I Exchange Rate Regimes
for Major Currencies

Snce the creation of the IMF at Brett@voods, the culminated in the Exchange Rate Mechanism
nternational exchange rate regime has uyules (ERM) of the European Monetary System (EMS)
very substantial changes, which may be broken downand ultimately in the creation of the eufte dollar
into four main phase3he first was a phase of reeon however remained by far the major international
struction and gradual reduction in inconvertibility of currency in both goods and asset trade. For develop
current account transactions under the aegis of thang and (later) transition countries, a mixture of ex
Marshall Plan and the European Payments Union,change rate regimes prevailed, with a growing trend
culminating in the return to current account convert toward the adoption of more flexible exchange rate
ibility by most industrial countries in 1958he see arrangements.
ond phase corresponds to the heyday of the Bretton The birth of the euro at the beginning of 1999 may
Woods system and was characterized by fixed, thoughmark a fourth phase in the evolution of the postwar
adjustable, exchange rates, the partial removal-of re exchange rate system, a phase that will likely see an
strictions on capital account transactions in the indus increasingly bi- or tri-polar system characterized by
trial countries, a gold-dollar standard centered on thea high degree of capital mobility and a variety of ex
United States and its curreneand a periphery of de  change rate practices across countfiéss section
veloping country currencies that remainedjddy in- seeks to draw some lessons from the past in order to
convertible.The end of convertibility of the dollar forecast the likely evolution and behavior of the ex
into gold in the summer of 1971 was a first step to change rate system for industrial countries over the
ward the breakdown of this system, which collapsed next five to ten yearslhis analysis will also estab
with the floating of major currencies in early 1973. lish a basis for considering exchange regime issues
This marked the beginning of the third phase. for developing and transition countries that rely to a
During the third phase, the U.S. dollar remained great extent on industrial country currencies for their
firmly at the center of the systeifhhe 1980s saw the international commerce and finance.
gradual emayence of a European currency area,
however coupled with increasing capital market in
tegration, and the 1990s witnessed the progressiveTrends in Exchange Rate Behavior
drawing into an increasingly globalized economy of
the developing countries and, with the collapse of the Over the past two decades, exchange rates of the
Soviet Union, of the transition economies. Many major currencies—the U.S. dolléine deutsche mark,
transition and developing countries put new empha and the Japanese yen—and those of other important
sis on liberalizing their current account transactions. industrial country currencies have exhibited substan
Capital mobility was increasing and globalization tial short-run volatility large medium-term swings,
gradually took hold with the dramatic decrease in and longeiterm trends in exchange rates in hominal
transaction costs associated with the telecommunica as well as real terms. Figure 2.1 illustrates this for
tions and information technology revolution and the five currencies and for the period extending from the
attendant wave of financial innovations. Private capi first quarter of 1979 to the last quarter of 1998.
tal flows came to play the major role in the financing  Concerning short-term volatilitfable 2.1 reports
of current account imbalances for many countries.  that the standard deviation of quarterly changes in
The exchange rate regime in the third phase was ailateral exchange rates of the deutsche mark, dJapan
mixed oneThe currencies of the threedasst indus ese yen, French franc, and pound sterling against the
trial countries floated against each other and severalU.S. dollar stands at between 5 percent and 6 per
medium-sized industrial countriesurrencies also
floated independenthAt the same time, there were
repeated a'gtempts to limit exchange ratg Va”ab',“ty m 2.1 andrable 2.1 also contain data for an index of a
among various European Union countries, which synthetic euro that will be referred to later in the text.
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Figure 2.1. Selected Industrial Economies: Bilateral and Effective Exchange Rates
(Indices, average of 1990 = 100)
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Sources: IMF, International Financial Statistics, Effective Exchange Rates Facility; the WEFA Group.
IAll bilateral exchange rates are U.S. dollars per national currency.

