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1. INTRODUCTION

Recent turmoail in financia markets has reveded the inherent vulnerability of intermediate
exchange rate regimes and conventiona pegs to sudden aggregate shocksin a context of
rapidly growing globa financid integration. As aresult, an incresing number of economists
and policymakers has endorsed the idea that financialy open economies are best served by
more flexible regimes. Alternatively, many andysts have recently argued in favor of the
relative merits of extreme exchange rate regimes or “hard pegs’ that exhibit a sronger
commitment to afixed parity (asin the case of currency boards) or directly relinquish
control over their own currency (as in the case of currency unions and dollarized
economies), as opposed to intermediate arrangements and conventiond (“soft”) pegs. At
any rate, there seemsto be a growing consensus that arrangements anywhere between
floating regimes and hard pegs are not sugtainable in the long run.

To some extent, this so-called bipolar view appears to be supported by the evidence, as
witnessed the collgpse of “soft” pegsin South East Asaand Latin America, on the one
hand, and the swift move to monetary integration in Europe in the aftermath of the EMS
crigs of 1992 and the recent adoption of the U.S. dollar aslegd tender in Ecuador and El
Sdlvador, on the other.® 1n addition, assuming a broader perspective, the fact reported by
the IMF (1997) that the number of flexible exchange rate arrangements increased from 11
to 52 over the period 1976-1996, should be contrasted with the list of Eastern European
economies waiting to join EMU, and some Latin American and African countries serioudy
congdering a unilatera dollarizetion Srategy.

While strong fixes, such as currency boards, are typically cited as examples of afixed
exchange rate regime with sufficient credibility to westher the sorms of current
internationd financid markets, the runs on the Argentinean peso in 1995 and 2001, and on
the Hong Kong dallar in 1997 showed thet even a currency board may be insufficient to
ensure credibility. Asaresult, adiscusson has gained momentum on the potentia
beneficid effects of moving forward towards full (de jure) dollarization, understood here as
the adoption of a (presumably stronger) foreign currency as solelegal tender.? The recent
adoption of the US dallar in Ecuador is a 9gnificant example in which the credibility factor
was crucid, and where renouncing to the nationd currency was seen asthe only way to
commit to more reasonable macroeconomic policies. On the other hand, the case of El
Sdvador illudtrates that the regime switch may arise as a consequence of along debate on
its benefits and pitfalls (including trade gains unrelated with credibility concerns), as
opposed to alast resort option dueto atermind criss.

While the present debate has been triggered by “credibility” issues, dollarization has
received support from other quarters as well. On the one hand, there isincreasing evidence
that the use of acommon currency may induce an substantive increase in trade, which in

! Other Latin American countries, including Guatemala and Nicaragua, are seriously considering following
the Salvadorean example.

2 Inwhat follows, the terms full dollarization and de jure dollarization are used interchangeably. Similarly, as
is customary in the literature, the term “dollarization” is applied here to the use of any foreign currency,
noting that in many cases the US dollar is not the foreign currency of choice.



turn may fud economic growth; on the other, the role of foreign currency-denominated
lidilities in the financid sector and the associated currency imbaance have dso hinted at
the potentialy big gains from the full dimination of currency risk. Y et the debate is far
from settled. For example, the successtul move to full floating regimesin Mexico, Chile
and (more debatably) Brazil, has added arguments to those in favor of amore flexible
arrangement that may eventudly work as a shock absorber in the event of externd shocks.

The purpose of this piece (aswell asthat of the volume in generd) is not to settle this
complex debate thet, as many of the papersin this volume note, hinges on country specific
characterigtics and, as such, can only be resolved, if ever, once sufficient dollarization
experiences are in place to conduct a thorough comparison. Rather, here we intend to
provide an impartid survey of the main issues associated with dollarization, and their most
relevant empirical and anayticad underpinnings, to contribute a framework that feeds into
the more specific and detailed discussons undertaken in the following chepters. In doing
0, we will try to didill acohesve view whenever possble, emphasizing the higtorica
determinants of the debate and the importance of the initid macroeconomic conditionsin
each particular country when judging the benefits and disadvantages of afull dollarization
drategy.

The plan of the paper isthe fallowing. In section 2, wetry to provide an historical
perspective of the current dollarization debate, tracing back its origins to recent
developmentsin domegtic and internationd financid markets that have influenced the
trditiond fix vs. flex debete. In section 3, we introduce the main arguments for and againgt
dollarized economies, drawing from Chapters 2 to 6 in this volume, aswdl as from of the
existing literature. In section 4, we discuss the main issues involved in the trangtion
towards full dollarization and its political economy aspects, addressed in Chapters 7 and 8.
Findly, section 5 lays down a priminary baance of the debate.

2. HISTORY: WHERE ARE WE COMING FROM?

Theideaof full dollarization as aregime choice isrelatively recent. Whereasthere area
few cases of dollarized economiesin the world, until 1999 dl of these experiments hed
been the result of specific paliticd and higtoricd factors, and in most cases had been put in
place even before aloca currency was crested. Smple ingpection of the upper pand of
Table 1 revedsthd, in away, Panama, the mogst sdient dollarization example until very
recently, has been something of an outlier, with a size, both measured in terms of
population and GDP, that largely exceeded those of other membersin the group.® The fact
that dl of theselong standing cases of dollarization have been adopted owing more to
higorical and politica reasons than to an evauation of the pros and cons of dternative
arrangements or the short run cost involved in the trandtion to the new regime (aspects that
are at the center of the current debate), detract from their value as comparator cases.

® Indeed, Panama differs also in the fact that many of these included cases can hardly be compared with a
standard independent economy. However, Panama shared with most of them its large degree of openness and
its concentration in the production of services.



The two more recent full dollarization processes may prove to be more influentid and more
illugtrative of what atrangtion to full dollarization may involve. It was only in 2000 and
2001, respectively, that two new countries, Ecuador and El Salvador, joined the group of
fully dollarized economies. Their experiences, and particularly the way in which they
arrived to the decison, differed Sgnificantly. Ecuador, on the one hand, resorted to
dollarization as away to cope with awidespread politica and financid crissrooted in
massive loss of credibility inits political and monetary inditutions. El Sdvedor, on the
other, decided to adopt the US dollar as legd tender, after years of an unofficia peg, asa
result of an interna debate, and in a context of stable macroeconomic fundamentals.
Unfortunatdly, dthough there is preliminary evidence that both arrangements have
delivered partid results, the cases are too recent to be useful for any meaningful empirica
andyss. However, they can be used to illuminate some of the indtitutiona and paliticd
agpectsinvolved in the trangtion.

The caveats mentioned in the previous paragraphs apply a o to the Euro arealaunched in
1999, which might be consdered as a variety of afull commitment regime (a currency)
gamilar to full dollarization inasmuch aswe are willing to regard it as a (disguised) adoption
of the deutsche mark by the participant countries. Severd additiond differences distinguish
the Euro experiment from other dollarization projects, though. Firg, the Euro areagroups
developed countries thet differ in its very nature from developing smdl open economiesto
which the dollarization debate is usudly associated. In this regard, the convergence process
of developing Eastern European countries currently in the Euro waiting list offersricher
case sudies.

