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1. Introduction 
 
When the European Union countries agreed in Maastricht to launch a monetary union 
some ten years ago, the project was often deemed unrealistic and doomed to failure. It 
is now seen as a blueprint for other regions in the world, in particular in East Asia. 
The attraction of the European Monetary Union (EMU, thereafter) lies partly in the 
recent popularity of the hollowing-out hypothesis which holds that, in a world of high 
capital mobility, the only sustainable exchange rate regimes are purely flexible rates 
and hard pegs (monetary unions, currency board, dollarization). Arrangements that 
fall in the middle, fixed and adjustable exchange rates with set or crawling pegs, are 
believed to have a short life span.  
 
The new wisdom, already challenged by the Argentinean debacle, needs to be taken 
with great caution and, in particular, the lessons from Europe can be highly 
misleading. Exchange rate arrangements should never be seen as permanent. In fact, 
all of them have a relatively short time span. Ever since we discovered fiat money, 
exchange rate regimes have come and gone, and they rarely went gracefully.  
 
Exchange rate regimes are best seen as the temporary response to a particular 
historical episode in a particular country, a point previously emphasized by Frankel 
(1999). Europe’s successful to monetary union is only the latest stage of a long 
evolution that started after World War I.1 Then, the non-cooperative effort to rebuild 
the Gold Standard resulted in serious misalignments and eventually collapsed. The 
subsequent shift to dirty floating was marred by competitive devaluations which all 
but scuttled trade within Europe. That interwar experience and the war that followed 
have left a deep mark. The current generation of Europeans still regard monetary 
arrangements as a key element of the overwhelming effort to never again allow  
hostilities to flare up on their continent. This background is essential to grasp the 
significance of monetary union and the regimes that preceded it. 2 
 
The main theme of this paper is that monetary union is indeed a desirable aim, at least 
at a regional level and, maybe, at the world level in the (very) long run as suggested 
by Mundell (2000). However, that aim cannot be achieved without long preparation 
and deep integration, not just trade but also, and more crucially, institutions. And if a 
region indeed sets monetary union as its long-run goal, it should re-think its current 
exchange rate arrangements in this light. Exchange rate regimes that seem sub-
optimal under current conditions may become desirable when viewed as a step 
towards monetary union. Conversely, if monetary union is not deemed desirable, of 

                                                 
1 One can, of course, sets the starting time earlier. For a recent review of pre-WWI monetary 
arrangement in Europe, see Flandreau (1998). 
 
2 Witness the statement by the ECB President, Wim Duisenberg, on the eve of the introduction of the 
euro banknotes and coins: 
“The Europe into which I was born was a very different place from the Europe of today. It was part of 
a world suffering from a terrible economic depression. It was a continent whose nations were about to 
learn the terrible lessons of war for a second time in less than half a century. Out of the folly of 
dictatorship and the errors of protectionism was born a new determination among Europeans to work 
with, instead of against, each other, and to respect each other's differences and to learn from them.” 

Keynote address, Frankfurt am Main, 31 December 2001. 
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feasible, regional exchange rate arrangements may be thoroughly unappealing.  
 
The next section offers an overview of the first three years of EMU. Section 3 argues 
that countries that trade with each other are likely to look for some degree of 
exchange rate stability. This reasoning is applied to a comparison of Europe and East 
Asia. Section 4 considers the goal of exchange stability and the dangers associated 
with regimes that peg, one or another, the exchange rate. Section 5 then emphasizes 
the role of institutions in monetary matters. The last section examines two options that 
East Asian countries may consider for their exchange rates: joining pegging to a 
basket made of the three major currencies (the US dollar, the euro and the yen), and 
regional pegging as was done in the European Monetary System. 
 
 
2. Should Regions Aim at Monetary Unions? The Brief Record of EMU 
 
It is far too early to call EMU a success, but it has already eliminated the specter of 
speculative attacks against European currencies. It carries costs and its rules will need 
further adjustment. This section examines the various benefits and costs. Most of 
them can be traced back to the theory of optimum currency areas (Mundell, 1961). As 
has been amply noted, Europe is not an optimum currency area (see Wyplosz, 1997, 
for a review). Does it mean that EMU is a doomed undertaking? No, but it means that 
there will be costs as well as benefits.   
 
2.1. Benefits  
 
Exchange rate stability. The first and foremost benefit from EMU is the elimination 
of intra-European nominal and real exchange variability. Given the importance of 
regional trade, effective exchange rates too have been stabilized. It is important to 
note, though, that the European Monetary System (EMS) already provided for 
substantial exchange rate stability. But, the EMS history has been plagued by various 
crises, especially when asymmetric shocks were hitting, a consequence all but ruled 
out.  
 
Central bank independence. EMU has brought central bank independence to countries 
which, for long, had kept their monetary authorities under political control. Central 
bank independence is not necessarily a consequence of a monetary union. In part, it 
was imposed upon Europe by Germany, which had long operated the independent 
central bank par excellence. In part, it was the only possible response to potentially 
divisive claims of political control. It is true that an increasing number of countries 
have now granted independence to their central banks, and this could have happened 
in Europe even without EMU, but there is little doubt that, in some countries at least, 
it would have taken much longer.  
 
Peer pressure regarding macroeconomic policies . In a monetary union, one country’s 
macroeconomic policy becomes a matter of common interest. The spillover effects are 
strengthened by the absence of exchange rate movements. More importantly, perhaps, 
the public debt of any member country stands to exercise systemic effects throughout 
the whole union, for it can directly affect the financial system and therefore the 
common exchange rate. For this reason, there has to be some form of agreement that 
allows collective oversight of national fiscal policies. Since monetary union member 
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countries already give up national monetary policies, further sovereignty transfers are 
hard to enact, at least at the same time. The response has to be peer pressure. Europe’s 
way, the Stability and Growth Pact, is quite primitive and, as events have shown, rests 
on rules that are too arbitrary to withstand economic realities and political pressure. It 
will take time, decades maybe, before wholly appropriate procedures are designed and 
implemented3 yet, in the mean time, peer pressure, however imperfect, serves the 
useful role of prompting regional discussions and furthering the realization of shared 
interest, thereby limiting the impact of idiosyncratic politics. 
 
Apparent increase in wage/price moderation. Dating back to the seminal work of 
Kydland and Prescott (1977), it is well understood that wage and price discipline 
works to the benefit of all interested parties, and yet is elusive as long as slippages can 
be accommodated ex post by easy monetary and exchange rate policies. A monetary 
union goes a long way in solving this problem. As long as wage and price remain set 
at the national level, the elimination of domestic monetary policy implies that 
slippages will not be accommodated, so that any loss of competitiveness will have to 
be clawed back through subsequent strict discipline. Figure 1 looks at the labor share 
of GDP in six EMU member countries and in three non-EMU OECD countries (the 
choice countries is dictated by data availability). There is some indication of wage 
moderation in the EMU member countries in the late 1990s as well in Denmark which 
is shadowing the euro, not so in the UK and the US. This is suggestive evidence that 
EMU is indeed delivering some wage moderation.  
 
Figure 1. Labor shares 
 
Boost to trade. The view that exchange rate stability promotes commerce has no 
theoretical support (exchange rate uncertainty can either encourage or discourage 
international trade depending on assumptions) and generally limited empirical 
support, see for example Kenen and Rodrik (1986) for a sample of industrialized 
countries and de Grauwe (1988) for the European Union. A recent review and more 
weak evidence is provided by Flam and Persson (2000), but stronger evidence is now 
coming on line, as in Pozo (1992), and mostly Rose (2000) and the recent literature on 
the border effect (Helliwell, 1998).  
 
Most of the negative evidence is based on high frequency (typically from one month 
to one year) fluctuations in the exchange rate. At such frequencies, there exist cheap 
hedging instruments, so that it is not surprising that the effect of high frequency 
exchange rate volatility is weak or non-existent. For technical reasons (chiefly the 
lack of enough observations), the literature does not deal with lower frequencies, in 
particular with the often deep multi-year currency cycles that cannot be insured 
against, at least not cheaply or conveniently,4 and easily wipe out established 
competitive positions. At any rate, since World War II, European countries have 
identified real exchange rate stability as a key policy target, and this motivation has 
been crucial in deciding to adopt a common currency.  

