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1. Introduction

When the European Union countries agreed in Maadtricht to launch a monetary union
some ten years ago, the project was often deemed unredistic and doomed to failure. It
IS now seen as a blueprint for other regionsin theworld, in particular in East Asa
The attraction of the European Monetary Union (EMU, theresfter) lies partly in the
recent popularity of the hollowing-out hypothess which holds thet, in aworld of high
capitd mohility, the only sustainable exchange rate regimes are purdly flexible rates
and hard pegs (monetary unions, currency board, dollarization). Arrargements that

fdl 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 chalenged by the Argentinean debacle, needs to be taken
with great caution and, in particular, the lessons from Europe can be highly
mideading. Exchange rate arrangements should never be seen as permanent. In fact,
dl of them have ardatively 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
higtorica episodein a particular country, apoint previoudy emphasized by Franke
(1999). Europe' s successful to monetary union is only the latest tage of along
evolution that started after World War 1. Then, the non-cooperative effort to rebuild
the Gold Standard resulted in serious misaignments and eventualy collapsed. The
subsequent shift to dirty floating was marred by competitive devauaionswhich al
but scuttled trade within Europe. That interwar experience and the war that followed
have |eft a deep mark. The current generation of Europeans till regard monetary
arangements as a key dement of the overwhelming effort to never again dlow
hodtilities to flare up on their continent. This background is essentiad to grasp the
significance of monetary union and the regimes that preceded it. 2

The main theme of this paper isthat monetary union isindeed adesrableam, at least
a aregiond levd and, maybe, a the world level in the (very) long run as suggested
by Mundd! (2000). However, that aim cannot be achieved without long preparation
and deep integration, not just trade but aso, and more crucidly, inditutions. And if a
region indeed sats monetary union asitslong-run god, it should re-think its current
exchange rate arrangements in this light. Exchange rate regimes that seem sub-
optima under current conditions may become desirable when viewed as a step
towards monetary union. Conversdly, if monetary union is not deemed desirable, of

! One can, of course, setsthe starting time earlier. For arecent 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 Europeinto which | was born was avery different place from the Europe of today. It was part of
aworld suffering from aterrible economic depression. It was a continent whaose nations were about to
learn the terrible lessons of war for asecond time in lessthan half acentury. Out of thefolly of
dictatorship and the errors of protectionism was born anew determination among Europeansto work
with, ingtead of againgt, each other, and to repect each other's differences and to learn from them.”
Keynote address, Frankfurt am Main, 31 December 2001.



feasible, regiond exchange rate arrangements may be thoroughly ungppeding.

The next section offers an overview of the firgt three years of EMU. Section 3 argues
that countries that trade with eachother are likely to look for some degree of

exchange rate Sability. This reasoning is gpplied to a comparison of Europe and East
Asa Section 4 consdersthe god of exchange stability and the dangers associated
with regimes that peg, one or another, the exchange rate. Section 5 then emphasizes
the role of inditutions in monetary maiters. The last section examines two options that
East Asan countries may consder for their exchange rates: joining pegging to a
basket made of the three mgjor currencies (the US doallar, the euro and the yen), and
regiona pegging as was done in the European Monetary System.

2. Should Regions Aim at Monetary Unions? The Brief Record of EMU

It isfar too early to cal EMU asuccess, but it has adready eiminated the specter of
speculdive atacks againgt European currencies. It carries costs and its rules will need
further adjustment. This section examines the various benefits and costs. Mogt 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 areview). Doesit mean that EMU is a doomed undertaking? No, but it means thet
there will be costs as well as benefits.

2.1. Benefits

Exchange rate stability. Thefirst and foremost benefit from EMU isthe eimination
of intra:European nomind and red exchange variability. Given the importance of
regiond trade, effective exchange rates too have been stabilized. It isimportant to

note, though, that the European Monetary System (EMS) aready provided for
subgtantia exchange rate sability. But, the EM S history has been plagued by various
crises, especiadly when asymmetric shocks were hitting, a consequence dl but ruled
Oout.

Central bank independence. EMU has brought centra bank independence to countries
which, for long, had kept their monetary authorities under palitical control. Centrd

bank independence is not necessarily a consequence of amonetary 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 potentidly
divisve damsof politica contral. It istrue thet an increasing number of countries

have now granted independence to their centrd banks, and this could have happened

in Europe even without EMU, but there is little doubt thet, in some countries & leedt,

it would have taken much longer.

Peer pressure regarding macroeconomic policies. In amonetary 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 financia system and therefore the

common exchange rate. For this reason, there has to be some form of agreement that
alows collective oversght of nationd fiscal policies. Since monetary union member



countries dready give up nationd monetary policies, further sovereignty trandfers are
hard to enact, at least a the same time. The response has to be peer pressure. Europe's
way, the Stahility and Growth Pact, is quite primitive and, as events have shown, rests
on rules thet are too arbitrary to withstand economic redlities and political pressure. It
will take time, decades maybe, before wholly gppropriate procedures are designed and
implementec yet, in the mean time, peer pressure, however imperfect, servesthe
useful role of prompting regiond discussons and furthering the redlization of shared
interet, thereby limiting the impact of idiosyncraic palitics.

Apparent increase in wage/price moderation. Dating back to the semind work of
Kydland and Prescott (1977), it is well understood that wage and price discipline
works to the benefit of dl interested parties, and yet iseusve aslong as dippages can
be accommodated ex post by easy monetary and exchange rate policies. A monetary
union goes along way in solving this problem. Aslong as wage and price remain set

a the nationd levd, the dimination of domestic monetary policy implies thet
dippages will not be accommodated, so thet any loss of competitiveness will haveto
be cdlawed back through subsequent trict discipline. Figure 1 looks a the labor share
of GDPin sx EMU member countries and in three nonrEMU OECD countries (the
choice countries is dictated by data availability). Thereis 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 isindeed ddlivering some wage moderation.

Figure 1. Labor shares

Boost to trade The view that exchange rate stability promotes commerce hasno
theoretica support (exchange rate uncertainty can either encourage or discourage
internationd trade depending on assumptions) and generdly limited empirica

support, see for example Kenen and Rodrik (1986) for a sample of industridized
courtries and de Grauwe (1988) for the European Union. A recent review and more
wesk evidence is provided by Ham and Persson (2000), but stronger evidence is now
coming on line, asin Pozo (1992), and mostly Rose (2000) and the recent literature on
the border effect (Hdliwell, 1998).

Most of the negative evidence is based on high frequency (typicaly from one month
to one year) fluctuations in the exchange rate. At such frequencies, there exist chegp
hedging indruments, S0 that it is not surprising thet the effect of high frequency
exchange rate voldility is weak or non-existent. For technica reasons (chiefly the
lack of enough observations), the literature does not deal with lower frequencies, in
particular with the often degp multi-year currency cycles that cannot beinsured
againg, a least not chesply or conveniently,* and easily wipe out established
competitive positions. At any rate, snce World War 11, European countries have
identified red exchange rate Sability asakey policy target, and this mativation has
been crucid in deciding to adopt acommon currency.

3 For aproposal, see Wyplosz (2002).

4 In principle, firms can cover long term trade exposure by acouiring maiching positions but they do
not seem to do so.



2.2. Costs

Does“ one sizefit all” ? A main contribution of the optimum currency areatheory is
the observation that asymmetric shocks can be a source of difficulty unless labor
markets are sufficiently flexible and/or labor moves eadily across the monetary union.
A nearly unanimous conclusion isthat Europe s labor markets are highly rigid and

that 1abor mohility is particularly low, not only across countries but within countries

as well (Blanchard and Katz, 1992, Cdmfors et d., 1997).

