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PREFACE

The G-24 Discussion Paper Series is a collection of research papers prepared
under the UNCTAD Project of Technical Support to the Intergovernmental Group of
Twenty-Four on International Monetary Affairs (G-24). The G-24 was established in
1971 with aview to increasing the analytical capacity and the negotiating strength of the
developing countries in discussions and negotiations in the international financial
ingtitutions. The G-24 is the only formal developing-country grouping within the IMF
and the World Bank. Its meetings are open to al developing countries.

The G-24 Project, which is administered by UNCTAD’s Macroeconomic and
Development Policies Branch, aims at enhancing the understanding of policy makersin
developing countries of the complex issues in the international monetary and financial
system, and at raising the awareness outsi de devel oping countries of the need to introduce
adevelopment dimension into the discussion of international financial and institutional
reform.

Theresearch carried out under the project is coordinated by Professor Dani Rodrik,
John F. Kennedy School of Government, Harvard University. The research papers are
discussed among expertsand policy makersat the meetings of the G-24 Technical Group,
and provideinputsto the meetings of the G-24 Ministersand Deputiesintheir preparations
for negotiations and discussions in the framework of the IMF's International Monetary
and Financial Committee (formerly Interim Committee) and the Joint IMF/IBRD
Development Committee, aswell asin other forums. Previously, the research papersfor
the G-24 were published by UNCTAD in the collection International Monetary and
Financial Issues for the 1990s. Between 1992 and 1999 more than 80 papers were
publishedin 11 volumesof thiscollection, covering awide range of monetary and financial
issues of mgjor interest to devel oping countries. Since the beginning of 2000 the studies
are published jointly by UNCTAD and the Center for International Development at
Harvard University in the G-24 Discussion Paper Series.

The Project of Technical Support to the G-24 receives generous financial support
from the International Development Research Centre of Canada and the Governments of
Denmark and the Netherlands, as well as contributions from the countries participating
in the meetings of the G-24.
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Abstract

The 1997-1998 Asian crisis, with its offshoots in Eastern Europe and Latin America, has
reignited the debate about appropriate exchange-rate policies for developing countries. One
widely shared conclusion from this episode is that adjustable or crawling pegs are extremely
fragile in a world of volatile capital movements. The pressure resulting from massive capital
flow reversals and weakened domestic financial systems was too strong even for countries that
followed sound macroeconomic policies and had large stocks of reserves. As a consequence, the
polar regimes of a “ hard pegs” (such as a currency board), or a clean float, are enjoying new
popularity.

This paper arguesthat, while currency boards or even dollarization may be justified in some
extreme cases, they are not appropriate for all developing countries. The recommendations
formulated on the basis of the Mundell-McKinnon criteria for the optimum currency are
considered still sensible today. Currency boards face serious implementation problems. Oneis
the choice of the currency to peg to and at what rate; another is the need to ensure stability of
the domestic financial systemin the absence of a domestic lender of last resort.

Floating appearsto havewider applicability. As Friedman already argued in the early 1950s,
if prices move slowly, it is both faster and less costly to move the nominal exchange rate in
response to a shock that requires an adjustment in thereal exchange rate. But for exchange-rate
flexibility to be stabilizing, it has to be implemented by independent central banks whose
commitment to low inflation is credible. Ongoing depreciations that follow from imprudent of
opportunistic monetary behaviour will surely come to be expected by agents, and hence will
have no real effect; occasional depreciations that respond exclusively to unforecastable shocks
will, almost by definition, have real effects. But floating al so faces questions of implementation.
Given that no central bank completely abstains from intervention in currency markets, what
principles should govern such intervention? The paper elaborates on a number of pointsin this
regard on which recent experience is likely to be instructive, but on which more research is
needed.

Finally, any exchange-rate regime, and especially one of flexible rates, requires comple-
mentary policiesto increase its chances of success. In this context, some have suggested the use
of capital controls; less controversial is the need for prudential regulation of the financial
system and for counter-cyclical fiscal policy.
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EXCHANGE-RATE POLICIES FOR DEVELOPING
COUNTRIES: WHAT HAVE WE LEARNED?
WHAT DO WE STILL NOT KNOW?

Andrés Velasco

I. Thenew conventional wisdom

The 1997-1998 Asian crisis, with its offshoots
in Eastern Europe and South America, revealed how
little we still know about workable exchange-rate
policiesfor devel oping countries. Arrangements that
had performed relatively well for years (think of
Indonesia and the Republic of Korea) came crashing
down with almost no advance notice; other arrange-
mentsthat once seemed invul nerable (think of Hong
Kong'scurrency board) almost tumbled down as well.
Mid-course corrections and policy changes proved
equally troublesome: in every country that abandoned
apeg and floated (Brazil, Ecuador, Russian Federa-
tion and Thailand, and again Indonesiaand Republic
of Korea) the exchange rate overshot massively, and
aperiod of currency turmoil followed. And all of it,
of course, with tremendous real costs: both the high
interest rates used to defend pegs and the massive
depreciations that followed abandonment played
havoc with corporate ba ance sheet and wrecked large
chunks of the domestic financial system.

But in spite of the confusion, pundits have not
been shy about drawing conclusions. Past financial
and currency crises bred new bits of conventional
wisdom, many of which were discarded when the
next crash hit; this latest meltdown is no exception.
With anaysts scrambled to extract anew set of policy

* Parts of this document draw on Larrain and Velasco (1999).

lessons, no tenet of conventional wisdom is more
pervasive than the “law of the excluded middle’:
there is apparently no intermediate exchange-rate
regime suitable for developing countries. Currency
boardsor freefloating are, allegedly, the only options.

The reasoning behind this fashionable conclu-
sion is simple. Adjustable or crawling pegs werein
place in amost every country that recently experi-
enced seriousdifficulties: Brazil, Ecuador, Indonesia,
Republic of Korea, Russian Federation and Thailand.
The pressure brought by massive capital flow revers-
als and weakened domestic financial systems was
too much to bear, even for countries that followed
reasonably sound macro policies and had seemingly
plentiful reserves.

If lack of credibility and the resulting endemi-
caly high interest rates was one of the factors that
brought these pegs down, the logic goes, then the
answer isto ensure credibility at any expense: “hard
pegs’ such as a currency board — or even full aban-
donment of the domestic currency — should help
convince sceptics. After all, one cannot easily de-
value a currency that does not exist, or one whose
exchange rate is set by law. Or if the conditions for
such radical fixing are not present, one should go to
the other extreme and let the currency value fluctu-
ate freely. The other way to ensure credibility is not
to make any promises about the exchangerate at all.
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As do most maxims of conventional wisdom,
thisonehasagood dedl of truthinit. Revocable pegs,
whether of the crawling, adjusting or constant vari-
ety, appear indefensibleinaworld of highand volatile
capital mobility. If this was true for rich countries
with largereserves (Europein 1991-1992), itiseven
more true for middle-income, reserve-constrained,
developing countries.

But the new exchange rate orthodoxy also
leaves a great deal to be desired. Its empirical foun-
dations, for one, areweak. A good dedl of the current
enthusiasm for currency boards owes to the experi-
ence of one country, Argentina, over a fairly brief
period of time. All the other experiences, except
for Hong Kong's, have been too short-lived to be
informative.! The endorsement of freefloating simi-
larly glosses over the fact that there are no central
banks in the world that completely abstain from in-
tervention in the currency market. When assessing
empirically thevirtues of floating, therefore, one has
to look at mixed regimes that in many ways are not
too different from systems of wideintervention bands
or periodically adjustable pegs. Chile, Colombia,
Mexico and Peru are recent examplesof thisin Latin
America. And, overal, thejury isstill out astowhich
system — hard pegs or floating — performs better at
timesof trouble. Early inthe recent episode evidence
seemed to favour the Argentine/lHong Kong mode!:
a period of high interest rates seemed like a small
price to pay to avoid the turmoil affecting countries
that had let the exchange rate go. But both hard-peg
countries are today mired in major recessions, while
some of the early devaluers (Mexico, Republic of
Koreaand Thailand) seem to be back on the growth
track. The enthusiasm for currency boards has di-
minished accordingly.

