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1. INTRODUCTION

OLLOWING the recent financial crises in Southeast Asia and elsewhere,
fthe 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 othér.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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TABLE 1
ExchangeRateRegimesRangedalongthe Continuumfrom Most Flexible to the Strongestixed-
Rate Commitment

Type Definition
Flexible Corner
¢ Freefloating The absenceof regular/systematiinterventionin the forex market
e Managed/Dirty The absenceof a specifictargetfor the exchangerate
float

IntermediateRegimes

e Targetzone/band A marginof fluctuationaroundsomecentralrate

e Crawling peg A pre-announcegbolicy of devaluing‘a bit' eachweek

¢ Adjustablepeg Fixing the exchangeate, but without any open-endedommitmentto
resistdevaluationor revaluationin the presenceof a large balanceof
paymentsdeficit or surplus

e Basketpeg Fixing notto a singleforeigncurrencybutto aweightedaverageof other
currencies

Fixed Corner

¢ Fixed peg Commitmentto undertakevhateverforex marketinterventionneededo
maintainprevailing rate, but not necessarilyany institutional
commitmentto backthe regime

e CurrencyBoard Threedefining characteristicsfixing not just by policy but by law;
backingincreasesn the monetarybaseone-for-onewith forex reserves;
andallowing balanceof paymentsdeficits to tighten monetarypolicy
consequenthadjustingspendingautomatically

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

Source:Adoptedfrom Frankel(1999).

internationalcommunity offers — is thatin a world of freely flowing capitalthereis shrinking
scopefor countriesto occupythe middle groundof fixed but adjustablepegs.

In line with these recommendationsthe IMF data on exchange rate
arrangementsn developingcountriesrevealsa de jure trend away from soft
peg arrangementskor instance,the shareof countriesofficially classifiedas
havinga peggedexchangeate regimedroppedfrom 97 percentin 1970to just
11 percentby 1999 (Table 2). This phenomenotasbeencolourfully described
in various placesas the ‘corners hypothesis’,the ‘hypothesisof the vanishing
intermediateregime’, the ‘missingmiddle’, the ‘hollowing of the middle’ andthe
‘law of the excludedmiddle’.

This papertakesissuewith this popular— ‘one-size-fits-all’— prescriptionof
exchangerate arrangement$or developingcountriesin general.Advocatesof
corner solutions have beeninsufficiently sensitiveto the drawbacksof such
arrangementdt is wrong merely to assumethat the bestregimewill be either
flexible exchangerates or ‘super fixes’, without a proper considerationof
problemsassociatedvith eachof theseregimes.While it is understandabléhat
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TABLE 2
IMF ExchangeRate Classification

Per Centof Countriesin the Samplewhich were Classifiedby the IMF as having?

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:

@ Samplebasedl54 exchangeaate arrangerents.

Source Calvo and Reinhart(2000b).

attentionhasbeenfocusedon recentcurrencycrises thesemay point moreto the
weaknessesf peggingto one specific currencythan aboutthe weaknessesf
peggingin general.This leadsus to the specificcaseof Southeassia.

In principle, Thailandandthe otherregionalcountrieswere supposedo have
adoptedbasketpeggedregimes,with the US dollar, yen and other currencies
receiving weights consistentwith their respectivesignificance in economic
linkageswith the Southeasisian countries.However,in reality, the US dollar
hadthe overwhelmingweightdefacto (Tables3 and4), leadingMcKinnon (1999
and 2000) and Ohno (1999) to refer to EastAsia’s ‘dollar standard’and ‘soft
dollar zone’, respectively.Significantly, the Japanesgen had a weight of less
than0.1lin theaverageSoutheasfsiancurrencybasketThis wasdespitethe fact
that Japanwas the region’s largestexport market along with the US and the
region’sdominantimport source(Table 5).2 Japanwas also the region’s largest
creditor, and a substantialshareof banklending (debtflow) and externaldebt
(stock)to theregionwasdenominatedn yen(Tables6 and7). In otherwords,the
SoutheasAsian countriesmadethe mistakeof rigidly peggingto the US dollar
ratherthanin peggingmoreflexibly to a basketof currencies’

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 backgroundor the
remainderof the paper(Section3) which exploresthe casefor currencybaskets

2 The dominanceof Japarin externaltraderelationswith Southeasfsia hascoincidedwith large-
scaleinflows of Japaneséoreign directinvestment(FDI) into the region(i.e. FDI hasbeentrade
creating).

3 To be sure, Thailandand Malaysiahadvery rigid US dollar pegs,Indonesiapursueda crawling
bandarrangemen(to compensatdor inflation rate differentials betweenindonesiaand the US),
while the Philippineswas somewheren between(Rajan,1999; and Fischer,2001).

© Blackwell Publishers_td 2002



140 RAMKISHEN S. RAJAN

TABLE 3
CurrencyWeightsof Southeasisian Countries,1979-95
Frankel and Wei (1994} Kwan (1995)
Currency Us Dollar Japaneseren US Dollar Japaneseren
Indonesiarrupiah 0.95 0.16 0.99 0.00
Malaysianringgit 0.78 0.07 0.84 0.04
Philippine peso 1.07 —0.01 1.15 -0.24
Singaporedollar 0.75 0.13 0.64 0.11
Thai baht 0.91 0.05 0.82 0.11
Simple Average 0.89 0.08 0.88 0.00

Notes:
2 Basedon weekly movementsor the period Januaryl979to May 1992.
b Basedon weekly movemens for the period Januaryl991to May 1995.

TABLE 4
Southeasisian ExchangeRate Statistics,1990-96

DomesticCurrency DomesticCurrency ExchangeRate
Per $ Ratein 1990 Per $ Ratein 1996 Variability (1990-963

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:
2 Coefficient of variationfor the entire period 1990-96.

Source Calculded by the authorfrom IMF, Internatioral Financial Statistics variousyears.

TABLE 5
SoutheasiAsian Exportsand Imports, by Country and Region, 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?®
us 5.4 7.9 29.3 4.1 10.1
Japan —30.7 —-29.4 16.2 -37.1 —-20.4
Restof Asia —28.4 14.9 3.8 -0.0 4.2
Note:

@ Shareof imports plus exports;— implies deficit.

Source Calculaed from IMF, Direction of Trade Statistics variousyears.
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TABLE 6
Nationality of BanksProvidingLoansto Crisis-hitSoutheasfsian Countries 1997(percentshare)
From: Japan us Europe Other$
To:
Indonesia 38 6 44 12
Malaysia 34 5 a7 14
Philippines 13 17 60 10
Thailand 56 4 33 7
Note:

& Mainly Asia (Hong Kong in particular).

Source BIS, Maturity, Sectoraland Nationality Distribution of Internatioral Bank Lendirg, variousyears.