cent. The volatility of nominal and reaffectiveex- more mildly in nominal and real &fctive exchange
change rates is also high although generally signifi rates.There are also (generally) mild longem
cantly lower than it is for the bilateral rates. Nominal trends in real ééctive exchange rateghe trend av
exchange rate volatility is considerably higher than erage quarterly real fefctive appreciation is 0.13
it was under the Brettowoods system prevailing percent for the deutsche mark and —0.03 for the
from 1945 to 1971 when, aside from a few exchange French franc; that for the Japanese yen at 0.70 per
rate adjustments, standard deviations of quarterlycent is significantly higherThe causes of such
changes in bilateral (andfe€tive) nominal rates longerterm trends in real &fctive exchange rates,
were essentially zero. whether attributable to so-called Balassa-Samuelson
Medium-term swings in exchange rates have alsoproductivity efects, to measurement problems, or to
been quite lage, especially for nominal bilateral other causes have been widely discussed in the liter
rates, as is apparent from Figure Zthey include, ature and need not be taken up Rere.
among others, the 1980-85 appreciation of the dollar Of these characteristics of the behavior of major
followed by its subsequent depreciation over the currency exchange rates, the greatest concern has fo
next two years, and the 1990-95 appreciation of thecused on their lge medium-term movements, espe
yen followed by its sharp depreciation until mid- cially among the currencies of Germany (together
1998.These swings are also apparent in the extent ofwith most of continental Europe), Japan, and the
the range between the maximum and minimum val United StatesWide swings in these exchange rates
ues of the various indices. For example, the bilateralhave on occasion been identified with “misalign
nominal index for the deutsche mark stood at 86.9 ments” and have given rise to questions of whether
for the first quarter of 1979 and ended at 97.0 in the and how they can be avoided, or at least moderated.
last quarter of 1998—a modest appreciation for the
period as a whole—but it ranged from a high of
115.5 to a low of 49.5, a range of more than 130 per ~ssee, among others, Balassa (1964), Samuelson (1964), and
cent. These medium-term swings appear also, but Isard and Symansky (1996).
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Table 2.1. Selected Industrial Economies: Volatility of Bilateral and Effective
Exchange Rates, 1980/11-1998/1V

(In percent)

Bilateral Versus Nominal Effective Real Effective
U.S. dollar! Exchange Rate? Exchange Rate?

Germany

Standard deviation of quarterly changes 5.26 1.63 1.69

Trend quarterly appreciation3 0.72 0.47 0.13
Japan

Standard deviation of quarterly changes 5.70 4.78 4.69

Trend quarterly appreciation3 1.28 1.98 0.70
France

Standard deviation of quarterly changes 5.14 1.62 1.54

Trend quarterly appreciation3 0.30 0.19 -0.03
United Kingdom

Standard deviation of quarterly changes 5.23 3.62 3.85

Trend quarterly appreciation3 —-0.12 -0.42 -0.13
United States

Standard deviation of quarterly changes 3.14 3.10

Trend quarterly appreciation3 1.39 -0.30
Euro area

Standard deviation of quarterly changes 5.01 3.00 2.96

Trend quarterly appreciation3 0.35 0.67 0.21

Sources: IMF, International Financial Statistics, and Information Notice System; the WEFA Group.

IAll bilateral exchange rates are U.S. dollar per national currency.

2Effective exchange rates are trade-weighted indices; the real effective exchange rate is based on the consumer price index.
3Based on a regression of the natural logarithm of the level of the exchange rate on a time trend.

The recent movements in the value of the yen and thehigher at the beginning and again toward the end of
advent of the euro have given added weight to thesethe period extending from 1979 to 199%is may
concerng Although exchange rate fluctuations are be the case over relatively brief periods, but velatil
often equilibrating or reflect divging cyclical posi ity does not follow any particular trendable 2.2
tions or monetary policies, it seems likely that at least shows the pattern of standard deviations of the
some lage exchange rate movements for both ad monthly growth rates of nominal and real bilateral
vanced countries and ergerg markets do not plausi  (against the U.S. dollar) exchange rates of 12 curren
bly reflect economic fundamental§.hree questions cies and of a synthetic euro, as well as by that of
arise in the context of the key currencies. First, is theretheir efective counterparts, for the period June 1973
any evidence that the volatility of exchange rates hasto November 1998 and three subperiods of equal
changed over time? Second, can one expect the dollength.As can be seen in the table, the near equality
lar/euro exchange rate to be relatively stafdlbird, of standard deviations across subperiods is so strik
what are the medium-run prospects for more active ing that a formal statistical test of this fact is redun
management of the major currency exchange rates? danté As could be expected, standard deviations of
On the first of these questions, Figure 2.1 suggestseffective rates tend to be lower than those of bilat
that one can find periods of greater and periods oferal rates.
lesser volatility and possibly that volatility was

6Division of the sample period into two, foand five subperi

4Surveys of the literature on thefefts of exchange rate ods yields similar conclusionshe results imable 2.2 are based
volatility on trade and investment are presented in IMF (1984) on period-average measures of the nominal exchange rate, since
and Edison and Melvin (1990). For more recent results ard dis end-of-period data for the real andeetive exchange rates, as
cussions, see Commission of the European Communities (1990), well as for the nominal value of the synthetic euro, were not read
Gagnon (1993), Frankel antlei (1993), Frankel (1997), Del ily available. Howeverstandard deviations of growth rates of
I’Ariccia (1998), and Eichengreen (1998). end-of-period nominal bilateral exchange rates against the U.S.

