
Some considerations on reform of the 
international monetary and financial system 

ENZOGRILLI 

1. The problem of reform and its antecedents 

Reform of the world monetary system is again at the center of atten­
tion and debate, albeit in different forms and under different guises. It 
has been brought back to the center of the stage by the numerous 
currency crises rocking the system in the 1990s, beginning with the 
Exchange Rate Mechanism (ERM) episode of 1992-93, followed by 
the Mexican crisis of 1994-95, the Asian crises of 1997-98 and the lat­
est currency turmoil in Russia and Brazil. If these were the proximate 
reasons for the renewed attention given to this problem, its historical 
antecedents are much older, dating back at least to the 1960s, when 
the first serious cracks in the system established at Bretton Woods be­
gan to surface. The urgency of reform became even stronger in the 
early 1970s, but the events that led to the collapse of the fixed ex­
change regime in 1973, as usual in similar circumstances, overtook all 
ongoing efforts at changing it from within. Freedom of choice on ex­
change rates became first a necessity, then the systemic rule. 

The nature of the reform problem has also changed considera­
bly during the past two decades. New dimensions were added to it by 
the resurgence of private capital movements on a world basis, the lib­
eralization of many national financial systems underlying it, and the 
development of an international finance that was rapidly becoming 
global in scale, renewed in its instruments, and propelled by an ever 
growing number and variety of actors and instruments. 
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With the consolidation of these tendencies and extension of the 
reach of private finance from (old) . establis?ed to (new) emerging 
markets, interactions between the mternanonal monetary system 
(IMS) and the international financial system (IFS) have become both 
wider and closer and the boundaries between the two less marked 
and relevant than' probably ever before. Currency considerations have 
affected money flows and money flows have determined more and 
:nore of the currency movements that occurred: Growing. financi~l 
market integration and the widely-held presumptwn that this trend IS 
bound to continue have made the problem of reform a twofold one, 
affecting both the global currency and money systems. . 

Currency and financial crises, we must recall, have been a per~Is­
tent trait of the international economy. They have occurred with 
regularity starting at l~ast fro'? the.16'h ~entury (Kindleberger 1996) 
and - according to their locatwn, dtmenswns and context - have e~­
erted local, regional and global effects. One must wonder, therefore, 1f 
we may not be overestimat~ng t~e significance of the m.ost recent 
ones. Yet, their frequency, dtsperswn and the reach of their external 
effects seem to mark them out significantly. To some, these character­
istics also signal increasing instability in global finance ""?d t?e .grow­
ing costs of market failures. If verified, both would be dtsqutetmg as-

pects. . f . . I f" 
Moreover, what appears to many as a reahty o. mternat~ona . 1-

nancial contagion is putting a damper on the enthusiasm for .fmanCial 
integration, globalization and liberaliza:ion. The re~ent cnses have 
shaken many beliefs, and forced some pamful reappraisal of t~e ongo­
ing trends, the process extending to exist!ng regu~es, _sys;emtc rules, 
national and global institutions. The nonon t~at msmut.wnal we~­
nesses might have played a role in the recent cnses has gamed consid-
erable currency. . . . 

\Vhen existing monetary and fm:mctal arrangements. appear to 
be malfunctioning it is natural to ask 1f they may not be m need of 
change. Crises always help in directin~ attenti~n to these needs. ~ut 
they also tend to focus attention, pubhc and !'mvate, on new~y ansen 
concerns and also on short term aspects, whtle at the same nme gen­
erating a~ inevitable demand for symbo~c action.s, for s~gnals aimed at 
reassuring shal<en markets and at restonng confidence m them or to­
wards them. Generally, many of these crisis-sp.ecific dema~ds have 
more to do with the symptoms, or the pathologies, of the cnses than 
with their primary causes. 
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The first episode of currency turbulence of the 1990s, the crisis 
that affected the European exchange rate mechanism, although it ex­
tended to Sweden and Finland, which did not belong to the ERM, 
was not attributed with systemic relevance by most observers. Since 
its effects outside Europe were quite limited, the natural tendency was 
to interpret it - at least at the official level - as a problem of the mal­
functioning of a regional system of quasi-fixed exchange rates in the 
presence of insufficient compatibility in the monetary and fiscal poli­
cies of its members. The economic profession generally stressed the 
limited credibility of the EMS.' Creating credibility eventually be­
came a major goal of policy action. Better coordination of policies, 
especially fiscal, among members was sought. Convergence criteria 
were tightened, and directed at building market credence for the en­
tire system (BIS 1993). Yet, no clear systemic implication was derived 
from the crisis, despite the fact that its basic causes were not signifi­
cantly different from those that had earlier determined the failure of 
the Bretton Woods regime of fixed exchange rates: inconsistency be­
tween national macroeconomic goals and an excessively limited flexi­
bility of exchange rates, aggravated in the circumstances of the early 
1990s by the greater freedom of capital movements that had emerged.' 

The second major episode of the 1990s was the Mexican crisis, 
which began as a classic currency crisis at the end of 1994 - the result 
of a devaluation of the peso which markets found insufficient and not 
credible - and soon became a banking crisis, too. With the vast reper­
cussions it had throughout Latin America, it brought the attention of 
the international community to focus on the need to prevent such 
events, and to limit the associated contagion effects. Their disruptive 
potential on the entire financial system was clearly recognized: hence 
the emphasis placed on the need to exercise stricter surveillance over 

1 See, for example, Rose and Svensson {1994). A significant exception is Vaciago 
(1993). 

2 The ERM crisis was not even considered by most as a symptom of the lack 
within Europe of some of the 'optimum currency area' characteristics that the 
literature had identified as key. A 'mainstream• analysis of the ERM crisis is offered 
by Krugman (1996). It is centered on the notion that a progressive deterioration of 
economic fundamentals in some of the national components of the exchange rate 
mechanism could well be taken to indicate that conflicts between internal 
macroeconomic objectives, the utilization of monetary policy to reach them and the 
defense of an exchange rate system possessing excessively limited flexibility were in 
the making, and thus that the abandonment of the existing exchange rate arrange· 
ments was foreseeable. 
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the economies, and in particular the financial sectors, of the member 
countries most active within it. The International Monetary Fund 
(IMF) was entrusted with this task. It was to supervise more closely 
the macroeconomic policies of member states, and above all of the 
emerging economies, where financial structures were considered to be 
more fragile and exposed to greater risks from growing inflows of ex­
ternal capital than elsewhere. Enhanced monitoring was to be ex­
tended (as far as could be done from outside) to their banking and fi­
nancial systems so as to spot promptly and signal weaknesses which, 
if undetected, could result in crises like the Mexican one. Improved 
prevention was the new goal. 

At the theoretical level, increasing recognition of the possibility 
of asymmetric information between subjects operating in both na­
tional and international financial markets (creditors vs. debtors, local 
creditors vs. foreign creditors, etc.) and of growing costs connected 
with the acquisition and processing of information (given the multi­
plication of assets traded, internationalization of portfolios and grow­
ing number of markets), together with a better understanding of the 
consequences deriving from these circumstances on the efficiency and 
stability of these markets, underscored the need for them to be able to 
generate information meeting all the legitimate demands of agents in 
quality and quantity. Up to the end of 1997 this was the drift of prac­
tically all the most authoritative indications of the world monetary 
and financial establishment regarding the responses to be given to the 
problems of instability so far encountered.' 

The standard view was that the markets had to be placed in a 
position where they could work more efficiently, coming to more ac­
curate investment decisions and at a better pricing of assets thanks to 
improved information. In deregulated, liberalized and open markets, 
where the differences between national and international transactions 
were becoming rapidly obsolete, these needs were being felt with 

3 See, for example, the text of the speech delivered by the Managing Director of 
the IMF to the International Seminar on Central Banking held in \Y/ ashington on 
January 31, 1997 (Camdessus 1997), the Report on 1997 Review of Surveillance 
presented to the Board of the IMF (IMF 1997b) or the text of the Group of 10 
Communique of April 28, 1997, which endorsed the recommendations contained in 
the Report on the "Prevention of Financial Instability in Emerging Countries" 
prepared by one of the group's working parties. A similar approach was also 
advocated by the Group of 7 to manage international financial crises (Saccomanni 
1999). 
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greater urgency than in the past, and meeting them, it was stressed, 
could not be postponed for long. 

. . Among the assets being traded .internat!onally in growing quan­
~ltles there w~re, of course, the vanous natwnal currencies. Almost 
mco.mprehensible numbers regarding the size of daily transactions in 
~ore1gn excha~ge were often quoted. But this aspect of the asset pric­
mg pro?lem, I.e. th~ ?etermination ~f market exchange rates among 
currencies, was rece1vmg scant attention at the official level. The im­
p~rt::nce of exchange rate regimes, for example, was not stressed 
with!? t.he ~rame:vork of improvements sought to obtain better­
functwm.ng fmanc1al ~ar~~ts and e.conomies, as if they were not cen­
tral, or d1d. not affect SI.gmficantly fmancial equilibria or even the sup­
ply of credit to enterpnses or its cost. 
. In addition, the success encountered with the 'salvage' of Mex­
Ico~ a rescu.e effort. initially direc~ed by the US Treasury and with 
which the mternatwnal commumty was only later associated, was 
generally taken to mean that managing these crises was possible, if 
pe.r~aps costly. It seemed to offer an effective model that could be 
uuhzed ~o tackle payment crises in emerging open economies. The re­
sponse given to the Mexican crisis consisted in a massive infusion of 
external credit to ensure immediate solvency, and a mix of restrictive 
?'onetary and fiscal policies to underwrite the necessary adjustment 
m the .macro fundamenta.ls of the country. Well accepted by markets 
- as :"Itnessed by the rapid return of external capital flows to Mexico 
-? this _s~rategy a~peared to have brought a rapid end to a major finan-
cial cns1s followmg upon a botched devaluation of the national cur­
rency. So strong did confidence appear in the soundness of the strat­
eg_y impleme?te? !n thi~ case that new and sensible proposals to deal 
With future hqmdity cnses of sovereign countries, advocated in a Re­
port drawn up by a working party set up within the Group of 10 
(1996), and headed by the General Director of the Treasury of Italy, 
were not f?llowed up operationally in any meaningful way. 