TABLE 7
CurrencyCompositionof Long-termDebtto East
Asia andthe Pacific, 1997 (per centshare)

Currency Share
Deutschemark 1.8
Frenchfranc 1.1
Japanesgen 20.1
Poundsterling 0.5
US dollar 57.8
Multiple currency 131
All othercurrencies 3.1

Source:World Bank (1999).

asageneralregimein its own right asopposedo beinga compromisebetween
thetwo cornersolutions.Section3 highlightsthe optimalweightof theyenin the
regionalcurrencybasketsaswell ashow sucha basketmight operate Theissue
of whetherthereis a casefor a commonor joint regionalcurrencybasketis also
discussedThe final sectionoffers a summaryand someconcludingremarks.

2. WHY NOT FLOATING REGIMES?

While the advantagesf afreefloat arewell known (Frankel,1999),countries
with flexible regimeshave experiencedexcessive’volatility over the last few
decade$. It is admittedly difficult to define what exactly is meantby the term
‘excessive’ However,areadingof theliteratureon availableempiricalstudieson

4 Of course,almostno country has maintaineda completelyfree (or pure) float, the authorities
interveningintermittently to smoothmarketfluctuations.In otherwords‘dirty floats’ — i.e. forex
marketinterventionswithout commitmentto defendany specificparity — havebeenthe norm.The
US dollar probablycomesclosestto beinga free float.
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TABLE 8
ForexMarket Activity ($ Billions): Southeasfsia versusindustrialisedCountries
Country GDP? AverageDaily Relative Siz&
Turnoverof Forex  (per cent)
Activity?
EastAsia
Indonesia 214.6 15 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 35
Switzerland 254.9 81.7 155

Notes:

2 Billions $, 1997 data;

b Billions $, asof April 1998;

¢ Averagedaily turnoverto GDP ratio.

Source Min and McDonald (1999).

exchangeatesrevealsthatevidenceof excessiveexchangeatevariability comes
in anumberof forms(Bird andRajan,2001aand2001b;andWilliamson,1999a).
Forinstancea numberof surveysof foreignexchangdforex) marketparticipants
clearly indicate that short-term/higifrequency exchangerate movementsare
causedby ‘speculative’ or ‘trend-following’ elementsrather than underlying
macroeconomicfundamentals The problem of destabilising speculation(as
opposedo the Friedmanitespeculatorsand consequenéxcessiveexchangeate
volatility appeargo be exacerbatedn developingcountries,making a flexible

regimeespeciallyunviable/unsudbleto them (Grenville and Gruen,1999). This

is particularly so since thin markets,which exist in SoutheastAsia and other
developingcountries(Table8), imply thata few transactionganleadto extreme
exchangerate fluctuations.

Evenif it were acceptedthat flexible exchangeratesoften appearto exhibit
greatervolatility in high frequencydatathanwould be warrantedby the underlying
fundamentalsyhy might suchexcessivevolatility be of concern?Recentstudies
haveprovidedevidenceof a negativeimpactof exchangeaatevolatility/uncerginty
on investment(Corbo and Cox, 1995; and Huizinga, 1994).5 To the extentthat
investment has a significant positive impact on economic growth, declining
investmentwill havean enduringadverseeffect on the quantity of real resources.
Evenin the absencef a negativeeffect on the level of investmentexchangerate

5 Corbo and Cox (1995) and othersalso find that macroeconomiancertaintyin generalhasa
deleteriousmpacton investmentAlso seethe broadliterature surveyby Serven(1997).
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variability may haveanadversdnfluenceoverthe compositionof investmentince
decisionscould be basedon disequilibriumprices.

It hasoften beenarguedthat firms and otheragentsinvolved in international
transactionscan undertake hedging operationsto shield themselvesagainst
exchangerate movements However, apartfrom the costsinvolved with such
operationsperfecthedgesnay bevery difficult to createtechnically(givenacute
revenue-costincertaintiesjAdler, 1994;andFriberg,1996).Indeed evenif they
could be created, they would entail non-negligible transaction costs, thus
divertingscarceresource$rom ‘real’ economicactivity. This is especiallytruein
the case of developing countries where rudimentary capital markets have
necessitatedising cross-hedgindgechniqueqratherthan direct hedging),which
invariably arefar costlier® Accordingto a 1992 surveyof non-financialFortune
500 corporationswhile 85 per centof the respondentbiedgedonly 22 per cent
hedgedully. Not surprisingly,mostof therespondentsvhich did not hedgewere
smallerfirms averaginguS$2billion in capital (Felix and Sau,1996; and Felix,
1996). It is important to keep in mind that such small and medium-sized
enterpriseslominatethe economiclandscapen developingcountries.

Frankeland Wei (1994) have undertakera cross-sectionastudy of bilateral
trade. They find that bilateral exchangerate variability looks to have had a
statisticallyand economicallysignificant negativeeffect on tradebetween1960
and1985,thoughtheimpact— botheconomicandstatistical- hasbeennegligible
between 1985 and 1990/ Wei (1999) provides new empirical evidence
suggestingthat exchangerate volatility has had a detrimentaleffect on trade
betweenpairs of countriesto a much larger extentthan suggestedy previous
studiesMore generally,in acomprehensig surveyof the literatureon theimpact
of exchangerate volatility on tradeflows, McKenzie (1999) concludesthat the
recent empirical studies have had ‘greater successin deriving a statistically
significantrelationshipbetweenvolatility andtrade’(p. 100).CalvoandReinhart
(2000a)review a morelimited setof suchstudiesanddraw a similar conclusion.
Anotherrecentsetof empiricsby Andrew Rosebasedon gravity modelsusing
both cross-sectionahnd time-seriesdatasuggestsnstitutionally fixed exchange
regimes (i.e. common currency, currency boardsor dollarisation) stimulates
trade,whichin turn boostsincome(seeFrankelandRose,2001;Glick andRose,

5 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(and pattern)of tradeintegration.That in itself suggests
somebasketarrangementratherthan an overtightunilateralpeg or floating.

7 On balance, these earlier time-seriesstudiesseemto have found an insignificant effect of
exchangeate uncertaintyon trade (seethe synopsisof the literatureby Willett, 1986).
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2001;and Rose,2000). As is commonknowledge,suchan argumentwas used
extensivelyby proponentof the EuropeanMonetaryUnion (EMU).

Flexible exchangeratesmay alsobe associatedvith currencymisalignments,
with accompanyingcostsin terms of resourcemisallocationand detrimental
effects on economicgrowth. Cooper (1999) nicely summariseghe preceding
discussiorasfollows:

The core problem is that for economieswith imperfectly developedfinancial marketsthe
exchangerate is the mostimportant assetprice, and it will be jerked aroundby changesn
portfolio sentimentsBut for anopeneconomythe exchangeateis alsothe mostimportantprice
in the marketfor goodsand services.Jumpingassetprices can badly disrupt the marketson
which the economicwell-beingof the majority of residentddepends. .. (1)t is anopenquestion
whethera broad,diversifiedfinancial marketbasedon the domesticcurrencycandevelopunder
floating exchangerates. .. The unwelcomeconclusionthat flows from this discussionis that
free movementsof capital and floating exchangeratesare basicallyincompatible,exceptfor
large and diversified economieswith well-developedand sophisticatedinancial markets(pp.