                                                 
3 For a proposal, see Wyplosz (2002). 
 
4 In principle, firms can cover long term trade exposure by acquiring matching positions but they do 
not seem to do so.  
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2.2. Costs  
 
Does “one size fit all”? A main contribution of the optimum currency area theory is 
the observation that asymmetric shocks can be a source of difficulty unless labor 
markets are sufficiently flexible and/or labor moves easily across the monetary union. 
A nearly unanimous conclusion is that Europe’s labor markets are highly rigid and 
that labor mobility is particularly low, not only across countries but within countries 
as well (Blanchard and Katz, 1992, Calmfors et al., 1997).   
 
An implication of this conclusion is that there will be times when the common 
monetary policy will be ill-adapted to some countries’ economic conditions. For 
example, if a country undergoes a boom, with inflation correspondingly higher than in 
the rest of the union, the real interest rate will be too low and hence monetary policy 
could exacerbate the inflationary pressure. The first three years of EMU offers 
evidence that this is indeed a drawback to factor in. Table 1 documents fairly large 
inflation differentials. Ireland has been booming while Germany has undergone 
sluggish growth. Clearly, monetary policy could not have been right for either 
country. 
 

Table 1. Inflation in EMU 
 

     1999 2000 2001 
        Austria 0.87 1.23 1.50 

Belgium 1.00 1.22 2.49 
Finland 0.52 2.83 1.52 
France 0.19 0.52 1.52 
Germany 0.88 -0.39 1.12 
Greece 2.85 3.05 3.02 
Ireland 3.74 4.69 4.47 
Italy 1.60 2.22 2.80 
Netherlands 1.64 3.11 4.50 
Portugal 3.43 2.73 3.70 
Spain 2.84 3.40 3.46 
    
Standard 
Deviation 1.24 1.46 1.22 

    Source: OECD, Economic Outlook  
 
 
But how wrong has monetary policy been so far? Besides the observation that the real 
interest rate has moved in the wrong direction relatively to inflation, any conclusion 
must rest on conjectures about what would have happened in the absence of EMU. A 
simple approach is to examine Taylor rules which relate the short term interest rate to 
deviations of output and inflation from their respective targets5 and to check how has 

                                                 
5 See e.g.Clarida, Gali and Gertler (2000). 
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monetary policy been implemented. Figure 2 shows the result when the behavior of 
the Bundesbank, as estimated6 over the period 1962-98, is applied over 1995-2001 to 
the EMU member country (it can be argued that, from the mid-1990s onward, all 
prospective member countries adopted the Bundesbank’s approach as they were 
trying to meet the convergence criteria for EMU membership). Figure 2 displays the 
actual interest short-term interest rate along with the rate that would have been 
observed if the monetary authority (the national central bank until 1998 and the ECB 
thereafter) had adapted the Bundesbank’s Taylor rule to local economic conditions, 
The figure shows that monetary policy has been too lax in Ireland, and to a lesser 
degree in Spain, Portugal and the Netherlands, with negligible divergence elsewhere. 
The cost, so far, has therefore been circumscribed.  
 
Figure 2. Taylor rules 
 
Labor market adjustments . The key criterion for optimum currency areas is labor 
mobility or real wage flexibility. In the face of asymmetric shocks, mobile labor 
follows economic activity and fully accommodates the shocks. This “solution” fails to 
recognize the substantial costs of migration. This includes fixed economic costs 
(relocation) as well large social and cultural costs that accompany the uprooting of 
families and the redistribution of people across traditional national and linguistic 
borders. In the absence of labor mobility, a high degree of real wage flexibility allows 
for the cushioning of shocks.  
 
Under any condition, real wage flexibility is desirable, yet it is elusive, and has been 
particularly so in Europe. There are economic as well non-economic reasons 
explaining why real wages are rigid, many of which lie deep inside countries’ social 
and political institutions and traditions7. Joining a monetary union is likely to upset 
the pre-existing equilibrium. Not only it is not clear what would the new equilibrium 
be (see e.g., Calmfors, 2001, for a review), but the upsetting of existing relationship 
may be costly.  
 
Fiscal constraints. Because most historical cases of rapid inflation are related to 
excessive public deficits and debts, any monetary union must include some form of 
fiscal constraints. In EMU, the Excessive Deficit Procedure, mandated by the 
Maastricht Treaty, has led to the adoption of the Growth and Stability Pact which 
stipulates that deficits shall not exceed 3% of GDP. Such a rule is inevitably arbitrary 
and bound to be, on occasions, excessively restrictive (for an early analysis see 
Eichengreen and Wyplosz, 1998; for a recent collection of papers, see Brunila et al., 
2001). While some form of restraint is needed, to be effective it must constrain the 
national political authorities, which raises serious issues regarding both sovereignty 

                                                 
6 The equation is estimated with the GMM procedure, using one lag of each variable as instrument. The 
result is: 

it = 0.71 + 0.54*πt+1 + 0.28*yt-1 + 0.47*it-1 Adj. R2 = 0.55, DW = 1.54 
     (1.38)   (2.16)        (1.86)        (5.38) 
where it is the short -term interest rate, πt+1 is the inflation rate observed the following year (GDP 
deflator) and yt-1 is the one-year lagged GDP growth rate. Number in brackets are t-statistics.  
 
7 A good overview can be found in Nickell (1997) and in Persson and Tabellini (2000). 
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and democratic accountability.  
 
Policy coordination . The general presumption is that monetary and fiscal policies 
ought to be coordinated to some degree. In most countries where the central bank is 
independent, coordination typically takes the form of regular informal contacts 
between the Governor and the Minister of Finance. In monetary union, the existence 
of several national fiscal authorities greatly complicates matters. There is a need for 
coordination between the central bank and the fiscal authorities, and among the fiscal 
authorities themselves.  
 
Regarding cooperation between the monetary and fiscal authorities, in a monetary 
union the Governor cannot engage easily and regularly in informal contacts with 
several Ministers, nor can he/she appear to privilege contacts with some of them. 
Europe’s experience well illustrates this difficulty. While the President of the ECB is 
invited to attended the meetings of the Ministers of Finance (the ECOFIN Council) 
and, conversely, the Chair of ECOFIN is invited to attend the meetings of the central 
bank’s Governing Council, such contacts are known to be purely formal, with none of 
the give-and-take that is a prerequisite for effective coordination.  
 
Regarding cooperation among the fiscal authorities, the line between coordination and 
shared responsibilities is a fine one, as exemplified by Europe’s Growth and Stability 
Pact.8 In every country, fiscal policy is politically highly sensitive as it brings to the 
fore conflicting claims from all segments of society. Adding international 
considerations stands to greatly complicate an already complex exercise. Europe’s 
ECOFIN Council is reportedly making progress since the setting of EMU, but it 
remains a far cry from effective coordination.  
 
Sovereignty transfers. A monetary union implies, by definition, the transfer of 
monetary policy sovereignty to a regional authority. Once this is done, however, 
matters do not stop there. As note above, effective policy coordination – covering 
macroeconomic policy but also the labor markets and taxation, for instance – is part 
and parcel of a monetary union. This creates the perception of creeping transfers of 
sovereignty. Since each such transfer is inherently delicate, it becomes clear that the 
political requirements for a smoothly functioning single currency are high. The result 
is an uncomfortable trade-off between economic efficiency and national sovereignty. 
Over time, such transfers become possible as confidence in the undertaking builds up. 
In the mean time, informal agreements which amount to implicit transfers of 
sovereignty require a good deal of trust amongst public opinions which are not yet 
ready for the next step.  
 
 
                                                 
8 The Growth and Stability Pact is often erroneously described as a coordinating device. It is a one-
sided constraint on fiscal policy and can therefore be seen as a coordinating tool only when one country 
reaches the allowed deficit limits. It is sometimes claimed that the surveillance mechanism – the Broad 
Economic Policy Guidelines – set up to enforce the Pact can evolve towards a coordinating 
mechanism. This is difficult to envision inasmuch as the Pact imposes a particular explicit oversight 
process which fails to encompass the wider nature of policy coordination. For example, instances may 
arise when larger deficits ought to be coordinated: it is highly unlikely that the Pact mandate will 
permit this form of coordination.  
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3. Exchange Rate Stability 
 
3.1. The goal of exchange rate stability 
 
Bayoumi and Eichengreen (1996) have observed that European political integration 
has been discussed in intellectual circles for more than two centuries. Yet, such a goal 
remains as elusive as it is controversial. While some voices regularly argue for a 
“United States of Europe”, over the last five decades political leaders have been more 
pragmatic in their pronouncements and have stuck to the view that peace is, for the 
time being, the overriding concern, and that exchange rate stability is a necessary 
condition for trade integration.  
 