The Internal costs shouldered by Mexico to overcome the crisis 
had ~ot been small in effect - neither in terms of financial disruption 
nor m lost output. There had been a sharp decline in domestic eco­
~omic activity in 1995 (which had extended to Argentina), an increase 
In unemployment, plus steep costs for the national budget to cover 
the restructuring and recapitalization of domestic banks overwhelmed 
by the crisis. Yet, the international financial system had returned to 
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stability after the initial jolts it suffered quickly enough for a strong 
propensity to emerge within the IMF in favor of capital account con­
vertibility to parallel and complete convertibility on current account 
and to ensure further progress in the liberalization of capital inflows 
in emerging markets. A proposal to amend the Articles of Agree­
ments of the IMF so as to reflect this new goal and to assign the re­
lated responsibilities to the institution, was tabled and endorsed by its 
Interim Committee in April 1997 (IMF 1997b). Momentum for the 
move grew rapidly, and official support for it (or at least lack of op· 
position to it) appeared to be quite general among the men:bers .. 

Given the dimensions they rapidly took on and the mtens1ty of 
their effects both inside and outside the region, the Asian crises, 
which began with Thai devaluation in the summer of 1997, unlike the 
previous ones, not only caught the international monetary and finan­
cial establishments completely by surprise, but also profoundly shook 
the confidence they had until then conserv~d in their ability t~ cope 
with new episodes of monetary and financ1al turbulence, and m the 
institutions through which the global system was governed. It also 
cast serious doubt on the conclusion previously reached that the strat­
egy so far advocated, and in part implemen~e?, to create a better sys­
tem of collective financial security was suff1c1ent to the purpose. De­
spite the hesitations to enter this domain shown at .the officialle':'el, 
the Asian crises also brought to the fore the systemic problem bemg 
faced: that of the capacity (or lack thereof) of the international mone­
tary system (and of the world of private finance operating _within it) 
to prevent, contain and effectively manage exchange rate cnses where 
intersected by serious banking crises and occurring in a context of 
globalized markets. 

The latest crises, and their aftermaths, have also shaped the de­
bate on "what to do next" in the face of these problems. This is, in 
fact, a perfectly understandable outcome - an almost inevit_able_ con­
sequence of the circumstances in which the IMS came to fmd 1tself, 
the dangers that it suddenly came up against and the novelty of some 
of the problems that arose during the later episodes of exchan~e rate 
and financial instability (such as their apparently global contagwn ef­
fects). Managing these problems, while ~ackli~g ?'ultiple and s_udden 
country crises, more often than not with a !_muted arr~y of mstru­
ments, was an experience that became deeply Imbedded m the collec­
tive consciousness of the system. 
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This matrix of renewed interest in reform work has had the ad­
ditional consequence of concentrating much official attention on the 
specific problems that emerged in Asia, and on the possible remedies 
to them, as witnessed by the interest in the interaction between bank­
ing and exchange rate crises, the role of lending of last resort, the 
scope for involving foreign creditors in the early management and 
resolution of crises, the debate over the effectiveness of monetary pol­
icy measures to support market exchange rates after the forced aban-

• donment of existing pegs and, more generally, in the propriety and ef­
fectiveness of the countries' responses to the crises, shaped in almost 
all cases with the active participation of the international community 
and the IMF in particular (the exception here was Malaysia). 

Much discussion is still taking place at both the official and pri­
vate level on how to limit the risks connected with the presence of 
safety nets operating either at the national or at international level, ul­
timately limiting the distribution of investment risks and rewards 
considered proper in competitive markets, and softening (sometimes 
to the point of eliminating) the sanctioning function that they should 
exercise in the presence of wrong decisions made by participants. 
Such are the moral hazards inherent in the public guarantees extended 
to creditors or debtors at the national level, in the public 'salvaging' 
of entire financial sectors affected by insolvency made possible or fa­
cilitated by international credit of public origin (such as that extended 
by or through the IMF), or in the covert- but at times real and pow­
erful - privileges bestowed on certain firms or agents as the conse­
quence of political or family connections (such are the problems of 
crony capitalism). In addition, in various institutional fora, as well as 
in academic and financial circles, questions are being raised regarding 
the desirability of having a proper lender of last resort operating at 
the international level, which would be in a position to offer needed 
international liquidity to national financial systems affected by tem­
porary crises with significant risks of contagion: all this being in the 
name of safeguarding monetary and financial stability at the interna­
tional level, considered as a form of public good. 

One only need examine the Report presented to the Interim 
Committee of the International Monetary Fund by its Managing Di­
rector in October 1998 (IMF 1998) or those prepared by the \YI orking 
Parties of the Group of 22 (1998) or simply the Communique of the 
Finance Ministers of the Group of 7 (1998), to realize where the at-
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tention of the national and international authorities is now concen­
trated: almost exclusively on three areas. The first is on how to 

strengthen the national financial systems considered more vulnerable 
(in general those of the emerging countries of Asia and parts of Latin 
America). The second has to do with possible ways of managing -
with lower costs than in the past- the crises that inevitably will occur 
in the future. The third consists in the ways in which 'transparency' 
and 'accountability' of market actions and agents can be improved. 
All this goes under the heading of reducing information asymmetries 
in financial markets and lowering the costs of acquiring and process­
ing information for the agents operating in them, which represent 
steps towards reducing the risks of real or presumed market failures, 
but have also become a sort of fetish in the era of global public rela­
tions. In it, being seen to do what the public considers the 'right 
things' is almost as important as doing what in reality is most needed 
and appropriate. 'Transparency', for example, has now clearly ac­
quired an important dimension as the 'right thing' in its own right.' 

On the other hand, without wishing to underrate the impor­
tance of these aspects of the intervention strategy now being pursued, 
there being real logic and value in many of the proposals to improve 
things in these areas now being considered (Filosa 1998), we must say 
that, even if taken together, they are not in themselves sufficient to 

get to the core of the instability problem emerging in the interna­
tional monetary and financial system in the 1990s. The recent epi­
sodes we have seen have systemic roots that must be clearly identified, 
and derivatives that must be duly confronted if we wish to guarantee 
future effectiveness for the approach to reform now takin~ shape. 

One of these roots can be found in the indetermin:Y',Y of the ex­
change rate regime that has come into being since 1971, which should 
more properly be called a 'non regime', as it was by John Williamson, 
given the non-choice that it reflects, and in the direction taken by the 
individual exchange rates decisions made by many members of the 

4 This is shown by the ill-defined use of the concept in public statements and 
often even in public documents, particularly when referring to the workings of 
governments, institutions and public bodies. Naturally, when the concept is precisely 
defined, as in the case of information and disclosure standards essential to make 
judgments about investment risk or arrive at proper evaluation of policy actions and 
decisions, its operational value becomes clear and undisputed. 
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IMF since then, and above all by the less economically developed 
members, leaning towards exchange rate rigidity. 

Legitimate choices often made in pursuit of priority macroeco­
nom.ic o~jc;ctives? such as price stability after hyperinflation episodes, 
and m dtfftcult circumstances, such as the aftermath of economic and 
political upheavals, may have been clung to without sufficient consid­
eration for the criteria that should be applied in the choice of ex­
change rate regimes ~s e~ergency conditions end and macro-objecti­
ves change. These cntena have to do with size, economic structure, 
degrees ?~ openness, the nature of the shocks most frequently faced, 
the stabthty of the real and monetary conditions prevailing in· the 
various economies, regional situations and their relevance to national 
policy choices. The theory of optimal currency areas (Mundell 1961, 
McKinnon 1963 and subsequent refinements') and the literantre on 
the casual disturbances that can affect open economies, starting with 
Flood (1979), offer important guidance on the issue of exchange rate 
choices, as do the conclusions of open-economy macroeconomics 
concerning t~e effectiveness of domestic policies (especially mone­
tary) under different exchange rate and capital flow regimes. These 
may in practice have been disregarded. 

The freedom of choice of exchange rate arrangements sanc­
tioned by the Second Amendment to the Statutes of the IMF decided 
in 1976 and effective as from 1978, clearly generated the conditions 
for the indeterminacy that developed over time, on the one hand le­
galizing a multiplicity of national exchange rate systems that ranged 
from absolute fixity to almost absolute flexibility, and on the other 
rendering acceptable whatever change was made in them autono­
mously by the single members. In the course of time of exchange rate 
regime choices and counter-choices followed one another at the coun­
try !eve), with the IMF having varying degrees of influence over them 
- crucial in some cases, virtually nil in other. The influence of IMF 
management and staff in these country choices also became more dif­
fused in the 1990s, when many more exchange rates decisions made 
by emerging countries reversed a trend towards enhanced flexibility 
that had surfaced in the 1980s, turning in favor of fixity (or reduced 
flexibility). What emerged were contrasting tendencies even among 

• • 
5 S.ee '!'ower and Willet (1976) and Tavlas (1993) for surveys of the theory and 

tts tmphcauons. 
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member countries facing similar conditions regarding internal struc­
tures and external environments, sometimes located in the same re­
gion.< 

In the 1990s, the tendency towards more limited flexibility of 
exchange rates between the developing countries was reinforced by 
contingent factors such as the break-up of the Eastern bloc and transi­
tion towards market-type economies of many former members. Most 
of them came up against suddenly compelling needs, such as internal· 
price stabilization, which many of their governments showed an in­
clination to pursue by anchoring the exchange values of the national 
currencies to those of the low-inflation countries, at least during the 
initial phases of their macro stabilization efforts, when retreat from 
high inflation took on high priority (or so the official motivations 
went).7 

Nonetheless, the implicit assumption of a 'free choice' system of 
exchange rates, which became quite explicit in the preferences shown 
by the IMF members in making and changing their actual decisions, 
seems to have been that all those which were permitted would have 
consequences only for the makers, and not for the system as a whole. 
In reality, however, each choice of exchange rate regime made at the 
country level not only has pros and cons for the maker, but also has 
effects on the.other members and on the efficiency and stability of the 
system as a whole. 

Individual exchange rate choices can generate externalities of 
negative sign and non-negligible size, as when they create more insta­
bility in exchange rates or interest rates, which integrated markets 
quickly transmit to the prices of other assets across countries and re­
gions. Alternatively, individual decisions regarding exchange rate re­
gimes can generate the wrong incentives in the evaluation of invest-

6 In the Southern cone of Latin America, for example, Chile operated under 
flexible exchange rates and Argentina under fixed exchange rates and. a currency 
board. To their north, Brazil, tied to them by important trade arrangements, kept 
first a free-floating exchange rate regime, then (after 1994) crawling pegs, and after 
1998 again a free floating system. Similarly, the transition economies of Central and 
Eastern Europe and the former Soviet Union had fixed exchange rates, floating rates 
and exchange rate regimes with limited flexibility. 

