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1. INTRODUCTION

FOLLOWING the recent financial crises in Southeast Asia and elsewhere,
the perennial issue of the exchange rate policy options for small and open

developing countries has resurfaced. There seems to be a growing convergence of
opinion that the need to depoliticise exchange rate movements, along with the
frequency with which ‘soft pegs’ have been susceptible to speculative attacks in
this era of escalating global capital flows, has increased pressure for developing
countries to adopt corner solutions to exchange rates arrangements. In other
words, according to many observers, the exchange rate option for developing
countries boils down to one between flexibility, on the one hand, and credible
pegging, on the other.1 Countries are, however, advised to steer clear of
arrangements that lie anywhere between these polar extremes (i.e. those in the
‘middle’) as they are seen as inherently unstable (Table 1). Thus, for instance, the
recent Independent Task Force sponsored by the Council on Foreign Relations
recommended that developing countries should ‘just say no to supporting pegged
exchange rates’ (Council on Foreign Relations, 1999). In similar vein, Summers
(1999) has proclaimed of exchange rate policy options:

There is no single answer, but in light of recent experience what is perhaps becoming
increasingly clear – and will probably be increasingly reflected in the advice that the
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internationalcommunityoffers – is that in a world of freely flowing capital thereis shrinking
scopefor countriesto occupythe middle groundof fixed but adjustablepegs.

In line with these recommendations,the IMF data on exchange rate
arrangementsin developingcountriesrevealsa de jure trend away from soft
peg arrangements.For instance,the shareof countriesofficially classifiedas
havinga peggedexchangerateregimedroppedfrom 97 per cent in 1970to just
11 percentby 1999(Table2). This phenomenonhasbeencolourfully described
in variousplacesas the ‘cornershypothesis’,the ‘hypothesisof the vanishing
intermediateregime’,the‘missingmiddle’, the‘hollowing of themiddle’ andthe
‘law of the excludedmiddle’.

This papertakesissuewith this popular– ‘one-size-fits-all’ – prescriptionof
exchangerate arrangementsfor developingcountriesin general.Advocatesof
corner solutions have been insufficiently sensitive to the drawbacksof such
arrangements. It is wrong merely to assumethat the bestregimewill be either
flexible exchangerates or ‘super fixes’, without a proper considerationof
problemsassociatedwith eachof theseregimes.While it is understandablethat

TABLE 1
ExchangeRateRegimesRangedalongthe Continuumfrom Most Flexible to the StrongestFixed-

RateCommitment

Type Definition

Flexible Corner
● Freefloating The absenceof regular/systematicinterventionin the forex market
● Managed/Dirty

float
The absenceof a specific targetfor the exchangerate

IntermediateRegimes
● Targetzone/band A marginof fluctuationaroundsomecentralrate
● Crawling peg A pre-announcedpolicy of devaluing‘a bit’ eachweek
● Adjustablepeg Fixing the exchangerate,but without any open-endedcommitmentto

resistdevaluationor revaluationin the presenceof a largebalanceof
paymentsdeficit or surplus

● Basketpeg Fixing not to a singleforeigncurrencybut to aweightedaverageof other
currencies

Fixed Corner
● Fixed peg Commitmentto undertakewhateverforex marketinterventionneededto

maintainprevailing rate,but not necessarilyany institutional
commitmentto back the regime

● CurrencyBoard Threedefining characteristics:fixing not just by policy but by law;
backingincreasesin the monetarybaseone-for-onewith forex reserves;
andallowing balanceof paymentsdeficits to tightenmonetarypolicy
consequentlyadjustingspendingautomatically

● MonetaryUnion The adoptionof a foreign currencyaslegal tender.Includesthe special
caseof official dollarisation

Source:Adoptedfrom Frankel(1999).
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attentionhasbeenfocusedon recentcurrencycrises,thesemaypoint moreto the
weaknessesof peggingto one specific currencythan about the weaknessesof
peggingin general.This leadsus to the specificcaseof SoutheastAsia.

In principle,Thailandandthe otherregionalcountriesweresupposedto have
adoptedbasketpeggedregimes,with the US dollar, yen and other currencies
receiving weights consistentwith their respectivesignificance in economic
linkageswith the SoutheastAsian countries.However,in reality, the US dollar
hadtheoverwhelmingweightdefacto(Tables3 and4), leadingMcKinnon(1999
and 2000) and Ohno (1999) to refer to EastAsia’s ‘dollar standard’and ‘soft
dollar zone’, respectively.Significantly, the Japaneseyen had a weight of less
than0.1in theaverageSoutheastAsiancurrencybasket.Thiswasdespitethefact
that Japanwas the region’s largestexport market along with the US and the
region’sdominantimport source(Table5).2 Japanwasalsothe region’s largest
creditor, and a substantialshareof bank lending (debt flow) and externaldebt
(stock)to theregionwasdenominatedin yen(Tables6 and7). In otherwords,the
SoutheastAsian countriesmadethe mistakeof rigidly peggingto the US dollar
ratherthan in peggingmoreflexibly to a basketof currencies.3

The remainderof this paperis organisedas follows. The next two sections
considerthe limitations of the corner solutionsof flexible and irrevocably or
institutionally fixed regimes,respectively.Theseprovidethe backgroundfor the
remainderof the paper(Section3) which exploresthe casefor currencybaskets

TABLE 2
IMF ExchangeRateClassification

Per Centof Countriesin the Samplewhich wereClassifiedby the IMF as having:a

Year Peg Limited Managed Flexible
Flexibility

1970 97.2 0 0 2.8
1975 63.9 11.1 13.9 11.1
1980 38.9 5.6 47.2 8.3
1985 33.3 5.6 36.1 25.0
1990 19.4 13.9 30.6 36.1
1995 13.9 8.3 38.9 38.9
1999 11.1 11.1 33.3 44.5

Note:
a Sample-based154 exchangeratearrangements.

Source: Calvo andReinhart(2000b).

2 Thedominanceof Japanin externaltraderelationswith SoutheastAsia hascoincidedwith large-
scaleinflows of Japaneseforeign direct investment(FDI) into the region(i.e. FDI hasbeentrade
creating).
3 To be sure,ThailandandMalaysiahadvery rigid US dollar pegs,Indonesiapursueda crawling
bandarrangement(to compensatefor inflation rate differentialsbetweenIndonesiaand the US),
while the Philippineswassomewherein between(Rajan,1999;andFischer,2001).
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TABLE 3
CurrencyWeightsof SoutheastAsian Countries,1979–95

Frankel and Wei (1994)a Kwan (1995)b

Currency US Dollar JapaneseYen US Dollar JapaneseYen

Indonesianrupiah 0.95 0.16 0.99 0.00
Malaysianringgit 0.78 0.07 0.84 0.04
Philippinepeso 1.07 ÿ0.01 1.15 ÿ0.24
Singaporedollar 0.75 0.13 0.64 0.11
Thai baht 0.91 0.05 0.82 0.11
SimpleAverage 0.89 0.08 0.88 0.00

Notes:
a Basedon weekly movementsfor the periodJanuary1979to May 1992.
b Basedon weekly movements for the periodJanuary1991to May 1995.

TABLE 4
SoutheastAsian ExchangeRateStatistics,1990–96

DomesticCurrency DomesticCurrency ExchangeRate
Per $ Ratein 1990 Per $ Ratein 1996 Variability (1990–96)a

End of Period End of Period End of Period
Period Average Period Average Period Average

Indonesia 1901.0 1842.8 2383.0 2342.3 18.94 18.78
Malaysia 2.7105 2.7049 2.5290 2.5159 0.00 0.00
Philippines 28.000 24.311 26.288 26.216 0.13 0.13
Thailand 25.520 25.114 25.610 25.487 0.00 0.00

Note:
a Coefficient of variation for the entireperiod1990–96.

