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Abstract
This paper will provide a diagnosis of the financial crisis in Asia focusing on the empirical record in the period leading up to the crisis, and building on the existing theories.  The main goal is to emphasize the role of the currencies of the United States, Japan and Germany and volatility of the exchange rates of these currencies as an essential element in determining the cause of the Asian crisis.  This paper also addresses and attempts to answer the question, "Can a developing country achieve economic growth and development if it links its currency to a stable anchor, such as the U.S. dollar".  The last part of the paper will be devoted to examining the role of currency boards as a possible alternative to the systems utilized by the Asian regimes.
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Introduction

The East Asian financial crisis has created renewed interest in the causes and consequences of an event that hit some of the most rapidly growing economies in the world, and has prompted one of the largest financial bailouts in history.  It rivals the 1982 debt crisis as to its impact on the international financial system. Much of the recent emphasis in research has been directed toward finding the cause within Asia, such as corrupt and mismanaged banking systems, lack of transparency in corporate governance, and the short-coming of state-managed capitalism.  Radelet and Sachs (1998) took this perspective in addition to arguing that the actions of the IMF exacerbated the crisis.  Earlier work by Salant and Henderson (1979), Krugman (1979), and Flood and Garber (1984) pointed out how persistent government deficits may lead to capital flight and currency crisis.  These were referred to as the first-generation models.  Burnside, Eichrnbaum, and Rebelo (1998) argued that the crisis was caused by large prospective deficits associated with implicit bailout guarantees to failing banking systems.   
The crisis in Chile and Argentina in the 1980’s and the  ERM in 1992 led to the development of second-generation models, which emphasized the existence of multiple equilibria in the foreign markets and the possibility of having crises as self-fulfilling outcomes.

The Asian crisis hit countries with some of the fastest growing economies in the world.  Much of this economic activity supported by massive amounts of capital inflows was productive, and the loss of economic activity resulting from the sudden and enormous reversal of capital flows was enormous.  By early 1997, markets expected a slowdown in Thailand, but not in the rest of Asia.  There was no indication even as late as the end of the third quarter of 1997 that a financial meltdown was a possibility.  The Asian crisis that followed resulted in severe depreciation of Asian currencies and problems with macroeconomic management.  This could be described as a panic on the part of the international financial markets, policy mistakes by the Asian governments at the beginning of the crisis, and poorly designed international rescue programs that slowed the economic recovery of the Asian countries.

The purpose of this paper is to provide a diagnosis of the financial crisis in Asia focusing on the empirical record in the  period leading up to the crisis, and building on the existing theories.  The main goal is to emphasize the role of the big three, namely, the United States, Japan and Germany and the volatility of their exchange rates as an essential element in determining the cause of the Asian crisis.  I firmly agree with the statement of Mr. Joseph Yam, the Chief Executive of the Hong Kong Monetary Authority, who said that, “It is the greater volatility of G-3 currencies that ultimately contributed to, if not caused, the volatility in smaller Asian currencies”.  Mr. Joseph Yam expressed this view in a statement presented on September 21, 1997.

This paper also addresses the question "Can a developing country achieve economic growth and development if it links its currency to a stable anchor, such as the U.S. dollar?  This question will be answered in the Case for Currency Boards section in the last part of the paper. 

Olson and He (1999)  with their model of balance of payment crisis examined the volatility of the exchange rates of the United States, Japan and Germany (now the euro) as an essential element in determining the cause of the Asian crisis.  There is much evidence to support this theory when applied to the Asian crisis.

Table 1 shows that in the years leading up to 1997, the currencies with the greatest adjustments and volatility were the G-3 currencies, rather than the Asian currencies.  As of September 1997, the yen had depreciated by 50 percent against the US dollar from its peak in 1995, and the deutschemark had fallen by over 30 percent.  The Asian currencies had remained relatively stable against the US dollar.  The Hong Kong dollar has been the most stable of Asian currencies, moving less than 1 % against the US dollar.  Charts 1A, 1B, and Fig. 1A show the movements of the yen, deutschemark, Hong Kong dollar, and other Asian currencies against the US dollar.

