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ABSTRACT

This paper examines the question of whether pegging exchange rates is a good strategy for emerging-
market countries. Although pegging the exchange rate provides a nominal anchor for emerging
market countries that can help them to control inflation, the analysis in this paper does not provide
support for this strategy for the conduct of monetary policy. First there are the usual criticisms of
exchange-rate pegging, that it entails the loss of an independent monetary policy, exposes the
country to the transmission of shocks from the anchor country, increases the likelihood of
speculative attacks and potentially weakens the accountability of policymakers to pursue anti-
inflationary policies. However, most damaging to the case for exchange-rate pegging in emerging
market countries is that it can increase financial fragility and make the potential for financial crises
more likely. Because of the devastating effects on the economy that financial crises can bring, an
exchange-rate peg is a very dangerous strategy for controlling inflation in emerging market countries.
Instead, this paper suggests that a strategy with a greater likelihood of success involves the granting

of independence to the central bank and inflation targeting.
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l. Introduction



In recent years, there has been a growing consensus, even in emerging-market countries, that
controlling inflation should be the primary or overriding long-term goal of monetary policy. Past
experience with high inflation in emerging-market countries has not been a happy one, and there is a
growing literature that suggests that high inflation can be an important factor that retards economic
growth.1 Although central bankers, as well as the public, in emerging-market countries now put
more emphasis on controlling inflation, there is still the crucial question of how best to do this. To
achieve low inflation, one choice that emerging-market countries have often made is to peg their
currency to that of a large, low-inflation country, typically the United States.? Is this choice a good
one?

This paper examines the question of whether pegging its exchange rate is a good strategy for
emerging-market countries. The analysis here suggests that the answer is usually no, except in
extreme circumstances where a particularly strong form of exchange-rate pegging might be worth
pursuing. Indeed, an important point in the analysis of this paper is that pegging the exchange rate
is a less viable strategy for emerging-market countries than it is for industrialized countries.

After examining rationales for exchange-rate pegging, the paper discusses criticisms of
exchange rate pegging and why it is so dangerous for emerging-market countries. Because the paper
argues that exchange-rate pegging is highly problematic for emerging-market countries, it then goes
on to explore what other strategies for inflation control might be reasonable alternatives in these

countries. The paper ends with some concluding remarks.

'See, for example, Anderson and Gruen (1995), Briault(1995), Bruno (1991), Feldstein (1997),
Fischer (1993, 1994) and Sarel (1996).

%In some cases, this strategy involves pegging the exchange rate at a fixed value to that of the other
country so that its inflation rate will eventually gravitate to that of the other country, while in other
cases it involves a crawling peg or target in which its currency is allowed to depreciate at a steady rate
so that its inflation rate can be slightly higher than that of the other country.



Rationales for Exchange-Rate Pegging

Fixing the value of an emerging-market's currency to that of a sounder currency, which is
exactly what an exchange-rate peg involves, provides a nominal anchor for the economy that has
several important benefits. First, the nominal anchor of an exchange-rate peg fixes the inflation rate
for internationally traded goods, and thus directly contributes to keeping inflation under control.
Second, if the exchange-rate peg is credible, it anchors inflation expectations in the emerging-market
country to the inflation rate in the anchor country to whose currency it is pegged. The lower
inflation expectations that then result bring the emerging-market country's inflation rate in line with
that of the low-inflation, anchor country relatively quickly.

Another way to think of how the nominal anchor of an exchange- rate peg works to lower
inflation expectations and actual inflation is to recognize that if there are no restrictions on capital
movements, then a serious commitment to an exchange-rate peg means that the emerging-market
country has in effect adopted the monetary policy of the anchor country. As long as the
commitment to the peg is credible, the interest rate in the emerging-market country will be equal to
that in the anchor country. Expansion of the money supply to obtain lower interest rates in the
emerging-market country relative to that of the low-inflation country will only result in a capital
outflow and loss of international reserves that will cause a subsequent contraction in the money
supply, leaving both the money supply and interest rates at their original levels. Thus, another way
of seeing why the nominal anchor of an exchange-rate peg lowers inflation expectations and thus
keeps inflation under control in an emerging-market country is that the exchange-rate peg helps the
emerging-market country inherit the credibility of the low-inflation, anchor country's monetary
policy.

A further benefit of having an exchange-rate peg as a nominal anchor in an emerging market
country is that it helps provide a discipline on policymaking that avoids the so-called time-
inconsistency problem described by Kydland and Prescott (1977), Calvo (1978) and Barro and
Gordon (1983). The time-inconsistency problem arises because there are incentives for a

policymaker to pursue discretionary policy to achieve short-run objectives, such as higher growth



and employment, even though the result is poor long-run outcomes -- high inflation. The time-
inconsistency problem can be avoided if policy is bound by a rule that prevents policymakers from
pursuing discretionary policy to achieve short-run objectives. Indeed, this is what an exchange rate
peg can do if the commitment to it is strong enough. With a strong commitment to it, the exchange
rate peg eliminates discretionary monetary policy and implies an automatic policy rule that forces a
tightening of monetary policy when there is a tendency for the domestic currency to depreciate or a
loosening of policy when there is a tendency for the domestic currency to appreciate.