The second shortcoming of the new orthodoxy
isthat it leavesit quite unclear which countries should
adopt which polar system. Once upon atime econo-
mists familiar with the Mundell-McKinnon criteria
for optimum currency areas confidently recom-
mended fixed exchange rates to small economies
wide open to international trade (Mundell, 1961).
Large economies, or small economies subjected to
shocks uncorrelated to those buffeting the country
to whose currency they might have pegged, were
advised to choose flexible rates. This prescription is
not antediluvian — it was contained, for instance, in
a specia chapter on the subject in the 1997 IMF
World Economic Outlook. But in the midst of their
respective crises there was no shortage of pundits
advising Brazil and the Russian Federation (not ex-
actly small countries) to adopt currency boards, asif

short-term credibility considerations should neces-
sarily take precedence over al other considerations.
That may well be so, but the abdication of monetary
independence should be chosen after a careful ex-
amination of prosand cons, not as alast-ditch effort
to arrest economic collapse.

And thereis, findly, the pesky problem of im-
plementation. One question is not whether to float
freely, but what kind of “dirty” float to have. Should
there be a“monitoring band”, as Williamson (1998)
has suggested and some countries seem to employ in
practice? Should monetary policy react systemati-
cally (either via aggregates or interest rates) to
movements in nominal or real exchange rates?Isan
inflation target the best way to endow flexible sys-
tems with anominal anchor?

Currency boards a so face seriousimplementa-
tion problems of their own. Start with the choice of
what currency to peg to and at what rate. Pegging to
the wrong anchor in aworld of great volatility in the
cross-rates among the three major currencies can be
devastating, as the countries of South-East Asiare-
cently discovered. And how to guarantee the stability
of the domestic financial system in the absence of a
domestic lender of last resort? A foreign aternative
presumably has to be found.

In this paper | review these and related issues.
Thegoal isto highlight areaswhere moreresearchis
necessary, both to clarify our understanding of com-
plex problems and to hel p guide sound policy-making
in developing countries. Throughout, the emphasis
is on designing exchange-rate systems for middle-
income devel oping countrieswith reasonably modern
financia systemsand relatively high degreesof inte-
gration into world capital markets — that is, what is
today fashionably known as*“emerging markets’. L ow-
income countries face quite adifferent set of issues.

Section |1 below focuses on the costs and ben-
efits of currency boards, and tries to identify the
relatively stringent conditions under whichiitis pru-
dent to adopt such an arrangement. Section |11 tries
to answer the question of whether regimeswith sub-
stantial exchange-rate flexibility can be effective
counter-cyclical stabilizersin developing countries.
Section IV studies how to make flexibility work in
practice, with special attention to inflation targets
and alternative monetary policy rules. Section V fo-
cuses on useful complementary policies: prudential
banking regulation, taxes on short-term capital move-
ments, and reforms to the ingtitutions that govern
fiscal policy.
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1. Hard pegs. advantages,
prerequisites and pitfalls

There is no doubt that in the aftermath of the
Asian crisis, hard pegs (especially currency boards)
are becoming increasingly popular. After reviewing
some of the theoretical arguments behind this popu-
larity, | ask two sets of questions. What kind of
country is best served by adopting a hard peg? And
what pitfalls should the adopting country strive to
avoid?

A. Thecredibility argument

Themain argument in favour of hard pegsrests
on the need to make monetary policy credible. If you
cannot build credibility for monetary policy at home,
then you can presumably import it by fixing thevalue
of your currency to a hard-money country. Thisis
what Club-Med countries attempted by pegging to
the deutsche mark, and what Argentinahastried with
the United States dollar. Many theoretical and prac-
tical objections to the argument are well known.
Where the political costs of abandoning a peg come
from and whether they are large enough to prevent
unpleasant surprisesis less than clear. Many an “ir-
reversible’ peg has come undone; the problems of
the European Monetary System in the early 1990s
are but one example. Yet it also seems clear that if
the political will is sufficient and if the institutions
designed to express that will are robust enough, in-
terest rate spreads and other indicators of the public’'s
scepticism can come down sharply and stay there.
Europe in the run-up to the Economic and Monetary
Union isagood example.

The strength (and al so the potential weakness)
of hard pegsliesin the absence of escape clauses. A
fixed exchange rate may be thought of asan implicit
contract in which the Central Bank commitsitself to
retaining the peg unless one or more of several un-
specified but painful factors kick in. If they do,
devaluation need not be punished by aloss of cred-
ibility, for in devaluing the authorities have adhered
to theimplicit contract. When the short-term pain of
defending the peg is large enough to outweigh the
long-term benefits of retaining thefixed ratesregime,
the country could exercise an “ escape clause” or en-
gage in “excusable devaluation”.

Whether this is a plausible view of the world
hingeson difficult implementation problems. Itisnot
clear whether there are “ excusable devaluations’ in

developing countries, just as there may not be “or-
derly devaluations’ either. Thisis probably because
the exogenous shocks that could render them so are
not fully observable — or perhaps not even fully ex-
ogenous, in the sense that governments could try to
manipulate economic variables to justify an aban-
donment of the peg. When in doubt, aweary public
may justifiably choose to be sceptical .?

Obstfeld (1997) has raised an additional and
crucia argument against escape clausesin fixed ex-
change rates: they can open the door to multiple
equilibria. The government is allowed to devalue if
the situation gets too nasty. But the expectation that
the government might devalue could lead the private
sector to take actions (for example, by demanding
large wage increases and high nominal interest rates)
that could make the situation unpleasant to begin
with. If the government does not devalue, it has to
livewith costly high real wagesand real interest rates.
But if it givesin, we have a self-fulfilling prophecy
setting in: devaluation takes place exclusively be-
cause agents expected it. This means that a govern-
ment should think long and hard before hinting that
it views devaluation in some circumstances as “ ex-
cusable’. Equivalently, governments should adopt
hard pegs that make devaluation unthinkable.

B. Thediscipline argument

The other important reason that leads many to
advocate hard pegsistheir aleged ability to induce
discipline—whether fiscal or monetary. This argument
isaclose cousin of the credibility story. Presumably,
fixed rates induce more discipline because adopting
lax fiscal policiesmust eventually lead to an exhaus-
tion of reserves and an end to the peg. Presumably,
the eventual collapse of the fixed exchange rate
would imply abig political cost for the policy maker
—that isto say, bad behaviour today would lead to a
punishment tomorrow. Fear of suffering this punish-
ment leads the policy maker to be disciplined. If the
deterrent is strong enough, then unsustainable fiscal
policies do not occur in equilibrium.

But, as Tornell and Velasco (1998, 2000) have
argued, the conventional wisdom failsto understand
that under flexible rates imprudent behaviour —
especially fiscal laxity — has costs as well. The dif-
ference with fixed rates is in the intertemporal
distribution of these costs. Under fixed rates unsound
policies manifest themselves in falling reserves or
exploding debts. Only when the situation becomes
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unsustainable do the costs begin to bite. Flexible
rates, by contrast, allow the effects of unsound fiscal
policiesto manifest themselvesimmediately through
movements in the exchange rate and the price level.
All of this means (as Tornell and Velasco 1998 and
2000 show formally) that if inflation is costly for the
fiscal authorities, and these discount the future heav-
ily, then flexible rates, by forcing the costs of
misbehaviour to be paid up-front, can provide more
fiscal discipline.

