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Introduction

Once upon a time, there was a debate about a bi-polar option in the choice of exchange regimes. The point was that intermediate exchange rate regimes were likely to be blown away by currency speculators
. Countries would either have to allow their currencies to float freely – and move to the flexible pole – or they would have to peg very rigidly their exchange rate through currency boards or full “dollarization” or “euroization”
. Today, Argentina’s crisis seems to have eliminated one of the poles from the world of intellectual respectability. It so seems, that the shortcomings of hard pegs in complex economies are such that they should be strongly discouraged. Accession countries in Eastern Europe and recent dollarizers such as Ecuador and El Salvador beware. The promises of hard pegs may not be worth the sacrifices. 

The conventional wisdom’s move from a bi-polar view to a uni-polar one is less dramatic than it seems. Hard pegs were never seen as more than a potential and somewhat extravagant exception to the recommendation to float. Floating was the norm. Hard pegs were an escape clause to make room for Hong Kong and Argentina, two countries that at the time had the conventional wisdom in awe for their achievements. To give teeth to the recommendation, the G-7 pledged in Cologne in 1999 not to provide finance to strengthen the ability of countries to defend “unsustainable” exchange rates. 
 

There are two common arguments to reduce the universe of potential applicability of hard pegs: one based on virtue and the other on vice. The virtuous critique would argue that dollarization or currency boards have such a long list of pre-requisites – a sound banking system, a high stock of international reserves, a solvent government, and a flexible labor market – that few countries can actually qualify. And the ones that could do not need to surrender monetary policy: if they can be so virtuous, they surely can run a decent central bank.  

The view based on vice would say that hard pegs are really only a solution for desperate countries. If a nation cannot hope to create credible institutions it may be better off importing them, even if the foreign variety is not a perfect fit. All other countries should attempt to create their own institutions. If you do not share Argentina’s hyperinflation history and its de facto dollarization of domestic financial assets, you have little to learn from the experience. Look at Brazil, Poland, Mexico, Hungary, Israel, Chile and Colombia. In spite of their checkered history, they have been able to bring inflation down while keeping the degrees of freedom offered by their monetary autonomy. 

Moreover, once the peg brings inflation down and monetary order is reestablished, the poor fit of the imported monetary policy will come back to bite with a vengeance. Argentina’s currency board may have been a desperate solution adopted in 1991 in the midst of hyperinflation and capital flight in a country with few remaining options. Providing a stable currency became enough of a challenge to overwhelm all other considerations. But such a regime was never a good long-term fit. It is hard to find a country that scores any lower in the traditional optimal currency area (OCA) criteria – deep trade integration, factor mobility, and common shocks. On the trade front, Argentina is too closed and too distant from the US to share a currency. Sooner or later the US currency would appreciate or interest rates would rise just when the opposite would suit the Argentine macro balance. And what could happen in theory actually has taken place in practice: the dollar’s strength and the weakness of the Brazilian Real after its devaluation in January 1999 have caught Argentina between a rock and a hard place. While massive liability dollarization makes devaluation unpalatable, the alternative – deflation – is not without its problems: it keeps real interest rates high, hurting growth and fiscal solvency. In the end, so the argument goes, the system lacks the degrees of freedom it needs. The Argentine experience is only relevant for desperate countries like Bulgaria or Ecuador. 

So, are hard pegs or dollarization the monetary equivalent of a platypus? Is it a wrong turn, an evolutionary dead end in the process towards economic modernity? Or is it, on the contrary, a futuristic prelude of things to come? 

I will argue in this essay that there is more logic to the move towards dollarization than is suggested by this introduction. I will also claim that the alternatives are less appealing than they are now thought to be. To make my point, I will provide an overview of the history of the debate. I should confess that my rendition is probably affected by the concerns that characterized the Latin American experience with exchange rate arrangements. These are typically perceived in other regions of the world as excessively concerned with financial instability. Unfortunately, that seems to be Latin America’s comparative advantage! 

Exchange rate policy: a brief overview of the traditional debate

One of the troubling conundrums in economic theory is that there is no role for money in a world of complete markets, such as Arrow-Debreu. In short, in a model without imperfections, it is impossible to make money matter. People would never demand it and even if they did, they can see through all nominal variables and focus only on their real implications. Monetary policy cannot help stabilize the economy but it can do a lot of damage if people distrust the government’s intentions. In order to make money matter some economic flaw has to be put into the model. This is very unsatisfactory, because it makes the whole monetary debate hinge on what is the assumed relevant market flaw, how exogenous or endogenous it is the whole theoretical enterprise and how likely it is to go away with the right policy framework. 

The traditional solution is to assume some nominal rigidity. The most common assumption is rigidity in nominal wages
. From this assumption you get the implication that flexible exchange rate regimes can get relative prices more easily. As Milton Friedman (1968) argued, when a real shock hits, it is easier for the exchange rate to move than for millions of individual contracts to change. Flexible exchange rates can compensate for nominal rigidities.

