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PREFACE

The G-24 Discussion Paper Series is a collection of research papers prepared
under the UNCTAD Project of Technical Support to the Intergovernmental Group of
Twenty-Four on International Monetary Affairs (G-24). The G-24 was established in
1971 with aview to increasing the analytical capacity and the negotiating strength of the
developing countries in discussions and negotiations in the international financial
ingtitutions. The G-24 is the only formal developing-country grouping within the IMF
and the World Bank. Its meetings are open to al developing countries.

The G-24 Project, which is administered by UNCTAD’s Macroeconomic and
Development Policies Branch, aims at enhancing the understanding of policy makersin
developing countries of the complex issues in the international monetary and financial
system, and at raising the awareness outsi de devel oping countries of the need to introduce
adevelopment dimension into the discussion of international financial and institutional
reform.

Theresearch carried out under the project is coordinated by Professor Dani Rodrik,
John F. Kennedy School of Government, Harvard University. The research papers are
discussed among expertsand policy makersat the meetings of the G-24 Technical Group,
and provideinputsto the meetings of the G-24 Ministersand Deputiesintheir preparations
for negotiations and discussions in the framework of the IMF's International Monetary
and Financial Committee (formerly Interim Committee) and the Joint IMF/IBRD
Development Committee, aswell asin other forums. Previously, the research papersfor
the G-24 were published by UNCTAD in the collection International Monetary and
Financial Issues for the 1990s. Between 1992 and 1999 more than 80 papers were
publishedin 11 volumesof thiscollection, covering awide range of monetary and financial
issues of mgjor interest to devel oping countries. Since the beginning of 2000 the studies
are published jointly by UNCTAD and the Center for International Development at
Harvard University in the G-24 Discussion Paper Series.

The Project of Technical Support to the G-24 receives generous financial support
from the International Development Research Centre of Canada and the Governments of
Denmark and the Netherlands, as well as contributions from the countries participating
in the meetings of the G-24.
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Abstract

The 1997-1998 Asian crisis, with its offshoots in Eastern Europe and Latin America, has
reignited the debate about appropriate exchange-rate policies for developing countries. One
widely shared conclusion from this episode is that adjustable or crawling pegs are extremely
fragile in a world of volatile capital movements. The pressure resulting from massive capital
flow reversals and weakened domestic financial systems was too strong even for countries that
followed sound macroeconomic policies and had large stocks of reserves. As a consequence, the
polar regimes of a “ hard pegs” (such as a currency board), or a clean float, are enjoying new
popularity.

This paper arguesthat, while currency boards or even dollarization may be justified in some
extreme cases, they are not appropriate for all developing countries. The recommendations
formulated on the basis of the Mundell-McKinnon criteria for the optimum currency are
considered still sensible today. Currency boards face serious implementation problems. Oneis
the choice of the currency to peg to and at what rate; another is the need to ensure stability of
the domestic financial systemin the absence of a domestic lender of last resort.

Floating appearsto havewider applicability. As Friedman already argued in the early 1950s,
if prices move slowly, it is both faster and less costly to move the nominal exchange rate in
response to a shock that requires an adjustment in thereal exchange rate. But for exchange-rate
flexibility to be stabilizing, it has to be implemented by independent central banks whose
commitment to low inflation is credible. Ongoing depreciations that follow from imprudent of
opportunistic monetary behaviour will surely come to be expected by agents, and hence will
have no real effect; occasional depreciations that respond exclusively to unforecastable shocks
will, almost by definition, have real effects. But floating al so faces questions of implementation.
Given that no central bank completely abstains from intervention in currency markets, what
principles should govern such intervention? The paper elaborates on a number of pointsin this
regard on which recent experience is likely to be instructive, but on which more research is
needed.

Finally, any exchange-rate regime, and especially one of flexible rates, requires comple-
mentary policiesto increase its chances of success. In this context, some have suggested the use
of capital controls; less controversial is the need for prudential regulation of the financial
system and for counter-cyclical fiscal policy.
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EXCHANGE-RATE POLICIES FOR DEVELOPING
COUNTRIES: WHAT HAVE WE LEARNED?
WHAT DO WE STILL NOT KNOW?

Andrés Velasco

I. Thenew conventional wisdom

The 1997-1998 Asian crisis, with its offshoots
in Eastern Europe and South America, revealed how
little we still know about workable exchange-rate
policiesfor devel oping countries. Arrangements that
had performed relatively well for years (think of
Indonesia and the Republic of Korea) came crashing
down with almost no advance notice; other arrange-
mentsthat once seemed invul nerable (think of Hong
Kong'scurrency board) almost tumbled down as well.
Mid-course corrections and policy changes proved
equally troublesome: in every country that abandoned
apeg and floated (Brazil, Ecuador, Russian Federa-
tion and Thailand, and again Indonesiaand Republic
of Korea) the exchange rate overshot massively, and
aperiod of currency turmoil followed. And all of it,
of course, with tremendous real costs: both the high
interest rates used to defend pegs and the massive

Adenreciatinng that fallowed ahandnnment nlaved

lessons, no tenet of conventional wisdom is more
pervasive than the “law of the excluded middle’:
there is apparently no intermediate exchange-rate
regime suitable for developing countries. Currency
boardsor freefloating are, allegedly, the only options.

The reasoning behind this fashionable conclu-
sion issimple. Adjustable or crawling pegs werein
place in amost every country that recently experi-
enced seriousdifficulties: Brazil, Ecuador, Indonesia,
Republic of Korea, Russian Federation and Thailand.
The pressure brought by massive capital flow revers-
als and weakened domestic financial systems was
too much to bear, even for countries that followed
reasonably sound macro policies and had seemingly
plentiful reserves.

If lack of credibility and the resulting endemi-
caly high interest rates was one of the factors that
brought these pegs down, the logic goes, then the

anawer ictn enaira credihilityv at anv exnence: “hard
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