
The developing and transition countries whose
exchange arrangements are the subject of this

section cover a very broad range of economic devel-
opment—from the very poorest to the newly indus-
trialized economies with per capita incomes at levels
that categorize them, along with industrial countries,
as “advanced economies.” Correlated with the level
of economic development, but not perfectly so, are
both the degree of domestic financial sophistication
and the extent of involvement with the global eco-
nomic system, especially modern, global financial
markets. The 30 or so countries that are most ad-
vanced in this last regard are commonly referred to
as the “emerging markets.”

In view of the wide economic and financial diver-
sity among developing and transition countries, it is
neither surprising nor untoward that there is consid-
erable diversity in their exchange rate regimes—
from very hard one-currency pegs to free floats and
many variations in between.18 Correspondingly, the
purpose of this section is not to search for the one,
ideal exchange rate regime that would fit all devel-
oping and transition countries. Rather, the aim is
twofold: to elucidate the relationship between the
circumstances of a country and the exchange regime
that is most likely to suit its economic interests; and
to discuss the factors required to make a chosen ex-
change rate regime function reasonably well in the
circumstances of a particular country.

One characteristic shared by essentially all devel-
oping and transition countries and relevant for their
exchange arrangements is that they must do the vast
bulk of their international commerce and finance in
terms of the monies of major industrial countries
rather than in terms of their domestic monies. Thus,
developing and transition countries with substantial
involvement in international trade and finance have
a deep interest in how the global economic and fi-

nancial system operates. In particular, in deciding on
their exchange arrangements, these countries must
take as given the exchange rate fluctuations among
the world’s major currencies. Also, in contrast to the
largest industrial countries, whose policies can influ-
ence conditions in the world economy and in global
financial markets, developing and transition coun-
tries must take these conditions as given and adapt
as best they can.

Adapting to expanding opportunities from deeper
involvement in an increasingly integrated global
economy and to changes in their own economic situ-
ations, developing and transition countries have
been shifting their exchange rate regimes toward
greater flexibility. At the same time, many of these
countries have been moving toward current account
convertibility and a somewhat less dramatic liberal-
ization of capital account restrictions (Figure 3.1).
The first part of this section considers key changes
in the economic situations of developing and transi-
tion countries that have been associated with these
policy developments. The second part of this section
discusses the recent foreign exchange and financial
crises that have affected many emerging market
countries, and seeks to draw lessons from these ex-
periences for exchange rate policy. Most impor-
tantly, countries that are tightening their links with
modern, global financial markets are increasingly
vulnerable to shifts in market sentiment, making the
defense of pegged rates substantially more difficult.
For those emerging market countries that still seek
to maintain pegged exchange rates, as for the indus-
trial countries discussed in the preceding section, the
constraints on monetary policy and the need for
sound economic and financial structures capable of
withstanding pressures from defense of the peg are
very demanding.

For many developing and transition countries, es-
pecially those with limited involvement in global fi-
nancial markets, pegged exchange rates retain im-
portant advantages. Exchange rate pegs can provide
a useful and credible nominal anchor for monetary
policy and avoid many of the complexities and insti-
tutional requirements for establishing an alternative
anchor (such as a functional and credible inflation
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18 For reviews of the literature on the choice of exchange rate
regime, see among others Wickham (1985), Genberg (1989),
Argy (1990), Edison and Melvin (1990), Aghevli, Khan, and
Montiel (1991), Isard (1995), Obstfeld (1995a), Obstfeld and Ro-
goff (1995), IMF (1997, Chapter 4), Appendix I of Eichengreen,
Masson, and others (1998), and Frankel (1999).
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target backed by an operationally independent cen-
tral bank). Moreover, in the absence of sophisticated
financial systems, many developing and transition
countries lack the financial infrastructure to support
a relatively deep and broad market for foreign ex-
change that could provide reasonable stability in the
absence of official guidance concerning the ex-
change rate and policy support for that guidance.

The third part of this section considers the charac-
teristics of countries for which some form of pegged
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-
change rate as a nominal anchor under various forms
of pegged rate regimes, the need for an alternative
nominal anchor under loosely managed or free

floats, and the use of intervention and controls by
countries that do not practice benign neglect toward
their exchange rates.

Exchange arrangements for countries that are in
regional groups—notably the Association of South-
east Asian 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 concerns. Alternative approaches to manag-
ing these concerns in the relatively near term are dis-
cussed in the fourth part of this section and
longer-term options involving more ambitious
efforts of regional cooperation are examined in
Appendix V.

The section’s 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 undergoing significant changes
that have important implications for their choice of
exchange rate arrangements.

Increased Capital Mobility

Gross capital flows to developing countries have
risen considerably as a share of their GDPsince the
early 1980s (Figure 3.2). This trend reflects greater
capital account liberalization and capital market
integration, especially of emerging market
economies.19 Higher gross flows have created the po-
tential for large and sudden reversals in net flows,
particularly in the case of private flows (excluding
foreign direct investment). Net private flows to de-
veloping countries, after hovering around !/2 percent
of GDPthroughout the 1970s and 1980s, rose sharply
to 3 percent of GDPin the mid-1990s, only to drop
back to 1!/2 percent of GDPin 1998. Similar develop-
ments are also evident in the case of outstanding
bank claims, which fell abruptly in Asia, Latin Amer-
ica, and Eastern Europe in the context of the recent
emerging market crises (Figure 3.3), discussed in the
next subsection.20 As is well known, capital flow re-
versals have been associated with currency crises and
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19 Since the concept of transition countries has only become
relevant during the last decade or so, Figures 3.1 through 3.8 con-
centrate on developing countries.

20 Developments in capital flows are analyzed in greater detail
in Mussa, Swoboda, Zettelmeyer, and Jeanne (1999).
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Figure 3.1. Developing Countries: Evolution
of Exchange Rate Regimes
and Exchange Restrictions
(In percent)

Source: IMF, Annual Report on Exchange Arrangements and Ex-
change Restrictions.

1Cross-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 100 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
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
preliminary.

3Percent of developing countries that have accepted Article VIII
of the IMF’s Articles of Agreement; countries are weighted by
their 1990–95 share of aggregate exports of all developing
countries.
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large real economic costs. However, this phenome-
non of the boom/bust cycle in private capital flows
and its attendant costs are relevant primarily for the
emerging market economies that have important in-
volvement in modern global financial markets. It has
not directly affected the wide range of developing
countries with little or no such involvement.

Exposure to Exchange Rate Risk

As previously noted, residents of developing and
transition countries generally find it difficult to bor-
row abroad in their own currencies, and nonresidents
are generally reluctant to take net long positions in
those currencies. In net terms, the foreign currency li-
abilities of residents of developing and transition
countries usually exceed their assets in foreign cur-
rencies, implying that they are exposed to exchange
rate risk on their balance sheets as well as through
trade. Issues of both sovereign and corporate bonds
on international markets are overwhelmingly in for-
eign currencies, even in the case of an advanced
economy such as Korea, or a country whose ex-
change rate is strongly pegged to the U.S. dollar, such
as Argentina.21 Part of this exchange rate risk can be
hedged, although only (in the aggregate for a given

developing country) to the limited extent that nonres-
idents are willing to hold local currency exposure.22

Moreover, few of these countries have organized
markets for currency futures and options, and those
markets located in industrial countries deal mainly in
industrial country currencies (IMF, 1995a, Appendix
Table 4).23 Also, while forward foreign exchange
contracts are allowed in many emerging markets
(IMF, 1995b, p. 22), there is no indication of signifi-
cant net capacity to shift foreign exchange risks
abroad at a reasonable price.

Portfolio Diversification

A consequence of globalization has been a greater
internationalization of balance sheets, with the pri-
vate and public sectors of emerging market countries
holding and issuing an increasing quantity and vari-
ety of foreign currency assets and liabilities. For in-
stance, 28 percent of the international bonds issued
by emerging market countries in 1996–98 were de-
nominated in a currency other than the U.S. dollar,
with the recent launch of the euro significantly rais-
ing the share of the nondollar sector to 33 percent

15

21 This might not necessarily imply exposure to exchange rate
risk for those corporations whose receipts are largely in foreign
currency.

22 Hedging can take many forms, including nonresidents hold-
ing local-currency-denominated equities. For example, in 1996,
the share of total market capitalization held by nonresidents in the
stock markets of Argentina, Korea, Mexico, Thailand, and the
Philippines ranged from 15–40 percent (World Bank, 1997, 
p. 306).

23 However, currency futures are available in the United States
for the Brazilian real, the Mexican peso, and the Russian ruble.
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during the first half of 1999.24 However, discussions
with market participants (by staff in the IMF’s capi-
tal markets group) reveal that the market of dedi-
cated investors in the liabilities of emerging market
countries is, at best, very limited.

Increased Openness to International Trade

The developing economies’degree of openness to
international trade has increased over the past few
decades. The average share of external trade (mea-
sured by exports plus imports, divided by two) in
GDP for all developing countries rose from about
30 percent in the late 1960s to about 40 percent in
the late 1990s (Figure 3.4). This trend has been
more marked in the case of the east Asian coun-
tries—mirroring their export-led growth.25 With im-
ports and exports representing a larger share of de-
veloping countries’GDP, given changes in the
exchange rate have a greater impact on output and
prices.

Shift of Exports Toward Manufactures

At the same time, the composition of developing
countries’trade by type of product has changed con-
siderably, with a move away from commodity ex-
ports and toward manufactured exports (Figure 3.5),
especially for emerging market economies. This
shift in composition has made developing countries’
terms of trade more stable, but it has also made those
countries with growing manufactured exports more
sensitive to exchange rate fluctuations. Prices of
most commodities are set in global markets, and
supply and demand for individual exporters are
largely independent of the exchange rate. In contrast,
supply and demand for exports of manufactured
products show significant sensitivity to exchange
rates (Eichengreen, Masson, and others, 1998, 
p. 37).

Trade Diversification

Consistent with the trend toward globalization,
many developing—and especially emerging mar-
ket—economies now trade with a wide range of
partner countries. With the notable exception of
Mexico, which conducts four-fifths of its trade with
the United States, a typical medium-sized develop-
ing country’s 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 countries in Asia and Latin

America.26 There are usually large trade shares
with at least two of the major currency areas (the
United States, the euro area, and Japan), implying

16

24 Source: Capital Data Ltd.
25 See Ito and others (1996).

26 The geographical trade patterns for selected developing and
transition countries are provided in Table 3.1.
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Indonesia, Lao P.D.R., Malaysia, Myanmar, Philippines, Singapore,
Thailand, and Vietnam. (Brunei data not available.)

7Asian 5: Indonesia, Korea, Malaysia, Philippines, and Thailand.
8CFA franc zone: Benin, Burkina Faso, Cameroon, Central

African Republic, Chad, Republic of Congo, Côte d’Ivoire,
Equatorial Guinea, Gabon, Guinea-Bissau, Mali, Niger, Senegal, and
Togo.The sharp increase in the openness measure in 1994
reflects the CFA franc’s 50 percent devaluation.

9Mercosur:Argentina, Brazil, Paraguay, and Uruguay, as well as
associate members Bolivia and Chile.



Lessons from Recent Emerging Market Crises

that developing countries with single-currency
pegs remain significantly exposed to the wide fluc-
tuations among major currencies documented in
Section II.

Greater Intraregional Trade

The importance of intraregional trade for develop-
ing countries, though still moderate compared with
their trade with industrial countries, is increasing,
especially for key regional groups of emerging mar-
ket economies. Table 3.2 illustrates this by consider-
ing several regions, including Mercosur, five east
Asian countries most affected by the recent emerg-
ing market crises, ASEAN, the countries in Central
and Eastern Europe that initiated accession negotia-
tions with the European Union in March 1998, and
the CFA franc zone. For comparison purposes, data
on the euro area and the North American Free Trade

Agreement countries (NAFTA) are also presented.
As shown in Tables 3.2 and 3.3, intraregional trade
in each of these regions has increased substantially
during the last decade.27 The growing importance of
intraregional trade for key developing countries has
increased the magnitude of the real effects of the
fluctuations in the bilateral exchange rates between
neighbor (or near-neighbor) developing countries.28

Reduced Inflation

An important development in recent years has
been the fall in inflation in most developing coun-
tries. The median inflation rate fell to about 5 percent
in the late 1990s from the 10 percent or more prevail-
ing between the early 1970s and the early 1990s 
(Figure 3.6).29 While the widespread decline of infla-
tion in developing and transition countries has bene-
fited from positive supply shocks (in particular lower
petroleum prices) and the anti-inflationary environ-
ment in industrial countries, it also reveals the broad
acceptance now among the public of these countries
that the key objective of monetary policy should be
to deliver low inflation, that prudent macroeconomic
policies are beneficial, and, correspondingly, that fis-
cal policy should not rely on the inflation tax.

Lessons from Recent Emerging 
Market Crises

Recent crises involving emerging market
economies, from the “tequila crisis”30 of 1995
through the Asian/Russian/Brazilian crises of
1997–98, carry important lessons for exchange
regimes of developing and transition countries. In-
deed, these experiences have led qualified observers,
such as Eichengreen and others (1999), to conclude
that pegged exchange rate regimes are inherently
crisis-prone for emerging market economies and that
these countries should be encouraged, in their own
interest and for the broader interests of the interna-
tional community, to adopt floating rate regimes.
This, together with a move by a number of other
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27 Data for Central East European countries (CEEC) negotiat-
ing EU accession cover too short a period to draw any firm con-
clusions and, in any case, this set of countries has no particular
significance as a regional trading group. The strength of their
trade linkages with the EU is a more important consideration for
the purposes of this analysis.

28 Table 3.3 shows the shares of regional trade as a percentage
of total regional GDP(for the same groups considered in 
Table 3.2).

29 The recent decline in inflation worldwide is analyzed in the
October 1996 World Economic Outlook(IMF, 1996, Chapter 6).

30 The financial crisis that followed the December 1994 deval-
uation of the Mexican peso.
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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 GDP1

Latin America
Argentina 14.2 4.3 3.7 20.0 10.2
Brazil 21.7 7.7 5.0 24.8 8.2
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 3.7 2.5 14.2 47.7
Ecuador 33.7 4.2 6.2 15.1 29.4
Mexico 77.8 2.4 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 11.4 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 11.4 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 71.4
Korea 16.9 2.8 12.4 8.4 44.1
Malaysia 18.1 3.2 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 2.3 10.8 10.1 143.6
Thailand 17.1 3.5 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 34.3 47.0
Ghana 7.2 5.7 3.0 34.0 29.9
Guinea 11.8 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 29.3 18.9
South Africa 10.5 9.3 6.1 25.6 29.0
Zambia 2.9 1.8 6.5 11.1 33.8
Zimbabwe 4.1 3.9 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 31.3 39.9
Jordan 7.2 6.5 4.9 21.0 63.0
Kuwait 24.5 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 43.3 82.0
Hungary 4.0 34.3 1.8 65.5 60.8
Latvia 4.7 15.6 0.3 35.6 56.2
Lithuania 2.9 16.2 1.3 32.7 62.3
Poland 2.3 31.4 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 2.9 24.3 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.
1The 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

Mercosur1

Within Mercosur 15.8 11.3 8.2 13.8 11.6 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 4.9 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 11.3 10.4 11.6 10.7 8.6
With other industrial countries 5.8 9.7 7.9 10.9 8.3 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 22.3 25.1 20.5 18.9 23.1 14.2 23.8 11.1 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 11.7 11.2 10.8 11.1 11.9 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 24.3 24.3 25.2 28.5

CFA franc zone4

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 55

Within CEEC 5 . . . . . . . . . . . . . . . . . . 5.9 4.7 6.5 4.7
With euro area . . . . . . . . . . . . . . . . . . 56.7 54.5 57.4 60.4
With other industrial countries . . . . . . . . . . . . . . . . . . 11.9 16.3 14.2 12.9
With other developing countries . . . . . . . . . . . . . . . . . . 23.7 23.9 21.7 21.6

Euro area6

Within euro area 50.6 44.2 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 4.7 7.8 8.9 7.2 6.1 6.7 5.9 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

NAFTA7

Within NAFTA 33.6 32.8 43.9 34.4 41.4 33.9 46.2 38.4 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 11.7 11.6 11.3 12.4
With other industrial countries 10.1 7.9 8.4 7.9 9.4 7.8 7.2 6.2 7.6 6.2
With other developing countries 28.8 37.0 23.9 26.4 23.0 29.1 26.1 29.8 23.6 29.7

Source: IMF, Direction of Trade Statistics.
1Mercosur: 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, Côte d’Ivoire, Equatorial Guinea, Gabon, Guinea-

Bissau, Mali, Niger, Senegal, and Togo.
5CEEC 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.
7NAFTA (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

Mercosur1

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 3.3 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 11.3 6.8
With euro area 3.2 2.2 2.3 2.3 3.3 3.5 3.3 4.2 6.0 4.0
With other industrial countries 1.6 2.5 2.1 2.6 2.3 3.3 2.1 3.4 4.5 3.5
With other developing countries 6.9 7.9 6.5 6.2 7.0 7.5 11.9 9.4 20.3 17.3

ASEAN3

Within ASEAN 5.6 4.2 5.8 4.9 7.6 6.9 10.6 8.8 11.7 11.8
With Japan 9.5 6.5 7.8 5.8 7.6 10.5 6.2 11.7 5.9 8.3
With the United States 5.2 4.4 6.0 4.3 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 3.3
With other developing countries 6.5 8.3 6.6 7.6 9.3 11.5 10.5 11.9 13.4 14.0

CFA franc zone4

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 11.3 10.1 12.2 12.5 12.5 15.0
With other industrial countries 4.8 3.7 6.8 4.4 4.6 2.8 6.0 4.0 6.5 4.1
With other developing countries 5.0 5.3 4.2 4.5 4.0 4.1 5.7 8.0 8.1 9.8

CEEC 55

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 4.4 6.0
With other developing countries . . . . . . . . . . . . . . . . . . 6.3 8.0 6.7 10.0

Euro area6

Within euro area 11.4 11.3 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 4.2 4.0 5.3 4.6 4.5 3.9 4.4 3.8 5.0 4.2
With other developing countries 5.3 7.6 5.6 6.9 4.0 4.5 5.2 4.7 5.8 5.6

NAFTA7

Within NAFTA 3.1 3.5 3.0 3.4 3.4 3.5 4.8 4.9 5.3 5.4
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.
1Mercosur: 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, Côte d’Ivoire, Equatorial Guinea, Gabon, Guinea-

Bissau, Mali, Niger, Senegal, and Togo.
5CEEC 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.
7NAFTA (North American Free Trade Association): Canada, Mexico, and the United States.