SFlood and Rose (1995), for instance, are unable to find any dollar (except for the synthetic euro) were also calculdthdy
(linear) relationship between exchange rate movements and a setare higheras expected, than those reportedable 2.2 but, like
of plausible macroeconomic fundamentals. the latter are quite similar across subperiods.
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Table 2.2. Selected Industrial Economies: Volatility! of Monthly Bilateral and
Effective Exchange Rates, 1973-98

(In percent)

Bilateral Rate Versus Effective Exchange Bilateral Rate Versus Effective Exchange

U.S. dollar2 Rate3 U.S. dollar2 Rate3
Nominal Real Nominal Real Nominal Real Nominal Real
Australian dollar Japanese yen
Whole sample 2.3 2.3 24 2.3 Whole sample 2.9 2.9 25 25
First third 2.0 1.9 2.1 2.2 First third 2.6 2.5 23 2.4
Second third 2.8 2.8 2.6 2.6 Second third 3.0 3.1 2.5 2.3
Third third 2.0 2.0 2.2 2.2 Third third 3.1 32 2.8 2.8
Belgian franc Dutch guilder
Whole sample 2.7 2.5 0.8 0.8 Whole sample 2.7 2.5 0.7 0.7
First third 2.7 2.0 1.0 1.0 First third 2.7 2.0 0.8 0.8
Second third 3.0 29 0.6 0.6 Second third 29 29 0.7 0.7
Third third 2.6 2.6 0.8 0.8 Third third 2.6 2.7 0.7 0.7
Canadian dollar Swedish kronor
Whole sample 1.0 1.1 1.2 1.3 Whole sample 25 24 1.5 1.6
First third 1.0 1.0 1.0 1.1 First third 2.3 1.6 1.6 1.7
Second third 1.0 1.0 1.3 1.4 Second third 2.5 2.5 0.4 0.7
Third third 1.0 1.1 1.2 1.2 Third third 2.8 2.9 2.0 2.0
Finnish markkaa Swiss franc
Whole sample 2.5 2.5 1.4 1.4 Whole sample 3.1 2.9 1.4 1.4
First third 1.8 1.5 0.9 1.0 First third 3.1 2.5 1.5 1.4
Second third 2.7 2.7 1.2 1.2 Second third 33 3.2 1.2 1.2
Third third 2.9 2.9 1.8 1.8 Third third 3.0 3.0 1.4 1.4
French franc British pound
Whole sample 2.7 2.4 0.9 0.9 Whole sample 2.6 2.6 1.8 1.9
First third 2.6 1.9 1.0 1.1 First third 2.4 2.2 2.0 2.2
Second third 29 29 0.7 0.6 Second third 2.8 3.0 1.6 1.7
Third third 2.5 2.5 0.8 0.8 Third third 2.6 2.6 1.9 1.9
Deutsche mark U.S. dollar
Whole sample 2.8 25 0.9 0.9 Whole sample 1.7 1.7
First third 29 2.0 1.0 1.0 First third 1.7 1.9
Second third 2.9 2.9 0.8 0.8 Second third 1.7 1.6
Third third 2.6 2.6 0.9 0.9 Third third 1.4 1.4
Italian lira Synthetic euro
Whole sample 2.6 24 1.4 1.4 Whole sample 2.6 2.6 1.6 1.6
First third 2.5 1.7 0.7 0.8 First third 2.4 2.7 1.7 1.8
Second third 2.6 2.6 0.6 0.9 Second third 2.8 2.7 1.5 1.5
Third third 2.7 2.7 2.1 2.1 Third third 2.5 2.5 1.4 1.4

Sources: IMF, International Financial Statistics, and Information Notice System; WEFA.

! Volatility is measured by the standard deviation of the monthly growth rate (defined as the difference of the natural logarithm multiplied by 100) of
the series.

2The series are monthly from June 1973 to December 1998 except for the real euro rate, which starts in January 1979.The real exchange rate is based on
the consumer price index.