As McCallum (1995) has pointed out, simply by recognizing the problem that forward-
looking expectations in the wage- and price-setting process creates for a strategy of pursuing
expansionary monetary policy, central banks can decide not to pursue expansionary policy which
leads to inflation. However, even if the central bank recognizes the problem, there still will be
pressures on the central bank to pursue overly expansionary monetary policy by the politicians that
can lead to this outcome, so that the time-inconsistency problem remains: the time-inconsistency
problem is just shifted back one step. The simplicity and clarity of an exchange rate peg can help
reduce pressures on the central bank from the political process because the exchange-rate peg is
easily understood by the public, providing a "maintenance of a sound currency" as an easy-to-
understand rallying cry for the central bank. Thus, an exchange-rate peg can help the monetary
authorities to resist any political pressures to engage in time-inconsistent policies.

With all of these advantages of an exchange-rate peg as a strategy for controlling inflation in
emerging market countries, it is not surprising that many of these countries have adopted this
strategy.® However, as we will see in the next two sections, there are sufficient dangers in pursuing
an exchange-rate peg, that it may produce poor economic outcomes in most emerging market

countries.

*Another potential advantage of an exchange-rate peg is that by providing a more stable value of
the currency, it might lower risk for foreign investors and thus encourage capital inflows which could
stimulate growth. However, as we will see in Section 1V, capital inflows may be highly problematic for
an emerging market country because they may help encourage a lending boom which eventually
weakens the banking sector and helps stimulate a financial crisis.



1.
General Criticisms of Exchange Rate-Pegging

There are several criticisms in the literature that are leveled against exchange-rate pegging in
both developed and emerging market countries which we will examine first.* These include the loss
of an independent monetary policy, the transmission of shocks from the anchor country, the
likelihood of speculative attacks and the potential for weakening the accountability of policymakers
to pursue anti-inflationary policies. However, there is an additional criticism of exchange-rate pegs
in emerging market countries that does not apply to developed countries: the potential in emerging
market countries for an exchange-rate peg to increase financial fragility and the likelihood of a
financial crisis. It is this last criticism that we will focus on in the next section which suggests that
an exchange-rate peg is a very dangerous strategy for controlling inflation in emerging market

countries.
Loss of Independent Monetary Policy

One prominent criticism of adopting an exchange-rate peg to control inflation is that it results in the
loss of an independent monetary policy for the pegging country. We have already seen that with
open capital markets, interest rates in the country pegging its exchange rate are closely linked to
those of the anchor country it is tied to, and its money creation is constrained by money growth in
the anchor country. A country that has pegged its currency to that of the anchor country therefore
loses the ability to use monetary policy to respond to domestic shocks that are independent of
those hitting the anchor country. For example, if there is a decline in domestic demand specific to
the pegging country, say because of a decline in the domestic government's spending or a decline in
the demand for exports specific to that country, monetary policy cannot respond by lowering
interest rates because these rates are tied to those of the anchor country. The result is that both

output and even inflation may fall below desirable levels, with the monetary authorities powerless

“*An excellent additional discussion of these criticisms is contained in Obstfeld and Rogoff (1995).



to stop these movements.

This criticism of exchange-rate pegging may be less relevant for emerging market countries
than it is for developed countries. Because many emerging market countries have not developed the
political or monetary institutions which result in the ability to use discretionary monetary policy
successfully, they may have little to gain from an independent monetary policy but a lot to lose.
Thus, they would be better off by, in effect, adopting the monetary policy of a country like the

United States through exchange-rate pegging than in pursuing their own independent policy.

Transmission of Shocks from the Anchor Country

Another criticism of exchange-rate pegging is that shocks in the anchor country will be more
easily transmitted to the pegging country, with possible negative consequences. For example, in
1994 concerns about inflationary pressure in the United States led the Federal Reserve to implement
a series of increases in the federal funds rate. Although this policy was appropriate and highly
successful for the United States, the consequences for Mexico, who had adopted a peg to the dollar
as part of its stabilization strategy, were severe. The doubling in short-term U.S. rates from around
three to six percent was transmitted immediately to Mexico who found its short-term rates doubling
from around ten to twenty percent. This rise in rates was damaging to the balance sheets of both
households, nonfinancial business and the banks, and was a factor in provoking the foreign exchange

and financial crisis in Mexico which began in December 1994. (See Mishkin, 1996.)

Speculative Attacks

A further criticism of exchange-rate pegging is that, as emphasized in Obstfeld and Rogoff
(1995), it leaves countries open to speculative attacks on their currencies. As we have seen in
Europe in 1992, Mexico in 1994 and more recently in southeast Asia, it is certainly feasible for
governments to maintain their exchange rate peg by raising interest rates sharply, but they do not
always have the will to do so. Defending the exchange rate by raising interest rates can be very

costly because it involves having to tolerate the resulting rise in unemployment and damage to the



balance sheets of financial institutions from these high rates. Once speculators begin to question
whether the government's commitment to the exchange-rate peg is strong because of the now high
costs to maintain it, they are in effect presented with a one-way bet, where the only way for the
value of the currency to go is down. Defense of the currency now requires massive intervention and
even higher domestic interest rates.