Asia seems to follow a different route. Peace does not seem as firmly established as in 
Europe, and old wounds remain unhealed. While trade has generally been recognized 
as the lynchpin of the growth strategy, the emphasis has clearly been on integration 
into the world economy, chiefly with the US and Europe. Yet, as in Europe, exchange 
rate stability seems to be seen as key to the trade strategy. Until 1997, the solution of 
choice has been to peg the national currencies to the US dollar. Exchange rates within 
Asia have thus been stabilized de facto . That strategy had become problematic, 
however, when the dollar appreciated and the yen depreciated in the mid-1990s. The 
post-crisis floating of most currencies has revived interest in pegging, again prompted 
by trade considerations, including some discussion of regional coordination.  
 
A key question is how much attention should East Asia pay to European-style 
regional arrangements, as opposed to looking for an outside anchor. This question is 
studied in Section 4 below. The present section examines how different is Asia from 
Europe.  
 
3.2. Trade links 
 
Europe has put at its forefront regional trade, not East Asia. Yet, as Table 2 below 
documents, trade integration within Asia is already deeper than within Europe. The 
trade share of regional in GDP typically exceeds that found in European countries. 
This is remarkable, given the absence of a formal common market. Trade agreements 
do exist in the region, but they are mostly bilateral, with none of the enforcement 
mechanisms (absence of border controls, common standards and anti-trust policies, 
elaborate “level-playing field” measures regarding public procurement, etc.) adopted 
for decades in Europe.  
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Table 2. Trade in Asia-Oceania and Europe 
(1999, % of GDP) 

 
        1.1. Asia-Oceania  1.2. Europe 
        

 

Openness 
to trade 

Regional 
trade 

(including 
Oceania) 

Regional 
trade 

(excluding 
Oceania) 

  Openness 
to trade 

Regional 
trade 

                Australia  15.0 7.1  Austria 31.5 21.3
China 18.2 10.1 9.8 Belgium 68.9 47.9
Hong Kong 111.4 54.1 52.6 Denmark 26.3 17.6
Indonesia 25.7 16.7 15.6 Finland 27.6 17.6
Japan 8.4 2.8 2.6 France 20.7 14.3
Korea 32.5 13.2 12.3 Germany 24.0 13.8
Malaysia  94.9 53.2 50.7 Greece 14.1 9.6
New 
Zealand 24.4 12.6  Ireland 62.7 38.5
Philippines 45.1 22.9 22.2 Italy 18.9 11.1
Singapore 132.9 69.9 66.1 Netherlands 49.3 36.3
Thailand 43.7 21.5 20.4 Portugal 27.3 22.4
     Spain 21.2 14.9
     Sweden 31.7 18.5
     UK 20.3 11.4
                Average 50.2 25.8 28.0 Average 31.7 21.1
St.deviation 42.7 22.5 22.5 St.deviation 16.7 11.6
         

 
 
There is a crucial difference, though. The East Asian countries are typically more 
open than the European countries so that the share of regional trade, as a proportion of 
total trade, is lower (50% in East Asia against 65% in European) as shown in Figure 
3. This implies that the preference towards regional exchange rate arrangements will 
be less strong in East Asia than in Europe. It should be pointed out, though, that for 
both openness and the share of regional trade, Japan is the odd man out. The other 
countries are quite close to Europe now, i.e. much more integrated than Europe before 
it embarked on its integration process in the 1950s.  
 
Figure 3. Regional trade 
 
3.3. Exchange rate volatility 
 
The argument so far is that the East Asian countries are at least as open to trade as 
those that make up the European Union and that they should value exchange rate 
stability at least as much, Japan being an important exception. What is the record? 
Figure 4 depicts monthly changes in the exchange rate (the scale is such that 0.1, for 
example, represents a 10% depreciation relatively to the previous month). For 
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European countries, the exchange rate is defined in terms of the DM, the center 
currency, while the US dollar is used for the East Asian countries since there is no 
similar center currency. For most East Asian countries, the dollar exchange rate has 
been quite stable until the 1997 crisis, but generally less so than the DM exchange 
rates in Europe.  
 
Figure 4. Exchange rate changes (monthly)  
 
This visual impression is confirmed in Table 3 which presents the standard deviation 
of these monthly changes. For the period of existence of the EMS (1979-98), 
exchange rates have been very significantly more stable in Europe, by a factor of 
almost three. If we look at the ten years preceding the crisis (last column in Table 3), 
a number of East Asian countries display a volatility which is at par with Europe’s: 
this is the case of Hong Kong, of course, but also of Korea, Malaysia, Singapore and 
Thailand. Once again, Japan stands apart, with a considerably higher degree of 
volatility throughout any sub-period. Indonesia’s volatility appears to be related to a 
limited number of episodes, with long spell of high stability in between.  

 
 
 
 

Table 3. Standard deviations of monthly exchange rate changes 
(1979:1-1998:4) 

 
      

Europe 
1979-

98 Asia 
1979-

98 1985-96 
      Austria 0.003 Australia 0.028 0.031

Belgium 0.007 
China 
Mainland 0.035 0.042

Denmark 0.008 Hong Kong 0.013 0.002
Finland 0.020 Indonesia 0.077 0.030
France 0.009 Japan 0.035 0.033
Ireland 0.013 Korea 0.036 0.008
Italy 0.017 Malaysia 0.026 0.013
Netherlands 0.005 New Zealand 0.033 0.031
Portugal 0.019 Philippines 0.035 0.023
Spain 0.019 Singapore 0.016 0.012
Sweden 0.022 Thailand 0.032 0.007
Switzerland 0.014    
United 
Kingdom 0.026    
           Average 0.014 Average 0.033 0.021
      Source: IMF 

Notes: European exchange rates are expressed in DM, Asian 
exchange rates in US dollar. 
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4. Fixed and adjustable regimes 
 
4.1. Exchange rate stability and currency crises 
 
The evidence presented here shows that the East Asian countries under review are 
very open to trade and therefore have a strong interest in some degree of exchange 
rate stability. Many of them, typically the most open ones, have achieved much 
exchange rate stability in the late 1980s-early 1990s, until the 1997 crisis. The crisis is 
often seen as an indictment of the exchange rate stability goal, but that judgment is far 
too sweeping to be of practical use (Frankel, 1999). A more nuanced view is that pegs 
are inherently unstable and, yet, they provide much needed stability for open 
economies. Thus the question is properly seen as involving a trade-off, balancing the 
costs and benefits from exchange rate stability, keeping in mind that the costs and 
risks can be reduced by the adoption of adequate measures.  
 
The vulnerability of regimes that aim at stable exchange rates (SER, thereafter) is well 
known and documented, see e.g. Eichengreen (1994). Two main threats are identified. 
First, misalignments are likely to eventually surface. Misalignments may result either 
from domestic inflation, which may be low but still excessive, or from shocks that 
affect the country’s competitiveness (e.g. depreciation in competing countries or shifts 
in competitiveness), or from unsustainable fiscal policy. Second, self-fulfilling crises 
always loom in the background, feeding on vulnerabilities that range from the setting 
of macro-policies, from political instability or from weak banking and financial 
systems.  
 
Once this is realized, two conclusions follow. First, even if any SER regime 
eventually collapses, it is a close call whether stability is better achieved with a SER 
regime or with a (reasonably) free float. In Europe, Table 3 shows that the experience 
of France and Italy, to fixers, does not clearly stand apart from that of Switzerland or 
the UK, two floaters. Similarly, in East Asia, Indonesia, Korea, and Thailand do not 
obviously overperform Malaysia and Singapore. Avoiding sharp crises is therefore 
necessary to reap the benefits from SER regimes. In the EMS, countries such as 
Belgium, Denmark and France managed to do so, Italy did not, and the difference is 
clearly visible.  
 
Second, and consequently, measures can be taken to avoid the most punishing aspects 
of currency crises. Setting all things right can, in principle, altogether rule out crises, 
but this is a tall order of requirement that most countries cannot hope to achieve, even 
though trying hard is an obvious recommendation. Still, when all else fails, the 
authorities should be ready to adjust their pegs well ahead of disaster. Nearly all crises 
are made worse by desperate attempts at avoiding them. Misalignments never occur 
overnight, in fact they build up over months, sometimes even years. Even self-
fulfilling crises, which often give the impression of hitting randomly, usually takes 
time before reaching irresistible pressure. Figure 5, for example, shows that the short-
term interest in Korea started to move up immediately after the Thai crisis in June 
1997, and kept rising until the authorities capitulated to what can indeed be seen as a 
self-fulfilling crisis. One cannot but ask what would have happened had the won be 
set free, or even devalued, in July.  
 
