Il Exchange Rate Arrangements
of Developing and Transition Countries

he developing and transition countries whose nancial system operates. In particuiardeciding on
exchange arrangements are the subject of thistheir exchange arrangements, these countries must
section cover a very broad range of economic devel take as given the exchange rate fluctuations among
opment—from the very poorest to the newly indus the worlds major currencieg\lso, in contrast to the
trialized economies with per capita incomes at levels largest industrial countries, whose policies can influ
that categorize them, along with industrial countries, ence conditions in the world economy and in global
as “advanced economies.” Correlated with the level financial markets, developing and transition coun
of economic development, but not perfectly so, are tries must take these conditions as given and adapt
both the degree of domestic financial sophistication as best they can.
and the extent of involvement with the global eco Adapting to expanding opportunities from deeper
nomic system, especially modern, global financial involvement in an increasingly integrated global
markets.The 30 or so countries that are most ad economy and to changes in their own economie situ
vanced in this last regard are commonly referred to ations, developing and transition countries have
as the “emaging markets.” been shifting their exchange rate regimes toward
In view of the wide economic and financial diver greater flexibility At the same time, many of these
sity among developing and transition countries, it is countries have been moving toward current account
neither surprising nor untoward that there is consid convertibility and a somewhat less dramatic liberal
erable diversity in their exchange rate regimes— ization of capital account restrictions (Figure 3.1).
from very hard one-currency pegs to free floats and The first part of this section considers key changes
many variations in betweéfi.Correspondinglythe in the economic situations of developing and transi
purpose of this section is not to search for the one,tion countries that have been associated with these
ideal exchange rate regime that would fit all devel policy developmentsThe second part of this section
oping and transition countries. Rathére aim is discusses the recent foreign exchange and financial
twofold: to elucidate the relationship between the crises that have #fcted many emging market
circumstances of a country and the exchange regimecountries, and seeks to draw lessons from these ex
that is most likely to suit its economic interests; and periences for exchange rate polidyiost impor
to discuss the factors required to make a chosen extantly, countries that are tightening their links with
change rate regime function reasonably well in the modern, global financial markets are increasingly
circumstances of a particular country vulnerable to shifts in market sentiment, making the
One characteristic shared by essentially all devel defense of pegged rates substantially morfécdit.
oping and transition countries and relevant for their For those emging market countries that still seek
exchange arrangements is that they must do the vasto maintain pegged exchange rates, as for the indus
bulk of their international commerce and finance in trial countries discussed in the preceding section, the
terms of the monies of major industrial countries constraints on monetary policy and the need for
rather than in terms of their domestic moniHsus, sound economic and financial structures capable of
developing and transition countries with substantial withstanding pressures from defense of the peg are
involvement in international trade and finance have very demanding.
a deep interest in how the global economic and fi ~ For many developing and transition countries, es
pecially those with limited involvement in globa fi
nancial markets, pegged exchange rates retain im
18 For reviews of the literature on the choice of exchange rate portant advantages. Exchange rate pegs can provide

fgimagz%e) 32219”9 Othﬁcﬁham(l(égg;)hGe}_nb}g:(l%g’)a a useful and credible nominal anchor for monetary
rgy y Ison an elvin ghevili, an, an H H H'™ H H
Montiel (1991), Isard (1995), Obstfeld (1995a), Obstfeld and Ro  POlICY and avoid many of the complexities and nsti

goff (1995), IMF (1997, Chapter 4\ppendix | of Eichengreen,  tutional requirements for_ establishing an alt_ernat_ive
Masson, and others (1998), and Frankel (1999). anchor (such as a functional and credible inflation
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floats, and the use of intervention and controls by
Figure 3.1. Developing Countries: Evolution countries that do not practice benign neglect toward
of Exchange Rate Regimes their exchange rates.
and Exchange Restrictions Exchange arrangements for countries that are in

(In percent) regional groups—notably th&ssociation of South
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Source: IMF, Annual Report on Exchange Arrangements and Ex-
change Restrictions.

ICross-country average of an index reflecting restrictions on
capital account transactions, multiple exchange rates, and surren-
der of export proceeds.The index ranges from 0 when no re-
strictions are present to |00 when all restrictions are present.To
reflect a change in methodology in 1996 for restrictions on capi-
tal account transactions, the 1996 and 1997 capital account re-
strictions indicators are rescaled so that the value in 1996 is the

eastAsian Nations (ASEAN) and the Southern
Common Market (Mercosur) groups—with substan
tial intraregional trade and diversified economic
linkages to the major industrial countries pose par
ticular concernsAlternative approaches to manag
ing these concerns in the relatively near term are dis
cussed in the fourth part of this section and
longerterm options involving more ambitious
efforts of regional cooperation are examined in
AppendixV.

The sectiors conclusion summarizes the main
implications for exchange regime choice by devel
oping and transition countries in the present global
economic environment.

Economic Environment Facing
Developing and Transition Countries

Developing and transition countries face an-eco
nomic environment undgoing significant changes
that have important implications for their choice of
exchange rate arrangements.

same as that in 1995. It is likely, however, that capital account lib-
eralization took place between 1995 and 1996.

2In percent of total number of developing countries. Flexible
exchange rate regimes include arrangements in which the ex-
change rate has limited flexibility with respect to another cur-
rency, is adjusted according to a set of indicators, follows a man-
aged float, or is independently floating. The number for 1998 is

Increased Capital Mobility

Gross capital flows to developing countries have
df risen considerably as a share of their GidRe the
Pre;FI’Z:::r:Z.of developing countries that have accepted Article VIII early 1980s (Flgure 32Th|$ trend reflec_ts greater
of the IMF’s Articles of Agreement; countries are weighted by capltal account liberalization and Capltal market
their |?90—95 share of aggregate exports of all developing integration, eSpeCiaIIy of en@ng market
countries. . .
economied? Higher gross flows have created the po
tential for lage and sudden reversals in net flows,
particularly in the case of private flows (excluding
. ] foreign direct investment). Net private flows to-de
target backed by an operationally independent cen veloping countries, after hovering arouvtdpercent
tral bank). Moreoverin the absence of sophisticated of GDPthroughout the 1970s and 1980s, rose sharply
financial systems, many developing and transition to 3 percent of GDFh the mid-1990s, only to drop
countries lack the financial infrastructure to support pack to 14 percent of GDRh 1998. Similar develop
a relatively deep and broad market for foreign ex ments are also evident in the case of outstanding
change that could provide reasonable stability in the bank claims, which fell abruptly isia, LatinAmer-
absence of dicial guidance concerning the X ica, and Eastern Europe in the context of the recent
change rate and policy support for that guidance.  emeging market crises (Figure 3.3), discussed in the
The third part of this section considers the charac next subsectio® As is well known, capital flow re
teristics of countries for which some form of pegged versals have been associated with currency crises and
exchange rate may be desirable and examines the
relative virtues of alternative exchange rate regimes
along the spectrum from hard pegs to free floats. _____
This subsection also discusses the role of the ex *°Since the concept of transition countries has only become

: : elevant during the last decade or so, Figures 3.1 through 3.8 con
change rate as a nominal anchor under various forms::entrate on developing countries.

of pggged rate regimes, the need for an alternative 2o pevelopments in capital flows are analyzed in greater detail
nominal anchor under loosely managed or free in Mussa, Swoboda, Zettelmeyand Jeanne (1999).
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Figure 3.2. Developing and Transition Figure 3.3. Developing and Transition
Countries:Total, Private, and Official Countries: Change in Bank Loans
Capital Flows (In billions of U.S. dollars)
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Sources: IMF, World Economic Outlook Database; and
Developing Countries Bonds, Equities, and Loans Database.

developing country) to the limited extent that nonres
idents are willing to hold local currency expost#e.
Moreover few of these countries haveganized

large real economic costs. Howeyvétis phenome -
non of the boom/bust cycle in private capital flows markets for currency futu'res and options, and- tho'se
markets located in industrial countries deal mainly in

and its attendant costs are relevant primarily for the . ; . .
emepging market economies that have important in mdustrlalzé:ountry currencies (IMA.995aAppendix
volvement in modern global financial markets. It has 1aple 4)z° Also, while forward foreign exchange

not directly afected the wide range of developing contracts are allowed in many emery markets
countries with little or no such involvement. (IMF, 1995b, p. 22), there is no indication of signifi
cant net capacity to shift foreign exchange risks

abroad at a reasonable price.
Exposure to Exchange Rate Risk P
As previously noted, residents of developing and pgtfolio Diversification

transition countries generally find it @dult to bor ¢ alobalization has b
row abroad in their own currencies, and nonresidents, A consequence of globalization has been a greater

are generally reluctant to take net long positions in INternationalization of balance sheets, with the pri
those currencies. In net terms, the foreign currency li \r/]atle'and public sectors of ergery market countries
abilities of residents of developing and transition Nolding and issuing an increasing quantity and-vari
countries usually exceed their assets in foreiga cur € ©Of foréign currency assets and liabilities. Fer in

; ; ; tance, 28 percent of the international bonds issued
rencies, implying that they are exposed to exchange® o L
rate risk on their balance sheets as well as throughP?Y €meging market countries in 1996-98 were de

trade. Issues of both sovereign and corporate bondd'ominated in a currency other than the U.S. dollar
on international markets are overwhelmingly in-for with the recent launch of the euro significantly rais

eign currencies, even in the case of an advancedng the share of the nondollar sector to 33 percent

economy such as Korea, or a country whose ex
change rate is strongly pegged to the U.S. ddlash
asArgentina?! Part of this exchange rate risk can be  ??Hedging can take many forms, including nonresidents-hold

i i ing local-currency-denominated equities. For example, in 1996,
hedged’ althoth Only (m the aggregate for a given the share of total market capitalization held by nonresidents in the
stock markets ofArgentina, Korea, Mexicolhailand, and the
Philippines ranged from 310 percent (Wrld Bank, 1997,
21 This might not necessarily imply exposure to exchange rate p. 306).
risk for those corporations whose receipts argelgrin foreign 23 However currency futures are available in the United States
currency for the Brazilian real, the Mexican peso, and the Russian ruble.
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during the first half of 19994 However discussions

with market participants (by sfah the IMF’s capi Figure 3.4. Advanced and Developing
tal markets group) reveal that the market of eledi = Countries: Measures of Openness
cated investors in the liabilities of ergerg market of Economies

countries is, at best, very limited.

70
60

Increased Openness to International Trade

The developing economiedégree of openness to
international trade has increased over the past few 50

Average all developing'

decadesThe average share of external trade mea 40 JLuroarea®
sured by exports plus imports, divided by two) in 30 " AT T T
GDPfor all developing countries rose from about SERSORET
30 percent in the Igtegl%Os to about 40 percent in Q.- Medan dll developing Yyl
the late 1990s (Figure 3.4Jhis trend has been 10 NAFTA#
more marked in the case of the eAstan coun
tries—mirroring their export-led grow#tWith im- 0|9?lal B vt
ports and exports representing ag&arshare of de
veloping countries’GDP, given changes in the 70
exchange rate have a greater impact on output anc 60 CMAS "\
prices.

>0 ASEAN® =

7 Asi 7
Shift of Exports Toward Manufactures 40 /\—J\VN As'ans
At the same time, the composition of developing 30 ......,/-;";-_-;".’""“* LT

countries'trade by type of product has changed-con 20 === CFA franc zone®
siderably with a move away from commodity €x  ereoand )
ports and toward manufactured exports (Figure 3.5), 10 :
especially for emging market economiedlhis Qe
shift in composition has made developing countries’ 198 72 76 8 &4 88 92 9% 99
terms of trade more stable, but it has also made thost¢
countries with growing manufactured exports more Source: IMF, World Economic Outlook.