Animplication of thisconduson isthat there will be times when the common
monetary policy will beill-adapted to some countries' economic conditions. For
example, if a country undergoes a boom, with inflation correspondingly higher thenin
the rest of the union, the redl interest rate will be too low and hence monetary policy
could exacerbate the inflationary pressure. Thefird three years of EMU offers
evidence that thisisindeed adrawback to factor in. Table 1 documentsfairly large
inflation differentids. Irdland has been booming while Germany has undergone
duggish growth. Clearly, monetary policy could not have been right for elther
country.

Table 1. Inflation in EM U

1999 2000 2001

Audria 087 123 180
Bdgium 100 122 249
Fnland 052 283 1k2
France 019 052 1k2
Germany 08 -039 112
Greece 28 305 302
Irdand 374 469 447
Ity 160 222 28
Netherlands 164 311 450
Portugal 343 273 370
Span 284 340 346
Standard

Devidion 124 146 122

Source: OECD, Economic Outlook

But how wrong has monetary policy been so far? Besides the observation thet the real
interest rate has moved in the wrong direction reatively to inflation, ary condusion
must rest on conjectures about what would have happened in the abosence of EMU. A
smple gpproach isto examine Taylor ruleswhich rdate the short term interest rate to
deviations of output and inflation from their respective targets® and to check how hes

® Seeeg.Clarida, Gali and Gertler (2000).



monetary policy been implemented. Figure 2 shows the result when the behavior of
the Bundesbank, as estimated® over the period 1962-98, is gpplied over 19952001 to
the EMU member country (it can be argued that, from the mid-1990s onward, dl
prospective member countries adopted the Bundesbank’ s gpproach as they were
trying to meet the convergence criteriafor EMU membership). Figure 2 displaysthe
actud interest short-term interest rate dong with the rate that would have been
observed if the monetary authority (the national centra bank until 1998 and the ECB
theregfter) had adapted the Bundesbank’s Taylor rule to loca economic conditions,
Thefigure shows that monetary policy has been too lax in Irdland, and to alesser
degreein Spain, Portuga and the Netherlands, with negligible divergence esewhere.
The cogt, so far, has therefore been circumscribed.

Figure 2. Taylor rules

Labor market adjustments. The key criterion for optimum currency areasis labor
mobility or red wage flexibility. In the face of asymmetric shocks, mobile labor
follows economic activity and fully accommodates the shocks. This* solution” failsto
recognize the substantia cogts of migration. This includes fixed economic costs
(relocation) as well large socid and culturd cogts that accompany the uprooting of
families and the redidtribution of people across traditiond nationa and linguidtic
borders. In the absence of Iabor mohility, a high degree of red wage flexibility dlows
for the cushioning of shocks.

Under any condition, red wage flexibility isdedrable, yet it isdusive, and has been
particularly so in Europe. There are economic as well non-economic reasons
explaining why red wages are rigid, many of which lie degp indde countries socid
and political intitutions and traciitions’. Joining amonetary union islikely to upset
the pre-exiging equilibrium. Not only it is not dlear what would the new equilibrium
be (see eg., Cdmfors, 2001, for areview), but the upsetting of existing relationship
may be coglly.

Fiscal constraints. Because mogt historica cases of rapid inflation are related to
excessive public deficits and debts, any monetary union must include some form of
fisca congraints. In EMU, the Excessive Deficit Procedure, mandated by the
Maadtricht Treety, has led to the adoption of the Growth and Stability Pact which
dipulates that deficits shal not exceed 3% of GDP. Such aruleisinevitably arbitrary
and bound to be, on occasions, excessively redrictive (for an early anadyss see
Eichengreen and Wyplosz, 1998; for arecent collection of papers, see Brunilaet d.,
2001). While some form of restraint is needed, to be effective it must congrain the
nationd politica authorities, which raises serious issues regarding both sovereignty

®The equation is estimated with the GMM procedure, using one lag of esch varigble asingrument. The
result is:
i = 0.71 + 0.54* pyyy + 0.28%y;1 + 0.47%i 4 Adj. R2=0.55, DW = 1.54
(1.38) (2.16) (1.86) (5.38)
where iy isthe short -term interest rate, w4 istheinflation rate observed the following year (GDP
deflator) and v, isthe one-year lagged GDP growth rate. Number in brackets are t-gtatistics.

" A good overview can be found in Nickell (1997) and in Persson and Tabellini (2000).



and democratic accountability.

Policy coordination. The generd presumption isthat monetary and fiscd policies
ought to be coordinated to some degree. In most countries where the centrd bank is
independent, coordination typicaly takes the form of regular informal contacts
between the Governor and the Minister of Finance. In monetary union, the existence
of severd nationd fiscd authorities greatly complicates maiters. There is aneed for
coordination between the centrd bank and the fisca authorities, and among the fiscd
authorities themselves.

Regarding cooperation between the monetary and fiscal authorities, in amonetary
union the Governor cannot engege easly and regularly in informa contacts with
severd Ministers, nor can he/she appear to privilege contacts with some of them.
Europe' s experience wdll illugtrates this difficulty. While the President of the ECB is
invited to attended the meetings of the Ministers of Finance (the ECOFIN Council)
and, conversdly, the Chair of ECOFIN isinvited to attend the meetings of the central
bank’ s Governing Council, such contacts are known to be purely forma, 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 responsihilitiesis afine one, as exemplified by Europe s Growth and Stability
Pact.® In every country, fiscel policy is paliticaly highly sendtive asit bringsto the
fore conflicting claims from al segments of society. Adding internationa
congderations stands to greetly complicate an dready complex exercise. Europe' s
ECOFIN Council is reportedly making progress since the setting of EMU, but it
remains afar cry from effective coordination.

Sovereignty transfers A monetary union implies, by definition, the trandfer of
monetary policy sovereignty to aregiond authority. Once thisis done, however,
meatters do not stop there. As note above, effective policy coordination — covering
meacroeconomic policy but aso the labor markets and taxation, for indance— is part
and parcd of amonetary union. This creates the perception of creeping transfers of
sovereignty. Since each such trandfer isinherently 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 nationa sovereignty.
Over time, such transfers become possible as confidence in the undertaking builds up.
In the mean time, informa agreements w hich amount to implicit transfers of
overeignty require agood ded of trust amonggt public opinions which are not yet
ready for the next step.

8 The Growth and Stability Pact is often erroneoudy described as a coordinating device. Itisaone
sided congtraint on fisca policy and can therefore be seen as a coordinating tool only when one country
reaches the alowed deficit limits. It is sometimes claimed that the surveillance mechanism —the Broad
Economic Policy Guiddines — set up to enforce the Pact can evolve towards a coordinating
mechanism. Thisis 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
arisewhen larger deficits ought to be coordinated: it is highly unlikdly that the Pact mandate will

permit thisform of coordination.



3. Exchange Rate Stability
3.1. Thegoal of exchangerate stability

Bayoumi and Eichengreen (1996) have observed that European political integration
has been discussed in intellectud circles for more than two centuries. Y e, such agod
remains as dusve asit is controversd. While some voices regularly arguefor a
“United States of Europe’, over the last five decades political |eaders have been more
pragmatic in their pronouncements and have stuck to the view that peeceis, for the
time being, the overriding concern, and that exchange rate stability is a necessary
condition for trade integration.