Figure 5. Money market rate in Korea 
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The monetary authorities tend to systematically hope to be able to contain the 
pressure through determined action (raising the interest rate and committing massive 
amounts of reserves, some borrowed). There are some success stories (e.g. Denmark 
and France in 1992-3, Hong Kong in 1997-8)9 but many more disastrous outcomes. 
Given the costs of currency crises –  often accompanied by banking crises, see 
Kaminsky and Reinhart (1999) –  the gamble is simply not worth it and yet, the lesson 
seems not be learnt, as Argentina recently demonstrated. Any exchange rate 
commitment needs to be clearly understood as subject to reappraisal in the event of 
heavy speculative pressure. In this area, surprising the markets is of the essence.  
 
4.2. Capital mobility: theory and practice  
 
Because SER regimes face the threat of speculative attacks, it would seem reasonable 
to consider simultaneously the exchange rate and capital mobility regimes. 
Restrictions to capital mobility are costly in terms of allocative efficiency, but such 
costs need to be considered alongside those of currency crises. Section 4.6 deals with 
this issue.  
 
How are capital controls supposed to work? For a long time, and that was certainly 
the case in Europe, the main motivation has been mercantilist, the view that domestic 
savings ought to be primarily used to finance domestic investment and growth. Over 
time, controls have been increasingly seen as a way of segmenting the domestic from 
the international financial markets and thus provide some room for monetary policy, 
especially when the exchange rate is pegged. Evidence that all controls eventually 
leak has put this objective very much in doubt.10 The more reasonable rationale is that 
controls make speculative activity more expensive, either because circumvention of 
the law is costly, or because they take the form of an explicit tax. At least for a while, 
a higher cost can deter speculation, which can make all the difference between a crisis 
and no-crisis in self-fulfilling situations. And when a crisis is under way, controls can 
slow down the rise of speculative pressure, giving some time for the authorities to get 
organized, for example to implement an orderly realignment or floatation.  
 
It is this latter argument which needs to be kept in mind when considering the choice 
of an exchange rate regime. Adopting a SER regime implies accepting the risk of 
speculative attacks. The adoption of sound policies is an obvious necessary condition 
to limit the threat of speculation. Sadly enough, this condition is often overlooked. 
Worse, it is not a sufficient condition. The possibility that attacks can be self-fulfilling 
implies that any vulnerability –  economic, financial, political –  may justify ex post a 
run on the national currency. The list of potential vulnerabilities is unbounded, and 
expands with each new round of crises: Europe in 1992-93 illustrated the role of high 
unemployment, Mexico in 1994 showed the importance of foreign currency-

                                                 
9 It bears emphasizing that both Denmark and France benefited from an explicit and unlimited support 
from the Bundesbank within the framework of the EMS, see Eichengreen and Wyplosz (1993). Hong 
Kong’s defense was highly unusual and unlikely to be transferable to most other countries.  
 
10 For a recent contribution which examines a number of Asian and Latin American countries, see 
Kaminsky and Schmukler (2000).  
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denominated public debts while foreign currency-denominated private debts played a 
key role in Asia in 1997. Since it is simply impossible for any country to be perfect on 
all the potential dimensions, a SER regime is dangerous. Some have concluded that 
such regimes should be discarded, overlooking the importance of exchange rate 
stability for open economies. A respectable strategy, therefore, is to back a SER 
regime with restraints on capital mobility.  
 
4.3. Capital mobility: Europe’s experience  
 
Europe has followed a distinctive path, which is recounted in detail in Wyplosz 
(2001). For decades since 1945, the choice of a fixed and adjustable exchange rate 
regime has been underpinned by fairly elaborate restrictions on capital movements. 
Most countries implemented administrative measures that banned or restricted capital 
outflows, Germany occasionally restricted capital inflows. Belgium operated a dual 
exchange market, with a fixed Commercial franc and a floating financial franc. The 
strong currency countries were the first to liberalize their financial accounts in the 
early 1980s. Germany, for instance, did so in 1981, nearly 25 years after the creation 
of the Common Market. Complete liberalization occurred only in 1990.  
 
For a long period, the controls on international capital flows were needed to uphold 
internal financial restraints (a limited range of instruments, private debt issues subject 
to administrative approvals, quota for commercial bank credit, etc.). For these 
restraints to operate, residents (firms and households) had to be prevented from 
shopping abroad. Internal liberalization started in the mid-1970s and was not 
complete until ten years later. Capital controls generally remained in place a few more 
years. 
 
It is generally understood that capital controls played an important role in the 
functioning of the EMS. In the ten years between its creation in 1979 and 1990, when 
capital accounts were freed11, there were twelve realignments, most of them involving 
several currencies. With few exceptions, these realignments came in the wake of 
speculative attacks, yet the system survived. The first attack that occurred after capital 
liberalization was lethal: in 1992 two currencies (the Italian lira and the pound 
Sterling) had to withdraw from the system and, in the end, the margins of fluctuations 
had to be widened to ±15% from ±2.25%, bringing the system de facto to an end. The 
EMS was formally kept alive because membership to the system was one of the 
convergence criteria set by the Maastricht Treaty for admission to EMU.  
 
An interpretation of Europe’s postwar is that regional trade integration and exchange 
rate stability came first, capital mobility and monetary union came last. In many 
respects, it is the 1990 liberalization of capital movements which prompted the 1991 
decision to adopt a common currency. The authorities had realized that the EMS 
would not survive much longer, as subsequent events showed.  

                                                 
11 Greece, Portugal and Spain obtained a deferral until 1992.  
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4.4. Capital mobility: Emerging markets’ experience 
 
Emerging market countries have typically opened their capital accounts while 
retaining SER regimes. Unlike Europe, they chose to peg to a foreign currency, 
typically the US dollar. The history of their capital account regime has been highly 
agitated. Excessive capital inflows were followed by sudden reversals. Powerful 
inflows created an uneasy tradeoff between currency overvaluation and inflation. 
Reversals strained the banking systems and often culminated in all-out speculative 
crises. Good words from international financial institutions and friendly developed 
countries were not enough.  
 
Several emerging market countries have kept various forms of capital controls, 
attempting alternatively to reduce inflows and then to stem outflows, as described in 
Kaminsky and Schmukler (2000). The role of these capital controls is now the object 
of a voluminous and controversial literature.  
 
Chile enacted in 1991 a form of Tobin tax, called encaje . There is evidence that the 
encaje changed the mix of capital movements, reducing the share of short term 
capital. Whether it also allowed Chile to better deal with speculative pressure is a 
matter of considerable debate. It remains the case that Chile better survived than most 
the tequila contagion that swept through Latin America in the wake of the Mexican 
crisis. 
 
While the other East Asian countries hit by the 1997 crisis went to the IMF, let their 
currencies float, and adopted strict orthodox policies, Malaysia re-pegged its 
exchange rate (actually appreciating it), instated capital controls in 1998 and relaxed 
its macroeconomic policies. In the end, both Malaysia and the other East Asian 
countries recovered pretty quickly. Whether Malaysia did better or not is highly 
controversial. In the first extensive study of this episode, Kaplan and Rodrik (2000) 
provide support for the view that Malaysia suffered less and recovered faster than 
Korea and Thailand. At the very least, it is difficult to claim that Malaysia’s approach 
was not successful. A telling signal is that the IMF, at first highly critical, now admits 
that the policy has paid off.  
 
4.5. Appraisal: the costs of the SER-cum-controls strategy 
 
While the Washington consensus of the 1990s has supported the adoption of “corner 
solution” exchange rate regimes (currency boards or free floating) along with 
unrestricted capital mobility, Europe and the emerging markets have for long opted 
for SER regimes along with capital controls. Both have gone through exchange rate 
crises, so a valid question is whether the combination of crises and suboptimal 
allocation of resources has exacted a toll that vindicates the Washington consensus.  
 
The large and fast-growing literature that attempts to answer this question is 
controversial. For example, Levine et al. (2000) claim that capital openness enhances 
growth, a view strongly opposed by Rodrik (1998). Arteta, Eichengreen and Wyplosz 
(2001) suggest that growth effects ascribed to capital liberalization often flow from 
other improved policy changes enacted at the same time.   
 