Lessons from Recent Emerging Market Crises

countries toward hard pegs, suggests a “hollowing of
the middle” of the spectrum of exchange rate
regimes from very hard pegs to pure floats.31

In considering this conclusion, it is important to
stress a critical caveat: while recent crises have directly
and adversely affected many emerging market
economies with important links to modern global fi-
nancial markets, these crises have only indirectly af-
fected (through movements in world commodity prices
and trade flows) the majority of developing and transi-
tion countries. Accordingly, lessons for exchange rate
regimes from these crises relate primarily to emerging
market countries (and to countries that may soon join
this group) and not necessarily more broadly.

Taking account of this essential caveat, it must be
recognized that for those emerging market countries
that were most severely affected by recent crises,
their exchange rate regimes were clearly important
factors in their vulnerability.32 The most severely af-

fected countries all had de jure or de facto exchange
rate pegs or otherwise substantially limited the
movement of their exchange rates. In contrast,
emerging market economies that maintained greater
flexibility in their exchange rate regimes generally
fared much better. For example, Chile, Mexico,
Peru, South Africa, and Turkey all seem to have ben-
efited from the flexibility of their exchange rates
during the recent international financial crisis.

When drawing conclusions from these compar-
isons, however, it also should be noted that it is pre-
cisely in circumstances like those in recent crises
that flexible exchange rate regimes (in place and op-
erating before the crisis and not adopted during the
crisis) should be expected to perform better. A flexi-
ble exchange rate regime allows large adverse
shocks to be more easily deflected or absorbed than
a pegged or quasi-pegged exchange rate regime, and
avoids the large 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
over time. For instance, Argentina, with its currency
board, has had strong growth in the 1990s, despite
the negative effects of the tequila and Russian crises.
That said, it must be emphasized that the costs of re-
cent crises to the most affected countries have been
very large, and especially so for those countries
whose pegged or quasi–pegged exchange regimes
broke down in the throes of crisis. There is an unde-
niable lesson here about the difficulties and dangers
of running pegged or quasi–pegged exchange rate
regimes for emerging market economies with sub-
stantial involvement in global capital markets, as ev-
idenced by the fact that only the emerging market
countries with the hardest pegs were able to main-
tain their exchange rates.

Of course, important factors other than the relative
fixity of their exchange rate regimes contributed sig-
nificantly to the problems of those countries most af-
fected by recent emerging market crises. Russia’s
most important problem was, and is, the chronic in-
capacity of the central government to meet its fiscal
responsibilities and the broader problems of the gen-
eral culture of nonpayment and noncompliance with
ordinary commercial practices and obligations.
Brazil, too, has had a serious fiscal problem. For
Korea, the principal problem was not a seriously
overvalued exchange rate, but rather a weak finan-
cial system and many weak and overleveraged cor-
porations. For Thailand and Malaysia and (to a
lesser extent) Indonesia, overvaluation of the ex-
change rate was more of an issue, but weaknesses in
the financial sector and in the financial position of
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31 An early version of the “hollowing of the middle” thesis,
based on the argument that intermediate exchange rate regimes of
the target zone and adjustable peg variety are not credible or incon-
sistent with proposed macroeconomic policies, especially under in-
creasing capital mobility, can be found in Swoboda (1986).

32Argentina and Mexico were the most severely affected coun-
tries in the tequila crisis; Indonesia, Korea, Malaysia, Thailand, and
(to a lesser extent) Hong Kong SAR were most severely affected in
the Asian crisis; Russia was most severely affected in the Russian
crisis; and Brazil and Argentina were most severely affected in the
Brazilian crisis. Colombia, Ecuador, and Venezuela are presently
feeling primarily the effects of their own difficulties rather than the
spillovers from the broader crises affecting emerging markets.
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III EXCHANGE RATE ARRANGEMENTS

nonfinancial businesses were also critical. In gen-
eral, it was not the exchange rate regime alone that
was the fundamental source of precrisis vulnerabil-
ity and of subsequent substantial damage. And
changing the exchange rate regime will not automat-
ically correct (although, as discussed below, it may
help ameliorate) these other critical problems.

Moreover, with sounder, better managed, and bet-
ter supervised financial systems, and with stronger
incentives for lower leverage and lower foreign-
exchange exposure of domestic businesses and
households, governments would be better able to
raise domestic interest rates when needed to defend
the exchange rate, and would be more credible in
pursuing such a policy. If exposure to foreign-
currency-denominated debt were more limited,33

exchange rate adjustments could be undertaken with
less damage and less reason for delay. Improve-
ments in these key areas, which are desirable in
their own right, would tend to make pegged ex-
change rate regimes less dangerous and more ten-
able for countries with significant involvement in
modern global financial markets. Indeed, for coun-
tries with important links to global financial mar-
kets, successful operation of pegged exchange rates
requires both the dedication of monetary policy to
the exchange rate objective and sufficient strength
in the country’s economic and financial system to
withstand the pressures from sharp interest rate ad-
justments that may occasionally be needed to de-
fend the peg.

Notwithstanding the potential for improvement in
these other areas, however, it is essential to recog-
nize that the countries most adversely affected by re-
cent crises experienced an intrinsic perversity in the
interactions between their exchange rate regimes
and other problems in their economies, especially
weaknesses in their financial sectors. When the ex-
change rate is pegged or tightly managed and it is
believed that this will continue, there is often little
perceived risk for domestic firms or financial
institutions to borrow in foreign currency. If domes-
tic-currency interest rates rise above foreign-cur-
rency rates (because of efforts to contain domestic
overheating by tighter monetary policy together with
sterilized intervention to resist exchange rate appre-
ciation), then there is a positive incentive to borrow
foreign currency. As international credits are gener-
ally most cheaply and easily available for short ma-
turities, foreign-currency borrowing tends to be
short term.

If, because of adverse domestic or international
developments, market sentiment turns and the ex-

change rate comes under downward pressure, the na-
tional authorities are understandably reluctant to re-
sist by raising domestic interest rates, as this will
further undermine already weak banks and busi-
nesses. Adjustment of the exchange rate is also re-
sisted—through sterilized official intervention—be-
cause a substantial depreciation would raise the
burdens of foreign-currency-denominated debts.34

Once it becomes clear that the authorities are caught
in a situation where they want to defend the ex-
change rate, but dare not raise domestic interest rates
(credibly and substantially), and are running short of
reserves, then speculative pressures against the ex-
change rate become overwhelming. If the peg is bro-
ken, depreciation is likely to be substantial as private
agents rush to cover their remaining foreign ex-
change exposures and as foreign and domestic capi-
tal attempts to flee the developing crisis. The author-
ities, with limited remaining reserves, are in a poor
position to help stabilize the rate, and the market that
is not used to operating without official support
tends to become illiquid and move erratically.
Downward pressures build as recognition of the ad-
verse consequences of financial disruption associ-
ated with massive depreciation become mutually re-
inforcing. Thus, pegged or quasi-pegged exchange
rates (or heavily managed floats) do tend to con-
tribute to other problems that make these regimes
prone to damaging financial crises. The likelihood of
prolonged speculative attack and, indeed, of a down-
turn in sentiment is reduced to the extent that the
credibility of the peg is high; this is most obvious in
the case of a currency board.

A genuine floating exchange rate, by contrast, al-
lows greater flexibility for monetary policy at times
of exchange rate pressures and economic difficulty.
Also, provided that the exchange rate really does
move up and down in response to market forces,
businesses and financial institutions are forced to
recognize the risks inherent in foreign-currency
borrowing and other exposures to foreign exchange
risk. Floating does not preclude the use of official
intervention and adjustments of monetary policy to
influence the exchange rate. However, efforts to
tightly manage the exchange rate primarily through
(sterilized) official intervention tend to recreate the
risks and problems of a pegged exchange rate. If
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33 Unfortunately, pegged rates tend to encourage foreign cur-
rency borrowing by domestic banks and nonfinancial firms.

34 Beyond normal intervention, the authorities may resort to the
forward market (Thailand in 1997) or futures market (Brazil,
1997–98), or they may exchange domestic-currency debt for for-
eign-currency linked debt (Mexico, 1994; and Brazil, 1997–98),
or they may loan official reserves to domestic institutions experi-
encing financing difficulties (Korea, 1997). These strategies may
help to forestall a crisis, but if the crisis breaks they can also
make it much more damaging.



Exchange Regime Choice: Emerging Markets and Beyond

the exchange rate is managed, interest rates should
be a primary tool so that private sector behavior
will be appropriately attuned to situations where
aggressive interest rate adjustments may occasion-
ally be required to support the exchange rate objec-
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 emerging 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 emerging market economies to
the large number of developing and transition coun-
tries that do not (yet) have close links with modern,
global financial markets, the rigors of maintaining a
pegged exchange rate regime are less demanding.
For such countries, and especially those lacking a
well-developed financial infrastructure including
sophisticated financial institutions and broad and
deep markets for foreign exchange, pegs can pro-
vide a simple and credible anchor for monetary pol-
icy. While the precise requirements for a successful
float are not the subject of this paper, it can safely
be said that many developing and transition
economies do not satisfy them. Indeed, while an in-
creasing number of them (including many emerging
market economies) officially describe their ex-
change rate regimes as “managed floating” or “in-
dependent floating” (see Figure 3.1 and Table A2.1
in Appendix II), the fact is that most of them main-
tain some form of de jure or de facto exchange rate
peg or otherwise narrowly limit fluctuations of the
exchange rate.35 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.

Specifically, the following conditions are likely
to influence whether some form of pegged ex-
change rate regime is judged to be appropriate: 36

• The degree of involvement with international
capital markets is low;

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

• 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 partner’s monetary credibility;

• Its economy and financial system already exten-
sively rely on its partner’s 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
which pegged exchange rates would seem to remain
sensible are small economies with a dominant trad-
ing partner that maintains a reasonably stable mone-
tary policy. For such countries, there is generally lit-
tle point in incurring the costs of attempting to run
an independent monetary policy. As shown in Ap-
pendix II, IMF members with an annual GDPof less
than $5 billion overwhelmingly have pegged ex-
change rate regimes. For most of these countries, it
is clear not only that they should peg; the currencies
to which they should peg are also clear. Small
Caribbean island economies, some small central
American countries, and some Pacific island
economies peg to the U.S. dollar. The CFA franc
zone countries peg to the French franc (and, since
1999, to the euro). Lesotho, Namibia, and Swaziland
peg to the South African rand. Bhutan and Nepal
(which has an annual GDPslightly above $5 billion)
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35 The example of the Malaysian currency, the ringgit, illus-
trates the difficulties with regard to the difference between offi -
cial and practical definitions of exchange rate regime. The 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 the effects 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 chapter. For 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 emerged due to fiscal indiscipline rather
than to an exogenous decision to adopt a flexible exchange rate.
Other problems with these studies are difficulties 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
the Singapore dollar. Other small countries, gener-
ally with more diversified trade patterns, peg to cur-
rency baskets.

On the basis of the above criteria, another group
of countries for which pegged exchange rate regimes
would appear relevant, for the future if not necessar-
ily for the near term, are the more advanced transi-
tion economies of Central and Eastern Europe that
aspire to membership in the European Union and to
eventual participation in European Economic and
Monetary Union (EMU). The criteria of dominant
trading partner (and the benefits of closer economic
integration with that partner), as well as willingness
to give up monetary independence, are clearly rele-
vant, indeed controlling, in the longer term. For the
near to medium term, however, various considera-
tions argue against hard pegs and in favor of more
flexible exchange arrangements. Time is needed to
strengthen fiscal policies and to address weaknesses
in financial sectors and thereby better prepare for
full capital market liberalization. It is also important
to allow for a possible conflict between exchange
rate stability and price stability that may arise be-
cause of substantial differences in productivity
growth as the transition countries continue to catch
up with their more advanced partners (Masson,
1999). Nevertheless, with a view toward their ulti-
mate objective, these EMU aspirant countries will
want to lay the firm foundations that are necessary
for successful exchange rate pegs by countries sub-
stantially open to global financial markets.37

Developing countries that face the difficult prob-
lem of stabilizing their economies from a situation
of high inflation comprise yet a third group for
which exchange rate pegs are relevant. As discussed
in Appendix III, and contrary to widespread beliefs,
exchange-rate-based stabilizations have been used
quite successfully by a number of these countries.
The key to success in many cases, however, has been
in knowing when and how to exit from an exchange
rate peg that has done its job in helping to achieve
(often dramatic) disinflation with comparatively lit-
tle economic cost, but which is not sustainable in the
longer term.

Beyond these specific groups (which together ac-
count for a substantial number of countries), there
are a significant number of large, medium-sized, and
smaller developing and transition countries for
which some form of pegged exchange rate, tight
band, crawling band, or heavily managed float is the
relevant exchange rate regime. One important exam-
ple is the largest developing country, China.

China’s official exchange rate policy is a managed
float, but within that policy, the exchange rate of the
yuan has been tightly linked to the U.S. dollar since
mid-1995. With a substantial (but recently declining)
current account surplus, with large foreign exchange
reserves, and with controls that sharply limit short-
term capital inflows and outflows, China has main-
tained its de facto exchange rate peg through all of
the turmoil of recent emerging market crises and,
thereby, has made an important contribution to the
restoration of financial stability in the region. The fi-
nancial infrastructure for a broad, deep, and resilient
foreign exchange market for the Chinese currency
does not now exist and would take time to develop
(along with other essential improvements in the Chi-
nese financial system). A gradual move to more flex-
ibility in the future, combined with development of
the financial infrastructure, would be consistent with
other desirable reforms in the Chinese economy.

Other developing countries (of varying economic
size) are in situations not too different from that of
China, at least with respect to their exchange rate
regimes. Without significant involvement in global
financial markets, especially for short-term flows,
these countries are generally less vulnerable than
most emerging market economies to a rapid and
massive buildup of speculative pressures against a
pegged exchange rate. Often lacking the relevant in-
frastructure for a viable foreign exchange market
that would operate with reasonable stability in the
absence of guidance from the authorities, these
countries typically either have pegged or heavily
managed exchange rates.

Many of these exchange rate regimes can, and do,
function reasonably successfully provided that some
key conditions are met. The most important concern
the nexus between exchange rate policy and mone-
tary policy—the subject of the next subsection.
While monetary policy may have some limited flex-
ibility to pursue other objectives, it is essential that
the expansion of domestic money and credit do not
undermine the exchange rate regime. If significant
disequilibria begin to develop between the actual ex-
change rate and its economically appropriate level,
beyond what may be reasonably corrected by other
policy adjustments, it is important that decisions to
adjust the exchange rate be taken before the neces-
sary adjustment becomes seriously destabilizing. To
contain the potential damage from exchange rate ad-
justments when they are needed, it is also important
to ensure that domestic businesses and financial in-
stitutions do not take on substantial net foreign-
currency liabilities under the incentives created by
the quasi-insurance suggested by a pegged exchange
rate. This latter task is presumably easier in coun-
tries with only limited access to modern, global fi-
nancial markets.
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37 On the pros and cons of currency board arrangements in the
lead-up to EU accession, see Gulde and others (2000).
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Exchange Rate Pegs as Nominal Anchors

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 early
part of this century. After World War II, under the
Bretton Woods 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 largest 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
industrial countries in Europe have eschewed free
floating and have instead fastened their exchange
rates increasingly tightly to the deutsche mark, and
have now moved on to monetary union.

For many developing countries, particularly those
with less sophisticated financial systems, it may
simply be unreasonable to think that there can be a
credible anchor for expectations about monetary
policy and for the exchange rate if the authorities do
not establish some guide for the value of the money
that they create in terms of some readily available
alternative asset of stable value. Pegging the ex-
change rate, or tightly managing its range of vari-
ability, is a simple, transparent, and time-honored
way of providing such an anchor, and for many de-
veloping countries, there may be no readily available
alternative.

Pegs, Baskets, Bands, Crawls, and Managed
Floats

Pegged exchange rate regimes imply an explicit or
understood commitment undertaken by the policy
authorities to limit the extent of fluctuation of the
exchange rate to a degree that provides a meaningful
nominal anchor for private expectations about the
behavior of the exchange rate and the requisite sup-
porting behavior of monetary policy. Quite a broad
range of regimes share this general characteristic,
with a varying degree of permissible exchange rate
flexibility , ranging from very hard, single-currency
pegs, to basket pegs, to bands, to adjustable pegs and
bands, to crawling pegs and bands, to managed
floats.

Aside from outright adoption of another country’s
currency, the hardest form of a pegged exchange rate
regime is a currency board (see Box 3.1). Under a
currency board, monetary policy is entirely subordi-

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 rate. Accordingly, adjust-
ments to changing economic conditions affecting 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 employment. Thus, 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
and monetary policy).