7 In practice, exit strategies were-often not elaborated at the start, and became 
more difficult to implement over time, given the difficulties and delays experienced in 
many cases in establishing sufficient credibility for domestic policies and institutions 
or general risk aversion. 
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ment risks, as w~en the p~omised.invariance of market exchange val­
ues lead~ domestic or foretgn credtt agents to underestimate or ignore 
expectatwns ?f exchange rate changes. These externalities, present to 
so~e ext~nt m no:ma~ market condi~ions, become dangerous during 
cnsts penods, mam.fesung themselves m contagion effects that seem to 
reach areas very dtstant from those of origin and seemingly uncon­
?ected .t~ them (at leas; if one judges interdependence on the basis of 
Its tradtt!onal features). It is not i~ fact ~ casua~- but most probably 
causal - oc~urre~ce that all the maJor cnses takmg place in the 1990s 
develope~ t~ nauon~l .or regional exchange rate regimes where fixity 
(or very hmned fleXJbtlity) prevailed: in the ERM Mexi Th '1 d K Ml · . . , co, ruan, 
orea~ a aysta, Indonesta, Russta and lastly in Brazil. The choices 

made tn terms of exchange rate regimes seem to have had an influence 
o~ the amount of financial and exchange rate instability that we have 
wnnessed lately. 

Fi~a~l!, when proposals are made that aim at reducing exchange 
rate fleXJbtlity among key currencies such as the dollar, the euro and 
the yen, and these come not only from reasonable and knowledgeable 
~eople (Bergsten 1998), but also from key members of the interna­
twnal monetary systems (such as the top economic leaders of Ger­
many and Japan) in the name of reducing 'instability' in world ex­
change rate m.arkets, it becomes a truly urgent matter to clarify the 
reasons for thts phenomenon, its connections with financial instabil­
ity, and the direction of the cause-effect relationships between ex­
change rate and financial fluctuations. Without this clarification one 
runs the risks of acting on the wrong side of the instability equati~n. 

Th~ objective of reducing fluctuations in market exchange rates 
(at ~east m some of them) takes on a certain aura of plausibility - es­
p~~tally when the me':"?lj' of past crises is fresh, their effects are quite 
V1S1ble and. the yo~stbtl:ty of new ones is still strong-. Systemic 
mov:ment tn thts dtrectwn would nonetheless be inopportune, if in 
fact tt were not excessively large, but excessively limited flexibility of 

8 
Naturally, con!agion effects are very difficult to identify with precision. More 

than the usual cautton . must, therefore, be applied in interpreting those that 
~ppar~~tly emerg~d dunng the latest episodes of financial and exchange rate 
tnstab1!tty. C<?ntagton effects, as far as one can judge, seem to have been strong within 
the As1a~ re~on, .but much less clear and certain between Asia and Russia and Asia 
and Braztl. T e cnses of Russia and Brazil had strong autonomous determinants. One 
can argue that they would have occurred also in the absence of the Asian crisis. 
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exchange rates at the global level the cause of a substantial portion of 
currency and financial instability, such as the one that emerged in the 
past decade. However one may judge the practical feasibility of any 
such plan, this is a point that still applies. 

Analyzing the roots of the instability problem thus becomes not 
only relevant but, indeed, necessary in view of the choices that will 
have to be made in reforming the international monetary and finan­
cial system, and it would be truly short-sighted not to conduct such 
analysis ex ante. It is a matter not only of sheer rationality, but also of 
plain good sense, to examine the costs and benefits of the available op­
tions before experimenting them, even though the conclusions that 
can be reached in these areas by their very nature tend to remain quite 
tentative. The possible choices are in fact not only difficult to define 
fully in terms of their effects, but - given the nature of the process -
also reflect the dictates of international political economy, and thus 
dimensions of feasibility and players' preferences, apart from analyti­
cal results. For these reasons, when making decisions on such com­
plex and uncertain matters, one needs to utilize, along with analytics, 
the benefits of historical experience, the results of empirical research, 
and a large dose of realism. 

2. Exchange rate choices: criteria, determin~ and effects 

Choice; regarding exchange rate regimes are of crucial importance for 
those who make them, and at the same time present formidable diffi­
culties. Exchange rates are key prices. They exert pervasive influence 
on the economic systems to which they apply. In the presence of ri­
gidities in the markets for goods and factors, which to some extent ex­
ist in all economies, changes in nominal exchange rates have real ef­
fects. Moreover, each regime has its own advantages and disadvantages 
in terms of the types of adjustment it favors and of the macroeco­
nomic goals that it best allows to pursue. In other words, it has sig­
nificant consequences on the effectiveness of policy instruments. Dif­
ferent regimes also face different problems while they are being im­
plemented and while they are functioning. Finally, various degrees of 
credibility are attached to them. Some of the preferences surrounding 
them are also historically determined. 
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For e~ample, the choice ma~e at Bretton \'V' oods to implement a 
system of fixed exchange rates, adjustable only in the presence of fun­
damental disequilibria in the balance of payments of members re­
fl.ected not only the .theoretical preferences of the time about pric~ re­
gimes and_ a conceptiOn of current account adjustment that was domi­
nated by mco?'e effects, but also the quest for stability in trade and 
currency relatiOns after the turbulence and conflicts that arose in the 
1920s and 1930s, when a 'free for all' system of exchange rates had 
prevailed after the final collapse of the renewed Gold Standard. Such a 
~hoice, m~d~ in the mid-1940s, reflected in addition a sense of general­
~zed skepticism about the efficiency of international capital markets, 
Itself_ a co~sequen~e of bo.th inter-war and World War II experience. 
In this penod the International financial market had not only worked 
poorly, but had eventually shrunk so much that it seemed to have 
practically disappeared. The transactions for which it was then felt es­
s~ntial. to ensure the ~oreign currency counterparts, and in some case 
fman_cmg, were thus m practi~e those in current account. Foreign fi­
nancmg, when needed, could m the vast majority of cases then envis­
aged only be expected to come from official sources. 

The current situation is radically different from that within 
which the Bretton Woods agreement matured, in terms of both his­
t?ri~~l context ~nd systemic realities (Fazio 1998). There are no longer 
Significant barners to most commercial transactions, settlements for 
them being made without impediment in both the industrial world 
and in ov~r two thirds of the developing countries belonging to the 
IMF. Capital markets are generally deep, liquid and functioning 
rather freely at both the local and the global level. The liberalization 
~f capit~l acc_ount transactions has proceeded fastly inside the interna­
tiOnal fmancial system, led mostly by markets dictates. Nonetheless 
the historical experience of the past three decades - decades witnessin~ 
the resurgence of financial markets on a world scale - has often been 
characterized by ample cycles in capital movements and also in some 
peri~ds, by tum'_lltuous swings. Such events have highlighted' the risks 
of frulure to which these markets can be subject and directed atten-
tion to their possible reasons. ' 

There have unquestionably been phases of rapid growth in capi­
tal ~ows at the international level, like the 1970s, when banking 
credit to the developing countries expanded greatly, and in the first 
half of the 1990s, when direct and portfolio investments surged 
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worldwide. These were followed by periods of marked contractions 
in these flows, generally after episodes of crises, some widespread, 
such as the developing countries' sovereign debt crisis in the early 
1980s, some country-specific, like the Mexican crisis of 1994-95, and 
some regional, like the Asian crisis of 1997-98. There have also been 
periods in which the exchange rates (both nominal and real) of the 
major currencies have deviated substantially from equilibrium (or 
more simply from their trend values). Notable misalignments of dol­
lar exchange rates occurred, for example, between 1980 and 1987 and 
in a less generalized manner between 1994 and 1998. 

Go-stop-go experience in international capital movements, and 
the cyclical swings in the exchange rates of the major currencies could 
not fail to influence the proclivities of the governments of many 
countries regarding exchange rate regimes. While the attitudes of 
some remained fairly benign, in many developing countries this ap­
parent instability led to reinforcement of the existing inclination ei­
ther to manage exchange markets or to anchor individual currencies 
to those of 'suitable' trade partners. 

However, before attributing the variability of exchange rates or 
their cyclical misalignments to the expansion of the financial markets 
and the progressive liberalization of capital flows, we must at least to 
consider how major currency crises, such as~ one that led to the 
collapse of the Bretton Woods regime (Solomon 1982), occurred well 
before the 'globalization' of international finance, and how the eco­
nomic policies of key countries, such as the United States: pl~yed a 
critical role in the misalignments of exchange rates emergmg m the 
1980s (Obstfeld 1995). The causes of these events are known and well 
documented in the literature, even though they often seem to be for­
gotten at the policy making level. .Finally, one must also ~onsider that 
the currency crises of the 1990s dtd not emerge from national and re­
gional contexts where flexibility of exchange rate regimes was the 
norm. On the contrary, they occurred in countries and regions where 
nominal exchange rates were generally allowed little flexibility and 
real exchange rates were in progressive and marked appreciation.' 

9 The real exchange rate had appreciated by 35% in Mexico between 1988 and 
1994, by about 25% in Thailand, Indonesia and Malaysia between ~99,0 and 1997, and 
by 15% in Korea over the same period. In Russia the apprectatto~ of the real 
exchange rates had exceeded 40%. fro'": the beginning of 1995 to the m1ddle of 1998. 
In Brazil the real rate had appreciated tn real terms by at least 30% from the start of 
1994 to the end of 1998. 
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There are economic criteria that can guide the choice of ex­
change rate regimes at the country level having to do with the feasibil­
ity and the optimality of such choices. Among the former we find the 
susceptibility of the various economies to the shocks that may hit 
them from wit~in or without, their economic size and degree of 
open~e_ss, ~nd ft?all>: the preferences towards inflation and growth 
pn;v~tling m the~r. mtdst. !"mong the latter are criteria regarding the 
efftCiency of poliCies and Interventions in foreign exchange markets. 
In t.he literature, t~e optimization criteria assumed for this type of 
chmce tend to be either very case specific or quite abstract and gen­
eral. Usually the programs utilized are also complex (see, for example, 
Argy 1990 and Bruno 1991), and their results, therefore, of limited use 
in practical decision-making." Recently, in both the literature and the 
policy debate the focus has been on the link between the choice of ex­
change rate regime and the credibility of macropolicies, with much at­
tent.io.n. bein.g paid to the possible trade-offs between credibility and 
~extbdtty, gtven the tyl;'o~ogy of disturbances that the economy faces, 
1ts s~ructur~l charactens.tt~s, the political economy prevailing in it, 
ru:d m particular the polmcal costs of exchange rate adjustments. The 
htg?er these costs, the strm:'ger tends to become the propensity of 
policy-makers to adopt flextble exchange rate adjustments (Edwards 
1996). 