Someempirical evidence supportsthisrevision-
ist view. Tornell and Velasco (1998) and Gavin and
Perotti (1997) show that in Latin Americafiscal poli-
cies have been more prudent — after controlling for a
host of factors—under flexiblethan under fixed rates.
Those were mostly “soft” pegs. Would hard pegs
perform any differently? The evidencein thisregard
islimited. Tornell and Velasco (2000) study the case
of sub-Saharan Africa, comparing the experience of
Francophone countriesthat have pegged to the French
franc versustherest. Since pegsinthe CFA zoneare
an artifact of colonial rule, they are supported by a
French commitment to intervene—and currency rates
have been changed only once since 1948; they could
conceivably be thought of as “hard”. The bad news
isthat Francophone African countries operating un-
der that regime seem, after controlling for a host of
factors, to have exhibited less fiscal discipline—de-
fined as average deficits — than their Anglophone
counterparts.

The recent experiencein Latin Americais also
ambiguous. Thefiscal performance of Argentinaand
Panama has not been outstanding, but in the case of
Argentina it represents a vast improvement from
the hyper inflation-producing deficits of the 1980s.
Would free-spending Brazilian congressmen have
behaved more prudently in 1997-1998 had their
country been on a currency board? Some scepticism
issurely in order.

C. Prerequisitesfor adoption

Hard pegs therefore seem to have some impor-
tant (though not unambiguous) advantages. But a
currency board or full dollarization are not for eve-
ryone. A short list of conditions should to include:®

e Optimal currency areas criteria must be satis-
fied. Thismeans, among other things, that large
countries areworse candidatesthan small coun-
tries, and that pegging to a country subject to

very asymmetric real shocksis likely to prove
problematic.

Also aong Mundell-McKinnon lines, the bulk
of the adopting country’stradetakes place with
the country or countries to whose currencies it
plans to peg. This means that, ceteris paribus,
Mexico or Central America are much better
candidates for dollarization than Argentina,
Brazil or Chile. More on this below.

The adopting country must have preferences
about inflation that are broadly similar to those
of the country to which it plans to peg. This
may be easily achieved in countrieswith ahis-
tory of high inflation, which now want price
stability at al costs (e.g. Argentina). It may
prove trickier in countries which have never
experienced a full-blown hyperinflation, and
where the polis is less unanimous in its will-
ingness to take pains to ensure stable prices
(e.g. Brazil, Ecuador, Venezuel a).

Flexiblelabour markets become essential: with
the exchange rate fixed, nominal wages and
prices must adjust, however slowly, in response
to an adverse shock. Countries considering a
hard peg are well advised to undertake |abour
reformsfirst. The argument is sometimes made
(especialy in Europe) that the very presence of
ahard peg will create the political impetus for
labour market deregulation. That may well be
S0, but it seemslike avery risky gambleto take,
especially for countries with political systems
more unwieldy than Europe’s.

Strong, well-capitalized and well-regulated
banks are also essential, since a hard peg pre-
vents the local central bank from serving as a
lender of last resort to domestic banks. More
on this below.

Hard pegs are most necessary for countrieswith
weak central banks and chaotic fiscal institu-
tions. But making hard pegs work requires
high-quality institutions, and the rule of law
matters in ways that are seldom discussed. A
currency board for instance, is a commitment
to adhere to a set of very strict rules governing
monetary policy. It may alsoinvolve putting the
exchange rate into the law, as Argentina has
done. These arrangements only make sense in
countries where governments adhere to their
own rules and where laws cannot be changed
by fiat.
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D. Pegging to theright currency

A key implementation problem is that, in a
world of floating rates, pegging to one currency
means floating vis-&vis most others. This is not a
problem for countries whose trade is geographically
very concentrated and which peg to the currency of
alargetrading partner. But otherwise cross-ratefluc-
tuations can do serious damage, as East Asian
economieswhose currencieswere pegged to the dol -
lar discovered in 1997. The sharp appreciation of the
dollar vis-a-vis the yen caused substantial apprecia-
tion in the real effective exchange rates of severa
East Asian countries, helping pave the way for the
crisisthat followed (Corsetti et al., 1998). Of course,
part of the problem followed from the fact that these
countries pegged de facto or de jure to the dollar,
while their trade was quite diversified.

One way out isto peg not to a single currency
but to abasket. In principle, at least, this could help
insulate countriesfrom cross-rateinstability. But the
problems of implementation are many and difficult.
Under a currency board the weights used to calcu-
|ate the basket would have to be public information;
thisis not the way in which banks have traditionally
preferred to manage such baskets. Thereis also the
need to change the weightsin response to structural
change. Who isto do that and according to what cri-
teria? Discretiona manipulation of weightscan easily
become arbitrary even when done by independent
and respected central banks, astherecent experience
of Chile suggests.

Indeed, if simplicity, transparency and observ-
ability are the main virtues of a currency board,*
moving toward acomplex and ever-changing basket
system may undermine the very foundations of the
policy. And, of course, pegging to a basket means
that pairwise exchange rates fluctuate as much as
international crossratesdo, and thisaddsrisk to cer-
tain kinds of transactions. Much of the appeal of
current Argentine policy comes from the constant
and one-for-one exchange rate, which al Buenos
Airestaxi drivers know and can brag about. A com-
plex arrangement in which the price of the United
States dollar fluctuated unpredictably every day
might not command the same kind of support —and
would almost certainly not impose the same degree
of transparency upon monetary policy.

E. Combining exchange rate and
financial stability

The essence of a currency board is that it se-
verely limits the ability of the authorities to extend
domestic credit. This may be good for preventing
inflation, but it can be bad for bank stability: under a
currency board or the gold standard, domestic bank-
ing is left without a lender of last resort, and in a
world of fractional banking and imperfect deposit
insurance this amounts to an invitation to self-ful-
filling bank runs. A conclusion, couched in modern
language, that economists have known at least since
Bagehot: systems that tie the central bank’s hands
and prevent it from printing money, also prevent it
from coming to the rescue of banks at times of trou-
ble. As Chang and Velasco (1998a) show formally
inamodel of the Diamond and Dybvig (1983) type,
acurrency board makes balance-of -payments crises
less likely only at the price of making bank crises
more likely. The price of low inflation may be en-
demic financial instability.

An dternative is to use fiscal instead of mon-
etary policy for helping troubled banks. But since
developing countries are typically rationed at times
of crisis, itisnot feasible for the government simply
to borrow against the present value of futuretax re-
ceipts and then hand over the money to the bankers.
Ready help at times of trouble requires that the fis-
cal authority build, via sustained surpluses, a “war
chest” to be kept in liquid form. For a country to
“salf-insure” itsbanking systeminthisway is, at least
in theory, perfectly possible but costly. Even if we
glossover the political difficulties, thefinancia costs
are large. The following exampleis suggestive: im-
agine acountry with M2 equal to two thirds of GDP,
which keeps half that amount in time deposits in
Zurich. Such deposits pay 50 basis points below
LIBOR, while domestic interest ratesin the country
in question are 2.5 per cent above LIBOR. Hence,
the lower bound for the net cost of holding the war
chest is one per cent of GDP per annum.

Can the country do better by purchasing such
insurance abroad? After al, if lenders can diversify
away the risk of country-specific bank runs, such
insurance need not be expensive. Thisispresumably
thelogic of the Argentine policy of contracting aline
of credit (for which a premium is paid annually) to
be used in case of bank troubles. Theideais appeal-
ing, but not without potential difficulties. First, if
thereisregional or global contagion, therisk of bank
runsneed not be easily diversifiablefor lenders. Sec-
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ond, the obvious potential for moral hazard makes
such contracts hard to write and enforce. Third isthe
issue of size: press accounts put the Argentine line
of credit at $6 billion, whichislessthan 10 per cent
of M2. Whether larger amounts may be provided by
the market at a reasonable premium is unclear.