Second, and perhgps more to the point, is the fact that al countries within EMU preserve
ther influence (abat limited) over monetary policy asthey are proportiondly represented
at the Board of the European Central Bank. While thisistrue dso for other exiging
currency unions;” the Euro is allowed to float against other major reference currencies, so
that in the end, the rigidity of the new arrangement is only redtricted to the loss of flexibility
in cross exchange rates within the group.®

Insum, a leest @ this point, the debate on full dollarization suffersfrom alack of rdevant
experiments to tes mogt of its economic implications empiricdly. In line with this, the
origins and nature of the current debate has been bardy influenced by exiging examples of
dollarized economiesthat are either barely representative or too recent to be gppraised. One
can gain a better historica perspective of the issues at stake by tracing the evolution from
the traditiond fix vs. float debate to the current dollarization debaein light of some
important factors that have informed the view that economigts have of the economic
connotations of different regimes. To thiswe turn next.

* Existing currency unionsinclude the Eastern Caribbean Monetary Union, and the two unions that comprise
the African franc zone.

® For example, the degree of exchange rate flexibility of currency unionsin the Caribbean or the franc zoneis
further restricted by pegging the common currency against the US dollar and the French franc, respectively,
which in practice implies the subordination of the union’s monetary policy.



2.a Thetraditional fix vs. flex debate

If wethink of the regime choice st as aladder that climbs from full flexibility towards
increasng exchange rate rigidity, we can regard the particular case of full dollarization asa
gep further upwards from a conventiona fixed exchange rate regime. It isnot surpriSng,
then, that most analyses of the dollarization option rely, at least partidly, on consderations
that have permeeted the traditiond (and longer standing) fix vs. flex debate, which can be
traced back to the pioneering work of Munddl and Heming in the 60s, refined by
Dornbusch in the 70s.°

One of the main implications of the Mundel-Heming-Dornbusch modd is thet, in a context
of flexible exchange rates, unanticipated permanent shiftsin money demand may have an
impact on the real economy due to the presence of (temporarily) sticky prices.” In
particular, according to the modd, an increase in the demand for money should result,
given money supply, in atemporary contraction with a period of higher interest rates, lower
output and higher unemployment as prices take their time to fdl and adjust to the now
higher demand for red baances. Indeed, higher nomina interest rates are expected to
induce an exchange rate gppreciation, both because the interest rate differentid make
domegtic currency-denominated assets more attractive and because the expected deflation
imply a8I ower exchange rate in the long run, depressing the current exchange rate even
further.

By contragt, afixed exchange rate regime fully diminates any red effect as the monetary
authorities accommodate any increase in the demand for money through nongterilized
interventions. On the other hand, any money supply shock is reflected automaticdly ina
changein internationd reserves, placing alimit on the cgpacity of monetary authoritiesto
conduct countercyclical monetary palicy.

A different condlusion is obtained from the model for the case of redl shocks” Here, while
aflexible regime can accommodate the shock through a change in the nomind exchange
rate that restores the long-run full employment equilibrium, afix requires an adjusment in
domestic nomind prices that, in the presence of sticky prices, would entail aperiod of
depressed domestic demand and high unemployment.

Hence, the familiar argument thet, in order to minimize output fluctuations, fixed (flexible)
exchange rates are to be preferred if nomina (red) shocks are the main source of

6 See Flemi ng (1962), Mundell (1963, 1964) and Dornbusch (1976). See also De Grauwe (1994) for arecent
survey.

" Changes in money demand may be due, for example, to financial innovation affecting money velocity or the
money multiplier.

8 Theresult that current exchange rates react more than proportionally to monetary shocksis Dornbusch’s
well-known overshooting effect. The impact of an unanticipated increase in money supply has exactly the
opposite effect.

° Real shocks could also include changesin external demand for the domestic product (e.g., asaresult of a
devaluation of trading partners’ exchange rate) or exogenously induced changesin the cost of capita (e.g.,
dueto anincrease in the country’ s risk premium).



disturbance in the economy. 1% As a resuilt, one should expect that the choice of exchange
rate regime should depend, to certain extent, on theimportance of red relative to monetary
shocks. Indeed, lack of insulation againg red shocks is dill the main argument against
fixed (and, in particular, fully dollarized) regimes. Moreover, as red shocks become
increesingly important due to growing trade flows and capita market integration
(dternatively, as monetary shocks or inflation concerns become less of a priority) one
should expect to see atrend towards more flexible regimes around the globe.

Optimal currency areas

Therole of the nomind exchange rate as an ingtrument to isolate the economy againg red
shocksis at the center of the optimal currency area gpproach to monetary integration. The
traditiond Optima Currency Area (OCA) theory, developed in the 60s by Munddll (1961),
McKinnon (1963) and Kenen (1969), identifies a number of factors thet determine the
benefits and costs of a currency union. The benefits are generdly associated with the
reduction in transaction costs between member countries as aresult of the use of acommon
currency, areduction thet is proportiona to the degree of economic integration (thet is,
trade flows) within the union (McKinnon). On the other, the cogts are the result of the loss
of the nomind exchange rate as an adjusment mechanism againgt real macroeconomic
shocks that dter the equilibrium red exchange rate vis a vis the rest of the union. Inturn,
these costs will be rdatively lessimportant the higher the degree of factor (labor and
cgpitd) mobility within the region (Munddl), and the higher symmetry of shocks between
member countries (Kenen).

Although one would expect that a currency union that eiminates any redtriction to labor
mohbility should simulate labor integration, other barriers such as culture or language may
prove to be surprisngly resilient, as witness the case of the Euro zone. Moreover, in the
particular case of unilaterd dollarization, the regime switch does not imply any relaxation
of the legd impedimentsto labor migration dready in place. Naturdly, the fact that most
possble dollarization marriages entail adopting the currency of a country with amuch
higher per capitaincome makes labor integration even lesslikedly.

Regarding the symmetry of shocks argument, the union can float againg other currencies,
30 that shocks dsewhere in the world will entail some sort of disequilibrium only to the
extent that its effect differs across member countries™* Then, we could add that the costs
would be rdaed not only to the corrdation of real shocks among participating countries but
aso to the symmetry of the response to externa shocks within the region. At any rate, the
argument gppears to suggest that smilar countries are more likely to congtitute an optimd
currency area.

19| n both cases, given that prices tend to be more rigid to downward adjustment, the adjustment period is
likely to be particularly long and taxing in the event of an adverse shock, the more theless flexible domestic
prices are.

1 Note that different countriesin principle require different adjustments in the nominal exchange ratein the
event of aexternal shock



However, a counterargument can easily be mede if @ther labor or capitd is mobile:
countries with asymmetric shocks (or asymmetric shock responses) enjoy alarger scope for
divergfication, inasmuch as the proper instruments are in place. More precisaly, if shocks
are asymmetric, adverse shocks in one region would generdly be accompanied by postive
shocks in another, so that they compensate each other as factors move to the temporarily
more productive region. Even in the absence of factor mobility, a scheme of fiscd trandfers
between member countries can yield the same result. Accordingly, the role thet the
symmetry argument should play while testing the OCA condition should be qudified.

