The absence of a major reserve-currency
country in regional arrangements al so poses prob-
lems of credibility. It may be especially difficult
for countries with along history of monetary dis-
order and inflation to form a credible monetary
union without involving amajor reserve-currency
country with agood record of monetary discipline
and stability. In this regard, Latin America is
clearly less favourably placed than East Asia.

More fundamentally, for developing coun-
tries to manage on their own regional exchange
rates vis-a-vis the G-3 currencies is a daunting
task, whether it is undertaken within the frame-
work of a monetary union or under ERM-type
arrangements. They cannot simply float their cur-
rencies and adopt an attitude of benign neglect
towards the value of their cur-
renciesvis-a-vistherest of the

what constitutes an appropriate exchange rate re-
gime at the regional level. One option is to
establish a crawling band, with the central rate
defined in terms of a basket of G-3 currencies.®
Thejoint French-Japanese paper cited above sug-
gested that such an intermediate regime could be
a possible step towards monetary union:

A possible solution for many emerging mar-
ket economies could be a managed floating
exchange-rate regime whereby the currency
moves within a given implicit or explicit
band with its centre targeted to a basket of
currencies. ... managed free-floating ex-
change rate regimes may be accompanied
for some time, in certain circumstances, by
market-based regulatory measures to curb
excessive capital inflows. (Ministry of Fi-
nance, Japan, 2001:3-4)

The paper went on to argue that a “group of
countries with close trade and financial links
should adopt a mechanism that automatically
moves the region’s exchange rates in the same
direction by similar percentages’. Thiswould im-

ply fixed bands for currencies
of members, as in the ERM.

world, even under conditions
of deep regional integration.
For instance, in East Asia,
while intraregional trade
among the countries of the
region (ASEAN, first-tier NIEs
and China) is important and
constantly growing, it still
accounts for less than half of
their total trade (TDR 1996,
Part Two, chap. I, sect. E),
compared to two thirds in the

For developing countries to
manage on their own
regional exchange rates
vis-a-vis the G-3 currencies
is a daunting task, whether
it is undertaken within the
framework of a monetary
union or under ERM-type
arrangements.

But as the European experi-
ence shows, there would also
be a need to alter such bands
in line with changes in infla-
tion rates, for example. Such
aregime, pursued collectively,
may need to be supported by
a collective system of control
over capital movements. For
reasons already mentioned,
control over capital flows —
both inward and outward — can

EU. Furthermore, as a propor-

be more easily agreed upon

tion of GDP, the trade of East

Asian developing countries with the rest of the
world is more than twice as large as that of the
United States, the EU or Japan. Accordingly, their
exchange rates vis-a-vis G-3 currencies can exert
a considerable influence on their economic per-
formance. Furthermore, regional arrangements
would not protect them against financial shocks,
since they carry large stocks of external debt in
G-3 currencies.

Thesefactorsthusrender floating against G-3
currencies unattractive and raise the question of

when countries act together
rather than separately. In such an arrangement,
intraregional capital flows may be deregulated —
asinthe EMU —but capital flowsto and from non-
member countries would have to be controlled —
asin theformative years of the EMS —in order to
restrict short-term, potentially destabilizing move-
ments.

Any regional monetary arrangement would
need to include mechanisms to support the re-
gional currency, or currencies, in order to keep
exchangeratesin line with targets and stem specu-



Exchange Rate Regimes and the Scope for Regional Cooperation

127

lative attacks. Since the East Asian crisis, various
proposals have been put forward to establish re-
gional support mechanisms for intervention in
currency markets and for the

pool of national reserves, if thereisno possibility
of recourse to aregional lender of last resort. Be-
sides, maintaining a high level of reservesfor this

purpose would be a very ex-

provision of international li-
quidity to countries facing a
rapid exit of capital. The 1997
proposal to establish an Asian
facility of $100 billion was
“derailed quickly by the
United States Treasury and
IMF for fear that it would de-
tract from the role (and power)
of the latter and make it even
more difficult to get the United
States’ contribution to the

Any regional monetary
arrangement would need to
include mechanisms to
support the regional
currencies in order to keep
exchange rates in line with
targets and stem
speculative attacks.

pensive way of securing insur-
ance against financial panics.
Asdiscussed in the next chap-
ter, a more viable alternative
would beto resort to unilateral
standstills and exchange and
capital controls at times of
speculative attacks.

In a world of systemic
and global financial instabil-
ity, any regional arrangement

IMF’s latest quota increase

authorized by the United States Congress’ (Mistry,
1999: 108).1* Another proposal made was to pool
and deploy national reservesto defend currencies
facing speculative attacks and to provide interna-
tional liquidity to countries without the stringent
conditions typically attached to such lending by
international financial institutions. For instance on
the eve of the Thai crisisin 1997, the combined
net reserves of East Asia—including Japan — ex-
ceeded $500 billion, and by 2000 had risen to
about $800 billion (Park and

designed to achieve exchange
rate stability in order to prevent crises, and man-
age them better if they nonetheless occur, should
also incorporate a number of other mechanisms,
with the aim of ensuring enhanced regional sur-
veillance, information-sharing and early warning.
Domestic reforms would still be needed in many
of the areas discussed in the previous chapter in
order to provide a sound basis for regional coop-
eration. Just as domestic policy actions without
appropriate global arrangements would not be

sufficient to ensure greater fi-

Wang, 2000). Pooling of reserves
can also be supplemented by
regional agreementsto borrow
among regional central banks,
modelled on the IMF's General
Arrangementsto Borrow (GAB),
as recently proposed by Sin-
gapore asaform of mutual as-
sistance.