Wage rigidity is a relatively simple and elegant assumption, although what causes this rigidity is not altogether clear. These days, macroeconomists tend to hide behind the fact that there are so many papers published in leading journals that have used this assumption that it has become an accepted building block.  Nevertheless, accepted does not mean understood. For example, it is common practice among theoretical papers that compare the characteristics of alternative exchange rate regimes to assume that the degree of nominal or even real wage rigidity is independent of the exchange arrangement
. This is grossly inadequate, both for theoretical as well as empirical reasons. Assume for example, that an employer and a trade union are negotiating over the setting of future wages. Would they not try to anticipate expected future changes in nominal variables when they discuss the nature of the deal? Would they not choose the duration of the contract based on their perception of nominal uncertainty? Would they not opt for some form of wage indexation if inflation is expected to be high and uncertain? Are all these expectations not affected by the exchange arrangement? Empirically, Hausmann, Gavin, Pages-Serra and Stein (1999) studied the degree of responsiveness of nominal wages to price and exchange rate innovations and found radically different elasticities even for the same country, across different exchange arrangements. 

Moreover, the policy implications that emerge from the assumption of nominal rigidity are to my knowledge without much foundation in either theory or evidence. For example, it is often argued that countries that want to peg or dollarize require a very flexible labor market so as to limit the costs caused by nominal rigidities. This sounds intuitively true. But what if anything is the relationship between the assumed nominal rigidity and labor market policies? Is it the nature of collective bargaining? Is it minimum wage legislation? Is it severance payments? What would happen if the real source of nominal rigidities is small menu costs? These issues are seldom discussed because nominal rigidities are more an assumption than a testable hypothesis in need of  the kind of detailed analysis of its causes that could inform policy. 

Monetary policy and the optimal currency area argument. 

So, at the most fundamental level, we really are uncertain about the question of why money matters and how its mattering is related to the exchange regime. But let us set aside that issue and suppose that there is a role for monetary policy and that this role is the conventional one. Assume that economies are hit by real shocks, and that the world is such that the use of exchange rate flexibility and control over the interest rate may facilitate the adjustment. This makes monetary autonomy and exchange rate flexibility a better alternative. However, economies are also hit by shocks to the demand of its money, so called nominal shocks. In this case, flexible regimes will cause movements in relative prices which are just inefficient noise that is best avoided. A sudden increase in the demand for money under a floating regime would cause an appreciation that would move resources around in an uncalled for manner. Instead, the central banks should just supply the additional money demanded by the market. Under a fixed exchange regime, or a currency board, this would happen naturally. Hence, the Frenkel (1980) argument: if shocks are mostly real, then float. If they are mostly nominal, then fix. 

The noise caused by unexpected and inefficient movement in relative prices may hinder trade, and if this is important for growth, may actually have important growth implications. According to Rose (2000), countries that share a currency trade three times more than would be expected given their economic characteristics. Moreover, Frankel and Rose (2000) find large implied effects of currency unions on long-term income through their impact on trade. In addition, they argue that this effect is not caused by trade diversion: they show that countries that belong to a currency union do not trade less with non-members. This literature has been extended to look at possible spillover effects (Rose and van Wincoop, 2001) caused by trade diversions. The effect has also been estimated using adoption and abandonment of currency unions in order to focus on the time-series, instead of the cross-country effects (Glick and Rose, 2001). This goes to the question of what would be the trade effects of adopting a currency union in a given context. The estimated effect is that it would increase trade by some 90 percent. In general, the results have survived a long list of critiques
.

On the other hand, if nominal rigidities hinder an effective adjustment to real shocks the this will generate real losses. Levi-Yeyati and Sturzenegger (2001) provide evidence that on average growth in floating rate countries has been lower than in fixed rate countries. 

The traditional literature on optimal currency areas inaugurated by Mundell (1961) took as a given that there were both benefits and costs of having an autonomous monetary policy. However, it made the important point that if two countries are deeply integrated through trade or factor movements, then real shocks are likely to be shared: a boom in one country will spill over to the other. Business cycles will be highly correlated. In this case, if countries adopted their own monetary policy, they would be trying to do very similar things with it anyway. This makes them into an optimal currency area (OCA): they would be better off just sharing a currency, adopting a common monetary policy and enjoying the benefits of a more stable monetary environment to support trade without the costs caused by the harmful and noisy nominal shocks or any other form of transaction cost caused by the multiplicity of currencies. 

If we add the two strands of literature together, then it becomes obvious that the optimal currency area criteria are not exogenously given, but may in fact become endogenous to the choice of exchange arrangement, among other factors. If countries that share a currency trade more and if more intense trade improves the OCA criteria then countries that initially fail the test may actually meet it ex post as a consequence of the currency union (Frankel and Rose, 1998).  

Monetary policy in a world of credibility problems

With the advent of time-inconsistency and credibility (Kydland and Prescott (1977), Calvo (1978), Barro and Gordon (1983)), the flexibility benefits derived from monetary policy have to be weighted against the credibility problems that a monetary authority may encounter vis a vis its inflationary commitments. Flexibility may be able to reduce unnecessary output fluctuations, but it can be abused. Since the market will anticipate this abuse, higher equilibrium inflation will ensue. Countries with low credibility would pay a cost of higher inflation if they followed this course of action and should probably opt for renouncing the discretion that flexibility entails. Adopting somebody else’s currency is one way out
. 

However, this is not the only solution. The alternative is to delegate the discretion to an institution that does not have the incentives to abuse it, such as an autonomous central bank with a clear mandate to target inflation. This may in fact move the flexibility-credibility frontier out and allow the country to enjoy more of both. That is the challenge offered by the new focus on floating exchange rates with inflation targets (IT). It is argued by many that this is just a more efficient option. It may take some time to build the credibility of the central bank, but not that much time after all. Look at the single digit inflation rates in Chile, Colombia and Mexico, three countries with quite a checkered inflationary past. It can be done and it is worth doing. 