How important are OCA considerationsin today’ s discusson of dollarization? A casud
ingpection of the recent literature on the subject will reved that the “modern goproach” to
dollarization have given priority to credibility issues over the trade gains-shock insulation
tradeoff implicit in the traditional OCA gpproach. Two main reasons gopear to have
induced this change in focus. Firdt, most OCA tedts of existing currency unions have
yielded mixed results as to the ex-ante convenience of the union, suggesting the presence of
other (both political and historical) factors behind them. 2 For example, some analysts tend
to see the convergence process towards EMU as a scheme by which European countries
borrowed monetary policy credibility by implicitly pegging their currencies to the deutsche
mark, and ultimately by moddling the European Central Bank after the Bundesbank. ' On
the other hand, the African franc zone may have owed more to a common colonid past than
to previous extended trade links among the members,

Second, many countries that are currently considering adopting amgor foreign currency as
legd tender are moved primarily by the need to reduce their vulnerability to financia

shocks, rather than by the promise of aboogt in trade. On the other hand, the experience of
various free trade areas (FTA) like ECM or NAFTA have shown that substantia trade gains
can be achieved without a common currency or even apeg againg the regiond reference
currency. Thus, in the context of highly sophigticated financid markets the incrementa
gains to be derived from unifying the currency may not to be thatimportant after all.**

If thisis S0, then the evaluation of whether to reinquish the domestic currency in favor of a
foreign common currency involves weghting the cogts of losing the exchange rate
ingrument againgt whatever credibility can be derivedfrom the new (presumably stronger)
currency. However, once the decision to dollarize istaken, OCA consderations still play an
important role a the time of choosing the right reference currencies, underscoring the

12 The political dimension of EMU is discussed in Chapter 8.

13 |n addition, the Maastricht Treaty has been seen as a commitment mechanism that hel ped partici pant
governments curve fiscal deficits and reduce inflation.

14 On this, the work done by Frankel and Rose (2000) and Rose (2000) on the trade effects of a currency
union deserve a specia mention. In their work, they find that countries sharing the same currency trade
among each other significantly more than countries that do not, even after controlling for the existence of a
FTA. It should be mentioned, however, that their sample includes dependencies, territories, colonies and
overseas departments, leaving open the question of whether the common currency effect is not reflecting very
specific historical, political and cultural ties that might not be captured by the control variables used in their
test (language, common colonial past, etc.). Moreover, arecent paper by Persson (2001) find that the result
virtually disappears once he corrects for “treatment effects.”



conventiona view of the Euro asthe natura choice for Eastern European economies, and
the US dollar as the obvious candidate for most Latin American economies,

Capital account liberalization

Therdative 9ze of red shocksis not the only way in which the trend towards global
integration has informed the fix vs. flex debate. A key ingredient of the textbook Mundell-
Heming-Dornbusch framework is the assumption of perfect capital mobility thet implies
internationa interest rate arbitrage across countries that takes the form of the uncovered
interest parity. In particular, thisimplies that deviations of the domestic currency interest
rate from the exogenous given internationd interest rate should only reflect expected
changes in the domestic price of foreign currency (the exchange rate). From this it follows
that monetary policies cannot be aimed both a maintaining stable exchange rates and
smoothing cydlica output fluctuations due to redl shocks, in what is usudly referred to as
the“impossible trinity.”*°

Thiskey assumption, however, has not been dways binding in the pagt (and, in many cases,
itisdill not in the present). Financid innovation and the dramatic dedinein transaction
costs induced by it fueled agradud trend towards more open capita accounts that sart only
inthe early 70sin industrid countries, and Soread in the next decades to what are typicaly
denoted as emerging markets economies. This, in turn, made the regtrictions implicit in the
impossible trinity argument more stringent, pushing the choice between independent
monetary policy and exchange rate sability back to the forefront.

In particular, the reluctance of many developing countries to undergo the fisca necessary
adjustment during contractionary periods combined with the widespread use of exchange
rate anchorsto fight price ingtability became increasingly vulnerable to speculative attacks
on the currency, which resulted in higher output volatility and only temporary successin
reducing inflation. Moreover, the development of secondary markets for debt of emerging
economies led many of these countries to rely on foreign (usudly short-run) capitd to
ignite their economies and postpone the necessary fiscd adjustment, making exchange rate-
based gtabilizations (and conventiona pegs in generd) even morevulnerable to sudden
shiftsin market sentiment and sdf-fulfilling crises. In atwid to the previous argument, it
has been argued in countries that have suffered a significant loss in competitiveness and
higher unemployment rates due to the presence of inertid inflation or the strength of the
peg currency, high political costs makes an exchange rate defense less likdly, and the
regime more vulnerable to a successful attack.*®

Whatever the (mix of) model(S) that one judges more representetive of recent currency
crises, it is gpparent that the surge in the dollarization debate in recent years have been

15 The third pillar of the trinity being capital mobility.

18 These three arguments has been associated, respectively, with the so-called first, second, and third
generation models of currency crises. Note that the third argument implies that the credibility of a peg may
actually decline over time, as opposed to the view of agradua credibility build-up. The case of Argentina’s
protracted recession since 1998 is agood example.



largdly induced by condderations reated to the increased vulnerability (and, in turn, faling
credibility) exhibited by conventiond fixed exchange rate regimes. In turn, vulnerability
agpects are intimately related to the degree of de facto dollarization thet pervades most
developing economies. To thiswe turn next.

Defacto dollarization

Globdly grouped as de facto dallarization, high degrees of currency subditution and
financid dallarization represent an important (and often understated) factor underscoring
the recent debate on dollarization for various reasons’’ Firgt, they aready impose some of
the condraints usudly associated with de jure dollarization. Second, because of their
implications on inflation and banking sector fragility, they limit the scope of exchange rate
fluctuations that monetary authorities can afford to tolerate. In other words, it could be
argued that de facto dollarized economies reduce both the costs of atrangtion to dejure
dollarization and the exchange rate flexibility thet islogt in the process.

Mot of the earlier literature on de facto dollarization is concerned with currency
subdtitution, reflected in the emphasis on the expected returns of holding different
currencies (as opposed to the expected returns of interest-bearing assets denominated in
those currencies). Asaresult, it typicaly centers around the dynamics of money demand
(and, in particular, the link between dallarization and the inflation level) and the
implications for monetary policy. The focus on currency subgtitution dso seemsto underlie
the presumption, usudly subscribed by thisliterature, that dollarization should recede with
price stability. '

This presumption has been repestedly a odds with the empirical evidence. While de facto
dollarization appears to have been be fuded by recurrent high inflation episodes it
remained acommon fegture of developing economies around the globe after inflation levels
were brought down during the 90s, even in countries such as Argentina, Bolivia, and Peru,
where saverd years of stable macroeconomic policies should have gradualy improved
confidence. ™

As noted by many observers, however, much of the empiricd literature on which the
argument is based is plagued by a definitiond problem, asinterest bearing deposts, which
generdly account for the bulk of measured dollarization, are used to estimate money
demand equations. Moreover, the papers that specifically address the issue of dollarization

1" Here, currency substitution refersto the use of aforeign currency as ameans of payment or unit of account,
whilefinancial dollarization, following 1ze and Levy-Y eyati (2000), denote the holding by residentes of

foreign currency-denominated assets and liabilites.

18 The dollarization literature is too extensive to be summarized here. Recent surveys can be found in Calvo
and Vegh (1992 and 1997), Giovannini and Turtleboom (1994), and Savastano (1996).

19 Explanations of dollarization persistence (referred to in the literature as “ hysteresis’) typically hinder on
lack of credibility (e.g., the presence of large inflationary memory, asin Savastano, 1996) or network
externalities (e.g., the costs of switching the currency of denomination of everyday transactions, asin Guidotti
and Rodriguez, 1992). Both arguments, again, are consistent with aview of dollarization as a currency
substitution phenomenon.



as aportfolio choice problem generdly do not fully recognize the nature of financid
dollarizetion, namely the fact that deposit dollarization generdly hasloan dollarization as
its mirror imaz%e, which is crucid to determine both the extent and the implications of
dollarization.