With all but the strongest commitment to the exchange-rate peg, a government will be forced
to devalue its currency. The attempted defense of the currency will not come cheaply because of
the losses sustained as a result of the previous exchange-market intervention. For example, in the
case of the September 1992 crisis, the British, French, Italian, Spanish and Swedish central banks
had intervened to the tune of an estimated $100 billion. Reports in the press estimated that these
central banks lost $4 to $6 billion as a result of their exchange-rate intervention in the crisis, an
amount that was in effect paid by taxpayers in these countries. Although the losses suffered by
central banks in emerging market countries after an unsuccessful defense of the currency are harder

to estimate, they are likely to have been very substantial.

Weakened Accountability

In the United States, the long-term bond market provides signals that make overly
expansionary monetary policy less likely. If the Federal Reserve pursues overly expansionary
monetary policy or politicians put a lot of pressure on the Fed to do so, the bond market is likely to
undergo an inflation scare of the type described in Goodfriend (1993) in which long-term bond
prices sink dramatically and long-term rates spike upwards. Concerns about inflation scares in the
long-bond market help keep the Fed from pursuing expansionary policy actions to meet short-run
employment objectives, which ameliorates the time-inconsistency problem. Thus, the signals from
the long-bond market make the Federal Reserve more accountable for keeping inflation under
control. Similarly, politicians are more reluctant to criticize Federal Reserve anti-inflation actions
because of their fears of what the long-bond market's reaction will be. The long-bond market thus
not only produces signals which help diminish the time-inconsistency problem by making the

central bank more accountable, but also by reducing political pressure for overly expansionary



monetary policy to increase employment in the short-term.

In many countries, particularly emerging market countries, the long-term bond market is
essentially nonexistent. In these countries, however, the foreign exchange market can play a similar
role to the long-bond market in constraining policy from being too expansionary. In the absence of
an exchange rate peg, daily fluctuations in the exchange rate provide information on the stance of
monetary policy, thus making monetary policymakers more accountable. A depreciation of the
exchange rate can provide an early warning signal to the public and policymakers that monetary
policy is overly expansionary. Furthermore, just as the fear of a visible inflation scare in the bond
market that causes bond prices to decline sharply constrains politicians from encouraging overly
expansionary monetary policy, fear of immediate exchange rate depreciations can constrain
politicians in countries without long-term bond markets from supporting overly expansionary
policies.

An important disadvantage of an exchange rate peg is that it removes the signal that the
foreign exchange market provides about the stance of monetary policy on a daily basis. Under a
pegged exchange-rate regime, central banks often pursue overly expansionary policies that are not
discovered until too late, when a successful speculative attack has gotten underway. The problem
of lack of accountability of the central bank under a pegged exchange-rate regime is particularly acute
in emerging market countries where the balance sheets of the central banks are not as transparent as
in developed countries, thus making it harder to ascertain the central bank's policy actions.
Although, an exchange-rate peg appears to provide rules for central bank behavior that eliminates the
time-inconsistency problem, it can actually make the time-inconsistency problem more severe

because it may actually make central bank actions less transparent and less accountable.

V.
Why Exchange Rate Pegging is So Dangerous
for Emerging Market Countries

The potential dangers from an exchange-rate peg described above apply to both developed



and emerging market countries and are indeed serious ones. On these grounds alone, using an
exchange-rate peg to control inflation is problematic. However, there is an additional danger that
arises for emerging market countries from an exchange-rate peg that does not apply to developed
countries: the potential for an exchange-rate peg to promote financial fragility and possibly a full-
fledged financial crisis. Indeed, this additional danger is so severe that it suggests that emerging
market countries would be well advised to avoid an exchange-rate peg except in very rare
circumstances.

Emerging market countries have a very different institutional structure in their credit markets
than in developed countries. Industrialized countries typically have long duration debt almost all of
which is denominated in the domestic currency and also have a fair degree of credibility that they
will not allow inflation to spin out of control. On the other hand, the institutional features of credit
markets in emerging market countries are diametrically opposite. Because of past experience with
high and variable inflation rates these countries have little inflation-fighting credibility and debt
contracts are therefore of very short duration and are often denominated in foreign currencies. As
we shall see, this structure of debt markets in emerging market countries means that an exchange-rate
peg can make it more likely that they will experience financial crises, which have disastrous effects
on their economies.

To see why exchange-rate pegs in an emerging market country make a financial crisis more
likely, we must first understand what a financial crisis is and why it is so damaging to the economy.

In recent years, an asymmetric information theory of financial crises has been developed which
provides a definition of a financial crisis [Bernanke (1983), Calomiris and Gorton (1991), and
Mishkin (1991, 1994 and 1996).] A financial crisis is a nonlinear disruption to financial markets in
which asymmetric information problems (adverse selection and moral hazard) become much worse,
so that financial markets are unable to efficiently channel funds to economic agents who have the
most productive investment opportunities. A financial crisis thus prevents the efficient functioning
of financial markets, which therefore leads to a sharp contraction in economic activity.