Table 1

Currency Movements Against the Dollar




1994-95

1995-96

1996-August 1997




Max Min

Max Min

Max Min    8/29/97

________________________________________________________________________

Japanese yen

113.2  80.6

116.2  80.6

127.1  103.4      120.9

Deutschemark

1.77
1.35

1.56
1.35

1.88
1.44
   1.81

Korean won

814
765

845
756

902
774
    900

HK dollar

7.77
7.72

7.77
7.72

7.36
7.72
    7.75

Singapore dollar
1.61
1.39

1.46
1.39

1.53
1.40
    1.51

Indonesian rupiah
2294
2098

2364
2195

3005
2280
    2930

Malaysian ringgit
2.79
2.44

2.56
2.44

2.93
2.47
    2.93

Philippine peso
27.8
23.6

26.3
24.4

30.5
26.1
    30.1

Thai baht

25.6
24.5

25.7
24.5

34.1
23.2
    34.1

________________________________________________________________________

Source:  Datastream, Reuters
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The currency turbulence in Asia has prompted the criticism of the wisdom of fixed exchange rate systems.  There is a common perception that the adoption of more flexible exchange rates regimes by a number of Asian economies implied a failure of fixed exchange rate systems.  This is in my view a mistaken perception.  There is probably no one perfect exchange rate regime.  One of the dilemmas of any exchange rate regime is how the exchange rate can reflect the underlying economic conditions, which are constantly changing, so that external balance can be achieved.  A fixed exchange rate regime can function well if there is strict financial and fiscal discipline, and flexibility of domestic goods and services markets to adjust for any structural changes in the economy.  On the other hand, a flexible exchange rate regime can also work, provided that the policy package is correct and there is a well functioning foreign exchange and financial market.  But it would be a mistake to think devaluation can substitute for fundamental policy adjustments to correct a structural external imbalance.  Competitive devaluations are usually policies that are self-defeating.  Indeed, the adoption of more flexible exchange rates systems by some Asian economies has not meant they can avoid the adjustments that are currently being undertaken.  An example of a fixed rate system that is successful is the Hong Kong currency system.  With a fixed exchange rate under a very strong and disciplined regime in the form of a currency board system, Hong Kong has been able to focus on productivity while maintaining strict financial and fiscal discipline, and enforcing prudent banking supervision.  This has allowed Hong Kong to manage and minimize the downside risks  of overheating in the economy.

A second purpose of this paper is to examine the role of currency boards as a possible alternative to the systems utilized by the Asian regimes.  The strength and weaknesses of currency boards will be examined later in the section, Currency Boards as an Alternative, with special emphasis on the Hong Kong currency board.

Domestic Credit Creation and Currency Crisis
A currency crisis usually refers to a situation in which an economy under a fixed exchange regime (pegged) is under pressure to give up either the prevailing exchange rate or the regime.  For the former, the economy in crisis in most cases is required to devalue its currency by a substantial amount, and the exchange rate then moves to a new, but a least temporarily fixed, level.  For the later, the alternative regime is a flexible rate one.

Mexico, Argentina, Brazil, and Peru all experienced various degrees of currency crises during the late 1970’s and mid 80’s.  These countries chose to peg their currencies against foreign ones.  At some points they observed capital flight and speculative attacks on their currencies, which resulted in enormous pressure on the central banks to devalue their currencies.

Continuous government fiscal deficits had been attributed as a major factor of these currency crises.  These deficits were financed mainly by printing money (through an increase in the domestic credit held by the central banks).  As Salant and Henderson (1978), Krugman (1979), and Flood and Garber (1984) pointed out, there, is an inconsistency between deficit financing policy and the policy of a fixed exchange rate.  In the Mundell-Fleming models (1969) the money supply that equilibrates the money market is exogenous1.  An increase in the central banks domestic credit will be matched by a drop in foreign reserve.  Because the amount of foreign reserve held by the central bank is finite, the government cannot maintain a fixed exchange rate regime indefinitely.  Krugman (1979) argued that a crisis occurs when the central bank's foreign reserve reaches a minimum level.  At this point, the government will have to devalue its currency or give up its fixed exchange rate policy.  Obviously, because the amount of foreign reserve held by the central bank is limited, the above mentioned situation cannot continue indefinitely.  Such a reversal of exchange rate policy is a crisis for the economy because the government is forced to abandon its originally set exchange rate policy, after losing a considerable amount of foreign reserve.

Krugman (1979) points out that the fixed exchange rate regime can no longer survive when the amount of foreign reserve held by the central bank reaches a minimum level.  The inconsistency mentioned above is revealed by Flood and Garber (1984) when they argue that if people know in advance of the devaluation, speculation will occur and could force the devaluation to happen earlier than anticipated. This assumes that the public is unaware of the determination of the government in defending the pegged exchange rate, and people do not know the minimum amount of foreign reserve below which the government will give up the exchange regime. It is then possible that some investors may start moving the money out of the country sooner than originally planned.  These may be the people who are most pessimistic about the economy or the resolve of the government.  This leads to loss of foreign reserve of the government and makes devaluation more likely.  More people may then take similar action and another speculative attack occurs. Finally, the capital flight and speculation become so overwhelming that the government cannot continue to defend the exchange rate.

