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Floating, Fixed, or Super-Fixed?
Dollarization Joins the Menu of Exchange-Rate Options

By BLAake LEBARON AND RAcHEL McCuLLocH*

Debate on relative merits of alternative ex- tors. Hence, there has been increased attention
change-rate regimes was revived in the 1990'sto an alternative approach to crisis prevention:
by a succession of exchange-rate crises andnaking a fixed rate entirely credible, and thus
associated global contagion. Despite waning en-uninteresting to speculators in search of targets
thusiasm for market-determined rates, most defor attack, by establishing a currency board or
veloped countries continued to float with only even dollarization (i.e., official adoption of an-
limited intervention. The major exception is the other country’s currency).

European Union. After a period of crises that These options are hardly new. The U.S. dol-
accompanied attempts to keep rates within predar has been Panama’s official currency since
defined bands, 11 EU members opted for al904. Unofficial dollarization, also known as
common regional currency issued by a regionalcurrency substitution, is common in developing
central bank—a choice not even on the policy and transition economies whose national cur-
menu at the start of the decade. Developing andencies are subject to a high inflation tax. Cur-
transition economies were likewise divided be- rency boards were once standard arrangements
tween those willing to cope with a market- in British colonies; Mauritius had the first in
determined rate and those choosing to fix rates1849 (John Williamson, 1995). However, cur-

The newest twist for countries with fixed rency boards and dollarization are now increas-
rates concerns minimizing the risk of crisis, ingly promoted as tools for reducing the risk of
especially crisis via contagion. Traditional crisis exchange-rate crises for countries with fixed
prevention emphasizes sound macroeconomi@xchange rates. Our purpose is to clarify this
fundamentals bolstered by adequate internanew role and to recast the familiar fixed versus
tional reserves and emergency lines of credit.flexible rate discussion by distinguishing adjust-
Indeed, the International Monetary Fund’s orig- able pegs from rates that are more permanently
inal mandate was to provide supplementaryfixed through a currency board or dollarization.
balance-of-payments finance as needed to mainThe decision to create the regional Euro raises
tain official par values, including defense many of the same issues. However, the Euro is
against speculative attack while countries getalready the subject of an enormous literature.
their fundamentals back in order. But the crisesWe therefore focus on the considerations
of the 1990’s delivered a disheartening mes-most relevant for developing and transition
sage. Neither sound fundamentals nor seemeconomies.
ingly adequate reserves and credit lines offered
reliable protection against determined specula- I. The Post-1973 International

Monetary Non-system
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wide of trade and capital flows. Flexible rates Friedman’s case for flexible rates rests on the
also freed monetary policy from its earlier assumption that direct controls are used to sustain
preoccupation with external balance. But inappropriate pegs. The case is thus a negative
market-driven rates brought unexpected prob-one; allowing the market to determine exchange
lems of their own. As capital flows reached rates avoids costs from exchange controls and
unprecedented size, correspondixgchange- other distortionary policies. Recognizing effi-
rate movements created major deviations fromciency gains from a common currency, Friedman
purchasing-power parity and disruptive swings endorses a continued sterling area if fixed rates
in trade competitiveness. Attempts to achievewithin the area can be maintained without trade
employment objectives at the expense of higherrestrictions. In contrast, Robert Mundell’'s (1961)
inflation and increased reliance on seigniorageoptimum-currency-area analysis ignores possible
to finance government spending culminated incosts of maintaining a fixed rate and focuses on
an era of global stagflation. Belatedly acknowl- the use of exchange-rate adjustments in active
edging instability of the short-run Phillips curve macroeconomic management when regions are
and surprisingly high economic and political subject to asymmetric shockshe first-best re-
costs of inflation, major central banks reverted sponse, improving factor-market efficiency, is im-
to a conservative stance, with promotion of low plicitly ruled out. Moreover, Mundell assumes
inflation and exchange-rate stability again par-that a flexible rate will move to restore balanced
amount (Michael Bordo and Anna Schwartz, trade; recent experience underscores that capital,
1999). rather than trade flows, is the principal driver of
Associated with renewed macroeconomic flexible rates. The key role of mobile capital im-
conservatism on the domestic side, countriesplies that, rather than assuring full employment in
experimented with limits on exchange-rate the face of asymmetric shocks, flexible rates may
movements. Opting for a peg was seen not onlythemselves be a significant source of such shocks.
as a means to promote trade and capital flows, Advocates of a common regional currency do
but also as the quickest way for a central banknot claim that the European Union satisfies the
to commit credibly to an anti-inflation stance. Mundellian criteria for an optimum currency
But experiments with pegs and bands soon ledarea> They emphasize instead the efficiency
to the rediscovery of an old truth from the advantages of a single currency over many na-
Bretton Woods era: given highly mobile capital, tional currencies in terms of reduced transaction
exchange-rate crises are a fundamental featurand information costs, and potential scale econ-
of any pegged-rate system. The spectacular deemies in the financial-services sector. These
velopment of international capital markets since efficiency benefits are seen to outweigh gains
1973 further increases the risk of speculativefrom retaining the option of national exchange-
attack as well as its potential damage. Parityrate realignment as an element of macroeco-
changes are rarely achieved without an attendnomic management (Barry Eichengreen, 1997).
ing crisis and associated costs; some costs of Another element of the fixed/flexible ques-
crisis, particularly very high interest rates, must tion is the need to gain monetary credibility.
be borne even by countries that eventually suc-A central bank may gain needed credibility by
ceed in beating off the speculators. pegging to a strong anchor currentyin