Arrangements such as
pooling of national reserves or
swap facilities among central
banks can undoubtedly do
much to stabilize exchange

As European experience
has shown, progress
towards a currency union
can be a long and drawn-
out process, requiring
political will and a “culture”
of regionalism. Recent
initiatives and proposals in
East Asia, however modest
they may be, constitute an
important step forward.

nancial stability, regional ar-
rangements could fail in the
absence of sound domestic in-
stitutions and policies.

As European experience
has shown, progress towards
acurrency union can bealong
and drawn-out process, requir-
ing political will and a “cul-
ture” of regionalism. Regional
monetary arrangements link-
ing several national currencies
through exchange rate bands
can encounter serious prob-

rates, even when they involve

only devel oping countries of the region. However,
they are likely to be more effective in smoothing
out short-term volatility and responding to isolated
currency pressuresthan in stalling systemic crises.
Given the herd behaviour of financial markets, the
speed of spillovers and extent of contagion, it may
be impossible to sustain an ERM-type currency
band at times of crisis simply by drawing on a

lems even when there are sup-
porting institutions. It would not be easy for de-
veloping countries to replicate the European
experience, with or without the help of G-3 coun-
tries. However, the threat of virulent financial
crises, together with the lack of genuine progress
in the reform of the international financial archi-
tecture, has created a sense of urgency in emerg-
ing markets, notably in East Asia, for building col-
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lective defence mechanisms at the regional level.
In this context, recent initiatives and proposals,

however modest they may be, constitute an im-
portant step forward. [ |

Notes

For instance, the report of the International Finan-
cial Institutions Advisory Commission set up by the
United States Congress (commonly referred to as
the“Meltzer Report”), recommended “that countries
avoid pegged or adjustable rates. The IMF should
use its policy consultations to recommend either
firmly fixed rates (currency board or dollarization)
or fluctuating rates’ (IFIC, 2000: 8).Similar views
have been expressed by the former Treasury Secre-
tary of the United States concerning the choice of
an appropriate exchangerateregime, “... which, for
economieswith accessto international capital mar-
kets, increasingly means a move away from the
middle ground of pegged but adjustable fixed ex-
change rates towards the two corner regimes of ei-
ther flexible exchangerates or afixed exchangerate
supported, if necessary, by a commitment to give
up altogether an independent monetary policy”
(Summers, 2000b: 8).

For an earlier account of this process, before the
recent surge in capital flows to emerging markets,
see TDR 1991 (Part Two, chap. Il1, sect. F); TDR
1998 (Part One, chap. 111, sect. B); and TDR 1999
(Part Two, chap. VI).

For instance, the 1998 Brazilian programme with
the IMF had stipulated an orderly exit from the peg
through gradual devaluations throughout 1999, as
well as emergency financing, but this did not pre-
vent thecrisis.

Thisinability of acountry to borrow initsown cur-
rency has been coined the “original sin hypothesis”
(Hausmann, 1999; Eichengreen and Hausmann,
1999). A corollary of this hypothesisisthat “... the
country’s aggregate net foreign exposure must be
unhedged, by definition. To assume the ability to
hedge is equivalent to assume that countries can
borrow abroad in their own currencies but choose
not to do so, in spite of the fact that the market does

not appear to exist” (Eichengreen and Hausmann,
1999: 25).

For an assessment of the experience in the 1980s,
see UNCTAD secretariat (1987); Akytz and Dell
(1987); and also TDR 1990 (Part Two, chap. ). For
the more recent experience, see previous TDR 1993
(Part Two, chap. 1); TDR 1994 (Part Two, chap. I1);
TDR 1995 (Part Two, chap. 1); TDR 1996 (Part Two,
chap. 1); and TDR 1999 (chap. I11).

For a debate on the relative costs and benefits of
hard pegs and floating rates, see Hausmann (1999)
and Sachs and Larrain (1999).

The first major political initiative for a European
monetary union was taken in 1969 with the adop-
tion of the Werner Report, which proposed: for the
first stage, a reduction of the fluctuation margins
between the currencies of the member States of the
Community; for the second stage, the achievement
of complete freedom of capital movements, within-
tegration of financial markets; and for thefinal stage,
anirrevocablefixing of exchangerates between the
currencies. In its first effort at creating a zone of
currency stability, the EEC attempted in 1971 to fix
European parities closer to each other than to the
dollar, but with some flexibility (“the snake”). The
“snake” rapidly died with the collapse of the dol-
lar-based Bretton Woods system, but was rebornin
1972 as the “snake in the tunnel”, a system which
narrowed the fluctuati on margins between the Com-
munity currencies (the snake) in relation to those
operating between these currencies and the dollar
(the tunnel). During the currency turmoil that ac-
companied the 1973 oil crisis, this arrangement
could not function well, leading to various exitsand
floating, until the establishment of the EM Sin 1979.
The United Kingdom was a member of the EMS
but did not participate in the ERM until 1990. For
the history of European monetary integration and
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the functioning of the EMS, see Bofinger and
Flassbeck (2000).

For auseful survey of mechanismsfor external pay-
ments support in the EEC, see Edwards (1985: 326—
346). As part of the establishment of the Economic
and Monetary Union, the European Monetary Co-
operation Fund —the body which administered short-
term facilities under the heading of mutual external
financial support — was dissolved and its functions
taken over by the European Monetary Ingtitute (EMI).

10

11

In addition, therewas an obligation to takethe meas-
ures necessary for the proper functioning of sys-
tems of taxation, prudential supervision, etc. For
more details, see Akyliz and Cornford (1995).
Such a regime is coined BBC (basket, band and
crawl) (Williamson, 2000).

This source also provides a detailed discussion of
other proposals for regional arrangements.
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