At first sight, Europe’s experience does not bear out the view that capital openness is 
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important for growth. After all, its best performance was achieved in 1960s at the 
heyday of financial repression while goods markets and trade were being liberalized. 
East Asia seems to suggest a similar conclusion.  
 
These are superficial observations so more formal evidence is needed. Table 4 
presents estimates of growth of GDP per capita in the OECD area following the 
approach developed by Barro and Sala-i-Martin (1992). This approach, which 
accounts for catch-up by including the beginning-of-period GDP per capita, has 
uncovered a number of variables which affect a country’s growth performance: a 
measure of education (to proxy for investment in human capital), demography, health, 
trade openness, saving behavior and infrastructure factors. The approach uses panel 
data for two reasons: it looks for general sources of growth, shunning national 
idiosyncrasies; and in order to eliminate shorter-run aspects, it uses low-frequency 
data (sampled every five years) which severely limit the number of observations per 
country, hence the need to increase the sample size which is achieved by pooling as 
many countries as possible. As the aim is to study Europe's experience relatively to 
other similar developed countries, the sample includes the 14 OECD countries for 
which adequate data is available: Australia, Belgium, Denmark, France, Germany, 
Ireland, Italy, Japan, Netherlands, New-Zealand, Spain, Switzerland, United 
Kingdom, United States. The period of estimation is 1960-95.  
 
Some specific aspects of Europe’s postwar history suggest adding a number variables. 
First, Europe is characterized by big governments. The weight of government is 
captured by its share of total employment. Second, central bank independence has 
varied both across countries and over time. The independence of monetary authorities 
is approximated by the inflation rate. Finally, Europe may have benefited from 
technology transfers from the US. This is captured by the gap in per capita GDP vis a 
vis the USA.  
 
The estimates are generally in line with the literature. The first column in Table 4 
presents the baseline regression. Internal and external financial restraints are captured 
by two dummy variables and a dummy measuring the exchange rate regime is also 
included. The financial constraint dummies enter with positive and significant 
coefficients: domestic restraints raise annual growth by 1% and capital controls by 
0.6%. On the other side, pegging the exchange rate is found to reduce growth, but the 
effect is  not statistically significant. The package, a regime with fixed exchange rates 
and both domestic and external constraints raises growth by 1.2% per annum. A peg 
supported by capital controls raises annual growth by 0.2%.  
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Table 4. Growth in the OECD Area (1960-95) 
Dependent variable: average annual growth rate of GDP per capita 

 
           (1)   (2)   (3)   (4)   

GDP per capita  -0.139* -0.159** -0.136** -0.125** 
Beginning of sub-period -2.539 -2.726 -2.787 -2.711 

Capital controls 0.006** 0.006**     
 4.708 3.021     

Credit constraints 0.010**   0.010**   
 6.369   6.052   

Fixed rate regime -0.004     -0.005 
 -1.615     -1.686 

Inflation -0.187** -0.146** -0.164** -0.114** 
 -8.017 -4.843 -5.973 -3.528 

Openness 0.021** 0.021** 0.016** 0.027** 
 3.545 2.966 4.139 4.171 

Size of government -0.028** -0.038** -0.026** -0.032** 
 -5.256 -5.198 -5.258 -4.348 

Higher education 0.009** 0.011** 0.009** 0.008* 
 3.140 3.158 3.832 2.134 

Fertility -0.004 -0.006 -0.006 -0.011 
 -0.372 -0.393 -0.538 -0.811 

Saving ratio -0.008 ** -0.005* -0.010** -0.007* 
 -3.339 -2.255 -4.246 -2.329 

GDP/capita gap 0.251 0.270 0.236 0.195 
 (relative to US) 1.938 1.858 1.944 1.829 
        
Adjusted R2 0.941 0.891 0.979 0.928 
S.E.R. 0.006 0.007 0.006 0.007 
N. observations 83 83 83 83 
                  

 
Sources : GDP, openness (exports plus imports of goods and services as a share of GDP), size of 
governments (ratio of public employment to total employment) and saving ratio: OECD Economic 
Outlook, December 1999; Capital controls and credit restraints: Wyplosz (2001); fertility and 
higher education: Barro-Lee data base from World Bank web site; inflation: IFS; World War II 
drop in GDP per cap ita from  Appendix C in Angus Maddison, Monitoring the World Economy, 
1820-1992, OECD Development Centre, Paris, 1995. 
 
Notes: GLS estimator; t-statistics in second line, **(*) significant at the 1% (5%) confidence level; 
White heteroskedastic-consistent standard errors. Estimation period: 1960-1995 with 7 five-year 
sub-periods. Not reported: country -specific (fixed effects) and period dummies. All variables in 
logs. Unbalanced panel of 14 OECD countries: Australia, Belgium, Denmark, France, Germany, 
Ireland, Italy, Japan, Netherlands, New -Zealand, Spain, Switzerland, United Kingdom, United 
States. 
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How robust are these estimates? Collinearity between the three dummy variables of 
interest, both financial restraints and pegged exchange rates, is a potential problem. 
To explore this question, the next three columns consider each dummy variable one at 
a time. The results remain unchanged.  
 
These results indicate that the combination of domestic and financial market restraints 
with fixed exchange rate regimes have a positive effect on growth. Surprisingly 
perhaps, most of the favorable effect comes from domestic financial restraints and 
fixed exchange rate regimes are found to have a negative growth effect. Could it be 
that simply repressing the domestic financia l sector while free capital movements and 
allowing the exchange rate to float freely is the best recipe? Certainly not, for 
domestic financial repression requires shutting off capital flows and also prevent the 
emergence of a foreign exchange market that would allow the currency to be 
efficiently floating. This, after all, resembles the experience of the East Asian and 
Latin American countries which went a long way towards liberalizing their capital 
accounts but, for long, did not encourage a vigorously competing domestic financial 
sector. Europe worked the other way round, building up strong endogenous financial 
institutions and then opening up their capital accounts. But they never gave up fixed 
exchange rates.  
 
 
5. The Role of Institutions  
 
EMU is sometimes seen as a long-planned step in the unfinished process that 
ultimately aims at creating the United States of Europe. This is not quite accurate. 
Divergence of opinions about the ultimate aim of European integration has always run 
deep, cutting across countries and traditional party lines. For that reason, each step has 
always been discussed on its own merits. Any attempt to link any step to a broad 
master plan would have triggered lethal opposition. The response has been early 
institution building.  
 
5.1. Overview of institutions  
 
For all their shortcomings, the mere existence of European institutions has been 
crucial. They embody the principle of a common good and common aims which 
transcend national interests and objectives. They make retrenchment, never far below 
the surface of national instincts, virtually impossible. Importantly, their staff can 
develop analyses and proposals which match those carried out by national 
governments. They provide neutral ground for dealing with conflicts among member 
countries. They give integration forces a name and a face.  
 
The European Commission was set up in 1958 by the Treaty of Rome when the 
Common Market was launched. Its powers and ambitions were initially quite limited. 
It has become the advocate of integration, binding together two opposite forces: on 
one hand, it embodies the collective interest and the gains from cooperation, on the 
other hand, it derives its powers from governments which represent national interests. 
Importantly, also undertakes the background work needed to study further steps.  
 
The Commission’s natural role is to be the main advocate of the integration process, 
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which often brings it into conflict with its member governments. The Commission’s 
arcane functioning reflects the inherent difficulty of its mission, the defense of the 
collective interest often comes at the expense of national or corporate interests. It uses 
the powers grudgingly given up by member countries to try and force them to act in a 
way that is collectively desirable. Its legitimacy is devolved by member governments 
which are prompt to call it into question when they feel threatened.12 Its task is 
thankless but essential.  
 
The ECB is another common institution. Its structure reflects the fundamental 
ambiguity of the relinquishing of national sovereignty. It is the (n+1)th central bank, 
forming the European System of Central Banks (ESCB or Eurosystem) along with the 
n national central banks (n = 12 at present). The policy decisions are taken by the 
ESCB’s Council which includes the n central bank governors and the six member of 
the ECB’s Board. The Council is clearly too large to be efficient, and its size will 
increase with each new admission. Officially the ESCB is prevented to take into 
account national interests and, yet, n of its n+6 Council members serve as 
representative of national central banks. No wonder that it often appears adrift and 
slow to move.  
 