The problem of the choice of a global exchange rate system has 
received little new analysis since the great debates of the 1960s over 
fixed vs. flexible exchange rates. There are economic criteria also for 
this type o.f choice. If it is global price stability that is favored, nomi­
nal anchonng becomes an obvious route towards it. Alternatively one 
can see the ease of international adjustment as the main standard for 
the choice. 11 Much of the recent debate and analysis, however, has fo­
cused on the needs for policy coordination to achieve greater ex­
change rate stability through enhanced compatibility of macroeco­
nomic objectives, such as world inflation and growth. Most proposals 
for reform, including the best structured (McKinnon 1984, William­
son and Miller 1987), have gravitated around the issue of international 
policy coordination. It has nonetheless proved difficult to reach gen­
erally applicable results in this area as well. 

10 An exception is Carden (1994). 
11 Frenkel, Goldstein and Masson {1991) have recently reviewed the character· 

istics of a "successful exchange rate system". 
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In our opinion, an essential characteristic ?f any ex~hange rate 
regime, whether local or global, shou_ld ~e a h_•g~ capactty to help 
economies to adjust to changes occurnng m thetr mte;nal a~d ext_er­
nal conditions, and to make this process the least posstbly dtsrupttve 
to the others. From the systemic point of view, a global exchange rate 
system should strongly favor continuit:>; ~n the adju~tme~t processes, 
symmetry of adjustments, and the stabtltty of the fmanctal ~a.rkets. 
Decisions made in this domain should tend towards such 'mtmmum 
common denominators', while also bearing in mind that they are not 
invariant with respect to time. . . 

In fact, rapid and often profound changes occur m n~tto?al and 
global economic conditions. Economies grow and develop m dtffere?t 
ways. Financial deepening occurs in the course of growth. ~ert"::n 
market rigidities are eliminated, others emerge. Trade_ and fman~tal 
connections with the rest of the world generally mcrease wnh 
growth. Rules and standards for these connections and i~teractions 
also evolve. Finally, public preferences change, often radtcally, and 
thus different macroeconomic objectives acquire preeminence. Some 
of the preferences that change have to do with basics: inflation, 
growth, market regimes, typology of international cool?~ration and 
attitudes towards risks, while others are the result of poltttcal and so­
cial ideals. 

\'V'here there is freedom of choice in exclnu(ge rates, such as that 
ensured to members of the IMF since (in practice) 1973, the first ques­
tion that arises is whether or not their 'revealed preferences' about 
exchange rate regimes conformed to a ~ommon logic, .o~ :vere at least 
characterized by a high degree of rectprocal compattbthty. The an­
swer to this question is far from simple. There are data that show 
how non-marginal changes have occurred in the exchange ra:e re­
gimes of IMF members since the early 1970s (Flood, Bhandan and 
Horne 1989; IMF 1997c), but there are serious pro_bl~ms of int~rp~eta­
tion in this domain as well. The main problems he m the defmmons 
of the exchange rate regimes around w?ic~ the da:a are o~ganiz_ed, 
which are qualitative rather than quantttattve, and m the dtscretwn 
left to IMF members to characterize the regimes adopted (pegged ar­
rangements, flexible arrangem~mts, ar_rangements. having only limite? 
flexibility). 12 Thus, what constitutes f1xed or flextble exchange rates ts 

12 See any issue of the IMF bJt~ational Finan.cial Statistics ~or the official 
categories and the number of countncs {self-)categonzed as belongmg to each of 
them. 

.~. 
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in practice left indeterminate. Many regimes officially classified as 
flexible have in reality shown very limited flexibility. Even fixity 
proves a more elusive concept than it would at first appear, if rigorous 
standards are applied to verify it ex post (Obstfeld and Rogoff 1995). 
In addition, countries autonomously choose the 'slot' in which their 
exchange rate regime is classified. After adjusting for these factors it is 
very hard to detect unambiguous tendencies in the choices made. 

Starting in the early 1970s, the economically more advanced 
countries showed, at first, a fairly clear preference for flexibility in the 
exchange values of their currencies. This made economic sense for 
many of them, having economies relatively open, of medium-size, di­
versified and financially developed, but with various rigidities in fac­
tor markets present in them, and at the time apparently much ex­
posed to real external shocks. Later on, especially as efforts to create a 
European monetary area took shape, first with the creation of the 
EMS in 1979 and subsequently with the addition of an ERM to it, the 
flexibility in the exchange rates of the majority of industrial countries 
became much more limited. A marked change in preferences among 
many of them, in favor of greater price stability, played a crucial role 
in orienting choices towards reduced variance of exchange rates. This 
trend was particularly strong and long-lasting in Europe. Among the 
currencies of 11 of the countries sharing the objective of a monetary 
union, exchange rate flexibility has been eliminated as of January 1, 
1999, when the European Economic and Monetary Union (EMU) en­
tered into effect, even. though it is being preserved vis-a-vis non­
member currencies (such as the dollar, the yen, the pound and oth­
ers). The industrial countries officially classified as having "indepen­
dently floating" exchange rates numbered 5 at the beginning of 1991. 
They are now 7, including the euro area. 

The developing countries belonging to the IMF, by contrast, 
showed marked and prolonged skepticism about flexible exchange 
rates, preferring at the beginning of period of free choice fixed or 
quasi-fixed pegs with the currencies of major trading partners or of 
prevalent invoice of trade (mostly the dollar and the French franc). 
The reasons behind these choices were many and various in nature. 
Until the 1970s, there persisted among many of them a marked pes­
simism regarding export elasticities despite growing evidence to the 
contrary offered by the export performance of the newly industrializ­
ing countries. This made price adjustment suspect. There were also 
regional preferences, which were the result of historical experience 
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and sometimes of ideological preferences. In \Vest Africa, for exam­
ple, there remained dominant a propensity, French in origin, for 'or­
derly markets', including foreign exchange markets, and therefor~ f?r 
fixed exchange rates (as shown by the pegs to the French franc wnhm 
the framework of the CFA13 arrangements). In Latin America there 
was a traditionally strong aversion to exchange rate changes (inclu~­
ing discretionary devaluations), considered infl~tionary in t~e cond~­
tions believed to prevail in many of the econormes of the reg1~n. Th1s 
propensity had a clear 'structuralist' root. On the other hand, m parts 
of Asia - those most determined to grow through trade - were at 
work 'mercantilistic' tendencies. According to the going strategy, ex­
change rates were to be kept unde~al?ed. ~n order to stimulate. ex­
ports, the main 'engine' of growth m stgmftcant parts of the regton: 
first the south east, then also parts of the north. Exchange ~ates were 
seen, in general, as policy instrume;tts, to be ~sed. accordmg to the 
priority goals being pursued. In Chma and Indta, ft;t~lly, the. pr~fer­
ence towards pegged exchange rates had long had polmcal mot.tvatto~: 
that of preserving economic independence, an? therefor.e lautude m 
internal and international political choices, whtch excesstve openness 
to trade and dependency on external capital flows would have com­
promised. Hence the preference for strictly managed external rela­
tions, capital controls and fixed exchange rates. These preferences 
only began to change in the late 1970s. ~ . 

A greater differentiation in the exchange rate chotces of dev~lo~­
ing countries started to emerge at large in t~e late 1970s, and wtth It 
also a certain tendency towards more flextble exchange rates. The 
weight of theory and experience was being felt more widely. If sm~ll, 
very open, poorly diversified, financially undeveloped econormes 
could still find it preferable, and justifiable, to ~<eep ~xch~n~e rate 
fixed, for larger, relatively less open and more raptdly .dtverstfymg de­
veloping economies, pegged exchange rates were bemg found cor;­
straining or at least sub-optimal from the stand-point of growth. ~h1s 
was even more the case when structural rigidities kept trend inflauon 
above that of foreign competitors. As a result, attitudes chang.ed, e~­
periments were made (not all positive, as in the fir~t wave ?f hberah­
zation and reforms in the Southern Cone of Latm Amenca) and a 
greater pragmatism developed in exchange rate choices. 

13 Communaute financihe africaine. 
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At the start of the 1980s there were 4 developing members of 
the IMF that had 'independently floating' exchange rates. At the end 
there were 19. This number had risen to 29 in 1996, out of a total of 
123. Another 21 classified themselves as 'managed floaters'. The latter 
were countries that, through market intervention, kept exchange rates 
within predetermined limits. In practice, however, if the margins of 
fluctuations were too small in absolute or in relation to the inflation 
differentials with the rest of the world, as often happened, the under­
lying exchange rate regime was more fixed than flexible, or not flexi­
ble enough to preserve the invariance of the real exchange rates and 
help maintain internal and external equilibria. In addition, official des­
ignations notwithstanding, the most important developing countries 
remained for much of the post-1973 period with substantially rigid 
exchange rate regimes. So did China, Hong Kong, Taiwan, Korea, In­
dia, Pai<istan, Nigeria, Saudi Arabia, Argentina, Mexico and, from 
1994, Brazil too (hitherto the main exception within this group). 
Thus, trends based on the number of countries contained in each of 
the official exchange rate categories have limited value. At best indica­
tive only of some single situations the official categories can become 
highly misleading when tai<en as a basis for aggregating a large num­
ber of different situations. 

Some very broad regional preferences towards exchange rate re­
gimes seem nonetheless to have emerged over time. In favor of rigid 
exchange rates (i.e. pegged rates, if modifiable at the discretion of the 
national authorities) stayed most of the developing countries in Asia, 
Africa and the Middle East. The choices of the developing countries 
in Latin America proved more eclectic, while the countries of Central 
and Eastern Europe, and those once belonging to the Soviet Union 
chose rigid exchange rates in about half of the cases when they gained 
the freedom to do so (currency boards, target exchange rates, etc.) and 
systems with only limited flexibility in another quarter of the cases. 

Differing preferences cut across the stages of development 
reached by the individual economies. In Asia, for example, fixed - if 
modifiable - exchange rates were preferred by the ]ow-income and 
middle-income countries alike: India, at the bottom of the regional 
per capita income scale, Korea at the top, and China in the middle 
made vim!ally identical choices. The same pattern emerged among 
the low-income sub-Saharan African countries (for example those of 
West Africa) and the middle-income countries of North Africa and 
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part of the Near East. Finally, we see that a cr~ss-se~tion of the 
emerging countries in Latin America and Africa facmg h1gh an_d per­
sistent inflation problems as from the latter half of the 1970s- JOined 
more recently by many economies in transition in Central Europe 
and the former Soviet Union -often adopted similar inflation control 
strategies based on a semi-permanent pegging of their exchange values 
to those of the currencies of low-inflation countries or groups. 
Moreover, many did so with the consent of the IMF, and with results 
judged positively on the whole (Fischer,Sahay and Vegh 1996). These 
choices were made, allegedly, to give more credibility to the disinfla­
tion policies being pursued internally, and in part to reduce their costs 
(in terms of output and employment losses due to ove~~luati?ns 
of the real exchange rates) in the early phases of the d1smflatwn 
process. 14 

Yet, even in these cases and for the periods in which the strate­
gies of inflation control based on pegged exchange rates worked well 
(such as in Argentina, Brazil, Israel, Poland, Bulgaria, Russia), in time 
lack of adjustment of the nominal exchange rate to the persisting dif­
ferentials between domestic and world inflation (due, for example, to 
the time necessary to reach the world inflation rate15

) created a ten­
dency to overvalue real domestic exchange rates, despite allowances 
for this effect made at the stage when the new pegs were chosen.16 

Overvaluation often generated current -agpunt disequilibria, loss of 

H When starting inflation is very high and rigorous disinfl~tion polici~s are 
deployed, the first phases of the re-entry process are often characte:tzed by lags m the 
path of stabilization of wages and prices with respect to the m;munal e:<change rate. 
This leads to appreciations of the real exchange rates. A fluctuatmg .t;O.r_tHnal exchan&e 
rate during these phases would tend to exacerbate the real apprecmtton probl:~ tf 
domestic interest rates increased (for example as the result of more restr~ct_tve 
monetary policies) and capital flowed in. In the~e ~ircumstances, an apprectatmg 
nominal exchange rate would add to the real appreCiation already under way. 