Even for countries that adopt currency boards, as
well as for less stringent forms of pegged exchange
rate regimes, one way to retain the main anchor
properties of an exchange rate peg while gaining
some adaptability to one potentially important
source of external disturbances—fluctuations among
the exchange rates of the major international curren-
cies—is to peg to a currency basket. The weights of
the various currencies in the basket could reflect, for
example, the geographical composition of the coun-
try’s trade pattern, or the currency weights of the
special drawing right (SDR).38 Relative to a single-
currency peg, this alternative has the advantage of
reducing the volatility of the nominal and real effec-
tive exchange rate—an advantage that would be rel-
evant primarily for countries with diversified trade
patterns vis-à-vis the major currency areas. Basket
pegs, however, may reduce the microeconomic and
informational benefits of maintaining constant at
least one, typically the most important, bilateral ex-
change rate relevant for price comparisons and eco-
nomic transactions. Also, basket pegs may be less
transparent than single-currency pegs. This may be
the case particularly in countries where there is
widespread use of a foreign currency, and pegging to
that currency has immediate popular understanding.
In practice, basket pegs are not used as often as sin-
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38 While in practice trade weights are the most common choice,
Turnovsky (1982) shows that a trade-weighted basket is not nec-
essarily the optimal choice to stabilize output or attain other rea-
sonable macroeconomic objectives. In a simple macroeconomic
model, he finds that other variables that should be taken into ac-
count include the elasticity of domestic output with respect to the
various exchange rates that make up the basket; and the covari-
ances of the interest rates of the countries whose currencies are
included in the basket with the disturbances in the demand for do-
mestic output that are of foreign origin.
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gle-currency pegs are. Moreover, the popularity of
basket pegs, which peaked in the first half of the
1980s, declined during the 1990s (Figure 3.7). This
decline probably is related to the fact that basket
pegs share many of the characteristics of single-
currency pegs, which have also been in decline in
the officially reported exchange rate regimes.

Most countries with pegged exchange rate
regimes do not fix the rate absolutely, but rather un-
dertake an official commitment to keep the exchange
rate from fluctuating beyond some permissible
band.39 This commitment can take the form of a

public announcement of a band of admissible values
for the exchange rate that the authorities will defend
by buying or selling in the market, or there could be
a de factoband where the public learns of the gov-
ernment’s policy through its actions in the market.40

When the inflation rate in a country is substan-
tially above that in the major industrial countries
(and an immediate effort to reduce inflation to very
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Currency board arrangements (CBAs) are the
strongest form of exchange rate peg short of a currency
union or outright dollarization.1 A currency board is
committed to supplying or redeeming its monetary lia-
bilities at a fixed exchange rate, which implies that it
must hold foreign reserves at least equal to its total
monetary liabilities. Moreover, these are the only
terms under which a currency board can exchange
monetary liabilities; that is, in its pure form, a currency
board cannot extend credit. Under these conditions,
even short-term interest rates become completely inde-
pendent of the will of the domestic monetary authori-
ties: market arbitrage will imply that interest rates are
closely linked to those of the anchor currency. CBAs
have been in operation in several countries, including
Djibouti (since 1949), Brunei Darussalam (since
1967), Hong Kong SAR (since 1983), Argentina (since
1991), Estonia (since 1992), Lithuania (since 1994),
Bulgaria (since 1997), and Bosnia and Herzegovina
(since 1997).

Just as a CBAis an extreme form of exchange rate
peg, the conditions for the operation of a CBA, as well
as its advantages and costs, are also those of a fixed ex-
change rate regime (described in the main text of this
section) in a more extreme form.

The key conditions for the successful operation of a
CBA, in addition to the usual conditions deemed desir-
able for a fixed exchange rate regime, are a sound bank-
ing system, because the monetary authorities cannot ex-

tend credit to banks experiencing difficulties; and a pru-
dent fiscal policy, owing to the prohibition of central
bank lending to the government.

The advantages of a CBAinclude, in particular, the
credibility of the economic policy regime. This is evi-
denced by the narrowing of differentials vis-à-vis the
anchor currency throughout the yield curve in most
countries that have adopted CBAs. Such credibility re-
sults from the high political cost of altering the ex-
change rate, which—in most existing CBAs—is set by
law. In the past, CBAs have often been adopted by
small, open economies wishing to curb inflation, and
Argentina’s recent success in this respect has shown
that CBAs can facilitate disinflation in larger
economies as well.

The costs of a CBAinclude the absence of central
bank monetary operations to smooth out very short-
term interest rate volatility (which implies that banks
may experience difficulties) and the absence of a lender
of last resort. Indeed, countries with CBAs have often
experienced banking collapses, leading some of them to
establish limited lender-of-last-resort facilities. Finally,
the absence of domestic credit by the central bank im-
plies that seigniorage is lower under a CBAthan under
a normal peg.

The main differences between a CBAand outright
dollarization are that in the former case the country re-
tains its (already low, as noted) seigniorage, whereas in
the latter case seigniorage goes to the country of the an-
chor currency unless special arrangements are made;
and that dollarization represents an even more complete
renouncement of sovereignty than a CBAdoes, includ-
ing the loss of an “exit option” that is preserved under a
CBA.

Box 3.1. Currency Boards

1 For further discussion of currency board arrangements,
see the October 1997 World Economic Outlook, Bennett
(1995), Williamson (1995), and Baliño, Enoch, and others
(1997).

39 The distinction between a peg and a band is somewhat arbi-
trary, but a peg is often understood as a band in which the mar-
gins on either side of the central parity are less than or equal to
2.25 percent. In addition, note that a peg or a band can be fixed,
or can be reset periodically in a series of mini devaluations. In the
latter case, it is customary to label the peg or band as a “crawling”
or a “sliding” peg or band.

40 In 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 implicitly, of
estimating the parameters (the weights in the basket, the rate of
the crawl, and the width of the band) and testing the hypothesis
that the central bank is abiding by its announced regime. This is
particularly true if the central bank does not announce the weights
in the basket (as is usually the case) or other parameters. By con-
trast, market participants can verify the announcement of a sim-
ple dollar peg instantly.”
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low rates is not feasible or desirable), a crawling peg
or crawling band becomes a relevant exchange
regime option. A passivecrawling peg or band
where the parity is adjusted for past inflation has the
virtue that it helps to avoid a tendency for the real
exchange rate to appreciate out of line with eco-
nomic fundamentals, and adjustments to the rate of
crawl to correct emerging current account imbal-
ances can be made to deal with changes in real eco-
nomic fundamentals. The disadvantage of such a
regime, however, is that while it may help stabilize
the behavior of the exchange rate in the relatively
short run, it provides no medium-term nominal an-
chor. The tendency is to have not a crawling, but
rather a “galloping,” peg or band that keeps inflation
running at a high rate. A 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-
1990s), is to use an active crawling peg or band
where the rate of crawl is preannounced for up to a
year in advance, with the objective of influencing
expectations and price-setting behavior.

For an activeband or crawling band to be useful
in stabilizing expectations, however, the authorities
must be perceived as having a serious commitment
to the arrangement. This, in turn, requires that the
authorities face significant costs from abandoning
their commitment—costs that are well illustrated by

some initially successful exchange-rate-based stabi-
lizations that subsequently broke down.41

Indeed, the principal difficulty of band arrange-
ments, including crawling bands, is that when the ex-
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-
lems as standard exchange rate pegs. Especially in the
case of emerging market countries with substantial
involvement in global capital markets, exchange rate
bands are vulnerable to speculative attacks just as
currency pegs are. The currencies of Mexico before
December 1994, Indonesia before August 1997, and
Russia before August 1998 were all in crawling band
arrangements. In fact, an exchange rate band may be
less credible than a peg is, especially a hard peg such
as a currency board, which typically conveys the im-
pression of stronger commitment of monetary policy
to the exchange rate regime. Bands typically function
best as regimes of policy compromise when there is
the readiness to adjust the central parity (or rate of
crawl) in a timely manner in response to changing
economic fundamentals.

Somewhere along the spectrum of regimes of in-
creasing exchange rate flexibility lie “managed
floating” regimes. Unfortunately, a managed float
has a sufficiently ambiguous meaning—covering a
range of regimes from de facto pegging to some-
thing close to a free float. For those managed floats
that lie close to the pegging end of the spectrum, the
comments that have already been made about vari-
ous forms of pegged exchange rate regimes continue
to apply. There can be some flexibility in the ex-
change rate, but there must also be a meaningful
commitment to defend what the public understands
to be the authorities’commitments regarding the ex-
change rate and related policies. Tightly managed
floats provide a nominal anchor and help to stabilize
exchange rates and expectations concerning ex-
change rates, inflation, and monetary policy; but
they are subject to market pressures, potential crises,
and costly breakdowns.

Monetary Policy Arrangements with Floating
Exchange Rates

Under a loosely managed float, market forces are
allowed substantial latitude to influence the exchange
rate in the short term and in the longer term. Through
official intervention and monetary policy adjust-
ments, the authorities may seek to limit exchange
rate fluctuations in the near term, but there is no pol-
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41 For a discussion of these issues, see Eichengreen, Masson,
and others (1998).
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icy commitment (explicit or implied) to keep the ex-
change rate within some range or crawling band. The
exchange rate in this case is not a nominal anchor. In
these critical respects, loosely managed floats are in
the same basic category of exchange rate regimes as
free floats. Under the evolving conditions described
in the first part of this section, especially the increas-
ing involvement of developing and transition coun-
tries in global capital markets, a number of these
countries (including emerging market countries)
have moved to loosely managed floats.42

As the exchange rate does not fulfill the role of
nominal anchor in these floating rate regimes, a key
issue is how to establish a credible alternative nominal
anchor. Institutional arrangements are important in
this regard. In particular, central bank independence is
important to help mitigate fears that the lack of ex-
change rate anchor could let loose the money-printing
demon.43 The central bank need not have goal inde-
pendence, but it should have substantial operational
independence (and tenure protection) to pursue an ap-
propriate nominal target that is independent from the
financing needs of the public sector and/or from short-
sighted considerations associated with the political
cycle. Most developing countries have reduced infla-
tion, suggesting that there may be a growing political
consensus in these countries that monetary policy
should be liberated from these inflationary pressures.

The successful adoption of floating exchange rate
arrangements also requires definition of the objective
that is to guide the conduct of monetary policy and,
accordingly, provide the foundation for private-sector
expectations. For this purpose, inflation targeting
frameworks such as those adopted in several indus-
trial countries since the early 1990s are likely to re-
ceive increasing attention. Under these frameworks,
monetary policy is characterized by the announce-
ment of targets for the inflation rate at some low level
or range, the periodic assessment of expected infla-
tion over a medium-term horizon, and the systematic
adjustment of the monetary policy instrument in
order to maintain the relevant inflation measure in
line with the target. Inflation targeting frameworks
also have often been characterized by increased
transparency and accountability of monetary policy,
though these features are in principle independent of
these frameworks and are desirable in themselves.44

An inflation targeting framework allows a degree
of discretion and flexibility in the conduct of mone-
tary policy. On the one hand, in practical inflation
targeting frameworks, the inflation targets only need
to be hit over a medium-term horizon and are often
specified in terms of bands rather than point esti-
mates; and in some cases, the central bank reserves
the right to make ad hoc adjustments to the inflation
measure being targeted (see Bernanke and others,
1999). On the other hand, the emphasis on inflation
as the overriding objective of the central bank, and
the increased transparency and accountability of
monetary policy that often have accompanied the
adoption of inflation targeting frameworks, can help
to check or limit the degree to which the discre-
tionary powers of the central bank may be used in
practice.

Because actual inflation targeting frameworks do
not tie the hands of the monetary authority tightly,
however, the adoption of such a framework could
end up delivering the costs of discretion rather than
the benefits of flexibility if it is not implemented
properly and if the authorities are not able to demon-
strate a commitment to the objective. For this rea-
son, the importance of the institutional develop-
ments mentioned above cannot be exaggerated. In
particular, a successful inflation targeting framework
requires that the central bank be free from the symp-
toms of fiscal dominance and the pressures imposed
by short-term political considerations. The potential
costs of discretion also highlight the key importance
of technical expertise and judicious central banking
for the successful implementation of an inflation tar-
geting framework.45 Since there are considerable
lags in the effect of monetary policy instruments on
inflation, it is important to have an effective fore-
casting procedure that will signal when instrument
changes are needed to avoid (prospective) over-
shoots or undershoots of the target.46 In addition, rel-
ative to the typical industrial country, many develop-
ing countries suffer from large supply shocks and
have a substantial number of administered prices,
which detract, on the one hand, from the predictabil-
ity of inflation and, on the other, from its controlla-
bility. Since it occasionally may be difficult to disen-
tangle the effects on inflation of such shocks from
those implied by monetary policy mistakes, the ac-
countability of monetary policymakers under infla-
tion targeting may thus be lower in these countries.
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42 For analyses of the float of the Mexican peso, see Edwards
and Savastano (1998) and Carstens and Werner (1999).

43 Many developing countries already have increased the de-
gree of independence of their central banks. See Cottarelli and
Giannini (1997).

44 Countries with inflation targeting regimes include New
Zealand, Canada, the United Kingdom, Sweden, and Australia.
Analyses of these and some other experiences with inflation tar-
geting are provided in Bernanke and others (1999).

45 The preconditions for the adoption of an inflation targeting
framework are discussed in Masson, Savastano, and Sharma
(1997).

46 While some other monetary regimes also require a forecast-
ing procedure, such a procedure is not required under a purely
discretionary monetary regime, an exchange rate peg, or a simple
money base rule.
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An alternative to an inflation target as a nominal
anchor under a floating exchange rate regime is to
announce targets for the growth rate of some mone-
tary aggregate (or group of aggregates). Such
arrangements presumably would be attractive in
countries where the relation between monetary
growth and inflation is reasonably reliable and
where the monetary authorities have relatively good
control of the targeted aggregate. However, develop-
ing countries seem to rarely meet these conditions.
Nevertheless, money growth targets may still be use-
ful if they are an effective means of communicating
the intentions of the monetary authorities, with the
understanding that the authorities have a responsibil-
ity to explain deviations from their announced tar-
gets as an essential part of their public accountabil-
ity. Thought of in this way, money growth targets
can be used as a supplement to, rather than a replace-
ment for, inflation targets.47

Benign Neglect, Intervention, and Controls

Under all exchange regimes other than absolute
free floating, ancillary policy to affect the foreign
exchange market through official intervention and
controls merits attention. Here, the key point is to
recognize that, even for those developing and transi-
tion countries for which it is reasonable and appro-
priate to move toward the floating rate end of the
spectrum of exchange arrangements, benign neglect
of the exchange rate is unlikely to be a desirable pol-
icy. If the foreign exchange market is thin and domi-
nated by a relatively small number of agents, it is
likely that the exchange rate will be volatile if the
authorities do not provide some guidance and sup-
port. This problem is compounded if, as is often the
case, there is no long track record of stable macro-
economic policies that can firmly anchor market ex-
pectations about the future monetary and exchange
rate policy. Also, underdeveloped and incomplete fi-
nancial markets imply that hedging against ex-
change rate risk is usually costly and sometimes im-
possible.48 As a result, the costs of exchange rate
volatility can be substantial for individual agents and
for the economy as a whole. In particular, economies
with weak financial sector regulation and supervi-
sion, and where banks and corporations have a large

exposure to foreign-currency borrowing, can be
highly vulnerable to unexpected fluctuations in the
exchange rate.

Indeed, the facts reveal that developing countries
with flexible exchange rate regimes generally do not
practice benign neglect of the exchange rate. Com-
pared to the G–3 countries, these developing coun-
tries tend to put much more of the weight of the ad-
justment to macroeconomic shocks on variations in
interest rates and in international reserves than on
variations in the exchange rate. This is illustrated in
Table 3.4, which reports the volatility of the monthly
exchange rates, interest rates, and international re-
serves in selected developing and advanced coun-
tries that officially maintained a managed float or an
independent float between January 1995 and De-
cember 1998. The typical developing country in this
category showed during this period a volatility of the
exchange rate that was not very different from that
observed in industrial countries with floating
regimes. However, the volatility of these developing
countries’interest rates was substantially larger than
the corresponding volatilities in the G–3 rates, as
well as typically larger than in those of other ad-
vanced countries. Also, the volatility of these devel-
oping countries’international reserves tended to be
higher than those of the G–3. Thus, the data show
that, facing generally larger macroeconomic shocks
than the advanced countries, developing countries
with flexible exchange rates placed substantially
greater importance on the stability of their exchange
rates than did the G–3, and significantly greater im-
portance on average than did the other industrial
countries with floating rates. Further evidence that
developing countries care more about exchange rate
fluctuations is provided by the fact that, when mea-
sured relative to imports, GDP, and (especially)
broad money, their demand for international reserves
tends to be much larger than the corresponding de-
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 and official intervention
to influence the exchange rate. Concerning the ef-
fectiveness of (sterilized) intervention, it is reason-
able to expect that it will generally be more effec-
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
emerging market economies characterized by high
international capital mobility, the effectiveness of
sterilized interventions is likely to be more limited,
or larger interventions will be required to achieve a
given effect. The willingness of the central bank
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47 A recent survey of the use of explicit targets for monetary
policy conducted by the Bank of England (see Sterne, 1999) re-
ports that countries that had both inflation and money targets (and
sometimes exchange rate targets as well) substantially exceeded
the number of countries that had either only an inflation target or
only a money target.

48 Pegged rates may also have discouraged the development of
hedging instruments in the past by underplaying the risk of ex-
change rate fluctuations.
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and the treasury to support the commitment to de-
fend the exchange rate using their own resources,
however, may help to modify the expectations of
other market participants (the “signaling channel”),
thus affecting also the level of private supply and
demand in the market. On the other hand, if private
agents come firmly to the conclusion that official
efforts to control an exchange rate through inter-
vention—especially intervention unsupported by
monetary policy—are unsustainable, large re-
sources to carry out intervention may be viewed as
a profit opportunity.