Source: Calculated by the authorfrom IMF, International Financial Statistics, variousyears.

TABLE 5
SoutheastAsian ExportsandImports,by CountryandRegion,1996(per centshare)

Indonesia Malaysia Philippines Thailand Total

Exportsto:
US 16.0 18.2 34.1 18.0 19.2
Japan 27.8 13.4 18.0 16.8 18.3
Restof Asia 25.4 46.8 25.9 36.8 36.8

Importsfrom:
US 10.3 15.5 18.3 12.6 14.0
Japan 23.6 24.5 20.3 27.8 24.8
Restof Asia 27.7 34.6 27.8 28.2 30.2

TradeBalance:a

US 5.4 7.9 29.3 4.1 10.1
Japan ÿ30.7 ÿ29.4 16.2 ÿ37.1 ÿ20.4
Restof Asia ÿ28.4 14.9 3.8 ÿ0.0 4.2

Note:
a Shareof importsplus exports;ÿ implies deficit.

Source: Calculated from IMF, Direction of TradeStatistics, variousyears.
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asa generalregimein its own right asopposedto beinga compromisebetween
thetwo cornersolutions.Section3 highlightstheoptimalweightof theyenin the
regionalcurrencybaskets,aswell ashow sucha basketmight operate.The issue
of whetherthereis a casefor a commonor joint regionalcurrencybasketis also
discussed.The final sectionoffers a summaryandsomeconcludingremarks.

2. WHY NOT FLOATING REGIMES?

While theadvantagesof a freefloat arewell known(Frankel,1999),countries
with flexible regimeshaveexperienced‘excessive’volatility over the last few
decades.4 It is admittedlydifficult to define what exactly is meantby the term
‘excessive’.However,a readingof theliteratureonavailableempiricalstudieson

TABLE 6
Nationalityof BanksProvidingLoansto Crisis-hitSoutheastAsianCountries,1997(percentshare)

From: Japan US Europe Othersa

To:

Indonesia 38 6 44 12
Malaysia 34 5 47 14
Philippines 13 17 60 10
Thailand 56 4 33 7

Note:
a Mainly Asia (Hong Kong in particular).

Source: BIS, Maturity, Sectoraland Nationality Distribution of International BankLending, variousyears.

TABLE 7
CurrencyCompositionof Long-termDebt to East

Asia andthe Pacific, 1997(per centshare)

Currency Share

Deutschemark 1.8
Frenchfranc 1.1
Japaneseyen 20.1
Poundsterling 0.5
US dollar 57.8
Multiple currency 13.1
All othercurrencies 3.1

Source:World Bank (1999).

4 Of course,almostno country hasmaintaineda completelyfree (or pure) float, the authorities
interveningintermittently to smoothmarketfluctuations.In otherwords‘dirty floats’ – i.e. forex
marketinterventionswithout commitmentto defendanyspecificparity – havebeenthenorm.The
US dollar probablycomesclosestto beinga free float.
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exchangeratesrevealsthatevidenceof excessiveexchangeratevariability comes
in anumberof forms(Bird andRajan,2001aand2001b;andWilliamson,1999a).
For instance,anumberof surveysof foreignexchange(forex)marketparticipants
clearly indicate that short-term/high-frequencyexchangerate movementsare
causedby ‘speculative’ or ‘trend-following’ elementsrather than underlying
macroeconomicfundamentals. The problem of destabilising speculation(as
opposedto theFriedmanitespeculators)andconsequentexcessiveexchangerate
volatility appearsto be exacerbatedin developingcountries,making a flexible
regimeespeciallyunviable/unsuitableto them(GrenvilleandGruen,1999).This
is particularly so since thin markets,which exist in SoutheastAsia and other
developingcountries(Table8), imply thata few transactionscanleadto extreme
exchangerate fluctuations.

Even if it were acceptedthat flexible exchangeratesoften appearto exhibit
greatervolatility in high frequencydatathanwould bewarrantedby theunderlying
fundamentals,why might suchexcessivevolatility be of concern?Recentstudies
haveprovidedevidenceof a negativeimpactof exchangeratevolatility/uncertainty
on investment(Corbo and Cox, 1995; and Huizinga, 1994).5 To the extent that
investment has a significant positive impact on economic growth, declining
investmentwill havean enduringadverseeffect on the quantityof real resources.
Evenin the absenceof a negativeeffect on the level of investment,exchangerate

TABLE 8
ForexMarket Activity ($ Billions): SoutheastAsia versusIndustrialisedCountries

Country GDPa AverageDaily RelativeSizec

Turnoverof Forex (per cent)
Activityb

EastAsia
Indonesia 214.6 1.5 0.7
Malaysia 97.9 1.1 1.1
Thailand 153.9 3.0 2.0

AdvancedCountries
United States 8111.0 350.9 4.3
United Kingdom 1288.4 637.6 49.5
Germany 2102.6 94.3 4.5
Japan 4192.3 148.6 3.5
Switzerland 254.9 81.7 15.5

Notes:
a Billions $, 1997data;
b Billions $, asof April 1998;
c Averagedaily turnoverto GDP ratio.

Source: Min andMcDonald(1999).

5 Corbo and Cox (1995) and othersalso find that macroeconomicuncertaintyin generalhasa
deleteriousimpacton investment.Also seethe broadliteraturesurveyby Serven(1997).
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variability mayhaveanadverseinfluenceoverthecompositionof investmentsince
decisionscould be basedon disequilibriumprices.

It hasoften beenarguedthat firms andotheragentsinvolved in international
transactionscan undertakehedging operationsto shield themselvesagainst
exchangerate movements. However,apart from the costs involved with such
operations,perfecthedgesmaybeverydifficult to createtechnically(givenacute
revenue-costuncertainties)(Adler, 1994;andFriberg,1996).Indeed,evenif they
could be created, they would entail non-negligible transaction costs, thus
divertingscarceresourcesfrom ‘real’ economicactivity. This is especiallytruein
the case of developing countries where rudimentary capital markets have
necessitatedusingcross-hedgingtechniques(ratherthan direct hedging),which
invariably arefar costlier.6 Accordingto a 1992surveyof non-financialFortune
500 corporations,while 85 per centof the respondentshedged,only 22 per cent
hedgedfully. Not surprisingly,mostof therespondentswhich did not hedgewere
smallerfirms averagingUS$2billion in capital (Felix andSau,1996;andFelix,
1996). It is important to keep in mind that such small and medium-sized
enterprisesdominatethe economiclandscapein developingcountries.

Frankeland Wei (1994) haveundertakena cross-sectionalstudy of bilateral
trade. They find that bilateral exchangerate variability looks to have had a
statisticallyandeconomicallysignificantnegativeeffect on tradebetween1960
and1985,thoughtheimpact– botheconomicandstatistical– hasbeennegligible
between 1985 and 1990.7 Wei (1999) provides new empirical evidence
suggestingthat exchangerate volatility has had a detrimentaleffect on trade
betweenpairs of countriesto a much larger extent than suggestedby previous
studies.Moregenerally,in acomprehensivesurveyof theliteratureon theimpact
of exchangerate volatility on tradeflows, McKenzie (1999)concludesthat the
recent empirical studieshave had ‘greater successin deriving a statistically
significantrelationshipbetweenvolatility andtrade’(p. 100).CalvoandReinhart
(2000a)reviewa morelimited setof suchstudiesanddrawa similar conclusion.
Another recentsetof empiricsby Andrew Rosebasedon gravity modelsusing
both cross-sectionalandtime-seriesdatasuggestsinstitutionally fixed exchange
regimes (i.e. common currency, currency boards or dollarisation) stimulates
trade,which in turn boostsincome(seeFrankelandRose,2001;Glick andRose,

6 A refereemakesthe following point:

Rudimentary capital markets necessarilymean, for most emerging economies,a greater
dependenceon capital flows. That in turn may mean greater capital integration with
neighbouring (developed)economies,a pattern which may conflict with OCA (optimum
currencyarea)termswith the degree(andpattern)of tradeintegration.That in itself suggests
somebasketarrangement,ratherthanan overtightunilateralpegor floating.