15 Experience shows that domestic inflation falls rapidly in the initial stage of 
rigorous disinflation programs, then reaches a l~n':'er plateau ar~und wh~ch it tends to 
stick until new measures are added to the ongmal ones. Thts stepwtse pattern of 
adjustment tends to maintain a differe?-tial between do~estic and :vorld infl~tion for 
a longer period than normally anticipated on the basts of conunuous adJustment 
paths. The cumulative inflation dif~erential, moreov~r •. becomes lar&er tf world 
inflation is also falling, and the fall ts larger than antlctpated .. A constd:rable ~nd 
largely unanticipated fall in inflation occurred in the industnal countnes dunng 
much of the 1980s. In the 1990s continuation of this trend was also less expected than 
in the previous decade. 

16 Initial exchange rates are normally pegged at 'undervalued' levels. 
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credibility for the policies pursued, and predictable (and rational) re­
sponses by local and foreign investors in defense of their liquid assets 
denominated in the domestic currency. 

The proclivity shown by governments in most situations of this 
tyj'e to stick .to the ~hosen e~~hange value, and to avoid the necessary 
adJustments m nonunal panues, often on the basis of opportunistic 
reasoning (such as insufficient evidence of real appreciations or the 
'desire' to force factor productivity improvements within the national 
systems by keeping the nominal exchange fixed), is not difficult to 
explain. It often represents the least risky response by policy makers 
in the do?'ain ~f inflat~on reduction and control. In some cases, they 
do not w1sh to Jeopardize economic results already achieved, often at 
co~s!dera~le cos~. _In others, it is the political credibility gained with 
anu-mflatwn pohcres that they seek to preserve. In yet other cases it 
is the political legitimacy coming with successes in the econotcic 
sphere. We may recall here the instances of Yeltsin's Russia Car­
doso's Brazil, Menem's Argentina or Salinas's Mexico duri~g the 
1990s, when abandonment of rigid exchange rate regimes, even when 
considered advantageous from the point of view of external adjust­
ment or growth, was for all too long judged incompatible with inter­
nal political stability or with the continuation of governments that 
had their largest political capital in successes scored in controlling in­
flation. 

However, avoidance of these risks all too often gives rise to 
other problems: internal interest rates driven too high and constrict­
ing economic activity, weakened domestic financial systems, excessive 
accumulation of foreign debt, debt maturities too skewed towards the 
short term and, in the final analysis, much greater risks of turbulence 
for the very currency market that was to be kept stable at almost all 
costs. ·Financial fragility, especially when accompanied by disequi­
libria in the fundamentals and when intersected by political uncer­
tainty, is a powerful determinant of currency turbulence, given the 
play of expectations, the emergence of speculative probes against fixed 
(or rigid) exchange rates and occasional transmission of external mar­
ket impulses. 

Promises - including promises about exchange parities - even 
when made with the best of intentions and sincere determination to 
keep them, carry maintenance costs, which can and indeed do begin 
to soar whenever internal circumstances generate new uncertainties 
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and risks. Governments do not have an unlimited tolerance to rising 
maintenance costs, stemming either from losses in production and 
employment consequent to rising domestic interest rates and appreci­
ating real exchange rates, or from higher budget needs due to weak­
ened financial sectors and growing debt service burdens. Beyond a 
certain threshold, adjustments in exchange rates become rational in 
the political market place where public decisions are sanctioned. 
When maintenance costs exceed the benefits deriving from keeping 
exchange rate promises (from credibility of policies, institutions, re­
gimes, etc.), it is exchange rate parities that are changed. This is not a 
matter of developed vs. emerging countries. Limited tolerance to the 
costs of adopting or maintaining policies necessary to keep exchange 
rates unchanged, particularly when faced with daunting challenges in 
the currency markets or fragility in the domestic financial sector, has 
been shown by the authorities of both categories of countries, includ­
ing Mexico in 1994, Brazil, Russia, Thailand and Korea in 1997-98 and 
Italy, Sweden and the United Kingdom in 1992.17 

Where propensities are towards limited adjustments of nominal 
exchange rates, systemic disincentives and collective sanctions should 
be at work to counter them. At the very least, there should be a 
timely and effective exercise of moral suasion on all categories of 
countries - be they large or small, developed or undeveloped - that 
show the inclination to delay necessary changes in parities. Such sanc­
tions, or adequate collective pressures, pertain in the first instance to 
the other members of the IMS, in the na~f the public interest in 
stability in international trade and payments and minimization of the 
risks of international financial contagion deriving from local crises. 
They should be deployed individually by each member of the system 
capable of doing so, by groups of members politically, economically 
or geographically close to the reluctant partner, and collectively 
through the international financial institutions by which systemic 
rules and behaviors are surveilled or at least influenced. 

17 Naturally, these levels of tolerance vary from one country to another and over 
time in the case of the same country. Sweden, for example, showed a much stronger 
determination to keep its exchange rate ·within the predetermined bands than other 
EMS partners under attack in mid·1992, pushing up domestic interest rates to 
extremely high levels (up to 500% for a short while), but a much weaker one when 
market pressures were renewed in the fall of the same year. 
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. . How.eve~, experience shows that single countries are often un­
W!llmg or 111 disposed to exercise ex ante sufficient pressures to change 
the exchange rate behavior of the other members even where it 
would be locally beneficial and also clearly cond:Jcive to greater 
global st.ability, .~robably i? order not to appear too intrusive in deli­
cate pohcy deCJSwns cons~dered primarily the sovereign domain of 
others. Not even the l!nned States was willing (or able) to exert 
enough pr~ssure o~ Me~1co to adjust the exchange rate of the peso in 
199_4, de~~ne gro~mg ~1gns that a payment crisis was in the making, 
while cr~t1cal presidential elections were taking place in that country 
":"? the mt.ere~ts of many US investors were strongly in favor of po­
litical co':tm~ity there. G?vernments always have diverse objectives 
to r.econc1le, mter?al "?d International. Making choices on the basis 
?f Simple expectanons 1s often difficult for them, and inertia prevails 
m many cases. Even when delegated on the basis of international 
agreements to colle~tive organs, such as the IMF, this type of surveil­
lan~e on the behavwr of member countries, and persuasion through 
a~vi~e, has been ~hown to be somewhat ineffective when not exerted 
wnhin the dom:un of specific assistance programs (i.e. when members 
them.s:lves become persuaded of the need for changes and specific 
condmons can be negotiated into these programs). 

~eneral exchru;~e rate surveillance has lacked not only clearly 
recog':1ze~ and specifically defined constitutional anchoring, which 
cou~d JU~t~fy forceful pre-emptive pressure on reluctant members not 
yet m crlSls, b~t al.so t~e collective political backing of members to let 
the IMF exerctse n WJ.th. the necessary authority before major crises 
e;npted. I': t~e IMS as n iS today, exchange rate rules are neither suffi­
ciently defmite (e.g. in what the permissible choices imply) nor com­
mon enough even for the various categories of choices that are con­
temp~ated in. them (e.~. pegged, managed or free floating rates) to 
permit effecnve collecttve surveillance of them. 

To influence choices in these circumstances the IMF must resort 
t? specific, case by cas:, judgments regarding the sustainability of a 
g1ven. exchange rate reg1me or its desirability from the stand-point of 
~lausi?le and acceptable objec.ti~es, such as .growth and price stability. 
uch Judgments are. always difficult to arnve at: they are necessarily 

b?~ed on partly conJectural assessments, do not have automatic credi­
bility, and are often perceived as asymmetric by smaller members. 
The scenarios of possible consequences deriving from non-adjust-
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ment, on which IMF pressures on member countries can be built, are 
often technically arguable in their assumptions or choices of parame­
ters, hypothetical in some of their basic circumstances, or not suffi­
ciently clear-cut in terms of conclusions." Therefore, they have only 
limited capacity to persuade those they target, as well as the members 
of the IMS that might make their own efforts to persuade reluctant 
neighbors or partners to make necessary changes. Large countries, 
moreover, have greater capacity to resist unwanted advice and peer 
pressure than smaller countries, because of their greater political and 
economic weight within the system and their larger capacity to mobi­
lize countervailing support from others when needed. The conse­
quence is often inaction, which becomes a strong collective tempta­
tio~, !f not the rule, sometimes tinged with wisdom, sometimes with 
cyntctsm. 

This is the hard core of the problem of IMF 'authority' over its 
members, now the object of considerable reflection. It is in the main 
less a problem of institutional 'architecture' than one of precision in 
the rules and coherence in the collective efforts of members to have 
them applied with sufficient strength and uniformity across country 
situations. A large part of the sometimes deprecated lack of 'author­
ity' of the IMF" stems from scant consensus among its members over 
the common regimes that should be enforced, the exchange rate re­
gime being key among them. As a consequence, instead of sound rules 
and generally accepted standards in this vital area, the system is based 
on case by case judgments, compromise and sometimes ad-hockery. 

Those mentioned here are not the only problems related to the 
current system of 'free choice' in exchange rates and to the weak en­
forcement of criteria for choice and change. There are indeed others, 
but these emerge systematically not only from episodes of crisis that 

18 Often even very unfavorable results that can be shown to derive from lack of 
exchange rate adjustment can be modified by alternative policies, which can be 
shown to alleviate some risks and reduce the costs of non-choices in the exchange rate 
domain. Therefore, feasible alternatives to exchange rate changes seem thus available 
and pressure for such changes is then alleviated. However, these policy alternatives 
are often more difficult to follow than exchange rate changes, and are often not 
implemented. Countries can more successfully deflect peer pressures than the 
consequences of their non-action. 