It has already been emphasized that developing
and transition countries that maintain significant
controls on capital account transactions, and whose

involvement with global financial markets is limited,
are typically in a different situation with respect to
management of their foreign exchange regimes than
are the emerging market countries where involve-
ment is more extensive.49

A different issue concerns the use and usefulness
of controls by countries that do have significant
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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
Volatility1 of Volatility to International Reserves_______________________________ ____________________ ______________________________

Interest International In percent
Exchange Interest International rate reserve In months In percent of broad

rate2 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 22.2 55.5
Colombia3 2.5 6.5 3.0 0.4 0.8 6.0 9.9 49.1
Gambia 0.8 0.1 3.7 6.6 0.2 5.7 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 3.9 4.2 0.5 6.8 5.5 12.5
Mauritius3 1.8 0.6 4.4 3.2 0.4 3.6 18.7 25.4
Mexico 4.6 9.1 19.7 0.5 0.2 2.5 6.1 23.5
Peru 1.0 4.2 3.4 0.2 0.3 14.2 15.8 73.5
Singapore3 2.4 1.0 2.6 2.4 0.9 7.1 81.3 95.2
South Africa 3.2 0.9 20.2 3.6 0.2 1.1 2.4 3.9
Sri Lanka3 0.5 13.6 4.7 0.0 0.1 4.3 14.4 45.6
Tanzania 2.4 5.2 19.9 0.5 0.1 3.3 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 3.7 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 2.3 22.4 1.1 2.1 3.6 6.3
Japan 4.3 0.1 3.0 35.9 1.4 7.5 4.7 4.2
United States 1.5 0.1 3.6 11.2 0.4 0.9 0.8 1.5

Other advanced countries
Australia 2.5 0.2 6.8 15.9 0.4 2.5 3.7 5.8
Canada 1.4 0.4 7.2 3.3 0.2 1.2 3.1 5.2
Israel3 2.2 0.6 5.5 3.5 0.4 2.8 15.9 19.2
New Zealand 2.7 0.7 6.5 4.0 0.4 3.9 7.7 9.2
United Kingdom 1.9 0.3 3.5 5.5 0.5 1.5 3.0 3.0

Sources: IMF, International Financial Statistics, and World Economic Outlook.
1Volatility 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.

49 Capital or foreign exchange controls are, of course, only one
of the reasons why a country may lack intensive involvement
with global financial markets. Many countries are effectively pre-
cluded from such involvement because they are considered too
poorly developed economically and financially or because they
are perceived as insufficiently creditworthy.
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links to global capital markets as part of their ex-
change rate policy.50

Here, it is relevant to distinguish between controls
on capital outflows that are imposed to resist down-
ward pressures on the exchange rate and controls on
capital inflows that are intended to discourage partic-
ular forms of inflows. In the case of the former, the
experience with success in the face of substantial and
sustained pressures is not particularly encouraging.51

It is unclear whether controls on inflows can have
much effect in relieving upward pressure on the ex-
change rate for countries that maintain substantial
openness to global financial markets (despite such
controls). These controls may, however, be able to in-
fluence the composition of capital inflows—for good
or ill. Controls that discourage foreign direct invest-
ment or longer-term credit inflows may indirectly en-
courage short-term credit inflows. Controls that seek
to discourage short-term credit inflows (which are
usually denominated in foreign currency) would tend
to shift the composition of inflows in the reverse di-
rection. As discussed in IMF (1995a) and Eichen-
green, Mussa, and others (1999), short-term credit in-
flows pose particular risks of financial crises and of
possible systemic defaults, so that measures to shift
the composition of international capital flows away
from these inflows can help to diminish risks of cri-
sis. To the extent that these measures raise the cost of
short-term external indebtedness, they might also, to
some extent, facilitate the defense of the exchange
rate from the upward pressure stemming from the
temporary inflows, while maintaining a degree of in-
dependence in the conduct of monetary policy.

Concluding Remarks

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 involvement
of these countries in the global economic system.
Reflecting wide differences in levels of economic
and financial development and in other aspects of
their economic situations, no single exchange rate
regime is most appropriate for all such countries,
and the regime that is appropriate for a particular
country may change over time.52 Because of their

limited involvement with modern global financial
markets, some form of exchange rate peg or band or
highly managed float is generally more viable and
more appropriate for them than for most of the
emerging market countries. Even this conclusion,
however, leaves a wide range of possible regimes—
for a diverse range of developing and transition
countries.

IMF advice to members (including the emerging
market countries) on their exchange rate policies (re-
viewed in Appendix IV) reflects this ambiguity and
diversity. Consistent with the Articles of Agreement,
the IMF generally respects the member’s choice of
exchange rate regime and advises on policies needed
to support that choice. In the context of IMF-
supported programs, changes in exchange rates
(such as the devaluation of the CFA franc in 1994),
and even changes in exchange rate regimes (such as
Bulgaria’s adoption of a currency board in 1997),
have sometimes been required, along with other pol-
icy adjustments. Contrary to some popular miscon-
ceptions, recent IMF-supported programs (with
Mexico in 1995, and with Asian countries in
1997–98) have typically not involved financing a
defense of currency pegs. In cases where a peg was
judged sustainable, however, the IMF has provided
support (such as recently in Argentina). There have
also been cases in which pegs were initially judged
sustainable but subsequently had to be abandoned
(Brazil in 1999 and Russia in 1998, both of which
had crawling pegs). With increased capital mobility,
as countries approach emerging market status, the
requirements for sustaining exchange rate pegs be-
come more demanding. This suggests that some
countries may need to consider an exit strategy from
pegged rates earlier than has typically been the case
in the past.

Regional Exchange Rate Arrangements

Some important regional groups of emerging mar-
ket economies—namely the ASEAN and Mercosur
countries—are in the situation of having both diver-
sified linkages to the industrial countries and signifi-
cant intraregional trade. These regional groups face
the problem that substantial exchange rate fluctua-
tions within the group, as well as vis-à-vis the indus-
trial countries, can have destabilizing effects and can
tend to undermine regional economic cooperation.

One option to address this problem is to consider
some form of regional monetary and exchange rate
arrangement, following the example of various
arrangements (leading up to the creation of EMU)
designed to help meet similar concerns of many Eu-
ropean countries. The objective of such arrange-
ments presumably would be to avoid or ameliorate
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50 On country experiences with the use and liberalization of
capital controls, see Ariyoshi and others (2000).

51 The recent experience of Malaysia, which imposed outflow
controls on September 2, 1998, is analyzed in IMF (1998b). In
this case, the controls were never really tested in the sense that
the exchange rate of the ringgit (like that of the other Asian crisis
countries that did not impose controls) was not under significant
downward pressure after the controls were imposed.

52 This is consistent with the conclusion of Jeffrey Frankel
(1999) in his recent Graham Lecture on the subject, “. . . no single
currency regime is right for all countries at all times.”
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the sharp swings recently experienced in exchange
rates among key members of these regional groups
(see Figure 3.8). Such swings may generate political
resistance to the goal of intraregional free trade. For
example, swings in the real exchange rate between
Argentina and Brazil generated substantial protec-
tionist sentiment in these two countries during the
early 1990s.53

However, formal arrangements to coordinate
monetary and exchange rate policies (as in the Euro-
pean example) and limit intraregional exchange rate
fluctuations do not seem to be immediately applica-
ble to ASEAN or Mercosur. Neither of these re-
gional groups presently has the institutional struc-
tures or the political consensus needed for regional
economic integration, including integration of mon-
etary and exchange rate policies, of the kind that
took many years to develop in Europe. With less po-
litical consensus on the virtues of closer economic
integration, and with weaker institutional structures
to build upon and develop the implications of such a
consensus, it seems doubtful that formal mecha-
nisms for effective intraregional coordination of ex-
change rate and monetary policies, similar to the Eu-
ropean Monetary System (EMS) in Europe, could
function effectively in ASEAN and Mercosur at the
present time. More ambitious efforts at regional co-
operation, such as creation of a common regional
currency, are an even more distant prospect. Accord-
ingly, discussion of the economic issues relevant to
these approaches is deferred to Appendix V.

For the relatively near term, however, less formal
mechanisms for coordinating exchange rate policies
may be feasible—probably more so among the
ASEAN countries than in Mercosur. Prior to the re-
cent emerging market crises, exchange rate policies
among the key ASEAN countries were coordinated
de facto by national policies that limited exchange
rate fluctuations vis-à-vis the U.S. dollar, with the
result that bilateral nominal exchange rates among
these countries fluctuated relatively little. Nominal
and real effective exchange rates fluctuated some-
what more, reflecting different national inflation
rates and different trade weights for various trading
partners. Similarly, in Mercosur, before the floating
of the Brazilian real in early 1999, fluctuations in the
bilateral nominal exchange rate between the real and
the Argentine peso were limited by the respective
national policies concerning exchange rates vis-à-vis
the U.S. dollar.

As recent crises abate, what are the prospects—
and the risks—of reestablishing this form of de facto
regional exchange rate policy coordination? In the
case of Mercosur, Argentina remains dedicated to its
convertibility plan, and has rigorously sought to im-
plement the policies and build the institutions that
will sustain its currency board. It has also discussed
the possibility of moving beyond the currency board
by complete dollarization—in effect eliminating the
national currency. Brazil, on the other hand, has
moved to a floating exchange rate regime, with mon-
etary policy oriented toward an inflation target. This
probably means that exchange rates between the two
largest Mercosur members will be more volatile than
they had been before January 1999, but not as
volatile as they had been immediately after the
Brazilian real’s depreciation or for most of the 20-
year period before 1994. Pending developments that
may strengthen the basis for regional cooperation on
exchange rate policies and other issues in the years
to come, the Mercosur countries will need to adapt
to a fundamental difference in the exchange rate
(and related) policies of the two largest 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
adapt to a variety of shocks without exchange rate
flexibility .

In ASEAN, the prospects for—and the risks of—
returning to implicit exchange rate policy coordina-
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53 This is documented in Bevilaqua (1997). See also Eichen-
green (1998) for a brief review of this experience. Frankel (1997)
finds that, for the ASEAN and Mercosur countries, trade is two or
three times greater than proximity, shared languages, and other
factors would suggest.
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tion by a return to explicit or de facto currency pegs
(or quasi-pegs) to the U.S. dollar appear greater than
in Mercosur. Malaysia established a formal peg of
the ringgit to the U.S. dollar on September 1, 1998.
After great turbulence at the height of the Asian cri-
sis, the Thai baht’s exchange rate against the U.S.
dollar has been relatively stable since late 1998. In
view of the still substantial real depreciations of the
baht and ringgit as compared with the period just be-
fore the Asian crisis, as well as Thailand and
Malaysia’s large current account surpluses, it seems
reasonably likely that their exchange rates will be
subject to upward market pressure, especially if the
U.S. dollar corrects downward against other major
currencies. The Philippines and Indonesia (as well as
Korea, which is not in ASEAN) may well be in sim-
ilar situations.

Resistance to upward pressures on exchange rates
(primarily through sterilized intervention) because
of concerns about maintaining export competitive-
ness can become expensive if domestic interest rates
rise above world market interest rates. Nevertheless,
such efforts can usually be sustained much longer
than efforts to defend an exchange rate that is per-
ceived as overvalued. There is no clear limit to the
reserves that a country may acquire in efforts to re-
sist exchange rate appreciation; whereas markets
know that there is a limit to the reserves available to
resist depreciation. There is an important danger,
however, in slipping back into de factopegging of
exchange rates against the U.S. dollar. While this
may be sustainable for some considerable period, it
may well eventually contribute to recreating the
problems that led up to the Asian crisis.

To avoid or mitigate this potential problem, it is
important for the ASEAN countries (and other east
Asian economies including Korea, China, and Tai-
wan Province of China) to recognize and take appro-
priate account of their mutual interdependence in the
particular context of their exchange rate (and re-
lated) policies. If there are general upward pressures
on the exchange rates of these economies and only
one or two respond by allowing their exchange rates
to appreciate, they will tend to lose competitive posi-
tion relative to those regional partners who aggres-
sively resist exchange rate appreciation. Recogniz-
ing this possibility, all will be encouraged to resist
exchange rate appreciation even when economic
fundamentals point in this direction. In contrast, if
there is a general understanding that exchange rates
will be allowed to adjust in response to market pres-
sures (although not necessarily with benign neglect),
then one country should be less concerned that in re-
sponding to such pressures it will be disadvantaged
relative to its regional partners and competitors.

There is no easy way of writing formal rules for
this loose form of regional cooperation on exchange

rate policies. Because different Asian economies
were affected differently by recent crises, are recov-
ering in different ways and at different speeds, and
remain subject to different domestic and external
shocks, market pressures on their exchange rates are
unlikely to be uniform. However, it should be feasi-
ble to take some account of common factors that are
likely to influence these economies in a similar if not
identical fashion. In particular, movements in major
currency (especially dollar/yen) exchange rates
might be taken into account by shifting, on a re-
gional basis, from exchange rate policies that focus
heavily on the U.S. dollar to more of a currency bas-
ket approach. Also, or alternatively, agreement
might be sought to limit exchange market interven-
tion (or the pace and scale of reserve accumulation)
in order to ensure that market forces are allowed rea-
sonable latitude, by all of the regional partners, to
move exchange rates up and down in response to
changing economic conditions. Beyond such possi-
bilities, and pending consideration and possible de-
velopment of more ambitious efforts at regional ex-
change rate coordination (discussed in Appendix V),
regional cooperation in the near term will need to
take a flexible approach, based on mutual under-
standing and trust, and backed up by regional and in-
ternational surveillance.

Concluding Remarks

Looking at the diverse circumstances, needs, and
preferences of the more than 150 IMF members not
categorized as industrial countries, it may fairly be
concluded on the basis of the preceding discussion
that no single exchange rate regime (and associated
policies) may be prescribed as best for all. Nor does
this diverse group of countries, in general, face a
stark choice between very hard pegs and essentially
free floating—although such a choice is probably in-
creasingly pressing for those countries with substan-
tial involvement in modern, global capital markets.
Nor is the best choice of exchange rate (and associ-
ated policy) regime always clear for many individual
countries, even in light of their specific circum-
stances. There are no simple, universal answers.
However, there is a good deal that can reasonably be
said about what are likely to be the most appropriate
choices of exchange rate regime depending on the
circumstances of particular countries.

First, for most emerging market countries, primar-
ily in Asia and Latin America (but also South Africa
and some countries in Eastern Europe), floating ex-
change rate regimes appear to be the increasingly
relevant choice. These countries have important and
generally expanding involvement with modern
global financial markets—with many other develop-
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ing and transition countries yet to follow in their
paths. For these emerging market countries, the
tequila crisis of 1995 and the Asian/Russian/Brazil-
ian crises of 1997–98 forcefully illustrated the same
lessons learned by the industrial countries in the
ERM crises of 1992/93—that the policy require-
ments for maintaining a pegged exchange rate can
be very demanding in circumstances of high interna-
tional capital mobility. In this situation, several
emerging market countries (including Mexico, Peru,
and South Africa) successfully maintained floating
exchange rate regimes. These regimes appear to
have been helpful in handling a variety of economic
shocks, including the pressures of recent crises,
thereby providing evidence that floating rates are
often the most workable regimes for many emerging
market countries.

For floating rate regimes to function effectively
for such countries and avoid the substantial prob-
lems that tend to develop over time with exchange
rate pegs, however, it is important that exchange
rates actually move—in both directions—in re-
sponse to market forces, sometimes by significant
amounts in short periods. Only such movement can
persuade private economic agents to recognize and
prudently manage the foreign exchange risks that are
inescapable for countries open to global financial
markets. This does not imply a policy of benign ne-
glect toward the exchange rate. For emerging market
countries that are generally quite open to interna-
tional trade as well as to global finance, movements
in exchange rates have important economic conse-
quences, and it is often appropriate for economic
policies, including monetary policies and official ex-
change market intervention, to take account of and
react to exchange rate developments. However, tight
management of the exchange rate that provides the
convenience of limited exchange rate volatility in
normal times also tends to foster dangerous compla-
cency about foreign exchange risks that can sud-
denly become quite large, as was dramatically illus-
trated in the Asian crisis. Thus, for emerging market
countries that cannot or choose not to undertake the
very strict regimen necessary to sustain pegged ex-
change rate regimes in an environment of interna-
tional capital mobility, it is essential that floating ex-
change rates really do float.

Second, for certain emerging market countries,
pegged exchange rate regimes and their required
supporting policies and institutions can be workable,
despite substantial involvement with global financial
markets. Notable in this category are countries that
have already put in place the policies and institutions
needed to support a pegged exchange rate, have es-
tablished the credibility of those policies and institu-
tions, and have induced appropriate adaptive behav-
ior of the economic and financial system to the

characteristics of the regime. For such countries, in
general, the harder and more credible the peg, the
better. In contrast, a pegged exchange rate regime
that is adopted (de jure or de facto) when conditions
are favorable, but without adequate policy commit-
ment and institutional foundation, can become an in-
vitation to costly crisis when conditions turn less fa-
vorable. An environment of capital mobility allows
massive pressures to be exerted against a pegged ex-
change rate that, for whatever reasons, has become
suspect in the market. To defend the peg, monetary
policy must be able to respond forcefully, and the
economy and financial system must be able to with-
stand the strain if the regime is to be credible. Coun-
tries that are not adequately prepared to withstand
the potential strains of exchange rate defense should
beware of slipping into exchange rate pegs that may
later foster serious economic and financial crises.
And, even for countries with strong foundations,
maintenance of pegged exchange rates in a crisis en-
vironment can be a demanding endeavor.