Asiaseamsto follow adifferent route. Peace does not seem asfirmly established asin
Europe, and old wounds remain unhealed. While trade has generdly been recognized
asthelynchpin of the growth strategy, the emphasis has clearly been on integration

into the world economy, chiefly with the US and Europe. Y &, asin 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 nationd currencies to the US dollar. Exchange rates within
Asiahave thus been ahilized de facto. That srategy had become problematic,
however, when the dollar gppreciated and the yen depreciated in the mid-1990s. The
post-crigs floating of most currencies has revived interest in pegging, again prompted
by trade congderations, including some discussion of regiond coordination.

A key question is how much attention should East Asia pay to Europeangyle
regiond arrangements, as opposed to looking for an outsde anchor. This question is
Sudied in Section 4 beow. The present section examines how different is Asafrom
Europe.

3.2. Tradelinks

Europe has put &t its forefront regiond trade, not East Asa Yet, as Table 2 below
documents, trade integration within Asais dready deeper than within Europe. The
trade share of regiond in GDP typicaly exceeds that found in European countries.
Thisisremarkable, given the absence of aforma common market. Trade agreements
do exigt in the region, but they are modtly bilaterd, with none of the enforcement
mechanisms (absence of border controls, common standards and anti-trust policies,
eaborate“levelplaying fidd” measures regarding public procurement, etc.) adopted
for decadesin Europe.



Table2. Tradein Asia-Oceania and Europe
(1999, % of GDP)

1.1. Asia-Oceania 1.2. Europe
Regiond  Regiond
Openness  trade trade Openness  Regiond
totrade (induding (exduding totrade trade
Oceania) Oceania)
Audrdia 15.( 7.1 Audria 315 21.:
China 18 101 9.8 Bdgium 68.9 47.¢
Hong Kong 111« 54.1 52.6 Denmark 26.3 17.€
Indonesia 25.] 16.7 15.€6 Finland 27.6 17.€
Japan 8.4 2.8 2.6 France 20.7 14.2
Korea 32t 132 12.2 Germany 24.0 13.€
Mdaysa 94.¢ 53.2 50.7 Greece 141 9.6
New
Zedand 24. 12.6 Irland 62.7 38t
Philippines 45.] 22.9 222 ltdy 18.9 111
Singapore 132.¢ 69.9 66.1 Netherlands 49.3 36.2
Thalland 43,7 215 20.£ Portugal 27.3 224
Span 21.2 14.¢
Sweden 3.7 185
UK 20.3 114
Average 50.2 25.8 28.C Average 317 21.1
S.devidion 42, 225 225 S.deviaion 16.7 11.€

Thereisacrucid difference, though. The East Asian countries are typicaly more
open than the European countries so that the share of regiond trade, as a proportion of
totd trade, islower (50% in East Asaagaing 65% in European) as shown in Figure
3. Thisimpliesthat the preference towards regiona exchange rate arrangements will
be less strong in East Asathan in Europe. It should be pointed out, though, thet for
both openness and the share of regiond 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 processin the 1950s.

Figure 3. Regiond trade
3.3. Exchangerate volatility

The argument so far isthat the East Asan countries are at least as open to trade as
those that make up the European Union and that they should vaue exchange rate
dability at least as much, Japan being an important exception. What is the record?
Figure 4 depicts monthly changesin the exchange rate (the scale is such that 0.1, for
example, represents a 10% depreciaion relatively to the previous month). For



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 isno
Smilar center currency. For most East Asian countries, the dollar exchange rate has
been quite stable until the 1997 crigs, but generdly less so than the DM exchange
rates in Europe.

Figure 4. Exchange rate changes (monthly)

Thisvisud 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 sgnificantly more stable in Europe, by afactor of
amog three. If welook at the ten years preceding the criss (last column in Table 3),
anumber of East Asan countries display avolatility which isat par with Europe' s
thisisthe case of Hong Kong, of course, but aso of Korea, Mdaysia, Singgpore and
Thailand. Once again, Japan stands gpart, with a considerably higher degree of
volatility throughout any sub-period. Indonesia s voldtility appearsto berdaed to a
limited number of episodes, with long sodl of high stability in between.

Table 3. Standard deviations of monthly exchange rate changes

(1979:1-19984)
1979 1979-

Europe 9% Asa 98 1985-96
Audria 0003 Audrdia 0028 0.031
China
Belgium 0007 Mainland 0035 0042
Denmark 0.008 HongKong 0013 0.002
Fnlad 0020 Indonesa 0077 0.030
France 0009 Japan 0035 0033
Irdand 0013 Korea 0036 0.008
Ity 0017 Madaysa 0026 0013
Netherlands 0005 New Zedand 0033 0031
Portugdl 0019 Philippines 0035 0023
Span 0.019 Singgpore 0016 0.012
Sweden 0022 Thaland 0032 0.007

Switzerland 0.014

United

Kingdom 0.026

Average 0014 Aveage 0033 0021
Source: IMF

Notes: European exchange rates are expressed in DM, Asan
exchange ratesin US dadllar.



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 degr ee of exchange
rate Sability. Many of them, typically the most open ones, have achieved much
exchange rate gability in the late 1980s-early 1990s, until the 1997 crigs. The crissis
often seen as an indictment of the exchange rate sability god, but that judgment isfar
too sweeping to be of practica use (Frankd, 1999). A more nuanced view isthat pegs
areinherently ungtable and, yet, they provide much needed gability for open
economies. Thus the question is properly seen as involving a trade-off, balancing the
costs and benefits from exchange rate sability, keeping in mind thet the costs and

risks can be reduced by the adoption of adequate measures.

The vulnerability of regimesthat aim at stable exchange rates (SER, theregfter) iswdll
known ard documented, see e.g. Eichengreen (1994). Two main threets are identified.
Frg, misdignments are likely to eventudly surface. Misdignments may result either
from domedtic inflation, which may be low but till excessive, or from shocks thet
affect the country’ s competitiveness (e.g. depreciation in competing countries or shifts
in competitiveness), or from unsustainable fiscal policy. Second, sdf -fulfilling crises
adways loom in the background, feeding on vulnerabilities thet range from the setting

of macro-policies, from palitica ingtability or from week banking and financid

systems.

Oncethisisredized, two condusonsfollow. Firs, evenif any SER regime
eventudly collgpses, it isaclose cdl whether sability is better achieved with a SER
regime or with a (reasonably) free float. In Europe, Table 3 shows that the experience
of France and Itdly, to fixers, does not dearly stand gpart from that of Switzerland or
the UK, two floaters. Smilarly, in East ASa, Indonesia, Koreg, and Thailand do not
obvioudy overparform Maaysaand Singapore. Avoiding sharp crisesistherefore
necessary to regp the benefits from SER regimes. In the EMS, countries such as
Belgium, Denmark and France managed to do o, Itay did not, and the differenceis
cearly visble

Second, and consequently, measures can be taken to avoid the most punishing aspects
of currency crises. Sdting dl thingsright can, in principle, dtogether rule out crises,
but thisisatal order of requirement that most countries cannot hope to achieve, even
though trying hard is an obvious recommendation. Still, when dl dsefails the
authorities should be reedy to adjust their pegs well ahead of disaster. Nearly dl 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 sdf-
fulfilling crises, which often give the impression of hitting randomly, usudly takes

time before reaching irresstible pressure. Figure 5, for example, shows that the short-
term interest in Korea started to move up immediately after the Tha crissin June
1997, and kept risng until the authorities capitulated to what can indeed be seen asa
sf-fulfilling crigs. One cannot but ask what would have happened had the won be
st free, or even devaued, in duly.