An exception islze and Levy Y eyati (2000), where, using a portfolio choice modd and
congdering both sdes of the banks balance sheats (deposits and loans), they find that
financia dollarization depends on the volatility of real returns on assets denominated in
each currency, in turn afunction of the volatility of red exchange rates changesrdative to
that of inflation. This gpproach leads to four important implications. Frgtly, countries that
dlow foreign currency depoditsin the domestic banking sector will neturdly generate some
degree of financia dollarization.?* Secondly, policies that target (at least partidly) a stable
red exchange rate to preserve competitiveness, should not be expected to reduce financid
dollarization. Thirdly, economies with high pass-through coefficients (either dueto
widespread dollar pricing as aresult of previous high inflation spells, or because of their
very open nature) will exhibit higher dollarization ratios irrespective of their current
inflation levels? Findlly, from amore generd standpoint, there is no resson why changes
ininflation (and in nominal interest rates) should affect the choice of portfolio
denomination, inesmuch as these changes are incorporated in nomind interest ratesto leave
real interest rates unchanged.®® Thisimplication, derived in Thomas (1985), and reinstated
in Cdvo and Vegh (1997), is key to digtinguish financid dallarization from a currency
ubdtitution phenomenon. The fact that most of the recent debate regarding dollarization
has revolved around financid dollarization issues just shows how rdevant this digtinction

is.

As mentioned above, there are many reasons why the degree of de facto dollarization

should be congdered as an important determinant of the choice of regime and, in particular,

of the decison to proceed to de jure dollarization. De facto dollarized economies with an
inflation target cannot afford to dlow wide exchange rate fluctuations because of their
detrimenta impact on inflation performance. As Chang and Ve asco (2000) point out, “any
schemeto control the rate of inflation at a short horizon must control, to some extent, the
nomind exchangerate” In view of the previous discussion, we could complement this
gsatement by noting that the extent to which inflation targeting countries can let the
nominal exchange rate fluctuate depends negatively on the degree of exchange rate pass-
through, itself a function of de facto dollarization.**

20 5ee, e.g. Thomas (1985) and Sahay and Vegh (1997).

21 Reasons that have prompted monetary authorities to introduce (and even facilitate) foreign currency
deposits in the domestic banking sector include the need to limit capital flight and to protect banks from runs
induced by changes in the currency composition of local portfolios during inflationary episodes.

This statement follows from the fact that, for given inflation and nominal exchange rate volatilities, the
higher the pass-through, the lower thered exchange rate volatility in the economy. As noted by the authors,
the argument implies that currency substitution (e.g., in the form of exchange rate indexation) may induce
financial dollarization, although the converse is not necessarily true.

2 | n particular, successful exchange rate-based stabilizations should not be expected to reduce financial
dollarization as long as they do not alter the relation between inflation and real exchange rate volatility.

4 Trivial ly, currency substitution in the form of dollar pricing (i.e., the use of the dollar as a unit of account)
increases the exchange rate pass-through, impairing the ability of the monetary authority to limit price
variationsin the presence of exchange rate fluctuations.



But the inflation response is not the only concern that prevents de facto dollarized
economies from adopting fully floating exchange rates. The inherent currency mismeatch
introduced by widespread financid dollarization makes the financid sector (and the
economy as awhole) highly vulnerable to exchange rate fluctuations. In particular, the fact
that banks are usudly precluded by regulations to hold open foreign currency postions
does not diminate the problem, inasmuch as dollar loans Smply transfer the currency risk
to non-dollar earning borrowers, at the cost of greater (exchange raterelaed) credit risk to
the bank. Thus, the degree of loan dollarization determines the financid system’s exposure
to systemic credit risk in the event of large devauations and, more in generd, the
willingness of the monetary authorities to use the exchange rate to accommodate redl or
external shocks2®

Interestingly, the authorities reluctance to let the exchange rate fluctuate may in itsdlf
induce more financid dollarizetion, as foreign currency borrowers anticipate a gable
exchange rate and lower currency risk. One may argue that frequent currency crises proved
this anticipation to be incorrect, but the same logic by which the government may find it
optimal to avoid a sudden gppreciaion indicates that, in the case of a currency collapse,
dollar borrowers are likely to be (at lesst partialy) bailed out.?®

An additiond factor underlying the authorities preference for a sable exchange rateisthe
fact that the vast mgority of countries hold a subgtantid stock of forelgn-denominated
sovereign externa debt. This pattern istypicaly atributed to the country’ sinability to
borrow in its own currency presumably due to the currency’ s weakness?’ athough one
could dterndively argue that the outcome is the result of a deliberate decision not to incur
the cost of acurrency risk premium that is judged to be excessive by most governments.

Cavo and Guidotti (1990) argue that the government faces atime inconsstency problem at
the time of choosing the denomination of its debt, sSince once the home currency debt is
issued, it isoptima for the government’ sto partialy repudiate its obligations by devauing.
Investors anticipate this and require a higher interest rate so that expected returns are
comparable to internationd levels. Devauation (and a higher than optimd infletion rate)
occur in equilibrium.

The case of fixed exchange rate regimesis an interesting illugtration of this problem. Since
the sole purpose of borrowing in the domestic currency isto hedge againgt the possibility of
adepreciation, theissue of home currency debt can only be interpreted as signdling the
government’ s belief in the possihbility of afuture change in the parity, which in itsdf defeats
the god of gaining confidence in the regime. Alternatively, a government committed to a
fixed parity should have no reason to pay the currency premiumiif it is convinced of its

% Thisargument is proposed by Calvo (1999, 2000) and others to account for the common practice anong
many emerging economies of avoiding substantial exchange rate volatility by intervening actively in foreign
exchange markets, a phenomenon that Calvo and Reinhart (2000) label “fear of floating.”

%6 | ndeed, thisi mplicit guarantee has been validated in many recent crises (Mexico 1994 and Brazil 1998 are
two examples). See Burnside et al. (1999) for an analytical model of thisimplicit guarantee.

27 See Hatissman (1999).



cgpacity to maintain the peg. Thus, the dollarization of externd liabilities could be
interpreted as a consequence rather than as a cause, of a fixed exchange rate regime.®

Findly, asisargued in more detail in Chapter 5, the existence of alarge proportion of
dollar asstsin the banking sector as aresult of financid dollarization naturaly reduces the
central bank’ s capacity to provide lender of last resort assstance in the event of systemic
liquidity crunches without subgtantialy increesing its stock of liquid international

reserves.”

In sum, while de jure dollarization entails very specific codts (the loss of the exchange rate
as an adjusment mechanism, the loss of the lender of last resort function of the central
bank), the magnitude of these costs may be be rdatively minor in de facto dollarized
economies. It isnot surprising, then, that the dollarization debate has taken greater
momentum in these economies, as the persstence of the dollarization phenomenon and the
extent of its implications became increasingly gpparent. Indeed, in extreme cases, de jure
dallarization can be viewed as regping important credibility benefits (eg., from the outright
eimination of currency risk) without the impostion of Szeable additiond costs.

2.b  Thebipolar view

Advocates of the bipolar view argue that conventiond fixes may fal short from achieving
the desired credibility gains, and that, if exchange rate Sability isthefirg priority, the
stronger commitment that characterizes hard pegs may bein order.2° Accordingly, they tend
to group regimes into three broad categories, namey “hard pegs’, fully floating regimes,

and anumber of intermediate managed floats and conventiond fixes that they genericaly
labd “soft pegs.” Underlying this criterion isthe view that countries, particularly those with
open capitd markets, have been moving, either voluntarily or forced by market pressures,
towards the extremes, aview that is partidly supported by the data.