A first balance of the arguments 

By all of these logics, the bulk of the emerging market countries should float. Their economies are subject to very large and quite idiosyncratic real shocks and business cycles are not very correlated. They could benefit significantly from the flexibility provided by monetary autonomy and exchange rate adjustments. When hit by an adverse shock, they could let the exchange rate take the hit while they could lower interest rates. 

Australia during the East Asian and Russian crises is a good example. As shown in Figure 1, the monetary authority lowered the policy interest rate several times while it allowed the exchange rate to depreciate. Under these circumstances, the export sector was protected from external deflation while the domestic economy benefited from lower interest rates. This is why emerging market countries should float.


Or should they? Let us look at how floating rate Mexico dealt with a similar circumstance. Figure 2 shows the exchange rate and interest rate for the same period. The difference could not be starker. When the crisis hit putting pressure on the exchange rate, the monetary authority reacted with a drastic increase in interest rates from 17 percent to over 50 percent and rates were left above 35 percent for over 5 months! A similar patter could be observed in other Latin American countries: floaters jacked up interest rates much more than did fixers, contradicting the idea that such regimes can have a more subdued interest rate policy because the exchange rate helps in the adjustment process.  This comes as a bit of a surprise. After all, many argued that abandoning pegged exchange rates would also avoid having to increase interest rates too much because the Central Bank would not be forced into such a painful and ultimately unproductive strategy. 

What explains this behavior? In fact, if the foundations of the analysis were the ones presented so far, why have we historically observed so little floating? What explains the “fear of floating” (Calvo and Reinhart 1999) that seems to characterize emerging markets that have adopted de jure floating regimes?
 In fact, what makes some countries want to dollarize at all? 

The issue is not just a trade-off between the stability of output and inflation. Something is missing from the picture. But, what? Two considerations come to mind. The first is the need to avoid crises, i.e. those catastrophic disruptions of the economic order. The second has to do with the cost of capital. As we shall see, both are related. 

Which is which? The puzzle over interest rates


Imagine two countries. Country A has a public debt to GDP ratio of 120 percent; it has a primary fiscal deficit of 4 percent and has an anemic GDP growth of 0 to 1 percent. Country B has a public debt to GDP ratio of 50 percent; it has a primary fiscal surplus of 3 percent and has a moderate GDP growth of 3 to 4 percent. Which country will pay the higher interest rate on its public debt? 

 
The answer is straightforward. Simple inter-temporal debt sustainability considerations suggest that country A is in serious trouble. Even at a low interest rate of 5 percent, the overall fiscal deficit would be 10 percent of GDP (i.e. 4+1.2*5). Moreover, the lack of growth means that the increase in the debt burden greatly surpasses the growth in the capacity to pay it. Surely, the markets will understand that holding this debt is highly risky. 5 percent is unlikely to be a sustainable rate. The interest should be higher to compensate for the imminent default risk.  

Country B is clearly in a much better situation. At a 5 percent interest rate, it would have an overall surplus of 0.5 percent of GDP. The stock of debt would be falling while the economy is growing. Even at a real rate of 10 percent, the overall deficit would be only 2 percent of GDP which would keep the debt to GDP ratio constant if the denominator, i.e. nominal GDP were to grow at 4 percent. This means that a 10 percent real rate is just too attractive, given the alternative low-risk investments in today’s world. It is unlikely to be an equilibrium. The market rate should be lower. Right? 

Not really. Country A is a stylized representation of Japan, where 10-year bonds trade at an interest rate of about 2 percent! Country B is inspired from Brazil where 10-year bonds in local currency do not exist. At 1 year maturities, interest rates in local currency are about 25 percent. Interest rates on dollar-denominated bonds yield upwards of 14 percent.  Obviously, if Brazil were to have all its debt at 25 percent, its fiscal deficit would be 9.5 percent and thus clearly unsustainable, justifying the high interest rates
. 

This discussion is meant to indicate that we really do not understand what determines the interest rate on public debt in an economy, at least not in a way that can account for the real world
. Almost any interest rate can be rationalized ex post. Granted, it is really hard to explain Japan. At a low interest rate, a primary surplus of 3 percent looks more than enough to stabilize debt ratios for a country with a debt to GDP ratio of 50 percent like Brazil. For a country like Turkey with a debt to GDP ratio of 80 percent a primary surplus of 5 percent should be enough. But it has not been enough to generate reasonable interest rates in either case. You could blame the low credibility of the sustainability of the primary fiscal surpluses and say that these are not real but only projected. After all, the market is not sure that they will actually be delivered and that keeps the interest rate high. Yes, but if the interest rate remains high, the primary surplus will be hard to deliver and the financial ratios will deteriorate making matters worse over time. 

In this context, the impact of the choice of exchange rate regime on the interest rate becomes of paramount importance. The Italian lira and Spain peseta were the weak currencies of Europe. Obviously, the inflationary history and the high debt ratios of those two countries justified a higher interest rate. But these in turn lead to fragile public finances and a weak currency. Joining the European Monetary Union caused interest rates to decline and this had tremendously salutary effects on the fiscal accounts
. This then justified the lower interest rates.  Hence, at least in those cases, monetary union lead to an improvement of the public finances which then justified the stronger currency. 