.. . . IThe unweighted average across countries of exports and
sensitive to exchange rate fluctuations. Prices of  impores (divided by 2) in percent of GDP
most commodities are set in g|0ba| markets, and 2Euro area:Austria, Belgium-Luxembourg, Finland, France,
SUpp|y and demand for indiVidual eXporterS are Germany, Ireland, Italy, Netherlands, Portugal, and Spain.

3The median value of a country’s exports and imports (divid-

largely independent of the exchange rate. In contrast,  ed by 2) in percent of GDP

supply and demand for exports of manufactured M‘NAFTAd(EorGh{:nLegzatn Free Trade Agreement): Canada,
. o e e . exICo, an e nites es.
pl’OdUCtS.ShOW Slgnlflcant SenSlthlty to eXChange 5CMA (Common Monetary Area): Lesotho, Namibia, South
rates (Eichengreen, Masson, and others, 1998, Africa,and Swaziland.
p. 37) 6ASEAN (Association of Southeast Asian Nations): Cambodia,

Indonesia, Lao PD.R., Malaysia, Myanmar, Philippines, Singapore,
Thailand, and Vietnam. (Brunei data not available.)
7Asian 5: Indonesia, Korea, Malaysia, Philippines, and Thailand.

Trade Diversification 8CFA franc zone: Benin, Burkina Faso, Cameroon, Central
. . . . African Republic, Chad, Republic of Congo, Céte d’lvoire,
Consistent Wlth the trend to_ward glpballzatlon, Equatorial Guinea, Gabon, Guinea-Bissau, Mali, Niger, Senegal, and
many developlng—and es peC|aIIy emeng mar Togo.The sharp increase in the openness measure in 1994

ket—economies now trade Wlth a Wlde range Of reflects the CFA franc’s 50 percent devaluation.

i . K 9Mercosur:Argentina, Brazil, Paraguay, and Uruguay, as well as
partner countriesWith the notable exception of associate members Bolivia and Chile.
Mexico, which conducts fotfifths of its trade with
the United States, a typical medium-sized develop
ing countrys share of trade with a single currency
area is below one-half in the case of countries in
Africa, the Middle East, and Europe, and below

one-third in the case of countriesAsia and Latin

America26 There are usually lge trade shares
with at least two of the major currency areas (the
United States, the euro area, and Japan), implying

24 Source: Capital Data Ltd. 26 The geographical trade patterns for selected developing and
25 See Ito and others (1996). transition countries are providedTable 3.1.
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Agreement countries (NAHK) are also presented.
Figure 3.5. Developing Countries: Share of As shown inTables 3.2 and 3.3, intraregional trade
the Manufacturing Sector in Total Trade! in each of these regions has increased substantially
during the last decad@.The growing importance of
intraregional trade for key developing countries has

100 increased the magnitude of the redkefs of the
Exports ) fluctuations in the bilateral exchange rates between
80 — neighbor (or neaneighbor) developing countriés.
60 Al deW Reduced Inflation
40 Mercosur? An important development in recent years has
—~ Ao 53 been the fall in inflation in most developing ceun
20 san tries. The median inflation rate fell to about 5 percent
in the late 1990s from the 10 percent or more prevail
0|;7*4* e T e e e e ing between the_ early 1970s and the. early_ 1990s
(Figure 3.62% While the widespread decline of irfla
100 tion in developing and transition countries has bene
Imports fited from positive supply shocks (in particular lower
80 - — petroleum prices) and the anti-inflationary environ
All developing /___./;f? - ment in industrial countries, it also reveals the broad
60 ~ — e acceptance now among the public of these countries
TTT ~- Mercosur? that the key objective of monetary policy should be
40 to deliver low inflation, that prudent macroeconomic
policies are beneficial, and, correspondingfat fis
20 cal policy should not rely on the inflation tax.
OLI § N NN Y Y [ U N Y Y N N [ Y U U N N U U S _——— —
1974 78 82 86 90 94 98 .
Lessons from Recent Emerging
Source: United Nations, Trade Analysis and Reporting System. Market Crises
IThe sum of the following SITC categories: (5) chemicals,
(6) basic manufactures, (7) machines and transport equipment, Recent crises inVOlVing er‘rging market
(8) miscellaneous manufactured goods, and (9) goods not classi- . f h “ il isE®” of 1995
fied by kind, in percent of total trade. economies, rom the t.eqUI a C!‘I_S o .
2Mercosur:Argentina, Brazil, Paraguay, and Uruguay, as well as thl’OUgh the Asian/Russian/Brazilian crises of
associate members Bolivia and Chile. 1997-98, carry important lessons for exchange

3Asian 5: Indonesia, Korea, Malaysia, Philippines, and Thailand. . . .. .
regimes of developing and transition countries. In

deed, these experiences have led qualified observers,
such as Eichengreen and others (1999), to conclude
i ) ) ) that pegged exchange rate regimes are inherently

that developing countries with single-currency cyisis-prone for emeing market economies and that
pegs remain significantly exposed to the widefluc hese countries should be encouraged, in their own
tuations among major currencies documented injnierest and for the broader interests of the interna
Section II. tional community to adopt floating rate regimes.

This, together with a move by a number of other
Greater Intraregional Trade

The importance of intraregional trade for develop
mg_countrles,_ thQUQh S'_:'” mOdere_lte c_ompared W'th 27 Data for Central East European countries (CEEC) negotiat
their t!'ade with mdUS_t”a' countries, IS INCreasing, ing EU accession cover too short a period to draw any firm con
especially for key regional groups of egieg mar clusions and, in any case, this set of countries has no particular
ket economiesTable 3.2 illustrates this by consider significance as a regional trading grodjne strength of their

; ; ; ; . trade linkages with the EU is a more important consideration for
ing several regions, including Mercostive east the purposes of this analysis.

Asian countries most ffcted by the recent enger 28 Table 3.3 shows the shares of regional trade as a percentage
ing market crisesASEAN, the countries in Central of total regional GDP(for the same groups considered in
and Eastern Europe that initiated accession negotia Tazgler?-Z)- decl i dwid vaed in th

i i i ; The recent decline in inflation worldwide is analyzed in the
tions with the European Union I!"l March 1998, and October 1996Morld Economic OutlookMF, 1996, Chapter 6).

the CHRA franc zone. For comparison purposes, data

. 30 The financial crisis that followed the December 1994 deval
on the euro area and the No#timerican Fredrade uation of the Mexican peso.



Il EXCHANGE RATE ARRANGEMENTS

Table 3.1. Selected Developing and Transition Countries: Trade Shares and Openness

1998 Trade Share with

1998 Proportion of

United States Germany Japan Euro Area Trade in GDP!
Latin America
Argentina 14.2 43 37 20.0 10.2
Brazil 21.7 77 5.0 248 82
Chile 18.8 4.4 8.8 17.9 27.1
Colombia 35.5 5.4 4.9 17.5 17.5
Costa Rica 51.6 37 25 14.2 47.7
Ecuador 337 4.2 6.2 15.1 29.4
Mexico 77.8 24 2.6 5.9 25.0
Paraguay 16.3 1.4 3.0 10.7 26.0
Peru 29.4 4.1 4.7 15.7 15.7
Uruguay 1.4 3.5 1.9 16.0 21.5
Venezuela 43.0 2.7 2.5 10.8 20.3
Asia
China, Mainland 17.5 4.3 15.0 1.4 19.6
China, Hong Kong 15.2 3.0 9.0 8.8 124.7
India 14.9 5.8 5.8 19.8 12.4
Indonesia 12.8 4.6 17.3 12.7 714
Korea 16.9 2.8 12.4 84 44.1
Malaysia 18.1 32 12.9 9.0 115.5
Pakistan 15.2 5.2 6.2 16.9 14.6
Philippines 24.8 3.0 16.5 8.9 56.4
Singapore 18.2 23 10.8 10.1 143.6
Thailand 17.1 35 17.2 12.0 49.5
Africa
Central African Republic 1.5 0.9 1.3 44.5 20.6
Ethiopia 6.8 10.6 7.8 29.7 21.6
Gabon 39.1 1.8 2.4 343 47.0
Ghana 72 5.7 3.0 34.0 299
Guinea 1.8 2.7 1.6 46.4 21.5
Kenya 5.4 5.1 4.3 17.9 30.5
Mauritius 7.5 4.9 2.9 30.0 62.4
Morocco 5.1 6.4 2.0 57.1 29.7
Nigeria 25.8 5.1 1.7 293 18.9
South Africa 10.5 9.3 6.1 25.6 29.0
Zambia 2.9 1.8 6.5 1.1 33.8
Zimbabwe 4.1 39 4.5 13.6 47.3
Middle East and Europe
Egypt 15.7 9.2 4.9 34.2 21.8
Iran 0.0 10.6 7.5 35.0 16.4
Israel 28.9 6.6 3.6 313 39.9
Jordan 72 6.5 49 21.0 63.0
Kuwait 245 5.7 26.5 20.7 51.3
Saudi Arabia 19.7 3.5 12.1 16.7 34.1
Turkey 8.1 18.0 2.6 42.1 27.2
Central and Eastern Europe
Czech Republic 2.1 35.0 0.6 54.9 60.9
Estonia 2.9 8.6 0.7 433 82.0
Hungary 4.0 343 1.8 65.5 60.8
Latvia 4.7 15.6 0.3 35.6 56.2
Lithuania 29 16.2 1.3 327 62.3
Poland 2.3 314 0.6 59.2 27.5
Romania 3.9 19.2 0.5 51.7 26.6
Russia 7.8 9.8 2.6 28.1 28.6
Slovak Republic 1.1 27.5 0.2 47.6 58.7
Slovenia 29 243 1.0 63.4 56.1
Ukraine 2.0 5.2 0.3 12.5 42.9

Sources: IMF, World Economic Outlook database, and Direction of Trade Statistics.
IThe average of exports and imports in percent of GDP.
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Table 3.2. Regional Trade Patterns, 1980-98 (selected years)

(In percent of total regional trade)