3 The effective exchange rate series are monthly from February 1979 to December 1998 with the following exceptions. The synthetic euro rate, the
Japanese yen real rate and the Italian lira real rate start in February 1980 while the Australian dollar real rate, the French franc real rate, and the U.S. dollar real
rate start in January 1980.The real effective exchange rate is based on the consumer price index.
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On the second question, the likely future behavior to some extent, éget one another and thus have
of the euro, it is useful to begin by considering the pastcontributed to making the bilateral dollar exchange
behavior of a synthetic euro—that is, an index of the rate of the synthetic euro more stable than that of,
exchange value of a composite of tHeclirrencies  say the deutsche marklso, although the introduc
that compose the new European curremyte that tion of the euro did not alter the degree of openness
the trade weights used to construct the bilateral and ef of the euro area vis-a-vis the rest of the world, the
fective exchange rates for the synthetic euro relateeuro area is less open than the economies of ks par
only to trade with countries outside of the euro area. ticipants areThis may mean that the monetary -pol
The behavior of these synthetic exchange rates isicy of the European Central Bank (ECB) will be less
shown in the euro panel of Figure 2.1 (andable sensitive, directly or indirectJyto exchange rate
2.1).The data indicate that the behavior of the bilateral fluctuations vis-a-vis the rest of the world than were
nominal exchange rate of the synthetic euro is quitethe monetary policies of its predecessor national
similar to that of the deutsche mark, the French franc,central banks. On the lower side, we may see more
and other continental European currencies closelystable monetary policy on the part of the ECB than
linked to the deutsche mark, as appears also broadlythat of the previous average of the euro aream
true for the eur® efective rates (which, howevier  ponent policies, coupled with similar stability in the
show a slightly lager variability than the mark does).  United States. Moreovethe development of broad
One important reason for the relatively high variability and resilient markets for short-term instruments de
of the synthetic euro in the past, and for the likelihood nominated in euros may facilitate stabilizing specu
that it will continue to be relatively high in the future, lation. The prudent conclusion, howeyeemains
is that the euro exhibits the type of high variability in that one should not expect significantly lower
either nominal or éfctive terms that is typical of the volatility in euro exchange rates than that which has
currency of a lage country (or group of countries with been exhibited by its synthetic counterpart in the
tightly linked currencies) relative to that of a smaller past.
more open economy that typically has higher trade
volumes relative to GDRAppendix | presents some
evidence supporting this hypothesis. Exchange Rate Regimes for Major

The consistency of the synthetic esreolatility Currencies: Some Issues
across subperiods with substantiallyfeliing eco
nomic conditions and policies, in the euro area eoun  The remaining question is whether a major policy
tries and outside, provides the basis for a reasonablenitiative aiming at stabilizing the euro/yen/dollar
forecast of the actual eusovolatility. There are also  triplet (the Group offhree G—3 currencies), is war
reasons to believe that the actual esindlatility ranted or likely There are two fundamental reasons
might be either modestly higher or modestly lower for seeking to stabilize the G—3 triplet: the harmful
than that which has characterized the syntheticeffects of lage medium-term swings in the value of
euro8 On the higher side, some of the past monetarythese three currencies on the European, Japanese,
shocks in individual countries of the euro zone have, andAmerican economies; and the adverdeat$ of

such swings on the economies of third countries, in
cluding in the developing world.

The higher trend appreciation of the earefective exchange To what extent do lge, medium-term swings in
e T P appeass when bae emsoters ot ooy &3 exchange rates represent ‘misalignments that
change ra{)e for the syrr)1Ft)hetic euro excludes intra-area trade. Con r_nlght have untoward consequences fOI’_ the al_lpca
sider the following simple and deliberately unrealistic numerical 0N of resources and for macroeconomic stability?
example Assume a world made up exclusively of three identical This question has been discussed in two chapters of
countries and three currencies: the deutsche mark, the Frencha recent paper by IMF sfaflsard and Farugee,
franc, and the U.S. dollatet the trade weights assigned to the 1998), “A Methodology for Exchange Rafessess
deutsche mark/franc and the deutsche mark/dollar rate be equal to » « - f . -
each other and to 50 percent. Let the deutsche mark appreciate b)ments and Appllcatlor_l n F“”q Surve'”_ance over
1 percent against the franc and by 3 percent against the dollar; inMajor Industrial Countries,” which describe an-ap
effective terms, the deutsche mark appreciates by 2 pefdent, proach employed by the stef Coordinating Group
Ittl?]t FLrJar_lc((aj grt]dt Ger&naany ?ﬁ the euro art(aa, Whit%h ;rades only withgp Exchange Rate Issues (CGERhe CGER
e e e Soimess ool 22*” methodology begins by estimating a courkryi
which comprises 50 percent of the index, appreciates by 2 percentderlying current account, that is, the current account
against the dollarand the deutsche mark, which accounts for the that would result if prevailing real fefctive ex
remaining 50 percent, appreciates by 3 percent against the dollar change rates remained unchanged and if all coun