Not everyonefeelsthisisaproblem. Dornbusch
(1998) wrote: “ The counter argument that currency
boardsor full dollarization sacrificethelender of last
resort function are deeply misguided... Lender of last
resort can readily be rented, along with bank super-
vision, by requiring financial institutions to carry
off-shore guarantees” . But how exactly does onerent
such a lender? We saw that contingent credit lines
are not without problems. A currently fashionable
aternative isto encourage foreign ownership of do-
mestic banks, hoping that equity holders abroad will
serve as lenders of last resort. Again, this is prob-
ably agood idea, but acompletely untested one. Will
Citibank U.S. rideto therescue every timethat Latin
or Asian bank in which it has a 10 per cent equity
stake getsinto trouble? Perhaps. But hanging awhole
financial system’s health on that conjecture seems
risky indeed.

[11. Can exchange-rate flexibility help?

Currency boardsand dollarization, then, areone —
but certainly not the only —way forward. The alter-
nativeisgreater flexibility in exchangerates. That is
indeed the direction in which many devel oping coun-
tries, overwhelmed by the difficultiesinherent in soft
pegs, have been moving. Isthis agood idea?

A. Thebasic casefor flexibility

The classical argument by Milton Friedman
(2953) in favour of flexibility still holds much wa-
ter: if prices move slowly, it is both faster and less
costly to movethe nominal exchangeratein response
to ashock that requires an adjustment in the real ex-
change rate. The alternative is to wait until excess
demand in the goods and labour market pushes
nominal goods prices down. One need not be an
unreconstructed Keynesian to suspect that process
is likely to be painful and protracted. The analogy
that Milton Friedman used isrevealing and accurate:
every summer it is easier to move to daylight sav-
ingstimethan to coordinate large numbers of people
and move all activities by an hour.

The case for exchange-rate flexibility is espe-
cially strong if the country in question is often
buffeted by large real shocksfrom abroad. Thelogic
here is once again due to Mundell — although in this
case it is the somewhat later Mundell (1963) of the
model that linked his name to Fleming's. If shocks
to the goods markets are more preval ent than shocks
to the money market, then aflexible exchangerateis
preferable to a fixed rate. And, of course, foreign
real variability is likely to be particularly large for
exportersof primary productsand/or countrieshighly
indebted abroad — that is, a profile that fits many
emerging market countries. Indeed, the 1990s pro-
duced large fluctuations in the terms of trade and
international interest rates relevant for these coun-
tries. Note also that the preference for flexible
exchange rates among countries with a heavy natu-
ral resource base extends into the OECD: Australia,
Canada, New Zealand and some of the Scandinavian
countries are good examples.

Thisold set of argumentsin favour of exchange-
rate flexibility for developing countries has recently
comeunder attack from anumber of fronts. Oneclaim
isthat depreciations, likeincreasesinthe money sup-
ply, only work if they surprise the public. And, of
course, no government can surprise all of the public
al of the time: repeated depreciations only cause
inflation, without real effects. Thisclaim is correct,
but also perfectly irrelevant. The Friedman case for
flexibility certainly does not advocate attempting to
use the nominal exchange rate to keep real activity
away fromits natural equilibrium level. On the con-
trary, it advocates letting the nominal exchange rate
moveto adjust rel ative pricesto the new equilibrium
level, after a shock has rendered the old constella-
tion of relative prices obsolete.

A more relevant objection has been raised by
Hausmann et al. (1999). They argue that the classic
case may beright intheory, but wrongin practicefor
developing countries. One problem, in their view,
lies in the prevalence of wage indexation. And un-
derstanding that nominal depreciation is unlikely to
lead to real depreciation, central banks are reluctant
to use it for counter-cyclical purposes. Another dif-
ficulty lieswith the classic peso problem: in countries
with a public rendered sceptical by decades of
currency debauchery, movementsin the nominal ex-
change rate tend to be anticipated by changes in
nominal interest rates, so that real rates do not fall
(and may infact rise) in response to adverse shocks.
Hausmann et al. (1999) test these two claims with
Latin American data, and find some qualified sup-
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port. Their influentia conclusion: exchange-rateflex-
ibility does not deliver much insulation or monetary
policy autonomy, while lacking the credibility value
of ahard peg. Currency boards are therefore a better
option.

This revisionist view has a grain of truth, but
doesnot generally invaidate the claim that exchange-
rateflexibility, if properly managed, can be stabilizing.
Thekey, aswith fixed rates, liesin having credibility.
Ongoing depreciations that follow from imprudent
or opportunistic monetary behaviour will surely come
to be expected by agents, and hence will have no
real effect; occasional depreciations that respond
exclusively to unforecastable shocks will, almost by
definition, have real effects.® The hard part is ensur-
ing that the second case, and not the first, prevails.

Regimeswith exchange-rateflexibility arerela-
tively new to Latin America, and were almost always
adopted as the emergency response to an exchange-
rate crisis (Mexico in 1994 and Brazil in 1999 are
good examples). Moreover, such regimes are run by
central banksthat have been legally independent for
only afew years. It therefore seems safe to conjec-
turethat they lack credibility.® If that isso, the policy
conclusionsextracted from the econometric exercises
inHausmann et a. (1999) are vulnerableto the Lucas
critique. What is being estimated are not structural
parameterslinking the exchange rate with real inter-
est ratesand real exchangerates, but parametersthat
would change if the policy regime changed in the
sense of becoming more credible over time. The de-
gree of wage indexation, for instance, is almost
certainly afunction of past inflation rates, and would
probably decline as inflation declines. The experi-
ence of countrieslike Chile, whereinflation has been
low for over a decade, offers some support for this
conjecture.

Another way of approaching the sameissueis
to focus on the degree of pass-through from exchange
rates to prices. If every movement in the nominal
exchange rate is quickly reflected in an upward ad-
justment in domestic prices, then the insulation pro-
vided by flexible exchange rates is nil, or close to
nil. Both theory and evidence suggest that market
structure and the degree of competition in goods
markets matter crucially for the degree of pass-
through. But just as important is whether exchange-
rate changes are perceived as permanent or transitory
and this, in turn, depends crucialy on the average
performance of inflation and monetary policy.
L eiderman and Bufman (1996) investigate the issue

empirically for a number of countries (both devel-
oped and developing), and conclude:

A different pattern arisesin the Latin Ameri-
can countriesand | sragl, where thereisamuch
weaker link between nominal and real ex-
change rates, thus indicating a stronger pass-
through than in theforegoing countries. These
facts seem to be consistent with the notion that,
other things being equal, the degree of pass-
throughislikely to be stronger in ahigh-infla-
tion environment ...

B. Credibility versusflexibility

The standard theoretical debate on the virtues
of alternative exchange-rate regimes centres on the
alleged tradeoff between credibility and flexibility.
Start from the common assumption that full cred-
ibility (technically, doing away from the timeincon-
sistency problem) can only be obtained through a
“hard” fix. Combine that with a setting with pre-set
wages or prices, so that unexpected movements in
thenominal exchangerate can haverea effects. Then,
as Rogoff (1985) convincingly showed, there is a
clear tradeoff between the gains from low inflation
and the those from counter-cyclical monetary policy
(see also Velasco, 1996). An irrevocable fix robs a
country of one adjustment tool. If shocks buffeting
an economy aresufficiently large (technically, if their
variance exceeds some threshold), then fixing is not
ex ante welfare-improving. By contrast, if the infla-
tion bias that occurs under discretional monetary
policy is large enough, then flexing is not ex ante
welfare-improving.

The earlier discussion suggests that while this
tradeoff may well be relevant for developed econo-
mies, it is not necessarily so for emerging market
economies. In thislatter class of countries, credibil-
ity appears to be a pre-requisite for flexibility to be
useful. Initsabsence, asHausmann et a. (1999) use-
fully stress, flexibility can be destabilizing.

The crucia policy question, then, iswhether a
regime of exchange-rateflexibility iscompatiblewith
sustained monetary credibility, or whether in coun-
tries with a weak track record some kind of an
exchange-rate anchor is needed. Conventional wis-
dom has often chosen the latter option, emphasizing
the political and other costs of reneging on exchange-
rate commitments. But, aswe argued above, neither
theory or empirics are conclusive in this regard.”
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Much hinges on the independence with which the
central bank can carry out policy. And in turn this
depends, to a large extent, on the degree of social
consensus regarding the benefits of low inflation.