Third, beyond the 30 or so “emerging market”
economies, the majority of developing and transition
economies do not have highly sophisticated domes-
tic financial systems, are not deeply integrated into
world capital markets, and (in many cases) maintain
fairly extensive controls on capital account (and cur-
rent account) transactions. These countries currently
include a number of the larger and medium-sized de-
veloping countries. If inflation in these countries is
high because of needs for monetary financing of the
fiscal deficit or for other reasons, then exchange rate
pegs cannot be sustained for long periods. However,
if monetary policy can maintain reasonable disci-
pline, then pegged exchange rate regimes (or bands
or crawling pegs or crawling bands) can be viable
for extended periods; and, if adjustments are under-
taken in a timely manner, they need not be associ-
ated with costly crises. Nevertheless, as they become
more developed, more financially sophisticated, and
more integrated into global financial markets, these
countries also will need to consider regimes of
greater exchange rate flexibility.

Among the countries for which pegged exchange
rate regimes are relevant for the future, if not neces-
sarily in the near term, are the more advanced transi-
tion economies of Central and Eastern Europe that
aspire to membership in, or close association with,
the European Union and European Economic and
Monetary Union. Starting from a variety of ex-
change rate regimes, there is special reason for these
countries to build the policy frameworks and institu-
tions that will allow them to sustain hard exchange
rate pegs in an environment of high capital account
openness.

Many smaller countries that account for only a
modest share of world output but are a substantial

34



Concluding Remarks

fraction of the IMF’s total membership may also be
included in the group of peggers. Even for the most
advanced of these small countries seeking to main-
tain pegged exchange rates, moderate constraints on
the development of financial instruments and prac-
tices that might facilitate speculation against the peg
can probably help, along with disciplined monetary
policy, to sustain the exchange rate regime. More-
over, for the many small countries that do maintain
pegged exchange rates, the choice of currency to
which they peg generally has a sensible and clearly
understandable rationale.

Yet another group of countries for which pegged
exchange rates offer important attractions are coun-
tries that need to stabilize their economies from situa-
tions of high inflation. As discussed in Appendix III,
there are many examples of successful stabilization
from high inflation based on an exchange rate peg.
Although there are few countries where high inflation
remains a problem, the lessons remain relevant. The
main challenge in these endeavors is to recognize that
while an exchange rate peg initially may be very use-
ful in the stabilization effort, the exchange rate peg (or
crawling peg or band) may not be sustainable in the
longer term. Thus, it is very important to know when,
and under what circumstances, it may be appropriate
to move away from a peg to forestall risks of a major
future crisis. This is the issue of “exit” from an ex-
change rate peg that was discussed intensively in
Eichengreen, Masson, and others (1998).

Finally, regional groups of emerging market coun-
tries that have both diversified economic linkages to

the major currency areas and significant intrare-
gional linkages to other emerging market countries
(specifically the ASEAN and Mercosur groups) face
particular challenges in devising and managing their
exchange rate regimes. Joint pegging of exchange
rates to a single major currency (de facto or de jure)
has the advantage of coordinating the exchange rate
policies among the group, so long as the exchange
rate pegs are sustainable. But, as illustrated in recent
crises, in addition to the general difficulties of sus-
taining exchange rate pegs for countries substan-
tially open to global financial markets, this solution
is vulnerable both to pressures arising from fluctua-
tions of exchange rates among the major currencies
and to the contagion that can arise when the collapse
of one country’s exchange rate peg calls into ques-
tion the sustainability of the pegs of other members
of the regional group. A joint peg to a basket of
major currencies reflecting the trading pattern of the
regional group would arguably be a better choice
than a single currency peg. More flexible arrange-
ments that use currency baskets as reference points
for regional cooperation (rather than as the basis for
exchange rate pegs), however, may be better suited
to regional groups of countries that are substantially
open to modern, global financial markets. More am-
bitious efforts at regional cooperation on exchange
rate arrangements, such as those that have evolved in
Europe, merit consideration, but also require a de-
gree of political consensus and institutional develop-
ment that suggest that they are relevant primarily for
the longer term.
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This appendix presents some evidence for the hy-
pothesis that the exchange rates of large, relatively

closed economies will tend to be more volatile than
those of small, relatively open economies. This is done
(a) by relating the volatility of the bilateral nominal ex-
change rate of a country with a trade partner to the im-
portance (as a share of its GDP) of its trade with that
partner (in Table A1.1); and (b) by relating a measure
of openness to the volatility of the U.S. dollar and ef-
fective nominal and real exchange rates (Table A1.2).

Table A1.1 shows the standard deviations of the
growth rates of the (bilateral) exchange rates of 13
countries and the euro area with the U.S. dollar, the
deutsche mark, the Japanese yen, and the synthetic
euro. The table also shows the share of trade of each
of the 13 countries and the euro area with the United
States, Germany, Japan, and the euro regions.54 In
general, the bilateral rate with an area representing a
small portion of a particular country’s trade was
more volatile than that with a more important trade
partner. The correlation coefficient between volatil-
ity as measured here and trade shares was 0.74. Note
that in almost all cases the two highest volatilities
were found for those two partner countries (or areas)
with which the share of trade was lowest. The most
notable exception was Australia, a major commodi-
ties exporter, where all four volatilities were rela-
tively high. Of course, a decision to target a particu-
lar exchange rate parity can override this negative
relationship, so that European countries that were
members of the European Monetary System (EMS)
or that “shadowed the deutsche mark” provide some
exceptions. Notably, the European countries—where
intraregional trade is generally quite high—all show
relatively low volatility with the synthetic euro and
the deutsche mark, in comparison with volatility vis-
à-vis the dollar and the yen. For visual illustration,
Figure A1.1 provides a scatter diagram of the data in
Table A1.1, together with the least squares line given
by a regression of volatility on trade shares.

Table A1.2 relates the 1990 proportion of trade to
GDP in the 13 countries and the euro area to the
volatility of their bilateral U.S. dollar and effective
exchange rates over the 1980–98 period. The hypoth-
esis is that the larger the country or the more closed it
is, the higher the volatility of its exchange rate. This
hypothesis was not borne out for the European coun-
tries in the sample for the bilateral U.S. dollar ex-
change rates, presumably because a large number of
these countries were pegging, explicitly or implicitly,
for much of the period to the deutsche mark and
hence shared that currency’s volatility against the
U.S. dollar. For Canada, which has quite an open
economy and trades predominantly with the United
States, the volatility of the bilateral exchange rate
with the U.S. dollar was only 30–40 percent of the
other volatilities reported in the table. Turning to ef-
fective exchange rates, the statistics presented in the
table broadly support the hypothesis that exchange
rate volatility is inversely related to openness.

Appendix I Trade Weights and Exchange
Rate Volatility
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54The 13 countries are Australia, Belgium, Canada, Finland,
France, Germany, Italy, Japan, the Netherlands, Sweden, Switzer-
land, the United Kingdom, and the United States.
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Table A1.1. Openness and Volatility1 of Bilateral Nominal Exchange Rates,
June 1973–December 1998

1990 Trade2 with Volatility of Nominal 1990 Trade2with Volatility of Nominal
(In percent of GDP) Bilateral Index3 (In percent of GDP) Bilateral Index3

Australia Japan
United States 2.47 2.29 United States 2.42 2.91
Germany 0.62 3.37 Germany 0.50 2.62
Japan 3.08 3.20 Japan . . . . . .
Euro area 1.80 3.15 Euro area 1.25 2.53

Belgium-Luxembourg Netherlands
United States 2.51 2.75 United States 2.63 2.73
Germany 13.08 0.73 Germany 11.73 0.52
Japan 0.99 2.61 Japan 0.90 2.60
Euro area 38.02 0.65 Euro area 27.27 0.58

Canada Sweden
United States 15.33 1.02 United States 2.11 2.50
Germany 0.48 2.87 Germany 4.07 1.84
Japan 1.39 3.03 Japan 0.86 2.87
Euro area 1.52 2.62 Euro area 11.13 1.64

Finland Switzerland
United States 1.25 2.53 United States 2.05 3.13
Germany 3.02 1.75 Germany 8.25 1.34
Japan 0.78 2.74 Japan 1.34 2.66
Euro area 6.95 1.52 Euro area 18.15 1.41

France United Kingdom
United States 1.33 2.68 United States 2.44 2.61
Germany 3.38 1.11 Germany 2.99 2.27
Japan 0.56 2.61 Japan 0.85 2.91
Euro area 9.83 0.73 Euro area 10.89 1.99

Germany United States
United States 1.73 2.81 United States . . . . . .
Germany . . . . . . Germany 0.42 2.81
Japan 1.04 2.62 Japan 1.23 2.91
Euro area 12.18 0.63 Euro area 1.30 2.56

Italy Euro Area
United States 1.02 2.61 United States 1.49 2.56
Germany 3.26 1.89 Germany 3.39 0.63
Japan 0.38 2.88 Japan 0.71 2.53
Euro area 8.47 1.39 Euro area . . . . . .

Sources: IMF, Direction of Trade Statistics, World Economic Outlook database, and  International Financial Statistics.
1 Volatility is measured by the standard deviation of the growth rate (defined as the difference of the natural logarithm) of the series.
2 Trade is defined as the average of the country’s exports to and imports from the partner country or area.
3 The bilateral exchange rate indices (average of 1990 = 100) are monthly series from June 1973 to December 1998.
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Reflecting different structural characteristics, the
exchange rate arrangements of small economies

have evolved somewhat differently from those of
larger economies. This appendix reviews the ex-
change rate arrangements used in small economies
and examines some of the factors that have influ-
enced, and will continue to influence, the choice of
those arrangements. It highlights that the majority of
these economies probably will maintain pegged ex-
change rate regimes, most typically by pegging to a
single currency.

Table A2.1 shows the distribution of exchange
rate arrangements and other selected data for the 73
IMF members that had a level of GDPof less than
$5 billion in 1997.55 These economies include many
island states or territories in the Caribbean, the Pa-
cific, the Indian, and the Atlantic Oceans, as well as
numerous small or less-developed continental coun-
tries in Africa and elsewhere. As shown in the table,
some of these small economies let their exchange
rates float, but most maintain pegged exchange
rates. In the latter cases, the exchange rate typically
is set in terms of a single currency such as the U.S.
dollar or the French franc, though a basket of curren-
cies is sometimes used.

The high degree of trade openness of these
economies is expected to, if anything, increase fur-
ther in coming years, tending to reinforce the pre-
dominance of pegs in these countries. The key con-
sideration for these highly open economies is that,
where trade in goods and services represents a large
fraction of domestic production and consumption,
the microeconomic benefits of reducing transaction
costs and exchange rate risks by pegging the ex-
change rate can be substantial. In addition, if the
tradable sector of the economy is large, domestic
wages and prices are likely to react more quickly to
changes in the nominal exchange rate. This effect
makes it more difficult to modify the real exchange
rate through changes in the nominal exchange rate,
which instead mostly destabilize domestic prices.

Furthermore, although increased capital mobility
may pose a problem for the maintenance of currency
pegs in some small economies, most of these
economies are not yet closely integrated into inter-
national private capital markets. Consequently, the
possibility of sudden and massive speculative at-
tacks—such as those that have been observed in
some bigger and more advanced economies—re-
mains limited. Even with an open capital account,
the fact that such open economies have no incentive
to engineer an inflationary surprise enhances the
credibility of their pegs. Small economies that main-
tain pegs that are inconsistent with their macroeco-
nomic policies, however, will still be exposed to
damaging currency crashes.

It is also probable that the majority of these
economies will continue to peg their exchange rates
to a single foreign currency. Many small economies
have a large trade partner that provides an obvious
standard of reference for setting the peg, and/or are
highly dependent on tourism receipts from visitors
that use or have easy access to a strong and interna-
tionally liquid foreign currency. Pegging the ex-
change rate to the single most relevant currency not
only provides such an economy with a simple and
transparent nominal anchor, but also helps to mini-
mize potentially large transaction costs and ex-
change rate risks. Another relevant consideration is
that some small economies have strong political and
cultural links with the country that issues the refer-
ence currency.

For many small economies, however, the lack of
an obvious candidate for a single currency peg will
make it preferable to continue to peg to a currency
basket or to let the exchange rate float. This will be
the case especially for small economies with highly
diversified economic and political relations with the
rest of the world, and with tourism receipts that do
not represent an important share of their exports. It
may also be the case for a small economy with a
large trade partner that does not have a sufficiently
stable and liquid currency.

Small economies with floating exchange rates are
typically somewhat larger than small economies
with pegged exchange rates. This is consistent with

Appendix II Exchange Rate Arrangements
of Small Economies
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55Data for the individual economies underlying Table A2.1 are
presented in Table A2.2.
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the fact that the costs of the institutions and the tech-
nical expertise required for a well-behaved indepen-
dent monetary policy and an efficient domestic fi-
nancial market grow less than proportionally with
the size of the economy. For some small economies,
it is apparent that these costs can be too high, or
even prohibitive, relative to the potential benefits of
exchange rate flexibility.

It is important to note that most of the small
economies in Tables A2.1 and A2.2 maintain restric-
tions on current account payments. These restrictions
are especially frequent among those small economies
that have pegged exchange rates. The lack of currency
convertibility in these economies contradicts the fact
that small economies are likely to benefit the most by
having a high degree of economic integration to the

rest of the world. Accepting the obligations of Article
VIII of the IMF’s Articles of Agreement remains a
key challenge for most small economies.

The threshold of $5 billion for GDPis of course
arbitrary and increasing it to, say, $20 billion would
add a further set of 18 peggers (to a single currency
or to a basket) and 24 countries with more flexible
arrangements. The peggers include Iceland and Lux-
embourg among the industrial countries. Iceland
pegs to a basket of currencies, while Luxembourg
has had a pegged rate for most of the last century, in
the form of a monetary union with Belgium. The ex-
tent of Luxembourg’s goods and labor market inte-
gration with its larger neighbor have made a pegged
rate both desirable and sustainable, despite the pres-
ence of a high degree of capital mobility.

Table A2.1. Small Economies1: Distribution of Exchange Rate Arrangements and 
Selected Indicators
(1998 unless otherwise indicated)

Average Average Average Share of Fraction of 
Exchange Number Size Average Share Tourism Receipts Countries with

Rate of of Trade of Largest in Percent of Controls on
Arrangement Countries Economy Share2 Export Partner3 Exports4 Current Account4

Pegged 45 1.58 51.8 33.6 18.9 0.78
Peg to single currency 37 1.56 51.4 33.4 16.1 0.81

U.S. dollar 16 1.20 61.1 29.5 37.2 0.69
French franc 13 2.03 34.4 36.9 7.6 1.00
Other 8 1.52 63.4 37.2 8.3 0.75

Peg to basket of currencies 8 1.68 53.4 34.1 28.9 0.63

Flexible 28 2.15 51.3 34.3 9.2 0.57
Managed float 11 2.00 69.7 27.7 7.2 0.64
Independent float 17 2.25 38.7 38.9 10.5 0.53

Memorandum item:
Small economies 73 1.80 51.6 33.9 11.5 0.70

Source: Based on Table A2.2.
1 Countries with estimated nominal GDP less than $5 billion in 1998 (subject to availability of data from the World Economic Outlook).
2 Average of exports and imports in percent of GDP.
3 Largest exports as a share of total exports.
4 As of 1997.
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Table A2.2. Small Economies1: Exchange Rate Arrangements and Selected Indicators
(1998 unless otherwise indicated)

Size of Largest Tourism
Economy Trade as Export Partner Receipts in Controls on____________________

(In billions of Share Partner Percent of Current
U.S. dollars) of GDP2 Share3 country4 Exports5 Account5

Pegged to the U.S. dollar
Antigua and Barbuda 0.61 87.0 18.8 Spain . . . 1
Bahamas,The 4.12 52.0 22.7 United States 80.0 1
Barbados 2.33 58.4 14.3 United Kingdom . . . 1
Belize 0.67 53.0 28.9 United States 27.8 1
Djibouti 0.53 51.4 38.3 Somalia 1.7 0
Dominica 0.25 56.8 22.5 United Kingdom 31.4 1
Grenada 2.30 10.3 30.0 United States . . . 1
Liberia6 3.07 30.4 27.4 Singapore . . . 0
Maldives6 0.40 117.0 32.4 United States 68.7 0
Marshall Islands 0.10 . . . . . . . . . . . . 0
Micronesia, Fed. States of 0.21 . . . . . . . . . 0.0 0
Netherlands Antilles 2.51 66.5 17.5 United States . . . 1
St. Kitts and Nevis 0.29 60.9 60.3 United States 50.7 1
St. Lucia 0.68 70.1 51.9 United Kingdom . . . 1
St.Vincent and the Grenadines 0.30 57.9 31.3 United Kingdom . . . 1
Suriname6 0.82 83.7 16.2 United States . . . 1

Pegged to the French franc
Benin 2.32 27.8 23.4 Brazil 5.5 1
Burkina Faso 2.54 38.4 67.2 Côte d’Ivoire 7.8 1
Central African Republic 1.06 27.2 42.5 Belgium 2.3 1
Chad 1.67 25.8 24.4 Germany 3.3 1
Comoros 0.19 28.6 62.1 France 46.0 1
Congo, Republic of 1.99 96.2 86.7 United States 0.2 1
Equatorial Guinea 0.46 88.7 87.6 United States 0.5 1
Gabon 4.57 70.6 75.0 United States 0.2 1
Guinea-Bissau 0.20 62.5 85.0 India . . . 1
Mali 2.65 28.7 21.8 Italy 3.3 1
Niger 2.01 18.9 68.3 France 6.0 1
Senegal 4.86 34.5 21.5 France 10.8 1
Togo 1.51 37.1 11.3 Canada 2.1 1