Figure 5. Money market rate in Korea

10



The monetary authorities tend to systematically hope to be able to contain the

pressure through determined action (raising the interest rate and committing massive
amaounts of reserves, some borrowed). There are some success stories (e.g. Denmark
and France in 1992-3, Hong Kong in 1997-8)° but many more disastrous outcomes.
Given the codts of currency crises — often accompanied by banking crises, see
Kaminsky and Reinhart (1999) — the gamble is Smply 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 regppraisd 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 condder Smultaneoudy the exchange rate and capita mobility regimes.
Redtrictions to cgpitad mobility are costly in terms of dlocative efficiency, but such
cogts need to be considered dongside those of currency crises. Section 4.6 dedswith
thisissue

How are capita controls supposed to work? For along time, and that was certainly
the case in Europe, the main motivation has been mercantiligt, the view that domestic
savings ought to be primarily used to finance domestic investment and growth. Over
time, controls have been increasingly seen as away of segmenting the domestic from
the internationd financid markets and thus provide some room for monetary policy,
epecidly when the exchange rate is pegged. Evidence thet dl controls eventudly
lesk has put this objective very much in doubt. ™ The more reasonable rationde is that
controls make speculative activity more expensive, either because circumvention of
thelaw is cogtly, or because they take the form of an explicit tax. At least for awhile,
ahigher cost can deter speculation, which can make dl the difference between a criss
and no-crigsin sdf-fulfilling Stuations. And when acrisisis under way, controls can
dow down therise of speculative pressure, giving some time for the authorities to get
organized, for example to implement an orderly redignment or floatation.

It isthislatter 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 policiesis an obvious necessary condition
to limit the threet of speculaion. Sadly enough, this condition is often overlooked.
Worsg, it isnot a sufficient condition. The possibility thet attacks can be sdif -fulfilling
implies that any vulnerability — economic, finendd, political — may judtify ex post a
run on the nationd currency. Theligt of potentia vulnerabilitiesis unbounded, and
expands with each new round of crises: Europe in 1992-93 illudtrated the role of high
unemployment, Mexico in 1994 showed the importance of foreign currency-

° |t bears emphasizing that both Denmark and France benefited from an explicit and unlimited support
from the Bundesbank within the framework of the EM S, see Eichengreen and Wyplosz (1993). Hong
Kong's defense was highly unusud and unlikely to be transferable to most other countries.

10 For arecent contribution which examines anumber 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 rolein Asain 1997. Sinceit ismply impossible for any country to be perfect on
dl the potentid 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, isto back a SER
regime with restraints on capital maobility.

4.3. Capital mobility: Europe’s experience

Europe hasfollowed adigtinctive path, which is recounted in detail in Wyplosz
(2001). For decades since 1945, the choice of afixed and adjustable exchange rate
regime has been underpinned by fairly eaborate regrictions on capital movements.
Most countries implemented administrative measures that banned or restricted capita
outflows, Germany occasiondly restricted capitd inflows. Belgium operated adud
exchange market, with afixed Commercia franc and afloating financid franc. The
strong currency countries were thefirg to liberdize their financia accountsin the
early 1980s. Germany, for instance, did so in 1981, nearly 25 years after the cregtion
of the Common Market. Complete liberdization occurred only in 1990.

For along period, the controls on internationa capital flows were neaded to uphold
internd financia restraints (alimited range of ingruments, private debt issues subject
to adminigtrative gpprovas, quota for commercid bank credit, etc.). For these
restraintsto operate, resdents (firms and households) had to be prevented from
shopping aoroad. Internd liberdization sarted in the mid-1970s and was not

complete until ten years later. Capita controls generdly remained in place afew more
years.

It is generdly understood that capitd 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 freed™, there were twelve realignments, most of theminvolving
severd currencies. With few exceptions, these redignments came in the wake of
speculative attacks, yet the system survived. Thefirst attack that occurred after capital
liberdization was lethd: in 1992 two currencies (the Itdian lira and the pound

Sterling) had to withdraw from the system and, in the end, the margins of fluctuations
had to bewidened to +15% from +2.25%, bringing the system de facto to an end. The
EMS was formally kept aive 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 thet regiond trade integration and exchange
rate sability camefirgt, capita mobility and monetary union came lagt. In many
repects, it isthe 1990 liberdization of cgpitd movements which prompted the 1991
decision to adopt a common currency. The authorities had redized that the EMS
would not survive much longer, as subsequent events showed.

™ Greace, Portuga and Spain obtained adeferral until 1992.



4.4. Capital mobility: Emerging markets experience

Emerging market countries have typicaly opened their capita accounts while
retaining SER regimes. Unlike Europe, they chose to peg to aforeign currency,
typicdly the US dallar. The higtory of their capita account regime has been highly
agitated. Excessve capita inflows were followed by sudden reversals. Powerful
inflows crested an uneasy tradeoff between currency overvauation and inflation.
Reversals grained the banking systems and often culminated in al-out speculative
crises. Good words from internetiond financid ingtitutions and friendly developed
countries were not enough.

Severd emerging market countries have kept various forms of capita controls,
attempting dterndtively to reduce inflows and then to stem outflows, as described in
Kaminsky and Schmukler (2000). The role of these cgpitd controlsis now the object
of avoluminous and controversid literature.

Chile enacted in 1991 aform of Tobin tax, cdled encaje. Thereis evidence that the
encaj e changed the mix of capital movements, reducing the share of short term
capitd. Whether it aso dlowed Chile to better ded with speculative pressureisa
matter of considerable debate. It remains the case that Chile better survived than most
the tequila contagion that swept through Latin Americain the wake of the Mexican
crigs

While the other East Asan countries hit by the 1997 crisgs went to the IMF, let their
currencies float, and adopted drict orthodox policies, Maaysare-pegged its
exchange rate (actualy appreciating it), instated capital controlsin 1998 and relaxed
its macroeconomic palicies. In the end, both Maaysia and the other East ASan
countries recovered pretty quickly. Whether Maaysia did better or not is highly
controversd. In thefirst extensve study of this episode, Kaplan and Rodrik (2000)
provide support for the view that Maaysia suffered less and recovered fagter than
Koreaand Thalland. At the very lead,, it is difficult to clam that Maaysia s gpproach
was not successtul. A tdling sgnd is thet the IMF, at firgt highly critica, now admits
thet the policy has paid off.

4.5. Appraisal: the costs of the SER -cum-controlsstrategy

While the Washington consensus of the 1990s has supported the adoption of “corner
solution” exchange rate regimes (currency boards or free floating) dong with
unredtricted capital mohility, Europe and the emerging markets have for long opted
for SER regimes dong with capita controls. Both have gone through exchange rate
crises, so avaid question iswhether the combination of crises and suboptimal
dlocation of resources has exacted atoll that vindicates the Washington consensus.

The large and fast-growing literature that attempts to answer this question is
controversd. For example, Levine et d. (2000) claim thet capita openness enhances
growth, aview srongly opposed by Rodrik (1998). Arteta, Eichengreen and Wyplosz
(2001) suggest that growth effects ascribed to capitd liberdization often flow from
other improved policy changes enacted a the sametime.