7 On balance,theseearlier time-seriesstudiesseemto have found an insignificant effect of
exchangerateuncertaintyon trade(seethe synopsisof the literatureby Willett, 1986).
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2001;and Rose,2000).As is commonknowledge,suchan argumentwasused
extensivelyby proponentsof the EuropeanMonetaryUnion (EMU).

Flexible exchangeratesmay alsobe associatedwith currencymisalignments,
with accompanyingcosts in terms of resourcemisallocationand detrimental
effects on economicgrowth. Cooper (1999) nicely summarisesthe preceding
discussionasfollows:

The core problem is that for economieswith imperfectly developedfinancial markets the
exchangerate is the most important assetprice, and it will be jerked aroundby changesin
portfolio sentiments.But for anopeneconomytheexchangerateis alsothemostimportantprice
in the market for goodsand services.Jumpingassetpricescan badly disrupt the marketson
which theeconomicwell-beingof themajority of residentsdepends.. . . (I)t is anopenquestion
whethera broad,diversifiedfinancialmarketbasedon thedomesticcurrencycandevelopunder
floating exchangerates. . . The unwelcomeconclusionthat flows from this discussionis that
free movementsof capital and floating exchangeratesare basically incompatible,exceptfor
large and diversified economieswith well-developedand sophisticatedfinancial markets(pp.
111–12).

Notwithstandingthe recentweaknessof the Australiandollar,8 its successful
experiencewith a floating arrangement,particularlyin termsof withstandingthe
EastAsian crisis,hasoften beencited asevidenceof the ‘superiority’ of sucha
regime,andhasbeenprescribedaspanaceafor otherdevelopingSoutheastAsian
countries.However,suchanadvocacydoesnot paydueconsiderationto the fact
thatthereareimportantstructuraldifferencesbetweenindustrialcountriessuchas
Australia, on the one hand,and developingcountries,on the other (Krugman,
1999).For instance,countrieslike AustraliaandtheUS havewell-developedand
diversifiedfinancialsystemsthatareableto minimiserealsectordisruptionsdue
to transitoryexchangerate variations(abstractingfrom the resourceallocation
costsof misalignmentsnotedabove).Most importantly, industrial countriesare
ableto borrowoverseasin their domesticcurrencies.Many developingcountries
areunableto do so, leadingto accumulationof foreign currencydebt liabilities
that are primarily dollar denominatedand unhedged(i.e. ‘liability dollarisa-
tion’).9 In such countries, sharp depreciationsin their currenciesalter the
domesticcurrencyvalueof their externaldebtandthereforethenetworth of the
economies,with calamitousrealsectoreffects(so-called‘balancesheet’effects).

8 The Australiandollar haslost half its US dollar valuebetweenthe endof 1996andearly 2001.
The Economist(29 April, 2000,p. 84) discussesreasonsbehindthis.
9 Thishascometo bereferredto asthe‘original sin’ hypothesis,a termattributedto Hausmann(1999)
andHausmannet al. (2000).It is unclearwhy manydevelopingcountriesareunableto borrow long-
term in their own currencies.McLean and Shreshta(2001) explore this issueusing a case-study
approachinvolving Australia, New Zealandand South Africa, all small and open economiesthat
borrowinternationallyin domesticcurrencies.Theyconcludethatcountrieswheredomesticlong-term
governmentdebt is widely held by residentsare more likely to convincenon-residentsto hold debt
denominatedin local currencies.They further suggestthat the developmentof the Eurobondmarkets
for debt denominatedin Australiandollars, New Zealanddollars and the SouthAfrican rand were
instrumentalin fortifying internationalaccessto domesticcurrencydenominateddebt.
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This in turn maybeanexplanationfor the ‘fear of floating’ by manydeveloping
countriesdiscussedin Section4 (Calvo and Reinhart,2000aand 2000b; and
Hausmannet al., 2000).10

3. WHY NOT IRREVOCABLY FIXED EXCHANGE REGIMES?

In view of all of this,manyobserverswouldconcurwith Williamson’s(1999c)
conclusionabouta floating regime:

(It) is not theoptionI wouldrecommend,becauseof my doubtsasto whether. . . (such)aregime
. . . is consistentwith therestorationof thesustainedhigh ratesof growththatwereexperienced
by EastAsia beforethe crisis (p. 1).

Consequently, therehasbeengrowingenthusiasmfor theothercornersolutionof
an irrevocably fixed regime. Such a hard peg, it is argued,signals greater
commitmentto rule out arbitraryexchangerateadjustments(i.e. ‘escapeclauses’
cannot be invoked) and the authorities’ willingness to subordinatedomestic
policy objectivessuchasoutputandemploymentgrowth to the maintenanceof
the peggedexchangerate.The remainderof this sectionbriefly toucheson the
potential problemsof the three super fixes of a currencyboard arrangement,
dollarisationand a regional monetaryunion as possibleexchangerate policy
optionsfor SoutheastAsia.

a. CurrencyBoards

The durability of the Hong Kong andArgentinecurrencyboardsin the faceof
acutespeculativepressuresin the1990sappearsto haveconvincedsomeobservers
of thevirtuesof sucharegimefor anumberof developingcountries,includingthose
in SoutheastAsia. In fact, theAsianMonetaryMonitor (July–August,1994,pp. 1–
10) did suggestsucha regimefor the regionalcountriespre-crisis,and Indonesia
toyedwith the ideaof this sort of arrangementduring the early part of 1998.11

Nevertheless,it is generally recognisedthat a currencyboard arrangement
requiresthesatisfactionof anumberof preconditions(Frankel,1999),includinga
strongand durabledomesticfinancial systemthat is able to withstandpossible
interestrate hikes on a sustainedbasisat times when the domesticcurrencyis
undersellingpressure.Failing this, currencycrisisvulnerabilitymight merelybe
transformedto financialsectorvulnerability(thispoint is formalisedby Changand

10 In fact, theseeffectswereat leastpart of the reasonwhy initial crisis-induceddevaluationsin
thesecountrieshavebeencontractionaryrather than expansionary(Hausmannet al., 2000; and
Rajan,2001aand2001b).
11 SeeCulpetal. (1999)in defenceof thecasefor acurrencyboardin IndonesiaandSpiegel(1998)
for the caseagainst.
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Velasco,1998).To the extentthat the bankingsystemsin the regionalcountries
havebeendecimatedby thecrisis,andtheprocessof financialsectorrestructuring
– while havingprogressedsubstantially– is far from complete,thecurrencyboard
arrangementalternative appearsto be infeasible over the near and medium
terms.12Thisis particularlysincethelenderof lastresortfunctionof acentralbank
is eliminatedby theintroductionof acurrencyboard,in turn implying theneedfor
a strong,well-capitalisedandwell-superviseddomesticfinancial systemto be in
place.13 There is also the questionof whetherthe regional countrieshave the
degreeof labourmarketandinternalflexibility – asin thecaseof HongKong,for
instance– to makesucha superfix viable. In addition, it is revealingthat both
Hong Kong and Argentina themselveshave,in recenttimes, beenenthusiastic
proponentsof exploringmovestowardsalternativehardpegarrangementsby their
respectiveregions – dollarisation in the caseof Latin America; East Asian
monetarycooperationor at leastcoordinationin thecaseof HongKong.Cynicsof
currencyboardarrangementshaveinterpretedthis asthe two economieslooking
for viable exit strategiesfrom their respectivecurrencyboardarrangements.