SdTgiS ggﬁ;tsi‘s’” "Qvﬁsér‘éislc\:/‘ljgtiid ;T,gﬂgﬁﬁ“ﬁe"f bz’lgg;‘)egt(;i%? tries moved to potential output over a medium-run
?enrenge held atythe IMF dEI\/JIU and the Internatirgnal Monetar horizon. It then estimates the “normgl" saving-in
System vestment balance that would prevail at the same
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horizon.The latter estimate, which is derived inde vailing exchange rate may be appropriate even
pendently of the exchange rate, is then comparedthough it difers from its estimated medium-term
with the former estimate, and the real exchange rateequilibrium level if, for instance, the discrepancy re
that would be required to bring the underlying-cur flects cyclical factorsAlternatively the discrepancy
rent account into equality with the normal saving-in may reflect misaligned policies rather than mis
vestment balance is calculated. If that medium-term aligned exchange rates, calling for a change in poli
equilibrium exchange rate tgfs widely from cur cies. Finally there are cases where policies are ap
rent exchange rates (say more than 10-15 per  propriate but exchange rates are inappropriate,
cent, to recognize the imprecision that necessarily essentially because investors misjudge the policy
attaches to this type of exercise), a judgement isstance.This would call for an ébrt on the part of
formed on whether and in what sense théerdshce the relevant authorities to influence incorrect market
can be considered a misalignmé&roth this and perceptions.
other methods for detecting discrepancies between Views on whether how and to what extent it might
current and equilibrium values of exchange rates be desirable to attempt to stabilize the exchange
would label a number of recent episodes as “mis rates of major industrial countries &f widely.
alignments.”Among those, the pattern of major-ex These views range from advocacy of a pure float, a
change rates that prevailed in early 1985, the patternview espoused especially by those who believe that
of exchange rates that prevailed among a humber ofexchange rates always reflect fundamentals and/or
European currencies in early 1992, and the relation that the authorities do not possess knowledge-supe
ship between an overvalued yen and undervaluedrior to that of the market in such matté¥sp pro
dollar of early 1995 figure prominen#ly posals for the creation of a world currenktterme
The CGER methodology clearly has its limita diate proposals include et zones of the type
tions. Diagnosing the source of misalignments and suggested bWilliamson (1985)2 a quasi-fixed ex
drawing out their policy implications is both more change rate regime among the G-3 to be achieved
difficult and more controversial than identifying a by monetary policy rules aimed at the exchange rate
discrepancy between some necessarily normative, ofMcKinnon, 1996), a “virtual’Asian dollar peg
model-bound, concept of an equilibrium exchange (McKinnon, 1999), and various schemes for policy
rate and current exchange rates. Isard and Farugeeoordination that would take the exchange rate into
(1998, p. 2) provide a convenient, brief summary of account. Recent calls by some German and French
alternative views of the usefulness of calculating policymakers for stabilization of the central triplet of
equilibrium exchange rates and evaluating whether currencies, along the lines of adat-zone type
currency values may have become “misaligned.” arrangement, have lent renewed interest to such
According to one viewcurrent exchange rates al schemes.
ways reflect fundamentals (which, themselves may There are two basic objections under current cir
be out of kiltey however) and can never be mis cumstances to any scheme that would attempt to
aligned in a meaningful sengesecond view holds achieve substantial fixity of exchange rates among
that, even though exchange rates may conceivablythe euro, yen, and dollafhe first is that it would
become misaligned, it is virtually impossible to require lagely devoting monetary policy in the three
identify such instances with any confidence, in prac regions (or more preciselyin at least two of them)
tice. According to a third point of viewthat of the to the requirements of external balante.the ex
authors of the IMF study and of this pgpguantita tent that these requirements conflict with the demes
tive assessment of instances of discrepancies betic objectives that would otherwise dominate the de
tween current and medium-term equilibrium- ex termination of monetary policyhere could be very
change rates is useful and can provide a valuableimportant costs from such a shift in monetary policy
input into policy evaluatiorAscertaining such a dis  objectives in the major currency areas. Indeed, the
crepancy howevey does not necessarily mean that fact that movements of exchange rates among the
exchange rates are misaligned: understanding themajor currencies have, on many occasions, reflected
reasons for the discrepancy is critiCethus, the pre divergences in relative cyclical positions and in the
differential patterns of monetary policies needed to
achieve reasonable price stability and support
" 9The estimates are derived, in an internationally consistent sustainable growth suggests that this concern is
framework, for industrialized countries onfgr data availability warranted.
reasons and as the methodology assumes that countries have un
restricted access to international capital markete. methodal
ogy also attempts to take cyclical and expectational factors into
account. See Isard and Mussa (1998), Chapter 2 in the preceding 1For a cogent defense of this viesee Feldstein (1988).

publication, for a detailed account. 12See alsoWilliamson (1994) andwilliamson and Miller
10These are the examples given in Isard and Farugee (1998). (1987).
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Second, the three regions do not conform to the benefit in directing key macroeconomic policies (es
usual criteria for an optimum currency atéaak pecially monetary policies) to achieve greater ex
ing the whole arrangement exceedingly vulnerable change rate stability among the G-3 if this entails
to asymmetric shocks as long as prices and wagegreater domestic economic instabifify
are not fully flexible.The past decade has high Two points may be made to conclude this-sub
lighted the lack of synchronization in economie ac section. First, stability of major currenciesx-
tivity in the three regions, and there is no reason tochange rates does entail important external benefits
believe that dierences across them would not-pre for third countries, and instability entails important
vail in the future And, although Europe may be the costs. Even if the direct fefct of exchange rate
region with the most evident labor flexibility prob  volatility on net trade volumes is generally fairly
lems, neither the economies of Japan nor the Unitedsmalll5 large exchange rate swings between close
States are likely to have $igfent real wage flexibil trading partners may create substantial sectoral ad
ity to adjust to lage equilibrium movements in rela  justment costsThere is thus a positive externality
tive wages among G-3 countries without nominal for the periphery in good management of the ex
exchange rate flexibilityin view of these objections change rate regime at the core. Indeed, the surveil
and in the absence of the type of political commit lance mandate of the IMF gives it a responsibility
ment that accompanied the ewrintroduction, any  in this respect. Both multilateral surveillance and
attempt at fixing the exchange rates of the triplet the bilateral surveillance drticle IV consulta
would lack credibility and would be rapidly undone tions are needed to pay appropriate attention to the
by the market. domestic and international implications of major