All this suggests that lurking at the bottom of this problem is a multiple equilibria story. In fact, more than one story too! In the next section I will create a path towards dollarization as a step by step process of avoiding bad outcomes in consecutive multiple equilibria stories. 

The road to dollarization is paved with good intentions

The 90s were characterized by a sequence of crises. When the decade started it was a common belief that crises had relatively similar causes: profligate macro policies. But the experience of the 90s showed that there are many ways in which you can get in serious trouble even while you think you are getting your house in order. Avoiding crises involves choices that impact the monetary regime and its properties. 

Step 1. Avoid short term nominal public debt: it can kill you

 
If a country has a sufficiently large stock of public debt denominated in domestic currency, and if this debt is sufficiently short term, or indexed to a short-term interest rate so that movements in interest rates actually impact fiscal outcomes, then the economy can be subject to self-fulfilling inflationary crises (Calvo, 1989). If the public has high (low) inflation expectations, interest rates will be high (low). But this would cause a large (small) fiscal deficit, which given the fact that taxation is distortionary, would lead to the need for larger (smaller) monetization, thus justifying the initial inflationary expectations. In fact, if the government were to resist the pressures to monetize, the high ex post real interest rates would lead to the kind of unpleasant monetary arithmetic that would eventually lead to a later and larger monetization. 

This is probably the mechanism that caused the hyperinflations of Argentina in the late 1980’s. It is a process that could equally well get triggered today in Brazil or Turkey today, given their current debt structure. It is a potentially explosive situation that depends to a large extent on unclear factors that make the market choose one equilibrium over the other. Adopting policies that focus the market on the good outcome seems paramount. 

One way to do this is to credibly commit to a low inflation policy. This is easier said than done, but credible pegs such as currency boards often have this in mind. Another way out of this particular form of crisis is to dollarize the public debt. Through this mechanism, expectations about inflation do not affect the dollar interest rate on the public debt, eliminating the mechanism that generates this type of crisis. 

Step 2. But short term debt in foreign currency can also kill you

As is well known from models of bank runs, mismatches in the maturity structure of assets and liabilities can also trigger self-fulfilling crises. If others decide to roll over maturing debt, it makes sense for each individual investor to do so also. However, if investors fear that others might not roll over, it is optimal for individual investors to be the first to the exits (Diamond and Dybvig, 1985). The logic of this type of situation was clear during the Mexican 1984 crisis. It could be argued that the 1997 Korean crisis also had important elements of this story. When investors realized that there was a large stock of dollar-linked short-term debt (the so-called “tesobonos” in Mexico and the bank credit lines in Korea), well in excess of international reserves, a panic ensued. 

Obviously, the solution to this kind of situation involves a careful monitoring of the liquidity position of the government and the banks. Governments are well advised to significantly lengthen the maturity of the public debt and adopt a policy of pre-funding their financial requirements, so that they do not become dependent on markets being open at all points in time. On the banking side, they should adopt a systemic liquidity policy through a combination of significant international reserves at the Central Bank, a remunerated liquidity requirement on bank liabilities
. 

Step 3. Dollar debts can kill you

If nominal debt can kill you, does dollarizing the debt avoid crises? Certainly, it avoids one type of crisis. However, it can create others. According to Chang and Velasco 2000, a banking system is not subject to liquidity crises if it has a floating exchange regime and domestic currency liabilities. In this context, the central bank can credibly commit to guarantee the liquidity of the short-term liabilities denominated in a currency that it can issue, thus eliminating the bad equilibrium. However they also show theoretically that this is not the case if there are dollar liabilities.  

Moreover, if liabilities are dollarized and the currency floats, it is possible to have a situation of self-fulfilling crises. If people expect the currency to weaken significantly, then borrowers – public or private – who earn pesos and owe dollars will have trouble servicing their obligations. In anticipation of such an event, investors would attack the obligations of the government and the banks, precipitating the large depreciation that they fear. The crises in Indonesia and Ecuador clearly had this dynamic as a central element. In general, the lesson is an important one: floating exchange rates and liability dollarization are a mix that may expose countries to crisis. 

Step 4. …and even if they do not, the currency mismatches they generate make monetary policy less effective

In fact, even if they do not kill you, the presence of dollar liabilities creates important balance sheet effects that severely diminish the advantages of floating regimes with inflation targets
. 

To see this point, it is useful to consider the typical Mundell-Fleming model with floating exchange rates and inflation targeting (Svensson, 1998). In such a model, interest rates are assumed to operate through two channels. First, they directly affect aggregate demand through their impact on consumption and investment decisions (i.e. the IS curve). Secondly, the interest rate affects the interest parity condition. An unexpected reduction in interest rates should, ceteris paribus, depreciate the exchange rate. This depreciation is assumed to have a positive effect on aggregate demand through its effect on net exports
. However, if balance sheet effects are important, this latter channel may operate in the opposite direction: a weaker currency may hurt firms with dollar liabilities and cause a contraction in demand (Aghion, Bacchetta and Banerjee, 2000, Chang, Velasco and Cespedes, 2000, Velasco 2001). Under these conditions, interest rates have either a smaller expansionary impact or even a contractionary impact on aggregate demand. 