Pegged to other currency
Bhutan7 0.36 53.7 . . . . . . 4.9 1
Brunei Darussalam8 4.86 50.2 51.4 Japan . . . 1
Cape Verde9 0.50 46.7 89.3 Portugal 11.4 1
Kiribati10 0.06 72.6 21.3 Japan 15.4 0
Lesotho11 0.83 116.1 . . . . . . 10.9 0
Namibia11 2.99 60.0 . . . . . . 11.1 1
San Marino12 . . . . . . . . . . . . . . . 0
Swaziland11 1.18 99.8 12.8 South Africa 3.4 1

Pegged to a currency basket
Botswana 5.11 40.3 . . . . . . . . . 0
Burundi 0.98 10.2 34.9 Germany 1.0 1
Fiji 2.33 58.5 32.1 Australia 25.6 1
Malta 3.99 96.3 18.0 United States 23.2 1
Samoa 0.21 43.0 51.1 Australia 50.3 1
Seychelles 0.56 69.5 22.1 United Kingdom 34.2 0
Tonga 0.17 49.4 50.3 India 28.6 1
Vanuatu 0.25 53.6 30.5 Japan 39.5 0

Flexible arrangements:
Other managed float
Azerbaijan 4.10 42.5 23.7 Iran 13.8 1
Kyrgyz Republic 1.87 48.8 25.0 Germany 0.6 0
Lao PDR 1.11 51.5 13.0 Thailand 12.9 0
Macedonia FYR 3.25 52.0 20.5 Germany . . . 1
Malawi 1.69 40.2 14.4 South Africa 1.1 1
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Table A2.2. (concluded)

Size of Largest Tourism
Economy Trade as Export Partner Receipts in Controls on____________________

(In billions of Share Partner Percent of Current
U.S. dollars) of GDP2 Share3 country4 Exports5 Account5

Mauritania 0.90 71.9 18.2 Japan 2.4 1
Mauritius 4.03 62.4 30.5 United Kingdom 18.0 0
Nicaragua 2.07 30.2 54.5 United States 9.3 0
Solomon Islands 0.32 82.4 36.0 Japan 5.4 1
Tajikistan 0.98 83.8 46.4 Uzbekistan . . . 1
Turkmenistan 1.64 201.2 22.0 Iran 0.9 1

Flexible arrangements:
Independent float
Albania 3.94 20.1 59.4 Italy 4.5 0
Armenia 1.86 37.1 23.2 Belgium 3.6 0
Eritrea 0.65 34.1 . . . . . . 37.2 1
Gambia,The 0.41 54.5 72.8 Belgium 9.6 0
Guinea 3.83 21.5 14.9 United States 0.7 1
Guyana 0.74 103.4 25.2 Canada . . . 0
Haiti 3.89 15.3 86.3 United States 36.6 0
Madagascar 3.75 25.0 45.7 France 8.7 0
Moldova 2.25 55.6 50.5 Russia 3.3 1
Mongolia 1.06 52.2 49.5 China, PR Mainland 4.4 0
Mozambique 3.89 28.7 17.1 Spain . . . 0
Papua New Guinea 3.70 63.7 18.7 Australia 2.9 1
Rwanda 2.08 13.8 32.9 Belgium 0.7 1
São Tomé and Príncipe 0.04 66.6 85.9 Netherlands 32.3 1
Sierra Leone 0.65 26.7 33.5 Belgium 10.9 1
Somalia 2.16 16.4 59.8 Saudi Arabia . . . 1
Zambia 3.35 33.8 10.3 Saudi Arabia 5.1 0

Memorandum Item: Fraction of countries with controls
Small economies 0.67
Industrial countries 0.00
Other developing countries 0.59
Other transition countries 0.44

Sources: IMF, World Economic Outlook, Direction of Trade Statistics, Annual Report on Exchange Arrangements and Exchange Restrictions, and country desks;
World Bank, World Development Indicators.

1Countries with estimated nominal GDP less than $5 billion in 1998 (subject to availability of data from the World Economic Outlook).
2Average of exports and imports in percent of GDP.
3Country’s largest exports as a share of total exports.
4Partner country for largest exports.
5As of 1997.
6Country officially reports a managed or independent float.
7Pegged to the Indian rupee.
8Pegged to the Singapore dollar.
9Pegged to the Portuguese escudo.
10Pegged to the Australian dollar.
11Pegged to the South African rand.
12Pegged to the Italian lira.



Since the late 1980s, a significant number of de-
veloping countries have undertaken exchange-

rate-based stabilization programs—that is, disinfla-
tion programs that included preannounced limits on
nominal exchange rate movements. Major programs
of this type were implemented in several Latin
American economies with histories of chronically
high inflation, as well as in many transition
economies that had suffered dramatic increases in
inflation following the collapse of central planning.
A list of these stabilization programs for the coun-
tries where 12-month inflation at the beginning of
the program exceeded 100 percent is presented in
Table A3.1. The experiences with these programs
has tended to confirm the benefits and pitfalls of
using the exchange rate as the nominal anchor for re-
ducing high inflation.56

All of these programs had remarkable success in
reducing inflation from extremely high levels (see
Table A3.1). After their implementation, the stabiliz-
ing effect of the exchange rate commitment on
prices and expectations typically permitted inflation
to be reduced rapidly, and by the third year of the
program annual inflation in most cases had reached
single-digit rates. Moreover, these gains in disinfla-
tion have been sustained, with inflation typically
falling further subsequently. Even in those cases
where the exchange rate commitment was aban-
doned, inflation remains substantially lower than it
was before the start of the program.

As in earlier exchange-rate-based stabilization
programs, disinflation during recent programs was
generally accompanied by rapid real economic
growth (see Figure A3.1). In most cases, this phe-
nomenon is explained more by the timing of the pro-
grams than by aggregate demand and supply effects
induced by the stabilization itself: the programs typ-
ically were launched after a period of one or more

years of recession or stagnation, and they generally
followed or coincided with major structural reforms,
which were especially radical in the transition
economies. Nonetheless, the persistence of rapid
real output growth during the recent programs is
consistent with the evidence from earlier programs
that stabilizations from high inflation that rely on the
exchange rate as the nominal anchor tend to be
expansionary.57

The recent exchange-rate-based stabilizations also
confirm the risks that can be associated with this dis-
inflation strategy (see Figure A3.1). In all countries
there was a marked tendency during the first three
years of the program for the domestic currency to
appreciate in real terms, with a concomitant increase
in the external current account deficit. This increase
was generally financed by substantial capital in-
flows, partly attracted by the restoration of investor
confidence and the expectation that the exchange
rate commitment would be honored at least in the
near future. These capital inflows often permitted in-
ternational reserves to be maintained or even in-
creased, but in general they implied a considerable
buildup in external liabilities. As a result, the
economies implementing these programs became in-
creasingly dependent on international capital mar-
kets and more vulnerable to sudden reversals in cap-
ital flows.

In this context of heightened external vulnerabil-
ity, inconsistencies between economic policies and
the exchange rate regime led in some cases to severe
currency crises, including the collapse of the Mexi-
can peso in December 1994, the Russian ruble in
August 1998, and the Brazilian real in January 1999.
In each of these cases, a combination of domestic
and external factors led to the attack on and subse-
quent devaluation of the domestic currency, but pol-
icy slippages invariably played an important role. In

Appendix III Recent Experience with
Exchange-Rate-Based
Stabilizations
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Note: This appendix is taken from the May 1999 World Eco-
nomic Outlook(IMF, 1999).

56For a recent review of the theoretical and empirical literature
on exchange-rate-based stabilization, see Calvo and Végh (1999).
Most of that literature focuses on stabilizations undertaken until
the mid-1980s. See also IMF (1996).

57The expansionary effects of exchange-rate-based stabiliza-
tion programs have been attributed to demand effects resulting
from inflation inertia, lack of credibility, and the timing of the
purchases of consumer durables, and to supply effects stemming
from the response of labor supply and investment. For details, see
Calvo and Végh (1999).
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Figure A3.1. Recent Exchange-Rate-Based Stabilizations:
Selected Economic Indicators1

(Centered on the year of stabilization)

Sources: World Bank and IMF staff estimates.
1Includes data for the following exchange-rate-based stabilization experiences (year of stabilization in paren-

theses): Mexico (1987), Poland (1990), Uruguay (1990), Argentina (1991), Croatia (1993), Lithuania (1994),
Brazil (1994), and Russia (1995).
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Mexico, the crisis came after a period of accommo-
dating monetary policy and a strong expansion of
credit that was inconsistent with the exchange rate
anchor.58 In Russia, the failure for many years to
bring the fiscal situation under control led to levels
of public debt and debt-service payments that be-
came increasingly unsustainable. And in Brazil, the
efforts of the government to cut the public-sector
deficit and reduce the public debt encountered oppo-
sition and delays in the Congress. All these crises
were very costly in terms of their effects on the au-
thorities’ credibility, with rising inflation and plum-
meting output following the devaluations.

Most of the recent programs, however, did not end
in a currency crash.59 In half of the countries that did
not experience a currency crash, the consistency of
economic policies and the exchange rate regime was
ensured by the constraints imposed by the adoption
of currency board arrangements, which, in addition
to fixing the value of the exchange rate, limit the is-
suance of domestic currency to the amount that can
be covered by the central bank’s holdings of foreign
exchange. This type of monetary and exchange rate
arrangement was adopted by Argentina, Estonia,
Lithuania, and, more recently, Bulgaria. The cur-
rency boards implemented in these countries all re-
main in place, confirming that the decision to adopt
such an arrangement should be made not only from
the perspective of short-run inflation stabilization,
but also taking into account the medium- or long-run
consequences of the inability to implement an inde-
pendent monetary policy after the stabilization is
accomplished.60

In the other half of the countries that did not expe-
rience a currency crash, the consistency of macro-

economic policies was attained in part by accepting
some degree of exchange rate flexibility. In Poland,
for instance, the exchange rate regime during the sta-
bilization started as a fixed peg to the U.S. dollar but
was later modified, first to a fixed peg to a basket of
currencies, then to a preannounced crawling peg,
and subsequently to a preannounced crawling band
with _+7percent margins. To varying degrees, the sta-
bilizations in Uruguay, Nicaragua, and Croatia also
allowed for some degree of exchange rate flexibility,
either by design of the exchange rate regime adopted
at the beginning of the stabilization or by subsequent
revisions of the original regime as stabilization pro-
gressed.61 Without supporting economic policies,
however, the introduction of some degree of ex-
change rate flexibility was generally insufficient to
prevent a currency crash. Before their collapse, the
exchange rate regimes in Mexico, Russia, and Brazil
had all been made more flexible, although not suffi -
ciently so to avoid a crisis resulting from other pol-
icy shortcomings.62

To summarize, recent experiences with exchange-
rate-based stabilization programs confirm that they
can be very effective in stopping high inflation, and
that economic performance can improve significantly
soon after the program launch. It is key, however,
that disciplined macroeconomic policies be imple-
mented while the exchange rate anchor is in place. In
addition, a decision will need to be made on whether
a longer-term, binding commitment should be made
to a fixed exchange rate, or whether some degree of
exchange rate flexibility should be allowed after a
while. In the latter case, the degree of flexibility
should be sufficient to be consistent with the fiscal
and monetary policies being implemented.

47

58The Mexican crisis was discussed in detail in Annex I of IMF
(1995c), and in Chapters II and III of IMF (1995a).

59Defined as a nominal depreciation of the domestic currency
of at least 25 percent in a year, along with a 10 percent increase
from the previous year in the rate of depreciation. This definition
is similar to the one used in Frankel and Rose (1996); it excludes
instances where a currency came under severe pressure but the
authorities were able to defend it.

60For a review of currency board arrangements, see Baliño,
Enoch, and others (1997).

61These revisions typically pointed toward accepting greater
exchange rate flexibility. In Croatia, however, the replacement of
an original ceiling on the nominal exchange rate by a noncommit-
tal managed-float regime did not imply greater volatility in the
exchange rate. Also, the exchange rate band in Uruguay recently
was narrowed (in April 1998).

62For a discussion of methods for moving to greater exchange
rate flexibility under alternative circumstances, see Eichengreen,
Masson, and others (1998).



In recent years, some external observers have criti-
cized the IMF because it appeared to unduly favor

fixed exchange rates, others because it appeared to
show an inordinate fondness for currency devalua-
tion, and yet others because it appeared to have no
principles guiding its advice on exchange rate
regimes.63 The coexistence of these criticisms,
which cannot all be valid at the same time, reveals
the extent of confusion about the IMF advice on ex-
change rate policy. This appendix reviews the advice
given to member countries.64

Consistent with Article IV of the IMF’s Articles of
Agreement, the usual approach taken by the IMF on
this matter has been to abide by a member country’s
preferred exchange rate regime and to tailor its overall
policy advice accordingly. True, discussions about the
appropriate exchange rate policy and, in particular,
the dismantling of exchange rate restrictions (an area
that falls under the direct purview of the IMF as stated
in Article VIII of the Articles of Agreement) may be
important and, at times, central aspects of program
negotiations and surveillance discussions. Moreover,
in some cases, the reform of the foreign exchange sys-
tem or an exchange rate devaluation becomes a pre-
condition for Board approval of an IMF arrangement.
But if a country shows a strong preference for a par-
ticular exchange rate regime, the usual approach fol-
lowed by the IMF is to accept the country’s choice
and then provide policy advice that is consistent with
the maintenance of the chosen regime. In countries
where a particular exchange rate regime rules out
changes in the exchange rate, the IMF advises that the

burden of any adjustment required must fall on other
policies. Where a change in the exchange rate is pos-
sible, the IMF may recommend that appropriate eco-
nomic and financial policies be used in combination
with increased exchange rate flexibility.

The substantial deference that the IMF gives to na-
tional authorities in their choice of exchange rate
regime reflects both idiosyncratic and broader fac-
tors. From the IMF’s operational viewpoint, these
factors include the need to respect the right of mem-
bers to determine their own exchange rate arrange-
ment—as established by Article IV of the IMF’s Arti -
cles of Agreement—and experience showing that
IMF programs tend to perform best when their asso-
ciated policies are most closely “owned” by the na-
tional authorities in charge of implementing them.
From a broader perspective, in turn, the advice that
the IMF can provide on this matter is naturally bound
by the lack of agreement in the economics profession
about how to determine the appropriate exchange rate
regime when the choice is other than obvious. Indeed,
it must be recognized that while so far economic sci-
ence has developed a number of criteria that seem rel-
evant for the choice of exchange rate regime, there is
no agreement on how precisely to quantify the vari-
ous criteria or, to the extent that they conflict, on how
to decide which should take priority.65

There have been many episodes since the break-
down of the Bretton Woods system of fixed exchange
rates that reveal the IMF’s typical practice of abiding
by a country’s preferred exchange rate regime. A
vivid example is provided by the many arrangements
approved for countries in the CFA franc zone in the
years preceding the January 1994 devaluation of the
CFA franc—a period when IMF staff voiced repeat-
edly, though subtly, its concern about the harmful ef-
fects of maintaining the old parity. (In some cases,
however, the negotiations on the policies needed to
address these concerns implied delays in the approval
of arrangements with some countries in the region.)

Appendix IV IMF Advice on Exchange 
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63The latter criticism, for instance, is illustrated by the follow-
ing passage from a recent editorial of the Wall Street Journal
(11/21/97) that stated: “take the very important question of what
kind of foreign exchange rate regime an IMF client nation will be
advised to follow. This is the kind of thing investors need to
know. Well, good luck parsing the guiding principles. The IMF
supports Hong Kong’s peg to the dollar, and in 1995 actually rode
to the rescue of Argentina’s peso by supporting a currency board.
But for some reason, the IMF favors floats in Southeast Asia.
How the IMF decides in a given case is anyone’s guess. Do they
do it with dartboards? Dice? Computers? Does [former] Manag-
ing Director Michel Camdessus flip a coin?”

64This appendix draws partly on Mussa and Savastano (1999).

65Most of these criteria are discussed in the main body of the
text. A systematic presentation can also be found in Appendix I of
Eichengreen, Masson, and others (1998).
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Many other examples are provided by a large number
of IMF arrangements approved in the 1980s that
were examined in an external evaluation of IMF con-
ditionality and that led the evaluators to conclude,
with some surprise, that “perhaps the strongest ten-
dency of IMF conditionality was to leave existing ex-
change rate policies intact.”66

In recent years, the views of country authorities
have continued to play the key role in shaping the
course of exchange rate policy in IMF-supported
programs. For example, Argentina made its own de-
cision to adopt a currency board in early 1991, and
received explicit support from the IMF in the form
of a stand-by arrangement only in July of that year.
When the peg came under intense pressure in the
tequila crisis of 1995, a new program supported by
the IMF helped Argentina sustain its decision to per-
severe with its currency board. Similarly, in mid-
December 1994, Mexico devalued the peso and then
moved to a floating rate system before reaching any
agreement with the IMF. Also outside of any IMF
arrangement, Brazil adopted the Real Plan in mid-
1994 and defended it against intense pressures re-
sulting from the tequila crisis and from the conta-
gion effects of the Asian crisis beginning in October
1997. When Brazil requested, negotiated, and agreed
on a program supported by the IMF in November
1998, the decision to continue with the Real Plan
(without changing the exchange rate or modifying
its rate of crawl) was fundamentally a decision of the
Brazilian authorities. As market pressures intensified
in mid-January 1999, the decision to devalue the real
and subsequently to let it float was again a decision
taken by the Brazilian authorities, although with the
knowledge that the IMF and the international com-
munity probably would not continue to support an
exchange rate policy that had become unsustainable
in the face of declining market confidence and mas-
sive outflows of reserves.