1980 1985 1990 1995 1998

Exports Imports Exports Imports Exports Imports Exports Imports Exports Imports

Mercosur!
Within Mercosur 15.8 1.3 8.2 13.8 1.6 17.5 22.6 20.2 26.8 22.7
With the United States 14.7 20.3 22.8 19.1 20.4 19.3 15.0 20.6 15.1 21.6
With euro area 27.4 17.8 24.4 15.9 28.8 20.1 21.3 22.3 21.3 22.0
With other industrial countries 13.3 14.7 12.1 12.8 14.6 15.4 14.3 13.7 10.6 13.3
With other developing countries 27.1 35.2 30.0 36.5 23.2 26.6 26.0 22.1 25.0 19.5
Asian 52
Within Asian 5 49 6.0 6.4 7.8 6.7 6.6 8.4 8.1 10.2 12.5
With Japan 29.9 25.1 24.7 23.8 22.2 26.1 15.9 25.8 11.6 17.8
With the United States 20.8 18.3 26.1 18.4 23.9 18.2 19.5 17.3 20.2 14.4
With euro area 11.8 8.7 8.6 9.7 11.8 1.3 10.4 1.6 10.7 8.6
With other industrial countries 5.8 9.7 7.9 10.9 83 10.6 6.6 9.4 8.1 7.4
With other developing countries 25.6 31.0 24.7 26.2 25.0 24.1 36.9 26.1 36.5 36.6
ASEAN3
Within ASEAN 17.4 14.6 18.6 17.2 19.0 15.2 24.6 18.0 22.1 24.1
With Japan 29.6 223 25.1 20.5 18.9 23.1 14.2 23.8 .1 16.9
With the United States 16.3 15.3 19.5 15.2 19.4 14.4 18.6 13.8 20.6 13.8
With euro area 10.4 9.6 8.4 10.0 1.7 11.2 10.8 1.1 1.9 8.9
With other industrial countries 6.1 10.3 6.2 9.7 7.6 9.8 6.9 8.1 8.6 6.7
With other developing countries 20.2 28.6 21.5 26.7 23.1 25.2 243 24.3 25.2 28.5
CFA franc zone*
Within CFA franc zone 6.6 6.1 6.8 6.7 8.1 9.3 6.7 6.9 8.5 8.5
With euro area 56.7 57.6 53.2 53.9 50.9 52.0 46.1 45.8 40.7 45.6
With other industrial countries 18.1 14.7 22.8 18.1 20.9 14.3 22.5 14.7 21.1 12.5
With other developing countries 18.9 21.2 14.0 18.7 18.0 21.1 21.7 29.2 26.2 29.6
CEEC 53
Within CEEC 5 59 4.7 6.5 4.7
With euro area ... ... ... ... ... 56.7 54.5 57.4 60.4
With other industrial countries 1.9 16.3 14.2 12.9
With other developing countries .. .. .. .. L. 237 239 21.7 21.6
Euro area®
Within euro area 50.6 442 47.1 46.1 54.1 52.8 51.2 50.7 48.7 48.5
With Japan 0.9 2.3 1.2 3.1 2.0 4.1 2.0 3.8 1.6 3.8
With the United States 47 7.8 8.9 7.2 6.1 6.7 59 6.8 7.6 7.8
With other industrial countries 18.5 15.6 20.2 17.2 19.5 16.7 18.3 16.8 18.9 16.6
With other developing countries 23.5 29.7 21.0 25.8 17.2 19.1 21.3 21.0 22.0 22.4
NAFTA?
Within NAFTA 33.6 32.8 439 344 41.4 339 46.2 384 51.0 40.4
With Japan 8.3 10.6 8.8 16.9 10.5 15.2 8.6 13.7 6.4 10.9
With euro area 17.4 10.3 13.5 13.7 15.6 13.2 1.7 1.6 1.3 12.4
With other industrial countries 10.1 79 8.4 79 9.4 78 7.2 6.2 7.6 6.2
With other developing countries 28.8 37.0 239 26.4 23.0 29.1 26.1 29.8 23.6 29.7

Source: IMF, Direction of Trade Statistics.

'Mercosur: Argentina, Brazil, Paraguay, Uruguay, and associate members Bolivia and Chile.

2 Asian 5: Indonesia, Korea, Malaysia, Philippines, and Thailand.

3 ASEAN (Association of Southeast Asian Nations): Cambodia, Indonesia, Laos, Malaysia, Myanmar, Philippines, Singapore, Thailand, and Vietnam (Brunei
data are not available).

4CFA franc zone: Benin, Burkina Faso, Cameroon, Central African Republic, Chad, Republic of Congo, Céte d’lvoire, Equatorial Guinea, Gabon, Guinea-
Bissau, Mali, Niger, Senegal, and Togo.

SCEEC 5: Czech Republic, Estonia, Hungary, Poland, and Slovenia - the countries that initiated accession negotiations with the European Union in
March 1998, a group chosen purely for illustration purposes.

6Euro area: Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, Netherlands, Portugal, and Spain.

’NAFTA (North American Free Trade Association): Canada, Mexico, and the United States.
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Table 3.3. Regional Trade Patterns, 1980-98 (selected years)
(In percent of total regional GDP)

1980 1985 1990 1995 1998

Exports Imports Exports Imports Exports Imports Exports Imports Exports Imports

Mercosur!
Within Mercosur 1.1 1.1 1.0 1.0 1.0 1.1 1.8 1.8 2.1 2.3
With the United States 1.1 1.9 2.8 1.4 1.7 1.2 1.2 1.8 1.2 2.2
With euro area 2.0 1.7 3.0 1.2 2.4 1.2 1.7 2.0 1.7 2.3
With other industrial countries 1.0 1.4 1.5 1.0 1.2 0.9 1.2 1.2 0.9 1.4
With other developing countries 2.0 33 3.7 2.7 2.0 1.6 2.1 2.0 2.0 2.0
Asian 52
Within Asian 5 1.3 1.5 1.7 1.9 1.9 2.0 2.7 2.9 5.7 5.9
With Japan 8.1 6.4 6.5 5.7 6.2 8.1 5.1 9.3 6.4 8.4
With the United States 5.6 4.7 6.9 4.4 6.7 5.7 6.3 6.2 1.3 6.8
With euro area 32 22 2.3 2.3 33 35 33 4.2 6.0 4.0
With other industrial countries 1.6 2.5 2.1 2.6 2.3 33 2.1 34 4.5 35
With other developing countries 6.9 79 6.5 6.2 7.0 7.5 1.9 9.4 20.3 17.3
ASEAN3
Within ASEAN 5.6 42 5.8 49 7.6 6.9 10.6 8.8 1.7 11.8
With Japan 9.5 6.5 7.8 5.8 7.6 10.5 6.2 1.7 5.9 83
With the United States 52 4.4 6.0 43 7.8 6.6 8.1 6.8 10.9 6.8
With euro area 3.4 2.8 2.6 2.8 4.7 5.1 4.7 5.5 6.3 4.3
With other industrial countries 2.0 3.0 1.9 2.7 3.0 4.5 3.0 4.0 4.5 33
With other developing countries 6.5 83 6.6 7.6 9.3 1.5 10.5 1.9 13.4 14.0
CFA franc zone*
Within CFA franc zone 1.8 1.5 2.0 1.6 1.8 1.8 1.8 1.9 2.6 2.8
With euro area 15.0 14.5 15.8 13.0 1.3 10.1 12.2 12.5 12.5 15.0
With other industrial countries 4.8 37 6.8 4.4 4.6 2.8 6.0 4.0 6.5 4.1
With other developing countries 5.0 53 42 4.5 4.0 4.1 5.7 8.0 8.1 9.8
CEEC 53
Within CEEC 5 1.6 1.6 2.0 2.2
With euro area 15.1 18.3 17.7 27.9
With other industrial countries 3.2 5.5 44 6.0
With other developing countries .. .. .. .. 6.3 8.0 6.7 10.0
Euro area®
Within euro area 11.4 1.3 12.5 12.3 12.6 12.4 12.4 11.4 12.8 12.0
With Japan 0.2 0.6 0.3 0.8 0.5 1.0 0.5 0.9 0.4 1.0
With the United States 1.1 2.0 2.4 1.9 1.4 1.6 1.4 1.5 2.0 2.0
With other industrial countries 42 4.0 53 4.6 4.5 39 4.4 3.8 5.0 42
With other developing countries 53 7.6 5.6 6.9 4.0 4.5 5.2 4.7 5.8 5.6
NAFTA?
Within NAFTA 3.1 3.5 3.0 34 34 35 48 49 53 54
With Japan 0.8 1.1 0.6 1.7 0.9 1.6 0.9 1.7 0.7 1.5
With euro area 1.6 1.1 0.9 1.3 1.3 1.4 1.2 1.5 1.2 1.7
With other industrial countries 0.9 0.8 0.6 0.8 0.8 0.8 0.8 0.8 0.8 0.8
With other developing countries 2.7 3.9 1.7 2.6 1.9 3.0 2.7 3.8 2.5 4.0

Sources: IMF, Direction of Trade Statistics, and World Economic Outlook.

'Mercosur: Argentina, Brazil, Paraguay, Uruguay, and associate members Bolivia and Chile.

2Asian 5: Indonesia, Korea, Malaysia, Philippines, and Thailand.

3ASEAN (Association of Southeast Asian Nations): Cambodia, Indonesia, Laos, Malaysia, Myanmar, Philippines, Singapore, Thailand, and Vietnam (Brunei
data are not available).

4CFA franc zone: Benin, Burkina Faso, Cameroon, Central African Republic, Chad, Republic of Congo, Céte d’lvoire, Equatorial Guinea, Gabon, Guinea-
Bissau, Mali, Niger, Senegal, and Togo.

SCEEC 5: Czech Republic, Estonia, Hungary, Poland, and Slovenia—the countries that initiated accession negotiations with the European Union in
March 1998, a group chosen purely for illustration purposes.

6Euro area: Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, Netherlands, Portugal, and Spain.

’NAFTA (North American Free Trade Association): Canada, Mexico, and the United States.



Lessons from Recent Emerging Market Crises

fected countries all had de jure or de facto exchange
rate pegs or otherwise substantially limited the
movement of their exchange rates. In contrast,

Figure 3.6. Advanced, Developing,! and
Transition Countries: Median Inflation Rate

Transition countries
(right scale)  *-, _200

Developing countries
(left scale) Dt 175

emeging market economies that maintained greater
flexibility in their exchange rate regimes generally
fared much betterFor example, Chile, Mexico,
Peru, Soutl\frica, andTurkey all seem to have ben
efited from the flexibility of their exchange rates
during the recent international financial crisis.

12 - - 150 When drawing conclusions from these compar
10 - _ 125 isons, howevelit also should be noted that it is pre
8 100 cisely in_ circumstances like t_hose i_n recent crises
- - that flexible exchange rate regimes (in place ard op
6 - -75 erating before the crisis and not adopted during the
4 Advanced countries "~ 50 crisis) should be expected to perform beteftexi-
5 (left scale) 25 ble exchange rate regime allows dar adverse
- - shocks to be more easily deflected or absorbed than
A e R a pegged or quasi-pegged exchange rate regime, and

1970 73 76 79 82 85 88 91 94 97 .
avoids the lage costs that often accompany a break

down of the exchange rate regime (in comparison
with the adjustment of an already flexible exchange
rate).

A reasoned judgment on the desirable exchange
rate regime thus needs to be based not only on how it
performs in a crisis, but how it performs on average
countries toward hard pegs, suggests a “hollowing of over time. For instancérgentina, with its currency
the middle” of the spectrum of exchange rate board, has had strong growth in the 1990s, despite
regimes from very hard pegs to pure floéts. the negative écts of the tequila and Russian crises.

In considering this conclusion, it is important to That said, it must be emphasized that the costs of re
stress a critical caveat: while recent crises have directlycent crises to the mostfafted countries have been
and adversely &cted many emging market very lage, and especially so for those countries
economies with important links to modern global fi whose pegged or quasi—pegged exchange regimes
nancial markets, these crises have only indirectly af broke down in the throes of crisiBhere is an unde
fected (through movements in world commodity prices niable lesson here about thefidiflties and dangers
and trade flows) the majority of developing and transi of running pegged or quasi—pegged exchange rate
tion countriesAccordingly, lessons for exchange rate regimes for emging market economies with sub
regimes from these crises relate primarily to ejmer stantial involvement in global capital markets, as ev
market countries (and to countries that may soon joinidenced by the fact that only the emgieg market
this group) and not necessarily more broadly countries with the hardest pegs were able to main

Taking account of this essential caveat, it must be tain their exchange rates.
recognized that for those ergerg market countries Of course, important factors other than the relative
that were most severelyfatted by recent crises, fixity of their exchange rate regimes contributed sig
their exchange rate regimes were clearly important nificantly to the problems of those countries most af
factors in their vulnerability2 The most severely af  fected by recent emging market crises. Russ&’

most important problem was, and is, the chronic in

capacity of the central government to meet its fiscal
"31An early version of the “hollowing of the middle” thesis, ~f€Sponsibilities and the broader problems of the gen
based on the gument that intermediate exchange rate regimes of eral culture of honpayment and noncompliance with
the taget zone and adjustable peg variety are not credible or-incon ordinary commercial practices and obligations.
Sistent with p_rto?gffgI{“agrzosg?gsr:g‘?npgc:é%% d‘zs?leggg;y underin Brazil, too, has had a serious fiscal problem. For
Crggﬁs\;ggr::t?r?alznd Me%co were the most severefgcaéd ;:oun Korea, the principal problem was not a Se“O‘_JS'Y
tries in the tequila crisis; Indonesia, Korea, MalayEfeiland, and overvalued exchange rate, but rather a weak finan
(to a lesser extent) Hong Kong SAR were most severigtaél in cial system and many weak and overleveraged cor
th?_Aéia”ngSrfziiIR;nSASLag%i;nxitr ;i‘q’g;f’sﬁf\i?e'lggi dRil:ftSr:i” porations. ForThailand and Malaysia and (to a
(I;rrlzlzsiii:jllrrw1 crisis. Colon?bia, Ecuad@andVenezuela are presently lesser extent) Indonesia, O\./ervaluatlon of the ex .
feeling primarily the décts of their own dffculties rather than the ~ Change rate was more of an issue, but weaknesses in
spillovers from the broader crisedeating emeging markets. the financial sector and in the financial position of