In this context, inflation targeting may be problematic. If the net effect of interest rates on aggregate demand is positive but small, interest rates would have to move a lot to affect aggregate demand, making interest rates very volatile. Alternatively, if the effect were negative, interest rates would need to move in the opposite direction: raising interest rates and appreciating the currency instead of lowering them in bad times. The high volatility of interest rates and their pro-cyclical nature is a common feature of floating emerging markets as documented in Calvo and Reinhart (2000) and in Hausmann, Panizza and Stein (2001).

In fact, the previously mentioned recent experience of the Latin American floaters is illustrative of this point. During the Russian crisis, countries were forced to increase interest rates much more than Argentina or Panama, in spite of the fact that they could supposedly let part of the hit be taken by the exchange rate
. Later on, during the recovery in 2000, both Brazil and Mexico lowered interest rates, while during the 2001 slowdown, they have been forced to raise them again. This pro-cyclical monetary policy calls into question the purported benefits of the scheme. If the alternative to the a-cyclical implicit monetary stance of hard pegs and dollarizers is a pro-cyclical policy, the benefits of floating may be quite limited.


In short, to be a successful floater, you better not have too many dollar liabilities lying around. But remember, short term domestic currency liabilities can also get you in trouble through self-fulfilling inflationary expectations. 

Why so many dollar liabilities? The original sin assumption

According to a commonly held view, unhedged dollar liabilities are the consequence of currency pegs (e.g. Burnside, Eichenbaum and Rebelo, 1999). The private sector feels protected by the government’s commitment to keep the peg, or its willingness to bail out borrowers if it does not. Hence the private sector does not buy insurance against the possibility of devaluations. When these occur, all hell breaks loose. The obvious solution is to let the currency float. Under these circumstances, people will not want to take unhedged loans in foreign currency and this will limit the accumulation of currency mismatches. 

The problem with this theory is that there are an awful lot of floating rate countries that do all their external borrowing in foreign currency in an unhedged manner, while there is a very small number of non G-10 countries that borrow internationally in their own currency.  The empirical evidence suggests that very few countries are borrow internationally in their own currency. The large majority of countries, including essentially all developing countries - i.e. their governments, their banks and their non-financial corporations - do not borrow internationally in their own currency. 

One approach is to assume that they do not borrow, not because they do not want to, for reasons of moral hazard, but instead because they cannot. The market just does not exist. Whatever the reasons, the important point for us is that the these reasons are not directly related or influenced by the choice of exchange rate regime or other areas of feasible macro policy. Why this might be the case is an interesting question in itself, and is generating a growing literature in this area
. But as far as macro policy is concerned, it is like an original sin that has current consequences, but for the present generation it is just a fact of life. Original sin is an assumption of a certain type of market incompleteness and, as such, it has important implications for monetary policy because, as we mentioned before, it is the market incompleteness that gives monetary policy its impact. So this opens three questions: what are the potential causes of this phenomenon? What are the monetary consequences of this form of market incompleteness? How does it affect the choice of the exchange regime? 

On the causes of original sin

The causes of original sin are not well understood, and it is not easy to learn from the few countries that have achieved “redemption”.  It is too global a phenomenon to be explained by Latin American-style fiscal or macroeconomic peccadilloes. It affects virtuous Chile and prudent East Asia as much as it does the lesser credits. Here are a set of possible explanations. 

First, assume a country has a net foreign debt. If it were in domestic currency, the residents would benefit from depreciations. Hence, net creditors would not want to lend in a currency that the borrower can manipulate. However, if a country is a net creditor, this logic would not apply. 

Second, political economy considerations may also play a role. For example, in countries where the median voter does not benefit from maintaining the real value of local currency assets, foreigners may not be willing to denominate their claims in that unit. 

Third, consider the network effects of money.  There may be forces that create economies of agglomeration. The larger the market, the more liquid it is and the greater the incentives for both issuers and investors to use it. A disproportionate amount of debt is issued in G-3 currencies. 

Fourth, it may also be related to the fact that the gains from portfolio diversification are rapidly decreasing with the number of assets. Portfolio diversification may justify having 10 currencies in the portfolio, but not 30 or 180. 

Finally, as shown by Chamon (2001), since the risk of default and depreciation are correlated, investors may not want to denominate their claim in a unit that would make them junior to other investors in case of a bankruptcy. 


The point is that any of these five potential causes they will not go away with the choice of exchange regime. The point is to figure out what are the implications. 

Consequences of original sin


The central point is that because of original sin, capital importing countries will have large currency mismatches in their balance sheets. If an original sin country has a net external debt, it will have a net currency mismatch, as that debt will be denominated in foreign currency.

The consequences for monetary policy appear to be quite clear and powerful. Floaters with original sin will be less able to use monetary policy in a stabilizing manner than can their more virtuous fellow floaters. They will try to prevent large currency movements because these will have a negative impact on the balance sheet of companies and hence on their capacity to borrow and invest. In order to prevent these currency fluctuations, central banks will have to raise interest rates when there is pressure on the currency and will let them come down when the pressure is reduced. They do so more than in economies with hard pegs because the central bank cannot signal to the market its commitment to defend its de facto currency target. This will cause monetary policy to be used pro-cyclically and in a destabilizing manner. 

The empirical evidence in Hausmann, Panizza and Stein (2001), indicates that when countries with original sin float, they do so with more international reserves than currency boards like Argentina, with little de facto exchange rate flexibility and with very unstable interest rates. 

Dollarization of liabilities at the corporate level may in fact be much larger than the effect caused only by the net external debt. For the reasons argued above, it may not make as much sense for foreigners to lend in domestic currency. However, it also does not make that much sense for residents to save only in domestic currency, especially in floating rate countries. This is so for the following reason.  