111-12).

Notwithstandingthe recentweaknesf the Australiandollar? its successful
experiencewith a floating arrangementparticularlyin termsof withstandingthe
EastAsian crisis, hasoften beencited as evidenceof the ‘superiority’ of sucha
regime,andhasbeenprescribecaspanacedor otherdevelopingSoutheasAsian
countries However,suchan advocacydoesnot pay dueconsideratiorio the fact
thatthereareimportantstructuraldifferencesetweerindustrialcountriessuchas
Australia, on the one hand, and developingcountries,on the other (Krugman,
1999).Forinstancecountrieslike Australiaandthe US havewell-developedand
diversifiedfinancial systemghatareableto minimisereal sectordisruptionsdue
to transitory exchangerate variations (abstractingfrom the resourceallocation
costsof misalignmentsotedabove).Most importantly, industrial countriesare
ableto borrowoverseasn their domesticcurrenciesMany developingcountries
areunableto do so, leadingto accumulationof foreign currencydebtliabilities
that are primarily dollar denominatedand unhedged(i.e. ‘liability dollarisa-
tion’).° In such countries, sharp depreciationsin their currenciesalter the
domesticcurrencyvalue of their externaldebtandthereforethe networth of the
economieswith calamitousreal sectoreffects(so-calledbalancesheet’effects).

8 The Australiandollar haslost half its US dollar value betweenthe end of 1996 and early 2001.
The Economist(29 April, 2000, p. 84) discusseseasonsehindthis.

® This hascometo bereferredto asthe ‘original sin’ hypothesisa termattributedto Hausmanr{1999)
andHausmanret al. (2000).1t is unclearwhy many developingcountriesare unableto borrow long-
term in their own currencies.McLean and Shreshta(2001) explore this issue using a case-study
approachinvolving Australia, New Zealandand South Africa, all small and open economiesthat
borrowinternationallyin domesticcurrenciesThey concludethatcountrieswvheredomestidong-term
governmentdebtis widely held by residentsare more likely to convincenon-resident$o hold debt
denominatedn local currenciesThey further suggesthat the developmenbf the Eurobondmarkets
for debt denominatedn Australiandollars, New Zealanddollars and the South African rand were
instrumentalin fortifying internationalaccesgo domesticcurrencydenominatediebt.
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This in turn may be an explanationfor the ‘fear of floating’ by manydeveloping
countriesdiscussedn Section4 (Calvo and Reinhart,2000aand 2000b; and
Hausmanret al., 2000)*°

3. WHY NOT IRREVOCABLY FIXED EXCHANGE REGIMES?

In view of all of this, manyobserversvould concurwith Williamson’s (1999c)
conclusionabouta floating regime:
(It) is notthe option| would recommendbecaus®f my doubtsasto whether.. . (such)aregime

... is consistenwith the restorationof the sustainechigh ratesof growththatwere experienced
by EastAsia beforethe crisis (p. 1).

Consequety, therehasbeengrowing enthusiasnfor the othercornersolutionof
an irrevocably fixed regime. Such a hard peg, it is argued, signals greater
commitmentto rule out arbitraryexchangeateadjustmentgi.e. ‘escapeclauses’
cannot be invoked) and the authorities’ willingness to subordinatedomestic
policy objectivessuchas outputand employmentgrowth to the maintenancef
the peggedexchangerate. The remainderof this sectionbriefly toucheson the
potential problemsof the three superfixes of a currencyboard arrangement,
dollarisationand a regional monetaryunion as possibleexchangerate policy
optionsfor Southeasfsia.

a. CurrencyBoards

The durability of the Hong Kong and Argentinecurrencyboardsin the face of
acutespeculativepressuredn the 1990sappeargo haveconvincedsomeobservers
of thevirtuesof sucharegimefor anumberof developingcountriesjncludingthose
in SoutheasAsia. In fact, the AsianMonetaryMonitor (July—August,1994,pp. 1-
10) did suggestsucha regimefor the regional countriespre-crisis,and Indonesia
toyedwith the ideaof this sort of arrangementluring the early part of 1998*

Neverthelessit is generally recognisedthat a currency board arrangemehn
requireghe satisfactiorof anumberof preconditiongFrankel,1999),includinga
strongand durabledomesticfinancial systemthat is able to withstandpossible
interestrate hikes on a sustainedasisat times whenthe domesticcurrencyis
underselling pressureFailing this, currencycrisis vulnerability might merelybe
transformedo financialsectorvulnerability (this pointis formalisedby Changand

10 | fact, theseeffectswere at leastpart of the reasonwhy initial crisis-induceddevaluationsin
thesecountrieshave beencontractionaryrather than expansionaryHausmanret al., 2000; and
Rajan,2001aand 2001b).

11 SeeCulpetal. (1999)in defenceof the casefor a currencyboardin IndonesizandSpiegel(1998)
for the caseagainst.
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Velasco,1998).To the extentthat the bankingsystemsn the regionalcountries
havebeendecimatedy thecrisis,andthe proces®f financial sectorrestructuring
—while havingprogressedubstantially-is far from complete the currencyboard
arrangementalternative appearsto be infeasible over the near and medium
terms*? Thisis particularlysincethelenderof lastresortfunctionof acentralbank
is eliminatedby theintroductionof a currencyboard,in turnimplying the needfor
a strong,well-capitalisedandwell-supervisedlomesticfinancial systemto bein
place!® Thereis also the questionof whetherthe regional countrieshave the
degreeof labourmarketandinternalflexibility —asin the caseof HongKong, for
instance— to makesucha superfix viable. In addition, it is revealingthat both
Hong Kong and Argentinathemselveshave,in recenttimes, beenenthusiastic
proponent®f exploringmovestowardsalternativehardpegarrangementby their
respectiveregions — dollarisation in the caseof Latin America; East Asian
monetarycooperatioror atleastcoordinationin the caseof HongKong. Cynicsof
currencyboardarrangementiaveinterpretedthis asthe two economiedooking
for viable exit strategiedrom their respectivecurrencyboardarrangements.

b. Dollarisation

In view of the limitations of the extremesof flexible and currency board
arrangementsomeobserverdiavereachedhe conclusionthata single,regional
currencyzonemay be the mostattractiveoption for small and openeconomies.
This entails an entire region adoptinganothercountry’s currency(like the US

12 For detaileddescriptionf thefinancialrestructuringorogrammesn theregion,seeBalino etal.

(1999) and Rajan (2001b). An important componentof financial restructuringinvolves the
internationalisationof the financial sector,which is at least conceptuallydifferent from capital
accountderegulation(seeBird and Rajan,2001b).