The European Parliament is the only pan-European elected body. Yet, elections are 
conducted at the national level, the candidates are appointed by national parties, and 
the issues debated at election times always refer to national politics with lip service 
paid to European issues. The Parliament’s powers are mostly advisory, jealously 
restricted by the national parliaments. But it exists and is likely to see its role grow 
whenever it will be politically expedient.  
 
In the end, Europe's integration has always been characterized by a process of 
muddling-through, two steps forward and one step backward, with deep and lingering 
divergences as to what the end objective is. But each integration step makes the next 
one more likely. The existence of institutions ready to transform projects into reality 
has been essential. Thus, integration can be seen as a dynamic process, but one that is 
not predetermined, at least in policymakers’ eyes. It makes bold, unplanned moves 
possible when the occasion arises unexpectedly. Time is not of the essence, 
opportunities are.  
 
5.2. The issue of a center country 
 
A common view is that EMU would have been impossible without the presence of a 
country, Germany. Germany indeed had a strong currency backed by the largest 
European economy. Does it mean that other regions need to coalesce around a center 
country? For Asia Latin America, this could be a serious problem. This view is, at 
best, partially correct.  
 
There is no doubt that Europe’s economic integration would not have been possible 
without Germany. It also mattered greatly that the Bundesbank had many features of 
what has become the hallmark of modern central banks: a clear price stability 
                                                 
12 This is why European integrationists have long called for an elected Commission, which would then 
have democratic legitimacy.  
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objective and an independent monetary policy committee designed for a federal state.  
The strong DM naturally emerged as the implicit center currency in the EMS and the 
Bundesbank offered a blueprint for the future Eurosystem. 
 
On the other side, the central role of Germany and of the DM was never planned and, 
besides, it would never have been accepted ex ante . Moreover, Germany studiously 
underplayed its hand to prevent enduring suspicions that it was seeking a dominating 
position. For example, the EMS would never have been created had it been built as an 
asymmetric arrangement based on the DM. Instead, the EMS was formally 
constructed as a set of identical bilateral arrangements with no center currency. 
Intervention rules were explicitly symmetric, with parallel obligations on strong and 
weak currency countries. It took several years before the DM organically emerged as 
the system’s center. Much of this evolution was unplanned and, most likely, 
unforeseen.   
 
What is true is that some form of leadership is needed, but one that is not seen as 
threatening. Historical experience counts a great deal. Germany’s post-war acceptance 
of a subdued role –  the self-imposed price to pay for Nazism – played a crucial role in 
making its emerging de facto  leadership acceptable. Germany’s oft-stated desire to 
develop its influence only within the context of a united Europe has been, and will 
remain, crucial. In practice, Europe has been driven by the Franco-German 
partnership. Being the two largest countries made their joint positions influential. That 
they had been bitter foes for centuries quieted down fears of national dominance. 
Their own disagreements –  fundamental in most relevant issues –  were seen as a 
guarantee that the leadership would be balanced. Importantly, all these national 
influences are mediated through institutions which guarantee that important decisions 
cannot be forced upon reluctant minorities.13  
 
In the end, the early adoption of institutions contributes to put the national question on 
the back seat. Formally, all decisions are jointly taken within clearly specified rules of 
the game. Even if France and Germany are often at the origin of each crucial step, 
these two countries must be careful enough to carry the support of the other members 
of the European Union. The process is cumbersome, sometimes highly ineffective, but 
it operates. No other region has so far achieved such a process, most likely because of 
the absence of collective institutions.  
 
 
6. Lessons from Europe for East Asia 
 
East Asian interest in regional exchange rate arrangements currently seems mainly 
defensive, a consequence of the crises of 1997-8. Having realized how their fates are 
linked in the eyes of international financial markets, the countries of the region 
naturally think how to respond collectively. Europe’s own experience may not be 
replicable, but some lessons can be drawn. This section starts with political 
considerations and then move to an examination of exchange rate regime options.  
                                                 
13 Here again, it is worth noting that the decision-making process, now with three required majorities, is 
extremely cumbersome, and often ridiculed for its arcane features. But this is a decent price to pay for 
having a common, binding decision process at all.  
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6.1. The importance of institutions 
 
A key lesson from Europe is that it has built early on institutions designed to foster 
cooperation. A very likely conclusion is that much less would have been achieved if 
each step had been left to inter-governmental negotiations. Any SER regime 
represents some loss of sovereignty, albeit implicit, because monetary policy becomes 
severely constrained. Realignments allow for some degree of medium-run 
independence but, unless backed by large international support, they are dangerous, 
even with capital controls.  
 
Europe’s solution has been to embed the EMS in a web of unlimited support along 
with capital controls in the weak currency countries. When capital controls were 
lifted, the shift to EMU seemed almost natural. Three decades of confidence-building 
steps had created the necessary climate to consider the adoption of a common 
currency as yet another move towards ever greater cohesion. In fact, monetary union 
had long been penciled in as an ultimate goal. Several setbacks occurred along the 
way, chiefly the ditching of the 1971 Werner Plan which then envisioned a monetary 
union within five years. When the idea was revived two decades later, it was 
somewhat familiar. Importantly, the good performance of the EMS, had emboldened 
political leaders and shown that deep monetary cooperation pays off.  
 
Collective institutions become the advocates of integration. They move the debate 
from the purely political sphere to the technical level, allowing for professional 
assessments and avoiding costly mistakes. They provide analyses that would not be 
carried out otherwise. They can prepare blueprints which can be readily put to use 
when the occasion arises, often unexpectedly. If the support for collective 
undertakings is limited, such institutions can start with limited terms of references and 
be allowed to grow once they have established their credentials. A range of 
institutions, each with a precise mission, may be less intimidating than an all-
encompassing one.  
 
Europe’s sequencing –from trade agreement to the exchange rate system and to 
monetary union—is not necessarily the only possible way. Having achieved de facto  a 
high degree of trade integration, the East Asian countries could proceed first with a 
collective exchange rate arrangement, possibly even a monetary union. In 
contemplating options, the importance of building institutions along the way cannot 
be overestimated.  
 
6.2. Exchange change regime options for East Asia 
 
The crises of 1997-8 have opened a window of opportunity as a number of painful 
lessons have been learnt. First, the East Asian countries have found that economic 
success (growth) does not automatically bring about financial stability. Financial 
markets are fundamentally crisis-prone. The likely existence of self-fulfilling crises 
implies that most countries can be hit even though they do not have to. Second, one 
more time, fixed exchange rates have been found to be fragile. When they fail, 
misalignment can become massive, with widespread and costly implications. The time 
to think about the exchange regime is when conditions are stable, not when clouds 
gather. Third, the assistance from international financial institutions is open to 
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criticism. There is more than one way to deal with a crisis and the one that they 
choose may not be the one that is preferable from a national viewpoint.  
 
If trade is the main reason for seeking exchange rate stability, Table 2 indicates that 
about half of East Asian trade is within the region. This is less than in Europe. The 
contribution of trade with the US is larger in East Asia than in Europe, hence a higher 
attractiveness of the US dollar. Presumably, this difference lies behind proposals to 
establish a band with a common basket vis a vis the dollar, the yen and the euro.14 The 
attractiveness of this proposal is that it would stabilize exchange rates both internally 
and vis a vis the region’s other trading partners, the US and Eurozone. The 
disadvantage, in view of Europe’s experience, is that such an arrangement comes 
without any institutional backup as it solely relies on separate decisions by individual 
countries, and is very unlikely to include support in the face of speculative attacks.  
 
Option 1: Baskets plus Chiang Mai   
 
One (crude) way to illustrate how baskets might work is to look at counterfactual 
simulations. This is done here for one currency, the Korean won. The first of four 
counterfactual, called Basket 1, assumes that all countries adopt in January 1990 their 
own trade-weighted baskets vis a vis three currencies, the US dollar, the euro, and the 
yen.15 Figure 6 shows the evolution of the won exchange rate vis a vis the US dollar, 
both actual and the counterfactual basket peg. Obviously, the basket peg reflects the 
evolution of the three anchor currencies and assumes away the 1997-8 crisis.  
 
Figure 6 
 
Table 5 shows the standard deviation of the won vis a vis the three anchors and other 
East Asian currencies. The column labeled “Basket 1” indicates that, under this 
scenario, the won would have been considerably more stable than it actually was vis a 
vis all currencies. It would have been relatively less stable vis a vis the euro and the 
yen than vis a vis the dollar because it turns out that these two currencies have moved 
at cross-purposes around the dollar, enhancing de facto the latter’s anchoring role. 
This mechanical simulation essentially describes the role of a basket and of the 
different weights. It ignores the periods of intense speculative activity that have 
marked the period.  
 