b. Dollarisation

In view of the limitations of the extremesof flexible and currency board
arrangements, someobservershavereachedtheconclusionthata single,regional
currencyzonemay be the mostattractiveoption for small andopeneconomies.
This entailsan entire region adoptinganothercountry’s currency(like the US

12 Fordetaileddescriptionsof thefinancialrestructuringprogrammesin theregion,seeBalinoet al.
(1999) and Rajan (2001b). An important componentof financial restructuring involves the
internationalisationof the financial sector,which is at least conceptuallydifferent from capital
accountderegulation(seeBird andRajan,2001b).
13 Of course,this lossof a domesticlenderof last resortfunction may be partly compensatedfor
throughholding of excessreserves(over andabovethe domesticmonetarybase)asin the caseof
Hong Kong, or obtainingaccessto foreign credit line as in the caseof Argentina.The point is
sometimesmadethat the preconditionsare not necessaryfor the implementationof a currency
boardor dollarisation(which overlapconsiderably).No doubtthat dollarisationor currencyboard
arrangementscanbeimplementedprior to reforms;thekeyquestionis, whataretheimplicationsof
doingso(Eichengreen,2000)?It is usefulto keepin mind thatthefailure to paysufficientattention
to the pre-conditionsfor successfulfinancial liberalisationhasbeenamongthe main reasonsfor
financial crises in developingcountries.Eichengreen(2000) providesa detailed review of the
dollarisationliteratureanddiscussesthe preconditionsneededat somelength.Pointingto the case
of Argentina,he notes:

a long seriesof policy reforms(were)pursuedfor a decade,at the endof which dollarization
servesto lock in fundamentalreform by making it virtually impossiblefor the governmentto
revert to its bad inflationary ways.. . . They castdoubtson assertionsthat thoseother reforms
will necessarilyfollow from thedecisionto dollarize.Theymight,but if theydon’t thedownside
risks areconsiderable.Unlike the situationin countrieslike Argentina,wherethe groundwork
for dollarisation has been laid and the outcome can be clearly foreseen,dollarisation by
countriesin the throesof the crisis is a high-stakesgamble(pp. 23–4).
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dollar)asits ownor establishinganentirelynewone.CalvoandReinhart(2001c)
and Hausmann(1999) havearguedthat developingcountriesin Latin America
shouldform a monetaryunion with the US, or morespecifically, they ought to
abandon their respective national currencies in favour of the US dollar
(dollarisation).

While sucha policy mayhavesomemerit in Latin America(thoughevenhere
there are a number of scepticssuch as Hale, 1999, and Willett, 2001), the
relatively low levels of dollarisation in SoutheastAsia (comparedwith Latin
America),on theonehand,andtheeconomically significantrole playedby Japan
and the yen in Southeastand the larger East Asia, on the other, implies that
dollarisation(let aloneeuroisationor yenisation)is not a seriousoption for this
region.14 An importantlessonfrom theEastAsiancrisisof 1997–98is thatif they
hadgivengreaterweight to theyenwhenmanagingtheir currencies,therewould
havebeenlower degreesof regionalrealexchangerateovervaluations following
the nearly50 per centnominalappreciationof the US dollar relative to the yen
betweenJune1995to April 1997(which in turn led to a rise in the valueof the
regionalcurrenciesrelative to the yen.15 For instance,in the caseof Thailand,
which was the ‘crisis trigger country’, variousstudieshavesuggestedthat the
Thai baht’s pre-crisis real effective exchangerate (REER) was misaligned
(‘overvalued’) by anywherebetween11 and30 percentrelativeto somemeasure
of ‘equilibrium’ real exchange rate (Montiel, 1999; and Rajan, 2001a).
Institutionalisation of the dollar pegs (via a currency board or dollarisation)
would not have helpeddomesticeconomicperformanceto the extent that the
problemwas,at leastpartly, oneof lossof competitiveness.

Consistentwith this, a recent study of exports by about 100 developing
countriesto theUS,JapanandEuropeovertheperiod1983–92concludesthatthe
more flexible the exchangerate regimes the better the export performance
(NilssonandNilsson,2000).However,countriespeggingto acompositegroupof
currenciesdo not appear to have weaker performancethan countries with
independently floating regimes (data basedon official IMF classification of
exchangerate arrangements, i.e. de jure rather than de facto exchangerate
regimes,is used).

In the final analysis, regardlessof the economic arguments,very few
countriesappearwilling to unilaterallyabandonthedomesticcurrencyfor that

14 The relativemeritsof dollarisationover a currencyboardarenot discussedhere(seeBerg and
Borensztein,2000;Frankel,1999;andFrankelet al., 2000).Suffice it to noteherethat the major
advantageof dollarisationis a reductionin currency(and possiblyevencountry) risk premium,
thereforeoffering lower domesticinterestrates,aswell aselimination of concernsregardingthe
sustainabilityof the domesticcurrencypeg (i.e. no escapeclause).The major disadvantageof
movingfrom a currencyboardarrangementto dollarisationis thelossof seigniorage,constraintson
liquidity management,aswell asthe transitioncosts.
15 McKinnon (1999and2000)refersto the yen/USdollar exchangerateasthe ‘loose cannon’in
EastAsia pre-crisis.
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of anothercountry;nationalcurrenciesareoftenseenasasignof independence
and self-determination.The political unpalatabilityof this policy, along with
the above-notedpolicy constrictionsof a currencyboard,thereforeappearsto
leaveonly the third hardpegof a commonregionalcurrencyasa practicable
alternative.Is it?

c. CurrencyUnion

Havingexperiencedthe turbulenceof the regionalcrisisagainstthebackdropof
thesuccessfulintroductionof asingleEuropeancurrency,leadersof theAssociation
of SoutheastAsian Nations(ASEAN) agreedto studythe feasibility of a common
ASEAN currencysystem.16 Therehasbeenmuchpopulardiscussionin the region
about the economicand political possibility and desirability of forming a larger
Asian Monetary Union (AMU) akin to the EuropeanMonetary Union (EMU).17

From an economicstandpoint,EichengreenandBayoumi(1999aand1999b)have
concludedthatEastAsia maybeascloseto – or rather,asfar awayfrom – beingan
optimumcurrencyarea(OCA) asWesternEurope.18 This conclusionis basedon an
OCA index that takesinto accountthe costsassociatedwith asymmetricregion-
wide shocksas well as the benefitsfrom stabilisingexchangerateswith trading
partners.19 More informally, but in similar vein, the IMF’s ManagingDirector,
Horst Kohler (2001),hasnoted:

trading patternsand geographydo make it reasonableto think of the creationof an internal
marketin Asia asa possible,futurestagein regionalcooperation.And why shouldthis not bea
basisfor greatermonetaryintegration. . . ? (p. 4)

Thereare at leasttwo importantdifferencesbetweenASEAN/East Asia and
Europe. First, any form of regional monetary union requires that there be
compensatingfiscal transfersfrom thericher to lesswell off statesin theabsence
of sufficiently frictionlessintra-regionallabourmobility. In the caseof Europe,
the extentof suchtransfersis quite significant in per capitatermsof the poorer
states,but fairly low in absolutetermsas the richer statesin Europeare much
largerthanthepoorerones(EichengreenandBayoumi,1999aand1999b).20 This

16 Announcedaspart of the latestASEAN summitmeetingin Hanoi and includedin the ‘Hanoi
Planof Action’ (BusinessTimes, Singapore,15 December,1998).
17 Seefor instance,theStraitsTimes, Singapore(11 January,1999and4 October,1998)andCurtis
(1998).
18 Similarly, Rockoff (2000)hasemphasisedthat the US couldbe saidto havebeenanOCA only
aroundthe 1930s.SeeKenen(2000) for a recentdiscussionof the OCA theory.
19 In any case,it is possiblethat OCA criteria may be at leastpartly endogenous,suggestingthat
someunionsmay be more justifiable ex post ratherthanex ante (FrankelandRose,1998).
20 A refereehascautionedthat it is anopenquestionasto how effective,importantor appropriate
thesefiscal transfershavebeento the poorerstatesin Europe.We do not pursuethis issuehere,
only noting that the issueof division of fiscal transfersis a growingsourceof sometensionin the
Eurozoneareawith the expansionof the EMU to poorerEasternEuropeanstates.
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is in contrastto ASEAN wherethepoorerregionalmembersalsohappento bethe
largestones(IndonesiaversusSingapore).