Source: IMF, World Economic Outlook.
IExcluding transition economies.
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nonfinancial businesses were also critical. In-gen change rate comes under downward pressure, the na
eral, it was not the exchange rate regime alone thational authorities are understandably reluctant to re
was the fundamental source of precrisis vulnerabil sist by raising domestic interest rates, as this will
ity and of subsequent substantial damaged further undermine already weak banks and busi
changing the exchange rate regime will not autemat nessesAdjustment of the exchange rate is also re
ically correct (although, as discussed beldawnay sisted—through sterilized fagial intervention—be
help ameliorate) these other critical problems. cause a substantial depreciation would raise the
Moreover with sounderbetter managed, and bet burdens of foreign-currency-denominated debts.
ter supervised financial systems, and with stronger Once it becomes clear that the authorities are caught
incentives for lower leverage and lower foreign- in a situation where they want to defend the ex
exchange exposure of domestic businesses andhange rate, but dare not raise domestic interest rates
households, governments would be better able to(credibly and substantially), and are running short of
raise domestic interest rates when needed to defendeserves, then speculative pressures against the ex
the exchange rate, and would be more credible inchange rate become overwhelming. If the peg is bro
pursuing such a policylf exposure to foreign- ken, depreciation is likely to be substantial as private
currency-denominated debt were more limi¢éd, agents rush to cover their remaining foreign ex
exchange rate adjustments could be undertaken withchange exposures and as foreign and domestie capi
less damage and less reason for delaprove tal attempts to flee the developing cridibe author
ments in these key areas, which are desirable inities, with limited remaining reserves, are in a poor
their own right, would tend to make pegged ex position to help stabilize the rate, and the market that
change rate regimes less dangerous and more tenis not used to operating withoutfigial support
able for countries with significant involvement in tends to become illiquid and move erratically
modern global financial markets. Indeed, for coun Downward pressures build as recognition of the ad
tries with important links to global financial mar verse consequences of financial disruption associ
kets, successful operation of pegged exchange rateated with massive depreciation become mutualy re
requires both the dedication of monetary policy to inforcing. Thus, pegged or quasi-pegged exchange
the exchange rate objective andfignt strength rates (or heavily managed floats) do tend to-con
in the countrys economic and financial system to tribute to other problems that make these regimes
withstand the pressures from sharp interest rate ad prone to damaging financial cris@se likelihood of
justments that may occasionally be needed to de prolonged speculative attack and, indeed, of a down
fend the peg. turn in sentiment is reduced to the extent that the
Notwithstanding the potential for improvement in credibility of the peg is high; this is most obvious in
these other areas, howeyiris essential to receg the case of a currency board.
nize that the countries most adversefgeted by re A genuine floating exchange rate, by contrast, al
cent crises experienced an intrinsic perversity in thelows greater flexibility for monetary policy at times
interactions between their exchange rate regimesof exchange rate pressures and economiicdify.
and other problems in their economies, especially Also, provided that the exchange rate really does
weaknesses in their financial sectdfMhen the ex move up and down in response to market forces,
change rate is pegged or tightly managed and it isbusinesses and financial institutions are forced to
believed that this will continue, there is often little recognize the risks inherent in foreign-currency
perceived risk for domestic firms or financial borrowing and other exposures to foreign exchange
institutions to borrow in foreign currencly domes risk. Floating does not preclude the use dical
tic-currency interest rates rise above foreign-cur intervention and adjustments of monetary policy to
rency rates (because off@ts to contain domestic influence the exchange rate. Howevefforts to
overheating by tighter monetary policy together with tightly manage the exchange rate primarily through
sterilized intervention to resist exchange rate appre (sterilized) oficial intervention tend to recreate the
ciation), then there is a positive incentive to borrow risks and problems of a pegged exchange rate. If
foreign currencyAs international credits are gener
ally most cheaply and easily available for short ma
turities, foreign-currency borrowing tends to be
short term. . . . 34Beyond normal intervention, the authorities may resort to the
If, because of adverse domestic or international forward market (Thailand in 1997) or futures market (Brazil,

developments, market sentiment turns and the ex 1997-98), or they may exchange domestic-currency debt fer for
eign-currency linked debt (Mexico, 1994; and Brazil, 1998),
or they may loan ditial reserves to domestic institutions experi
- encing financing dffculties (Korea, 1997)These strategies may
33 Unfortunately pegged rates tend to encourage foreign cur  help to forestall a crisis, but if the crisis breaks they can also
rency borrowing by domestic banks and nonfinancial firms. make it much more damaging.



Exchange

Regime Choice: Emerging Markets and Beyond

the exchange rate is managed, interest rates should Specifically the following conditions are likely
be a primary tool so that private sector behavior to influence whether some form of pegged ex
will be appropriately attuned to situations where change rate regime is judged to be appropr#te:

aggressive interest rate adjustments may occasion
ally be required to support the exchange rate ebjec
tive. For countries substantially involved in
modern global financial markets, policy regimes
that seek to provide a high degree of stability of
both exchange rates and interest rates, and that in
duce private risk taking on the presumption that
both are simultaneously possible, are an invitation
to trouble.

Exchange Regime Choice: Emerging
Markets and Beyond

The preceding discussion strongly suggests that
for emeging market countries with substantial in
volvement in modern global financial markets,
floating exchange rate regimes should be an in
creasingly relevant, albeit not universal, choice.
Looking beyond the emging market economies to
the lage number of developing and transition coun

¢ The degree of involvement with international

capital markets is low;

¢ The share of trade with the country to which it is
pegged is high;

e The shocks it faces are similar to those facing
the country to which it pegs;

It is willing to give up monetary independence
for its partnels monetary credibility;

Its economy and financial system already exten
sively rely on its partnés currency;

Because of high inherited inflation, exchange-
rate-based stabilization is attractive;

Its fiscal policy is flexible and sustainable;
Its labor markets are flexible;
It has high international reserves.

Countries with Pegged Exchange
Rate Regimes

Applying these criteria, one group of countries for

tries that do not (yet) have close links with modern, which pegged exchange rates would seem to remain
global financial markets, the rigors of maintaining a sensible are small economies with a dominant trad
pegged exchange rate regime are less demandinging partner that maintains a reasonably stable mone
For such countries, and especially those lacking atary policy For such countries, there is generally lit
well-developed financial infrastructure including tle point in incurring the costs of attempting to run
sophisticated financial institutions and broad and an independent monetary poli@ds shown inAp-
deep markets for foreign exchange, pegs can pro pendix I, IMF members with an annual GDPless
vide a simple and credible anchor for monetary pol than $5 billion overwhelmingly have pegged- ex
icy. While the precise requirements for a successful change rate regimes. For most of these countries, it

float are not the subject of this papircan safely

is clear not only that they should peg; the currencies

be said that many developing and transition to which they should peg are also cledmall
economies do not satisfy them. Indeed, while an in Caribbean island economies, some small central

creasing number of them (including many egirey
market economies) fi€ially describe their ex

American countries, and some Pacific
economies peg to the U.S. dolldhe CHA franc

island

change rate regimes as “managed floating” of “in zone countries peg to the French franc (and, since

dependent floating” (see Figure 3.1 arableA2.1
in Appendix Il), the fact is that most of them main

1999, to the euro). Lesotho, Namibia, and Swaziland
peg to the Soutifrican rand. Bhutan and Nepal

tain some form of de jure or de facto exchange rate(which has an annual GO#ightly above $5 billion)

peg or otherwise narrowly limit fluctuations of the
exchange raté® The economic criteria usually
thought to influence the appropriateness of adopting
a fixed, as opposed to a flexible, exchange rate
regime provide at least a partial explanation of this
phenomenon.

35 The example of the Malaysian currentye ringgit, illus
trates the dffculties with regard to the dérence between f
cial and practical definitions of exchange rate regifiie. ringgit
was in practice pegged quite closely to the U.S. dollar prior to the
Thai crisis, for example fluctuating within a range of
RM2.47-2.52:$1 in the first half of 1997. Nevertheless, the au
thorities characterized that regime as a managed float.

36 Since available empirical studies on thieeffs of alternative
regimes on economic performance (e.g., Ghosh and others, 1995;
IMF, 1997; Hausmann and others, 1999) do not control for these
conditions, they are not very illuminating for the discussion in
this chapterFor instance, the main finding of these studies has
been that inflation under flexible arrangements has been higher
and more volatile than under pegged ones. In many countries,
however that correlation emged due to fiscal indiscipline rather
than to an exogenous decision to adopt a flexible exchange rate.
Other problems with these studies ardidlifties in classifying
the regimes, a lack of robustness of results across samples-and pe
riods, and the small number of developing countries that have had
floating rates for a significant number of years. For a discussion
of some of these issues, see Edwards and Savastano (1998).
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peg to the Indian rupee. Brunei Darussalam pegs to Chinas ofiicial exchange rate policy is a managed
the Singapore dollaOther small countries, gerer float, but within that policythe exchange rate of the
ally with more diversified trade patterns, peg to-cur yuan has been tightly linked to the U.S. dollar since
rency baskets. mid-1995.With a substantial (but recently declining)
On the basis of the above criteria, another group current account surplus, with ¢gr foreign exchange
of countries for which pegged exchange rate regimesreserves, and with controls that sharply limit short-
would appear relevant, for the future if not necessar term capital inflows and outflows, China has main
ily for the near term, are the more advanced transi tained its de facto exchange rate peg through all of
tion economies of Central and Eastern Europe thatthe turmoil of recent emging market crises and,
aspire to membership in the European Union and tothereby has made an important contribution to the
eventual participation in European Economic and restoration of financial stability in the regidrhe fi-
Monetary Union (EMU)The criteria of dominant  nancial infrastructure for a broad, deep, and resilient
trading partner (and the benefits of closer economicforeign exchange market for the Chinese currency
integration with that partner), as well as willingness does not now exist and would take time to develop
to give up monetary independence, are clearly rele (along with other essential improvements in the- Chi
vant, indeed controlling, in the longer term. For the nese financial system).gradual move to more flex
near to medium term, howevyerarious considera ibility in the future, combined with development of
tions ague against hard pegs and in favor of more the financial infrastructure, would be consistent with
flexible exchange arrangemeni@me is needed to  other desirable reforms in the Chinese economy
strengthen fiscal policies and to address weaknesses Other developing countries (of varying economic
in financial sectors and thereby better prepare forsize) are in situations not too féifent from that of
full capital market liberalization. It is also important China, at least with respect to their exchange rate
to allow for a possible conflict between exchange regimes.Without significant involvement in global
rate stability and price stability that may arise be financial markets, especially for short-term flows,
cause of substantial défrences in productivity these countries are generally less vulnerable than
growth as the transition countries continue to catch most emeging market economies to a rapid and
up with their more advanced partners (Masson, massive buildup of speculative pressures against a
1999). Nevertheless, with a view toward their-ulti pegged exchange rate. Often lacking the relevant in
mate objective, these EMU aspirant countries will frastructure for a viable foreign exchange market
want to lay the firm foundations that are necessarythat would operate with reasonable stability in the
for successful exchange rate pegs by countries subabsence of guidance from the authorities, these
stantially open to global financial markéts. countries typically either have pegged or heavily
Developing countries that face thefdifilt prob- managed exchange rates.
lem of stabilizing their economies from a situation = Many of these exchange rate regimes can, and do,
of high inflation comprise yet a third group for function reasonably successfully provided that some
which exchange rate pegs are relevantdiscussed  key conditions are methe most important concern
in Appendix Ill, and contrary to widespread beliefs, the nexus between exchange rate policy and mone
exchange-rate-based stabilizations have been usetary policy—the subject of the next subsection.
quite successfully by a number of these countries. While monetary policy may have some limited flex
The key to success in many cases, howénaerbeen  ibility to pursue other objectives, it is essential that
in knowing when and how to exit from an exchange the expansion of domestic money and credit do not
rate peg that has done its job in helping to achieveundermine the exchange rate regime. If significant
(often dramatic) disinflation with comparatively-lit  disequilibria begin to develop between the actual ex
tle economic cost, but which is not sustainable in the change rate and its economically appropriate level,
longer term. beyond what may be reasonably corrected by other
Beyond these specific groups (which together ac policy adjustments, it is important that decisions to
count for a substantial number of countries), there adjust the exchange rate be taken before the neces
are a significant number of &, medium-sized, and sary adjustment becomes seriously destabiliZing.
smaller developing and transition countries for contain the potential damage from exchange rate ad
which some form of pegged exchange rate, tight justments when they are needed, it is also important
band, crawling band, or heavily managed float is the to ensure that domestic businesses and finaneial in
relevant exchange rate regime. One important exam stitutions do not take on substantial net foreign-
ple is the lagest developing countrZhina. currency liabilities under the incentives created by
the quasi-insurance suggested by a pegged exchange
rate.This latter task is presumably easier in coun
" 370n the pros and cons of currency board arrangements in the l1€S _W'th only limited access to modern, global fi
lead-up to EU accession, see Gulde and others (2000). nancial markets.
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Exchange Rate Pegs as Nominal Anchors nated to the exchange rate regime; and expansions
and contractions in the supply of base money (and,
therefore, movements in domestic interest rates) are
determined by foreign exchange inflows and-out
flows. These arrangements leave no room for adjust
ments in the real exchange rate through changes in
the nominal exchange raté@ccordingly, adjust
Yments to changing economic conditionfeeting the
equilibrium real exchange rate, including temporary
shocks, must be made by other means, including
changes in the levels of domestic prices and costs
and (usually short-run) changes in the levels of eco
nomic activity and employmenthus, among the
criteria that make a pegged exchange rate regime
economically sensible (described above), countries
with currency boards must be particularly mindful of
the need for flexibility in their economies and in
their economic policies (other than exchange rate