If the expectation is that the domestic currency will be strong in good times and weak in bad times, then it makes little sense for residents – whose income is mainly tied to how well the economy is doing – to save in domestic currency
. In bad times, savings will be worth less, when they are most needed. Said differently, the correlation between shocks to national income and movements in the exchange rate cause a positive correlation between national income and returns on financial assets, which makes it less attractive to hold domestic assets. Ideally, risk-averse households will want to hold assets whose return is negatively correlated with their income. This logic might explain why dollarization of savings is so entrenched in Latin America. While in many countries de facto dollarization accelerated during bouts of high inflation, in no country was the process reversed after the return to low inflation (Rojas-Suarez and McNellis, 1998). Exchange rate flexibility may provide an added impetus to this logic. If the idea is to stimulate the economy in bad times with a weaker currency and to slow it down in good times with a stronger currency, this will create precisely the incentives for the further dollarization of savings.

Implications for exchange rate policy: towards a second IT bubble?

What does all this mean for the choice of exchange rate regime? Disappointment is rampant these days in many camps. The reform effort in many countries has paid off less spectacularly than once expected. Information technology (IT) was supposed to usher in a period of unencumbered prosperity. Instead, the NASDAQ has registered a quite remarkable collapse, lead by the rising stars of the information revolution. The Argentine Convertibility Law is increasingly under attack. The only system has yet to receive the  these days is the other IT revolution: inflation targeting. If you read some of its most vocal supporters (Velasco, 2001), the jury is in. Latin American countries have gained enough credibility to run a decent monetary policy anchored by inflation targets. The system is bound to be superior to any of the alternatives now on offer. 

Given this background, it may be useful to bring to the table some of the things that may make this second IT bubble burst. After all, there are so many different types of crisis that it would be a surprise to find that this new system is immune to all of them. 

Floating with original sin may have quite unsavory effects. I make the following conjectures about how a floating regime anchored by inflation targeting may operate in practice. 

1- As argued above, floating will tend to accentuate the dollarization of domestic savings. It will create a positive correlation between national income and returns to domestic assets, thus increasing the incentives by residents to hold dollar assets as a risk diversification strategy.

2- Less demand for dollar-denominated loans. Exchange rate uncertainty will reduce the demand for dollar-denominated loans. This will not only limit the ability to use foreign savings but will also reduce the intermediation of the portion of domestic savings that is denominated in dollars.
3- Pro-cyclical monetary policy. Original sin will force central banks to concern themselves with the exchange rate. However, without the benefit of a clear anchor, they will need to signal their intentions by moving the interest rate. But this signal is not very transparent, forcing the monetary authorities into moving interest rates erratically and by larger amounts to achieve their goals. In good times, to prevent too much appreciation, they will lower rates. In bad times, to prevent depreciation they will raise rates, as we are seeing now in Mexico and Brazil. This will amplify business cycles. 

4- Riskier banking systems. Volatile interest rates and pro-cyclical monetary policy make safe banking difficult. It is hard to gauge the solvency of a client if you do not know what the interest rate environment will be like. It is also hard to manage the credit booms and busts that go with a pro-cyclical monetary policy
.

5- Difficulty in developing long term markets.    With a volatile short rate, it will be difficult to lengthen the maturity of obligations, unless these are indexed to the price level as in Chile. 
6- Less financial development. With no long term markets in domestic currency and strong disincentives to borrow in foreign currency there will be less financial development. 
7- Lower growth. To the extent you believe that financial development is important for growth, this follows from the previous point. 
8- Risk of self-fulfilling crises. IT is not crisis free. Countries can get into types of crises that are inherent to a system with monetary discretion such as inflationary self-fulfilling crisis that are caused by short-term or floating rate nominal debt. They can also be attacked because of the presence of dollar liabilities. They can also get into types of crises that affect all systems. 
Crises for all: types of crises that are not contingent on currency arrangements

So, it may well be that after Argentina, the next major crisis will be in an inflation targeting country. Here it is important to note that there not really dependent on the exchange regime. After all, of the three countries that are now creating concerns – Argentina, Brazil and Turkey – two have floating arrangements. In a certain reading of things, their crises appear remarkably similar. In this section, I discuss two of these types of crises. 

We argued above that self-fulfilling attacks can be caused by nominal debt and inflationary expectations, by maturity mismatches with foreign currency debt and bank-like runs and by dollar debts and depreciation expectations. In all these crises, there is a monetary element to the story. You may be able to avoid the crisis if you have the right currency denomination or the right regime. In this section I mention two types of crises that are likely to affect emerging market countries, independently of these nominal considerations. 

Concerns over fiscal solvency can kill you

If the market believes that the country might not be able to honor its debts, then interest rates will be high, in order to compensate investors for the high risk of default. However, if interests are high, investment and growth will be low. With low growth, the tax base does not expand making continued debt service improbable. By contrast, if the expectations of default are low, this will engender an environment of low interest rates, which makes growth possible, leading to an expanding tax base with which to pay a lower debt burden
. In fact, I take this to be the root cause of the current difficulties in Argentina.