Looser forms of exchange rate stabilization, such currency exchange rates and of related economic
as some variant of the gt zone scheme origi  policies.
nally proposed byilliamson, could also be envi Second, over the medium term, the current
sioned. Howeveirack of political commitment and group of euro zone countries is likely to expand,
a number of technical di€ulties would probably notably to admit new members in central and-east
defeat the more ambitious, “harderersions of the ern EuropeAt the same time, a significant group
target zone schemes. Early versions of thgdar of countries will continue to peg their currencies to
zone proposal were fraught with filiulties, in par or closely follow the dollarAt present, it appears
ticular their partial equilibrium nature and their as less likely that a zone will emge with the yen as a
sumption that a number of real variables (e.g., realsingle anchor and key currendhe prospects for
interest rates) could be attained through nominal an enhanced international role for the yen hinge on
(mainly monetary) policies. Later versions remove a sustained and vigorous recovery of the Japanese
some of these flaws but serious problems remain.economy and on the success of continuirfgref
The calculation of the fundamental equilibrium real to foster deepemore innovative capital markets.
exchange rate poses conceptual and practidal dif As discussed in Section Ill, regional currency
culties.There are institcient instruments to hit the areas may emge inAsia over a longer horizon,
targets, given that the real exchange rate is an en notably among thASEAN countries, and the yen
dogenous variable in the medium to long term and could conceivably play an important role in such
cannot be controlled by monetary instrumeAtsd arrangements. In this world of @& currency
such schemes are at least as demanding of internaareas, where exchange rate fluctuations impinge
tional macroeconomic cooperation as are more tra on a significant share of world trade in goods and
ditional attempts to manage nominal exchange assets, multilateral surveillance of exchange rate
rates. arrangements and related policies will be particu

It is difficult to imagine that the less ambitious, larly important.

“softer” tamget zone proposals—with their verydar
and unannounced bands, adjustable parities, and

scant policy Commltm.ents_woum provide . the 14V hen the IMF stdfextensively considered the issue ofj&tr
transparency and the firm foundation for policies zones and other proposals for stabilizing exchange rates among
needed to avoid conflicts and anchor expectations. major currencies in 1994 (see Mussa and others, 1994), it reached
Even such looser arrangements would be unlikely to essentially the same conclusions as in this p&heth proposals

prove durable in the face of domestic economie cir are generally not desirable because they would require diverting
key macroeconomic policies in thedast economies from their

CumSt"’_‘nces calling 'fOI‘ eco_nomlc 90“0'95 in the G-3 critical domestic stabilization objectivesnd, for this same rea
countries that are inconsistent with exchange rate son, such proposals are unlikely to be adopted.
commitments. Moreoveit is hard to see the overall 15Eichengreen (1998) concludes that a growing consensus is
emeqging that the déct of exchange rate volatility on trade vol
umes, while significant, is small. See also Frankel (1997) for a
discussion. Crockett and Goldstein (1987) contains an earlier
13These criteria are discussed in Section IlI. analysis of these issues.
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Experience with the Exchange Rate suggest that in an environment of high capital mobil

Regimes of Medium-Sized Industrial ity, pegged exchange rates among similar economies

Countries with strong linkages can be sustained, although this
may require determined policy adjustments entailing

Although floating rates have characterized the ex Significant but transitory economic costs.
change rate regime among the woslthree most More generally although the ERM adjustable
important currencies for more than a quarter century Peg system worked reasonably well to stabilize ex

regimes for the currencies of medium-sized indus change rates among a growing number of European
trial countries have been more Varied, across -coun countries in the 1980s, it came under severe strain in

tries and over tim&8 It is useful to reflect on this ex the 1990sThe presence of some residual restrictions
perience both for what it suggests for future on international Capital movements (remOVEd €om