19 More recently it has become popular to deprecate the excessive strength and 
propensity of the IMP to intrude. This a new twist in the approach, and a position 
that most insiders would probably find difficult to consider grounded. 
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have actually taken place, but also of crises that have been avoided: 
India, South Africa, China and Hong Kong to name but a few. 

3. Fixed exchange rates and financial crises 

If currency crises were at the origin of the instability that we see 
emerging with increasing frequency inside the IMS, and financial cri­
ses were their direct consequence, we could of course focus only on 
the causes of the former. \Yf e should in any case attempt to answer the 
t~aditional ~uestions of whether and how different exchange rate re­
grmes favor mternal and external adjustment, of the costs and benefits 
connected with such regimes, and of the stability or lack thereof of 
the various alternatives that could be adopted. And indeed these are 
the classical questions. 

They ren;ain valid and relevant, since the quality, efficiency and 
speed of the adJUStment processes that become possible under each ex­
change rate regime have important consequences for the vulnerability 
of economies to real and financial shocks arriving from the outside 
and for their adaptability to changes in the expectations of domestic 
economic agents and in internal policies. These consequences in turn 
determine a good deal of the probability that the chosen exchange 
system be subject to justifiable and predictable market pressures or to 
unpredictable ones. 

The external position of the countries and the changes it goes 
through may not suffice alone to account for the emergence of cur­
rency crises or their range of effects, but they do always exert influ­
ence on them, either directly or indirectly. This is confirmed by his­
tory and the empirical evidence, which shows, if with some variation, 
how larger external debt (and shorter maturities of it), lower foreign 
exchange reserves and larger overvaluations of real exchange rates in­
crease the risks of currency crises (Obstfeld 1995; Frankel and Rose 
1996; Kaminsky, Lizondo and Reinhart 1998). Deterioration in these 
fundamentals has in the vast majority of cases been close to the heart 
of the currency crises we have witnessed in the post-World War II pe­
riod, or at least in its immediate vicinity. 
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The partial exceptions of Malay~i~ and Indonesia. befor~ ~he 
most recent crises in Asia are not sufficient to shake this emplr.Jcal 
regularity. The evidence previously accumulated had already high­
lighted how the fundamentals, often defined in flow term~, should b: 
made to include stock variables such as foreign debt (plus ns composi­
tion and maturity structure). Indonesia and Malaysia, _like Korea be­
fore the same crisis episode, Mexico by 1994 and Braz1l by 1998, h~d 
accumulated a stock of foreign debt that was high in relation to their 
reserves and current capacity to replenish them. That these were 
mostly debt stocks accumulated by the do~estic private sector and 
contracted with private investors overseas d1d not change the nature 
of the problem. Service and repayments of any typ_e of external de~t 
require foreign exchange. Deterioration of econormc fundam~ntals IS 
bound to change risk perceptions at home an~ .a~road regard_mg pay­
ment capacities and related effects (on adJommg enterpnses and 
banks, for example). Implicit and explici~ guarantees exte?de:' .to for­
eign creditors on the solvency of domestic debtors or ava~labJI1ty and 
price of foreign exchange are also bound to be questwned more 
deeply and abruptly when confidence ebbs. Flow reversals become 
much more likely in these circumstances. Naturally, the process _of 
credit withdrawal can be more or less disruptive dependmg on Its 
speed and dimensions, which can indeed be influenced by market 
failures. But the underlying fragilities - financial, economic and often 
political- constitute a sine qua non condition for panic to. occur. . 

At the aggregate level, moreover, one cannot conf1gure a situa­
tion of excessive foreign indebtedness in the absence of a protracted 
deficit in current account which, in a situation of fixed nominal ex­
change rates, must portend overvaluation of the real rate. External 
disequilibria, and underlying appreciation of the real exchang~ rates 
were, not surprisingly, a common feature of the macroeconomic c?n­
ditions prevailing in most of the countries before. the curre~c! cnses 
exploded in the 1990s, as also in ~he pre~ious penods: <;:onfmmg our 
attention to the most current cnses, a s1zeable defiCit m current ~c­
count and overvalued currency obtained in Thailand and Korea Ill 
1995 and 1996, in Brazil in 1998, as·in Mexico in 1993 and 199~. Rus­
sia did not have a current account deficit in 1996 and 1997, despite the 
overvaluation of the ruble, but was then in deep recession and unem­
ployment of resources was very large. T~e fact that current ac_count 
imbalances were in all these cases emphatically declared as sustamable 
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by the local authorities, and sometimes by foreign observers as well, 
given the abundance of foreign financing flows and their origin in the 
private sector, only highlights the ambiguity of the origins and mean­
ing of current account deficits in open economies, and the almost un­
limited willingness of governments under pressure to use all available 
grey areas for plausible justification to put off macroeconomic ad­
justments considered politically and economically costly. The as­
sumption that foreign capital would continue to flow in, because pri­
vate in origin or because of a specific type, is also quite obviously a 
logical non sequitur, contradicted moreover by past experience. Capi­
tal flows, irrespective of origin and nature, have time and again 
proved highly reyersible, depending on the conditions prevailing in 
the areas of destination and the perceptions of investors concerning 
changes in them. 

N o.t insignificant, as one would expect in open economies, is 
also the mfluence that external environments have in the creation of 
the financial or economic fragilities that breed crises: world interest 
rate changes, swings in the economic cycle in the rest of the world (or 
in the main trading partners) and sectoral shocks can be important co­
determinants of currency and financial turbulence. The effects of 
changes in US interest on private capital flows to Mexico were a sig­
nificant factor in the crisis of 1994 (Calvo and Mendoza 1996). Inter­
est changes in Germany, a consequence of its growing budget deficit 
following on the absorption of the former Eastern Linder by the 
Federal Republic, were a cause of the pressure on EMS currencies out­
side the D-mark area prior to the 1992 crisis. Developing Asia in the 
late 1990s was suffering from the effects of the prolonged slowdown 
dragging on Japan since 1992 and the appreciation of the yen vis·a·vis 
the dollar during much of the period. Russia in 1997-98 had been 
negatively affected by the decline in the prices of energy, its main ex­
port product. But, in all these cases, with perhaps the partial excep­
tion of the EMS crisis, a better evaluation of risk factors and a more 
prudent management of external debt would have considerably re­
duced the fracture created in domestic economic and financial systems 
by changes in foreign interest rates or in export demand. 

Crisis modelling has also gone ahead in leaps and bounds, in 
some relationship with the number and changing typology of the cri­
ses actually occurring. \Vf e have now at least two generations of mod­
els, if not three. This notwithstanding, there still appear·to be expla-
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nations in search of crises and crises in search of explanations. P-: good 
_ and amusing - survey of the models advanced by the econom1c pro­
fession can be found in Rodrik (1998). The first generation empha­
sized macrofundamentals. The second, which emerged in t_h': 199~s 
around the EMS crisis, highlighted the possibility of self-fulftllmg cn­
ses due to various types of market failures. The last, and m~st recent, 
generation has in turn underlined the import~nc~ of specwl. factors 
such as "implicit guarantees" and crony capttahsm, reflectmg the 
Asian experience. . . . 

yet, despite the variety of prenuses :U:d, m some cases, thetr 
scant likelihood, even the most recent :rlS!s models do ~ot over­
shadow the role of economic and financtal fundame~tals, 1~ on!~ as 
determinants of the fragilities underlying the context m whtch cnses 
seem to develop even when driven by other factors such as ":'ymme­
tries in information and the attendant risks of adverse selec~wn and 
moral hazard, or public guarantees to private investors, which may 
result from cronyism or shortsightedness on the part of t~e authon­
ties. Apart from episodes of contagion, such as t~~se affectu;g Arge~­
tina in 1995, as a consequence of the Mexic~ c_n_sts, Mal~ysta. and, m 
part Indonesia subsequent to the 1997 That crlS!s, detenoratmg fun­
dam~ntals have been close to the epicenter ?~ curren:y :art~quakes. 
Next to them, we find the credibility of po~c1es and mst~nmons as a 
common factor. In fact these should be constdered as an mtegral part 
of the fundamentals. When coherence of policies is lo:"? institutwns 
fragile, governments lacking in legitimacy or too condmone_d .~Y the 
political cycle, the markets will begin to mistrust the credtbthty of 
commitments entered upon, promises extended and goals announced 
all the more easily and swiftly. . . 

The new government that deva~u~~ the. peso m Mextco at the 
d f 1994 had limited political credtbtlity, gtven the antecedents to 

eno h" dd its election. Political fragility can be seen as avmg compou': e ~co-
nomic and financial fragility in all the major episodes of cnse_s Sl~ce 
occurring. In 1997 it was there in Thailand, where monetary _msu~­
tions were also perceived as weak, in Korea, because of a prest~t;nt~al 
election that threatened to change long-established intern~ eq?th?na, 
and in Indonesia, dominated by cronyism, and where J~stnutw~s 
were very weak and often corrupt. In 1998 it was clear m Russta, 
where the government had no majority in Parl!ament,_ and w~s unable 
to get any serious fiscal measure approved by n, and m Braztl where, 
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after a preside~n!al el<;ction won by the incumbent, the ability of the 
re-elected admmtstratwn to deal wnh the federal Parliament and state 
govern?'ents ~ppeared to be weakened rather than strengthened. 20 

. Fma!ly, _,f we turn to the most recent episodes, again beginning 
Wtth Mextco m 1994, and following with Thailand Brazil and then 
~us_sia, we fi':'"d another strong common factor in the evident appre­
c.tat_wn of th~~~ ;eal exchange rates, the result of pegging or excessively 
hmned fleX!b!lny allowed to nominal rates. Overvaluation was 
moreover, unde~estimat':d by the '_lational authorities, too benign]; 
tolerated by the mt:rnatwn~l. agenctes and generally disregarded until 
the defens~ of normnal panties began to put unsustainable demands 
on the nauonal rese':es, and to be noted by the markets with alarm. 

T~ese. ~re styhzed facts but - one hopes - still facts. They 
emerge mdtvtdually from the numerous reviews of recent crises pro­
~uced so far _(se~, for exarnp~e, Obstfeld 1995 and IMF 1999). Collec­
tively, they md1cate the cnucal role played by economic fundamen­
tals, as unders.tood here, fin~cial fr~gility and political instability in 
most of the cnses we have Witnessed m the 1990s, including some that 
cam_e as big surpr!ses. In addit!on, they indicate the existence and op­
e:a~t?n of str?ng 1_nterconnectwns between nominal exchange rate ri­
g1d1~1~s, detenoratmg econon_llc fundamentals and increasing financial 
frag!l~ty due l~gely to excesstve ~xternal borrowing by banks and en­
terpnses (and m the case of Mex1co and Russia, and in part Brazil, by 
governments as well). 