Speculative Expectations, Multiple Equilibria, and Self-fulfilling Crises
In second models Obstfeld (1994-1995) a government chooses whether or not to defend a pegged exchange rate by making a tradeoff between short-run macroeconomic flexibility and longer-term credibility.  The logic of the crisis then arises from the fact that defending a parity may be more expensive (i.e., requires higher interest rates) if the market believes that defense of the exchange rate will ultimately fail.  As a result, a speculative attack on a currency can develop either as a result of a predicted future deterioration in fundamentals, or purely through a self-fulfilling prophecy.  Krugman (1996) extended the self-fulfilling prophecy theory to the Asian crisis.  Eichengreen, Rose and Wyplosz (1995-1996) examined a large number of attack episodes, including ones in which the exchange rate’s defense succeeded, along with realignments.  Their findings that speculative attack episodes differ widely among themselves in displaying significant pre-crisis changes in such variables as competitiveness, fiscal deficits, and unemployment suggests it may be hard to explain crises without postulating that at least some involve self-fulfilling elements.  The finding of Rose and Svensson (1994) that ERM credibility did not deteriorate markedly until August 1992 also suggests that most of the system’s exchange rates were not viewed as unsustainable by markets until the 1992 crisis actually erupted.  Jeanne (1995) developed a structural estimation strategy whose results indicate a strong self-fulfilling aspect of France's 1992-93 exchange-market problems.

Devaluation and Monetary Standards

The adoption of the “export growth” model by Japan and other Asian countries, along with a weaker currency to start with, enabled these countries to achieve a high degree of economic growth.  Along with this economic growth they accumulated formidable reserves, had high savings rates and low unemployment, and saw their currencies appreciate as demand for assets denominated in those currencies grew. The export driven growth model appeared to be a credible universal strategy. The lessons learned from the Asian countries success was that governments can first devalue their currencies and then export, both to expand their economies and to employ more of their own people.

The Asian currency crisis supports the belief that this model has proven to be a failure. Why did the model fail so suddenly in Asia?  Why did many economists and observers of the Western world misjudge the strength of these export driven economies?

The answer may be found when analyzing the economic criteria utilized in judging societies.  Societies have been judged on the basis of their economic growth and development. The criteria used to judge the economic growth and development included the rates of savings, employment, current accounts, or short-term growth as measured by GDP numbers.  The sudden collapse of the Asian countries has given rise to the possibility that the model was not as solid as many thought.  The fact that many countries tried to emulate this flawed model of development added to the problem.

This paper addresses the question “Can a developing country achieve economic growth and development if it links its currency to a stable anchor, such as the U.S. dollar?  Such places as Hong Kong, Argentina, and some of the Baltic countries found success by establishing currency boards and linking their currencies firmly to the U.S. dollar or the German mark.  These countries found that by linking to the U.S. Dollar or the German mark they established credibility quickly along with attracting significant world capital flows.

The strength of this link relates to the stability of the monetary policy of the target country (anchor country).  What happens if the central bank of the anchor country pursues a deflationary policy? In such cases, countries that have linked their currencies to the U.S. dollar or the German mark, whether through currency boards or otherwise, face a dilemma: Should they devalue relative to the dollar or the mark and risk losing credibility and capital flows, or should they allow themselves to suffer from the target country’s deflationary policy, hoping that eventually it will correct its current policy? Following the old model as a guide and prescription for economic growth has contributed to the current problems in Asia, and it may be time to reevaluate the use of the present model and its application to the present economic conditions in Asia.

There has been much literature written about the necessity of a solid monetary standard such as gold with the changes in the price of gold providing signals to guide monetary policy. Federal Reserve Chairman, Alan Greenspan (speech at Stanford University, September 9, 1997) stated, “Gold was such a monetary standard or rule, prior to World War I, but it was first compromised and eventually abandoned because it restrained the type of discretionary monetary and fiscal policies that modern democracies appear to value”.  The rest of the speech suggested that Greenspan would much prefer to go back officially to the gold standard. However, he understands that to do it formally, and bring the rest of the world into the system, one must first, reeducate the public to understand that those “discretionary monetary and fiscal polices that modern democracies appear to value” may work to deter economic growth and stability

 The sudden collapse of Asian stock markets can not be explained by the centrally directed policies those countries have been pursuing nor by the lack of open capital markets in Asia.  Everyone was aware of those conditions for a long time.  The timing of events had to do with the appreciation of the US dollar relative to the yen and to commodity price indices.  The dollar increased about 20 percent relative to gold.

Changes in relative prices give consumers, producers, and investors signals on how to reallocate their resources.  In the absence of a stable monetary standard or a common yardstick, the pricing can be extremely difficult.  To economize this problem every society throughout history, whether large or small, has agreed very quickly on a common yardstick or monetary standard.  Some examples have been salt, pepper, rocks, silver, and gold.  Some of these have been more successful than others.  What makes it more difficult is having two standards, whose values change relative to each other.  Which standard should be chosen when entering into a long-term contract?   Through a long process of trial and error, many agree that gold was the best monetary standard relative to which everything was priced.

When paper money enters the scene, it makes no difference whether people price relative to gold or to the paper currency as long as people believe that the standard will not be changed.  However, problems arise when two or more currencies fluctuate relative to one another.  It now becomes a problem as to which should be used as the standard.  The US dollar became the monetary standard for Asia (directly or indirectly) when their currencies were pegged to the US dollar and this put them under the influence and deflationary policy of the Federal Reserve.