With a pegged exchange-rate regime, depreciation of the currency when it occurs is a highly
nonlinear event because it involves a devaluation. In most developed countries a devaluation has

little direct effect on the balance sheets of households, firms and banks because their debts are



denominated in domestic currency.’ This is not true, however, in emerging market countries with
their very different institutional structure. In these countries, but not in developed countries, a
foreign exchange crisis can trigger a full-scale financial crisis in which financial markets are no longer
ableto move funds to those with productive investment opportunities, thereby causing a severe
economic contraction.

There are three reasons why an exchange-rate peg make emerging market countries more
prone to financial crises. First, a devaluation under an exchange-rate peg can cause a nonlinear
deterioration in the balance sheets of nonfinancial and financial firms, that can cause a collapse in the
ability of financial markets to move funds to firms with productive investment opportunities.
Second, when exchange-rate pegs break down, this can lead to a sharp surge in inflation that causes a
further weakening of balance sheets, with the negative effects described above. Third, an exchange-
rate peg may encourage capital inflows, which lead to a lending boom, bad loans, and a deterioration
in bank balance sheets which interferes with the ability of these institutions to intermediate funds to
those with productive investment opportunities. We examine each of these reasons in more detail
below.

With debt contracts denominated in foreign currency as in emerging market countries, when
there is a depreciation or devaluation of the domestic currency, the debt burden of domestic firms
increases. On the other hand, since assets are typically denominated in domestic currency, there is
no simultaneous increase in the value of firms' assets. The result is a that a depreciation or
devaluation leads to a deterioration in firms' balance sheets and a decline in net worth, which, in turn,
means that effective collateral has shrunk, thereby providing less protection to lenders.
Furthermore, the decline in net worth increases moral hazard incentives for firms to take on greater
risk because they have less to lose if the loans go sour. Because lenders are now subject to much

higher risks of losses, there is now a decline in lending and hence a decline in investment and

®Indeed, a devaluation in developed countries can actually stimulate economic activity because it
makes the country's goods more competitive internationally, thereby increasing its net exports and
hence aggregate demand. Indeed, this was exactly the experience of the United Kingdom after the
September 1992 foreign-exchange crisis when it was forced to devalue its currency. Its economic
performance after the devaluation was substantially better than that of France which did successfully
defend its currency in 1992.



economic activity.

Although depreciation in an emerging market country under a floating exchange-rate regime
does promote financial fragility for the reasons discussed above, it is less likely to cause a full-
fledged financial crisis in which financial markets seize up and stop performing their role of moving
funds to those with productive investment opportunities. Under a pegged exchange-rate regime,
when a successful speculative attack occurs, the decline in the value of the domestic currency is
usually much larger, more rapid and more unanticipated than when a depreciation occurs under a
floating exchange-rate regime. For example, during the Mexican crisis of 1994-1995, the value of the
peso fell by half in only a few months time, while in the recent Southeast Asian crisis, the worst hit
country Indonesia has seen its currency decline to one-quarter of its pre-crisis value, also in a very
short period of time. The damage to balance sheets after these devaluations has thus been extremely
severe. In Mexico, there was a several-fold increase in the net debtor position of business
enterprises from before the devaluation in December 1994 till March 1995, while in Indonesia the
four-fold increase in the value of foreign debt arising from the currency collapse has made it very
difficult for Indonesian firms with appreciable foreign debt to remain solvent. The result of this
collapse in balance sheets were sharp economic contractions. In Mexico, real GDP growth in the
second and third quarters of 1995 fell to rates around -10 percent, while current forecasts predict
similar rates of decline for Indonesia over the coming year.

In addition, the depreciation of the domestic currency can lead to deterioration in the balance
sheets of the banking sector. In emerging market countries, banks typically have many short-term
liabilities denominated in foreign currency which increase sharply in value when a depreciation
occurs. On the other hand, the problems of firms and households mean that they are unable to pay
off their debts, also resulting in loan losses on the assets side of the banks' balance sheets. Once
there is a deterioration in bank balance sheets, with the substantial loss of bank capital, banks have
two choices: either 1) they can cut back on their lending in order to shrink their asset base and
thereby restore their capital ratios, or 2) they can try to raise new capital. However, when banks
experience a deterioration in their balance sheets, it is very hard for them to raise new capital at a
reasonable cost. Thus, the typical response of banks with weakened balance sheets is a contraction

in their lending, which slows economic activity. In the extreme case in which the deterioration of



bank balance sheets leads to a banking crisis which forces many banks to close their door, thereby
directly limiting the ability of the banking sector to make loans, the affect on the economy is even
more severe. The nonlinear nature of the decline in the value of the domestic currency when an
exchange-rate peg collapses means that the possibility of an especially sharp deterioration in bank
balance sheets is greater under an exchange-rate peg than a floating exchange-rate regime. Thus the
potential for a collapse of the banking system is greater when an emerging market country adopts an
exchange-rate peg.