At firg Sght, Europe' s experience does not bear out the view that capitd opennessis
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important for growth. After dl, its best performance was achieved in 1960s at the
heyday of financid repression while goods markets and trade were being liberdized.
East Asa seemsto suggest asimilar conclusion.

These are superficid observations so more forma evidenceis needed. Table 4
presents estimates of growth of GDP per capitain the OECD area following the
approach developed by Barro and Sda-i-Martin (1992). This gpproach, which
accounts for catchrup by induding 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 capitd), demography, hedth,
trade openness, saving behavior and infrastructure factors. The approach uses pand
data for two reasons. it looks for generd sources of growth, shunning nationd
idiosyncrasies, and in order to diminate shorter-run aspects, it uses low-frequency
data (sampled every five years) which severdy limit the number of observations per
country, hence the need to increase the sample sze which is achieved by pooling as
many countries as possible. Asthe am isto study Europe's experience rdatively to
other smilar developed countries, the sample includes the 14 OECD countries for
which adequate datais available: Audtrdia, Belgium, Denmark, France, Germany,
Irdland, Italy, Japan, Netherlands, New -Zedland, Spain, Switzerland, United
Kingdom, United States. The period of estimation is 1960-95.

Some specific agpects of Europe' s postwar history suggest adding a number variables.
Firgt, Europe is characterized by big governments. The weight of government is
captured by its share of total employment. Second, centrd bank independence has
varied loth across countries and over time. The independence of monetary authorities
is gpproximated by the inflation rate. Finaly, Europe may have benefited from
technology transfers from the US. Thisis captured by the gap in per capita GDP visa
visthe USA.

The edimates are generdly in line with the literature. Thefirgt columnin Table 4
presents the basdline regression. Interna and externd financid restraints are captured
by two dummy variables and a dummy messuring the exchange rate regime isadso
included. The financid congtraint dummies enter with positive and sgnificant
coefficients. domestic restraints raise annua growth by 1% and capita controls by
0.6%. On the other Sde, pegging the exchange rate is found to reduce growth, but the
effect is not satigticaly significant. The package, aregime with fixed exchange rates
and both domestic and externd congraints raises growth by 1.2% per annum. A peg
supported by capitd controlsraises annua growth by 0.2%.
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Table4. Growth in the OECD Area(1960-95)
Dependent varidble: average annual growth rate of GDP per capita

@ @ ©) @)
GDP per capita -0.139* -0.159** -0.136** -0125**
Beginning of sub-period -2539 -2.726 -2.787 -2711
Capitd contrals 0.006** 0.00€**
4.708 3021
Credit condraints 0.010** 0.010**
6.369 6.052
Fixed rate regime -0.004 -0.00E
-1.615 -1.68¢€
Inflation -0.187** -0.146** -0.164** -0114**
-8.017 -4.843 -5.973 -3528
Openness 0.021** 0.021** 0.016** 0.027**
3545 2.966 4139 4171
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 2134
Fertility -0.004 -0.00€ -0.006 -0011
-0.372 -0.393 -0.538 -0811
Saving ratio -0008 **  -0.005* -0.010** -0.007*
-3.339 -2.255 -4.246 -2.32¢
GDPlcapita gap 0.251 0.270 0.236 0.19€
(relative to US) 1933 1.858 1.944 1828
Adjusted R2 0941 0.891 0.979 0928
S.E.R. 0.006 0.007 0.006 0.007
N. obsarvations 83 8c 8 &

Sources: GDP, openness (exports plusimports 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; Capita controls and credit restraints: Wyplosz (2001); fertility and
higher education: Barro-L ee data base from World Bank web ste; inflation: IFS; World War 11

drop in GDP per capitafrom Appendix C in Angus Maddison, Monitoring the World Economy,
1820-1992, OECD Development Centre, Paris, 1995.

Notes: GL S estimator; t-gatistics in second line, ** (*) significant at the 1% (5%) confidence level;
White heteroskedasti c-consi stent standard errors. Estimation period: 1960-1995 with 7 five-year
sub-periods. Not reported: country -specific (fixed effects) and period dummies. All variablesin
logs. Unbaanced pand of 14 OECD countries: Austrdia, Belgium, Denmark, France, Germany,
Irdand, Itay, Japan, Netherlands, New -Zedand, Spain, Switzerland, United Kingdom, United
States.
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How robugt are these estimates? Collinearity between the three dummy variables of
interest, both financid restraints and pegged exchange rates, is a potentid problem.
To explore this question, the next three columns consider each dummy variable one a
atime. The results remain unchanged.

These reaults indicate that the combination of domestic and financia market restraints
with fixed exchange rate regimes have a positive effect on growth. Surprisingly
perhaps, mogt of the favorable effect comes from domegtic financia restraints and
fixed exchange rate regimes are found to have a negative growth effect. Could it be
that amply repressng the domestic financial sector while free capita movements and
alowing the exchange rate to float fredy is the best recipe? Certainly not, for
domedtic financia represson requires shutting off capital flows and dso prevent the
emergence of aforeign exchange market that would dlow the currency to be
efficiently floating. This, after al, resembles the experience of the East Asan and
Latin American countries which went along way towards liberdizing their capita
acocounts but, for long, did not encourage avigoroudy competing domestic financid
sector. Europe worked the other way round, building up strong endogenous financia
inditutions and then opening up their capital accounts. But they never gave up fixed
exchangerates.

5. The Role of I nstitutions

EMU is sometimes seen as along-planned step in the unfinished process thet
ultimately aims at cregting the United States of Europe. Thisis not quite accurate.
Divergence of opinions about the ultimate aim of European integration has dwaysrun
deep, cutting across countries and traditiond party lines. For that reason, each step has
aways been discussed on its own merits. Any attempt to link any step to a broad
magter plan would have triggered letha opposition. The response has been early
inditution building.

5.1. Overview of institutions

For dl their shortcomings, the mere existence of European ingtitutions has been
crucid. They embody the principle of a common good and common aims which
transcend nationd interests and objectives. They make retrenchment, never far below
the surface of nationd indtincts, virtudly impossible. Importantly, their gaff can
develop andyses and proposals which match those carried out by nationd
governments. They provide neutral ground for dedling with conflicts among member
courtries. 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 initidly 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 derivesits powers from governments which represent nationd interests.
Importantly, aso undertakes the background work needed to study further steps.

The Commission’s naturd roleisto be the main advocate of the integration process,
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which often bringsit into conflict with its member governments. The Commission’s
arcane functioning reflects the inherent difficulty of its misson, the defense of the
collective interest often comes at the expense of nationd or corporate interests. It uses
the powers grudgingly given up by member countriesto try and forcethemto actina
way that is collectively desirable. Itslegitimecy is devolved by member governments
which are prompt to call it into question when they fedl threstened.’ Itstask is
thankless but essentidl.

The ECB is another common indtitution. Its structure reflects the fundamenta
ambiguity of the rdinquishing of nationa sovereignty. It isthe (n+1)th centrd bank,
forming the European System of Central Banks (ESCB or Eurosystem) aong with the
n nationa central banks (n = 12 & present). The policy decisons are taken by the
ESCB’s Council which includes the n centrd bank governors and the Ssx member of
the ECB’s Board. The Council is clearly too large to be efficient, and its Sze will
increase with each new admission. Officidly the ESCB is prevented to take into
account nationd interests and, yet, n of its n+6 Council members serve as
representative of nationa centra banks. No wonder that it often gppears adrift and
dow to move.