The price of gold was the standard for the price system. Some governments abandoned this standard and replaced it with other monetary standards that promised to maintain the value of the currency, which in many cases proved to be less than successful.  In the Wall Street Journal (1998) George Shultz, William Simon, and Walter Wriston wrote, “The gold standard has been replaced by the information standard, an iron discipline that no government can evade.  Foreign exchanges are now set by tens of thousands of traders at computer terminals around the world.  Their judgments about monetary and economic policies are instantly translated in the cross rates of currencies.  No country can hide”.

With the “information standard”, how does pricing take place?  First, we will examine how the monetary system works when the currency is linked to the gold standard.  Bankers, central or private, do not have to guess growth or velocity estimates or forecast what will happen to millions of variables, in the domestic or international economy when they are shaping monetary policy.  When speculators want to exchange currency for gold, it is done, diminishing liquidity, bankers’ have an automatic stabilizer that clearly signals what is happening to liquidity in the economy.  How can gold reserves, whether held by private or central banks, be defended in case too many buyers show up for gold.  Central banks can do so by issuing bonds in local currency and draining the surplus liquidity from the banking system. For example, Mexico in 1994, after inundating its economy with unwanted pesos (secretly and for political reasons), chose to devalue its currency. In 1998 the Mexican stock market, the best indicator of wealth creation, was at roughly half its pre-1994 value in dollar terms, signaling expectations of continued poverty.  People are not interested in entering into long-term contracts in unreliable peso terms.

In contrast to Mexico, Brazil did the opposite in 1997, giving a clear signal to investors that it intends to maintain the link between its currency, the real, and the U.S. dollar.  One of the problems for Brazil and Asian countries has been the dollar did not stay stable in terms of commodity prices, but has appreciated in value.  This movement suggested a deflationary policy by the Federal Reserve. The dilemma that Asian and Latin American countries have been facing is to answer the following question: should they accommodate the domestic demands for liquidity and depreciate relative to the U. S. dollar, or should they stick firmly to the dollar and import the Federal Reserve’s deflationary policy?

Alan Greenspan, in the aforementioned speech, alluded to another problem.  He stated, “As long as individuals make contractual arrangements for future payments valued in dollars and other currencies, there must be a presumption on the part of those involved in the transaction about the future purchasing power of money.  There will always be some general sense of purchasing power of money both across time and across goods and services.  Hence, we must assume that embodied in all products is some unit of output, and hence of price, that is recognizable to producers and consumers and upon which they will base their decision”.  He discussed the ability of price indices and inflation-indexed bonds to provide the proper substitute, though he did not suggest or recommend a standard.  This silence is to be expected from the chairman of the Federal Reserve, because (as noted earlier) to advocate having gold as a formally recognized standard would change the rules of the political game around the world.

In a lecture titled, “An Economic Interpretation of Our Time”, at the Lowell Institute in Boston in 1941, Joseph Schumpeter explained most clearly why these rules would change: “Gold is not popular because it ruthlessly and tactlessly always tells the truth”.  Once currencies stay stable, the flows of capital depend entirely on relative fiscal policies and on the relative ability to attract and retain skilled people.  Politicians do not like such clear-cut signals that can reveal policy decisions that failed.

What monetary standard can be used to calculate prices and enter into long-term contracts?  Some will price relative to the dollar, others relative to gold, still others relative to the German mark (euro) or the Swiss franc.  But as the financial historian Charles Kindleberger stated,“The function of money becomes especially difficult when the relative values of two or more money’s alter.  How should distance be measured if the yard and the meter keep altering in relation to each other?”

 Under an official gold standard, a drop in liquidity would be automatically remedied by selling gold to the central bank.  When there is no such standard, the gold price  (and the prices of other metals and commodity prices) drops signaling unsatisfied demand for liquidity.  The question to be answered then is, what will be the response of the central banks.  Some of the central banks may decide to devalue relative to the U. S. dollar.  They may try to convince the rest of the world that this is a unique event not to be repeated in the future; others, fearing a loss of credibility, may stick to the U.S. dollar and import to their country the Federal Reserve’s monetary policy. Perhaps the recent devaluations and the Asian crisis will bring attention to the crucial role of monetary standards.

 Even if sound monetary standards are established, it should be clear that a stable currency is not enough to insure economic growth and development.  To achieve economic growth, domestic financial markets must be open and proper fiscal policy must be in place.  The United States is unique in having the most open capital markets in the world.  During the period preceding the Asian and the Latin American crisis, most Asian and Latin American governments controlled capital allocations by managing bank credit, restricted foreign ownership of banks, and curbed international inflows.