Second,theEuropeanexperiencehasemphasisedtheneedfor strongpolitical
will andconsensustowardssuchapolicy goal.Indeed,somelike Goodhart(1995)
dispute the relevanceof economiccriteria altogether,claiming that political
considerationdominateformationof currencyareas.Sucha political consensus,
while possiblygraduallyemergingin SoutheastandthelargerEastAsianregions,
is still far off from beinguniversal.To be sure,‘vision statements’by regional
leadersfor acurrencyunion,while havingbecomemorecommonsincethecrisis,
has hitherto not been backed up by any serious discussionon the type of
institutionalstructuresor formal mechanismsanddecision-makingbodiesneeded
for suchregionaleconomicintegrationof monetaryandexchangeratepoliciesto
bea success(suchasanindependentregion-widecentralbank,a systemof inter-
regional fiscal transfers,measuresto ensure European-typemacroeconomic
convergence, andthe like). EichengreenandBayoumi(1999b)havenoted:

thereis little sign,comparableto theevidencewhich hasexistedin Europefor nearly50 years,
of a willingnessto subordinatenationalprerogativesto somelargerregionalentity, Thereis no
wider webof interlockingarrangements,asin theEU, which would beput at risk by a failure to
follow throughon promisesof monetaryandfinancial cooperation(p. 11).21

Thus,Kenen’s(2000)generalconclusionthat solving the problemsof govern-
anceandaccountabilityneededto form acurrencyunionmaybefar tooherculeana
taskfor mostothergroupsof countriesoutsideEurope,appearsespeciallypertinent
to SoutheastAsia andthe largerEastAsian regionin the foreseeablefuture.

4. THE INTERMEDIATE RANGE RECONSIDERED

The precedingdiscussionsuggeststhat the corner solutions may not be
appropriateas practical short-to-mediumterm exchangerate options for the
SoutheastAsiancountries.Actionsalwaysspeaklouderthanwords.Accordingly,
it is revealingto observethe post-crisisde facto exchangerate policies of the
regionalcrisis-hit SoutheastAsian countries.

a. RevealedPreferencesof SoutheastAsianCentral Banks

The Malaysiancaseis the moststraightforward,the governmenthavingfixed
theMalaysianringitt (RM) relativeto theUSdollaron1 September,1998(atRM

21 In addition,substantialasymmetriesin thesizesandlevelsandstagesof economicdevelopment
of thecountriesin EastAsia, on theonehand,andthede factopolicy of strict non-interventionin
oneanother’saffairs(economicandparticularlypolitical), on theother,makesit extremelydifficult
to envisagethe successfulintroduction of ‘tie-in’ clausesto createpunishmentmechanismsto
ensureconformity of economicpoliciesasdonein Europe.
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3.80 per US$) while simultaneously imposingcapital accountrestraints.More
interestingandcomplicatedare the exchangerate choicesof the other regional
countries.It is commonlybelievedthat Indonesia,PhilippinesandThailandhave
maintaineda float following their respectivecurrencydevaluationsin mid and
late 1998, see footnote 30). In actuality though, after a short flirtation with
floating following the initial breakdownof currency pegs in mid-1997, the
regional monetary authorities have appeared to have reverted to heavy
managementof their currenciesto ensuresomedegreeof stability vis-à-vis the
US dollar. To be sure, there has certainly been a generalisedmove towards
greater exchangerate flexibility during the post-crisis period (Figure 1).
However,while theMalaysiancapitalcontrolshaveallowedfor thesimultaneous
maintenance of monetary autonomy and a fixed regime (by breaking the
‘Impossibility Trilemma or Trilogy’), the other countrieshave dependedon a
combinationof activist interest rate policy and forex market intervention to

FIGURE 1
Bilateral ExchangeRatesRelativeto US Dollar (Jan-97= 100),1991–2001
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ensurerelative exchangerate stability.22 Consequently,they have experienced
sharp gyrations in monetary variablesand international reserves(Calvo and
Reinhart,2000aand2000b;andMcKinnon,1999and2000).Somecountrieslike
Thailandhavealsotakenstepsto curb currencyspeculation(Mehta,2001).

Moreevidenceof this retreatawayfrom freefloating is seenby therapidbuild up
of foreignexchangereservesin theregionsince1997(Rajan,2001b),andeffortsby
thesecountriesto further buttressavailableresourcesthroughregional initiatives
suchas the recently agreed-uponswaparrangementamongEastAsian countries
(SoutheastAsiancountriesplusJapan,KoreaandChina).This agreement– dubbed
the ‘ChiangmaiInitiative’ – allows the countriesto swaptheir own currenciesfor
cashin a region-widerepurchasescheme(ChangandRajan,2001).

More generally, countries that proclaim themselvesas having flexible
exchangerates in fact have ‘soft pegs’ with monetary authorities actively
managingtheir currencies.In otherwords,thereis anacuteandwidespread‘fear
of floating’ amongdevelopingand evensomedevelopedcountries.Floating in
developingcountriesin generalhasbeenlimited to shorttime spansimmediately
following a currencycrisis(asin thecaseof SoutheastAsia) or hyperinflationary
episodes(CalvoandReinhart,2000aand2000b).Thus,theofficial exchangerate
classificationby IMF (notedin Table2), which suggestsa sharptrendawayfrom
the intermediatearrangements(non-crediblepegs)towardsfloating regimesin
particular,is highly misleading.

b. TheCasefor CurrencyBasketRegimes

Consistentwith the precedingdiscussion,the recentIMF reporton exchange
rateregimeshasrightly cautionedthat:

Thereis animportantdanger,however,in slippingbackinto defactopeggingof exchangerates
againsttheUSdollar.While thismaybesustainablefor someconsiderableperiod,thismaywell
eventuallycontributeto recreatingthe problemsthat led up to the Asian crisis (Mussaet al.,
2000,p. 59).

It is clear therefore that some sort of viable exchangerate regime – an
intermediatesolution– that is sustainableover the mediumand longer term be
prescribedfor the SoutheastAsian economies.

In a world of generalisedfloating amongmajor currencies, the mostfeasible
and desirablealternative for developing countries in SoutheastAsia in the
relatively near term may be a genuine currency basket arrangement.23 By
pursuing such an arrangement,the countries may be able to cushion its

22 For balancedand comprehensivediscussionsof the Malaysiancapital controlsseeAthukorala
(2000)andKaplanandRodrik (2001).
23 Of course,if themajorcurrencies(USdollar, Japaneseyenandeuro)aremanagedwithin certain
targetzonesassometimessuggested,therewould belittle differencebetweena singlecurrencyand
multicurrencyor basketcurrencyarrangement.
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vulnerability to fluctuationsin thecurrenciesof its majoreconomicpartners,thus
limiting variationsin the effectiveexchangerates.24 In this light, it is revealing
that Singapore,which was least impactedby the crisis (despitebeing the most
open economy),was the only SoutheastAsian economy to have pursueda
genuinebasketpeg (Table 3) (the Singaporecaseis describedbriefly in the
concludingsection;alsoseeRajanandSiregar,2000).