exchange regimes of these countries and for thePletely only in 1990), as well as the willingness to
lessons it may teach concerning exchange regimegnake parity adjustments before disequilibria became
for emeging market and developing countries. too lage, had contrll_)utgd to the relatlvely smooth
First, pegged exchange rate regimes have been’ﬂ}nd supcessful functioning of the system in the ear
used over extended periods by many medium-sizedlier period. Howeverthe system became vulnerable
industrial countries, and these regimes appear tot0 asymmetric shocks due to increasing capital mo
have functioned reasonably well in several in Dbility and the hardening of exchange rate parities in
stancesAt one extreme, Luxembogimaintained a ~ response to the negotiation of the 1991 Maastricht
monetary union with Belgium from 1916 until the Treaty on political and monetary union. In the event,
introduction of the euro at the beginning of this year the reunification of Germany’economy subjected
On a less rigid basigustria, Belgium, Denmark, th_e system to severe strains, culminating in the ERM
and the Netherlands established and maintained tigh€rises of 1992-93Where the market perceived that
pegs to the deutsche mark for a number of years ineXisting parities vis-a-vis the deutsche mark were
the ERM of the EMS. Maintenance of these ex Overvalued or that cyclical conditions made the
change rate pegs generally required the subordina maintenance of high ir_lterest rates to defend ex
tion of domestic monetary policies to the policy of change rate pegs questionable, exchange rates came
the Deutsche Bundesbank. In some circumstancesunder enormous market pressiks.a result, several
this may have meant that monetary policy was lessERM countries were forced to make significant ad
well attuned to domestic economic objectives than justments to their central parities, or to abandon the
might otherwise have been possible. On the otherERM and float their currencies. Moreoyeome
hand, during periods of turbulence such as the ERMOther countries such as Finland and Sweden, which
crises of 1992-93, the exchange rates oAthsrian were not formally in the ERM, were forced to aban
schilling and the Dutch guilder to the deutsche mark don their currenciesinilateral pegs. During the pe
did not come under heavy and sustained pressurefiod from 1995, when Spain and Portugal realigned
Moreover their monetary po“cies were not addi their ERM parltles, until the ac_jvent of the e_uro n
tionally burdened by the need to raise domestic in 1999, the ERM operated relatively smoothiith
terest rates significantly or for more than brief peri Wider fluctuation bands of plus or minus 15 percent.
ods during the crises, to defend the exchange rate. IfProgress in reducing macroeconomic imbalances
contrast, the market was considerably more skeptical@nd the imminent prospect of EMU also contributed
of the sustainability of other ERM countriesir- to the ERMS smooth operation. _
rency pegs to the deutsche mark during the ERM At least for the participating countries, the forma
crises. Speculative pressures led to the withdrawal oftion of EMU at the start of 1999 has removed the
Italy and the United Kingdom from the ERM and fisk of exchange rate crises and vindicatddref to
devaluations by Spain, Ireland and Portugal. On achieve conveence, including through the pegging
some occasions, France was obliged to push itsOf exchange rates in the ERM. Howewuée lessons
short-term interest rates to significant premiums Of the ERM crises of 1992-93 should not be lost. In
over short-term German rates in order to sustain thean environment of high international capital mebil
exchange rate regime, despite economic fundamenity, when the market has some reason to question
tals that suggested no overvaluation of the Frenchwhether pegs can and will be sustained, pressures

franc vis-a-vis the deutsche mafkese experiences against the regime can become enormous and even
very strong political commitments to sustain- ex
change rate pegs can be overwhelmed. Sustaining
16The smaller industrial countries (with annual Gifow $20 exch_a_nge rate- Pegs in an envw_onment of hlgh capltal
billion), which include Iceland, Luxembogirand San Marino mo.bl.“ty requires the subordination .Of mon.etary
: ’ ’ policies to the exchange rate, combined with the

maintain rigid exchange rate pegs or use the national currency of . . . ;
a lager country or region. credible capacity to tighten policy as may be re
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quired to defend the peg. Moreoyéne compara strong exchange rate as a factor likely to limit infla
tively minor damage stdred by countries that ad  tion, and, symmetricallyfook account of a continued
justed or abandoned their pegs in the context of thestrong exchange rate in its subsequent decisions to
ERM crises provides testimony that, by andyéar  ease monetary conditions as the projected inflation
their businesses and financial institutions prudently rate abated and the economy weakened.
avoided substantial exposure to foreign exchange Regardless of whether or not the floating ex
risk before the onset of the crises. Unfortunately change rates of medium-sized (as well agdpin
many businesses and financial institutions in severaldustrial countries are subject to benign neglect, ex
emeging market countries hit by more recent crises change rates do move regularly and sometimes quite
failed to exercise this kind of prudence. substantially in response to market forces. Interven

