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My research over the past couple of
years has focused on rethinking inter-
national debt and exchange rates, par-
ticularly, but not exclusively, for devel-
oping countries.

A Revised History of
Exchange Rates

The choice of exchange rate
regime remains one of the most con-
troversial issues in international
macroeconomic policy today and — in
the eyes of most policymakers and
policy economists — one of the most
critical. Yet, curiously, much academic
work, pioneered by NBER researchers
Marianne Baxter and Alan Stockman1,
has shown that it is difficult to prove
that the exchange rate regime system-
atically affects economic growth or, for
that matter, any macroeconomic vari-
able other than the real exchange rate.
At the same time, it is equally difficult
to identify any stable systematic rela-
tionship between macroeconomic vari-
ables (including policy variables such
as interest rates and budget deficits)
and major currency exchange rates, at
least for horizons up to two years.
Richard Meese and I first identified
this puzzle in a pair of papers in 19832

and it has stood up to numerous
attempts to overturn it since. In a 2000
paper,3 Maurice Obstfeld and I sum-
marize the thin connection between
exchange rates and macroeconomic
variables as the “exchange rate discon-
nect puzzle.”

Why have researchers found it so
difficult to show that exchange rate
regimes matter when policymakers and
business people take the connection
for granted? Carmen Reinhart and I4

offer one possible rationale. We note
that, in comparing the performance of
fixed and flexible exchange rate
regimes, researchers typically have had
to rely on the official history of
exchange rates, a sterilized picture that
is often sharply at odds with reality.
That is, most comparisons of fixed
and floating regimes have been based
on the International Monetary Fund’s
official historical classification of
exchange rates which, until very
recently, has tended to passively reflect
what countries report they are doing to
the IMF. If a country like China, which
has a virtually pegged exchange rate,
reports to the IMF that it is engaged in
“managed floating”, then (until recent-
ly) the IMF database would dutifully
record China as engaged in a variant of
floating. A related problem is that
many countries claiming to have
“fixed” exchange rates succeed in
doing so only by imposing severe cap-
ital controls. Pervasive controls, in
turn, typically lead to either a large par-
allel (“black”) market for foreign
exchange or, in other instances, to an
official dual market. As a result, there
are surprisingly many cases historically
where countries reported their exchange
rates as fixed while actually following a
monetary and exchange rate policy
much more commensurate with float-
ing. Although developing countries
have dominated this category in recent
decades, backdoor floating character-
ized many major European countries’
exchange rate regimes for the first half
of the Bretton Woods period of “fixed
exchange rates.”

Reinhart and I develop an algo-
rithm for reclassifying exchange rate
regimes going back to 1946; our
approach takes neither a country’s offi-
cial declared exchange rate regime nor
its officially declared exchange rate for
granted. Remarkably, we find only a
tenuous connection between the offi-
cial IMF historical classification of
exchange rates and our new de facto

classification. Indeed, whether the offi-
cial classification accurately represents
underlying monetary and exchange
rate policy is a virtual coin toss, with
almost half of official fixed rates actu-
ally having a much more flexible de
facto regime, and visa versa.

In our initial pass toward rethinking
economic performance and exchange
rates, perhaps the most striking result is
that countries with large and variable
parallel rate premiums experience con-
siderably poorer inflation and growth
records than countries with unified
exchange rates (meaning no parallel or
dual market). Thus, heavy handed
exchange controls — the most histori-
cally common and pervasive form of
capital account restriction — appear
inimical to good economic performance.

In a follow-up paper (based closely
on joint work with Robin Brooks and
Nienke Oomes5), Aasim Husain,
Ashok Mody, and I apply the classifi-
cation scheme from Reinhart and
Rogoff to ask whether it implies any
performance difference between rela-
tively flexible exchange rate regimes
and relatively fixed ones.6 We find that
it makes a great deal of difference if
one sorts countries into three group-
ings: advanced countries (OECD coun-
tries plus a few other small wealthy
countries); emerging markets (middle
income countries with significant
access to international capital markets);
and developing countries. Our analysis,
which attempts to control both for
standard explanatory variables from
generic growth regressions and for the
potential endogeneity of the exchange
rate regime, yields some interesting
conclusions.

For developing countries that do
not have extensive access to capital
markets, we find that (relatively) fixed
exchange rate systems perform sur-
prisingly well, offering lower average
inflation with no apparent sacrifice in
growth. Moreover, contrary to conven-
tional wisdom based on repeated
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catastrophes in emerging markets,
fixed exchange rate systems have
proven remarkably durable in non-
financially integrated developing coun-
tries. On the other hand, floating
regimes appear to outperform fixed
ones for advanced countries, although
the evidence is less decisive. Growth
appears to be higher in advanced
country floaters (again controlling for
a variety of standard growth regres-
sion variables), and inflation perform-
ance is no worse, perhaps because of
the advent of modern independent
central banks run by inflation-conser-
vative central bankers. Moreover, float-
ing is very robust. Once an advanced
country moves to a float, it tends to
retain the regime for a very long time.
For emerging markets, there is no dis-
tinct pattern, although the probability
of exchange rate crises is certainly sig-
nificantly worse under pegs. (We did
not consider whether sharing a curren-
cy with another country significantly
enhances performance, as Rose has
energetically argued. Also, following
my 2003 paper on financial globaliza-
tion with Prasad, Wei, and Khose7, we
use a de facto rather than a de jure
measure of international capital mar-
ket integration, again a very important
distinction. Some African countries,
for example, have achieved little in the
way of international capital market
integration despite no overt barriers.
Some Latin countries, on the other
hand, repeatedly have found capital
controls to be ineffective in stemming
inflows or outflows.)