13 Of course this lossof a domesticlenderof last resortfunction may be partly compensatedor

throughholding of excesgeserveqover andabovethe domesticmonetarybase)asin the caseof

Hong Kong, or obtaining accesso foreign credit line asin the caseof Argentina.The point is

sometimesmadethat the preconditionsare not necessaryfor the implementationof a currency
boardor dollarisation(which overlapconsiderably)No doubtthat dollarisationor currencyboard
arrangementsanbeimplementedprior to reforms;the key questionis, whataretheimplicationsof

doingso (Eichengreen2000)?It is usefulto keepin mind thatthefailure to pay sufficientattention
to the pre-conditionsfor successfufinancial liberalisationhasbeenamongthe main reasondor

financial crisesin developingcountries.Eichengreen(2000) providesa detailed review of the
dollarisationliteratureanddiscusseshe preconditionsneededat somelength. Pointingto the case
of Argentina,he notes:

a long seriesof policy reforms(were) pursuedfor a decade at the end of which dollarization
servesto lock in fundamentakeform by makingit virtually impossiblefor the governmento

revertto its badinflationary ways.. .. They castdoubtson assertionghat thoseotherreforms
will necessariljollow from the decisionto dollarize. Theymight, butif theydon’t the downside
risks are considerableUnlike 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-stakeggamble(pp. 23-4).
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dollar) asits own or establishinganentirelynewone.CalvoandReinhart(2001c)
and Hausmann(1999) have arguedthat developingcountriesin Latin America
shouldform a monetaryunion with the US, or more specifically, they oughtto
abandon their respective national currenciesin favour of the US dollar
(dollarisation)

While sucha policy may havesomemeritin Latin America(thoughevenhere
there are a number of scepticssuch as Hale, 1999, and Willett, 2001), the
relatively low levels of dollarisationin SoutheastAsia (comparedwith Latin
America),ontheonehand,andthe economicdly 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’* An importantlessorfrom the EastAsiancrisis of 1997-98s thatif they
hadgiven greaterweightto the yenwhenmanagingheir currenciestherewould
havebeenlower degreef regionalreal exchangeate overvaluatios following
the nearly 50 per centnominal appreciationof the US dollar relative to the yen
betweenJunel995to April 1997 (which in turn led to arisein the value of the
regional currenciesrelative to the yen!® For instance,in the caseof Thailand,
which was the ‘crisis trigger country’, various studieshave suggestedhat the
Thai baht's pre-crisis real effective exchangerate (REER) was misaligned
(‘overvalud’) by anywherebetweenll and30 percentrelativeto somemeasure
of ‘equilibrium’ real exchangerate (Montiel, 1999; and Rajan, 2001a).
Institutionalistion of the dollar pegs (via a currency board or dollarisation)
would not have helpeddomesticeconomicperformanceto the extentthat the
problemwas, at leastpartly, one of lossof competitiveness.

Consistentwith this, a recent study of exports by about 100 developing
countriesto the US, JaparandEuropeoverthe period1983—-92concludeghatthe
more flexible the exchangerate regimesthe better the export performance
(NilssonandNilsson,2000).However,countriespeggingto a compositegroupof
currenciesdo not appearto have weaker performancethan countries with
independetty floating regimes (data basedon official IMF classification of
exchangerate arrangementsi.e. de jure rather than de facto exchangerate
regimes,is used).

In the final analysis, regardlessof the economic arguments,very few
countriesappeamwilling to unilaterallyabandorthe domesticcurrencyfor that

14 The relative merits of dollarisationover a currencyboardare not discussechere (seeBerg and
Borensztein2000; Frankel,1999; and Frankelet al., 2000). Suffice it to note herethat the major
advantageof dollarisationis a reductionin currency(and possibly even country) risk premium,
thereforeoffering lower domesticinterestrates,as well as elimination of concernsregardingthe
sustainabilityof the domesticcurrencypeg (i.e. no escapeclause).The major disadvantageof
movingfrom a currencyboardarrangemento dollarisationis thelossof seigniorageconstrainton
liquidity managementaswell asthe transitioncosts.

15 McKinnon (1999 and 2000) refersto the yen/USdollar exchangerate asthe ‘loose cannon’in
EastAsia pre-crisis.
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of anothercountry;nationalcurrenciesareoftenseernasa signof independence
and self-determinationThe political unpalatabilityof this policy, alongwith
the above-notegolicy constrictionsof a currencyboard,thereforeappeargo
leaveonly the third hard peg of a commonregionalcurrencyasa practicable
alternative.ls it?

c. CurrencyUnion

Having experiencedhe turbulenceof the regionalcrisis againstthe backdropof
the successfuintroductionof a singleEuropearcurrency leadersof the Association
of SoutheasiAsian Nations(ASEAN) agreedto studythe feasibility of a common
ASEAN currencysysten-® Therehasbeenmuch populardiscussiorin the region
aboutthe economicand political possibility and desirability of forming a larger
Asian Monetary Union (AMU) akin to the EuropeanMonetary Union (EMU).Y’
From an economicstandpoint Eichengreerand Bayoumi(1999aand 1999b)have
concludedhat EastAsiamaybeascloseto — or rather,asfar awayfrom — beingan
optimumcurrencyarea(OCA) asWesternEurope®® This conclusionis basedon an
OCA index that takesinto accountthe costsassociatedvith asymmetricregion-
wide shocksas well asthe benefitsfrom stabilising exchangerateswith trading
partners-® More informally, but in similar vein, the IMF’'s Managing Director,
Horst Kohler (2001), hasnoted:

trading patternsand geographydo makeit reasonabldo think of the creationof an internal

marketin Asia asa possible future stagein regionalcooperationAnd why shouldthis notbe a
basisfor greatermonetaryintegration... ? (p. 4)

Thereare at leasttwo importantdifferencesbetweenASEAN/East Asia and
Europe. First, any form of regional monetary union requiresthat there be
compensatindiscal transferdrom thericherto lesswell off statesn theabsence
of sufficiently frictionlessintra-regionallabour mobility. In the caseof Europe,
the extentof suchtransfersis quite significantin per capitatermsof the poorer
states but fairly low in absolutetermsas the richer statesin Europeare much
largerthanthe poorerones(EichengreemndBayoumi,1999aand1999b)?° This

16 Announcedas part of the latestASEAN summitmeetingin Hanoi andincludedin the ‘Hanoi

Planof Action’ (BusinessTimes Singapore 15 December,1998).

17 Seefor instancethe StraitsTimes Singaporg11 January1999and4 October,1998)andCurtis
1998).

58 Similarly, Rockoff (2000) hasemphasisedhat the US could be saidto havebeenan OCA only

aroundthe 1930s.SeeKenen(2000)for a recentdiscussiorof the OCA theory.