A number of small open economies have had
successful experiences with exchange-rate flexibil-
ity, often coupled with inflation targeting. Australia,
Chile, Colombia, Israel, New Zealand and Sweden
are among them (Leiderman and Bufman, 1996). In
these countries, moderate or low inflation has coex-
isted with growing degrees of flexibility. Inreviewing
the experience of these and other countries experi-
menting with moreflexible arrangementsin theearly
and mid-1990s, L eiderman and Bufman (1996) con-
clude: “Despite fears that flexibility and enhanced
monetary policy autonomy would lead to uncon-
trolled high inflation, there has been a substantial
decrease in the rate of inflation in most countries’.

The more recent experience of Mexico and
Chileisalso encouraging. Intheyearssincethe 1994
crisis, Mexico has been running a money-based
policy with adefacto dirty float. The sameistrue of
Chile, where an exchange-rate band has been wid-
ened significantly. In both countriesthe central bank
is legally independent. Several econometric studies
show that in both Chile and Mexico policy hastight-
ened systematically in responseto expected inflation,
and since the mid-1990s inflation has been trending
downward.® Their reaction to the Asian and then the
Russian debacle is also encouraging. In the course
of 1998 both countries suffered large terms-of -trade
shocks, and their currencies came under pressure.
Both countriesallowed moderate depreciation (larger
in Mexico than in Chile), which resulted in some
real depreciation aswell. Inflation did not get out of
hand: it continued to fall in Chile, while it temporar-
ily rose and then fell again in Mexico.® The result
has been a soft landing, with lower but still positive
growth and reduced current-account deficits. X

But the evidence we have is limited. For one,
therearestill relatively few developing countrieswith
dirty floats, and most of these have relatively short
track records. Andinmany of them, that recordis still
contaminated by the abrupt adoption of floating, of-
ten in response to a crisis. But since, in response to
the most recent round of crashes, a number of so-
called emerging markets (Brazil, the Republic of
Koreaand the Russian Federation among them) have
moved to floating, much evidence will be produced
in the near future. Researchers should start sharpen-
ing their pencils and readying their computers.

C. Poaliticsand policy-making

At one level, the current enthusiasm for hard
pegs springs from alack of enthusiasm for develop-
ing countries ability to build institutions and to
govern themselves soundly. Much of the current
conventional wisdom seemsto say: just aswar istoo
important to be left to the generals, monetary policy
is too important to be left to the central bankers —
especialy if they hail from devel oping countrieswith
weak political institutions. It is better to adopt asys-
tem that removesall discretion from domestic actors
and puts monetary policy on automatic pilot, with
the tough decisions transferred to the presumably
sounder (or at least more politicaly insulated) bu-
reaucrats in Washington or Frankfurt. In short, the
case for hard pegs rests ultimately on a political ar-
gument.

Whether that political argument is correct or
not isan empirical matter. Cynicscan easily point to
devel oping countries were an independent monetary
policy is a chimera; optimists can readily point to
devel oping countrieswherethetrack record suggests
otherwise. More problematic is the fact that, if the
assessment of developing countries' limited capac-
ity for sound policy-making is empirically correct,
that undermines the whole case for hard pegs. In-
deed, it rendersit internally inconsistent.

The problemisthis. Not even the most enthusi-
astic advocate of currency boards would deny that
they require soundly supervised banks and prudent
fiscal policies. Theliteratureislittered with callsfor
strengthening bank supervision and eliminating
budget deficits before adopting hard pegs. But both
of these prerequisites are technically taxing and po-
litically troublesome. Why should a country without
the political wherewithal to set its interest rate pru-
dently be able to attain them?

Start with financial supervision. It was always
hard, and globalization and innovation have made it
much more so. In recent years, the United States,
Japan and the Scandinavian countries have suffered
financia crashes that could be traced back, at |east
partially, to poor regulation. In the summer of 1998,
the near collapse of L ong-term Capital Management
revealed agaping holein theregul atory arrangements
covering Wall Street. In short, there can be no doubt
that supervising banks is as technically demanding,
if not more so, than implementing monetary policy.
And the political constraints are just as large, aswe
learn from the uproar that invariably follows attempts
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to close insolvent banks or to make good on earlier
promises of no government bailouts. Thisis exactly
what the recent experience of Ecuador, Indonesiaand
Japan, to mention just a few examples, shows.

Much the same may be said about fiscal policy.
Here the technical obstacles are fewer but the politi-
cal pressures even greater. The record on unsustain-
able budget deficits is just as checkered for both
developed and developing nations. Theory, both
Keynesian and neoclassical, calls for alarger-than-
average fiscal surplus at times of economic expan-
sion and a smaller-than-average surplus at times of
contraction. For many devel oping countries, though,
these prescriptions are a far cry from redity. As a
series of papers produced by the Office of the Chief
Economist of the I nter-American Devel opment Bank
showed, fiscal policy in Latin America has been
clearly procyclical, in contrast both to theory and to
observed behaviour in the OECD (see Gavin et al.,
1996, and references therein).

The problem, once again, has to do with cred-
ibility. Policy makers would like to run a counter-
cyclical fisca policy, but they cannot. Doing sowould
involve borrowing large amounts at times of trou-
ble. And, given political institutions, past record of
repayment, thevolatility of termsof trade, etc., lend-
ers simply do not lend when the money is most
needed.” Gavin et a. (1996) provide a useful illus-
tration focusing on the post-Tequila effect experi-
ence of Argentina and Mexico:

In 1995 both countries found themselves in
the midst of severe recessions. Despite this,
both countries implemented strongly con-
tractionary fiscal policies, almost certainly
contributing to the depth of the recession and
postponing recovery. This was not done be-
cause officials in both countries would not
have liked to implement a more counter-
cyclical policy. It was done because, in light
of investors' loss of confidencein short-term
prospects, financing of the deficitsthat would
have beenimplied by acounter-cyclical policy
was simply not available.

The dilemma facing those who attempt to de-
sign policy ingtitutions for developing countries is
stark. If politics prevents a country from managing
its monetary policy soundly, then politics will be
likely to prevent its banks and public finances from
being properly managed aswell. In that case, adopt-
ing a hard peg solves part of the political problem,
but leaves the country potentially exposed to finan-
cial or fiscal crises. And theseintimemay also erode
the viability of the peg.

Alternatively, if a country’s politics and insti-
tutions allow bank regulators some autonomy and
legislators some fiscal forethought, then that coun-
try can also probably sustain an independent and
credible central bank. And if it can make itself cred-
iblein the eyes of investors and markets, should not
that country also be entitled to enjoy the benefits of
exchange-rate flexibility?

D. Exchange-rateflexibility and
financial stability

A major lesson from recent crises in emerging
marketsisthat financial factors are key in determin-
ing an economy’s vulnerability to shocks. Any
advocate of exchange-rate flexibility therefore has
to wrestle with the question of whether it is compat-
ible with financial stability. After all, financial
systemsdo not respond well to sharp and unforecast-
able changesin asset prices. Since the exchange rate
is the price of that supremely important asset, do-
mestic money, aregime of flexibility is nothing but
adeliberate attempt to alow this asset price to fluc-
tuate freely. Can this be an invitation to financial
fragility? Yes and no.

The presence of dollar debt is often presented
asan argument against flexibility. L et us suppose that
domestic firms have borrowed in dollars. Suppose,
in addition, that at |east some of them arein the non-
traded goods sector and have earnings in local
currency, and that the sameistrue of the government.
Then a nominal devaluation, if successful in the
changing relative prices, drastically increases the
carrying costs of thisdebt, and can generate awave of
corporate bankruptciesalong with afisca crisis. This
danger hasbeen stressed in someinterpretations of the
Asiancrisis—particularly that of Corsetti et al. (1998).
Calvo (1999) also stresses that “liability-dollarized
economies are highly vulnerable to devaluation”.