An additional danger from using an exchange-rate peg to control inflation in emerging market
countries is that a successful speculative attack can actually lead to a rapid surge in inflation that can
be especially damaging to the ability of financial markets to move funds to those with productive
investment opportunities. Because many emerging market countries have previously experienced
both high and variable inflation, their central banks are unlikely to have deep-rooted credibility as
inflation fighters. Thus, a sharp decline in the value of the currency after a speculative attack that
leads to immediate upward pressure on prices can lead to a dramatic rise in both actual and expected
inflation. Indeed Mexican inflation surged to 50% in 1995 after the foreign exchange crisis in 1994
and current forecasts for Indonesia predict that the same will happen there.

The sharp rise in expected inflation after a successful speculative attack against the currency
of an emerging market country is another factor exacerbating the financial crisis because it leads to
particularly sharp rises in interest rates as has occurred in Mexico and Indonesia. The interaction of
the short duration of debt contracts and the interest rate rise leads to huge increases in interest
payments by firms, thereby weakening firms' cash flow position and further weakening their balance
sheets. Then, as we have seen, both lending and economic activity are likely to undergo a sharp
decline.

Another potential danger from an exchange-rate peg is that by providing a more stable value

of the currency, it might lower risk for foreign investors and thus encourage capital inflows?

®Capital inflows are not only encouraged by exchange-rate pegs but also by convertibility, the right
of domestic citizens to convert currencies into one another without restrictions. Capital controls can
enable a country to maintain an exchange-rate peg while restricting capital inflows and outflows. It is
far beyond this paper to debate the desirability of capital controls. Suffice it to say, there are some
serious doubts as to whether capital controls can be effective in todays financial environment with



Although these capital inflows might be channeled into productive investments and thus stimulate
growth, they might promote excessive lending, manifested by a lending boom, because domestic
financial intermediaries such as banks play a key role in intermediating these capital inflows [Calvo,
Leiderman and Reinhart (1994)]. Indeed, Folkerts-Landau, et. al (1995) found that emerging market
countries in the Asian-Pacific region with the large net private capital inflows also experienced large
increases in their banking sectors. Furthermore, if the bank supervisory process is weak, as it often
is in emerging market countries, so that the government safety net for banking institutions creates
incentives for them to take on risk, the likelihood that a capital inflow will produce a lending boom is
that much greater.  With inadequate bank supervision, the likely outcome of a lending boom is
substantial loan losses and a deterioration of bank balance sheets.”
The deterioration in bank balance sheets can damage the economy in two ways. First,

the deterioration in the balance sheets of banking firms leads them to restrict their lending in order to
improve their capital ratios or can even lead to a full-scale banking crisis which forces many banks
into insolvency, thereby directly removing the ability of the banking sector to make loans. Second,
the deterioration in bank balance sheets can promote a foreign-exchange crisis because it becomes
very difficult for the central bank to defend its currency against a speculative attack. Any rise in
interest rates to keep the domestic currency from depreciating has the additional effect of weakening
the banking system further because the rise in interest rates hurts banks' balance sheets. This
negative effect of a rise in interest rates on banks' balance sheets occurs because of their maturity

mismatch and their exposure to increased credit risk when the economy deteriorates. Thus, when a

many instruments that make it easier to get around these controls. Furthermore, capital controls have
the undesirable feature that they may block funds from entering a country which will be used for
productive investment opportunities. Elsewhere, Mishkin (1997b), | have argued that there is a strong
case to improve bank regulation and supervision so that capital inflows are less likely to produce a
lending boom and excessive risk taking by banking institutions, and this may be the more appropriate
way to make sure that capital inflows do not lead to excessive risk taking rather than by restricting
convertibility through capital controls.

"Gavin and Hausman (1996) and Kaminsky and Reinhart (1996) do find that lending booms are a
predictor of banking crises, yet it is less clear that capital inflows will produce a lending boom which
causes a deterioration in bank balance sheets. Kaminsky and Reinhart (1996), for example, find that
financial liberalization, rather than balance of payments developments inflows, appears to be a more
important predictor of banking crises.



speculative attack on the currency occurs in an emerging market country, if the central bank raises
interest rates sufficiently to defend the currency, the banking system may collapse. Once investors
recognize that a country's weak banking system makes it less likely that the central bank will take
the steps to successfully defend the domestic currency, they have even greater incentives to attack
the currency because expected profits from selling the currency have now risen. The outcome is a
successful attack on the currency, and the resulting foreign exchange crisis causes a collapse of the
economy for the reasons already discussed.

The scenarios we have seen recently in emerging market countries such as Mexico, Thailand,
South Korea, Malaysia and Indonesia illustrate how dangerous exchange-rate pegs can be. These
countries experienced massive capital inflows which were intermediated by the banking sector, and
the resulting lending booms led to large loan losses and a deterioration in bank balance which helped
promote the subsequent foreign-exchange crises. The collapse of domestic currencies then led to a
huge number of insolvencies and sharp rises in inflation and interest rates which caused further
deteriorations in balance-sheets. The outcome has been severe depressions in all these countries,
which has also engendered substantial social unrest. Their experience suggests that using an

exchange-rate peg to control inflation is highly problematic.