Less rigid exchange rate regimes would have favored an earlier 
and more gradual adjustment of external disequilibria, isolating them 
bett~r from the ;eal shocks to which they were subjected (such as the 
fall m Japanese 1mport demand, the crisis in the semiconductors sec­
tor, the fall in crude oil prices and the increased competition in export 
markets), and would probably have avoided the need to resort in 
some c~ses ~o st~dden _d~valuations, that were perceived by markets as 
dramatiC shtfts m polictes and whose effects were swiftly transmitted 
•?road. N~minal ex~hange rate rigidity, far from normally forcing 
VIrtuous adJustments m the behavior of workers, producers and inves-

. ~ The IMS. crisis of Se~tember 1992 also took place in a context of growing 
pohttcal uncertamty conc~rnmg the future of the newly·signed Treaty of Maastricht. 
It occurred after the negattve result of the Danish referendum over ratification of this 
Treaty and just before a similar referendum in France that appeared likely to go the same way. 
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tors in national economies, or improving the coherence of govern­
ment behavior and policies, have very often coexisted with, and in 
many cases generated, a propensity to finance externally the disequi­
libria emerging at home, and to postpone implementation of those 
changes in policies necessary to correct them. 

Where sought, improvements in factor productivity, and 
through them reductions in previous losses in external competitive­
ness, do not appear to have been very significant. Real appreciations 
continued in practically all of the countries where crises erupted. In­
stead of improving, coherence in economic policies also worsened. 
Rigid exchange rates and capital mobility reduce monetary effective­
ness while introducing the classical dilemma of the authorities' loss of 
control over interest rates and money demand. This dilemma and its 
effects in turn reduce the credibility of the fixed exchange rate com­
mitment,. at least if capital flows are not effectively managed. This 
pattern of effects emerged as important in the ERM crisis and was also 
reflected in the monetary flip-flops of Korea and Indonesia during the 
Asian crisis. Fixed exchange rates can also render domestic financial 
system (and enterprise systems as well) more fragile, given the in­
ducement they offer to increased foreign exposure. This they appear 
to have done in Mexico and throughout Asia, thus increasing the vul­
nerability of national financial systems to changes in sentiments in 
capital markets. In the cases of Russia and Brazil rigid exchange rate 
regimes helped governments (central and in some cases local) finance 
part of their budget deficits abroad, as had fixed exchange rates previ­
ously in Mexico. 

The links between financial systems and exchange rate regimes 
are quite complex, but exchange rate regimes affect the ways in which 
national financial markets work in some fundamental ways. When in­
creasing financial fragility ensues from these interconnections, it goes 
to constrain macro-policies as well, and thus to aggravate the risks of 
currency crises. One feeds upon the other. Some of these relationships 
should have been known from theory and historical experience. Yet, 
even the clearest and most obvious lessons of past experience tend to 
be disregarded in the course of time. Each generation seems to learn 
only from the mistakes it makes and strictly from its own experience. 
That of the previous generations is generally discounted, and some­
times even ignored, despite the meritorious efforts of economic and 
financial historians to prevent such outcomes. The latest series of cri-
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sets, whose 'forced' liquidation becomes even more necessary. when 
governments abandon pegs, th~ m~rk~t. pri~es of the. domestic cur­
rency rise and the value of fore1gn habJ!ltles mcreases m terrr:s of d?­
mestic currency. The depreciation ?f the exchang~ rate contnbutes. m 
such a way as to push down the pnces .of ~ome~tic assets, aggravatmg 
the distress already felt by the domestic fmanCJa! system. Under ~he 
stress of sudden changes in national currency values, h?me e.nterpnses 
exposed abroad transmit it to their banks and to the fmanc1al ~ystem 
at large. In certain instances this interaction can have dev~statmg ef­
fects, greatly aggravating the domestic costs of currency cnses, as was 
the case in Korea and Indonesia in the latter half of 1997 and part of 
1998. It is not only the banks that suffer from it, giv:en t?ei~ ~educed 
capacity to extend credit to clients ?ecause. of decreasmg hqmd1ty, but 
enterprises - including those not d1rectly mdebted abroad - s~~eez~d 
between loss of access to credit, assets whose values are dechrung m 
terms of domestic currency and declining profits due to falling real 
domestic demand. 

Apart from weakening home financial systems when exch"?ge 
rates begin to depreciate, the foreign debt of banks and enterpnses 
contributes to scaring away foreign investors who, before or after the 
domestic ones, inevitably attempt to take out of the country all or 
part of their funds, thus aggravating the currency problems already at 

hand. · · b 
The most negative effects of these complex interactions can e 

pre-empted or mitigated by pmdent behavio~ on the part of the 
authorities, such as accumulatwn of ample fore1gn exchange reserv.es, 
contraction of precautionary credits in foreign exchange, conservative 
management of domestic and foreign debt, prompt and adequate ~ol­
icy responses to emerging disequilibria in external payments, ap~l~ca­
tion of sound mles to domestic financial systems, careful supervisiOn 
of domestic operators and adequate risk .m"?agement. by banks and 
other financial intermediaries. The momtonng and, m some cases, 
management of capital flows, especially short term ones, can also 
help as it did in Chile in the 1990s. 

'In some instances aggravating factors may be. at work, s.uch as 
hidden relationships between political and economic powers, I.e .. be­
tween government structures, political elites, banks and enterpnses. 
The phenomenon of 'cronyism' or 'crony capitalism', symboli-;ed by 
the political-economic relationships that became entrenched m the 
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Philippines under Marcos, has proved (or at least appeared) to be at 
work also in other Asian countries - from Korea to Indonesia - and 
to amplify the negativ~ effects of the implicit and explicit guara~tees 
extended by the author~ ties to foreign investors on exchange rate risks 
and the solvency of natwnal banks and enterprises. 

. Natu~ally, incenti:'es to excessive risk taking on the part of do­
mest~c subJects borrowmg abroad, and foreign subjects lending do­
mestically, need to be reduced in order to lower financial fragility 
Here better mles and regimes can help. Of the rules, those pertainin~ 
to tran~parency of standards, correctness of behavior, disclosure of in­
f?rmati?n, redress of torts and regulation of bankruptcy take on par­
tJc~lar importance for th~ go.o? functioning of financial systems, 
wh1~h are mo:e prone to meff1c1ency and failure when they do not 
obtam .. Incentives to m?re proper and complete evaluation of invest­
men~ ~~~ks come from .improved information flows, reduced costs of 
acq~ISltwn and use of mformation, and better disclosure mles. These 
are important to reduce asymmetries in information and the conse­
quent analogic decisions by investors. But incentives to the same ef­
fec~ also come _from re.gimes, and from systemic mles applicable at the 
natwnal and mternatwnal levels. Critical among them are the ex­
change rate mles. 

As already observ~d, fixed exchange rates or, more generally, 
exchange rate systems wnh very limited flexibility, have been a con­
stan~ fea~re and a common factor in all the major currency crises oc­
curnng m the 1990s. The value of this lesson should not be lost 
Greater attention to exchange rate choices made at the country level. 
an~ a significant tilting of the current balance among exchange rat~ 
reg1me~ towards t~e ?'ore pexible ones, especially in those emerging 
~ount~Je~ ~here th1s ~s feas1ble and justifiable, are now becoming ma­
JOr pnorlt!es. So far, m the debate over the strengthening of the inter­
natiOnal monetary and financial system, there has been a tendency to 
concentrate on othe~ aspects of. the instability puzzle, leaving aside 
the excha~g~ rate reg1me~ ?n ~h1ch the whole system rests. Similarly, 
at the offJcJa! level, . r~VISltati.on of exchange rate regimes is being 
largely neglected. Th1s 1s a senous, possibly fatal, shortcoming of the 
current reform effort, which must be remedied. The need to tackle 
~he exchange rate system in the reform effort is recognized by a grow­
mg number of observers (Bergsten 1998, Tobin 1998, Sachs 1998). 
Yet, this still remains a minority position. 
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4. Exchange rates and free capital movements on a world scale: 
what is compatible? 

The conclusion that a greater flexibility in exchange rate regimes 
within the IMS is opportune in the current circumstances meets vari­
ous objections. One most frequently advanced, especially in recent 
years, has to do with the feasibility of a movement in this direction 
given the instability flexible exchange rates would show with free 
capital movements and cross-border capital flows of ever growing 
size. The question the objection raises is whether - without any re­
duction in the variability of these flows - greater flexibility in ex­
change rate regimes would not also mean greater variability of market 
exchange rates. 

One answer to this is to underline the point that, in any case, a 
flexible exchange rate regime should be more compatible with a situa­
tion of free capital flows than a fixed one, in both its greater capacity 
to absorb shocks and the lower loss of monetary effectiveness that it 
entails. In addition, flexible exchange rates should reduce the demand 
to manage international capital flows, which might be hard to satisfy 
at acceptable economic costs either locally or globally. 

The answer most often received at this point is a radically ag­
nostic one: that even in efficient markets no exchange rate regime -
fixed or flexible - can function adequately in the presence of massive 
capital movements, and that in reality both types of regime are pris­
oners to this dilemma. Thus, no system of exchange rates, whether 
more or less flexible than the current one, would be able to absorb 
the shocks coming from international capital movements and alleviate 
the negative consequences deriving from them on the international 
monetary and financial system. The logical conclusion to this posi­
tion is that it would be desirable, and probably even necessary, to re­
duce the flows of international capital through regulation or taxation. 

Naturally, if reduction of capital flows on a worldwide basis 
proved impossible or highly undesirable, as is now argued even by 
those once sympathetic towards controls (Dornbusch 1998), the only 
alternative left would be to try to limit the fluctuations in the key 
currencies' market exchange rates through the joint action of the in­
terested countries, which would have to shoulder the cost of the ensu­
ing reduction of monetary independence the choice entailed. The at-
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and relative to the current ones, an m par I 

ence with hybrid systemsd~,f exchange rat:~· the causes of the failure of 
There is very little Jsagreement 0

': h e rates In order 
h . · l Bretton Woods system of f1xed exc ang · h d 

t e ongma b country governments s owe a 
to ensure full employment, mem ~r t disregard external disequi­
strong and fairly g~neral rop~n~ty ~ility rendered the fixed ex­
libria. Even a modicum o akca~lt m~ r (the dollar) and (one way) 
change rate unstable. A we emnr anc ot and external equilibria un­
speculation did the rest. Full ~mp JY~:'ents in the parities (or help 
der fixed exchange rate reqhmreda JUSt ccur in a timely way or are 
f h t "de) \'V"hen t ese o no o d b rom t e ou Sl . . . d" Tbria the system ten s to e-
not enough to redress exJstmg .Jseq~J.l ' 
come unstable (apart from beingmeffJcJent). 