Thus, while mogt recent currency crisesin Adaand Lain Americaresulted in the floating
of the exchange rate, an increasng number of countries have moved (or are in the process
to do s0) towards de jure dollarization or currency unions3!

It should be noted that the gpparent movement away from intermediate regimesis far from
conclusve. For reasons mentioned in the previous section, many of the new floaters exhibit

28 The time inconsistency argument, however, does not explain why some countries borrow in their own
currency and some do not, adifference that is often attributed to credibility associated with the country’ s track
record (as, e.g., inthe“original sin” argument in Haussman, 1999).

29 Alternative sources of liquidity are discussed in more detail below. Let usjust note for the moment that all
these alternatives are costly and that, at any rate, the problem is not specific to fully dollarized economies.
30 see, e.g., Eichengreen (1994) and, more recently, Fischer (2001) and Summers (2000). Needless to say, this
view is consistent with a preference for floating regimes when monetary policy objectives take the lead.

31 “Hard peg” candidates include countries like Guatemala and Nicaragua that are currently considering
following the steps of El Salvador, European countriesin the wait list to EMU, and six African countries
(Cape Verde, Gambia, Ghana, Guinea, Liberia, Nigeriaand Sierra L eone) that plan to launch amonetary
union by 2003 as afirst step to join WAEMU and form a broader common currency area.



flexible exchange rates merdy formaly, alowing short-run exchange rate fluctuations only
within certain limits3 Similarly, many conventiona pegs that ended in currency crises
samply reflected past monetary policies that were rendered incongstent by a growing
integration of domestic and internationa capitd markets.

However, this mismatch between dams and actud practices notwithstanding, it remains
true thet, as capitd markets are liberdized, the choice of the de jure regime hasincreesingly
favored the extremes, thereby avoiding a commitment to afixed parity that may make the
economy vulnerable to speculative atacks and financia contagion. Figure 1 offers some
support to this hypothesis. The figure replicates the andysis of the digtribution of regimes
over timein Fscher (2001), with some minor modifications. Frd, within the

“intermediate’ group, we digtinguish conventiond (soft) pegs from other intermediate
arrangements. Secondly, we use a standard IMFbased de jure regji me classfication, aswel
as Levy-Yeyai and Sturzenegger' s (2000) de facto classification.* As can be seen, resuts
in both cases are broadly comparable and go in the same direction: Emerging economies
that in the s have gradudly opened to internationd capita markets have exhibited a
growing preference for ether floating regimes or hard pegs, wheress less financialy
integrated developing countries have digolayed no deer trend in any direction.

Advocates of herd pegs dam that they have the advantage of regping the low inflation
benefits that higtorically motivated conventiond pegs, while avoiding ther usud pitfals,
namely grester output volatility and dower growth, typicaly associated to frequent and
costly speculative attacks™* In addition, recent work on currency unions find thet a
common currency areasgnificantly increases trade anong members, which, if we are
willing to accept internationd trade as one of the drivers of output growth, points a an
additional benefit 3

However, in arecent piece, Levy-Yeyai and Sturzenegger (2001) partidly contradict these
clams by showing that, while hard pegs do contribute to a subgtantid reduction in inflation,
their growth performance lags that of more flexible regimes. Thus it gppearsthat hard
pegs, while ddlivering better results than conventiona pegsin generd, and exhibiting an
outstanding inflation record, do not diminate the inflation-growth tradeoff that underscores
thefix vs. float dilemma

But the rdlevant question remains. Do hard pegs actudly ddiver the credibility gains thet
they are expected to provide? Naturdly, the chances that a government holdstheline
againg an attack (and the probability that the attack is actudly launched in the firgt place)
depends positively on the cost (both palitical and economic) of asandoning apeg. In this

32 Inthis sense, the IMF sde jure classification does not capture the actual behavior of the regimes and may
lead to a misrepresentation of current trends. For an analysis on the recent evolution of exchange regimes
based on a de facto regime classification, see Levy-Y eyati and Sturzenegger (2000).
33 Fischer (2001) uses a specification of exchange rate categories from the IMF’ sAnnual Report 2000 (pp
141-143), based on the IMF staff’ s assessment of de facto regimes. Interestingly, however, the bipolar pattern
gppears to more visible when the dejure criterion is used.

See the piece on currency boards by Ghosh et al. (1998) for empirical resultsin this direction and Fischer
(2000) for an argument concerning hard pegsin general.
%5 Seefootnote 14.



regard, the implementation of a hard peg raises the sakes involved in a currency collgpse,
by placing legd, and in many cases, economic barriersto areversd to afloat. Thus, the
sronger commitment to apeg is naturdly interpreted by the markets as an implicit
insurance againg exchange rate risk, fuding financid dollarization and foreign currency-
denominated cross-border flows 36 This, in turn, incresses the overal currency imbalance of
the economy, adding to their vulnerability in the event alarge deva uation eventudly
materidizes and, by increesing the exit cods, to the credibility of the commitment to the

fixed parity.

However, this (partidly sdif-inflected) extreme sensitivity to devauations may cut both
ways since, by substantidly worsening the post-collgpse scenario, it makes the economy
more vulnerable to sudden changesin market sentiment. Hence, the strong correaion
between currency risk and country risk exhibited by many highly dollarized countries. The
example of the Argentinean currency board isacase in point. After successfully
foregdling an attack in 1995 as a Sillover of the Tequila criss, and exhibiting a
remarkable monetary discipline during the Adan criss period, the Argentinean peg could
not gather the needed credihility to insulate the economy againg the Brazilian deva uation.
Thislack of credibility certainly played arolein the protracted recession thet followed
snce, which in turn put into question the long-run sustainability of the externd detat,
inducing arise in borrowing costs that fed back into more output contraction. 3’

It isinteresting to note in passing that even currency boards, a hard peg variety that enjoyed
a short-lived period of fame in the aftermath of the Mexican crigs, has lately been regarded
with increesing disbdlief, following speculaive atacks on the Hong Kong dollar and in

view of the protracted recession affecting Argenting, the two mog sdient examples of this
type of arrangement3® Then, it is not obvious that a hard peg thet falls short of full
dollarization is sufficient to digpe doubts about the sustainability of the regime, as opposed
to being smply ancther “intermediate’ peg bound to be tested recurrently by the market.
Under this even more radicd version of the bipolar view, the exchange rate regime menu
would narrow down to only two sugtainable aternatives: floating arrangements or full
dollarization (in any of thevarieties discussed below).

3. I MPLICATIONS: WHAT DO WE TALK ABOUT WHEN WE TALK ABOUT
DOLLARIZATION?

% Thisincreased de facto dollarization may be actively fostered by the local authoritiesin an attempt to signal
their commitment. For exampl e, the choice of aone-to-one parity in the case of Argentinawas quite possibly
aimed at putting dollar and peso intermediation on equal grounds. Chapter 4 discusses an additional channel
through which financial dollarization can be endogenously deepened in the context of a bi-monetary
economy.

371t could be argued, however, that the current predicament of Argentina has been (at least partially) triggered
by concerns about the country’ s ability to serve an increasing external debt rooted in persistent fiscal deficits.
To what extent full dollarization, as opposed to a currency board, would have been an attenuating factor in
this particular instanceis difficult to assess.

38 See Figure 1 in Chapter 6.



Having briefly surveyed the main driving forces behind the current dollarization debate, we
turn in this section to the main subject of this volume, namely the advantages and
disadvantages of dollarization in its different varieties, and their relevant determinants.