V.
When Might the Benefits of an Exchange-Rate Peg Outweigh
the Costs for an Emerging Market Country?

So far the discussion has been sufficiently negative on exchange-rate pegging in emerging
market countries that one might conclude that it should never be adopted as a strategy to control
inflation. However, this view is too strong. Exchange rate pegging can be an especially effective
means of reducing inflation quickly if there is a very strong commitment to the exchange rate peg. In
the extreme situation where there is no alternative way to break inflationary psychology, then it is
an option that might be considered, although it is a dangerous course.

A particularly strong form of commitment mechanism to a pegged exchange rate is a



currency board. A currency board requires that the note-issuing authority, whether the central bank
or the government, announces a fixed exchange rate against a particular foreign currency and then
stands ready to exchange domestic currency for foreign currency at that rate whenever the public
requests it. In order to credibly meet these requests, a currency board typically has more than 100%
foreign reserves backing the domestic currency and allows the monetary authorities absolutely no
discretion. In contrast, the typical fixed or pegged exchange rate regime does allow the monetary
authorities some discretion in their conduct of monetary policy because they can still adjust interest
rates or conduct open market operations which affect domestic credit. The currency board thus
involves a stronger commitment by the central bank to the fixed exchange rate and may therefore be
effective in bringing down inflation quickly and in decreasing the likelihood of a successful
speculative attack against the currency.

An important recent example in which a currency board was implemented to reduce inflation
is Argentina. Because of continuing bouts of hyperinflation and previous past failures of
stabilization programs, the Argentine government felt that the only way it could break the back of
inflation was to adopt a currency board, which it did in 1990 by passing the Convertibility Law.
This law required the central bank to exchange U.S. dollars for new pesos at a fixed exchange rate of
1to 1. The early years of Argentina's currency board looked stunningly successful. Inflation which
had been running at over a 1,000% annual rate in 1989 and 1990 fell to well under 5% by the end of
1994 and economic growth was rapid, averaging almost an 8% annual rate from 1991 to 1994.

Although the stronger commitment to a fixed exchange rate may mean that a currency board
is better ableto stave off a speculative attack against the domestic currency than an exchange-rate
peg, it is not without its problems. In the aftermath of the Mexican peso crisis, concern about the
health of the Argentine economy resulted in the public pulling their money out of the banks
(deposits fell by 18%) and exchanging their pesos for dollars, thus causing a contraction of the
Argentine money supply. The result was a sharp contraction in Argentine economic activity with
real GDP dropping over 5% in 1995 and the unemployment rate jumping to above 15%. Only in
1996, with financial assistance from international agencies such as the IMF, the World Bank and the
Inter-American Development Bank, which lent Argentina over $5 billion to help shore up its

banking system, did the economy begin to recover. Because the central bank of Argentina had no



control over monetary policy under the currency board system, it was relatively helpless to
counteract the contractionary monetary policy stemming from the public's behavior. Furthermore,
because the currency board does not allow the central bank to create money and lend to the banks, it
limits the capability of the central bank to act as a lender of last resort, and other means must be
used to cope with potential banking crises.

Although a currency board is highly problematic, it may be the only way to break a
country's inflationary psychology and alter the political process so that it no longer leads to
continuing bouts of high inflation. However, there are two issues that policymakers must confront
in order to make a currency board successful. First they must pay particular attention to preventing
excessive risk-taking by the banking sector. As we have seen, weakness of the banking sector
because of excessive risk-taking is an important factor that can help trigger a speculative attack on
the currency. If the currency board does not survive the speculative attack, the resulting financial
crisis is likely to be especially severe because a characteristic of debt markets in countries with a
currency board is that they have an especially large amount of debt denominated in the foreign
currency to which the domestic currency is pegged. Thus a devaluation hits the balance sheets of
business firms and banks particularly hard, with even more damaging effects on the economy. Even
if the currency board survives the speculative attack, the resulting exchange of the domestic currency
for foreign currency leads to a sharp contraction of the money supply, as occurred in Argentina,
which also is highly damaging to the economy.

Furthermore, because a currency board limits a central bank's ability to engage in lender-of-
last resort operations, coping with banking crises is very difficult® Because problems in the -
banking sector can be so costly to an economy with a currency board, it is especially important to
the success of the currency board that policymakers keep banks from taking on too much risk which

can lead to deterioration in bank balance sheets. Indeed, this has been recognized by policymakers in

®However, as pointed out in Mishkin (1996), the ability to successfully engage in lender-of-last
resort operations to cope with financial crises is limited in emerging market countries even if they do
not have a currency board. This is because pumping liquidity into the system is likely to lead to a rise
in inflation expectations and a depreciation of the currency which lead to further deterioration in
balance sheets, thus making informational problems worse in financial markets.



Argentina and is an important reason why they have been among the most serious in Latin America
about developing a system of bank regulation and supervision that will preserve the health and
soundness of the banking sector.’