It is important to recognize that for centuries up
until the 1970s, except during occasional periods of
war or other substantial disruption, the values of all
national monies were fundamentally defined by
linking their values to some external asset. Gold and
silver were the key external assets through the earl
part of this centuryAfter World War Il, under the
BrettonWoods system, nations pledged to maintain
the values of their currencies within narrow bands of
central parities defined against the U.S. dollar
which was pegged (somewhat tenuously) to gold.
Only since 1973 have we had an international mone
tary system in which exchange rates of the national
currencies of the three st industrial countries
and some of the medium-sized industrial countries
float in response to market pressures without much
official guidance. Indeed, most of the medium-sized ;
industri%al countries in Europe have eschewed freealnd monetary policy).

floating and have instead fastened their exchange Even for countries that adopt currency boards, as
rates increasingly tightly to the deutsche mark, andwe" as for less stringent forms of pegged exchange

) rate regimes, one way to retain the main anchor
have now moved on to monetary union.

For many developing countries, particularly those properties of an exchange rate peg while gaining
. y developing co >S, P y some adaptability to one potentially important
with less sophisticated financial systems, it may

simplv be unreasonable to think that there can be aSCUrce of external disturbances—fluctuations among
Ply : he exchange rates of the major international curren
credible anchor for expectations about monetar

: ) " Y cies—is to peg to a currency baskete weights of
policy and for the exchange rate if the authorities do the various currencies in the basket could reflect, for

Phoatti?]t:blggz:t%wi]r? tgeurlrii fgfr gc])?n\éalrg(;c?i]lc th;/;?&gfgexample, the geographical composition of the eoun
alternat?(/e asset of stable value Pegg?/ng the ex try's trade pattern, or the currency weights of the
. Lo . special drawing right (SDR} Relative to a single-
change rate, or tightly managing its range ofvari ., oncy heq, this alternative has the advantage of
ability, is a simple, transparent, and time-honored reducing the volatility of the nominal and redieef

Y/V;g 0|I1 p?g&%'g%:utzgraenmagcggﬂg Ig;(;nilarg/gi(leable tive exchange rate—an advantage that would be rel
pINg ' y y evant primarily for countries with diversified trade

alternative. patterns vis-a-vis the major currency areas. Basket
pegs, howevemay reduce the microeconomic and

Pegs, Baskets, Bands, Crawls, and Managed informational benefits of maintaining constant at

Floats least one, typically the most important, bilateral ex

change rate relevant for price comparisons and eco

Pegged exchange rate regimes imply an explicit O homic transactionsAlso, basket pegs may be less

uthoriies to i the extent of fluctuation of the’ aNSParent than single-currency peis may be
Ehe case particularly in countries where there is

exchange rate to a degree that provides a meaningfuwidespread use of a foreign currenegd pegging to

nominal anchor for private expectations about the .. "\ rency has immediate popular understanding.
behavior of the exchange rate and the requisite Sup, oo ctice. hasket pegs are not used as often as sin
porting behavior of monetary policQuite a broad ’

range of regimes share this general characteristic,

with a varying degree of permissible exchange rate Wi ice trade weiht " . o
ihili ; ; _ ile in practice trade weights are the most common choice,
ﬂeXIblllty’ ranging from very hard, 5|_ngle currency Turnovsky (1982) shows that a trade-weighted basket is net nec
pegs, to basket p_egs, to bands, to adJUStable pegs anétsarily the optimal choice to stabilize output or attain other rea
bands, to crawling pegs and bands, to managedsonable macroeconomic objectives. In a simple macroeconomic
floats. model, he finds that other variables that should be taken into ac
Aside from outright adoption of another coungry’  count include the elasticity of domestic output with respect to the

various exchange rates that make up the basket; and the-covari
Currencythe hardest form of a pegged eXChange rate ances of the interest rates of the countries whose currencies are

regime is a currency board (see Box 3.1). Under ainciyded in the basket with the disturbances in the demand-for do
currency board, monetary policy is entirely subordi mestic output that are of foreign origin.
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Box 3.1. Currency Boards

Currency board arrangements (CBAs) are the tend credit to banks experiencingfidifilties; and a pru
strongest form of exchange rate peg short of a currencydent fiscal policy owing to the prohibition of central
union or outright dollarizatioA A currency board is bank lending to the government.
committed to supplying or redeeming its monetary lia The advantages of a CBAclude, in particularthe
bilities at a fixed exchange rate, which implies that it credibility of the economic policy regim&his is evi
must hold foreign reserves at least equal to its total denced by the narrowing of &fentials vis-a-vis the
monetary liabilities. Moreoverthese are the only anchor currency throughout the yield curve in most
terms under which a currency board can exchange countries that have adopted CBAs. Such credibility re
monetary liabilities; that is, in its pure form, a currency sults from the high political cost of altering the-ex
board cannot extend credit. Under these conditions, change rate, which—in most existing CBAs—is set by
even short-term interest rates become completely inde law. In the past, CBAs have often been adopted by
pendent of the will of the domestic monetary authori small, open economies wishing to curb inflation, and
ties: market arbitrage will imply that interest rates are Argentinas recent success in this respect has shown
closely linked to those of the anchor currenCBAs that CBAs can facilitate disinflation in Iger
have been in operation in several countries, including economies as well.

Djibouti (since 1949), Brunei Darussalam (since  The costs of a CBAnclude the absence of central
1967), Hong Kong SAR (since 1983),gentina (since bank monetary operations to smooth out very short-
1991), Estonia (since 1992), Lithuania (since 1994), term interest rate volatility (which implies that banks
Bulgaria (since 1997), and Bosnia and Herzegovina may experience ditulties) and the absence of a lender
(since 1997). of last resort. Indeed, countries with CBAs have often

Just as a CBAs an extreme form of exchange rate experienced banking collapses, leading some of them to
peg, the conditions for the operation of a CBA, as well establish limited lendeof-last-resort facilities. Finally
as its advantages and costs, are also those of a fixed exthe absence of domestic credit by the central bark im
change rate regime (described in the main text of this plies that seigniorage is lower under a CAn under
section) in a more extreme form. a normal peg.

The key conditions for the successful operation of a  The main diferences between a CBa#nd outright
CBA, in addition to the usual conditions deemed desir dollarization are that in the former case the country re
able for a fixed exchange rate regime, are a sound bank tains its (already loyas noted) seigniorage, whereas in
ing system, because the monetary authorities cannot ex the latter case seigniorage goes to the country of the an

chor currency unless special arrangements are made;

—Q= : . and that dollarization represents an even more complete
For further discussion of currency board arrangements,

see the October 199Wbrld Economic OutlookBennett !’enouncement of “soyerelgnt)’/’ than'a Szl el
(1995), Williamson (1995), and Balifio, Enoch, and others N9 the loss of an “exit option” that is preserved under a
(1997). CBA.

gle-currency pegs are. Moreoyéhne popularity of public announcement of a band of admissible values
basket pegs, which peaked in the first half of the for the exchange rate that the authorities will defend
1980s, declined during the 1990s (Figure 3This by buying or selling in the market, or there could be
decline probably is related to the fact that basketa de factdband where the public learns of the gov
pegs share many of the characteristics of single-ernments policy through its actions in the markét.
currency pegs, which have also been in decline in  When the inflation rate in a country is substan
the oficially reported exchange rate regimes. tially above that in the major industrial countries
Most countries with pegged exchange rate (and an immediate it to reduce inflation to very
regimes do not fix the rate absolutdbyt rather un
dertake an dicial commitment to keep the exchange
rate from fluctuating beyond some permissible

band3® This commitment can take the form of @ 0 the words of Frankel (1999, p. 5), “[when a central bank]

announces a band around a crawling basket peg, it takes a-surpris
ingly large number of daily observations for a market participant
to solve the statistical problem, either explicitly or impligithy
39 The distinction between a peg and a band is somewhat arbi estimating the parameters (the weights in the basket, the rate of
trary, but a peg is often understood as a band in which the mar the crawl, and the width of the band) and testing the hypothesis
gins on either side of the central parity are less than or equal to that the central bank is abiding by its announced rediinis. is
2.25 percent. In addition, note that a peg or a band can be fixed, particularly true if the central bank does not announce the weights
or can be reset periodically in a series of mini devaluations. In the in the basket (as is usually the case) or other parameters. By con
latter case, it is customary to label the peg or band as a “crawling” trast, market participants can verify the announcement of a sim
or a “sliding” peg or band. ple dollar peg instantly
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some initially successful exchange-rate-based -stabi

Figure 3.7. Developing Countries: lizations that subsequently broke dof#n.