But there are a number of important caveats to
thisargument. Dollar debt can be hedged and, asdis-
cussed in moredetail bel ow, aflexible exchangerate
gives borrowers an incentive to hedge that may be
absent under more rigid regimes. In addition, if a
external shock callsfor areal depreciation, thiswill
happen regardless of the exchange-rate system in
place. Policy will only determine the manner of ad-
justment. Under flexible rates the changein relative
pricesoccurs suddenly and sharply. Under fixed rates
or a currency board the real depreciation will take
place slowly, asnominal pricesfall. Throughout the
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adjustment period the real depreciation will be an-
ticipated by markets, and hence domestic real rates
will rise above world rates. And if there are doubts
about the sustainability of the peg, interest rates will
be even higher. At the end of the day, the real value
of debt servicewill haverisen relative to the price of
haircuts. This process can wreck corporate and bank
balance sheets just as surely as a devaluation.

How steep thereal devaluation/rea interest rate
tradeoff actually is we do not know, and thisis cer-
tainly a point that cries out for more empirical
research. What seems certain is that the answer will
depend heavily on specific country circumstances:
strength of banks, currency denomination of assets
and liabilities, maturities, degree of hedging, etc.
A real depreciation may be lethal in Indonesia and
the Republic of Korea, where unhedged short-term
foreign debt was the norm; the same is not true of
Chile, for instance, where unhedged short-term for-
eign debt isminimal.

A related and key point isthat the circumstances
that affect the dope of thistradeoff are not God-given,
but often the result of deliberate policy design. One
common culprit is financial liberalization. Radelet
and Sachs (1998) and Chang and Velasco (1998b)
have argued, for instance, that changes in financial
and tax policiesin Thailand and elsewhere created
incentives for taking on dollar debt. Similarly, an
insistence on fixing, accompanied by frequent offi-
cial assurances that exchange rates would never be
devalued, may have discouraged prudent hedging by
private firms. Indeed, observers such as Radelet and
Sachs (1998) have claimed that the Asian pegs may
have fostered a moral hazard problem among bor-
rowers, who felt protected by the official guarantees
on the exchange rate.

Finaly, flexible rates may also be helpful in
dealing with financial instability. Chang and Velasco
(1998a) aso show that a regime in which bank de-
posits are denominated in domestic currency, the
central bank stands ready to act as a lender of last
resort and exchange rates areflexible, may help fore-
stall self-fulfilling bank runs. The intuition for this
is simple. An equilibrium bank run occurs if each
bank depositor expects others will run and exhaust
the available resources. Under afixed rates regime,
those who run to the bank withdraw domestic cur-
rency, which inturn they useto buy hard currency at
the central bank. If adepositor expectsthis sequence
of actionsto cause the central bank to run out of dol-
lars or yen, then it is a best response for him/her to
run aswell, and pessimistic expectati ons become sai -

fulfilling. On the other hand, under a flexible rates
regime plus a lender of last resort there is always
enough domestic currency at the commercia bank
to satisfy those who run. But since the central bank
is no longer compelled to sell al the available re-
serves, those who run face adepreciation, whilethose
who do not run know that there will still be dollars
available when they desire to withdraw them at a
later date. Hence, running to the bank is no longer
the best response, pessimistic expectations are not
self-fulfilling, and a depreciation need not happenin
equilibrium.

In my view this represents a strong (though
surely not overwhelming) case in favour of flexible
exchange rates. But there are caveats. One is that
such amechanism can protect banks against self-ful-
filling pessimism on the part of domestic depositors
(whose claimsareinlocal currency), but not against
panic by external creditorswho hold short-term |OUs
denominated in dollars. To the extent that this was
the case in Asia, a flexible exchange-rate system
would have provided only limited protection.’>? And
proper implementationissubtle. If they areto be sta-
bilizing, flexible rates must be part of aregimewhose
operation agents take into account when forming
expectations. Suddenly adopting afloat because re-
serves are dwindling — as Mexico did in 1994 and
several Asian countries have done more recently —
may have the opposite effect by further frightening
concerned investors.

IV. Making exchange-rate flexibility
work in practice

Giving up a peg, whether of the hard or soft
variety, meansthat the economy gives up one nominal
anchor. Finding andimplementing an dternative anchor
isthefirst task of advocates of exchange-rate flexibil -
ity. Other issuesinclude the optimal degree of inter-
vention in the foreign-exchange market (if any), and
the choice of instrument and rules for conducting
monetary policy. | shall discussthem in turn below.

A. Nominal anchors and inflation targets

The choices for nominal anchor under floating
boil down to two: monetary aggregates or inflation
targets. Among emerging market countriesthe latter
is by far the most popular. To my knowledge, only
Mexico follows a policy of quantitative targets.
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The popularity of inflation targets should not
be surprising. Given theinstability of money demand
in most economies, targeting aggregates is neither
theoretically optimal nor easy to do in practice. In-
flation targets may aso prevent the time inconsist-
ency problem that leads to an inflation bias, while
avoiding the pitfalls of fixed exchange rates. And
inflation targets may a so have some of the attributes
of hard pegs, in particular transparency and observabil-
ity. Theinflation rate may be published with alag, but
itisjust asaccessible and comprehensibleto the pro-
verbial taxi driver asis the nominal exchange rate.

As mentioned above, a number of developed
countries, including Canada, Finland, New Zealand,
Spain, Sweden and the United Kingdom, have ex-
perimented with inflation target policies of dightly
different sorts. Performance has been reasonably
good, according to most published academic evalu-
ations.®® Inflation targets are less common among
emerging market economies. According to Masson
etal. (1997), “Chileisthe country that scemsto come
the closest to conducting its monetary policy in a
manner consistent with an inflation target”. Colom-
bia, Indonesia (before the crash), Mexico and the
Philippines have regimes that in some ways resem-
ble an inflation target.*

What is the scope for a more widespread and
successful use of inflation targets among developing
countries? That is a difficult empirical question, on
which much more research is needed. Masson et al.
(1997) identify two requirements for successful in-
flation targeting in such countries; freedom from
commitment to another nominal anchor like the ex-
change rate or wages, and the ability to carry out a
substantially independent monetary policy, especially
one not constrained by fiscal considerations. The
former is obvioudy less constraining to the extent
that many countries are moving towards exchange-
rateflexibility. Therearea so groundsto beoptimistic
on the second count: legally independent central
banks are increasingly common, and the reliance on
seigniorageto finance government spending hasless-
ened, even in traditionally inflationary regions like
Latin America.

B. Dealing with short-term exchange-rate
fluctuations

The conclusion that a clean float isthe only al-
ternative to a hard peg is largely academic. In the
real world clean floats do not exist. Mgjor industri-

alized countries such as Canadaand the United King-
dom, smaller OECD countries such as Australiaand
New Zealand, and middle income countries such as
Peru and Mexico, all practice floating with varying
degrees of “dirt”. Even the United States, usually
regarded as the cleanest of the floaters, intervenes
occasionally in the foreign-exchange market.

The main reason for thisis clear. Clean float-
ing means high volatility of nominal exchange rates
— much higher than early advocates such as Fried-
man (1953) and Johnson (1969) anticipated.™® And,
as Mussa (1986) was thefirst to point out and many
have documented since, that amost always means
greater volatility of thereal exchangerate, for prices
move sluggishly. To the extent that this volatility in
relative pricesis costly, either directly or because it
causes volatility in output or in the health of the fi-
nancial system, policy makers typically want to
mitigate it.

Under inflation targeting there are additional
reasons for managing the exchange rate to some de-
gree. The exchangerate affectsinflation through two
channels, as Svensson (1998) has pointed out:

In an open economy, the real exchange rate
affectstherelative price between domestic and
foreign goods, which in turn affects both do-
mestic and foreign demand for domestically
produced goods, and hence affects aggregate
demand and inflation.