As Chang and Vdasco date at the introduction of Chapter 2, the importance of an
andytica framework within which to weight the costs and benefits of dollarization cannot
be overemphasized. If not for anything else, the dready mentioned scarcity of relevant
empirica experiments on the subject forces usto use afair amount of speculation to assess
the practical importance of the different aspectsinvolved in the debate.

To help in this process, they introduce each of these main aspects in the context of an
andytica modd of asmadl open economy in which a government faces the decison of
whether or not to dollarize. From atheoretica point of view, they show the tradeoff
between a suboptima response to externa shocks due to the exchange rate rigidity (an
issue thet reaes to the OCA theory), and the gain from the mitigation of the inflation bias
that results from the time incongstency problem associated with monetary policy and that
determines the credibility gainstypicaly atributed to credible fixed exchange rates (and, in
particular, dollarization). As expected, they conclude thet the net socia welfare effect of
dollarization is an empirica matter, that will depend, among other things, negaively on the
vaiahility of the exogenous shocks buffeting the economy, on the one hand, and the
credibility problemsfaced by the authorities at the time the decison is made.

Theory isagain useful to cast a different look on one of the negetive aspects of
dollarization, namely the loss of seignorage revenue. As stressed in Chapter 2, for
seignorage losses to be counted as socid (as opposed to fisca) [osses one should assume
away policy credibility problems thet result in an inflation bias, ance otherwise we would
be regarding as an economic gain the proceeds of an excessve (and welfare reducing)
inflation tax. Findly, turning to the lender of last resort function of the centrd bank, the
authors emphasize that its |oss may increase the probability of financid crises, much in the
same3\évay asthelack of depost insuranceis viewed as increasang the probability of bank
runs.

While the andlytica preamble helps us eucidate the main tradeoffs involved from agenerd
perspective, the lack of unambiguous answers highlights the importance of specific
characterigtics of the countries facing the decison and the precise way in which
dollarization would be put in place. To dearly didinguish theinitid conditions that may
increase the convenience of dollarizing for particular countriesis perhaps the main
chdlenge of this volume, the outcome that will contribute to quaify arguments thet are
typicadly framed in too generd terms. In this section, we try to present the findings of the
volume on these issues in a succinct way. However, before getting into the codt-benefit
andyss of dollarization, it will hep usto define up front the different monetary
arrangements that we will broadly group as“dollarized” regimes, and to point out the main
didtinction between them.

39 Thefinal part of the Chapter 2 introduces the discussion on the impact of dollarization on country risk,
resumed in more detail in Chapters 3 and 6.



3.a Varieties

Going back to our “ladder” andogy of exchange rate regimes, one can concelve the
vaieties of full dollarization as different steps that reach increasing levels of monetary
policy integration (dt. decreasing levels of policy independence). Thus, unilaterd
dollarization, the scheme that first comes to mind when talking about dollarization, entails
the decison by an individua country to adopt aforeign currency as sole legal tender, a
priori without any requirement to coordinate policies with the issuer of the foreign
currency.

A further degree of integration isimplicit in amonetary tregty thet negotiates the provison
by the foreign country’s centra bank of some of the services formerly offered by the
domedtic centrd bank, most notably, seignorage income and liquidity insurance (lender of
last resort function). In this regard, both recently dollarized countries like Ecuador and El
Sdvador, and former dollarization candidates like Argenting, tested, so far unsuccesstully,
the possihility of reaching an agreement by which the US would reimburse part of the
seignorage revenue to these countries, or use it as collaterd for future liquidity assstance to
domedtic financid indtitutions. Thus, such treaty would modify to some extent the US
monetary policy, which no longer isindifferent to the countries’ decision to dollarize*

A third, degper degree of policy coordination isinvolved in amonetary union. Whatever

the common currency of choice, the main difference between a currency union and standard
dollarization liesin the existence of a common centrd bank in which al membersare
represented. Despite the fact that in practice large countries tend to influence the centra
bank policy more strongly, the broad membership representation smoothes out the potentid
misaignments that may arise if the anchor country were to run monetary policy based only
on domestic congderations, in the event of asymmetric shocks within the region. Moreover,
acurrency union implicitly introduces acommon lender of last resort through which

wesker countries benefit from the larger clout of stronger economies.

Note a0 that the case of asmall country with little influence on the union’sdecison,
while quite dloser to the case of unilaterd dollarization in terms of policy coordination, Hill
benefits from the presence of the common central bank as guarantor, afactor that may
induce argpid convergence to the cogt of capital of the region, something thet is not likely
to be seen in unilatera dollarized countries. The sameis true even if the centrd bank of the
anchor country remains as the centrd bank of the union, the likely Stuation in the event

that a Latin American monetary union ever comesin place.

While we typically tend to think of dollarization as an arrangement of the firg type, most of
the advantages and disadvantages of a sandard unilatera dollarization extend to the other

4% Even at this degree of disaggregation we can find cases not fully represented by any of these categories.
Take for example the countries within the Rand zone (Botswana, Lesotho, Namibia, and Swaziland) that use
the South African Rand as legal tender and even perceive seignorage revenues from the South African Central
Bank, while at the same time preserve their own central bank and their own currency, albeit with a 100%
reserves back up requirement much asin the case of a currency board.



two varigties. This dlows us to andyze the pros and cons of dollarization abgracting from
specific varieties, and qudifying the discusson whenever a distinction between each of
them iswarranted. Chapters 2 to 5 are largely devoted to this andyss. In the remaining part
of this section, we present a brief summary of their main conclusons.

3.b Thepros

The economic literature identifies three main advantages of dollarization, understood as the
adoption of astrong foreign currency as sole legd tender. Firg, it reduces transaction costs
with countries using the same currency, dong the lines stressed by the OCA theory.
Second, it enhances (both monetary and fiscd) policy credibility, resulting in lower

inflation rates, lower red exchange rate volatility, and, possbly, a degpening of the

financid system. Third, it reduces sovereign risk by diminating currency risk and the
occurrence of cogtly soeculative attacks. Chapter 5 reviews each of them in light of the
experience of Centrd American countries, a group that benefits from the presence of the
most interesting long-lived example of a dollarized economy and the fact that most of its
members are reaively homogenous. Chapter 6, on the other hand, concentratesin detall in
the third expected effect by examining the impact of exogenous changesin currency risk on
country risk and looking into its potentid determinants. Findly, some important aspects of
the measurement of currency risk are highlighted in Chapter 3. Here, we draw on these
works to summarize the main findings.

Reduced transaction costs

As mentioned in the previous section, the traditiona OCA theory implicitly assumes that
there are gains to be obtained from currency unification beyond and above those achievable
through afree trade agreement with no commitment to afixed parity. In the literature we
find at least two ways in which the impact of currency unification can be inferred from the
data. Fird, thereisalarge body of research on the effect of exchange rate voldility on trade
that in most cases finds the effect to be significantly negative. In Chapter 5, Panizzaet d.
estimate that the effect of exchange rate volatility on trade for alarge sample of developing
countries and for Centrd American countries, and find in both cases a sgnificant and
negative effect. They conclude that the trade gains from dallarization are potentialy large.

In addition, there are transaction costs associated with the need to operate with multiple
currencies, which the EC Commission estimates for the European Union to be between one
fourth and one haf percent of GDP per year. We should expect these costs to increase with
the higher bid-ask soreads prevdent in less developed economies.