While the monetary standard is a precondition for economic growth, maintaining it does not prevent recessions.  Its continuation requires that governments do not abuse their right to issue interest-free debt (issuing of currency), and they must keep in mind that  both human and financial capital will flow out of any country with closed capital markets and high taxation, even if its currency is pegged to a target country along with a strong monetary standard. 
The Volatility of Key Exchange Rates and Asian Monetary Cooperation
The volatility of key exchange rates, particularly that of the yen against the US dollar, placed the balance of payments of some Asian economies under considerable stress.  For instance, since most Asian currencies are explicitly or implicitly linked to the US dollar, the appreciation of the US dollar severely squeezed the exporters, who have to compete with their rivals in Japan and the emerging economies in other parts of the world.  The weakness of the yen revived Japanese exports, placing Japan in direct competition with its major trading partners in Asia, as the cheaper yen stimulated exports of Japanese durable goods and capital goods to Asia, while reducing imports from the region.  It did not make sense to export out of the subsidiaries in the Asian region when it was cheaper to buy directly from the plant in Japan.  The weaker yen also has a tendency to slow foreign direct investment from Japan, as it is no longer so expensive to produce in Japan.

There has been a great deal of enthusiasm among monetary authorities of the Asian region to promote Asian monetary cooperation. Their goal being to strengthen their monetary defense mechanisms against attacks on their currencies, and to enhance the pain tolerance level of their financial systems so that they can absorb financial shocks more effectively.  These financial shocks came in the form of a demand shock in the target country, generating pressures for an appreciation of the currency of the target country.  Buitner (1995) states that given the conflict of interests between the target country and the individual countries, it is important to emphasize that the target country never acts cooperatively.  Normally, it will not agree to absorb part of the effect of its own aggregate demand shock to the individual countries by letting domestic prices rise above the level that is normal from its domestic point of view. The study also suggested that the problem of implementing a coordinated devaluation (if there is a regional coordination agreement) is that there is no way of distributing the cost and benefits across the individual countries.

 At a meeting of Asian countries on September 21, 1997 Mr. Joseph Yam, Chief Executive of the Hong Kong Monetary Authority, stated, “Asian monetary cooperation must be considered within the context of global monetary cooperation, and I believe we are not trying to, build fortress Asia.  I do not believe that this is in the best interest of Asia.  It is essential that we work within the international monetary and institutional framework as much as possible.  Let us not forget that the international monetary order is still largely determined by the G-3 currencies.  Asian economies cannot on their own, not without the help of others, determine the fate of the G-3 currencies, even though we may have views about the future system”.

Currency Boards as an Alternative

Background on Currency Boards


Currency boards were an invention of the British Empire.  The first one was established in Mauritius in 1849.  Eventually, there were more than 70 such boards, issuing money for British colonies in Africa, Asia, the Caribbean, and the Middle East, plus a few other small countries2.  The currency board system reached its peak in the late 1940’s. The purpose of creating a currency board was to provide a colony’s inhabitants with the benefits of a stable and convertible currency, such as the pound sterling, without the cost that would be involved if the colony used sterling coins and notes. A currency board made huge profits, and therefore saved the colony money.  As compared with a situation in which the colony was required to use the money of the colonial power, there was very little doubt but that the currency board solution was more beneficial for the colonial subjects.  Some colonial powers, for example the French, seemed to have provided money for their colonies through institutions much more similar to central banks such as the Institute d’Emission.  They maintained a fixed exchange rate with the French franc, but could hold domestic as well as French assets in their portfolio3
  There were also several currency boards in independent countries, such as Argentina from 1902-14 and 1927-29, Iraq from 1931-49, Danzig in 1922-23, Panama from 1904-31 and North Yemen from 1964-71.

During the 1960’s there was much criticism of currency boards as being a vestige of colonialism that needed to be swept away in order to give newly liberated peoples the benefits of being able to control their own monetary policies.  Soon after independence, most countries replaced their currency boards with central banks.

Central banks replaced most currency boards by the early 1970’s, with Hong Kong going over to a central bank at the time it floated its exchange rate in 1973.  For a time, currency boards survived only in very small territories: Bermuda, Brunei, the Cayman Islands, the Falkland Islands, the Faroe Islands, and Gibraltar.  Some details of these currency boards, as well as others that have been introduced since, are shown in Table 1.

Table 1D

Currency Boards in Existence  (1995)

Country/territory
Date of Establishment

Population
Currency peg
Argentina

1991



33,912,994
US dollar

Bermuda

1915



61,158

US dollar

Brunei


1967



284,653
Singapore dollar

Cayman Islands
1972



31,790

US dollar

Falkland Islands
1899



2,261

Pound sterling

Faroe Islands

1940



48,427

Danish krone

Gibraltar

1927



31,684

Pound sterling

Hong Kong

1983



5,548,754
US dollar

Lithuania

1994



3,848,389
US dollar

_______________________________________________________________________

Source:  CIA World Factbook, 1994-95; IMF.


Singapore was unique in that it had a Board of Commissioners of Currency, which issued (and still performs this function) Singapore’s currency and maintained 100 percent reserve coverage. However, Singapore also had a monetary authority, which performed all the functions of a central bank other than the issuance of currency, including open-market operations4  Singapore does not maintain a fixed exchange rate, and it does not automatically increase the monetary base in response to reserve inflows, so it hardly seems to meet the generally accepted criteria of a currency board.  In fact, Singapore’s monetary system is a highly managed one, even though it is well managed and holds 100 percent coverage against the issuance of currency.