Il. Fixed versus Flexible
1 Mundell (1961) and subsequent authors in this litera
We restate the choice between fixed and flex-ture ignore the important distinction between fixed ex-
; ; change rates and a common currency.

It.ble exl(::hatngetrr]ate? in t_erms Olj[tWO rem’if]d ques 2 As Ronald McKinnon (1999) emphasizes, these advo
IODS. Irstis _e C_a_SS|C question: are there netr:ates include Mundell himself. Although his 1961 analysis
gains from maintaining the degree of freedomis central to the main academic case against a common
that a flexible exchange rate offers? However,European currency, Mundell (1973a, b) was an early sup-
recent experience suggests a second and equaux)rter for reasons centering on currency speculation and its

. L . Implications for capital-market development.
Important que_Stlon,' how can a fI.XEd exc;hange 3 Future stability of the adopted currency is a central
rate be sustained in a world of internationally consideration. As Bordo and Schwartz (1999) observe, the

mobile capital? Fed has made low inflation its primary goal only since 1979.
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principle, adoption of a fixed exchange rate rable dollar rates (Francois Velde and Marcelo
rules out discretionary monetary policy. How- Veracierto, 1999). From 1997 to 1999, interest
ever, the message is most persuasive whemates on Argentine peso-denominated deposits
linked to an exchange-rate mechanism such as averaged nearly 1.5 percentage points higher
currency board, which comes close to adoptionthan on their dollar-denominated equivalents,

of a simple rule for monetary growth. with the spread widening to more than 4 per-
centage points on occasion (Lawrence Sum-
ll. Fixed versus Super-Fixed mers, 1999).

To avoid the higher cost of capital associated
Once a country decides against a floatingwith even the remote possibility of devaluation, a
rate, it faces a second choice between some typaext logical step is to adopt the dollar (or another
of fixed-exchange-rate mechanism and the moreoutside currency). Advocates of dollarization
permanent solution of adopting another coun-(e.g., Guillermo Calvo and Carmen Reinhart,
try’s currency or a common regional currency. 1999) put primary stress on implications for cap-
The large and highly responsive capital flows in ital markets. But lower and less volatile interest
modern markets call into question the stability rates are not the only likely benefit. Empirical
of any fixed but changeable rate (Maurice Obst-research suggests that trade-enhancing effects of a
feld and Kenneth Rogoff, 1995; Jeffrey Frankel, shared currency are surprisingly large (John Mc-
1999). Recent theoretical work surveyed by Callum, 1995; Andrew Rose, 1999).
Robert Flood and Nancy Marion (1999) sug- Another potential benefit arises from savings
gests that speculative attacks on fixed butrelated to the skilled labor otherwise required to
changeable rates will be difficult to predict. manage domestic monetary growth and the
Given the self-fulfilling nature of such attacks, a exchange-rate mechanism. Relieved of the need
small country may be unable to avoid them, to staff these areas, developing and transition
although this conclusion also depends on thecountries could deploy their limited supply of
availability and efficacy of policy tools such as appropriately trained personnel to enhancing
capital controls and global lending facilities. economic performance through improvements
The recent examples of Argentina and Hongin factor-market, fiscal, and trade policies.
Kong show that even the rigid rules and reserve A final consideration is feasibility. Dollariza-
requirements of a currency board cannot protection requires the action of just one (for unilat-
a fixed rate from the attention of speculators. eral) or two (for negotiated bilateral) countries.
Likewise, as discussed below, even a decadesh is thus an option that can be implemented
long record at the same par value did not protectquickly, in contrast to complex schemes for a
the CFA franc from coming under speculative “new financial architecture” requiring the assent
attack. and ongoing cooperation of many nations with
Because financial markets recognize the posdivergent interests.
sibility of a parity change, fixed-exchange-rate
systems, even those with a currency board, can IV. Costs of Dollarization
be subject to dramatically higher interest rates
during attacks and also sustain higher interest Before a country adopts another’s currency,
rates over the long term. At their peak during such as dollarization in Argentina, policymak-
the 1994-1995 crisis in Mexico, 30—60-day ers will have to make a strong case. The highly
time deposit rates for the Argentine peso werevisible sacrifice of national sovereignty is sure
nearly 10 percentage points higher than compato arouse opposition for purely symbolic rea-
sons. Yet the mere fact that the possibility is
under active consideration, along with the EU’s
In an earlier era, central banks used reestablishment of a linkadoption of a regional currency, suggests that
to gold to signal their resolution to end inflationary money dollarization cannot be written off as a political
growth or even to tighten money enough to reduce the pricengnstarter.