Evolution of Pegged Exchange Rate Indeed, the principal ditulty of band arrange
Regimes! ments, including crawling bands, is that when the ex
(In percent of total number of developing countries) change rate is driven to the limits of the band (partic

ularly the most depreciated limit), these arrangements
work similarly to and can face the same type of prob

45 — lems as standard exchange rate pegs. Especially in the
40 S case of emging market c_ountries with substantial
N involvement in global capital markets, exchange rate
35 =< N bands are vulnerable to speculative attacks just as
30 = US. dollar currency pegs ar&he currencies of Mexico before
25 M December 1994, Indonesia befdvegust 1997, and
N Russia beforédugust 1998 were all in crawling band
20 ooy currency basket . VST arrangements. In fact, an exchange rate band may be
15 A : = less credible than a peg is, especially a hard peg such
10 - as a currency board, which typically conveys the im
5 ) pression of stronger commitment of monetary policy
" Other currendies — il to the exchange rate regime. Bands typically function
e P TR TR T ey e best as regimes of policy compromise when there is
the readiness to adjust the central parity (or rate of
Source: IMF, Annual Report on Exchange Arrangements and crawl) in a timely manner in response to changing
Exchange Restrictions. economic fundamentals.

IThe classification is based on officially reported exchange
rate arrangements as of year-end.

Somewhere along the spectrum of regimes of in
creasing exchange rate flexibility lie “managed
floating” regimes. Unfortunatelya managed float
has a suiciently ambiguous meaning—covering a
range of regimes from de facto pegging to some
low rates is not feasible or desirable), a crawling peg thing close to a free float. For those managed floats
or crawling band becomes a relevant exchangethat lie close to the pegging end of the spectrum, the
regime option.A passivecrawling peg or band comments that have already been made about vari
where the parity is adjusted for past inflation has the ous forms of pegged exchange rate regimes continue
virtue that it helps to avoid a tendency for the real to apply There can be some flexibility in the -ex
exchange rate to appreciate out of line with-eco change rate, but there must also be a meaningful
nomic fundamentals, and adjustments to the rate ofcommitment to defend what the public understands
crawl to correct eme@ing current account imbal  to be the authoritie€ommitments regarding the -ex
ances can be made to deal with changes in real ecochange rate and related policidsghtly managed
nomic fundamentalsThe disadvantage of such a floats provide a nominal anchor and help to stabilize
regime, howeveris that while it may help stabilize exchange rates and expectations concerning ex
the behavior of the exchange rate in the relatively change rates, inflation, and monetary policy; but
short run, it provides no medium-term nominat an they are subject to market pressures, potential crises,
chor. The tendency is to have not a crawling, but and costly breakdowns.
rather a “galloping,” peg or band that keeps inflation
running at a high raté strategy that has been used
to deal with this problem and to help bring about a
gradual disinflation (for example, in Israel since the
late 1980s and 1990s and in Poland since the mid- Under a loosely managed float, market forces are
1990s), is to use aactive crawling peg or band allowed substantial latitude to influence the exchange
where the rate of crawl is preannounced for up to arate in the short term and in the longer teFimough
year in advance, with the objective of influencing official intervention and monetary policy adjust
expectations and price-setting behavior ments, the authorities may seek to limit exchange

For anactiveband or crawling band to be useful rate fluctuations in the near term, but there is ne pol
in stabilizing expectations, howeyehe authorities
must be perceived as having a serious commitment
to the arrangementhis, in turn, requires that the
aUt_hor't'eS _face significant costs from_ abandoning " 41 For a discussion of these issues, see Eichengreen, Masson,
their commitment—costs that are well illustrated by and others (1998).

Monetary Policy Arrangements with Floating
Exchange Rates



Il EXCHANGE RATE ARRANGEMENTS

icy commitment (explicit or implied) to keep the-ex An inflation tageting framework allows a degree
change rate within some range or crawling baine. of discretion and flexibility in the conduct of mene
exchange rate in this case is not a nominal anétor tary policy On the one hand, in practical inflation
these critical respects, loosely managed floats are intargeting frameworks, the inflation @ets only need
the same basic category of exchange rate regimes aw be hit over a medium-term horizon and are often
free floats. Under the evolving conditions described specified in terms of bands rather than point-esti
in the first part of this section, especially the increas mates; and in some cases, the central bank reserves
ing involvement of developing and transition ceun the right to make ad hoc adjustments to the inflation
tries in global capital markets, a number of these measure being tgeted (see Bernanke and others,
countries (including emging market countries) 1999). On the other hand, the emphasis on inflation
have moved to loosely managed flo&ts. as the overriding objective of the central bank, and
As the exchange rate does not fulfill the role of the increased transparency and accountability of
nominal anchor in these floating rate regimes, a key monetary policy that often have accompanied the
issue is how to establish a credible alternative nominaladoption of inflation tageting frameworks, can help
anchor Institutional arrangements are important in to check or limit the degree to which the discre
this regard. In particulacentral bank independence is tionary powers of the central bank may be used in
important to help mitigate fears that the lack of ex practice.
change rate anchor could let loose the money-printing Because actual inflation geting frameworks do
demor¥3 The central bank need not have goal inde not tie the hands of the monetary authority tightly
pendence, but it should have substantial operationalhowever the adoption of such a framework could
independence (and tenure protection) to pursue-an apend up delivering the costs of discretion rather than
propriate nominal tget that is independent from the the benefits of flexibility if it is not implemented
financing needs of the public sector and/or from short- properly and if the authorities are not able to demon
sighted considerations associated with the political strate a commitment to the objective. For this rea
cycle. Most developing countries have reduced-nfla son, the importance of the institutional develop
tion, suggesting that there may be a growing political ments mentioned above cannot be exaggerated. In
consensus in these countries that monetary policyparticular a successful inflation tgeting framework
should be liberated from these inflationary pressures. requires that the central bank be free from the symp
The successful adoption of floating exchange rate toms of fiscal dominance and the pressures imposed
arrangements also requires definition of the objective by short-term political considerationEhe potential
that is to guide the conduct of monetary policy and, costs of discretion also highlight the key importance
accordingly provide the foundation for private-sector of technical expertise and judicious central banking
expectations. For this purpose, inflationggting for the successful implementation of an inflation tar
frameworks such as those adopted in several indus geting framework> Since there are considerable
trial countries since the early 1990s are likely to re lags in the d&ct of monetary policy instruments on
ceive increasing attention. Under these frameworks, inflation, it is important to have anfettive fore
monetary policy is characterized by the announce casting procedure that will signal when instrument
ment of tagets for the inflation rate at some low level changes are needed to avoid (prospective)-over
or range, the periodic assessment of expected infla shoots or undershoots of theget?6 In addition, rel
tion over a medium-term horizon, and the systematic ative to the typical industrial counfrpany develop
adjustment of the monetary policy instrument in ing countries sdér from lage supply shocks and
order to maintain the relevant inflation measure in have a substantial number of administered prices,
line with the taget. Inflation tageting frameworks  which detract, on the one hand, from the predictabil
also have often been characterized by increasedty of inflation and, on the othefrom its controlla
transparency and accountability of monetary policy bility. Since it occasionally may be filiult to disen
though these features are in principle independent oftangle the décts on inflation of such shocks from
these frameworks and are desirable in themsétves. those implied by monetary policy mistakes, the ac
countability of monetary policymakers under infla
tion taigeting may thus be lower in these countries.

42 For analyses of the float of the Mexican peso, see Edwards
and Savastano (1998) and Carstensvdacher (1999).
43 Many developing countries already have increased the de 45 The preconditions for the adoption of an inflatiorg&ing
gree of independence of their central banks. See Cottarelli and framework are discussed in Masson, Savastano, and Sharma

Giannini (1997). (1997).

44 Countries with inflation tayeting regimes include New 46 While some other monetary regimes also require a forecast
Zealand, Canada, the United Kingdom, Sweden,/argdralia. ing procedure, such a procedure is not required under a purely
Analyses of these and some other experiences with inflation tar discretionary monetary regime, an exchange rate peg, or a simple
geting are provided in Bernanke and others (1999). money base rule.
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An alternative to an inflation tget as a nominal exposure to foreign-currency borrowing, can be
anchor under a floating exchange rate regime is tohighly vulnerable to unexpected fluctuations in the
announce taets for the growth rate of some mene exchange rate.
tary aggregate (or group of aggregates). Such Indeed, the facts reveal that developing countries
arrangements presumably would be attractive in with flexible exchange rate regimes generally do not
countries where the relation between monetary practice benign neglect of the exchange rate. -Com
growth and inflation is reasonably reliable and pared to the G—3 countries, these developing -coun
where the monetary authorities have relatively good tries tend to put much more of the weight of the ad
control of the tageted aggregate. Howeyeéevelop justment to macroeconomic shocks on variations in
ing countries seem to rarely meet these conditions.interest rates and in international reserves than on
Nevertheless, money growthdats may still be use  variations in the exchange raféhis is illustrated in
ful if they are an déctive means of communicating Table 3.4, which reports the volatility of the monthly
the intentions of the monetary authorities, with the exchange rates, interest rates, and international re
understanding that the authorities have a responsibil serves in selected developing and advanced-coun
ity to explain deviations from their announced tar tries that dficially maintained a managed float or an
gets as an essential part of their public accountabil independent float between January 1995 and De
ity. Thought of in this waymoney growth tayets cember 1998The typical developing country in this
can be used as a supplement to, rather than a replaceategory showed during this period a volatility of the
ment for inflation tagets4? exchange rate that was not veryfeliént from that
observed in industrial countries with floating
regimes. Howevetthe volatility of these developing
countries’interest rates was substantiallygar than

Under all exchange regimes other than absolutethe corresponding volatilities in the G-3 rates, as
free floating, ancillary policy to &ct the foreign well as typically lager than in those of other -ad
exchange market throughfizial intervention and vanced countrie®\lso, the volatility of these devel
controls merits attention. Here, the key point is to oping countriesinternational reserves tended to be
recognize that, even for those developing and transi higher than those of the G-Bhus, the data show
tion countries for which it is reasonable and appro that, facing generally lger macroeconomic shocks
priate to move toward the floating rate end of the than the advanced countries, developing countries
spectrum of exchange arrangements, benign neglectvith flexible exchange rates placed substantially
of the exchange rate is unlikely to be a desirable pol greater importance on the stability of their exchange
icy. If the foreign exchange market is thin and domi rates than did the G—3, and significantly greater im
nated by a relatively small number of agents, it is portance on average than did the other industrial
likely that the exchange rate will be volatile if the countries with floating rates. Further evidence that
authorities do not provide some guidance and sup developing countries care more about exchange rate
port. This problem is compounded if, as is often the fluctuations is provided by the fact that, when mea
case, there is no long track record of stable macro sured relative to imports, GDRnd (especially)
economic policies that can firmly anchor market ex broad moneytheir demand for international reserves

Benign Neglect, Intervention, and Controls

pectations about the future monetary and exchangeends to be much Iger than the corresponding-de

rate policyAlso, underdeveloped and incomplete fi
nancial markets imply that hedging against ex
change rate risk is usually costly and sometimes im
possiblet8 As a result, the costs of exchange rate
volatility can be substantial for individual agents and
for the economy as a whole. In particukzonomies
with weak financial sector regulation and supervi
sion, and where banks and corporations havege lar

47 A recent survey of the use of explicitdats for monetary
policy conducted by the Bank of England (see Sterne, 1999) re
ports that countries that had both inflation and monegetar(and
sometimes exchange rategets as well) substantially exceeded
the number of countries that had either only an inflatiayetaor
only a money taget.

48 pegged rates may also have discouraged the development o

hedging instruments in the past by underplaying the risk -of ex
change rate fluctuations.

mand in industrial country floaters.