Our results fly in the face of con-
ventional policy wisdom: that fixed
rates are no longer viable in today’s
world and should be broadly eliminat-
ed as soon as possible. For a develop-
ing country without the political and
legal capacity to have a meaningfully
independent central bank, a fixed rate
may be a reasonable alternative form
of inflation stabilization, especially
when the country is reasonably insulat-
ed from international capital markets,
either by choice or because interna-
tional investors are not interested. Of
course, once the country becomes a
more financially globalized emerging
market, the fixed exchange rate may
eventually become a liability and an
exit strategy may be needed. But espe-

cially for poorer developing countries,
the need to design an exit strategy at
some point in the distant future pro-
vides little argument for abandoning a
peg in the present. This is no doubt
one reason why pegs have proven so
durable in developing countries with
low de facto levels of international
capital market integration.

Serial Default

Recent work with Reinhart8

(described in the NBER Digest, August
2004), and with Reinhart and Miguel
Savastano9, looks at the phenomenon
of serial default in developing coun-
tries, past and present. While lighten-
ing may never strike twice in the same
place, developing country default cer-
tainly does so, again and again.
Argentina, for example, has remained
mired in a painful restructuring since
its late-2001 debt default. But this is in
fact the fifth time that Argentina has
defaulted since it gained independence
in the 1820s. And Argentina is not
alone as a serial defaulter. Brazil had
defaulted on its debt seven times,
Mexico eight times, Turkey seven
times, and Venezuela nine times — so
far. Incidentally, if Venezuela is the
modern day record holder, it is by no
means the all-time leader. That distinc-
tion belongs to Spain, which has
defaulted 13 times since the 1500s.
Many other European countries,
including France, Germany, Portugal,
and Greece also were serial defaulters
back in their days as emerging markets.
Although each wave of default
inevitably is followed by a witch-hunt
for the culprits (in the 1990s, many
blamed the International Monetary
Fund), the simple fact is that debt
crises have been with us for a very long
time, and many a financial engineering
scheme has failed to avert them.
Reinhart, Savastano, and I find that
serial defaulters can develop “debt
intolerance,” so that the risk of default
begins to skyrocket at debt levels that
might be quite manageable for a coun-
try with a more pristine record. One
possibility, we suggest, is that default
imposes lasting damage on a country’s
financial system, thereby making it
more vulnerable to future defaults.

Part of the blame for the ongoing
cycle rests with policymakers in devel-
oping countries who, typically under
short-term political pressure, tend to
walk a country’s debt too far out on a
limb. Thanks to spreads, creditors earn
normal returns on developing country
debt, but creditors do not bear the
large dead-weight costs imposed by
repeated financial crises. Unfortunately,
the debtor country’s citizens typically
must bear that burden, and to a lesser
extent the international tax payer
through bailouts. Our analysis suggests
that debt thresholds are highly country
specific and depend heavily on past
history of default on external debt and
on hyperinflation (which is tanta-
mount to default on domestic debt).
Argentina, for example, appears to
begin experiencing symptoms of debt
intolerance at debt-to-GDP ratios of
25-30 percent, far below the level for
countries in Asia, where up until now,
sovereign defaults have been much less
frequent. In related work, we find that
a history of repeated default and high
inflation helps to explain why perva-
sive dollarization of liabilities, in both
domestic and foreign debt, tends to
persist long after a developing country
has succeed in bringing down its infla-
tion rate.10

Reinhart and I argue that many
developing countries’ histories of
repeated high inflation and default are
an important piece of the puzzle of
why capital seems to flow from rich
countries to poor countries, a phenom-
enon Mark Gertler and I identified and
modeled in our 198911 paper, and which
Lucas highlighted in his celebrated
1990 analysis.12 Today, of course, these
flows are dominated by massive sus-
tained borrowing by the United States.
Obstfeld and I13 first raised the
prospect that the U. S. current account
deficit (now over 5 percent of GNP) is
not likely to be sustainable, and that
when it unwinds, one may see a mas-
sive depreciation of the dollar. In
more recent work14 we have updated
and extended our analysis. We con-
clude that the problem has only
become worse over the four years
since our initial paper. No one expects
that the United State will default in the
style of a developing country, but the
prospects for a sharp depreciation of
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the dollar could be quite problematic
for the global economy, particularly if
they coincided with security problems
or severe budget problems in the
United States.
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