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he exchange rate regimes in todajnterna gold standard:obstacles to trade in assets have

tional monetary and financial system, and the been dramatically reduced and capital movements
system itself, are profoundly @&frent in concep are highly sensitive to risk-adjusted yieldfdien
tion and functioning from those envisaged at the tials and to shifts in perception of risks. Financial
1944 meeting of BrettolVoods establishing the markets have also become globalized in the sense
IMF and theWorld Bank.The conceptual founda that the balance sheets of major financial and in
tion of that system was of fixed but adjustable dustrial companies around the world are increas
exchange rates to avoid the undue volatility ingly interconnected through currency and capital
thought to characterize floating exchange rates andmarkets.As a result, shocks to important individ
to prevent competitive depreciations, while permit ual markets or countries tend to have greater sys
ting enough flexibility to adjust to fundamental-dis temic repercussions.
equilibrium under international supervision. Gapi Second, developing countries have been inereas
tal flows were expected to play only a limited role ingly drawn into the integrating world economiy
in financing payments imbalances and widespreadterms of both their trade in goods and services and in
use of controls would insulate the real economy financial assetsAs a consequence, these countries
from instability arising from short-term capital have been able to reap many of the benefits of
flows. Temporary dficial financing of payments globalization. Howeverthey also have become
imbalances, mainly through the IMFwould more exposed to some of its risks and dangers,
smooth the adjustment process and avoid unduenotably to abrupt reversals in capital flowd.the
disturbances to current accounts, trade flows; out same time, private capital flows have come to play a
put, and employment. dominant role in emging economiedinancing and

In the current system, exchange rates among theadjustment.
major currencies fluctuate in response to market Third, the emagence of the euro may mark the
forces, with significant short-run volatility and beginning of a trend toward a bi- or tri-polar cur
occasional lage medium-run swings. International rency system, away from reliance on the U.S. dollar
private capital flows finance substantial current as the systera’dominant currencyAn important
account imbalances, and fluctuations in these flowsissue is whether the exchange rates between major
appear to be either a cause of major macroeco currencies will continue to exhibit the wide swings
nomic disturbances or an important channel and occasional misalignments that characterized the
through which they are transmitted to the interna 1980s and 19903 his is an important issue for the
tional systemThe industrial countries have gener system as a whole because such swings have impor
ally abandoned control and ergérg market tant repercussions for third countries—developing
economies have gradually moved away from countries, in particulafFor the lattera wide variety
them. of exchange rate arrangements prevail, with a ten
Three features of the modern international mon dency to move toward increased exchange rate

etary and financial environment are particularly flexibility.
noteworthy First, the revolution in telecommuni This paper examines the consequences of height
cations and information technology has dramati ened capital mobility and of the integration of devel
cally lowered transaction costs in financial oping economies in increasingly globalized goods
markets and spurred financial innovation and the
liberalization and deregulation of domestic and !See, for instance, Obstfeld (1995B)comparison with the
international financial transaction$his, in turn, ggo‘:‘ﬂ::dn‘;\’t?(;r: Q\EL‘?CS;%’;‘E‘;%PSQSS:C?(')“afg'ri]‘g"geig R}é"r‘zfg’efr‘]itggra
has _famhtatt_ed further mnovatlon and ca_pytal mar s well a?s stron’g cultural and political Egs between the main lend '
ket integrationAs a result, capital mobility has ing country (the United Kingdom) and two of thegiest recipi
reached levels not matched since the heyday of theents (Australia and Canada).
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and financial markets for the exchange rate regimes Beyond the emging markets, for many develop
both of the worlds major currencies and of develop ing countries with less linkage to global capital mar
ing and transition countries. Section Il discusses ex kets, the viability and suitability of exchange rate
change rates of the major countriesirencies, and pegs is greatemhis includes some of the tgar de
concludes that the exchange rates among the euroyeloping countries, as well as a substantial number
the yen, and the dollar are likely to continue to of smaller economies (sé@pendix Il). The few de
exhibit significant volatility (These currency areas veloping countries that still confront the problem of
are lage and relatively closed, argpendix | pre stabilizing from very high inflation may also find
vides some evidence that such areas are likely tovirtue in exchange-rate-based stabilization plans
exhibit greater exchange rate volatility than small, (seeAppendix Ill), while giving due attention to
relatively open, economies.) Section Il also briefly timely implementation of an exit strategy con
examines various schemes to moderate such fluctuatrast, several of the transition countries of Central
tions, and concludes that these schemes are neitheaind Eastern Europe, especially those preparing for
likely to be adopted, nor to be desirable under cur membership in the European Union (EU) and partic
rent circumstances, although a case can be made foipation in EMU, will want to establish over time the
monitoring potential major misalignments within the policy disciplines and institutional structures that
IMF’s surveillance proces3.he section finishes support hard exchange rate pegs. Exchange regimes
with a discussion of key lessons from the experi for developing countries in regional groups—no
ences of the medium-sized industrial countries, tably theAssociation of Southeagtsian Nations
whose exchange rate regimes, in an environment offASEAN) and the Southern Common Market (Mer
increasing capital market integration, have moved cosur)—with diversified trade linkages to industrial
increasingly toward either hard pegs (especially in countries and important intraregional linkages raise
the case of the participants in European Economicparticular problems, and a variety of potential solu
and Monetary Union—EMU) or to market-deter tions are examined. Before concluding, the section
mined floating rates. takes up important policies intimately connected
Section Il reviews the economic environment with the exchange rate regime, emphasizing that
facing developing and transition countries—in countries adopting floating rates need a nominal an
cluding heightened capital mobiljtgontinued ex chor to secure the objective of low inflation.
posure to exchange rate risk, increased openness to Appendix IVreviews IMF advice to member coun
international trade, a shift of exports toward manu tries on exchange rate arrangements. Consistent with
factures, greater intraregional trade, and lower in theArticles of Agreement, the IMIS usual approach
flation. It then considers lessons from the recentis to abide by a memberpreferred exchange rate
crises in emaying market countries, concluding regime and to advise on policies needed to support
that for developing countries with important link  that choice. Nevertheless, the IMF does sometimes
ages to modern global capital markets (as fer in question whether a countsyéxchange rate regime or
dustrial countries), the requirements for sustaining the prevailing level of its exchange rate is consistent
pegged exchange rate regimes have become signifiwith the countrys objectives and other policies. In
cantly more demanding. For many egiag mar the case of IMF-supported programs, the IMF lends
ket countries, therefore, regimes that allow-sub to countries with exchange rate pegs only if its ex
stantial exchange rate flexibility are probably ante assessment is that such a policy is sustainable
desirable. Some enging market countries, of under the program, although there have been cases in
course, may go in the other direction—toward hard which pegs subsequently had to be abandoned, typi
currency pegs (such as currency boards), supportedally in the context of policy slippages. In this regard,
by the requisite policy discipline and institutional higher capital mobility makes more exacting the pol
structures. icy requirements for sustainability