Hong Kong reestablished a real currency board when it revived a link between its currency, the Hong Kong dollar, and the US dollar in October 1983.  Three private banks issue bank notes in Hong Kong dollars, up to the value of the US dollars they have submitted to the Exchange Fund (the currency board), in return for non-interest-bearing certificates.  All other foreign exchange transactions are undertaken at market-determined exchange rates, but of course the deviations of these rates from the parity are limited to the cost of arbitraging bank notes.  In 1998 the Exchange Fund was given the right to conduct open-market operations, which it has used to limit the need to arbitrage bank notes.  In 1993 it opened a discount window so it could provide liquidity to banks. The revived currency board has generally been rated a success.  It certainly has suffered no crisis comparable to other Asian currencies during the Asian currency crisis, although the Hong Kong dollar came under severe pressure for two days during the Mexican panic of early 1995.


In April 1991 Argentina adopted a Convertibility Plan, which involved structuring the central bank so that it acted almost like a currency board.  It appeared willing to accept any arrangement to prevent a recurrence of the hyperinflation of 1989-90.  The law stipulated a one-for-one parity between the Argentine peso and the US dollar and guaranteed the right to convert Argentine pesos at that rate.  Also devaluation would require a congressional enactment.  It also provided that the monetary base could be expanded only on the basis of a purchase of dollars, although a loophole was left in the form of permission to hold as much as one-third of the central bank’s assets in the form of dollar-denominated government debt.  While the central bank had full cover in terms of gross external reserves from the beginning, it did not have full cover in terms of net external reserves until 1992.  Unlike a pure currency board, commercial banks continued to be required to hold their reserves at the central bank, and the central bank remained responsible for bank supervision and for the health of the banking system.


The Argentine peso came under pressure in November 1992.  On that occasion the currency board rules were allowed to function unimpeded, and the crisis passed rapidly.  During the 1995 Mexican panic, there was another run on the Argentine peso, which, exploiting the loophole noted above, was partially sterilized by central bank purchases of dollar-denominated government debt.  In addition, the central bank initially sought to limit the credit crunch provoked by the flight from the peso by reducing the reserve requirements.  This crisis ended only after assembling a large international support package and a tightening of fiscal policy.  Perhaps it would have ended sooner if the rules of the currency board had been adhered to, but the cost might have been a more severe strain and eventual crisis of the domestic financial system.  When Argentina adopted the Convertibility Plan, its monetary aggregates had been severely eroded in real (and dollar) terms.  This is normal during a time of hyperinflation such as Argentina experienced during 1989-90.  As a result, Argentina’s external reserves not only were larger than the monetary base, but also exceeded M1 (currency and demand deposits) and amounted to two-thirds of the wider M2 (which adds savings and time deposits).


The next country to adopt a currency board was Estonia, which was the most aggressive of the former Soviet republics in seeking to make a quick transition to a market economy.  In June 1992 it replaced the ruble with its own currency, the kroon, under a currency board arrangement with a peg to the deutsche mark.  The Bank of Estonia is for accounting purposes divided into two departments: an Issue Department that acts as a currency board and a Banking Department that can bail out troubled financial institutions.  However, this power is limited to the extent that it holds foreign exchange, which it can lend (and which the Issue Department will then convert into kroons).  Since Estonia established the currency board, the kroon has become a hard currency that has attracted capital inflows that have expanded the money supply, reduced interest rates, and stimulated a revival of the real economy.  Estonia has had the best performance among the three Baltic states, (Estonia, Latvia, and Lithuania) which have in turn by far the best record among the republics of the former Soviet Union. (They are the only three countries that had returned to positive economic growth).

Lithuania initially had less disciplined policies that either Estonia or Latvia and employed an orthodox central bank and managed float after it replaced the ruble with it’s currency (the  lit) in June 1993.  In April 1994 it tied the lit to the US dollar and replaced its central bank with a currency board.  Currency boards are reportedly under consideration in such places as Namibia (with a link to the South African rand), Kyrgyzstan, and Palestine  (IMF Survey, 12 December 1994).

A Case for Currency Boards

A case for currency boards is essentially an extension to the case for pegged exchange rates regimes.  Pegging the exchange rate constrains the scope for excessive monetary expansion.  The monetary discipline necessary for pegged rates is likely to generate confidence in the domestic currency and, in turn, lead to lower inflation for a given rate of monetary expansion.  In addition, greater confidence may be expected to lower real interest rates and promote faster output growth.

A currency board, by removing (or at least severely limiting) the scope for discretionary credit policy, should result in even greater discipline and confidence than simply pegging the exchange rate.  Of course, the difference between a currency board and a pegged exchange rate is largely one of degree: a currency board can be abandoned just as easily as a pegged exchange rate.  Institutional arrangements, however, typically make the abandonment of a currency board considerably more difficult, thus providing it with more credibility.