Therehavebeena numberof recentstudiesattemptingto measureoptimal
currencybasketsin SoutheastAsia.As discussedpreviously,thereis goodreason
to believethat the Japaneseyen wassignificantly underweightin the basketsof
the crisis-hit SoutheastAsian countries.This is confirmed by Table 9, which
summarisesthe estimatesderivedby the variousstudiesof the yen’s weight in
optimal basketsfor the regionalcurrencies.To be sure,a simpleaverageof the
variousstudiesrevealstheoptimal weightof theJapaneseyen to be in the range
of between0.3and0.4, theremainderbeingdividedbetweentheUS dollar, euro
and/orregionalcurrencies(dependingon the type of study).This is far higher
thanthe de facto pre-crisisweightsof lessthan0.1.

There undoubtedly remains much work to be done on refining the
methodologies and assumptionsusedin the determinationof optimal currency
baskets(for instance,see Bird and Rajan, 2000a; and Williamson, 1999b).
However, in the remainderof this section,we focus insteadon the two other
importantpolicy issues,viz. the degreeof fixity of the currencybasketregime,
andthe possibility of a commonor joint regionalcurrencybasketregime.

TABLE 9
ComparingOptimal Weightsof the JapaneseYen in SoutheastAsian CurrencyBaskets

Indonesian Malaysian Philippine Thai
Rupiah Ringgit Peso Baht

Bénassy-Que´ré (1999) 0.30 0.21 0.23 0.29
Ito et al. (1998)a 0.56 n.a. 0.72 0.52
Eiji (1999) 0.45 0.40 0.40 0.40
Bird andRajan(2000a)a 0.59 0.46 0.35 0.59
Kusukawa(1999)a 0.39 0.36 0.31 0.40
Kusukawa(1999)a,b 0.32 0.32 0.32 0.32
Williamson (1999b)b 0.33 0.33 0.33 0.33
SimpleAverage 0.42 0.35 0.38 0.41

Notes:
a Basedon the simpleaverageof statedranges.
b Basedon a commonbasketwhich includesthe four SoutheastAsian countriesplus Singapore,SouthKorea,
Singapore, P.R.C.China,Hong Kong andTaiwan.

Source: Compiled by the author.

24 Or, asa refereeputsit ‘a basket. . . minimisesvolatility sincevariances. . . arequadraticin the
distancefrom the componentbilateral rates.’
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c. Rigid or Flexible?

A priori , thereareat leastfour obviousreasonsthatunderliea preferencefor a
greaterdegreeof exchangerateflexibility (thoughnota flexible regimepersefor
reasonsalreadyhighlighted).First, the greaterthe degreeof flexibility of the
exchangerate regime, the keener the incentives for agents to undertake
appropriateforex risk managementtechniquesin responseto the higherelement
of exchangeraterisk, while simultaneouslyreducingthe extentof moral hazard
which could lead to ‘excessive’ unhedgedexternal borrowing (World Bank,
1999).25 Second,the introductionof thesetransactionscostsand exchangerate
risks may also help moderate the extent of capital inflows, consequently
dampeningthe intensity of boom and bust cycles. Third, small and open
economiesaremuchmoresusceptibleto largeexternalshocks,suchaschangesin
foreign interest rates, terms of trade, regional contagioneffects and the like.
Receivedtheorytells usthata greaterdegreeof exchangerateflexibility is called
for in thepresenceof foreignor domesticrealshocks.26 Fourth,manyof theEast
Asian economieshavediversified tradestructures(dependenton the US, Japan,
Europeand intra-Asian trade). OCA criteria suggestthat such economiesare
goodcandidatesto maintainmoreflexible regimes.Fifth, bankstendto dominate
the financial systemsin the region,and the credit transmissionchannelplaysa
significantrole in thesecountries.Calvo (1999)hasshownthat,ceterisparibus,
theoperationof thiscreditchannel(whichaffectstheIS curvedirectlyandactsas
a realshock)27 couldtilt thebalancein favourof greaterexchangerateflexibility.

It is sometimessuggestedthatarigid basketpegmayoperateasanominalanchor
for monetarypolicy andbea way of introducingsomedegreeof financialdiscipline
domestically andbreakinginflationaryinertia(Bird andRajan,2000a;andEdwards,
1993). Thus, a multicountry study of 136 countries over the period 1960–89
conductedby Ghoshet al. (1995) found inflation ratesgenerallytend to be lower
and more volatile under more flexible regimes(though economicgrowth is less
volatile). An IMF (1997)studyof developingcountriesin the mid-1990sreachesa
broadlysimilar conclusion.However,apartfrom the previouslynotedproblemof
usingofficial IMF statisticson exchangeratearrangements,theaboveconclusionis
contestedby Glick et al. (1999).Theyarguethatpoliciesof peggingexchangerates
in EastAsiawereof little benefitin termsof actingasa counter-inflationarydevice,
this goal having been attained primarily due to other factors such as relative
autonomyof the monetaryauthorities.In their view, the useof exchangeratesas

25 Blinder (2000)refersto this asthe ‘fixed exchangeratebubble’.
26 This conventionalwisdom remainsintact evenwith the introduction of liability dollarisation
balancesheeteffects(Cespedeset al., 2000).
27 With the inclusion of the credit transmissionchannel in the textbook IS-LM framework,
BernankeandBlinder (1988)haverenamedthe IS curvetheCC curve(‘commoditiesandcredit’).
Spiegel(1995)considersanopeneconomyextensionof theBernanke-Blinderframework(i.e. CC-
LM-BP). RajanandSugema(1999)apply the frameworkto EastAsia.
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nominal anchorsmay have acted as a liability as it preventedthe necessary
adjustmentsin responseto externalshocks.In addition,both theoryandlessonsof
experiencewith nominal anchorshaveshownthat suchpegginglosescredibility
over time andinducesboomsfollowed by inevitablebustsandcrisesepisodes.

d. Monitoring Bands

In view of the foregoingdiscussion,the suggestionby Dornbuschand Park
(1999)andWilliamson (1999a,1999band1999c)for the maintenanceof wide
bandsand,if needbe,a crawl or slideto accountfor inflation differentials,seems
to havestrongrational,i.e. a so-called‘band-basket-crawl’ or BBC rule. Sucha
systemmay be a way of tradingoff the disciplinaryandcredibility benefitsof a
peggedregimewith the flexibility of a floating one.Admittedly, the distinction
betweena peg and a bandis somewhatarbitrary. However,a peg is generally
consideredto bea bandin which themaximummovementspermissibleon either
side of the central parity are no more than 2.25 per cent (Frankel,1999; and
Mussaet al., 2000).