19|n any caseiit is possiblethat OCA criteria may be at leastpartly endogenoussuggestinghat

someunionsmay be more justifiable ex postratherthan ex ante (Frankeland Rose,1998).

20 A refereehascautionecthatit is an openquestionasto how effective,importantor appropriate

thesefiscal transfershavebeento the poorerstatesin Europe.We do not pursuethis issuehere,

only noting thatthe issueof division of fiscal transferss a growing sourceof sometensionin the

Eurozoneareawith the expansionof the EMU to poorerEasternEuropearstates.
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is in contrasto ASEAN wherethe poorerregionalmemberslsohapperto bethe
largestones(IndonesiaversusSingapore).

Secondthe Europearexperiencéhasemphasisethe needfor strongpolitical
will andconsensutowardssucha policy goal.Indeed somelike Goodhar{1995)
dispute the relevanceof economiccriteria altogether,claiming that political
consideratiordominateformation of currencyareas.Sucha political consensus,
while possiblygraduallyemergingn SoutheasandthelargerEastAsianregions,
is still far off from being universal.To be sure,‘vision statementsby regional
leaderdor a currencyunion,while havingbecomamorecommonsincethecrisis,
has hitherto not been backedup by any seriousdiscussionon the type of
institutionalstructuresor formal mechanismanddecision-makindodiesneeded
for suchregionaleconomicintegrationof monetaryandexchangeate policiesto
be a succesgsuchasanindependentegion-widecentralbank,a systemof inter-
regional fiscal transfers, measuresto ensure European-typemacroeconomic
convergene, andthelike). Eichengreerand Bayoumi(1999b)havenoted:

thereis little sign,comparabldo the evidencewhich hasexistedin Europefor nearly50 years,

of awillingnessto subordinatenationalprerogativedo somelargerregionalentity, Thereis no

wider web of interlockingarrangementssin the EU, which would be put at risk by a failure to
follow throughon promisesof monetaryand financial cooperation(p. 11)

Thus,Kenen’s(2000) generalconclusionthat solving the problemsof govern-
anceandaccountabilityneededo form acurrencyunionmaybefar tooherculeara
taskfor mostothergroupsof countriesoutsideEurope appeargspeciallypertinent
to SoutheasAsia andthe larger EastAsianregionin the foreseeablduture.

4. THE INTERMEDIATE RANGE RECONSIDERED

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

a. RevealedPreference®f SoutheasiAsian Central Banks

The Malaysiancaseis the moststraightforwardthe governmentavingfixed
the Malaysianringitt (RM) relativeto theUS dollaron 1 September1998(atRM

21 |n addition,substantiansymmetriesn the sizesandlevelsandstagesof economicdevelopment
of the countriesin EastAsia, on the onehand,andthe de facto policy of strict non-interventionn
oneanother'saffairs (economicandparticularlypolitical), onthe other,makest extremelydifficult
to envisagethe successfulintroduction of ‘tie-in’ clausesto createpunishmentmechanismgo
ensureconformity of economicpoliciesasdonein Europe.
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FIGURE 1
Bilateral ExchangeRatesRelativeto US Dollar (Jan-97= 100),1991-2001
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3.80 per US$) while simultaneousl imposing capital accountrestraints.More
interestingand complicatedare the exchangerate choicesof the other regional
countrieslt is commonlybelievedthat IndonesiaPhilippinesand Thailandhave
maintaineda float following their respectivecurrencydevaluationsn mid and
late 1998, see footnote 30). In actuality though, after a short flirtation with
floating following the initial breakdownof currency pegsin mid-1997, the
regional monetary authorities have appearedto have reverted to heavy
managemenof their currenciesto ensuresomedegreeof stability vis-avis the
US dollar. To be sure, there has certainly beena generalisedmove towards
greater exchangerate flexibility during the post-crisis period (Figure 1).
However,while the Malaysiancapitalcontrolshaveallowedfor the simultaneous
maintenane of monetary autonomy and a fixed regime (by breaking the
‘Impossibility Trilemma or Trilogy’), the other countrieshave dependedon a
combination of activist interestrate policy and forex market intervention to
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ensurerelative exchangerate stability >> Consequentlythey have experienced
sharp gyrations in monetary variables and international reserves(Calvo and
Reinhart,2000aand2000b;andMcKinnon, 1999and2000).Somecountriedike
Thailandhavealsotakenstepsto curb currencyspeculationMehta, 2001).

More evidenceof this retreatawayfrom freefloating is seenby therapidbuild up
of foreignexchangeaeservesn theregionsince1997(Rajan,2001b),andefforts by
thesecountriesto further buttressavailable resourceghroughregionalinitiatives
suchas the recently agreed-uporswap arrangemenamong East Asian countries
(SoutheasAsian countriesplus JapanKoreaandChina). This agreement dubbed
the ‘Chiangmailnitiative’ — allows the countriesto swaptheir own currenciesfor
cashin a region-widerepurchaseschemeg(Changand Rajan,2001).

More generally, countries that proclaim themselvesas having flexible
exchangerates in fact have ‘soft pegs’ with monetary authorities actively
managingheir currenciesin otherwords,thereis anacuteandwidespreadfear
of floating’ amongdevelopingand evensomedevelopedcountries.Floating in
developingcountriesin generalhasbeenlimited to shorttime spangmmediately
following a currencycrisis (asin the caseof Southeasf\sia) or hyperinflatonary
episodegCalvoandReinhart,2000aand2000b).Thus,the official exchangeate
classificationby IMF (notedin Table2), which suggests sharptrendawayfrom
the intermediatearrangementgnon-crediblepegs)towardsfloating regimesin
particular,is highly misleading.

b. The Casefor CurrencyBasketRegimes

Consistenwith the precedingdiscussionthe recentIMF reporton exchange
rate regimeshasrightly cautionedthat:

Thereis animportantdangerhowever,in slipping backinto defacto peggingof exchangeates

againsthe US dollar. While this may be sustainabldéor someconsiderablgeriod,this maywell

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 longerterm be
prescribedor the SoutheasfAsian economies.

In a world of generalisedloating amongmajor currencies the mostfeasible
and desirable alternative for developing countriesin SoutheastAsia in the
relatively near term may be a genuine currency basket arrangement® By
pursuing such an arrangement,the countries may be able to cushion its

22 For balancedand comprehensivaliscussionf the Malaysiancapital controlsseeAthukorala
gZOOO) and Kaplanand Rodrik (2001).