The extra credibility comes at a price.  Compared to other pegged regimes, currency boards are more constraining on credit policy and on the ability of the authorities to alter the exchange rate parity  (it is of course, precisely the surrender of this option which reduce the scope for discretionary monetary policy). Williamson (1950) and Corden (1996) argued that currency boards are often considered to be less desirable for “large” countries as a country sufficiently large to affect world interest rates would be giving up the possibility of an independent monetary policy were it to adopt a currency board.

More generally, the cost depends on the susceptibility of the economy to aggregate shocks, and the absence or ineffectiveness of alternative policy instruments.  Economically large countries, by virtue of being more diversified across sectors and regions, face fewer aggregate real shocks that could be offset by a change in the exchange rate (even assuming that nominal exchange rate adjustments translate into desired real exchange rate movements).

A somewhat different cost is the reduced ability of the central bank to act as a lender of last resort in the face of system wide liquidity crunches.  Ancillary reforms, such as measures to enhance labor market and wage flexibility, the buildup of excess coverage to allow limited purchases of domestic assets in times of liquidity crunches, and permitting foreign branch banking, can help address these issues.  Yet even with such reforms, there is a general presumption that adopting a currency board is likely to create, at least in the short run, a trade-off between lower inflation and an increases risk of real exchange rate misalignments and financial distress.

Ultimately, the relative merits of currency boards versus other forms of exchange rate pegs cannot be resolved by theory alone. Recent studies have been very revealing when examining the performance of currency board regimes when comparing the inflation and growth rates achieved under fixed exchange rate regimes with floating rate regimes.  Ghosh, Guide, Ostry and Wolfe (1997) attest to the lower inflation achieved under fixed exchange rates even allowing for the possibility that countries with a preference for low inflation are more likely to adopt an exchange rate peg. 

But for currency boards to be justified, they must deliver better inflation performance than other pegged exchange rate regimes.  Here the empirical evidence is more scant.  McCarthy and Zanalda (1996) compare the inflation and growth performances of Caribbean countries, finding that the subgroup of countries operating under a currency board arrangement had lower inflation and higher growth than other comparable Caribbean economies.  Kwan and Lui (1996) compare the performance of Hong Kong under its currency board arrangement (October 1983) to its previous regime (1973-83).  They concluded that inflation would have been lower during the floating period had Hong Kong operated under a currency board arrangement.  Their comparison, however, is between a currency board and a float and thus less exacting than the comparison between currency board regimes, and other fixed exchange rate regimes.

Some more recently created currency boards have been in existence for only a short time, so some of the data on their performance is still unavailable.  This makes it difficult to determine whether the observed differences in performance between exiting currency board arrangements and other pegged exchange rate regimes result from the regime itself or from some peculiarity specific to the countries. These differences may be in the form of hyperinflation (Argentina), war (Bosnia), or the presence of a global financial center (Hong Kong).  In spite of the evidence in support of currency boards, interpretation of the results needs to remain mindful of the constraints imposed by the generally small sample size.

The Hong Kong Currency Board; A Successful Fixed Rate Exchange System
The Hong Kong Currency Board has been very successful and countries wishing to utilize a fixed rate exchange system could benefit by employing the principles and structure of a system that has proven to be very successful. Many wonder if this success will continue in the future.  This of course depends on whether Hong Kong can maintain the link.  This has been a subject that has been highly debated ever since the link (pegging to the US dollar) was introduced in October 1983.  Over the years, a variety of views have been expressed on this subject.  Some have queried whether the main benefit of the link in providing exchange rate stability is sufficient to compensate for the disbenefit of not being able to use independent interest rate policy to combat domestic inflation. It appears that the link has served Hong Kong well by providing a monetary standard for exchange rate stability. Hong Kong has developed into the premier international financial centre in the region with real GDP growth at an average rate of 6.2 percent per annum since 1983, which is far above the OECD economies.  Now the debate is whether the link, which most agree has been good for Hong Kong, is sustainable.  This problem presented itself when Hong Kong became a special administrative region of China in June 1997, but the question still needs to be answered in the light of the Asian crisis of 1997.

To answer this question, one must go back into history to see how the link has performed up to and including the last shock, which was the Asian crisis of 1997.  During this time period there has been no shortage of shocks that would put stress on the link.  These include the 1987 stock market crash, the gulf crisis of 1990, the closure of BCC (HK) in 1991 and the subsequent runs on a number of banks in Hong Kong, and the ERM crisis in 1992.  In January 1995, there was a very brief speculative attack on a number of Asian currencies, including the Hong Kong dollar. In February 1997, there was the news of Deng Xiaoping’s death.  On each and every occasion the link demonstrated its strength and resilience, as a result of which the HKS exchange rate has remained remarkably stable against the dollar.