Notice that this argument is quite unrelated to the currency regime. In fact, the same logic may apply to Brazil, in spite of its different currency regime. It is a real argument, not a monetary one. If markets become concerned again about debt dynamics in Brazil, the above logic will apply. In fact, in Brazil the situation could become even nastier as the types of crisis discussed above may further complicate matters. For example, a weakening currency may lead to self-fulfilling inflationary expectations. Or a depreciating currency may call into question the solvency of dollar debtors. 

Sudden-stops can kill you

Financial integration was supposed to facilitate the absorption of shocks and make economies more stable. When an economy receives a shock, it can smooth the adjustment process by borrowing abroad. Fluctuations in income need not cause major changes in spending: the current account can take the hit. 

Of course, a major assumption of this view is that countries face a relatively elastic supply of funds at an interest rate that is relatively stable. Major assumption! The country risk of emerging markets has exhibited an enormous volatility and great correlation across countries suggesting that changes are highly influenced by international factors (Fernandez-Arias and Hausmann, 2000). Moreover, financing availability has been highly pro-cyclical: capital flows and bond prices rise in good times and decline when they are most needed to finance the bad times. This means that instead of facilitating the management of other shocks, international finance has either amplified fluctuations or become a major new disturbance.

Shocks to the capital account or sudden stop, to use the term popularized by Dornbusch and Calvo, can becomne self-fulfilling. Suppose a country is being financed to the tune of 4 percent of GDP. If for some reason external financing were to stop, this would lead to a major domestic contraction and a real exchange rate depreciation (as demand for non-tradeables falls and dollars become scarce). Those borrowing abroad would have trouble repaying their loans, thus justifying the collapse in finance.  

A second balance of the arguments

Monetary arrangements have to be designed taking account of the nature of the incompleteness of markets. After all, it is that incompleteness that gives monetary policy its real consequences. The traditional approach assumes that the incompleteness is related to some unspecified nominal rigidities that can be circumvented by having a flexible exchange rate, but at the cost of generating undesired inflationary expectations. The traditional approach presents the issue as one of flexibility vs. credibility, of more stable output vs. more stable inflation. 

However, the issue of financial fragility has become central to the choice of the exchange rate regime for emerging market. For some, pegged exchange rates are implicit guarantees that cause moral hazard, excessive risk-taking and crises. We have argued instead, that original sin makes all exchange rate arrangements problematic. If countries are unable to borrow internationally in their own currency and if they, as is often the case, also lack long term markets even domestically, all firms will face a very incomplete financial market. Either they borrow in dollars and expose themselves to undesired exchange rate risk, or they borrow short term in local currency and expose themselves to roll-over problems and liquidity crises. We take this incompleteness to be central to the exchange rate dilemma. 

With original sin, central banks face very stark choices. When a negative shock hits they fear letting the exchange rate move because of the currency mismatches in the system. But the alternative – restricting the money supply and letting the interest rate rise – complicates the life of those with short term debts and exposes them to the risk of liquidity crises. The empirical evidence suggests that countries with original sin that float restrict the benefits of exchange rate flexibility in order to avoid financial fragility: they exhibit fear of floating, accumulate massive reserves and use interest rates in a pro-cyclical manner. 

In this context, dollarization exhibits some of its advantages. It does away with currency mismatches that underpin many of the problems caused by original sin. It eliminates currency mismatches by having a domestic currency that can be used to borrow internationally. It also facilitates the elimination of maturity mismatches. After all, many emerging markets that are able to place 30 year bonds in dollars have trouble issuing 2 year bonds in local currency. These aspects may eliminate some of the problems that lead to financial fragility. In addition, if Andrew Rose and his co-authors are right, dollarization may lead to more trade among the countries that share the same currency and to more total trade. This not only promises higher incomes, but it will tie together economies more closely making them score better in the traditional optimal currency criteria of greater good and factor mobility and common economic cycles. 

However, the world also has very large exchange rate volatility between the major countries. The dollar/yen and dollar/euro exchange rates have been remarkably volatile for a world of such low inflation differentials. This creates enormous challenges for countries that are not clearly tied to any currency area. East Asia and the Southern Cone of Latin America are two such regions. For them, G-3 exchange rate volatility represents very large real shocks to their economies. In fact, these shocks played an important role in the East Asian crisis and are a contributing factor in Argentina’s travails today. Moreover, G-3 exchange rate volatility increases the volatility of commodity prices in world markets, further augmenting the importance of real shocks. All this favors more exchange rate flexibility. 

But flexibility in a world of original sin is problematic. Having a national currency that cannot be used internationally is not the right solution.  It may facilitate the management of certain shocks but it exposes countries to financial fragilities of the kind that are at work today in Brazil. The real choice is between dollarization and redemption. 

Dollarization does away with the problem of original sin by having foreign money become domestic currency. Redemption, i.e. the undoing of original sin, implies that the domestic currency becomes part of the acceptable global financial portfolio. This is obviously a superior solution in many respects. It eliminates the fragilities that come with original sin and it frees the hands of the central bank to use monetary policy in a more stabilizing manner. Moreover, if the foreign debt is denominated in the national currency and if this currency adjusts to shocks in the standard manner, then the debt burden takes on equity-like characteristics: it increases in value in good times and falls in bad times thus sharing the risks internationally and making the domestic economy more stable. 

The problem is that we really do not know how to seek redemption. The view that attributes foreign currency borrowing to the moral hazard caused by pegs is clearly wrong. There are plenty of countries with original sin that float. Our ability to learn about the road to redemption is limited by the fact that there are very few countries that have changed status with respect to their ability to borrow internationally in their own currency
. Australia and New Zealand are interesting cases. This is a critical new area of research that requires a much better understanding of the causes of original sin. In the meantime, we do not know how to proceed nor for how long countries that embarked on this road would be exposed to financial fragilities or restricted from adequate access to international finance. 