The second issue that policymakers contemplating institution of a currency board must
confront is the need for an exitstrategy. The longer a currency board stays in existence, the greater
the likelihood that there will occur a sufficiently large shock that leads to the collapse of the
currency board. Furthermore, once inflation is under control, a country with a currency board is
subject to the disadvantages of first being strongly affected by shocks to the far-away country to
whose currency it is pegged, second not having its own independent monetary policy, and third not
having the ability to engage in lender-of-last resort operations. Thus, even if the currency board is
successful, at some point it may outlive its usefulness. The key question for policymakers is how it
can exit from the currency board arrangement.

Clearly exiting a currency board when the currency is under attack is not an option, because
it is exactly in this situation that the collapse of the currency board would lead to a financial crisis
and an explosion in inflation. On the other hand, when there is no pressure on the currency, so there
is no threat to the currency board, then the usual attitude is "if it ain't broke, don't fix it." Exiting a
currency board is thus not a trivial task. It is exactly when things are going well that smooth
transition out of the currency board is feasible. On the other hand, this is when the political will to
exitfrom the currency board may be weakest, even if the country would be better served by a
different monetary regime.

The discussion in this section provides a qualified answer to the question posed in this
section of when might an exchange-rate peg be a worthwhile option for an emerging market country.
Under extreme circumstances in which past poor inflation performance suggests that there is no
other way to alter inflationary psychology, pegging the exchange rate has advantages, although it
also presents substantial dangers. However, because the costs of being driven off the exchange-rate

peg by a successful speculative attack are so high, if this option is chosen, a very strong

For a description of the Argentine bank regulatory system, see Banco Central de la Republica
Argentina (1997) and Calomiris (1997).



commitment mechanism to the exchange-rate peg, such as a currency board, is absolutely necessary.

In-between measures such as an exchange-rate peg with the option for discretionary monetary
policy are likely to be doomed to failure and to end up highly damaging to the economy. If the
currency-board option is chosen, then it is also imperative that policymakers focus on developing a
system of bank regulation and supervision that preserves the soundness of the financial system and

also prepare for an exit strategy once the currency board has outlived its usefulness.

VI.
Alternative Strategies for Inflation Control

So far this paper has argued that an exchange-rate peg is a dangerous strategy for inflation
control in emerging market countries. If exchange-rate pegging is not an option, then what other
strategies can be used by emerging market countries to control inflation?

A basic strategy for inflation control in emerging market countries requires two basic
components. First, the central bank must be given sufficient independence so that it can pursue
long-run objectives such as a price stability goal. Politicians in both industrialized and emerging
market countries are likely to be shortsighted because they are driven by the need to win their next
election. With their focus on the upcoming election, they are unlikely to focus on long-run
objectives, such as promoting a stable price level. Instead, they will tend to seek short-run
objectives, like low unemployment and low interest rates, even if the short-run objectives may have
undesirable long-run consequences. If the central bank is controlled by the government, then it is
likely to accede to these political demands, resulting in high inflation and low credibility for the
central bank. Only with a grant of independence, can the central bank be sufficiently insulated from
short-run political pressures so that it can focus on the long-run goal of inflation control. Recent

evidence seems to support the conjecture that macroeconomic performance is improved when



central banks are more independent. When central banks are ranked from least legally independent
to most legally independent, the inflation performance is found to be the best for countries with the
most independent central banks.” **

The second component of a successful strategy for inflation control in emerging market
countries is an explicit nominal anchor. As we have discussed earlier, an explicit nominal anchor
helps to establish credibility for monetary policy and anchor inflation expectations, while it also
helps to avoid the time-inconsistency problem. It is true that industrialized countries have often
been ableto conduct successful monetary policy without an explicit nominal anchor, but it is far
more imperative to have an explicit nominal anchor in emerging market countries which have
typically had high and variable inflation rates in the past and therefore suffer from a lack of
monetary policy credibility."?

There are two basic alternatives to an exchange-rate peg for an explicit nominal anchor:
monetary targets and inflation targets. Although monetary targets have been used successfully in
some countries, particularly Germany, they may not be nearly as effective in the emerging market
country context. Because of velocity shocks, the relationship between monetary aggregates and
inflation has not been very tight, even in Germany.13 Thus hitting the monetary target will not
always produce the desired inflation outcome and may not be a sufficiently good signal about the
appropriate stance of monetary policy. Because of instabilities in the money-inflation relationship,
no monetary targeter has strictly adhered to their targets: indeed, even the Germans miss their
monetary target range on the order of 50 percent of the time. This is not a serious problem in the
German context because of the high credibility of the German central bank, which is able to explain

away the deviations from the target and yet not lose the public's belief in its commitment to price

See Alesina and Summers (1988), Cukierman (1992), and Fischer (1994) among others.

“However, there is some question as to whether causality runs from central bank independence to
low inflation, or rather, whether a third factor is involved such as the general public's preferences for
low inflation that create both central bank independence and low inflation (see Posen (1995)).