3 Of coursejf themajorcurrenciegUS dollar, Japanesgenandeuro)aremanagedvithin certain
targetzonesassometimesuggestedherewould belittle differencebetweenra singlecurrencyand
multicurrencyor basketcurrencyarrangement.
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TABLE 9
ComparingOptimal Weightsof the Japanes&en in Southeas®sian CurrencyBaskets

Indonesian Malaysian Philippine Thai

Rupiah Ringgit Peso Baht
Bénassy-Quee (1999) 0.30 0.21 0.23 0.29
Ito etal. (1998} 0.56 n.a. 0.72 0.52
Eiji (1999) 0.45 0.40 0.40 0.40
Bird and Rajan(2000a§ 0.59 0.46 0.35 0.59
Kusukawa(1999) 0.39 0.36 0.31 0.40
Kusukawa(1999F° 0.32 0.32 0.32 0.32
Williamson (1999b¥ 0.33 0.33 0.33 0.33
Simple Average 0.42 0.35 0.38 0.41

Notes:

@ Basedon the simple averageof statedranges.

b Basedon a commonbasketwhich includesthe four Southeastsian countriesplus Singapore SouthKorea,
Singapre, P.R.C.China,Hong Kong and Taiwan.

Source Compiled by the author.

vulnerability to fluctuationsin the currenciesof its majoreconomicpartnersthus
limiting variationsin the effective exchangerates®® In this light, it is revealing
that Singaporewhich was leastimpactedby the crisis (despitebeing the most
open economy),was the only SoutheastAsian economyto have pursueda
genuinebasketpeg (Table 3) (the Singaporecaseis describedbriefly in the
concludingsection;also seeRajanand Siregar,2000).

There have beena numberof recentstudiesattemptingto measureoptimal
currencybasketsn SoutheasAsia. As discussegbreviously,thereis goodreason
to believethat the Japanesgen wassignificantly underweightin the basketsof
the crisis-hit SoutheastAsian countries.This is confirmed by Table 9, which
summariseshe estimatesderivedby the variousstudiesof the yen's weightin
optimal basketdor the regionalcurrenciesTo be sure,a simple averageof the
variousstudiesrevealsthe optimal weight of the Japanesgento bein therange
of betweer0.3and0.4, the remaindebeingdivided betweenthe US dollar, euro
and/orregional currencies(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
methodologis and assumptionsisedin 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 issuesyviz. the degreeof fixity of the currencybasketregime,
andthe possibility of a commonor joint regionalcurrencybasketregime.

24 Or, asarefereeputsit ‘a basket. .. minimisesvolatility sincevariances .. arequadraticin the
distancefrom the componenbilateral rates.’
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c. Rigid or Flexible?

A priori, thereareat leastfour obviousreasonghatunderliea preferencdor a
greaterdegreeof exchangeateflexibility (thoughnotaflexible regimepersefor
reasonsalready highlighted). First, the greaterthe degreeof flexibility of the
exchangerate regime, the keener the incentives for agentsto undertake
appropriateforex risk managementechniquesn responsdo the higherelement
of exchangeaterisk, while simultaneouslyreducingthe extentof moral hazard
which could lead to ‘excessive’ unhedgedexternal borrowing (World Bank,
1999)%° Secondthe introductionof thesetransactionsostsand exchangerate
risks may also help moderatethe extent of capital inflows, consequently
dampeningthe intensity of boom and bust cycles. Third, small and open
economiegremuchmoresusceptibldo largeexternalshocks suchaschangesn
foreign interestrates, terms of trade, regional contagioneffects and the like.
Receivedheorytells usthata greaterdegreeof exchangeateflexibility is called
for in the presencef foreign or domesticreal shocks?® Fourth,manyof the East
Asian economieshavediversified trade structuregdependentn the US, Japan,
Europe and intra-Asian trade). OCA criteria suggestthat such economiesare
goodcandidateso maintainmoreflexible regimesFifth, bankstendto dominate
the financial systemsn the region, and the credit transmissiorchannelplays a
significantrole in thesecountries.Calvo (1999) hasshownthat, ceterisparibus
the operationof this creditchannewhich affectsthe IS curvedirectly andactsas
arealshockf’ couldtilt thebalancen favourof greaterexchangeateflexibility.

It is sometimesuggestethatarigid baskefpegmayoperateasa nominalanchor
for monetarypolicy andbeaway of introducingsomedegreeof financial discipline
domesticaly andbreakinginflationaryinertia(Bird andRajan,2000a;andEdwards,
1993). Thus, a multicountry study of 136 countries over the period 1960-89
conductedby Ghoshet al. (1995) found inflation ratesgenerallytendto be lower
and more volatile under more flexible regimes(thougheconomicgrowth is less
volatile). An IMF (1997)studyof developingcountriesin the mid-1990sreachesa
broadly similar conclusion.However,apartfrom the previously noted problemof
usingofficial IMF statisticson exchangeaatearrangementghe aboveconclusionis
contestedy Glick etal. (1999).Theyarguethatpoliciesof peggingexchangeaates
in EastAsiawereof little benefitin termsof actingasa counter-inflatonarydevice,
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 exchangeatebubble’.

26 This conventionalwisdom remainsintact evenwith the introduction of liability dollarisation
balancesheeteffects(Cespedegt al., 2000).

27 With the inclusion of the credit transmissionchannelin the textbook IS-LM framework,
BernankeandBlinder (1988) haverenamedhe IS curvethe CC curve (‘commoditiesandcredit’).
Spiegel(1995)considersan openeconomyextensiorof the Bernanke-Blindeframework(i.e. CC-
LM-BP). Rajanand Sugema(1999) apply the frameworkto EastAsia.
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nominal anchorsmay have acted as a liability as it preventedthe necessary
adjustmentsn responsdo externalshocks.In addition, both theory andlessonsof
experiencewith nominal anchorshave shownthat such pegginglosescredibility
over time andinducesboomsfollowed by inevitable bustsand crisesepisodes.

d. Monitoring Bands

In view of the foregoingdiscussionthe suggestiorby Dornbuschand Park
(1999) and Williamson (1999a,1999band 1999c)for the maintenancef wide
bandsand,if needbe,acrawl or slideto accountfor inflation differentials,seems
to havestrongrational,i.e. a so-called'band-basket-crawlor BBC rule. Sucha
systemmay be a way of trading off the disciplinaryandcredibility benefitsof a
peggedregimewith the flexibility of a floating one. Admittedly, the distinction
betweena pegand a bandis somewhatarbitrary. However,a pegis generally
consideredo be a bandin which the maximummovementgpermissibleon 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
includethe appropriatesize of the bandwidth(Williamson suggesta +/— 5to 10
percentrange);whetherthe bandsshouldbe ‘soft margins’or ‘soft buffers’ such
that the governmentmay or may not interveneif the currencythreatengo fall
outsidethe pre-determinedband(i.e. no absolutecommitment);andwhetherthe
governmentshould make explicit the valuesof the bandsor this shouldbe left
more ambiguousas in the case of Singapore.The Monetary Authority of
Singaporg(MAS) describests exchangerate policy asfollows:

MAS manageghe Singaporedollar againsta basketof currenciesof Singapore’amaintrading

partnersand competitors.The basketis composedf the currenciesof thosecountriesthat are

themainsourceof importedinflation andcompetitionin exportmarkets. .. Thetrade-weighted