For countries like Britain or Switzerland, the choice between adopting the euro or keeping their national currency is obviously unrelated to original sin, a problem they do not confront. There the debate is more clearly one that involves the trade benefits of a common currency against the flexibility provided by a quite powerful monetary policy. For Turkey and the Czech Republic the issue is quite different. By having a national currency they not only limit their trade integration but expose themselves to financial fragilities and in exchange they get a stunted monetary policy. These countries should get a bigger return out of adopting the euro.  

But for the Czech Republic, joining the euro will eventually mean being a full member of its governance structure of the monetary system. That is not an option for Turkey, Ecuador, El Salvador or even Canada and Argentina. Obviously having some form of political representation is better than being excluded from it, but this point should not be exaggerated. European monetary policy will pay scant attention to the macroeconomic situation in Luxembourg or Ireland when setting interest rates. What may be more important for small peripheral countries that adopt a major currency are issues of seignorage and of last resort lending. Moreover, beyond the setting of interest rates, there are many policy issues that need to be continuously analyzed and decided within a monetary regime, many of them unknown at present. Being excluded from any form of participation represents a source of risk.  In this respect, the lack of interest on the side of the United States to create a framework for dollarization is a major problem. 


In addition, there is an important issue for countries that given their diversified trade and financial integration to the world are importantly exposed to G-3 exchange rate volatility, as is the case in East Asia and the Southern Cone of Latin America. By choosing one of the world major currencies, they expose their economies to significant real shocks.  Here an alternative is to opt for more than one international currency. If a country is not going to have its own currency, it might as well have more one foreign one. This allows it to develop a monetary index which would be a basket of the major currencies designed to limit the problems caused by G-3 exchange rate volatility. Countries would be able to borrow internationally in any of the major currencies and hedge any exposure in the well developed international derivative markets, thus avoiding currency mismatches. 

Monetary sovereignty is unlikely to have a long life. As the world becomes more integrated, more of the transactions involve citizens of different sovereigns. For those transactions, there is no such thing as monetary sovereignty, as each of the sovereigns involved can only affect half of the transaction, which is like half a bridge. As international transactions become a larger share of total transactions, the attractiveness of sovereign currencies with respect to common currencies diminishes.  

But we are not there yet. In the meantime, the question for emerging markets is whether to seek redemption from original sin in order to fully exploit the flexibility provided by an autonomous monetary policy or to start constructing the monetary arrangements of a world of common currencies. 
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� The argument was initially put forward by Andrew Crocket in 1993 at the annual Jackson Hole gathering of central bankers organized by the Federal Reserve Bank of Kansas City. For a recent restatement of this view see Fischer (2001). Frankel (2001) and Williamson (2000) critique this rationale. 


� For the purpose of simplifying the terminology, we will label the adoption of a currency other than one issued solely by the national authority as dollarization, even if it involves the adoption of the euro or some other currency. 


� As is so often the case in this complex world, this commitment was soon broken when the Turkish exchange-rate-based stabilization program started to unravel at the end of 2000. 


� An alternative is small menu costs, but it has attracted much less policy attention.


� See for example, Chang, Cespedes and Velasco (2001), Velasco (2001). 


� The debate can be followed in Andy Rose’s website � HYPERLINK "http://haas.berkeley.edu/~arose" ��http://haas.berkeley.edu/~arose�. 


� Alesina and Barro (2001) present a model in which the traditional Barro-Gordon framework is mixed with optimal currency criteria. They show that countries with a bigger credibility problem should adopt the currency of those with more credibility.  


� Evidence of lack of floating is discussed in Hausmann, Gavin, Pages-Serra and Stein (1999), Calvo and Reinhart (1999), Hausmann, Stein and Panizza (2001).


� In fact, the accounts would be close to balance if expected inflation were about 15 percent, but the market is expecting much less (about 7 percent), making the situation worse!


� Japan and Brazil are not unique cases. Belgium or Italy could play the role of country A, while Argentina or Turkey could plat the role of country B. 


� Granted, they did use the reduction is debt service to improve the fiscal balance instead of increasing spending. But most of the improvement in the fiscal position necessary to comply with the Maastricht criteria came from the reduction in interest rates prompted by the expectation of EMU.  


� Interestingly, Argentina was probably the most advanced emerging market in the management of its fiscal and financial liquidity.


� See Aghion, Bacchetta and Banerkee (2000), Chang, Velasco and Cespedes (2000), Velasco (2001). 


� It may even have potentially positive aggregate supply effect as it lowers dollar wages.


� See Hausmann, Gavin, Serra-Pages and Stein (1999). 


� Among others, Aghion, Bacchetta and Banerjee (2001), Chamon (2001), Jeanne (2001). 


� This argument is made in Hausmann et al (1999) and shown more formally in Aizenman and Hausmann (2000). 


� In fact, contrary to a commonly held view, floating rate countries are not subject to fewer credit crunches (Braun and Hausmann, 2001) or banking crises Arteta and Eichengreen (2000). 


� This model is formally developed by Hausmann and Rigobon (forthcoming).


� Bordo and Flandreau (2001) study this issue for the 19th century.  