Of course, accepting a country’s preferred ex-
change rate regime does not prevent the IMF from
offering the authorities an assessment of whether the
prevailing exchange rate is broadly consistent with
the country’s external and domestic policy goals, nor
from recommending policy changes that may be re-
quired in order to ensure such consistency. In fact,
since providing this type of advice is at the core of
the IMF’s surveillance and use of resources responsi-
bilities, the staff pays considerable attention to the
sustainability of the exchange rate policy followed in

countries where the authorities are committed to de-
fend a particular path for the exchange rate, as well as
to the possibility of misalignments in the observed
level of the exchange rate in countries that let the ex-
change rate float. For that purpose, IMF staff rou-
tinely examines a wide range of economic indicators
for each member country—either in the context of
surveillance or when negotiating and monitoring
IMF arrangements—and analyzes them in the light of
the country’s structural characteristics, the interna-
tional context, and the accumulated knowledge of ex-
change rate issues. In recent years, in addition to tra-
ditional domestic and external sector indicators such
as the fiscal deficit, monetary or domestic credit
growth, the real exchange rate, international reserves,
the current account, and several others, the staff has
started to pay increasing attention to indicators in the
financial sector and the capital account.67

In the case of IMF-supported programs, the IMF
lends to a country defending a peg or some type of
exchange rate commitment only if its ex ante assess-
ment is that such a policy is sustainable under the
conditions of the program. It is true that in some
cases, such as in Russia in 1998 and in Brazil in
1999, the ex post result has been that the peg or com-
mitment was abandoned, typically in the context of
significant policy slippages that implied that the pro-
gram was not implemented as agreed. In the vast ma-
jority of the above cases, however, the lending sup-
port provided by the IMF to countries maintaining or
defending pegs has permitted them to restore external
viability without exposure to currency crashes. For
instance, in the IMF arrangements approved between
mid-1988 and mid-1991 for the 36 countries that
were reviewed in Schadler and others (1995), in only
one of 13 countries that used the exchange rate as
nominal anchor was there a currency crash during the
planned duration of the program (Argentina in 1989,
after the actual fiscal adjustment had fallen signifi-
cantly short of target). In recent years, the experi-
ences with IMF programs in countries such as Ar-
gentina, Bulgaria, CFA franc zone countries, Estonia,
and Uruguay reveal a similar outcome.

Finally, it is important to note that in most of the
recent currency crises, IMF support came only after
exchange rate pegs had been abandoned, and official
intervention was usually strictly limited in IMF pro-
grams. This was the case for Mexico in the tequila
crisis, and for Thailand, Indonesia, the Republic of
Korea, and the Philippines in the Asian crisis.
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66See IMF Assessment Project (1992; p. 39). Johnson and oth-
ers (1985) examined IMF-supported programs in a single year
(1983), finding that a high proportion of them involved exchange
rate action. However, few of them involved a change in a long-
standing peg.

67On early warning indicators of currency crises, see Berg and
Pattillo (1998), IMF (1998a, 1999), and Milesi-Ferretti and Razin
(1998). On the assessment of exchange rate misalignments, see
Isard and Faruqee (1998).



For regional groups of countries that have signifi-
cant intraregional economic linkages, as well as

diversified linkages to industrial countries, there is a
natural question about the desirable degree of coop-
eration in their exchange rate and other related poli-
cies. The two regional groups that presently stand
out in this regard are the larger economies in the As-
sociation of Southeast Asian Nations (ASEAN)
group (perhaps together with some non-ASEAN,
Asian economies) and the countries in Mercosur.

As discussed in the main text, because it takes
time to build political consensus and develop institu-
tional frameworks for regional cooperation on ex-
change rate and related policies, the possible
arrangements discussed in this appendix are proba-
bly not for implementation in the relatively near
term. Nevertheless, it is relevant to consider the po-
tential for such arrangements, with a view toward
possibly building the basis for their implementation
in the not too distant future.

There are three main approaches to regional coop-
eration on exchange rate and related policies that
would appear to merit consideration. One approach
is a mutual exchange rate pegging arrangement (or
joint float), along the lines of the Exchange Rate
Mechanism (ERM) of the European Monetary Sys-
tem (EMS). A second and substantially more ambi-
tious approach would be to create regional currency
unions. A third approach, which is essentially an al-
ternative to a regional currency union, is to consider
adoption of an outside currency as the monetary
standard for the regional group. For assessing all
three approaches, the theory of optimal currency
areas is relevant. The economic criteria for it to be
desirable for countries to consider forming a re-
gional currency arrangement are, in fact, essentially
the same as the criteria (described in Section III of
the main text) for exchange rate pegging to be a sen-
sible policy.

Mutual Exchange Rate Pegging

In this form of arrangement, countries participat-
ing in the regional group would agree to limit fluctu-

ations of their mutual exchange rates to within
agreed bands around prescribed central parities. The
central parities might be defined in terms of some
formula involving only exchange rates among cur-
rencies in the group or, much more likely, they might
be defined with reference to some external standard
such as the currency of one of the major industrial
countries or (probably preferably) an agreed basket
of such currencies. Moreover, there probably would
be understandings concerning mutual support and
appropriate policy reactions when exchange rates
reached or neared the limits of these bands. There
would also be a mechanism for regional consultation
on adjustments of central parities when such adjust-
ments appeared necessary to deal with “fundamental
disequilibria.”

The virtues and defects of such an arrangement,
and the circumstances in which it is likely to work
reasonably well or relatively poorly, are illustrated
by European experience with the ERM and its pre-
decessors. In Europe, the ERM and its predecessors
did help to stabilize exchange rates among the par-
ticipating countries. This was particularly impor-
tant because trade linkages between the participat-
ing countries (measured relative to their total trade
and, especially, relative to their GDPs) were very
substantial—an indication that these countries fit
one of the key criteria for an optimal currency area.
In contrast, intraregional trade linkages in ASEAN
and Mercosur (discussed further below), while im-
portant, are significantly less so than in Europe.
Also (as discussed further below), the ASEAN and
Mercosur countries seem to be subject to much
greater asymmetry of shocks than that which typi-
cally characterizes the situation in Europe—an-
other indication that these regional groups do not
fit particularly well the criteria for optimal cur-
rency areas. Moreover, in Europe there was a cen-
tral country, Germany, whose currency formed the
natural focus for efforts at regional exchange rate
stabilization. There is no corresponding counterpart
in either ASEAN or Mercosur. And in Europe, as
the effective degree of capital market integration
increased, the ERM became increasingly vulnera-
ble to market pressures.

Appendix V Longer-Term Prospects 
for Regional Exchange 
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All of this does not necessarily argue that regional
pegging arrangements would be entirely unworkable
and undesirable for ASEAN or Mercosur. However,
for such an arrangement to be helpful, it probably
should have fairly wide bands and should contem-
plate the possibility of relatively frequent adjust-
ments of central parities. In view of the substantial
involvement of the key countries of ASEAN and
Mercosur with global financial markets, an effort to
tightly manage exchange rates through some re-
gional mechanism, without extremely strong policy
commitments and institutional support, is probably
an invitation to repeated crises.

Common Currency Areas

Currency unions among independent states have
been relatively rare, since they typically require tight
integration along many economic and perhaps politi-
cal dimensions. The most important in scale is the
euro zone, which has been in operation as a common
currency area only since the beginning of 1999.
Other examples include the Eastern Caribbean dollar
area and the CFA franc zone. In the latter example,
two groups of west and central African states have
for 50 years maintained a common currency pegged
(with one adjustment in 1994) to the French franc
(now to the euro), with the support of the French
Treasury. Also, four southern African countries
maintain the Common Monetary Area, in which the
South African rand circulates freely in the neighbor-
ing states of Lesotho, Namibia, and Swaziland
(which also issue their own currencies at par with
the rand).

Economic theory and experience suggest that
there is no simple answer as to whether a group of
countries would benefit from a common currency.
The theory of optimal currency areas describes the
factors that determine whether a particular set of
countries would be better off with or without a com-
mon currency.68 These factors are similar to the cri-
teria for choosing to peg to another currency, but
with the added need to consider building regional
monetary institutions and macroeconomic coordina-
tion. Creation of such institutions and the introduc-
tion of a common currency would remove the risks
of speculative attack to which pegs can be subjected
in the presence of high capital mobility. This appen-
dix considers the application of optimal currency
area criteria to the countries that compose Mercosur
and ASEAN.

The first consideration is that countries that trade
substantially with each other would benefit from a
common currency, which would minimize transac-
tion costs and disruptions due to exchange rate fluc-
tuations. By this criterion, neither ASEAN nor Mer-
cosur are obvious candidates for a common
currency, as their share of regional trade is about
one-fourth, compared to one-half for the countries of
the EU or NAFTA (Table 3.2).

An important caveat to this conclusion is that this
analysis is based on historical trade shares. Mercosur
in particular is fairly recent, and intraregional liber-
alization has grown and is likely to continue to grow
in both regions over time, as shown in Figure A5.1.
This liberalization is likely to promote intraregional
trade, as argued by Frankel and Rose (1998) and as
discussed above. It is possible, moreover, that the
formation of a common currency could itself
strengthen trade links by reducing exchange rate
swings and any resulting protectionist pressures,
thereby encouraging more trade within the region.
Countries with a common currency forgo the ability
to adjust their nominal exchange rate. Thus, the sec-
ond consideration is whether the loss of this flexibil-
ity would likely be costly, because the countries in
question suffer asymmetric shocks. The evidence for
Mercosur and ASEAN suggests that countries within
each region suffer from dissimilar patterns of
shocks. For example, Bayoumi and Eichengreen
(1994) find that shocks to output in Brazil and Ar-
gentina are highly uncorrelated, suggesting that a
fixed bilateral exchange rate would create serious
problems with regard to stabilization of output in the
two countries. Supply shocks affecting some of the
ASEAN countries, in particular Indonesia, Malaysia,
and Singapore, are quite similar, while those for the
Philippines and Thailand are relatively asymmetric,
showing lower correlation with the other countries
of ASEAN.69 In consequence, the costs of reducing
flexibility implied by the adoption of common cur-
rencies could be substantial for some of the coun-
tries of Mercosur and ASEAN.

An important limitation of these studies based on
historical data is that they necessarily ignore the
likelihood that the correlation of shocks depends in
part on the exchange arrangement. Some sources of
actual output fluctuation are monetary and would be
eliminated by the creation of a common currency.
For example, some of the large fluctuations in the
Argentina/Brazil bilateral real exchange rate have
reflected divergent monetary policies and the fact
that their currencies were subjected to different pres-
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68The theory of optimal currency areas originated from Robert
Mundell’s (1961) seminal work.

69For other groupings of Asian countries, Bayoumi and Eichen-
green (1994) and Eichengreen and Bayoumi (1999) find that the
symmetry of shocks is distinctly greater.
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sures stemming from the tequila crisis.70 More gen-
erally, the structures of economies that are linked in
a common currency area are sure to evolve as a re-
sult of that linkage. This integration might increase
or might decrease the degree of commonality of
shocks faced by the countries. If the countries be-
came more specialized in their industrial structure
they might then be subject to different industry-spe-
cific shocks. If, on the other hand, they became ver-

tically integrated, then demand shocks might affect
both countries more symmetrically. Empirically,
there is some evidence that growing trade integra-
tion leads to patterns of shocks becoming more simi-
lar over time.71

A further factor that influences whether a group of
countries should create a common currency is the
degree of internal flexibility in goods and labor mar-
kets. A fixed exchange rate regime, by eliminating
the option of exchange rate adjustments, puts more
pressure on adjustments of nominal wages and
prices when real exchange rates become misaligned
as a result of asymmetric shocks. Countries with rel-
atively flexible wage rates and goods prices, then,
would find a fixed exchange rate regime less costly.
By this benchmark, the countries of ASEAN would
appear to be better suited to a common currency by
virtue of a relative absence of rigidities in labor and
product markets. A common currency would, in con-
trast, place substantial pressure on labor markets in
the countries of Mercosur, some of which exhibit
significant inflexibility. The relatively slow decline
of unemployment rates observed in particular in Ar-
gentina even after a period of strong growth suggests
that much progress remains to be made.72

A final and important factor in considering
whether to establish a common currency area is the
need to strengthen regional economic institutions. A
common currency area requires a substantial degree
of coordination of monetary and fiscal policies, best
assured in some dimensions by the creation of
shared institutions, most importantly a common cen-
tral bank (or coordinated system of central banks).
The countries must also agree on a common mone-
tary-policymaking process and ultimately on a com-
mon policy.

Coordination of fiscal policy will also be com-
plex. First, some fiscal policy issues are tightly
linked to monetary policy itself. In ASEAN, for ex-
ample, it is common for national central banks to
pursue sectoral credit growth objectives, which im-
plicitly involve subsidies and taxes. To manage a
common monetary policy it would likely be neces-
sary that disguised fiscal activities be made explicit.
Moreover, a system of fiscal transfers could be im-
portant in buffering shocks that affect the countries
within the region differentially.73 This sort of mecha-
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70Bevilaqua (1997) describes the role of macroeconomic pol-
icy, particularly inflation stabilizations, in “shocking” the Argen-
tinean and Brazilian economies at different times. However,
Eichengreen and Bayoumi (1999) find a low correlation even for
shocks that they identify as supply shocks and which thus are not
in principle related to monetary policy. See also Levy-Yeyati and
Sturzenegger (1999), who reach similar conclusions.

71See Frankel and Rose (1998).
72Even this structural aspect of the economy may be somewhat

endogenous to the exchange rate regime. Nominal prices and
wages are presumably more downward-flexible now in Argentina
than they were in the period before the currency board began
operating.

73Sachs and Sala-i-Martin (1991) argue that fiscal transfers be-
tween regions of the United States are an important component of
adjustment to asymmetric shocks.
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nism, however, would be politically challenging to
implement.

As discussed above, labor market flexibility
would be important to compensate for the loss of the
exchange rate as a policy tool. Although this primar-
ily concerns internal wage flexibility and labor mo-
bility, such flexibility would also be enhanced by
agreements promoting intraregional mobility. A lack
of emphasis on this issue in the run-up to the cre-
ation of the euro is widely acknowledged to have
been an important omission.74 These institutional
developments would require a substantial degree of
cooperation and regional solidarity.

While the costs of volatile bilateral exchange rates
may be increasing with greater regional trade inte-
gration, the requirements of institutional and struc-
tural reform appear challenging for both Mercosur
and ASEAN. The interdependence of the various as-
pects of regional integration is well illustrated by the
EU, where the introduction of the euro has followed
more than 40 years of initiatives leading to greater
harmonization, coordination, and convergence
among member countries, with greater political inte-
gration remaining a firm objective for the future.
The countries of Mercosur have made substantial
progress in creating independent national central
banks. Progress in creating strong financial institu-
tions, flexible labor markets, and sustainable fiscal
policies is more mixed. The countries of ASEAN
also have some distance to go before they can meet
these requirements.75 In both regions, it seems that
regional solidarity would need to be developed in
order to create a regional central bank and to aban-
don irrevocably national currencies and national
monetary policymaking sovereignty.

Common Links to a Third Currency:
“Dollar” Zones

Building regional institutions to support a regional
currency is a demanding task. Indeed, existing com-
mon currency areas developed on the basis of pegs
by a set of countries to a strong central currency. In
the case of the euro, the deutsche mark provided a
stable central currency that lent credibility to the
transition to the common currency, and the Bundes-
bank provided a model for the European Central
Bank. Yet, even with strong political consensus, the
task of actually moving to EMU took many years to
complete. For the currencies of the west and central

African states of the CFA franc zone, monetary pol-
icy credibility derives in important measure from
their tight linkage to the French franc and the associ-
ated support of the French Treasury.76

Countries considering the creation of a common
currency area may, therefore, consider adopting a
common third currency, such as the dollar. This
avoids the need to create some of the complex in-
traregional institutions such as a central bank and, by
eliminating the exchange rate as an issue, immedi-
ately enhances the credibility of the currency area.
However, countries considering such an arrange-
ment ought to consider whether the region aug-
mented by the country issuing the currency (e.g., the
United States) is an optimal currency area. Since Ar-
gentina has already linked its currency to the U.S.
dollar, the issue would not arise for that country, but
it would arise for Argentina’s Mercosur neighbors.
The same criteria discussed above—that is, the ex-
tent to which trade shares are high and patterns of
shocks are similar—apply.

Table 3.2 shows the trade shares for Mercosur in-
cluding the United States and ASEAN including the
United States and, alternatively, Japan. Although
still low compared to the degree of trade integration
of EU members prior to the introduction of the euro,
these trade shares are substantially higher than those
for Mercosur or ASEAN alone. Therefore, looking
solely at the potential benefits would suggest that
joining a larger currency area by adopting a major
international currency should make the formation of
a currency union more attractive.

The problem of asymmetric shocks, however, is
more acute. Shocks to the United States and Japan,
for example, are likely to be quite different from the
shocks that impact ASEAN and Mercosur
members.77 This is illustrated by the pressures put
on the de facto pegs to the dollar of Asian countries
following the dollar’s appreciation in 1995–97.
Also, as Larrain (1999) points out, the dollar’s “safe
haven” character tends to cause it to appreciate dur-
ing bouts of crisis in emerging market countries.

While the requirements for regional institutional
and structural development are reduced under this
option, others remain, and new ones are created. The
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74See Eichengreen (1998).
75On the prospects and history of Asian economic integration,

see Eichengreen and Bayoumi (1999) and Bayoumi and Mauro
(1999).

76Central bank credibility is also enhanced by tight limits on
credits to member governments and the independence of the re-
gional central banks.