From this experience, it is clear that developing
countries that maintain relatively flexible exchange
rate regimes typically use both monetary policy
(interest rate) adjustments andial intervention
to influence the exchange rate. Concerning the ef
fectiveness of (sterilized) intervention, it is reason
able to expect that it will generally be moréeef
tive in countries where access to international
capital markets is limited and, therefore, the au
thorities have relatively greater capacity to influ
ence conditions in the foreign exchange market by
directly buying or selling foreign exchange. For
emeging market economies characterized by high
international capital mobilitythe efectiveness of
fsterilized interventions is likely to be more limited,
or lager interventions will be required to achieve a
given efect. The willingness of the central bank
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Table 3.4. Selected Countries with Floating Exchange Rate Arrangements: Volatility of
Exchange Rate, Interest Rate, and International Reserves, January 1995-December 1998

Ratio of Exchange Rate

Volatility! of Volatility to International Reserves
Interest International In percent
Exchange Interest  International rate reserve  In months In percent  of broad
rate? rate reserves  volatility volatility of imports  of GDP money
Developing countries
Bolivia3 0.3 1.2 6.7 0.3 0.0 5.2 10.9 25.1
Chile3 1.6 3.6 3.0 0.4 0.5 8.9 222 55.5
Colombia3 25 6.5 3.0 0.4 0.8 6.0 9.9 49.1
Gambia 0.8 0.1 37 6.6 0.2 57 25.7 103.1
Ghana 1.8 1.5 11.0 1.2 0.2 2.9 9.5 57.7
India 1.8 0.4 39 42 0.5 6.8 5.5 12.5
Mauritius3 1.8 0.6 44 32 0.4 3.6 18.7 25.4
Mexico 4.6 9.1 19.7 0.5 0.2 25 6.1 235
Peru 1.0 4.2 34 0.2 0.3 14.2 15.8 735
Singapore3 24 1.0 2.6 24 0.9 7.1 8l1.3 95.2
South Africa 32 0.9 20.2 3.6 0.2 I.1 24 39
Sri Lanka3 0.5 13.6 47 0.0 0.1 43 14.4 45.6
Tanzania 24 5.2 19.9 0.5 0.1 33 5.5 29.4
Turkey3 2.0 9.1 8.1 0.2 0.3 4.7 9.3 36.8
Uruguay3 0.7 9.7 6.2 0.1 0.1 37 7.1 18.0
Zambia 4.0 2.7 113.1 1.5 0.0 1.9 6.8 42.8
Zimbabwe 5.2 3.9 28.9 1.3 0.2 1.7 5.7 23.6
G-3 countries
Germany 2.6 0.1 23 22.4 1.1 2.1 3.6 6.3
Japan 43 0.1 3.0 359 1.4 75 47 42
United States 1.5 0.1 3.6 1.2 0.4 0.9 0.8 1.5
Other advanced countries
Australia 25 0.2 6.8 15.9 0.4 2.5 37 5.8
Canada 1.4 0.4 72 33 0.2 1.2 3.1 5.2
Israel? 22 0.6 5.5 35 0.4 2.8 15.9 19.2
New Zealand 2.7 0.7 6.5 4.0 0.4 3.9 77 9.2
United Kingdom 1.9 0.3 35 5.5 0.5 1.5 3.0 3.0

Sources: IMF, International Financial Statistics, and World Economic Outlook.

!Volatility is defined as the standard deviation of the monthly growth rate of the series for the exchange rate and for international reserves and as the
standard deviation of the difference for the interest rate.

2Bilateral versus the U.S. dollar for all countries except the United States; nominal effective exchange rate for the United States.

3Managed floaters.

and the treasury to support the commitment to de involvement with global financial markets is limited,

fend the exchange rate using their own resourcesare typically in a dfierent situation with respect to

however may help to modify the expectations of management of their foreign exchange regimes than

other market participants (the “signaling channel”), are the emeging market countries where involve

thus afecting also the level of private supply and ment is more extensivé.

demand in the market. On the other hand, if private A different issue concerns the use and usefulness

agents come firmly to the conclusion thati@él of controls by countries that do have significant

efforts to control an exchange rate through inter

vention—especially intervention unsupported by

monetary policy—are unsustainable, dar re

sources to carry out intervention may be viewed as 49 capital or foreign exchange controls are, of course, only one

a profit opportunity of the reasons why a country may lack intensive involvement
It has already been emphasized that developingWith global financial markets. Many countries arieetively pre

and transition countries that maintain significant cluded from such involvement because they are considered too

. . poorly developed economically and financially or because they
controls on capital account transactions, and WhoSeare perceived as indigiently creditworthy
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links to global capital markets as part of their ex limited involvement with modern global financial
change rate policsp markets, some form of exchange rate peg or band or
Here, it is relevant to distinguish between controls highly managed float is generally more viable and
on capital outflows that are imposed to resist down more appropriate for them than for most of the
ward pressures on the exchange rate and controls oemeging market countries. Even this conclusion,
capital inflows that are intended to discourage partic howevery leaves a wide range of possible regimes—

ular forms of inflows. In the case of the formtre for a diverse range of developing and transition
experience with success in the face of substantial andcountries.
sustained pressures is not particularly encouragding. IMF advice to members (including the emieg

It is unclear whether controls on inflows can have market countries) on their exchange rate policies (re
much efect in relieving upward pressure on the ex viewed inAppendix V) reflects this ambiguity and
change rate for countries that maintain substantialdiversity Consistent with thArticles of Agreement,
openness to global financial markets (despite suchthe IMF generally respects the memniBechoice of
controls).These controls mapoweverbe able to in exchange rate regime and advises on policies needed
fluence the composition of capital inflows—for good to support that choice. In the context of IMF-
or ill. Controls that discourage foreign direct invest supported programs, changes in exchange rates
ment or longeterm credit inflows may indirectly en  (such as the devaluation of the ACfranc in 1994),
courage short-term credit inflows. Controls that seek and even changes in exchange rate regimes (such as
to discourage short-term credit inflows (which are Bulgarias adoption of a currency board in 1997),
usually denominated in foreign currency) would tend have sometimes been required, along with other pol
to shift the composition of inflows in the reverse di icy adjustments. Contrary to some popular miscon
rection.As discussed in IMF (1995a) and Eichen ceptions, recent IMF-supported programs (with
green, Mussa, and others (1999), short-term credit in Mexico in 1995, and withAsian countries in
flows pose particular risks of financial crises and of 1997-98) have typically not involved financing a
possible systemic defaults, so that measures to shifdefense of currency pegs. In cases where a peg was
the composition of international capital flows away judged sustainable, howeye¢nhe IMF has provided
from these inflows can help to diminish risks of cri support (such as recently Argentina).There have
sis.To the extent that these measures raise the cost oflso been cases in which pegs were initially judged
short-term external indebtedness, they might also, tosustainable but subsequently had to be abandoned
some extent, facilitate the defense of the exchange(Brazil in 1999 and Russia in 1998, both of which
rate from the upward pressure stemming from the had crawling pegs)/ith increased capital mobility
temporary inflows, while maintaining a degree of in as countries approach ergerg market status, the

dependence in the conduct of monetary policy requirements for sustaining exchange rate pegs be
come more demanding.his suggests that some

Concluding Remarks countries may need to consider an exit strategy from
pegged rates earlier than has typically been the case

For the broad range of developing and transition
countries, exchange rates are typically very impor
tant macroeconomic variables, and increasingly so
because of the trends toward increased involvemen
of these countries in the global economic system.
Reflecting wide diferences in levels of economic

and financial development and in other aspects of} 4 economies—namely tSEAN and Mercosur
their economic situations, no single exchange rate ., ntries—are in the situation of having both diver

regime is most appropriate for all such countries, giiaq |inkages to the industrial countries and signifi
and the regime that is appropriate for a particular cont intraregional trad&hese regional groups face
country may change over timi@Because of their  {he proplem that substantial exchange rate fluctua
tions within the group, as well as vis-a-vis the indus
50 On country experiences with the use and liberalization of trial countries, can have destabilizingeets and can
capital controls, segriyoshi and others (2000). tend to undermine regional economic cooperation.

51 The recent experience of Malaysia, which imposed outflow ; : ; ;
controls on September 2, 1998, is analyzed in IMF (1998b). In One option to address this problem is to consider

this case, the controls were never really tested in the sense thaSOMe form of regional monetary and exchange rate

in the past.

tRegional Exchange Rate Arrangements

Some important regional groups of egiag mar

the exchange rate of the ringgit (like that of the ofssan crisis arrangement, following the example of various

countries that did not impose controls) was not under significant arrangements (leading up to the creation of EMU)

dos‘g’”";’]‘?“d. pressure after Fhr? ‘;10””0'5 ‘I"’er.e 'mpf‘:se;- el designed to help meet similar concerns of many Eu
This is consistent with the conclusion of fdey Franke . ] .

(1999) in his recent Graham Lecture on the subject, “. . . no single ropean countriesThe objective of $UCh arrange

currency regime is right for all countries at all times.” ments presumably would be to avoid or ameliorate
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the sharp swings recently experienced in exchange
rates among key members of these regional groups Figure 3.8. Selected Regional Groups:
(see Figure 3.8). Such swings may generate political Real Bilateral Exchange Rates,
resistance to the goal of intraregional free trade. For January 1990-April 1999
example, swings in the real exchange rate betweer (June 1991 = 100)
Argentina and Brazil generated substantial protec
tionist sentiment in these two countries during the
early 1990$3 300
However formal arrangements to coordinate
monetary and exchange rate policies (as in the-Euro 250
pean example) and limit intraregional exchange rate
fluctuations do not seem to be immediately applica 200
ble to ASEAN or Mercosur Neither of these re
gional groups presently has the institutional struc 150
tures or the political consensus needed for regional
economic integration, including integration of mon 100 —
etary and exchange rate policies, of the kind that
took many years to develop in Européth less pe
litical consensus on the virtues of closer economic
integration, and with weaker institutional structures Ohsss ™ o e e e
to build upon and develop the implications of such a
consensus, it seems doubtful that formal mecha
nisms for efiective intraregional coordination of -ex
change rate and monetary policies, similar to the Eu
ropean Monetary System (EMS) in Europe, could
function efectively inASEAN and Mercosur at the
present time. More ambitiousfefts at regional co
operation, such as creation of a common regional As recent crises abate, what are the prospects—

Thailand vs. Indonesia

Mexico vs. United States
P Argentina vs. Brazil

50 ———— 7
V United Kingdom vs. Germany ~ Canada vs. United States

Source: IMF, International Financial Statistics.

currency are an even more distant prospActord and the risks—of reestablishing this form of de facto
ingly, discussion of the economic issues relevant toregional exchange rate policy coordination? In the
these approaches is deferred\ppendixV. case of MercosyArgentina remains dedicated to its

For the relatively near term, howeyé&ess formal convertibility plan, and has rigorously sought to im
mechanisms for coordinating exchange rate policiesplement the policies and build the institutions that
may be feasible—probably more so among the will sustain its currency board. It has also discussed
ASEAN countries than in Mercosuprior to the re the possibility of moving beyond the currency board
cent emeging market crises, exchange rate policies by complete dollarization—in ffct eliminating the
among the keASEAN countries were coordinated national currencyBrazil, on the other hand, has
de facto by national policies that limited exchange moved to a floating exchange rate regime, with mon
rate fluctuations vis-a-vis the U.S. dollavith the etary policy oriented toward an inflation get. This
result that bilateral nominal exchange rates amongprobably means that exchange rates between the two
these countries fluctuated relatively little. Nominal largest Mercosur members will be more volatile than
and real dkective exchange rates fluctuated seme they had been before January 1999, but not as
what more, reflecting diérent national inflation  volatile as they had been immediately after the
rates and dférent trade weights for various trading Brazilian reals depreciation or for most of the 20-
partners. Similarlyin Mercosuy before the floating  year period before 1994. Pending developments that
of the Brazilian real in early 1999, fluctuations in the may strengthen the basis for regional cooperation on
bilateral nominal exchange rate between the real andexchange rate policies and other issues in the years
the Argentine peso were limited by the respective to come, the Mercosur countries will need to adapt
national policies concerning exchange rates vis-a-visto a fundamental diérence in the exchange rate
the U.S. dollar (and related) policies of the two dgst participants.