There remain other outstandingquestionsof significant importance.These
includetheappropriatesizeof thebandwidth(Williamsonsuggestsa +/ÿ 5 to 10
percentrange);whetherthebandsshouldbe‘soft margins’or ‘soft buffers’ such
that the governmentmay or may not interveneif the currencythreatensto fall
outsidethe pre-determinedband(i.e. no absolutecommitment);andwhetherthe
governmentshouldmakeexplicit the valuesof the bandsor this shouldbe left
more ambiguousas in the case of Singapore.The Monetary Authority of
Singapore(MAS) describesits exchangeratepolicy asfollows:

MAS managesthe Singaporedollar againsta basketof currenciesof Singapore’smain trading
partnersandcompetitors.The basketis composedof the currenciesof thosecountriesthat are
themainsourcesof importedinflation andcompetitionin exportmarkets. . . Thetrade-weighted
Singaporedollar is allowedto float within anundisclosedtargetband.Thelevelandwidth of the
bandarereviewedperiodically to ensurethat they areconsistentwith economicsfundamentals
andmarketconditions.TheMAS intervenesin theforeignexchangemarketfrom time to time to
ensurethat movementsof the . . . (Singaporedollar) exchangerate are orderly and consistent
with the exchangeratepolicy.28

The MAS seemsto have adopteda ‘monitoring band’ as opposedto a
‘crawling band’ in which thereis an obligationto defendthe edgesof the band.
Williamson (1999a)discussesthis point assomelength:

The obligation . . . (of a monitoring band). . . is insteadto avoid interveningwithin the band
(exceptin a tactical way, to preventunwarrantedvolatility). There is a presumptionthat the
authoritieswill normally interveneto discouragethe ratestrayingfar from the band,but they
havea wholeextradegreeof flexibility in decidingthe tacticsthat theywill employto achieve
this. In particular,if they decidethat marketpressuresare overwhelming,they can chooseto
allow the rate to take the strainevenif this involvesthe rategoing outsidethe band(p. 5).

28 Obtainedfrom the MAS website(www.mas.gov.sg).
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To illustrate the degreeof flexibility – critics would say, fuzziness– of the
Singaporeexchangerate policy, the MAS allowed the Singaporedollar to
depreciateby about20 percentduringtheheightof theEastAsiancrisis in mid-
1997; while more recently, it is suspectedto have intervenedheavily in the
marketto propup theSingaporedollar duringrecentbearishnessagainstregional
currenciesfollowing sharpfalls in the NASDAQ in mid-2000(StraitsTimes, 12
May, 2000).

Admittedly,thissortof monitoringbandmaybeinterpretedby someasbeingno
different from a dirty floating regime.However,in contrastto a floating regime,
with amonitoringband,thethreatof possibleinterventionby theMAS maysuffice
to reducespeculativeattacks.To quoteWilliamson (1999a)onceagain:

If the authoritieschoosenot to defend the band, is that not floating? Actually, having a
monitoringbandmaymakea differenceevenif theauthoritieschoosenot to intervene,so long
as the market knows that they can employ policy weaponswhich they might wield at some
future datein seekingto pushthe ratebackwithin the band,andthey know wherethe bandis.
This knowledgeshould make the market fearful of pushingthe rate so far as to set up the
conditionsfor a bearsqueeze(or a ‘bull squeeze’).Anotherpossiblereasonis that the market
maybelievethat theauthoritieshavechosena correctestimateof the long-runequilibrium rate
in their positioningof theband,andthis againmaydiscouragethemarketfrom pushingtherate
asfar as it would otherwisego (p. 5).29

To be sure,thereis no suggestionthat sucha bandis a panaceaagainsteach
andeveryspeculativeattack.Certainly it is not. As notedby the IMF reporton
exchangerateregimes:

(e)speciallyin the caseof emergingmarketcountrieswith substantialinvolvementon global
capitalmarkets,exchangeratebandsarevulnerableto speculativeattacksjust ascurrencypegs
are . . . Bands typically function best as regimesof policy compromisewhen there is the
readinessto adjust the central parity (or rate of crawl) in a timely mannerin responseto
changingeconomicfundamentals(Mussaet al., 2000,p. 49).

Thus,thepointof amonitoringband,or acrawlingbandwith softmargins,is that
it is a meansof having someimpact on the exchangerate without a specific
exchangerate targetwhich takesprecedenceover all otherobjectives.30

29 Theargumentfor broaderandmoreflexible bandsis that theyallow theauthoritiesthetime and
spaceto demonstratetheir commitmentto the bandboundarieswith remedialmeasuresbeforethe
boundariesarereachedandspeculatorsareoffereda one-waybet(Hallett andMa, 1995).I thanka
refereefor pointing this out. Williamson (1999a)makesa similar point is somedetail.
30 Of course,onecouldargueinsteadthatdevelopingcountriesshouldpursuefully flexible regimes
with somesort of nominal anchoror monetarypolicy operatingstrategy,usually takento be an
inflation target (Eichengreen,2001). In fact, in principle, Korea, Thailandand Indonesia,all of
which havebeenunderIMF-supportedprogrammes,aresupposedto haveadoptedmore flexible
exchangerateregimesin conjunctionwith inflation targeting.However,asEichengreen(2001)has
noted,none of them have put in place the other elementsof inflation targetingand cannotbe
classifiedasgenuineinflation targeters.In addition,given thehigh import contentof consumption
basketsin developingcountries,targetinginflation (consumerprices) is, to someextent,akin to
targetingthe nominalexchangerate.
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e. CommonCurrencyBasket?

The precedingdiscussionseemsto provide a strong casefor a monitoring
band,thoughbandwidthandrateof crawl would differ betweencountriesbased
on individual circumstancesandpreferences.But what aboutthe centralparity?
Shouldthat be similar or different acrossthe regionalcountries?

TheIMF reporton exchangerateregimes,which alsorecommendsa currency
basketregimefor the regionaleconomies,hasnotedthat:

(i)t shouldbefeasibleto takesomeaccountof commonfactorsthatarelikely to influencethese
economiesin a similar if not identical fashion. In particular, movementsin major currency
(especiallydollar/yen)exchangeratesmight be taken into accountby shifting, on a regional
basis,from exchangeratepolicies that focusheavily on the U.S. dollar to moreof a currency
basketapproach(Mussaet al., 2000,p. 59).

Thissuggestionconcealssignificantambiguityasto whethertheIMF is in favour
of a separatecurrencybasketfor individual countriesin the regionor a common
region-widebasket.However,without getting into any details, the report then
goeson to state that a ‘joint peg to a basketof major currencies. . . would
arguablybe a betterchoicethana singlecurrencypeg’ (p. 62).31

The casefor a commonregionalbasketcurrencycould possiblybe madeby
the fact that,at leastasfar astheyen’sweight is concerned,thecomputationsof
optimal pegs(basedon a simpleaverageof the studies)seemvery closeacross
countriesin the region (Table9).32 In addition,Drazen(1999)hasdevelopeda
contagionmodel which is basedon countriesbeing in an implicit or explicit
regionalcurrencyagreement.Accordingto his model,a devaluationby any one
country actsas a ‘wake up call’ to investorsin the sensethat it leadsthem to
question the commitment of other regional countries to maintain ‘club
membership’by not devaluing,giving rise to a region-widecontagiouscrisis.
This, along with the possibility of a competitivedevaluationif eachindividual
economypursuedits ownindividual currencybasket,maybeanadditionalreason
for favouring a currencybasket.As notedby Williamson (1999b),sucha joint
basketwould:

createan expectationthat . . . variationsin the exchangeratesamongthe industrial countries
would no longer havemajor impactson the relative competitivepositionsof the EastAsian
countries(p. 342).

However,as noted previously,eachindividual country must in turn distinctly
decidethe size of the bandand the extentof flexibility dependingon country

31 Otherproponentsof a commoncurrencybasketincludeDornbuschandPark(1999),Kusukawa
(1999),Ohno(1999)andWilliamson (1999band1999c).
32 It is importantto stressthatthis conclusionis basedon a simpleaverageof thevariousstudies.If
oneconsideredindividual studiessuchasBird andRajan(2000a)andIto et al. (1998),onefinds
that thereis a significantdifferencebetweenthe weightscomputedfor the Philippinepeso,on the
onehand,andthe Thai bahtandIndonesiarupiah,on the other.
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circumstances, particularly since the speedsof recovery from the crisis and
degreesof vulnerability to variousshocksarequite varied(Mussaet al., 2000).