The European Parliament is the only pan-European dected body. Y et, eections are
conducted a the nationd leve, the candidates are gppointed by nationd parties, and
the issues debated at dection times aways refer to nationd politics with lip service
paid to European issues. The Parliament’ s powers are mostly advisory, jedoudy
restricted by the nationd parliaments. But it exigs and islikely to seeitsrole grow
whenever it will be politicaly expedient.

In the end, Europe's integration has dway's been characterized by a process of
mudding-through, two steps forward and one step backward, with degp and lingering
divergences asto what the end objective is. But each integration step makes the next
one more likely. The existence of inditutions reedy to transform projectsinto redlity
has been essentid. Thus, integration can be seen as a dynamic process, but one that is
not predetermined, a least in policymakers eyes. It makes bold, unplanned moves
possible when the occasion arises unexpectedly. Timeis not of the essence,
opportunities are.

5.2. Theissue 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. Doesit mean that other regions need to coalesce around a center
country? For Asia Latin America, this could be a serious problem. Thisview is, a
best, partidly correct.

Thereis no doubt that Europe s economic integration would not have been possble
without Germany. It also mattered grestly that the Bundesbank had many festures of
what has become the halmark of modern centra banks: aclear price sability

2 This is why Europesn integrationists have long caled for an eected Commission, which would then
have democratic legitimacy.
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objective and an independent monetary policy committee designed for afederd date.
The srong DM naturdly emerged as the implicit center currency in the EMS and the
Bundesbank offered a blueprint for the future Eurosystem.

On the other Sde, the centra role of Germany and of the DM was never planned and,
besdes, it would never have been accepted ex ante. Moreover, Germany studioudy
underplayed its hand to prevent enduring suspicionsthet it was seeking adomingting
position. For example, the EMS would never have been crested had it been built as an
asymmetric arrangement based on the DM. Instead, the EMS was formally
congtructed as a set of identicd bilaterd arrangements with no center currency.
Intervention rules were explicitly symmetric, with pardle obligations on strong and
wesk currency countries. It took severd years before the DM organicaly emerged as
the sysem’s center. Much of this evolution was unplanned and, most likely,
unforeseen.

What istrueis that some form of leadership is needed, but one that is not seen as
threatening. Higtorica experience counts a great ded. Germany’ s post-war acceptance
of asubdued role— the sdlf-imposed price to pay for Nazism— played a crucid rolein
meking its emerging de facto leadership acceptable. Germany’s oft-stated desire to
deveop its influence only within the context of a united Europe has been, and will
remain, crucid. In practice, Europe has been driven by the Franco-German
partnership. B eing the two largest countries made their joint postions influentia. That
they had been bitter foes for centuries quieted down fears of national dominance.
Their own disagreements— fundamentd in most relevant issues — were seen asa
guarantee that the leadership would be baanced. Importantly, dl these nationd
influences are mediated through indtitutions which guarantee that important decisons
cannot be forced upon reluctant minorities™

In the end, the early adoption of inditutions contributes to put the nationad question on
the back seet. Formdly, dl decisons are jointly taken within clearly specified rules of
the game. Even if France and Germany are often at the origin of each crucid 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 indtitutions.

6. L essons from Europe for East Asia

East Asan interest in regiond exchange rate arrangements currently seems mainly
defensive, a consequence of the crises of 1997-8. Having redized how their fates are
linked in the eyes of internationd financia markets, the countries of the region
naturaly think how to respond collectively. Europe's own experience may not be
replicable, but some lessons can be drawn. This section sarts with political
congderations 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 mgorities, is
extremely cumbersome, and often ridiculed for its arcane features. But this is a decent price to pay for
having acommon, binding decision processat dl.
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6.1. Theimportance of institutions

A key lesson from Europeisthat it has built early on ingtitutions designed to foster
cooperation. A very likely concluson isthat much lesswould have been achieved if
each step had been |eft to inter-governmental negotiations. Any SER regime
represents some loss of sovereignty, abet implicit, because monetary policy becomes
severdy condrained. Redignments dlow for some degree of medium-run
independence but, unless backed by large internationd support, they are dangerous,
even with capitd controls.

Europe' s solution has been to embed the EMS in aweb of unlimited support dong
with capital controlsin the wesk currency countries. When capital controls were
lifted, the shift to EMU seemed dmost naturd. Three decades of confidence-building
steps had created the necessary climate to consider the adoption of acommon
currency as yet another move towards ever greater cohesion. In fact, monetary union
had long been penciled in as an ultimate god. Severd setbacks occurred dong the
way, chiefly the ditching of the 1971 Werner Plan which then envisoned a monetary
union within five years. When the idea was revived two decades later, it was
somewhat familiar. Importantly, the good performance of the EM'S, had emboldened
political leaders and shown that degp monetary cooperation pays off.

Collective indtitutions become the advocates of integration. They move the debate
from the purdy palitical gohereto the technicd leve, dlowing for professond
assessments and avoiding costlly mistakes. They provide andyses that would not be
caried out otherwise. They can prepare blueprints which can be readily put to use
when the occasion arises, often unexpectedly. If the support for collective
undertekingsislimited, such indtitutions can start with limited terms of references and
be dlowed to grow once they have established their credentids. A range of
inditutions, each with a precise misson, may be lessintimidating than an al-
encompassing one.

Europe' s sequencing —from trade agreement to the exchange rate system and to
monetary union—is not necessaxily the only possible way. Having achieved de facto a
high degree of trade integration, the East Asan countries could proceed first with a
collective exchange rate arrangement, possibly even amonetary union. In
contemplating options, the importance of building indtitutions aong the way cannot

be overestimated.

6.2. Exchange change regime optionsfor East Asia

The crises of 1997-8 have opened awindow of opportunity as a number of painful
lessons have been learnt. Firdt, the East Asan countries have found that economic
success (growth) does not automaticaly bring about financid stability. Financiad
markets are fundamentdly criss-prone. Thelikely existence of sdlf-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. Thetime
to think about the exchange regime is when conditions are stable, not when clouds
gather. Third, the assstance from internationa financid ingtitutionsis open to
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criticism. There is more than one way to ded with a crisis and the one that they
choose may not be the one that is preferable from anationa viewpoint.

If trade is the main reason for seeking exchange rate stability, Table 2 indicates that
about haf of East Asan trade iswithin the region. Thisislessthan in Europe. The
contribution of trade with the USislarger in East Asathan in Europe, hence a higher
atractiveness of the US dollar. Presumably, this difference lies behind proposalsto
establish a band with a common basket vis avis the dollar, the yen and the euro.* The
atractiveness of this proposdl isthat it would stabilize exchange rates both interndly
and visavisthe region’s other trading partners, the US and Eurozone. The
disadvantage, in view of Europe s experience, isthat such an arrangement comes
without any indtitutiona backup asit Soldy relies on separate decisons by individua
countries, and is very unlikdly to include support in the face of speculative attacks.

Option 1: Baskets plus Chiang Mai

One (crude) way to illustrate how baskets might work isto look a counterfactud
amulations. Thisis done here for one currency, the Korean won. Thefirst of four
counterfactud, caled Basket 1, assumes that al countries adopt in January 1990 their
own trade-weighted baskets vis avis three currencies, the US dallar, the euro, and the
yen.™ Figure 6 shows the evolution of the won exchange rate vis avis the US dallar,
both actud and the counterfactua basket peg. Obvioudy, the basket peg reflects the
evolution of the three anchor currencies and assumes away the 1997-8 criss.