level. . . .
4In practice, countries with currency-board-type- ar Adoption of a foreign currency also raises

rangements maintain some limited flexibility with regard toSignificant economic issues. The first is lost
monetary policy. seigniorage in the absence of a bilateral agree-
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ment for sharing revenues (see U.S. Senate Use of the U.S. dollar and relatively flexible
[1999] for a seigniorage-sharing proposal). A banking laws fostered Panama’s development
second is loss of the lender-of-last-resort func-as an international banking center—and for the
tion of the domestic central bank, although this same reasons also as a center for laundering
is already a consideration for a country adoptingdrug money. In the late 1980’'s U.S. officials
a currency board or another restrictive monetarybegan actions against Panama and specifically
rule. To assure stability of the domestic finan- President Manuel Noriega that included freez-
cial system, the central bank could create a fundng $50 million of NBP deposits held in New
to bail out ailing banks or establish international York banks. The objective was literally to
credit lines similar to those Argentina has put in starve Panama of cash. Though NBP had large
place to defend the peso. Private-sector initia-cash reserves due to money-laundering opera-
tives to provide lender-of-last-resort function or tions, many local banks were forced to close,
deposit insurance could perhaps offer adequatend general panic ensued. GDP fell by 17 per-
protection, especially for smaller countries cent in 1988.
(Catherine L. Mann, 1999). How significant are Panama’s experience demonstrates that the
these two costs? Willem Buiter (1999) con- dollar can indeed provide a stable monetary
cludes that Canada would benefit, primarily via base for a country, giving it a low inflation
integration of financial markets, from a sym- anchor, but it cannot assure model policies to
metric monetary union with the United States. promote growth and development. Dollarization
However, he rejects unilateral dollarization be- also puts a country at greater risk for economic
cause of seigniorage considerations and loss o$anctions imposed by the United States. While
lender of last resort. other types of economic sanctions are often
A last issue is the possibility of conflict with ineffective, monetary restrictions on a dollar-
the currency-issuing nation (Panama’s experi-ized economy can disrupt the country’s mone-
ence is discussed below). Reliance on anothetary and banking systems. However, a country
country’s currency implies enhanced vulnera- can reduce its vulnerability to this kind of pres-
bility to a type of monetary warfare. A dollar- sure through safeguards in the form of offshore
izing country therefore needs safeguards such aaccounts (i.e., Eurodollar accounts in banks not
holding funds in offshore accounts beyond the controlled by U.S. officials), precautions Pana-
reach of the currency-issuing country. manian officials had not taken prior to 1988.

V. Dollarization in Panama® VI. The Franc Zone

Panama adopted the U.S. dollar as its official The closest to a permanently fixed rate since
currency in 1904. Unlike its neighbors, PanamaWorld War 1l is the CFA franc used by two
has maintained low inflation and interest rates;groups of countries in sub-Sahara Africa. The
it is the only Latin American country with an CFA franc was fixed to the French franc from
active 30-year fixed-rate mortgage marketOctober 1948 until January 1994. However,
(Summers, 1999). The National Bank of Pan-even this long-fixed rate ended in a protracted
ama (NBP) has experienced none of the crediperiod similar in character and costs to the cri-
bility crises that plague other countries in the ses that typically precede devaluations.
region. But while dollarization brought mone-  Like Panama, members of the franc zone
tary stability, it did not prevent poor choices in avoided the rampant inflation that plagued
other policy areas, including import substitution most of their neighbors. Perhaps for this rea-
in the 1950’s and agrarian “reform” in the son, until the 1980’s they also enjoyed higher
1970’s. GDP growth rates have remained in theaverage growth rates than similar countries
moderate 3—7-percent range. outside the zone. However, CFA members

gradually lost international competitiveness

5 Juan Luis Moreno-Villalaz (1999) summarizes the Pan
amanian experience. See Andrew Zimbalist and John ©Communaditéinanciee Africaine, originally Colonies
Weeks (1991) for more details. Francaises Africaines.
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due to a combination of adverse terms-of- would willingly cede sovereignty in this area to

trade movements, wage increases not matched bgn inclusive international organizatiérHow-

productivity gains, and appreciation of the Frenchever, the dynamic process we suggest here

franc; most CFA countries experienced decliningcould lead to a world of a few growing, and

per capita income during the 1980’s. Despite theperhaps competing, currency blocks. Could this

zone’s decades-long success in maintaining thesmall number of currency blocks eventually

peg, capital flight added to members’ problems asfind it advantageous to link since they will have

devaluation became more probable. Consistengreatly surpassed an optimal regional currency

with Friedman’s (1953) assessment, CFA coun-area in the Mundellian sense?

tries piled on direct controls rather than accepting

necessary adjustments such as reduced real wages.
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