Second, a number of medium-sized industrial tion and adjustments of monetary policy may some
countries have successfully maintained floating ex times be used with a view to influencing exchange
change rate regime#fter an earlier episode of rates, but not with the intent orfeft of creating de
floating its currency in the 1950s, Canada repeggedfacto exchange rate peddis is very important be
to the U.S. dollar in 1962, and then moved back to acause actual experience with fluctuations in market-
floating rate regime in 1970, before the general col determined exchange rates teaches and persuades
lapse of the BrettoWoods system. Notwithstanding private market participants, domestic and foreign, of
the similarities of the two economies and thgdar the realities of foreign exchange riskith such ex
weight of the United States in Canasl@&xternal perience, institutions and practices evolve over time
trade, the Canadian economy is subject téediht that enable the economic and financial system to
shocks (especially from commodity prices), and a adapt to the realities of a floating exchange rate
floating exchange rate helps to absorb thederdif regime.
tial shocks and the cyclical divggnces between the Third, in the absence of an exchange rate peg,
two economies. Unlike most of the other smaller medium-sized industrial countries with floating- ex
continental European countries, Switzerland has change rate regimes have needed to establish an al
maintained a floating exchange rate regime that hasternative nominal anchor for their monetary policies.
not borne any apparent, substantial ifeefs to the During the 1970s, many of them were guided by the
Swiss economyAustralia and New Zealand, which growth of monetary aggregates, for which some cen
have diversified trade partners as well as significanttral banks announced formal ga&ts. For Switzer
dependence on commodity exports, also have cho land, the determined fefrt to contain inflationary
sen floating exchange rates and their economies appressures in the wake of the first oil shock in the
pear to operate successfully under these regimes. mid-1970s was aided by a policy of monetargear

For medium-sized industrial countries with float ing. This firmly established the anti-inflation creden
ing rate regimes, exchange rates generally are notials of Swiss monetary policy and the independent
subject to benign neglect. Unlike the United States, credibility of the Swiss National Bank, even though
where the Federal Reserve typically pays little atten monetary tagets have since been abandoned. De
tion to the exchange rate in adjusting the federal spite some inflation slippage in the late 1980s, mon
funds rate, these countries regard the exchange ratetary policy credibility in Switzerland has never
as a key economic variable with a significant role in been seriously undermined. Other countries with
the conduct of monetary policlfor example, more  floating exchange rate regimes have had less suc
tary policy decisions in Canada have long been cessful experiences with monetarygets and/or in
guided by a “monetary conditions index” in which achieving the fundamental objective of low infla
movements in the exchange rate as well as move tion. For instance, inAustralia, Canada, New
ments in short-term market interest rates are ceonsid Zealand, Sweden, and the United Kingdom, the es
ered important in judging the monetary policy stance. tablishment of monetary policy credibility has come
Also, when the Canadian dollarexchange rate more recently and has generally involved both the
moves sharply in a manner considered inappropriate explicit adoption of an inflation tget as the primary
as occurred iugust 1998, the Bank of Canada may objective of monetary policy and the granting of op
adjust oficial interest rates to resist potentially desta erational independence to the central bank to pursue
bilizing market dynamics. Switzerland, which has that objectiveThe lesson here is that, in the absence
had persistently low inflation and generally sluggish of an exchange rate peg as a nominal anchone
economic growth for most of the last decade, has re tary policy generally needs a credible commitment
sponded to occasional episodes of upward pressuré¢o low inflation to provide an appropriate anchor
on the exchange rate by monetary easling Bank and this often can be facilitated by an inflatiorgédr
of England, in determining the degree of monetary and operational independence for the central bank.
tightening needed to resist rising inflationary pres In this connection, it should be emphasized that in
sures in 1997 and early 1998, took account of athe postwar era no industrial country has faced the
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problem of stabilizing its economy and financial manipulated fairly extensive controls on interna
system from a situation of very high inflation {an tional capital flows. In general, pegged exchange
nual inflation rates in the triple digits or higher). rate regimes were more sustainable and less subject
Rather in recent years, industrial country experience to massive speculative attack during this period, re
lies in reducing inflation from moderate levels to gardless of the other problems capital controls may
very low levels. Hence, an assessment of the meritshave generated.
of alternative policy approaches for situations of = However the recent experience of industrial coun
very high inflation requires a careful look at the ex tries is increasingly relevant for engarg market
perience of developing countri&s. countries that already are significantly integrated into
Finally, while essentially all industrial countries modern, global capital markets, and for other devel
now have very liberal policies toward capitat ac oping and transition countries moving toward more
count transactions, many developing countries, in liberal capital account regime®Vith substantial
contrast, still maintain extensive restrictions on-€api openness to global capital markets, maintenance of
tal account transactions and often adjust these re exchange rate pegs requires the undiluted commit
strictions in light of pressures on their balance of ment of monetary policy and the capacity of the
payments. For these countries, the recent experienceconomy and the financial system to withstand the
of industrial countries may be of comparatively-lim pressures generated by the interest rate adjustments
ited relevance. Rathesne must look back to thepe that may occasionally be necessary to defend the peg.
riod when many industrial countries maintained and Even with firm policies and sound economic and fi
nancial structures, maintenance of the exchange rate
peg can involve significant short-term costs in the
17SeeAppendix 11l for a discussion and references. face of substantial domestic or external shocks.