Thereis aso adirect channel, in that the ex-
change rate affects domestic currency prices
of imported foreign goods, which enter the
consumer price index.

Hence, any schemeto control the rate of inflation on
the short horizon must control, to some extent, the
behaviour of the nominal exchange rate. That helps
explain the prevalence of managed or dirty floatsin
the real world.

C. Dealing with long swingsin the
exchangerate

A harder question iswhether authorities should
attempt to mitigate not just short-term volatility but
also longer swingsin the nominal and real exchange
rate. The question has much practical and empirical
justification. Most observers agree that under float-
ing the exchange rate can be subject to persistent
movements that are only weakly related to funda-
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mentals. One often-mentioned exampl e isthe behav-
iour of thedollar inthe Reagan years. Obstfeld (1995)
writes; “ Exhibit A inthe casefor irrational exchange-
rate misalignment haslong been thedollar’smassive
appreciation between 1980 and 1985, which amounted
to somewhere between 40 and 60 per cent, depend-
ing on the measure used”.

Something similar could be said of the sharp
real appreciation suffered by most Latin American
currencies in the first half of the 1990s. Part of it
could be plausibly justified by the productivity gains
that liberalizing reforms presumably brought; but a
good part of it followed from very large capita in-
flows, which kept coming because of the expectation
that currencieswould appreciate even further. When
expectations reversed, so did the capita flows, and
currencies crashed: Mexico in 1994 and Brazil in
1999.

Such concerns have led to policies to limit ex-
change-rate movements via flotation bands. And if
such bands crawl, so that their centre remains close
to an estimate of the “equilibrium” exchange rate,
then medium-term misalignment can be avoided.
Avoided, that is, to the extent that the edges of the
band are defensible — and, in the aftermath of the
Asian, Brazilian, Mexican and Russian crises, the
consensus in the profession seems to be that they
cannot be. Bands with *“hard edges” eventually fall
prey to the pressures of the market-place.

Williamson (1998) proposes* monitoring bands’
as a possible compromise solution. This is a band
that attemptsto target thereal exchangerate, but with
atwist. Ashe putsit:

The key difference between a crawling band
and a monitoring band is that the latter does
not involve an obligation to defend the edge
of theband. Theobligation isinstead to avoid
intervening within the band (except in atacti-
cal way, to prevent unwanted volatility). There
isapresumption that the authorities will nor-
mally intervene to discourage the rate from
straying far from the band, but they have a
whole extra degree of flexibility in deciding
the tactics they will employ to achievethis.

At onelevel, Williamson's proposal seems un-
exceptionable. In practice, most central banks use
bands of thissort in deciding their intervention policy,
although the degree to which they do so explicitly
varies widely. In any managed float, the authorities
are likely to intervene if the exchange rate " strays

too far” from their perceived medium-term equilib-
rium value.

However, two issuesimmediately arise. Oneis
how a central bank can avoid drawing a“linein the
sand”, however fuzzy, if the exchange rate diverges
systematically and in the same direction, from its
estimated equilibrium level. Consider again the case
of several Latin American currenciesinthe early part
of the 1990s. The central banks of several countries
—including Brazil, Chile and Colombia—were con-
cerned about real appreciation. At the sametimethey
used fairly broad bands, and were not shy about wid-
ening the bands from time to time when market
pressures demanded it. This avoided some of the
problemsof hard-edged bands, but not all. On several
occasions markets believed they identified thresh-
olds for central bank intervention, and occasionally
mounted specul ative attacks against these perceived
thresholds. When the monetary authoritiesretreated,
asthey often did, some credibility was lost.

The other key question, as Williamson himself
pointsout, ishow much difference such aband would
make to the day-to-day movementsin the exchange
rate. The main result of literature on target zonespio-
neered by Krugman (1991) was that the presence of
the band may be stabilizing (in the sense of making
the exchange rate less responsive to movements in
fundamentals) even when the currency pricewaswell
within the edges of the band. But the less credible or
the less clearly defined the boundaries of the band,
thewesaker presumably isthisstabilizing effect. Does
aband with very fuzzy edges approach, in the limit,
theworkingsof aclearly floating exchangerate? The
answer is probably yes, but the issue clearly merits
further research.

D. Crafting monetary policy

How should monetary policy be implemented
and designed in this context? The Taylor rule often
used by central banks provides a natural focus for
the discussion. In such a rule the nominal interest
rate typically depends on the output gap and the de-
viation of measured or expected inflation with respect
to the target. In the open economy, severa interest-
ing issues arise in the design of thisrule.

e Mitigating short-term volatility in the exchange
rate (and thereby in the rate of CPI inflation)
requires that the nominal parity itself be in-
cluded in therule, either in rate of changeform
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or in deviations with respect to a target. The
larger the coefficient on thisargument, the more
“managed” the exchange rate. As Svensson
(1998) shows, putting the exchange rate in the
Taylor ruleislikely to be optimal for most speci-
fications of social welfare function, and espe-
cially when shocksare predominantly nominal.

*  Targeting quarterly or annua CPI inflation need
not be optimal. Thisis because in open econo-
mies, aswe saw above, the exchangerate hasa
direct impact onthe CPI viaimport prices. And
to the extent that the nominal exchangeratefluc-
tuates in response to shocks, stabilizing the
short-term CPI inflation could introduce exces-
sive volatlity in interest rates and output. An
alternative is to target inflation in the non-
tradeabl e sector, whichislessinfluenced by ex-
change-rate movements; or, as Ball (1998)
suggests, to target a modified inflation index
that filtersout thetransitory effects of exchange-
rate movements; or to use an average of CPl
inflation over alonger period.'®

*  Pureinflation targeting, in which only nominal
variables are included in the right-hand side of
the Taylor rule, may well be inferior to a flex-
ible targeting approach in which output or real
exchange-rate deviations are also considered.
Thisistruein closed economies but even more
S0 in open economies—again, because nominal
exchange-rate volatility may cause excessive
real volatility. If pure inflation targeting is to
be pursued, it is better to target “long-run” or
average inflation, as Ball (1998) shows.

These are preliminary results, using very gen-
era models. Conclusionsare quite sensitiveto model
specification, the social utility function chosen, and
the relative variance of different shocks. Clearly,
more research is warranted.

V. Complementary policies: financial
regulation, capital controls and
fiscal institutions

Any exchangeregime, and especially aflexible
one, requires complementary policiesto increaseits
chances of success. Some have suggested the use of
controls on capita flows. Less controversia is the
need for prudential regulation of thefinancial system
and for counter-cyclical fiscal policy. | review briefly
each of these policiesin this concluding section.

A. Financial liberalization and fragility

We saw above that weak banks can be a main
constraint for monetary and exchange-rate policy.
Only when banks are reasonably healthy can policy
be used freely, without the fear that interest or ex-
change-rate fluctuations will bring the banking
system tumbling down. Hence, identifying and tack-
ling the sources of financia fragility is crucial for
macro policy makers in developing countries.

In their 1996 paper on the “twin crises’,
Kaminsky and Reinhart (1996) found that: (i) of the
26 banking crisesthey studied, 18 were preceded by
financial sector liberalization within a five-year in-
terval; and (ii) financial liberalizations accurately
signalled 71 per cent of all balance-of-paymentscri-
ses and 67 per cent of all banking crises. The
experiences of Chile, Mexico, and now East Asia,
strongly confirm this genera tendency. Freeing in-
terest rates, lowering reserve requirements, and
enhancing competition in the banking sector are
sound policies on many grounds—and indeed, coun-
tries in which they are applied often experience an
expansion in financial intermediation. But they can
also sharply reduce the liquidity of the financial
sector, and hence set the stage for a potential crisis.
This is the main finding ind Demirguc-Kent and
Detragiache (1998).