Sucha currencybasketmay alsojustify an expansionof the previouslynoted
Chiangmai(swap) initiative by East Asian central banksto include – at least
partial – pooling of reservesto create a regional credit facility and make
transparentthe hitherto implicit exchangerate policy coordination through
unilateralperusalof de facto US dollar pegs.33 Alternatively, if sucha region-
wide basketregimeis not politically tenable,eachof the countriesmay want to
initially formulatedistinct currencybasketsandgraduallywork towardsa more
uniform or common regional currency basket, though the financial market
implicationsof thedynamicsinvolved– includingwhetherthis shouldbea stated
andtransparentpolicy – remainunclear.34

5. CONCLUDING REMARKS

Thecrisisin SoutheastAsiahasemphasised,amongotherthings,thedangersof
developingcountriespeggingtheir currenciesto the US dollar (or any single
currencyfor thatmatter).In responseto this andotherrecentcurrencycrises,the
currentmainstreamthinking on the issueappearsto be thatdevelopingcountries
shouldeschewintermediateexchangeratearrangementsin favour of the corner
solutions of either credible fixity or flexible rates. However, this prevailing
sentimentin favourof thebipolaror binaryview of exchangeratesis not without
its doubters.For instance,Bergstenetal. (1999)hasmadetheimportantpoint that:

(m)anagedfloatsdonothavetheclean,clear-cutallureof full institutionalpurity, but, in aworld
of second-bests,they areworth exploring(p. 9).

Indeed,StanleyFischer(2001)hasacknowledgedthat therearemany instances
where intermediate regimes might well be ‘more appropriate’ than corner
solutions.35 Frankel (1999) hasprovidedus with two timely reminders:(i) the

33 Kusukawa(1999) recommendsthe establishmentof a regional body to supportthe common
basketsystem,possiblysomekind of Asian MonetaryFund(AMF). SeeBird andRajan(2000b)
andChangandRajan(2001)for detaileddiscussionsof theAMF. Theimportanceof accumulating
reservesthat cover the existing stock of short-termdebt has beenemphasisedas being a key
elementof ‘self-protection’from currencycrises(Feldstein,1999).Contingentcreditfacilities from
foreign banks,including the internationalisationof domesticbankingsystems,may be seenin the
samelight, and may in fact be a superiorform of self-protection.Chilean-typecontrolsare also
beingincreasinglyviewedasan importantelementof this sort of self-protection(Bird andRajan,
2001b;andFischer,2001).
34 As a refereehaspointedout,a dangerwith regionalbasketsis thatby collectively fixing within a
bloc, the bloc may becomemoreunstablevis-à-vis the restof the world.
35 In fact,Fischer(2001)hasnotedthat thebipolarview of exchangeratesoughtto bepresentedas
a choicebetweena hardpegversusa ‘more flexible regime’ ratherthana flexible exchangerate
regime per se. The latter option implies the absenceof any explicit exchangerate target, i.e.
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‘ImpossibleTrinity or Trilogy’ doesnot on its own imply that in an increasingly
globalised world economy an intermediate regime is unviable; (ii) few
developingcountriesappearto meet the OCA criteria to make either corner
solutionanidealchoiceand‘one sizedoesnot fit all’ (alsoseeKenen,2000;and
Willett, 2001).

A greatdealhasbeenmadeof HongKong’s ability to maintainits US dollar-
basedcurrencyboardarrangementin themidstof acutebearishpressurein 1997–
98. Much lessrecognisedis the fact thatSingapore,which pursueda monitoring
bandarrangementpre-crisis,and continuesto do so post-crisis,weatheredthe
EastAsiancrisiscomparativelywell despitehavingextremelystrongdirect trade
andfinancial linkageswith mostof the crisis-hit regionaleconomies(Rajanand
Siregar,2000).36 Revealingly,Singaporewastheonly oneof theSoutheastAsian
economiesto have maintaineda genuinecurrencybasketregime pre-crisis(a
monitoringband).

A recentargumentput forward againsta ‘complicated’ intermediateregime
suchascurrencybasketswith monitoringbandsis that theyareless‘transparent’
or ‘verifiable’ by financial market participants than their ‘simple’ and
‘straightforward’ counterpartson eitherextreme(Frankelet al., 2000).While it
is true that the cornerregimescanbe moreeasilymonitored,arguablyof more
importanceto financial marketsparticipantsis the notion of ‘credibility’ rather
than ‘transparency’.37 Most informed observerswould agreethat the Monetary
Authority of Singapore(MAS) has developedand inspired a great deal of
credibility over the yearsin the managementof the country’scurrencydespitea
lack of transparencyin the actualspecificsof the currencybasketregime.38

In thisspirit, wehavearguedin thecaseof SoutheastAsia thatwhile thesoft
US dollar pegs operatedpre-crisis were sub-optimal,a more flexible peg

interventionshouldnot beframedprimarily in termsof defendinga particularexchangeratetarget.
This is completelyconsistentwith the positiontakenin this paperfor reasonsdiscussedabove.
36 While HongKong’soverallGDPdeclinedby 5 percentin 1998,Singapore’sgrowthstagnatedin
1998(0.4percent),asharpcontrastto theannualaveragegrowthof 9 percentin thefirst half of the
1990s.The primary reasonfor this difference in growth was that the nominal exchangerate
flexibility in Singaporewasableto cushionsomeof thenegativeshock,unlike HongKong where
adjustmentsin the real exchangerate had to be fully realisedvia domesticdeflation (Rajanand
Siregar,2000).
37 Frankelet al. (2000) incorrectly assumethat greaterverifiability automaticallyimplies greater
credibility. This point is stressedby Blinder (2000)andVelasco(2000).
38 Drawing on the tradeandindustrialpolicy literature,onepossibleargumentagainsta currency
basketis that‘governmentfailure’ couldexceed‘marketfailure’. If this is so,it suggeststheneedto
minimise policy discretion,therebysupportingthe move to oneof the cornerregimes.Given the
problemswith a purefloat (anykind of dirty float would be facedwith theproblemattributableto
governmentfailure), this automatically implies the institutionalisationof exchangerates. As
discussedpreviously,theonly economicallyviablehardpegfor EastAsia appearsto bea common
currency; but this is politically infeasible currently. Another dilemma worth noting is that
Singapore,which hassuccessfullymanagedits currencybasketregime,hasthe leastincentivein
the nearterm to supporta commonregionalcurrency.
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againsta diversified compositebasketof currencieswould haveenabledthe
regional countriesto better deal with the third currencyphenomenonwhich
may havecontributedto the crisis. In otherwords,the problemsin Southeast
Asia havemore to do with the natureof the peg (i.e. rigid, US dollar based)
rather than with the policy of pegging itself. More controversially,but in
recognition of the close interlinkages and mutual real and monetary
interdependenciesthatexistbetweencountriesin SoutheastAsia (andpossibly
thelargerEastAsia),acasemightevenbemadefor acommonregionalbasket,
with the yen andUS dollar eachconstitutingaroundone-thirdto two-fifths of
the regional currencybasket(the euro and other currenciesmaking up the
remainder).However, the currency basket arrangementsshould involve a
‘fairly high’ elementof flexibility rather than a single-mindeddefenceof a
particularrate.This may be bestachievedby a varianton sliding paritiesand
wider bands,the extentof which varying acrossthe countriesdependingon
individual circumstancesandpolicy preferences.
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