. 1 d historical aspects of the exchange rate 
22 A rece~lt review_ ot the b·~·eor~tiCff ::d by Dornbusch (1986). 

question relauve to capita mo I tty ts o e 
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As to the overall performance of the Bretton Woods system in 
the post-1973 period, however, opinions still differ. Instability of 
market exchange rates in the short run and exchange rate misalign­
ments among the major currencies in the medium nm have often 
been cited as major shortcomings. Yet, it would not appear that short­
run variations in market exchange rates, although naturally much 
greater than in the period of fixed exchange rates that lasted until 
1971, have been much greater than the variations in the underlying 
variables, such as interest rates and inflation. As to cyclical misalign­
ments, they have occurred and were significant and persistent in cer­
tain periods. They were nonetheless reduced in extent, at times 
through concerted action of the authorities of the key countries, 
without bringing on major crises, and apparently without major 
losses in terms of trade flows despite the positive relationship between 
exchange rate misalignments and trade protectionism that seems to 
exist at least in the ·industrial countries (Grilli 1988). There were 
probably costs, but world trade growth was not critically inhibited. 

Different, and potentially much more important, conclusions 
are reached by those examining the most recent period of Bretton 
Woods history in the light of the expectations that floating exchange 
rates had raised, in particular for their insulating effects on macro­
policies. According to Askari (1999), who thoroughly re-evaluated the 
Bretton experience in this light, the main problem encountered was 
that floating exchange rates, where applied (i.e. among major indus­
trial country currencies), did not ensure independence of monetary 
policies, the reasons for this lying in real wage rigidities, lack of policy 
credibility and speculation. Hence, logically enough, the need for 
some management of the most important exchange rates. Yet, only 
relative effectiveness can be expected for monetary policy in any con­
text where floating of the exchange rate is far from unimpeded and 
capital mobility still less than perfect. And these have been the norms 
since 1973. The extent and effects of speculation are harder to evalu­
ate,. and remain more uncertain in this period as well. But to pin the 
whole argument of the relative ineffectiveness of monetary policy on 
speculation would seem unwarranted. 

Even wishing to compare available exchange rate alternatives in 
less stark terms, for example between greater or smaller exchange rate 
flexibility, with target zones as the lower limit, it is impossible to ab­
stract from at least two considerations. The first has to do with the 
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fu · · f any set of objective conditions necessary for the proper nctionmg o k h' h . 
limits to the exchange rates formed in curren~y mar ets w ~~ ' m es-

d'ff t from those necessary m systems of flxed, but sence, are not 1 eren d ' 1971 
adjustable, exchange rate such as the Bretton Wo~ .S w~s ? to . 

In the first place, there must ?e the will a."d ab!lit! o t. ~ govern: 
ments of participating countnes to coordmate .the:r pohc,es, e~p~ 

. 11 fiscal to ensure that the main macro obJectives are rea~ e . 
~~::udl ~onetary policies should also be coordin~ted to ~~ep .'mer­
est rate!~cross countries within ranges consistent ~lth sta~lhtylm dt~e 
f . hange markets There might be econonuc costs mvo ve m ore1gn exc · d · 1 b n n­
this coordination requirement. There woul . certam y e . o 
marginal political costs to it. Finally, speculation flo~~~ remam a 

roblem resumably much greater than under more eXl e rates. 
p . Th~ ~econd consideration to be made concern~ the need fokr pro-

. h h 1. · t the fluctuations of mar et ex-cesses through wh1c t e tnuts put 0 f h · d · b'l't and 
b al d · trms o t e1r es1ra 11y change rates can e ev uate m e h' h h 

. b'l't There must also be a system available by w !C t. e sustama 1 1 Y· 1 b h ed m 
necessary political consensus among the key p ayers can ~ s ap d . 
order to arrive at the important decisions th~t have to e ma e m 
time especially when changes in the fluctuat~on bands prove neces-

' Finally there must be credible and effective means to keep ~ar-
skary. . ' 1 h n fundamentals so J'ustify it. These are exactmg et rates m p ace w e d d' 

d. . h and maintain. To make them less eman mg, con mons to reac . · d'l h 
. II d poll'tically the normal temptation IS to 1 ute t e econom1ca Y an ' · b d f · 

need for them with enlargement of the fluctuatwn an s o~ ~o tenmg 
of mar ins, or frequent adaptation of the'? t? :narket condl~!O~s. ~ut 
h t~e target zones would not differ slgntflcantly from m?lcatlve 

t enk d would become virtually identical to a floatmg sys­mar et zones, an . . · b f' ld be 
tern. At best, even their short-run stabthzatwn ene lts wou 
drastically reduced. 

5. Some conclusions 

E change rate regimes are important for the efficiency and stability of 
bx h . al cononu'es and the international monetary system. 

ot natwn e . b'l' 1 k h f 
The also have a lot to do with the fin~nClal ~ta 1 ~ty or ac t ereo 
in i:dividual economies and in internatiOnal fmanClal markets. There 
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are important, if complex, interactions between exchange rate regimes 
and financial market outcomes. 

Reform of the IMS after the protracted episodes of instability 
witnessed in the 1990s has become more urgent, and is also increas­
ingly being perceived as necessary. To be effective, such a reform 
should address the issue of exchange rate choices by members. Theory 
and experience offer little support for a return to a common exchange 
rate system for all countries. A differentiated regime is both more jus­
tifiable, given the substantial differences that exist among economies, 
and politically more feasible than a uniform one. 

Yet, a case can be made for the need to move the current 'free 
choice' norm, where exchange rates of IMF members are concerned, 
to a more structured one, in which decisions concerning exchange 
rate regimes would reflect more objective criteria than in the recent 
past and be more thoroughly evaluated and scrutinized for their ef­
fects. The external effects of decisions concerning exchange rates, 
looming ever larger as the international economy becomes more fi­
nancially integrated, should specifically be taken into account both at 
the outset and in the subsequent stages. If not specifically sanctioned 
by the membership at large, exchange rate decisions must at least be 
collectively evaluated by the IMF a clear and systematic fashion (i.e. 
against pre-specified criteria and policy norms). 

A desirable direction for reform in this area is, we believe, a 
push towards greater exchange rate flexibility among the developing 
countries, while reduction of flexibility for the exchange rates of the 
major industrial countries' currencies should be avoided. In order to 
shift the fulcrum of the current IMS towards greater flexibility in ex­
change rates attention must be focused on a few large, relatively diver­
sified emerging economies, in need of foreign capital and capable of 
absorbing it, where financial systems are strengthening (or can be im­
proved in the relatively short term) and the internal capacity to with­
stand real external shocks needs to be enhanced. Such countries are 
India, China, Pakistan, Poland, Egypt, Algeria, Morocco, and eventu­
ally others such as Nigeria. It would also be essential to keep South 
Africa, Mexico, Russia and Brazil on flexible exchange rates. 

This would be an evolutionary movement, and could be imple­
mented through collective advice, persuasion and more structured 
IMF surveillance. 
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The smaller, more open, less diversified and financially weaker 
developing countries that are in any case prevented by need and size 
from opposing capital flows should be oriented towards fixed ex­
change rates, but with their anchors guaranteed, or at least made more 
credible, by appropriate institutional arrangements, such as currency 
boards and the right sort of connections with single countries or 
monetary areas. Otherwise, free floating and capital flow management 
become for them a reasonable (if probably more costly) alternative. It 
is fixed exchange rates, open to discretionary adjustment by national 
authorities, that are least desirable for them in present circumstances. 
Without sufficiently certain - bilateral or multilateral - support to 
add strength and credibility to the commitments undertaken, the na­
tional authorities would be obliged to accumulate disproportionately 
large reserves, as did Hong Kong and Taiwan in the 1980s and 1990s, 
or shoulder the burden of higher domestic interest rates, incompatible 
with capital openness and hardly conducive to growth. 

The present system of international monetary and financial rela­
tions calls for further significant changes. To make it more stable and 
efficient, cross-border investment decisions must take place on the ba­
sis of more direct knowledge and more independent evaluation of 
risks. There is a need to enhance information flows to the financial 
markets. They must be larger and of better quality than they have 
been so far. They must also come to investors at lower costs, and be 
adequate in variety and reliability. Hence the need for improvements 
in the availability of information, for the introduction of common or 
largely comparable standards, for transparency of information regard­
ing both public and private sector outcomes, for the right institu­
. tiona! organizations to perform surveillance on financial sectors, and 
for better regimes providing the right incentives to market agents and 
government authorities. Among these, flexible exchange rate systems 
are of critical importance for the inducement they provide to bor­
rowers and lenders to consider risks more fully in their decisions, and 
to governments not to over-guarantee financial transactions involving 
the foreign sector. 

These two sets of changes are, therefore, highly complementary. 
They reinforce each other in critical ways. One without the ot~er 
runs the serious risk of being insufficient to the purpose of making 
the international monetary and financial system more stable and 
more reliable. By reducing information asymmetries and transaction 
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costs i~ acquiring a~d ~anaging .information while improving risk 
evaluatwn, the functw':'mg of national and international systems can 
be e.nhan~e?, an~ t~e nsk of market failures - and thus the potential 
for mstabihty - lmu~ed. Reduction of inducements to overborrowing 
abr?ad and overle:"dmg from abroad goes in the same direction as re­
ducmg n_>~r.ket failures, limiting the emergence of serious financial 
~lnera.b~lmes and thus t?e creation of conditions in which specula­
:Ive activity can occur. or !':crease. Exchange rate changes, in turn, can 
Improve the .speed, rehabihty and effectiveness of external adjustment, 
thus preventmg the emergence of macroeconomic vulnerability. 

There are other av~nues that could be helpful in organizing a 
global exchange rate regime where the stability achieved could be 
even greater th~ in the variant of the current hybrid system advo­
cated ~ere. One ~s monetary areas, in both developed and developing 
countnes, ~o which the small open economies in either camp could 
anchor their exc~ange rates. A limited number of them would pre­
sun_>ably be established, and as long as flexibility of exchange rates was 
mamtamed among .them, adjustments in their reciprocal balances 
could take place wuh sufficient efficiency and gradualism. Capital 
could flow freely within each of them and betvieen them without 
creati:"g much risk of instability given their sizes and their 'enhanced 
capacity to absorb capital flows, and if necessary to manage them. 
~ow,ever; mo~eta~ ar~a~ are not 'here', and the need to get from 
. here t.o there wah mmimum losses cannot be disregarded. Indeed, 
1t remruns today's great challenge. 
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