Figure6

Table 5 shows the standard deviation of the won vis a vis the three anchors and other
Eagt Adan currencies. The column labeled “Basket 1" indicates that, under this
scenario, the won would have been congiderably more stable than it actudly wasvisa
visdl currencies. It would have been rdativey less sable vis a vis the euro and the
yen than visavis the dollar because it turns out that these two currencies have moved
at cross-purposes around the dallar, enhancing de facto the latter’s anchoring role.
This mechanica smulation essentialy 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-done palicy. It describes the case where the won would
have been the only Asian currency on the three-currency basket peg, while dl other
Asan currencies are assumed to follow their actua evolution. Compared to Basket 1
smuldion, this does not affect the evolution of the won vis avis the three anchor
currencies, but of course changes the pattern vis avisthe other Asian currencies. The
coefficients of variation presented in the corresponding column show that the

4 Kwan (1994) arguesthat ayen-link is preferable.

15| use 1999 trade weights It may seem inconsistent to assume such forwardHooking 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 actua scenario is nearly reversed. Except for the Hong Kong and
Singgpore dollars, which have fluctuated little or not dl visavisthe US dallar, going
aone the won would have been far more volatile vis avis the region’s currencies.
This, of coursg, is another mechanicad smulation which illustrates thet, to sabilize
bilateral regiona exchange rates, the basket proposa would have to cover alarge
number of countries in the region.

Table 5. Counterfactual coefficient of variation

of the Korean won visavisother currencies
(monthly 1990:1-2001:10)

Actual Basketl Basket2 Basket3 AMS

USA 0.252 0.055 0.055 0.054 0.085
Europe 0.182 0.096 0.09%6 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
Maaysa 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’ssimulation, exchange rates from IMF.

Note:  Basket 1: each Asan 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 abasket of al Asian currencies, including yen.

These contrasted results well illudtrate the potential benefits and pitfalls of the basket
proposd. Unlessit is acoordinated move, it risks destabilizing regiond bilatera
exchange rates. Of course, initidly dl countries are likdly to support and join the
arrangement, but how will it weether the passage of time? Unless monetary policies
are dosdy coordinated — atal order of requirement in the absence of amore
congraining arrangement — there will be occasond pressure for redignment. This
raises the ominous specter of speculative attacks and make the wors-case scenario
represented by the Basket 2 smulations more than acuriosty.

The Chiang Mai initiative represents one possible response. Mutuad swaps
arangements provide for some degree of collective defense against speculative
pressure. In association with common basket bands, Chiang Ma comes closeto an

EM S-type arrangement. Close only, with two crucid differences. Firg, the exchange
rate mechanism (ERM) of the EMS provided for automatic and unlimited support of
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bilateral pegs.'® The arrangement conveyed an essential message to the markets: any
atempt at tearing apart any one currency from the othersis doomed to falure snce
the strong currency centrd bank is committed to download unlimited amounts of its
currency. In contragt, the amounts to be swapped within the Chiang Mai arrangement
arelimited, hence unlikdy 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 crigs, are open to the same limit: when acrigsisin full
swing, it soon overpowers any limited stock of ammunition,

The Chiang Mai initiative further failsto provide adequate strength and credibility to

the basket proposa 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 Federd Reserve, the ECB and the Bank of Japan were willing
to commit themsdvesto 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 acommon currency basket and mutua swapsis unlikely to
work in the face of determined speculation. The essentia |esson that fixed rates are
open to possible sAf-fulfilling atacksislog.

Fndly, the basket cum-Chiang Ma proposd failsin another mgor dimension. It
relies on a set of nationd (pegging to a basket) and bilatera commitments (the swap
agreements). It thus perpetuates Asd s tradition of eschewing indtitutiond building.
By design, the proposa does not open the way for a collective inditution. Mutua
survelllance, asis occasondly discussed, would not hep much, asit would reieson
dicks (peer pressure) without carrots (conditiond unlimited support).

Option 2: An Asian Monetary System

Thedterndiveto joint basket pegsisto am at aless roundabout gpproach to the
dahilizetion of withinrAsaexchange rates, i.e. to Sabilize directly the bilaterd rates.
The blueprint for an AMS s the European Monetary System (EMS) which relied on a
matrix of bilaterd exchange rates which werejointly fixed. Inwhat follows, itis
assumed that the Japanese yen is part of the AMS.

How much gtability can be achieved with such an AMS? Again welook at a
counterfactua for the Korean won It consders that the won is pegged to aweighted
average of the ather Asian currencies, assumed to have followed their historica paths.
It isimportant to note that this counterfactua does not exactly mimic what could have
been the performance of an AMS over the 1990s (quite possbly, the 1997-8 crisis
could have been limited, see below), Snceit does not rest on bilaterd 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 gdability. This episode and the German arangement are studied in detall in Eichengreen and
Wyplosz (1993).

71t isdways striking to observe how policymakers fed reassured by large stocks of foreign
currencies. Their confidenceis only exceeded by their bewilderment once they havelogt abruising
battle on the foreign exchange markets.



pegging to an “ Asan Currency Unit”. The EM S too included a European Currency
Unit (ECU) but it did not serve as an anchor. The exact Smulation of an EMS-type
sysemisimpossible asit would haveto rely on assumptions on dl bilaterd pegsin
the region. Stll, it isillugtrative of efforts a stabilizing regiond exchange rates,

incdluding during a period of mgor upheaval.

The AMS counterfactud is represented in Figure 6 and Table 5 provides the
corresponding coefficients of variaion. The figure shows thet there is a greet degree
of amilarity between the basket and AMS counterfactuds. Table 5 indicates that the
dabilizing property of an AMSfdlsin-between those of Basket 1 and Basket 2, the
optimigtic and pessmidtic versgons of abasket peg. Note in particular the surprisingly
good performance vis a vis the two externd currencies, the dollar and the euro. Thisis
certainly a strength of the AMS proposal.

It may be objected that the AMS smulation is not directly comparable to the basket
smulations since in the latter the yen is one of the three anchors and not part of the
basket arrangement whereasit is part of the AMS. Thisiswhy afourth smulation,
Basket 3, assumesthat al Asan currencies, including the yen, are pegged to atwo-
currency basket comprised of the dollar and the euro. The resulting behavior of the
won isdepicted in Figure 6. Table 5 hows that the won is dightly more stable visa
visthe 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, rdatively to both Basket 1 and the AMS, under Basket 3 thewon
isdso more sable, and condderably o, visavis dl the yen, and often vis avis other
Asan currencies. Again, the increased stability visavis the yen mechanicdly follows
from the fact that it is now assumed to be pegged to asimilar two-currency peg asthe
won. The same reason explains that the won is more stable visavis the Asan
currencies under Basket 3 than under AMS. Since it isimpossible to imagine how the
Asdan currencies would have behaved under an AMSS, the amulation smply pegs the
won to the average of the Asan currencies, accepting their actua behavior, including
over the crigs period 1997-8. Thisisaserious limit of the AMS smulation which
smulation probably provides apessmidtic evauation of an AMS, overlooking a
number of additiona advantages of such an arrangement.