Hong Kong remains a strong and buoyant international financial centre while local and overseas confidence in the Hong Kong dollar remains high, but the question, “Is the Peg Sustainable”, has not been answered. To address this question one must look at the factors contributing to the success of the link, and more importantly, whether these factors will continue in the future.  There are five key factors that have been important to the success of the Link since its inception in 1983.

First of all, a robust and effective monetary management framework backs up the link. The core of the monetary system is the currency board system, in which all Hong Kong dollar bank notes are issued and redeemed against US dollars at the fixed rate of 7.80 (As of June 1997).  In other words, all HK dollar banknotes are fully backed by foreign currency reserves.  In fact, they are almost 600 percent backed by foreign currency reserves held by the Exchange Fund.  This instills a high degree of discipline on the creation of the monetary base and hence public confidence in the currency.  Moreover, through a series of monetary reforms in recent years, the HKMA is equipped with a wide range of instruments to defend the Hong Kong dollar when it is necessary.  This significantly enhances the resilience of the linked exchange rate system, as was demonstrated during the 1997 Asian crisis when the HKMA successfully fended off the speculators.

Secondly, Hong Kong has sound economic fundamentals and prudent macroeconomic policies. Since 1983, Hong Kong has had budget surpluses in all but one year, with the fiscal reserves reaching HK163 billion in March 1997.  When the Land Fund is included, the total reached around HK330 billion.  Moreover, Hong Kong’s market structure is flexible and efficient which allows for the resiliency to make adjustments so necessary in absorbing external shocks.  For example, this was exemplified during the late 1980’s and early 1990’s with the massive relocation of labor and land intensive manufacturing industries to southern China.  Due to the flexibility and efficiency of the labor force, the unemployment rate in Hong Kong was constantly below 2 percent.

Thirdly, the HKMA’s efforts to defend the link are backed by very substantial external reserves which rank 7th highest in the world.  By May 1997, the foreign currency reserves totaled US67 billion.  Moreover, the HKMA’s capacity to intervene in the foreign exchange market is enhanced by the series of bilateral repurchase agreements that they have signed with 10 central banks in the region.  Under these agreements, the HKMA can obtain US dollars when needed.

Fourthly, Hong Kong has a sound and stable banking system, which is the foundation for monetary stability.

Last but not the least, is the unwavering commitment on the part of the government to establish a high degree of policy credibility, without which the HKMA would not be able to defend the link.

Having looked at the factors contributing to the success of the link in the past, the next step is to access whether these factors will continue to prevail.  When Hong Kong became a special administrative region of China in June 1997, they continued to enjoy autonomy in formulating financial and monetary policies on its own.  The long established policy of fiscal discipline has continued which is, as a matter of fact, a requirement stipulated in Article 107 of the Basic Law.  There were concerns that Mainland China may absorb Hong Kong’s reserves, whether directly or indirectly.  These concerns have proven groundless.  This is also clearly stated in the Joint Declaration and the Basic Law which states that the HKMA shall use its revenues and reserves exclusively for its own purposes and that they shall not be handed over to the Central People’s Government.  The Basic Law establishes the basic monetary relationship between China and Hong Kong under the principle of one country, two systems (two currencies), two monetary systems and two monetary authorities, within a sovereign state.

The conclusion one can reach is that, as the factors which have contributed to the success of the link will continue, Hong Kong will be able to maintain the link, which is important to Hong Kong’s economic growth and stability.


Summary

There are many examples in which the floating rate system has worked successfully.  However, in Hong Kong’s case, which is a small and open economy with heavy reliance on external trade and susceptible to external shocks, it makes a lot of sense to adopt a fixed rate system to provide a monetary standard for the financial system. There is no exchange rate system that is perfect.  While a fixed rate system may offer stability of the external value of the currency, it takes away the autonomy of the central bank to use interest rates to achieve domestic price stability.  On the other hand, while a floating rate system allows the use of interest rates to curb domestic inflation, possible volatility in the exchange rate of the domestic currency may have destabilizing effects on the economy.


One of the dilemmas of any exchange rate regime is how the exchange rate can reflect the underlying conditions, which are constantly changing, so that external balance can be achieved.  A fixed exchange rate can function well if there is strict financial and fiscal discipline, and flexibility of domestic goods and services markets to adjust for any structural changes in the economy.  However, when the domestic country pegs to a target currency, they are effectively relinquishing their monetary control to the monetary policies of the central bank of the target country. This study suggests that the domestic country's fiscal policies will be influenced by the monetary policy of the target country, which in turn will have implications on the economic and political future of the domestic country.
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    The Mundell-Fleming models assume a small open economy with a fixed-


 	exchange rate and perfect mobility.  Refer to references 16-18.





2.	Hanke offers an excellent discussion of currency boards.  Refer to reference #12.





3.	Schwartz describes the role of currency boards in the future.  Refer to reference       


     #30.





4.	Osband describes the functions of the Singapore Monetary Authority.  Refer to reference #25.		
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