Rose (2000) estimates the combined gains from reduced exchange rate volatility and
transaction costs by comparing the bilatera trade flows between countries that share the
same currency with those that are obtained from a standard gravity mode, finding
substantive incremental effects** Along the same lines, Panizza e &. condude that, gven

41 These results have to be treated with caution, however. On this, see footnote 16.



that these gains are larger the stronger the trade links within the common currency ares, for
the case of Centrd American countries andyzed in Chapter 5, acommon currency may
induce important trade gains.

Enhanced credibility

Fixed exchange regimes advocates treditionaly highlighted two important dimensons
(monetary and fiscd) in which a commitment to a fixed parity can provide important
credibility benefitsto a country. Fird, by forcing a passve monetary policy, it diminates
theinflation bias &la Barro-Gordon by which agovernment may be tempted to inflate the
economy through unanticipated money injections. Moreover, by eradicating inflationary
financing of the deficit, it imposes stronger financia condraint to the government, that in
turn has no option but to keep its budget in check. Thistie-yp-one' s-hands gpproach,
however, is not without risks, snceif the self-imposed limitation does not necessaxily leed
to further discipline, the regime could become rapidly unsugtainable. The argument can be
partidly extended to the case of dallarization, which in this context can be seen as pegs

without any control over monetary policy.

In principle, dollarization would imply that monetary palicy in generd, and inflation rates
in particular, would tend to converge to the currency issuer’ sinflation rate, adjusted by
differentidsin productivity changes. Unsurprisingly, if hard pegs fare unambiguoudy
better than their more flexible counterparts in any dimension, it isin ther inflation recard.
Casud evidence and severd econometric sudies have found thet, on average, dollarized
regimes have sysematicaly diolayed lower inflation levels. Unfortunately, with the
exception of Ecuador, the latest additions to the dollarized troupe (El Salvacbr and,
arguably, EMU countries) entered the new regime after achieving a substantia degree of
price stability, so that the impact effect of the regime switch is difficult to ascertain.*?
However, the preliminary performance of Ecuador, and the fact that the implementation of
sugtainable conventiond pegs has been accompanied by a substantid dedinein inflation
supports the view of dollarization as providing important benefits on the inflation front.*®

The record on fiscd discipline is more ambiguous. Fatés and Rose (2000) find, in a recent
Sudy, thet currency unions are associated with a smaller government size (measured,
dternaively, as the ratio of expenditures and tax revenues over GDP), while both currency
unions and unilateraly dollarized economies exhibit narrower fiscd deficits. However, as
in Rose (2000), mogt obsarvations of unilateraly dollarized economiesin the sample
correspond to subnationa entities that may not be representative of astandard small open
economy. An dternative, more casud 100k, a theissueis provided by Table 2. There, we
use obsarvationsinduded in Levy-Yeydi and Sturzenegger (2001) to compare countries
that belong to a currency union, both againgt the rest of the sample, and againg de facto

42 One could argue that price stability is a precondition to dollarize, as opposed to a consequence of the
regime.

43 Seg, e.g., Ghosh et al. (1997, 1998) and Levy-Y eyati and Sturzenegger (2001), for alarge set of industrial
and non-industrial countries, and Domac et al. (2001) for transition economies.



fixes** As areference, we aso indude the figures for Panama, the only unilaterally
dollarized IMFreporting country as of end-1999. As can be seen, while the first group
exhibits smdler governments (measured ether as government expenditure, tax revenues, or
fiscal deficit), Panamadoes not differ sgnificantly form ether currency unions or other
conventiona pegs*® Weinterpret the results, which are broadly in line with Fatés and
Rosg's, as providing (wesk) support to the daim that dollarization may dicit fiscd
discpline.

Reduced country risk

A crucid aspect rdaed with credibility gainsis the extent to which, by dollarizing, a
country can improve itsinternationd creditworthiness. A high cost of cgpitd, both externa
and internd, is possibly one of the most important factors hampering the development of
non-industrid countries. Thisis particularly so for the case of emerging economies that
have undergone important indtitutiond reforms and have achieved aleve of paliticd
Sahility in many cases comparable to those of more advance countries.

In Chapter 6, Powd| and Sturzenegger dtress the fact that, while the gains from trade would
depend on the degree of openness and may in principle be achieved by other means, the
impeact of aszedble decline in the cost of capitd may have substantia direct consegquences
in the country’ s wedlth.

Theargumentsin favor of afal in country risk isto some extent a odds with the
experience of Panama, where sovereign risk has not only been systematically above that in
the US, but also has responded to externa negetive shocks much in the same way as other
non-dollarized economies. This contrasts with the evidence of argpid country risk
convergence of indudtrid European economies in their way to EMU. In both cases,
however, other more fundamenta factors may bein play, induding the fiscd record (mixed
in the Panamanian case and subgtantidly improved in Europe under the Maadtricht period),
and the didtinction between unilaterd dollarization and a currency union with the presence
of common lender of last resort*® Thus, while adedinein sovereign risk is likely to benefit
Eastern European countries in the event they join EMU, the sameis not o obvious for
Latin American countries adopting the US dallar.

At any rate, the question of whether borrowing costs will increase or decreaseiskey to
eva uate the convenience of dollarization. Powel and Sturzenegger list a number of reasons
why we should expect these cogts to move up or down with dollarization. Among the
former, they include the loss of the inflationary tax as a financing mechanism, the impact of

4 The sample includes: Antigua and Barbuda, Benin, Burkina Faso, Cameroon, Central African Republic,
Congo, Cote d’ Ivoire, Chad, Dominica, Equatorial Guinea, Gabon, Grenada, Guinea-Bissau, Mali, Niger,
Saint Kittsand Nevis, Saint Lucia, Saint Vincent and the Grenadines, Senegal and Togo.

4> One should note that the results concerning unilaterally dollarized economies suffer from asmall sample
problem. Whilein our sample these economies are represented by Panama (arguably not a good exampl e of
fiscal restraint), Fatés and Rose only find data for 32 observations.

46 Although in theory the ECB is not assigned LLR functions, the lack of aclear LLR arrangement in EMU
certainly contribute to this perception.



the loss of seignorage on the government budget congtraints, the loss of the diversfication
margin in a.context of imperfect substitutebility,*” and the impact of the greater output
volatility associated with dollarization on country risk. Among the latter, they mention the
impeact of the eimination of devauation risk on default risk through balance sheet effectsin
currency imbalanced economies*® the cost of interest rate defenses against speculative
attacks.*® the incressed efficiency in finandid intermediation arising from the use of a
common reference currency, enhanced monetary and fisca policy credibility, and the
perceived seniority of externd (foreign currency-denominated) over internd (home
currency-denominated) debt.>°

Wheatever the rdative Sze of other intervening factors, their main results confirm the
importance of balance sheet effects, as country risk in financidly dollarized countries
(where these effects are bound to be more subgtantia) tend to fal sgnificantly on news that
increase the probability of dollarization. The oppogte effect is detected in Chile and
Colombia, where the virtud absence of domestic financid dollarization combines with very
low levels of externd, foreign currency-denominated debt.>

Thar findings highlight the importance of the fact that most emerging economies do not
borrow internationdly in their own currency, presumably because of the domegtic
currency’ s weakness > As the argument goes, the financid fragility that results from this
unavoidable currency imbaance can only be diminated by adopting as sole legd tender the
foreign currency in which the externa debt is denominated. The argument, as dways,
should be qudified, sSnce externd debt is often denominated in more than one reference
currency so that the indexation to the foreign currency thet full dollarization implies
eliminate currency risk only partidly.