Basket 2 corresponds a go-alone policy. It describes the case where the won would 
have been the only Asian currency on the three-currency basket peg, while all other 
Asian currencies are assumed to follow their actual evolution. Compared to Basket 1 
simulation, this does not affect the evolution of the won vis a vis the three anchor 
currencies, but of course changes the pattern vis a vis the other Asian currencies. The 
coefficients of variation presented in the corresponding column show that the 

                                                 
14 Kwan (1994) argues that a yen-link is preferable.  
 
15 I use 1999 trade weights It may seem inconsistent to assume such forward-looking weights. Weights 
based on 1990 trade would change nothing of substance. Similarly it assumes that the euro existed as of 
1990. The euro exchange rate used here is the one computed retroactively by the ECB, as explained 
and presented in its Monthly Bulletin. The weights are based on the average of imports and exports.  
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comparison with the actual scenario is nearly reversed. Except for the Hong Kong and 
Singapore dollars, which have fluctuated little or not all vis a vis the US dollar, going 
alone the won would have been far more volatile vis a vis the region’s currencies. 
This, of course, is another mechanical simulation which illustrates that, to stabilize 
bilateral regional exchange rates, the basket proposal would have to cover a large 
number of countries in the region.  
 
 

Table 5. Counterfactual coefficient of variation 
of the Korean won vis a vis other currencies 

 (monthly 1990:1-2001:10) 
 

      
 Actual Basket 1 Basket 2 Basket 3 AMS 
      
      
USA 0.252 0.055 0.055 0.054 0.085 
Europe 0.182 0.096 0.096 0.070 0.093 
      
Japan 0.254 0.093 0.093 0.009 0.102 
      
China 0.196 0.006 0.248 0.011 0.225 
Hong Kong 0.251 0.008 0.053 0.002 0.084 
Indonesia 0.369 0.019 0.487 0.008 0.467 
Malaysia 0.099 0.005 0.150 0.002 0.119 
Philippines 0.102 0.006 0.209 0.013 0.181 
Singapore 0.225 0.002 0.055 0.000 0.075 
Thailand 0.075 0.013 0.187 0.004 0.156 
      

Source: Author’s simulation, exchange rates from IMF. 
Note:  Basket 1: each Asian currency, excluding yen, tied to own-basket of dollar, euro and yen 
 Basket 2: Korean won only adopts a basket of dollar, euro and yen 
 Basket 3: each Asian currency, including yen, tied to own-basket of dollar and euro 
 AMS: Korean won tied to a basket of all Asian currencies, including yen. 
 
 
 
These contrasted results well illustrate the potential benefits and pitfalls of the basket 
proposal. Unless it is a coordinated move, it risks destabilizing regional bilateral 
exchange rates. Of course, initially all countries are likely to support and join the 
arrangement, but how will it weather the passage of time? Unless monetary policies 
are closely coordinated – a tall order of requirement in the absence of a more 
constraining arrangement –  there will be occasional pressure for realignment. This 
raises the ominous specter of speculative attacks and make the worst-case scenario 
represented by the Basket 2 simulations more than a curiosity.  
 
The Chiang Mai initiative represents one possible response. Mutual swaps 
arrangements provide for some degree of collective defense against speculative 
pressure. In association with common basket bands, Chiang Mai comes close to an 
EMS-type arrangement. Close only, with two crucial differences. First, the exchange 
rate mechanism (ERM) of the EMS provided for automatic and unlimited support of 
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bilateral pegs.16 The arrangement conveyed an essential message to the markets: any 
attempt at tearing apart any one currency from the others is doomed to failure since 
the strong currency central bank is committed to download unlimited amounts of its 
currency. In contrast, the amounts to be swapped within the Chiang Mai arrangement 
are limited, hence unlikely to be commensurate with the amounts that markets can 
mobilize. Large reserves of foreign currency, such as those which have been 
accumulated since the 1997-8 crisis, are open to the same limit: when a crisis is in full 
swing, it soon overpowers any limited  stock of ammunition.17  
 
The Chiang Mai initiative further fails to provide adequate strength and credibility to 
the basket proposal because two of the three currencies (the US dollar and the euro) to 
be included in the basket are not part of the arrangement. The arrangement would be 
more promising if the Federal Reserve, the ECB and the Bank of Japan were willing 
to commit themselves to unlimited  interventions. At this stage, such commitments are 
most unlikely to be agreed to, even limited ones which anyway would be insufficient. 
Thus the combination of a common currency basket and mutual swaps is unlikely to 
work in the face of determined speculation. The essential lesson that fixed rates are 
open to possible self-fulfilling attacks is lost. 
 
Finally, the basket-cum-Chiang Mai proposal fails in another major dimension. It 
relies on a set of national (pegging to a basket) and bilateral commitments (the swap 
agreements). It thus perpetuates Asia’s tradition of eschewing institutional building. 
By design, the proposal does not open the way for a collective institution. Mutual 
surveillance, as is occasionally discussed, would not help much, as it would relies on 
sticks (peer pressure) without carrots (conditional unlimited support).  
 
Option 2: An Asian Monetary System 
 
The alternative to joint basket pegs is to aim at a less roundabout approach to the 
stabilization of within-Asia exchange rates, i.e. to stabilize directly the bilateral rates. 
The blueprint for an AMS is the European Monetary System (EMS) which relied on a 
matrix of bilateral exchange rates which were jointly fixed.  In what follows, it is 
assumed that the Japanese yen is part of the AMS.  
 
How much stability can be achieved with such an AMS? Again we look at a 
counterfactual for the Korean won. It considers that the won is pegged to a weighted 
average of the other Asian currencies, assumed to have followed their historical paths. 
It is important to note that this counterfactual does not exactly mimic what could have 
been the performance of an AMS over the 1990s (quite possibly, the 1997-8 crisis 
could have been limited, see below), since it does not rest on bilateral pegs, but on 
                                                 
16 When the Bundesbank declined to provide unlimited support to Italy and Great Britain in 1992, the 
lira and Sterling were forced to with draw from the ERM. It then appeared that the Bundesbank had an 
agreement with the German government to withdraw from the agreement if it perceived a threat to 
price stability. This episode and the German arrangement are studied in detail in Eichengreen and 
Wyplosz (1993).  
  
17 It is always striking to observe how policymakers feel reassured by large stocks of foreign 
currencies. Their confidence is only exceeded by their bewilderment once they have lost a bruising 
battle on the foreign exchange markets.  
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pegging to an “Asian Currency Unit”. The EMS too included a European Currency 
Unit (ECU) but it did not serve as an anchor. The exact simulation of an EMS-type 
system is impossible as it would have to rely on assumptions on all bilateral pegs in 
the region. Still, it is illustrative of efforts at stabilizing regional exchange rates, 
including during a period of major upheaval.  
 
The AMS counterfactual is represented in Figure 6 and Table 5 provides the 
corresponding coefficients of variation. The figure shows that there is a great degree 
of similarity between the basket and AMS counterfactuals. Table 5 indicates that the 
stabilizing property of an AMS falls in-between those of  Basket 1 and Basket 2, the 
optimistic and pessimistic versions of a basket peg. Note in particular the surprisingly 
good performance vis a vis the two external currencies, the dollar and the euro. This is 
certainly a strength of the AMS proposal.  
 
It may be objected that the AMS simulation is not directly comparable to the basket 
simulations since in the latter the yen is one of the three anchors and not part of the 
basket arrangement whereas it is part of the AMS. This is why a fourth simulation, 
Basket 3, assumes that all Asian currencies, including the yen, are pegged to a two-
currency basket comprised of the dollar and the euro. The resulting behavior of the 
won is depicted in Figure 6. Table 5 shows that the won is slightly more stable vis a 
vis the dollar and the euro, which is obvious since the weights on these two currencies 
rise when the yen is excluded from the basket.  
 
Surprisingly maybe, relatively to both Basket 1 and the AMS, under Basket 3 the won 
is also more stable, and considerably so, vis a vis all the yen, and often vis a vis other 
Asian currencies. Again, the increased stability vis a vis the yen mechanically follows 
from the fact that it is now assumed to be pegged to a similar two-currency peg as the 
won. The same reason explains that the won is more stable vis a vis the Asian 
currencies under Basket 3 than under AMS. Since it is impossible to imagine how the 
Asian currencies would have behaved under an AMS, the simulation simply pegs the 
won to the average of the Asian currencies, accepting their actual behavior, including 
over the crisis period 1997-8. This is a serious limit of the AMS simulation which 
simulation probably provides a pessimistic evaluation of an AMS, overlooking a 
number of additional advantages of such an arrangement. 
 