2Even in industrialized countries, there is a strong case for an explicit nominal anchor such as
inflation target [e.g. Mishkin (1997a)].

3See Estrella and Mishkin (1997), for example.



stability. Because the credibility of central banks in emerging market countries is so much less than
that of the Bundesbank, this strategy is unlikely to be nearly as successful in these countries.

The other alternative nominal anchor for emerging market countries is an inflation target.
Inflation targeting not only involves the public announcement of medium-term numerical targets for
inflation with an institutional commitment by the monetary authorities to achieve these targets, but
also includes increased communication with the public and the markets about the plans and
objectives of monetary policymakers and increased accountability of the central bank for obtaining
its inflation objectives!* As is outlined in Bernanke and Mishkin (1997), Mishkin and Posen
(1997), Mishkin (1998) and in our forthcoming book, Bernanke, Laubach, Mishkin and Posen
(1998), the primary advantage of inflation targeting is its transparency to the public. Like an
exchange-rate peg, it is readily understood by the public, but, even more directly than the others, it
makes clear the commitment to price stability. Inflation targeting keeps the goal of price stability in
the public's eye, thus making the central bank more accountable for keeping inflation low which
helps counter the time-inconsistency problem.

In contrast to the exchange rate target, inflation targets enable monetary policy to focus on
domestic considerations and to respond to shocks to the economy. Finally, inflation targets have
the advantage that velocity shocks are largely irrelevant because the monetary policy strategy no
longer requires a stable money-inflation relationship. Indeed, an inflation target allows the monetary
authorities to use all available information, and not just one variable, to determine the best settings
for monetary policy.

One criticism of inflation targets is that in contrast to exchange rates and monetary
aggregates, inflation is not easily controlled by the monetary authorities. This can be a particularly
severe problem for an emerging market country that is trying to bring down inflation from a
previously high level and so is more likely to experience large inflation forecast errors. This suggests

that hard targets for inflation might be worth phasing in only after there has been some successful

Y Other detailed analyses of experiences with inflation targeting can be found in Goodhart and Vinals
(1994), Leiderman and Svensson (1995), Haldane (1995) and McCallum (1996). A variant of inflation
targeting is targeting of nominal GDP growth. As discussed in Mishkin (1997a), although nominal GDP
growth targeting is close to inflation targeting it does suffer from distinct disadvantages.



disinflation. This is exactly the strategy that has been followed by Chile [see Morande and Schmidt-
Hebbel (1997)], which adopted inflation targeting in September 1990. Initially, inflation targets
were announced and interpreted as official inflation projections, rather than as hard targets.
However, over time as inflation fell, this procedure was changed and inflation targets came to be
viewed by the central bank and the markets as hard targets. Waiting to harden inflation targets until
after some success has already been achieved on the inflation front, is also consistent with what
inflation-targeting industrialized countries have done; they did not institute inflation targeting until
after substantial disinflation had already been achieved."

Another criticism of inflation targets is that a sole focus on inflation may lead to large
adverse effects on output. Although this could be a problem if the inflation targeting implied that
monetary authorities must try to reduce inflation very rapidly without concern for output
fluctuations, this is not the way inflation targeting has been conducted in practice in the
industrialized countries.  All the inflation-targeting central banks we have studied have left
themselves considerable scope to respond to output growth and fluctuations. When inflation starts
at a level that is higher than the long-run inflation goal, inflation targets have been lowered gradually.
This feature of inflation targeting is also characteristic of the Chilean case, in which inflation targets
were lowered gradually from around a 25 percent annual rate when they started in 1991 to around 5
percent today.

Furthermore, inflation targeting can actually help minimize output fluctuations. This is
because inflation targeting provides not only a ceiling for the inflation rate, but also a floor. Inflation
targeting can therefore act to attenuate the effects of negative, as well as positive, shocks to aggregate
demand. Indeed, this benefit of inflation targeting has been emphasized by the Canadian monetary

authorities.

1srael is another high inflation country that like Chile has adopted a strategy of inflation targeting
only after a successful disinflation. See Buffman and Leiderman (1995) and Bernanke, Laubach,
Mishkin and Posen (1998). The example of Chile is used in the text because it is hard to classify Israel
as an emerging market country.



VII.
Conclusions

Although pegging the exchange rate provides a nominal anchor for emerging market countries
that can help them to control inflation, the analysis in this paper does not provide support for this
strategy for the conduct of monetary policy. First there are the usual criticisms of exchange-rate
pegging, that it entails the loss of an independent monetary policy, exposes the country to the
transmission of shocks from the anchor country, increases the likelihood of speculative attacks and
potentially weakens the accountability of policymakers to pursue anti-inflationary policies.
However, most damaging to the case for exchange-rate pegging in emerging market countries is that it
can increase financial fragility and make the potential for financial crises more likely. Because of the
devastating effects on the economy that financial crises can bring, an exchange-rate peg is a very
dangerous strategy for controlling inflation in emerging market countries. Instead, this paper
suggests that a strategy with a greater likelihood of success involves the granting of independence to

the central bank and the adoption of inflation targeting.
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