Beyond the effects of liberalization on liquid-
ity, ahost of other potential ills have been mentioned
in the literature. In particular, deregulation coupled
with explicit or implicit guarantees on banksand in-
adequate oversight can generate a serious moral
hazard problem. Overlending and excessive risk-tak-
ing are likely results, as argued by Velasco (2000)
for the case of Chile and by Krugman (1998) for the
recent Asian episode. A lending boom and growing
share of risky or bad loans often result. As Gavin
and Hausmann (1995) persuasively argue, the em-
pirical link between lending booms and financial
crises is very strong. Rapid growth in the ratio of
bank credit to GDP preceded financial troubles not
just in Chile and Mexico, but also in Argentina
(1981), Colombia (1982-1983), Uruguay (1982),
Norway (1987), Finland (1991-1992), Japan (1992—
1993) and Sweden (1991).%

Themoral of the story isthe samein both cases.
Financial liberalization should be undertaken cau-
tioudly. Reserve requirements can be auseful tool in
stabilizing a banking system, as the experience of
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Argentinain 1995 showed. Lowering them to zero,
asMexicodidintherun up tothe 1994 crash, smacks
of imprudence.

B. Capital inflows and short-term debt

Short-term government debt proved to be dan-
gerous in the case of Mexico; short-term external
debt has proven to be risky in the case of Asia. In
both cases, runs against this debt ultimately brought
the exchange rate down. What can be done about it?

Restraining short-term borrowing involves no
free lunch, for both governments and banks have
perfectly sound reasons for wanting to make at |east
someof their liabilities short-term. At the sametime,
it is not clear whether decentralized decision-mak-
ing delivers the optimal debt-maturity structure:
governments may rely too much on short-term debt
if they suffer from time inconsistency or high dis-
counting; foreign creditors may only be willing to
lend short because of imperfect information or moni-
toring, or because of coordination failure with other
creditors(if each creditor expectsthe otherswill only
lend short, thus making a crisis possible, his best re-
sponseisalso to lend short in order to have achance
to get out if the crisis comes). These suggest that
there may be a case for a policy discouraging short-
term debt.’8

Exactly what policy isatricky matter. High re-
quired reserveson liquid bank liabilities (whether in
domestic or foreign currency, and whether owed to
locals or foreigners) is an obvious choice. It may be
sound policy, even if it has some efficiency costs or
if it causes some disintermediation. An obvious ca-
veat is that if banks are constrained firms will do
their own short-term borrowing, as happened mas-
sively in Indonesia. Taxes on capital inflows where
the tax rate in inverse proportion to the maturity of
the inflow (and where long term flows such as FDI
go untaxed at the border) was used by Chile and
Colombia in the 1990s. They are often justified in
termsof findingssuch asthose of Sachset al. (1996b),
who found that a shorter maturity of capital inflows
was a helpful predictor of vulnerability to the Te-
quila effect in 1995, while the size of those inflows
was not. Valdés-Prieto and Soto (1996), Larrain et
al. (1997), and Montiel and Reinhart (1997), all find
that the restrictions have affected the maturity com-
position of flows, though not their overall volume or
the course of the real exchange rate.

C. Improving fiscal institutions

We saw above that excessively procyclical fis-
cal policies are the inevitable consequence of weak
and deficit-prone fiscal ingtitutions. Lenders do not
lend when times are bad because they do not think
they will be repaid when times are good. Thisinfor-
mal view iscorroborated by theformal evidence sug-
gestive of fiscal borrowing constraints provided by
Gavin and Perotti (1997). And the weaker the coun-
try’s budgetary institutions the greater the problem,
asshown by Gavin et al. (1996).%° The consequence:
fiscal policy is not much use as a counter-cyclical
tool. If monetary policy isnot available either — per-
haps because of an exchange-rate peg — then coun-
tries can be left bereft of a stabilization policy.

A simple and first step forward isto reduce the
levels of public indebtedness. With lessinitial debt,
there is more room to expand in bad times without
running into borrowing constraints. Theratio of pub-
lic debt to GDP of East Asian and Latin American
countries is low by OECD standards; but so prob-
ably are their credit ceilings, for obvious political
and institutional reasons.

A second step isto reform fiscal institutions to
make spending less cyclical and repayment more
likely. One possibility isthe National Fiscal Council
proposed by Eichengreen et al. (1996), which would
giveresponsihility for the broad trendsinfisca policy
to an autonomous body modelled after independent
central banks. National congresses would still set
spending levels and composition, but the size of the
deficit (or the allowable debt issuance) would be set
by the autonomous Council. If thisgavefiscal policy
greater credibility, in the sense of ensuring that defi-
citstoday need not mean deficits tomorrow and into
theindefinite future, then fisca policy would bemore
useful as a stabilization tool.

Notes

1  Other recent experiences with a currency board include
Estonia, Lithuania and Bulgaria.

2 One can think of exceptions. There may be shocks that
are so clearly observable and exogenous that they pass
the test. For instance, Sachs et a. (1996a) argue that the
assassination of presidential candidate Luis Donaldo
Colosio in Mexico in March 1995 could plausibly have
justified the abandonment of the exchange-rate band.

3 Somecoincidewiththe conditions put forth by Williamson
(1998).

4  Thiscaseismadeformally by Herrendorf (1997 and 1999).
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5 For aformal model that yields this result, see Obstfeld
and Rogoff (1995).

6  Someempirical evidence suggestsexactly this. Inthe case
of Mexico, increasesin the nominal exchangeratearefol-
lowed by higher nominal interest rates, not lower as the
standard model would suggest. Inflationary expectations
tend to rise as well. One explanation is that agents infer
from temporary depreciations a permanent relaxation of
monetary policy.

7  Buiter et a. (1998) concur: “Isan exchange-rate commit-
ment more easily established or more credible than acom-
mitment to other nominal anchors? The short answer is
that we have no satisfactory theoretical arguments or em-
pirical evidence to argue convincingly on either side of
theissue”.

8  OnChile, see Landerretche et al. (1998); on Mexico, see
Edwards and Savastano (1998).

9  If thereal depreciation was not larger, it was not because
of domestic inflation, but because of external deflation.

10 Mexico grew 7.0 per cent in 1997, 4.8 per cent in 1998,
and is forecasted to grow around 2.8 per cent in 1999.
Chilegrew 7.1 per cent in 1997, 3.5 per cent in 1998, and
islikely to expand by 2.0 per cent this year. The current
account was 3.7 per cent of GDPin Mexico in 1998, and
isforecasted at 2.8 per cent for 1999. The corresponding
figures for Chile are 6.2 and 3.5 per cent.

11  Formalizations of this story rely on the pitfalls of sover-
eign borrowing, much studied in the 1980s. For a recent
and interesting attempt, see Aizenmann et al. (1996).

12 Floating is not totally useless in this case, for panic by
foreign creditors could perfectly well be triggered by a
run by domestic depositors, with the outcome being self-
fulfilling. For details on this line of argument, see Chang
and Velasco (1998a).

13 Seeleiderman and Bufman (1996) and thereferences con-
tained therein.

14  Mexico relies mostly on quantitative targets, but also an-
nounces an inflation forecast that ismeant asaloose guide
to expectations. See Edwards and Savastano (1998).

15  Seetheinsightful historical discussionin Obstfeld (1995).

16  Of course, thisissue only arisesto the extent that the float
is reasonably clean. With active exchange-rate manage-
ment, targeting CPl and non-tradeables’ inflation should
have practically identical effects.

17 In Mexico and Chile, asin the case of some Asian coun-
triesmore recently, the perception of government guaran-
tees may have created a moral hazard problem and led
banks to take on excessiverisk. Velasco (1992) discusses
evidence for this in the case of Chile. Krugman (1998)
stresses the role of moral hazard and over-investment in
Asa

18 See Rodrik and Velasco (1999) for more details on the
argument.

19 Thequality of fiscal ingtitutionsis measured by the index
developed in Alesina et al. (1996).
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