A first advantage is that the countries whose currencies jointly float vis a vis the rest 
of the world, can manage the common dollar and euro exchange rates. They could 
even have an implicit common basket peg vis a vis these two currencies. This would 
promote coordination.  
 
The second additional advantage of an AMS is that it fosters explicit cooperation in 
monetary matters. Obviously, macroeconomic policies must be compatible with the 
targets, and the tighter they are, the more exacting must be the surveillance process. 
Europe’s lesson is that mutual surveillance works, especially when backed by clear 
procedures and carried out by a multi-national institution to limit the extent of 
unavoidable politicization. Such an arrangement can evolve over time. It can start 
with pure peer pressure through regular reviews, and move on to on-going 
surveillance carried by a special, less political institution.  
 
The setting up of an AMS would not either require the creation a specialized agency. 
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Meetings of ministers and central bank governors already occur on a regular basis, 
their role would have to be enhanced and systematicized. An additional step would be 
the setting up of a small permanent secretariat, which would form the basis of a 
common institution. Such an institution would be useful if the countries contemplate 
to eventually join in a monetary union.   
 
The third potential additional advantage of an AMS is crucial. Instead of swap 
arrangements a la Chiang Mai, the member countries could follow the EMS approach 
and make explicit commitments to mutual unlimited  support. Perhaps coupled by 
some restrictions on capital flows, such an arrangement would considerably 
strengthen the system and make it possible to organize realignments. Within the EMS, 
realignments were decided by consensus, which greatly enhanced the degree of 
cooperation and was instrumental in removing fears of beggar-thy-neighbor policies. 
Such an arrangement would probably not have prevented the 1997-8 crisis, but it 
could have made considerably milder. Mutual supports are carrots which make the 
stick of realignments by consensus acceptable.  
 
Finally, the comparison between basket pegs and an AMS underlines some important 
politico-economic aspects. In contrast with basket pegs, an AMS would represent an 
inherently regional approach while basket pegs reflect a  sensitivity to outside 
interests. The debate around an Asian Monetary Fund has well illustrated the 
perceived importance of external influences in the region, This sensitivity can be 
contrasted with Europe’s creation of the European Monetary Cooperation Fund early 
in the 1970s, as well as with the mutual financial assistance embedded in the EMS, 
which raised limited outside opposition even though both clearly competed with the 
IMF.  
 
6.3. How much, when and what to stabilize? 
 
The three-currency basket peg proposal formulated by Williamson (1999) can be seen 
in a wide variety of ways. It only rules out free floating, but allows for different 
degrees of fixity, ranging from crawling bands to narrow pegs. This a proper appraisal 
of the basket proposal is impossible unless the associated exchange rate regime is 
fully specified. Three main issues arise: 

- Should the peg be fixed or crawling? 
- How wide should be the band of fluctuation? 
- Is there a sequencing from soft to harder pegging? 

 
6.3.1. Fixed versus crawling peg. Traditionally, crawling bands have been adopted as 
part of a disinflation strategy. Because the costs of bringing inflation down quickly 
are usually large18, a fixed peg is bound to lead to overvaluation. This is not a issue of 
much importance in Asia. Another consideration might matter: fast growing 
economies typically face the Balassa-Samuelson effect, a trend of real appreciation.  In 
that case, a fixed peg may lead to higher than desirable inflation, as happened in Hong 
Kong since the adoption of the currency board. The alternative is to appreciate the 

                                                 
18 This the case for moderate inflation. In the present of high inflation – say, above 100% per annum – 
sudden disinflation may be more efficient as demonstrated long ago by Sargent (1983).  
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currency from time to time, but markets are likely to anticipate such moves and create 
speculative pressure. The choice is therefore before an upward crawling peg and a 
wide band. 
 
6.3.2. Wide vs. narrow bands. As noted above, due to the Balassa-Samuelson effect, 
the Asian countries should be concerned about narrow band, unless it is crawling 
upward. But another consideration is relevant: fast growing countries also typically 
face large potential capital inflows. As is well-known from the experience in Latin 
America (Calvo et al., 1996; Hausmann and Rojas-Suarez, 1996), capital flows are a 
source of overvaluation and prone to sudden reversals, and there is no cheap way to 
deal with them. More generally, emerging markets are liable to numerous financial 
shocks. This argues in favor of large bands.   
 
Williamson’s own idea is to adopt wide bands. If the bands are wide, the risks of 
lethal currency attacks decline but, obviously, the stabilizing properties of the 
arrangement are eroded. Bands which are +/-15% large allow for fluctuations of 30%, 
far larger than the kind of tariff barriers which are seen as harmful to trade among 
tightly linked partners.   
 
6.3.3. Optimal sequencing? It may be tempting to start with wide bands and gradually 
narrow them as confidence builds up. This is only superficially logical. In fact, 
policymakers confidence is dangerous: most currency crises occur because the self-
confident authorities fail to read the signals of impending danger. The experience of 
many countries over the last years has been to move away from the middle ground, 
either to very hard pegs or to floating. The reason is that the middle ground is 
dangerous. At the same time, there is mounting evidence that the middle ground is 
desirable, witness widespread fear of floating (Calvo and Reinhart, 2000) and fear of 
pegging (Levy-Yeyati and Sturzenegger, 2002). Pegging is best seen as a temporary 
regime, on the way to pure float or to a robust regime, either dollarization or monetary 
union.19 Narrowing down the band on the way to a robust regime gives a sense of 
continuity but misses the fundamental fact that regime changes are fundamentally 
discontinuous. 
 
6.4.  A jump to a monetary union? 
 
A monetary union delivers complete regional exchange rate stability and fully 
dispenses with the need for swap arrangements. In that sense, it is the perfect solution. 
Three difficulties need to be contemplated, however: the depth of the economic and 
political requirements, the viability of the system, and the need for real exchange 
variability.  
 
The complete renunciation of monetary policy is a major economic and political step. 
While the economic requirements, the optimum currency area criteria, may be less 
crucial than often believed, the sudden and irrevocable increase in interdependence 

                                                 
19 Just how robust dollarization is remains to be seen. The Argentine crisis serves as a reminder that no 
exchange rate regime is one hundred percent robust, simply that the harder is the peg, the more violent 
is the crisis that eventually sweeps it away. Similarly monetary unions may be vulnerable, although the 
collective nature of the undertaking provides some reassurance.  
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calls for a battery of agreements which erode national sovereignty much further than 
the abandonment of monetary policy. This includes limits to public debts, the 
harmonization of banking regulation and supervision, seigniorage sharing rules, and 
provisions for lender of last resort operations. Politically, it requires the creation of a 
powerful multinational institution, the central bank, which is bound to raise delicate 
issues of delegation of authority and democratic accountability. Finally, it requires an 
understanding on the management of the common exchange rate. Free floating is the 
easy way-out, but it presumes that the member countries share a commonality of 
interests. Kwan (1994) reports that exchange rate fluctuations vis a vis currencies 
outside of the region have divergent effects on the Asian countries, suggesting that an 
agreement will not come easily.  
 
The creation of a monetary union is properly regarded as a one-way commitment. Its 
viability is therefore of paramount importance. Since the optimum currency area 
criteria are unlikely to be fulfilled, there will always be costs in sharing the same 
currency. At this stage, we simply do not know how to evaluate these costs. A 
complicating factor is the distinct possibility that fulfillment of the optimum currency 
area criteria is endogenous to the very existence of the monetary union itself.   
 
What is clear, is that real exchange rates are unlikely to remain stable within a 
monetary union. Asymmetric shocks call for short-run variability. Different stages 
and speeds of development call for long-run variability. This requires wage and price 
adjustments, raising two main issues. First, goods and labor markets need to display 
the required flexibility to permit such adjustments without unacceptably large 
macroeconomic disturbances. Second, real convergence matters a great deal. The 
more disparate are the monetary union members, the larger will be the necessary 
variability of price changes. The choice of a union-wide inflation objective, formal or 
informal, must allow for such variability without forcing deflation in some countries. 
Europe’s approach has largely ignored this issue, focusing instead on nominal 
convergence. Real convergence is coming to the fore now.  
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