A firg advantage is that the countries whose currencies jointly float vis avis the rest
of the world, can manage the common dollar and euro exchange rates. They could
even have an implicit comman basket peg vis a vis these two currencies. Thiswould
promote coordination.

The second additiond advantage of an AMSisthat it fosters explicit cooperation in
monetary matters. Obvioudy, macroeconomic policies must be competible with the
targets, and the tighter they are, the more exacting must be the survellance process.
Europe' slesson isthat mutua surveillance works, especialy when backed by clear
procedures and carried out by a multi-nationd inditution to limit the extent of
unavoidable poiticization. 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 specid, less paliticd inditution.

The stting up of an AMSwould not either require the crestion a speciaized agency.
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Mestings of ministers and central bank governors aready occur on aregular basis,
their role would have to be enhanced and systematicized. An additional step would be
the setting up of asmal permanent secretaria, which would form the basis of a
common inditution. Such an indtitution would be useful if the countries contemplate
to eventudly join in amonetary union.

Thethird potential additiond advantage of an AMSis crucid. Instead of svap
arrangements a la Chiang Mai, the member countries could follow the EMS gpproach
and make explicit commitments to mutua unlimited support. Perhaps coupled by
some redtrictions on capita flows, such an arrangement would considerably

srengthen the system and make it possible to organize redignments. Within the EMS,
reglignments were decided by consensus, which greeily enhanced the degree of
cooperaion and was insrumental in removing fears of beggar-thy-neighbor policies
Such an arrangement would probably not have prevented the 1997-8 crigs, but it

could have made consderably milder. Mutud supports are carrots which make the
dtick of redignments by consensus acceptable.

Findly, the comparison between basket pegs and an AM S underlines some important
politice-economic aspects. In contrast with basket pegs, an AM S would represent an
inherently regiona approach while basket pegsreflect a senstivity to outsde
interests. The debate around an Asan Monetary Fund has well illustrated the
perceived importance of externd influences in the region, This sengtivity can be
contrasted with Europe' s creation of the European Monetary Cooperation Fund early
in the 1970s, as well aswith the mutud financia assstance embedded in the EMS,
which raised limited outside opposition even though both dearly competed with the
IMF.

6.3. How much, when and what to stabilize?

Thethree-currency basket peg proposd formulated by Williamson (1999) can be seen
inawide variety of ways. It only rules out free floating, but alowsfor different
degrees of fixity, ranging from crawling bands to narrow pegs. This a proper gppraisa
of the basket proposd isimpossible unless the associated exchange rate regimeis
fully specified. Three main issues arise:

- Should the peg befixed or crawling?

- How wide should be the band of fluctuation?

- Isthere asequencing from soft to harder pegging?

6.3.1. Fixed versus crawling peg. Traditiondly, crawling bands have been adopted as
part of adisnflaion srategy. Because the cogts of bringing inflation down quickly

are usdly large™®, afixed peg is bound to leed to overvauation. Thisis not aissue of
much importance in Asa Another consideration might metter: fast growing

economies typically face the Ba assa Samue son effect, atrend of red gppreciation. In
that case, afixed peg may lead to higher than desirable inflation, as happened in Hong
Kong since the adoption of the currency board. The dternative 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. Asnoted above, due to the Balassa- Samud son effect,
the Adan countries should be concerned about narrow band, unless it is crawling
upward. But another congderation is relevant: fast growing countries dso typicaly

face large potentid capitd inflows. Asiswell-known from the experiencein Latin
America(Cavo e d., 1996; Hausmann and Rojas Suarez, 1996), cpitd flowsare a
source of overvauation and prone to sudden reversals, and there is no chegp way to

ded with them. More generdly, emerging markets are liable to numerous financia
shocks. Thisarguesin favor of large bands.

Williamson's own ideais to adopt wide bands. If the bands are wide, the risks of

lethd currency attacks decline but, obvioudy, the stabilizing properties of the
arrangement are eroded. Bands which are ++15% large dlow for fluctuations of 30%,
far larger than the kind of tariff barriersw hich 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 gradudly
narrow them as confidence builds up. Thisis only superficidly logicd. In fact,
policymakers confidence is dangerous: most currency crises occur because the sdif-
confident authorities fall to read the Sgnds of impending danger. The experience of
many countries over the lagt years has been to move away from the middle ground,
ather to very hard pegs or to floaing. The reason is thet the middle ground is
dangerous. At the same time, there is mounting evidence thet the middle ground is
desirable, witness widespread fear of floating (Cavo and Reinhart, 2000) and fear of
pegging (Levy-Yeyai and Sturzenegger, 2002). Pegging is best seen as atemporary
regime, on the way to pure float or to arobugt regime, either dollarization or monetary
union. ™ Narrowi ng down the band on the way to arobust regime gives a sense of
continuity but misses the fundamenta fact that regime changes are fundamentaly
discontinuous.

6.4. A jump to amonetary union?

A monetary union delivers complete regiond exchange rate stability and fully
dispenses with the need for swap arrangements. In that sense, it isthe perfect solution.
Three difficulties need to be contemplated, however: the depth of the economic and
politica requirements, the viability of the systlem, and the need for red exchange
varicbility.

The complete renunciation of monetary policy isamgor economic and politica sep.
While the economic requirements, the optimum currency area criteria, may be less
crucid than often bdieved, the sudden and irrevocable increase in interdependence

19 Just how robust dollarization isremainsto be seen. The Argentine criss serves as areminder that no
exchange rate regime is one hundred percent robust, smply that the harder isthe peg, the moreviolent
isthe crissthat eventudly sweepsit away. Smilarly monetary unions may be vulnerable, dthough the
collective nature of the undertaking provides some reassurance.
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cdlsfor abattery of agreements which erode nationd sovereignty much further than
the abandonment of monetary policy. Thisincludes limits to public debts, the
harmonization of banking regulation and supervison, seigniorage sharing rules, and
provisions for lender of last resort operations. Paliticdly, it requires the creetion of a
powerful multinationa inditution, the centra bank, which is bound to raise ddicaie
issues of delegation of authority and democratic accountability. Findly, it requires an
understanding on the management of the common exchange rete. Free floating isthe
easy way-out, but it presumes that the member countries share a commonadity of
interests. Kwan (1994) reports that exchange rate fluctuations vis a vis currencies
outsde of the region have divergent effects on the Asian countries, suggesting that an
agreement will not come eadlly.

The cregtion of amonetary union is properly regarded as a one-way commitment. Its
viability istherefore of paramount importance. Since the optimum currency area
criteriaare unlikey to be fulfilled, there will dways be costs in sharing the same
currency. At this stage, we smply do not know how to evauate these costs. A
complicating factor isthe digtinct possibility that fulfillment of the optimum currency
area criteriais endogenous to the very existence of the monetary union itsdlf.

What isdear, isthat real exchange rates are unlikely to remain stable within a
monetary union. Asymmetric shocks cal for short-run variability. Different sages
and speads of development call for long-run varigbility. This requires wage and price
adjustments, railsing two main issues. Frgt, goods and |abor markets need to display
the required flexibility to permit such adjusments without unacceptably large
macroeconomic disturbances. Second, red convergence matters agreeat dedl. The
more digparate are the monetary union members, the larger will be the necessary
variability of price changes. The choice of aunion-wide inflation objective, formd or
informd, mugt dlow for such varigbility without forcing deflation in some countries.
Europe s gpproach has largdy ignored this issue, focusing insteed on nomind
convergence. Red convergence is coming to the fore now.
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