Singaporedollar is allowedto float within anundisclosedargetband.Thelevel andwidth of the

bandarereviewedperiodicallyto ensurethat they are consistentvith economicfundamentals

andmarketconditions.The MAS intervenesn theforeignexchangamarketfrom time to time to

ensurethat movementsf the ... (Singaporedollar) exchangerate are orderly and consistent
with the exchangeate policy.®

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

The obligation ... (of a monitoring band)... is insteadto avoid interveningwithin the band
(exceptin a tactical way, to preventunwarrantedvolatility). Thereis a presumptionthat the
authoritieswill normally interveneto discouragethe rate strayingfar from the band,but they
havea whole extradegreeof flexibility in decidingthe tacticsthattheywill employto achieve
this. In particular,if they decidethat marketpressuresre overwhelming,they can chooseto
allow the rate to take the strainevenif this involvesthe rate going 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
depreciatéoy about20 percentduring the heightof the EastAsian crisisin mid-
1997; while more recently, it is suspectedo have intervenedheavily in the
marketto prop up the Singaporedollar duringrecentbearishnesagainstregional
currenciedollowing sharpfalls in the NASDAQ in mid-2000(Straits Times 12
May, 2000).

Admittedly, this sortof monitoringbandmaybeinterpretedby someasbeingno
differentfrom a dirty floating regime.However,in contrastto a floating regime,
with amonitoringband thethreatof possibleinterventionby the MAS maysuffice
to reducespeculativeattacks.To quoteWilliamson (1999a)onceagain:

If the authoritieschoosenot to defendthe band, is that not floating? Actually, having a

monitoringbandmay makea differenceevenif the authoritieschoosenot to intervene solong

as the marketknows that they can employ policy weaponswhich they might wield at some
future datein seekingto pushthe rate backwithin the band,andthey know wherethe bandis.

This knowledgeshould make the market fearful of pushingthe rate so far asto setup the

conditionsfor a bearsqueezdgor a ‘bull squeeze’)Anotherpossiblereasonis that the market

may believethatthe authoritieshavechosena correctestimateof the long-runequilibriumrate

in their positioningof the band,andthis againmay discouragehe marketfrom pushingtherate
asfar asit would otherwisego (p. 5).>°

To be sure,thereis no suggestiorthat sucha bandis a panaceagainsteach
and every speculativeattack.Certainlyit is not. As notedby the IMF reporton
exchangeate regimes:

(e)speciallyin the caseof emergingmarketcountrieswith substantialinvolvementon global

capitalmarkets exchangeate bandsarevulnerableto speculativeattacksjust ascurrencypegs

are ... Bandstypically function best as regimesof policy compromisewhen there is the

readinessto adjustthe central parity (or rate of crawl) in a timely mannerin responseto
changingeconomicfundamentalgMussaet al., 2000, p. 49).

Thus,the point of amonitoringband,or a crawlingbandwith soft margins,is that
it is a meansof having someimpact on the exchangerate without a specific
exchangeate targetwhich takesprecedencever all other objectives>®

2% The argumentfor broaderandmoreflexible bandsis thatthey allow the authoritiesthe time and
spaceto demonstrateheir commitmentto the bandboundariesvith remedialmeasuredeforethe

boundariesarereachedandspeculatorare offereda one-waybet (Hallett andMa, 1995).1 thanka

refereefor pointing this out. Williamson (1999a)makesa similar point is somedetail.

30 Of course pnecouldargueinsteadthatdevelopingcountriesshouldpursuefully flexible regimes
with somesort of nominal anchoror monetarypolicy operatingstrategy,usually takento be an

inflation target (Eichengreen2001). In fact, in principle, Korea, Thailand and Indonesia,all of

which have beenunderIMF-supportedprogrammesare supposedo have adoptedmore flexible

exchangeateregimesin conjunctionwith inflation targeting.However,asEichengreer{2001)has
noted, none of them have put in place the other elementsof inflation targetingand cannotbe

classifiedasgenuineinflation targetersin addition,giventhe high import contentof consumption
basketsin developingcountries,targetinginflation (consumermprices)is, to someextent, akin to

targetingthe nominal exchangerate.
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e. CommonCurrencyBasket?

The precedingdiscussionseemsto provide a strong casefor a monitoring
band,thoughbandwidthandrate of crawl would differ betweencountriesbased
on individual circumstancesind preferencesBut what aboutthe central parity?
Shouldthat be similar or different acrossthe regionalcountries?

The IMF reporton exchangeateregimeswhich alsorecommends currency
basketregimefor the regionaleconomieshasnotedthat:

()t shouldbefeasibleto takesomeaccountof commonfactorsthatarelikely to influencethese

economiesin a similar if not identical fashion. In particular, movementsin major currency

(especiallydollar/yen) exchangeratesmight be takeninto accountby shifting, on a regional

basis,from exchangeate policiesthat focus heavily on the U.S. dollar to more of a currency
basketapproach(Mussaet al., 2000, p. 59).

This suggestiorconcealssignificantambiguityasto whetherthe IMF is in favour
of a separateurrencybasketfor individual countriesin the regionor acommon
region-wide basket.However, without getting into any details, the report then
goeson to statethat a ‘joint pegto a basketof major currencies... would
arguablybe a betterchoicethana single currencypeg’ (p. 62)3*

The casefor a commonregionalbasketcurrencycould possiblybe madeby
thefactthat, at leastasfar asthe yen'sweightis concernedthe computationf
optimal pegs(basedon a simple averageof the studies)seemvery closeacross
countriesin the region (Table 9).22 In addition, Drazen(1999) hasdevelopeda
contagionmodel which is basedon countriesbeing in an implicit or explicit
regionalcurrencyagreementAccordingto his model,a devaluationby any one
country actsas a ‘wake up call’ to investorsin the sensethat it leadsthemto
question the commitment of other regional countries to maintain ‘club
membership’by not devaluing,giving rise to a region-wide contagiouscrisis.
This, along with the possibility of a competitivedevaluationif eachindividual
economypursuedts ownindividual currencybasketmaybeanadditionalreason
for favouring a currencybasket.As noted by Williamson (1999b),sucha joint
basketwould:

createan expectationthat . .. variationsin the exchangeratesamongthe industrial countries

would no longer have major impactson the relative competitive positionsof the EastAsian
countries(p. 342).

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

31 Otherproponentof a commoncurrencybasketinclude Dornbuschand Park (1999), Kusukawa
g1999), 0Ohno (1999) and Williamson (1999band 1999c).

2 It is importantto stressthatthis conclusionis basecbn a simpleaverageof the variousstudies If
one consideredndividual studiessuchasBird and Rajan(2000a)andIto et al. (1998),onefinds
thatthereis a significantdifferencebetweenthe weightscomputedfor the Philippine peso,on the
one hand,andthe Thai bahtand Indonesiarupiah, on the other.
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circumstancespatrticularly since the speedsof recovery from the crisis and
degreesf vulnerability to variousshocksare quite varied (Mussaet al., 2000).