77Bayoumi and Eichengreen (1994) find, for example, that sup-
ply shocks in the United States are negatively correlated with
supply shocks in Argentina, Paraguay, and Uruguay and only
slightly positively correlated with supply shocks in Brazil, over
the 1972 to 1989 period. Their results on the relationship between
supply shocks in Japan and the ASEAN countries present a less
clear pattern, but it is clear that the correlations are not high rela-
tive, say, to those among EU countries.
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needs for labor market flexibility, fiscal policy sus-
tainability, and financial system strength are similar
to those of an autonomous common currency area.
Moreover, the adoption of an outside currency (un-
like a peg) implies a transfer of seigniorage to the
country that issues the currency, unless some sharing
arrangement can be made with that country.

A potentially more serious problem is that the
lender of last resort function of central banks of the
region would be impaired. Problems at individual fi-
nancial institutions could still be handled if the cen-
tral bank (or some other government agency) had re-
sources beyond the backing required for the currency
or could draw on established lines of credit with in-
ternational banks. However, the authorities would
lose the ability to provide potentially unlimited liq-
uidity in response to a sudden generalized shift from
bank deposits to currency throughout the entire sys-
tem. This loss of flexibility should not be exagger-
ated, however. In any exchange rate regime, the in-
jection of liquidity into the banking system to keep it
from defaulting on depositors may only lead to
greater pressure on foreign exchange reserves or on
the exchange rate, and so an emerging market central
bank would in any case encounter limits to its effec-
tiveness in dealing with crises. Also, the need for a
systemic lender of last resort might be ameliorated
by the presence of large and solid foreign banks in
the domestic market both because those banks might
indirectly obtain support from their head offices, and
because depositors’confidence in the financial back-
ing of those institutions might be higher.

Of course, countries could choose to anchor their
exchange rate policy to an outside currency without
adopting that currency, as in a regional pegged
regime such as a currency board. This is, in effect, a
variant of the previous option: if regional groups
adopt their own common currency, the region as a
group may choose to peg to an external currency. But
it would be a mistake to think that the choice of a peg
to an outside currency would greatly reduce the re-
quirements for operating the common currency. For a
group of countries without their own strong central
currency (which is the case for both ASEAN and
Mercosur) the requirements for coordinating policy
across countries would remain substantial, and the
credibility gains from an adjustable peg would likely
be limited. Such a peg would be subject to specula-
tive attack unless the commitment to supporting poli-
cies, including the coordination among members of
the currency union, was viewed as strongly credible.

Conclusion on Regional Currency
Arrangements

The successful experience of NAFTA shows that
regional trading areas do not have to share a com-
mon currency. However, closer forms of integration,
largely driven by political rather than economic
forces, may be incompatible with flexible rates. In
Europe, many policymakers came to a strong belief
that further integration required monetary union.
Eichengreen (1998) suggests how to reconcile these
different experiences in order to draw lessons for
prospective currency unions such as Mercosur and
ASEAN. Where integration is at most a customs
union or a free trade agreement, as with NAFTA, ex-
change rates that float intraregionally appear much
more sustainable. In contrast, freely fluctuating ex-
change rates may create intolerable political strains
in cases where integration is to extend to the harmo-
nization in national policies across a wide array of
economic and social issues, requiring substantial
transfer of policymaking authority to supranational
bodies. Whether Mercosur or ASEAN will, in the fu-
ture, wish to consider a strong form of exchange rate
and monetary policy cooperation, including possibly
a common currency, thus depends in large part on
how far they intend to pursue the project of regional
economic and political integration.

If these countries want to consider fuller integra-
tion, the challenges for the creation of a common
currency are substantial, as discussed above. All of
this suggests that these regions should not base the
decision of whether or not to adopt a common cur-
rency on short-run considerations. Over time, many
of the obstacles to a common currency area could be
overcome if there is the political will to do so. More-
over, some of the steps required to form a common
currency area may be ends in themselves for the
countries involved. Enhanced labor market flexibil-
ity, sustainable fiscal policies, and monetary policies
that achieve convergence to low inflation, for exam-
ple, would be valuable even in the absence of a cur-
rency union. Even tighter political cooperation
within the region may be an objective in its own
right. To the extent that it is, the goal of a common
currency may provide an instrument to help achieve
these other objectives. The difficulties should not be
underestimated, but if the countries in the region de-
sire integration beyond the level of a customs union
and work toward that end, a common currency
would eventually be a viable option.



Exchange Rate Regimes in an
Increasingly Integrated World
Economy78

Executive Directors welcomed the opportunity to
revisit the question of choice of exchange rate
regime—a topic central to the Fund’s mandate and
to the international monetary system. They consid-
ered that the diversity of exchange rate regimes pre-
sent in the international monetary system was likely
to continue, and emphasized that no single exchange
rate arrangement was appropriate for all countries,
or in all circumstances. Many factors properly enter
into the choice of regime. These primarily include
economic criteria, such as the extent of trade with
partner countries, symmetry of shocks, and the exis-
tence of institutions and markets able to handle ex-
change rate fluctuations. But they may also include
political considerations, such as a desire to proceed
with regional integration.

Many Directors considered that the widespread
liberalization and expansion of capital movements
had made it more difficult to sustain pegged rates
and thus, for a significant number of countries, had
tended to shift the balance of advantage in favor of
adopting more flexible regimes. However, Directors
emphasized that exchange rate flexibility was not a
soft option and that exchange rate and macroeco-
nomic stability required the pursuit of stability-
oriented policies. They also acknowledged that very
constraining pegs—such as currency boards—when
supported by macroeconomic policy discipline,
could also be credible and sustainable.

Directors agreed that, whether exchange rates
were pegged or flexible, greater capital mobility had
exposed domestic financial institutions to increased
pressures in the form of interest rate or exchange
rate fluctuations, which underlined the essential
need to strengthen financial systems. Directors also

emphasized the contribution that other factors—
such as corporate financial structures and trans-
parency in public decision making—could make to
the effective operation of exchange rate regimes,
both pegged and flexible. They also pointed to the
need to encourage the development of futures and
forward markets that would make it easier to hedge
against exchange rate movements.

Directors considered the regime likely to prevail
in the medium term among the three major currency
blocs centered on the dollar, the euro, and the yen.
These currencies would likely continue to anchor the
international monetary system, and thus affect sig-
nificantly the environment in which other countries’
exchange rate choices are made. The launch of the
euro at the beginning of 1999 was a major event for
the international monetary system. Directors did not
believe that it would change the existing system of
flexibility among the exchange rates of the key cur-
rencies, nor did most Directors consider that there
was any evidence that the euro would fluctuate sig-
nificantly less against the dollar and the yen than had
been the case for a basket of its component curren-
cies. Directors considered it likely, as well as appro-
priate, that the largest countries would focus their
monetary policies primarily on domestic considera-
tions, especially to ensure domestic price stability,
rather than target a particular level for their cur-
rency’s exchange rate. While recognizing the con-
straints on the effectiveness of remedial official ac-
tion, Directors nonetheless emphasized that large
misalignments and volatility in these currencies’val-
ues were a cause for concern, in particular for small,
open commodity-exporting countries. They stressed
that the Fund should remain vigilant and ensure that
externalities arising from the macroeconomic and
structural policies of major currency countries are
fully taken into account in the surveillance process.
A few Directors pointed to the potential benefits of
coordinated exchange rate management to further
help limit short-term exchange rate volatility.

For the smaller, more open economies, and espe-
cially those with limited involvement in global capi-
tal markets,Directors considered that a peg to one or
another of the major currencies, or to the currency of
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78The IMF Executive Board discussed the paper on Exchange
Rate Regimes in an Integrated World Economy on September 21,
1999. This summing up represents the Acting Chairman’s sum-
mary of the Board discussion.
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a dominant trading partner (where one existed), or to
a basket of currencies would likely continue tobe
the preferred course. For suchcountries with both
disciplined fiscal policies and no reason to exercise
an independent monetary policy, a peg could be
credible and hence unlikely to suffer from specula-
tive attacks.

For a significant number of other economies,
however—notablymedium-sized industrial and
emerging market economies—many Directors con-
sidered that the heightened policy requirements im-
posed by the liberalization of capital flows had in-
creased the difficulty of defendingpegged rates. As
a result, they perceived a tendency toward either
more flexible arrangements or more constraining,
and hence more credible, exchange rate systems—
including the adoption of a currency board, “dollar-
ization,” or monetary union involving a move to a
common currency. Directors noted that this tendency
had been evident among industrial countries. A num-
ber of medium-sized countries have flexible ex-
change rates, while others, particularly in Europe,
have replaced national currencies with the euro. Di-
rectors observed that this tendency had been less ev-
ident among developing countries, in part because
for many of them capital mobility is still restricted.

Most Directors agreed that for many of the so-
called “emerging market economies,” which by defi-
nition have access to international capital markets, a
substantial degree of exchange rate flexibility is de-
sirable. However, they did not considerthat freely
flexible exchange rates would bea viable option for
all such economies,and recognizedthat in practice,
manywould want to use intervention and domestic
monetary policy to guide exchange rate movements.
Such arrangements could be loosely managed or
they could be less flexible, includinga crawling peg
or band. Directors also noted that pegged rates (or
active crawling pegs) could be quite appropriate in
other circumstances, such as stabilization from high
inflation.

Directors noted that under a flexible regime, a
credible alternative framework to the exchange rate
peg is neededto provide a nominal anchor. A num-
ber of Directors believed that inflation targeting
could provide such a transparent and credible frame-
work for developing countries, just as it does for
several industrial countries. Some Directors stressed
that the preconditions for successful inflation target-
ing, which included the independence of the central
bank from fiscal or political pressures, a reliable
framework for forecasting inflation, and the ability
to move interest rates to attain the inflation objec-
tives, were not satisfied in many developing coun-
tries. In the view of these Directors, these considera-
tions might reinforce the case for countries adopting
a pegged arrangement.

In considering whether regional exchange rate
arrangements might be appropriate for groups of de-
veloping countries, Directors focused on two re-
gions, Mercosur and ASEAN. Some Directors con-
sidered that in neither of these cases did the
countries in the region form an optimum currency
area, since some of them had different economic
structures and faced different shocks. They stressed
that not only economic similarity, but also political
solidarity, was necessary to make a monetary union
work. On this criterion, both Mercosur and ASEAN
probably needed to progress further in their commit-
ment to regional institutions before contemplating
monetary union. Other Directors pointed out that the
ongoing macroeconomic stabilization and structural
reforms in countries in these areas should help
achieve faster progress toward regional groupings.

Directors also considered the issue of exchange
rate policy advice in the context of Fund-supported
programs, noting that past practice has been not to
dictate the member’s exchange rate arrangement, but
rather to assess the consistency of economic policies
with the regime chosen. Directors noted that in re-
cent programs with Asian crisis countries and with
Mexico, large-scale Fund assistance had been pro-
vided after an exit from unsustainable official or de
facto pegs or bands, rather than in defense of an ex-
change rate commitment. Nevertheless, the Fund
had at times provided financing to countries with
pegged exchange rates that were forced to abandon
them during the life of the program, two recent ex-
amples being Brazil and Russia.

Directors recognized that countries’choices re-
garding exchange rate regimes could be difficult and
sensitive. While taking due account of these difficul-
ties, the Fund should offer its own views to assist na-
tional authorities in their policy deliberations. In par-
ticular, the Fund should seek to ensure that
countries’policies and circumstances are consistent
with their choice of exchange rate regime. In some
cases where the issue arose, this wouldrequire the
Fund to offer advice on an appropriate strategy for
exiting a fixed exchange rate regime. Directors
agreedthat the Fund should not provide large-scale
assistance to countries intervening heavily to sup-
port an exchange rate peg, if this peg is inconsistent
with the underlying policies. In this context, some
Directors stressed the importance of supporting in-
stitutional arrangements that can help make domes-
tic policy commitments more credible.

In closing the discussion, Directors agreed that
there were no simple answers to the question of the
choice ofexchange rate regime. Depending on a
country’s starting point in terms of inflation history,
economic structure, and political commitment, vari-
ous arrangements ranging from a hard peg to a high
degree of exchange rate flexibility could be consid-
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ered. Whatever exchange rate regime was adopted,
however, its consistency with underlying macroeco-
nomic policies was essential. Directors further noted
that the Fund should continue to exercise firm sur-
veillance over the exchange rate systems of mem-
bers and should strive to provide clear advice to
members on their choice of exchange rate systems.
Directors agreed that the Board needed periodically
to revisit country experience and the Fund’s policy
advice in this important area, which was central to
its mandate.

Exchange Rate Regimes in an
Increasingly Integrated World
Economy—Further Considerations79

Executive Directors reaffirmed the main conclu-
sions of their previous discussion as summarized in
the Acting Chairman’s summing up of Executive
Board Meeting 99/107 (9/21/99). In their further dis-
cussion, Directors noted that the choice of an ex-
change rate regime assumed particular importance
for both advanced and emerging market economies
with substantial and growing involvement in world
capital markets. They emphasized the complexities
involved in judging precisely at which point an
economy is sufficiently integrated with world capital
markets to drive the country’s choice of exchange
rate regime toward one or the other end of the spec-
trum of options: namely a hard peg, which necessar-
ily implies that monetary policy be made almost en-
tirely subservient to the maintenance of the peg, or a
regime of substantial exchange rate flexibility,
which, to be stable, requires that a nominal anchor
other than the exchange rate be provided. A number
of Directors also stated that a spectrum of viable al-
ternative options existed between the two extreme
exchange rate regimes. Another option that is avail-
able—to maintain or even reinforce controls of capi-
tal movements if some monetary independence is to
be pursued together with exchange rate pegging
arrangements—was seen by a number of Directors
as not sustainable in the medium term.

With respect to countries that opt for a fixed ex-
change rate regime, Directors emphasized that insti-
tutional constraints that bind monetary policy to
maintenance of the parity (such as the very hard
pegs implied by arrangements of the currency board
type), together with fiscal discipline, are important

in ensuring the credibility and stability of the
regime, and increasingly so with the degree of par-
ticipation in world financial markets.

As for other supporting policies, Directors empha-
sized that countries should avoid de jure or de facto
pegs not adequately supported by other elements of
economic policy and institutions; in particular, there
should be reasonable assurance that the authorities
are able and willing to adjust interest rates in order
to defend the peg in cases of stress without threaten-
ing massive insolvencies or a collapse in employ-
ment and output.

With respect to flexible exchange rate regimes,
Directors stressed that flexibility still requires that
macroeconomic policies be coherent with the
regime, and that macroeconomic stability still re-
quires strong macroeconomic policies. They empha-
sized the importance of providing an alternative
nominal anchor to the exchange rate, and noted that
inflation targeting would be one such alternative. A
few Directors noted, however, that inflation target-
ing is a demanding framework. Directors encour-
aged the staff to continue its work on the effective-
ness and appropriate form of inflation targeting
policies, as well as on other policies that could pro-
vide a nominal anchor for the economy. They looked
forward to considering, in the near term, the implica-
tions of inflation targeting for Fund conditionality.
In addition, for emerging market countries that adopt
more flexible exchange rate regimes, most Directors
wished to reaffirm their earlier conclusion that, in
general, it would be appropriate to limit excessive
fluctuations not only through adjustment in domestic
monetary policy, but also through intervention.

A number of Directors noted that countries with
extensive capital controls appear to have had some
more latitude than countries with open capital and
trade accounts for using monetary policy for domes-
tic objectives while maintaining an exchange rate
peg, particularly in the short run. Directors recog-
nized, however, that such controls are a source of
distortions that are often costly and detrimental to
growth in the long run. Directors thought that it
would be in the longer-term interest of emerging
market economies to move toward a more open cap-
ital account. They emphasized that such moves to-
ward liberalization must be undertaken in a safe and
orderly manner, with due attention being paid to the
strengthening of macroeconomic policies and of the
domestic financial system.

Turning to the use of pegging arrangements, no-
tably of the active crawling peg variety, Directors
agreed that they could prove a useful tool in stabiliz-
ing from high inflation. However, Directors noted
that it was important to recognize the need for an
exit strategy and prepare for it early enough to avoid
the scheme becoming unsustainable and collapsing,
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leading to a renewal of inflation and serious employ-
ment problems. Such an exit would involve a move
to a flexible regime, or possibly to a peg at a differ-
ent level. Ideally, the transition to a new exchange
regime should take place during a period of relative
calm in exchange markets. Directors stressed that
the Fund should continue to play an important role
in providing members with timely and candid advice
on the appropriate exit strategy. They emphasized
the critical importance of a robust financial system
and strong prudential regulations and supervision in
advance of the exit. Directors encouraged the staff to
collaborate at an early stage with countries using
pegs in designing such exit strategies.

Directors emphasized that, in its approach to is-
sues dealing with exchange rate regimes, the Fund
must take into account the provisions in the Articles
of Agreement that it is for members to choose their
exchange rate arrangements. They stressed that the

Fund should continue, in the context of Article IV
consultations, to discuss with country authorities the
requirements for making a chosen exchange rate
regime function reasonably well in the particular cir-
cumstances of that country and to actively advise on
the suitability of the exchange rate regime. They
agreed that in program cases, renewed emphasis
should be placed on the overall consistency of the
member’s economic policies, including its choice of
exchange rate regime, and that the Fund should con-
tinue to avoid providing its financial support to de-
fend an unsustainable peg, or an unsustainable ex-
change rate in the context of a managed float.

Directors invited the staff to continue to monitor,
debate, and analyze the accumulating experience of
members with exchange rate regimes in the context
of open capital markets, so as to enable the Fund to
continually improve its policy advice and the effec-
tiveness of its financial support to its members.
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