In particular Argentina must continue to improve
the flexibility of its economy—notably (but not
only) in its labor markets—to enhance its capacity to

53 This is documented in Bevilaqua (1997). See also Eichen adapt to a variety of shocks without exchange rate
green (1998) for a brief review of this experience. Frankel (1997) flexibility .

finds that, for thSEAN and Mercosur countries, trade is two or .
three times greater than proximishared languages, and other In ASEAN, the prospects for—and the risks of—

factors would suggest. returning to implicit exchange rate policy coordina



Concluding Remarks

tion by a return to explicit or de facto currency pegs rate policies. Because tBfentAsian economies
(or quasi-pegs) to the U.S. dollar appear greater tharwere afected diferently by recent crises, are reeov
in Mercosur Malaysia established a formal peg of ering in diferent ways and at ddrent speeds, and
the ringgit to the U.S. dollar on September 1, 1998. remain subject to diérent domestic and external
After great turbulence at the height of th&ian cri shocks, market pressures on their exchange rates are
sis, theThai bahts exchange rate against the U.S. unlikely to be uniform. Howeveit should be feasi
dollar has been relatively stable since late 1998. Inble to take some account of common factors that are
view of the still substantial real depreciations of the likely to influence these economies in a similar if not
baht and ringgit as compared with the period just be identical fashion. In particulamovements in major
fore the Asian crisis, as well a§hailand and currency (especially dollar/yen) exchange rates
Malaysias laige current account surpluses, it seems might be taken into account by shifting, on a re
reasonably likely that their exchange rates will be gional basis, from exchange rate policies that focus
subject to upward market pressure, especially if the heavily on the U.S. dollar to more of a currency-bas
U.S. dollar corrects downward against other major ket approachAlso, or alternatively agreement
currenciesThe Philippines and Indonesia (as well as might be sought to limit exchange market interven
Korea, which is not ilSEAN) may well be in sim tion (or the pace and scale of reserve accumulation)
ilar situations. in order to ensure that market forces are allowed rea
Resistance to upward pressures on exchange ratesonable latitude, by all of the regional partners, to
(primarily through sterilized intervention) because move exchange rates up and down in response to
of concerns about maintaining export competitive changing economic conditions. Beyond such possi
ness can become expensive if domestic interest ratesilities, and pending consideration and possible de
rise above world market interest rates. Nevertheless,velopment of more ambitiousfefts at regional ex
such eforts can usually be sustained much longer change rate coordination (discussedjpendixV),
than eforts to defend an exchange rate that is per regional cooperation in the near term will need to
ceived as overvaluedhere is no clear limit to the take a flexible approach, based on mutual under
reserves that a country may acquire ifore$ to re standing and trust, and backed up by regional and in
sist exchange rate appreciation; whereas marketdernational surveillance.
know that there is a limit to the reserves available to
resist depreciationThere is an important danger
however in slipping back into de factpegging of  Concluding Remarks
exchange rates against the U.S. doN&hile this
may be sustainable for some considerable period, it Looking at the diverse circumstances, needs, and
may well eventually contribute to recreating the preferences of the more than 150 IMF members not
problems that led up to ti#esian crisis. categorized as industrial countries, it may fairly be
To avoid or mitigate this potential problem, it is concluded on the basis of the preceding discussion
important for theASEAN countries (and other east that no single exchange rate regime (and associated
Asian economies including Korea, China, arad policies) may be prescribed as best for all. Nor does
wan Province of China) to recognize and take appro this diverse group of countries, in general, face a
priate account of their mutual interdependence in thestark choice between very hard pegs and essentially
particular context of their exchange rate (and re free floating—although such a choice is probably in
lated) policies. If there are general upward pressurescreasingly pressing for those countries with substan
on the exchange rates of these economies and onlyial involvement in modern, global capital markets.
one or two respond by allowing their exchange ratesNor is the best choice of exchange rate (and associ
to appreciate, they will tend to lose competitive posi ated policy) regime always clear for many individual
tion relative to those regional partners who aggres countries, even in light of their specific circum
sively resist exchange rate appreciation. Recegniz stances.There are no simple, universal answers.
ing this possibility all will be encouraged to resist However there is a good deal that can reasonably be
exchange rate appreciation even when economicsaid about what are likely to be the most appropriate
fundamentals point in this direction. In contrast, if choices of exchange rate regime depending on the
there is a general understanding that exchange ratesircumstances of particular countries.
will be allowed to adjust in response to market pres  First, for most emegjing market countries, primar
sures (although not necessarily with benign neglect),ily in Asia and LatirAmerica (but also Southfrica
then one country should be less concerned that in reand some countries in Eastern Europe), floating ex
sponding to such pressures it will be disadvantagedchange rate regimes appear to be the increasingly
relative to its regional partners and competitors. relevant choiceThese countries have important and
There is no easy way of writing formal rules for generally expanding involvement with modern
this loose form of regional cooperation on exchange global financial markets—with many other develop
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ing and transition countries yet to follow in their characteristics of the regime. For such countries, in
paths. For these enggng market countries, the general, the harder and more credible the peg, the
tequila crisis of 1995 and thesian/Russian/Brazil better In contrast, a pegged exchange rate regime
ian crises of 1997-98 forcefully illustrated the same that is adopted (de jure or de facto) when conditions
lessons learned by the industrial countries in the are favorable, but without adequate policy coramit
ERM crises of 1992/93—that the policy require ment and institutional foundation, can become an in
ments for maintaining a pegged exchange rate carnvitation to costly crisis when conditions turn less fa
be very demanding in circumstances of high interna vorable.An environment of capital mobility allows
tional capital mobility In this situation, several massive pressures to be exerted against a pegged ex
emeging market countries (including Mexico, Peru, change rate that, for whatever reasons, has become
and SouthAfrica) successfully maintained floating suspect in the markefo defend the peg, monetary
exchange rate regime$hese regimes appear to policy must be able to respond forcefulgnd the
have been helpful in handling a variety of economic economy and financial system must be able to-with
shocks, including the pressures of recent crises,stand the strain if the regime is to be credible. Goun
thereby providing evidence that floating rates are tries that are not adequately prepared to withstand
often the most workable regimes for many eyimey the potential strains of exchange rate defense should
market countries. beware of slipping into exchange rate pegs that may
For floating rate regimes to functionfeftively later foster serious economic and financial crises.
for such countries and avoid the substantial prob And, even for countries with strong foundations,
lems that tend to develop over time with exchange maintenance of pegged exchange rates in a crisis en
rate pegs, howeveit is important that exchange vironment can be a demanding endeavor
rates actually move—in both directions—in- re Third, beyond the 30 or so “enggng market”
sponse to market forces, sometimes by significanteconomies, the majority of developing and transition
amounts in short periods. Only such movement caneconomies do not have highly sophisticated demes
persuade private economic agents to recognize andic financial systems, are not deeply integrated into
prudently manage the foreign exchange risks that areworld capital markets, and (in many cases) maintain
inescapable for countries open to global financial fairly extensive controls on capital account (and cur
markets.This does not imply a policy of benign-ne rent account) transactioriBhese countries currently
glect toward the exchange rate. For ayivey market include a number of the lger and medium-sized de
countries that are generally quite open to interna veloping countries. If inflation in these countries is
tional trade as well as to global finance, movements high because of needs for monetary financing of the
in exchange rates have important economic conse fiscal deficit or for other reasons, then exchange rate
quences, and it is often appropriate for economic pegs cannot be sustained for long periods. However

policies, including monetary policies andicil ex- if monetary policy can maintain reasonable disci
change market intervention, to take account of andpline, then pegged exchange rate regimes (or bands
react to exchange rate developments. Howehggt or crawling pegs or crawling bands) can be viable

management of the exchange rate that provides thdor extended periods; and, if adjustments are under
convenience of limited exchange rate volatility in taken in a timely mannethey need not be associ
normal times also tends to foster dangerous compla ated with costly crises. Nevertheless, as they become
cency about foreign exchange risks that can sud more developed, more financially sophisticated, and
denly become quite lge, as was dramatically illus ~ more integrated into global financial markets, these
trated in théAsian crisis.Thus, for emaging market countries also will need to consider regimes of
countries that cannot or choose not to undertake thegreater exchange rate flexibility
very strict regimen necessary to sustain pegged ex Among the countries for which pegged exchange
change rate regimes in an environment of interna rate regimes are relevant for the future, if not neces
tional capital mobilityit is essential that floating ex  sarily in the near term, are the more advanced transi
change rates really do float. tion economies of Central and Eastern Europe that
Second, for certain enging market countries, aspire to membership in, or close association with,
pegged exchange rate regimes and their requiredhe European Union and European Economic and
supporting policies and institutions can be workable, Monetary Union. Starting from a variety of -ex
despite substantial involvement with global financial change rate regimes, there is special reason for these
markets. Notable in this category are countries thatcountries to build the policy frameworks and institu
have already put in place the policies and institutions tions that will allow them to sustain hard exchange
needed to support a pegged exchange rate, have esate pegs in an environment of high capital account
tablished the credibility of those policies and institu openness.
tions, and have induced appropriate adaptive behav Many smaller countries that account for only a
ior of the economic and financial system to the modest share of world output but are a substantial
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fraction of the IMF$ total membership may also be the major currency areas and significant intrare
included in the group of peggers. Even for the most gional linkages to other enggng market countries
advanced of these small countries seeking to imain (specifically theASEAN and Mercosur groups) face
tain pegged exchange rates, moderate constraints oparticular challenges in devising and managing their
the development of financial instruments and prac exchange rate regimes. Joint pegging of exchange
tices that might facilitate speculation against the pegrates to a single major currency (de facto or de jure)
can probably help, along with disciplined monetary has the advantage of coordinating the exchange rate
policy, to sustain the exchange rate regime. More policies among the group, so long as the exchange
over, for the many small countries that do maintain rate pegs are sustainable. But, as illustrated in recent
pegged exchange rates, the choice of currency tocrises, in addition to the generalfitifilties of sus
which they peg generally has a sensible and clearlytaining exchange rate pegs for countries substan
understandable rationale. tially open to global financial markets, this solution

Yet another group of countries for which pegged is vulnerable both to pressures arising from fluctua
exchange rates fefr important attractions are coun tions of exchange rates among the major currencies
tries that need to stabilize their economies from situa and to the contagion that can arise when the collapse
tions of high inflationAs discussed ikppendix I, of one countrys exchange rate peg calls into ques
there are many examples of successful stabilizationtion the sustainability of the pegs of other members
from high inflation based on an exchange rate peg.of the regional groupA joint peg to a basket of
Although there are few countries where high inflation major currencies reflecting the trading pattern of the
remains a problem, the lessons remain relevidre. regional group would guably be a better choice
main challenge in these endeavors is to recognize thathan a single currency peg. More flexible arrange
while an exchange rate peg initially may be very use ments that use currency baskets as reference points
ful in the stabilization ébrt, the exchange rate peg (or for regional cooperation (rather than as the basis for
crawling peg or band) may not be sustainable in theexchange rate pegs), howeveray be better suited
longer termThus, it is very important to know when, to regional groups of countries that are substantially
and under what circumstances, it may be appropriateopen to modern, global financial markets. More am
to move away from a peg to forestall risks of a major bitious eforts at regional cooperation on exchange
future crisis.This is the issue of “exit” from an ex rate arrangements, such as those that have evolved in
change rate peg that was discussed intensively inEurope, merit consideration, but also require a de
Eichengreen, Masson, and others (1998). gree of political consensus and institutional develop

Finally, regional groups of emging market coun ment that suggest that they are relevant primarily for
tries that have both diversified economic linkages to the longer term.