Sucha currencybasketmay alsojustify an expansiorof 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
unilateral perusalof de facto US dollar pegs>® Alternatively, if sucha region-
wide basketregimeis not politically tenable ,eachof the countriesmay wantto
initially formulatedistinct currencybasketsand graduallywork towardsa more
uniform or common regional currency basket, though the financial market
implicationsof the dynamicsinvolved— includingwhetherthis shouldbe a stated
andtransparenpolicy — remainunclear™

5. CONCLUDING REMARKS

Thecrisisin SoutheasfAsiahasemphasisedamongotherthings,thedangerof
developingcountriespeggingtheir currenciesto the US dollar (or any single
currencyfor thatmatter).In responséo this andotherrecentcurrencycrises,the
currentmainstreanthinking on the issueappeargo be that developingcountries
shouldeschewintermediateexchangeate arrangementsn favour of the corner
solutions of either credible fixity or flexible rates. However, this prevailing
sentimenin favour of the bipolaror binaryview of exchangeatesis not without
its doubtersForinstanceBergsteretal. (1999)hasmadetheimportantpointthat:

(m)anagedloatsdo nothavetheclean,clear-cutallure of full institutionalpurity, but, in aworld
of second-bestghey are worth exploring (p. 9).

Indeed,StanleyFischer(2001) hasacknowledgedhat thereare manyinstances
where intermediate regimes might well be ‘more appropriate’ than corner
solutions® Frankel (1999) has provided us with two timely reminders:(i) the

33 Kusukawa(1999) recommendshe establishmenbf a regionalbody to supportthe common
basketsystem,possiblysomekind of Asian MonetaryFund (AMF). SeeBird and Rajan(2000b)
andChangandRajan(2001)for detaileddiscussion®f the AMF. 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 internationalisatiorof domestichankingsystemsmay be seenin the

samelight, and may in fact be a superiorform of self-protection.Chilean-typecontrolsare also
beingincreasinglyviewed as an importantelementof this sort of self-protection(Bird and Rajan,
2001b;and Fischer,2001).

34 As arefereehaspointedout, adangemwith regionalbasketss thatby collectivelyfixing within a

bloc, the bloc may becomemore unstablevis-avis the restof the world.

35 In fact, Fischer(2001)hasnotedthatthe bipolar view of exchangeatesoughtto be presentecs
a choicebetweena hard peg versusa ‘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’ doesnoton its own imply thatin anincreasingly
globalised world economy an intermediate regime is unviable; (i) few
developingcountriesappearto meet the OCA criteria to make either corner
solutionanideal choiceand‘one sizedoesnotfit all' (alsoseeKenen,2000;and
Willett, 2001).

A greatdealhasbeenmadeof Hong Kong's ability to maintainits US dollar-
basedcurrencyboardarrangemenin the midstof acutebearishpressurén 1997—
98. Much lessrecogniseds the fact that Singaporewhich pursueda monitoring
band arrangemenpre-crisis,and continuesto do so post-crisis,weatheredhe
EastAsian crisiscomparativelywell despitehavingextremelystrongdirecttrade
andfinancial linkageswith mostof the crisis-hitregionaleconomiegRajanand
Siregar,2000)3° Revealingly Singaporavasthe only oneof the Southeasfsian
economiesto have maintaineda genuinecurrency basketregime pre-crisis(a
monitoring band).

A recentargumentput forward againsta ‘complicated’ intermediateregime
suchascurrencybasketsvith monitoringbandsis thatthey areless‘transparent’
or ‘verifiable’ by financial market participants than their ‘simple’ and
‘straightforward counterpartn either extreme(Frankelet al., 2000). While it
is true that the cornerregimescan be more easily monitored,arguablyof more
importanceto financial marketsparticipantsis the notion of ‘credibility’ rather
than ‘transparency>’ Most informed observersvould agreethat the Monetary
Authority of Singapore(MAS) has developedand inspired a great deal of
credibility overthe yearsin the managemendf the country’scurrencydespitea
lack of transparencyn the actualspecificsof the currencybasketregime3®

In this spirit, we havearguedn the caseof Southeasf\siathatwhile the soft
US dollar pegs operatedpre-crisis were sub-optimal,a more flexible peg

interventionshouldnot be framedprimarily in termsof defendinga particularexchangeatetarget.
This is completelyconsistentith the positiontakenin this paperfor reasongliscussedbove.
36 While HongKong's overall GDPdeclinedby 5 percentin 1998,Singapore’'growthstagnatedn
1998(0.4 percent),asharpcontrasto theannualaveragegrowthof 9 percentin thefirst half of the
1990s. The primary reasonfor this difference in growth was that the nominal exchangerate
flexibility in Singaporewvasableto cushionsomeof the negativeshock,unlike Hong Kong where
adjustmentsn the real exchangerate hadto be fully realisedvia domesticdeflation (Rajanand
Siregar,2000).

37 Frankelet al. (2000)incorrectly assumethat greaterverifiability automaticallyimplies greater
credibility. This pointis stressedy Blinder (2000) and Velasco(2000).

38 Drawing on the tradeand industrial policy literature,one possibleargumentagainsta currency
baskets that‘governmentailure’ couldexceedmarketfailure’. If thisis so,it suggestshe needto
minimise policy discretion,therebysupportingthe move to one of the cornerregimes.Given the
problemswith a purefloat (any kind of dirty float would be facedwith the problemattributableto
governmentfailure), this automatically implies the institutionalisationof exchangerates. As
discussegbreviously,the only economicallyviable hardpegfor EastAsia appearso beacommon
currency; but this is politically infeasible currently. Another dilemma worth noting is that
Singaporewhich hassuccessfullynanagedts currencybasketregime,hasthe leastincentivein
the nearterm to supporta commonregionalcurrency.
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againsta diversified compositebasketof currencieswould have enabledthe
regional countriesto better deal with the third currencyphenomenorwhich
may havecontributedto the crisis. In otherwords,the problemsin Southeast
Asia havemoreto do with the nature of the peg (i.e. rigid, US dollar based)
rather than with the policy of peggingitself. More controversially,but in
recognition of the close interlinkages and mutual real and monetary
interdependenciehat existbetweencountriesin SoutheasAsia (andpossibly
thelargerEastAsia), a casemight evenbe madefor acommonregionalbasket,
with the yen and US dollar eachconstitutingaroundone-thirdto two-fifths of
the regional currency basket(the euro and other currenciesmaking up the
remainder).However, the currency basketarrangementsshould involve a
‘fairly high’ elementof flexibility ratherthan a single-mindeddefenceof a
particularrate. This may be bestachievedby a varianton sliding paritiesand
wider bands,the extentof which varying acrossthe countriesdependingon
individual circumstancesnd policy preferences.
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