On the other, if foreign currency borrowing is an important source of country risk, why not
develop the domestic currency debt market. Indeed, there is not systemetic evidence that
the lack of domestic currency denominated debt is due to the inability to borrow in the
home currency, as opposed to a ddiberate decison not to incur the cost of a currency risk
premium that is judged to be excessive by most governments.

This puzzle, as expected, brings back credibility issues. The case of fixed exchange rate
regimes servesto illugrate this point. Since the sole purpose of borrowing in the domestic
currency isto hedge againg the possbility of a depreciation, theissue of home currency

47 Under this argument, agents willing to diversify its currency exposure would be willing to pay a premium
on local currency-denominated debt.

8 Indeed, asthey note, even in a currency balanced economy imbalance are to be expected at the micro level.
49 Note that even unsuccessful attacksi mpose a considerable (albeit temporary) real cost to the economy.

°0 Thislast point relates to the option to depreciate the domestic currency, reducing the burden of home
currency debt and thus the probability of a generalized default. Chapter 3 discusses the conditions under
which thisoptionislikely to be exercised. Whilethereis no systematic evidence of adifferential treatment of
external and internal debt, one could specul ate that the sensitivity of country risk to financial shocksis smaller
the larger the share of domestic currency debt that can be partially diluted through devaluation. Here, again,
theinitia financial dollarization ratio playsacrucia role.

> |nterestingly, for the case of Brazil, they find a positive, albeit much weaker, effect, possibly reflecting the
dollarization of external debt.

>2 See Hatissman (1999).



debt can only beinterpreted as asignd of the possibility of afuture change in the parity,
which in itsdlf defeatsthe god of gaining confidence in the regime. Alternatively, a
government committed to a fixed parity should have no reason to pay the currency
premium if it is convinced of its cgpacity to maintain the peg. Thus, the dollarization of
externd ligbilities could be interpreted as a consequence rather than as a cause, of afixed
exchangerateregime.

In the same vein, fully floating regimes, by dollarizing their debt, change their incentive
Sructure to make an opportunistic devauation less likely. As Neumeyer and Nicolini stress
in Chapter 3, the chances that a government repudiates its debt by a surprise devauation is
negatively related with the degree of financid dollarization. Interestingly, by dollarizing
their debt, governments gain a credibility thet they cannot later exploit by issuing debt in
their own currency. Thus, the discipline obtained by this sdlf-imposad redtrictions bring
with it an increase in vulnerability to events beyond the control of local governments.

3.c The cons

Three main disadvantages are often attributed to a dollarized economy. Firgt, the sandard
fix-flex argument concerning the loss of the exchange rate instrument to buffer the
economy againg red or externa shocks (dternatively, the loss of monetary independence)
gopliesidenticdly in this case. In addition, the dimination of the locd currency entallsa
fiscd cogt arising from the loss of seignorage revenues. Findly, the use of aforeign
currency for financid intermediation eiminates the cgpeacity of the domestic central bank to
financeitslender of last resort (LLR) activities by printing the domestic currency. Here, we
summaxrize the discussion of the firg point included in Chepter 5 and the andlyss of the
issue of the LLR and different aternatives to the standard centra bank liquidity assstance
presented in Chapter 4. In the fina part of the section, we briefly address the issue of
seignorage, its measurement and its potentid magnitude.

Theloss of the exchange rate instrument

One of the standard arguments againg fixed exchange rate regimes in generd, and full
dollarization in particular, Sresses that a flexible exchange rate is better equipped to isolate
the rea economy from externa and red shocks. Indeed, there is evidence thet fixed
regimes are associated with higher output volatility.>® Moreover, since the price rigidity that
underscores the lack of adjustment in fixed regimes tends to be higher when it comesto
reduce prices, the succession of quantity adjustments during recessons and price
adjusment during expansions may resultsin asmaller growth rate in the long run.>*

However, some andysts have argued that the shocks faced by individua countries are not
totaly exogenous to the exchange regime. Thus, Calvo (1999) arguesin favor of full

%3 Seg, among others, Ghosh et a. (1997), Broda (2000), and Levy-Y eyati and Sturzenegger, (2001).
%4 |_evy-Y eyati and Sturzenegger (2001b) suggests this explanation as one possible reason behind the slower
growth rate they find for conventional and, to alesser extent, “hard” pegs.



dollarization by stressing that the poor performance of conventiona pegs is not independent
of the fact that they are inherently more vulnerable to speculative attacks based on rumors
or finanaid contagion, an outcome that the dimination of the national currency
automaticaly rules out.

The andysisin Chapter V falsto find asgnificantly different regponseto red (terms of
trade) shocks under different regimes, partialy contradicting the resultsin Broda (2000).
However, one should note thet the latter dso finds thet, for highly dollarized economies (as
isthe Centra American countries used in the Chapter 5), the difference in output response
ceases to depend on the exchange rate arrangement.

Anissue rdated to the loss of exchange rate flexhility isthe fact thet, in the context of a
samall open economy, full dollarization iminates the scope for (countercydica) monetary
policy. Standard arguments againgt adopting a fixed exchange rate emphasizes that a
floating regime has the &bility to protect the country from externd interest rate fluctuations
and to use monetary policy as an aggregate demand management tool, under the
presumption that domestic interest rates are (more) independent in this case. This provides
an dternative way to test the isolation properties of flexible rates and the cogts of fixing
them.

The existing evidence on this point is rather mixed. Previous andlyss of the effect of
externd interest rate fluctuations (measured either as foreign borrowing costs or as changes
in USinterest rates) on domegtic rates under different exchange regimes suggest no
evidence that flexible regimes are successful in isolating domestic monetary variables from
externa ones.>® These condusions are confirmed by the tests provided in Chapter 5. In
particular, the authors find that domedtic interest rates in Latin American countries seem to
be more sensitive to externd financing codts (dollar rates on sovereign bonds) and to
worldwide shocks affecting emerging markets as awhole (measured as changein the
EMBI+ index) under more flexible regimes. Indeed, interest rates in Panama gppear not to
be sgnificantly influenced by externd rates, suggesting an important credibility aspect
underlying the link between external and domestic interest retes.

In addition, they look at the evalution of interest rates over the cyde and find no systematic
countercydicality in flexible regimes™ It isinteresting at this point to emphasize that, for
many reasons, monetary policy procydlicdity seemsto be the norm rather than the
exception among developing countries, contrary to what we obsarve in indudtrid

economies. This pattern is, undoubtedly, partidly explained by credibility factors thet result
in the closure of international markets & the time these countries face domestic financid
condraints. The falure of internationa capita marketsto “insure’” developing economies
againg cydicd fluctuations detracts from the usefulness of monetary policy as a short-term
adjustment mechaniam, rendering it less vaugble.

In short, while the loss of the exchange rate regime flexibility appearsto be associated, in
generd, with higher output volatility, the benfits of flexible exchange rate seem to be

°5 Frankel (1999), Hausmann et al. (1999) and Borensztein and Zettelmeyer (2000)
°8 This confirms previous findings in Haussman et al. (1999).



limited in the context of de facto dollarized economies. Moreover, the dependence of
monetary policy on externd events under flexible regimesis, a best, smilar to that
prevaent under pegs. Indeed, the resilience of domestic rates in Panamaindicates that full
dollarizetion, by tying domedtic rates to US rates, may have provided a better isolation
device againg temporary changes in market sentiment towards emerging economies, a
benefit that gppears to more than offset the loss of independent monetary palicy.

The Loss of the Lender of last Resort

Among the main cogts tributed to full dollarization isthe loss of the cgpecity of the
domestic centrd bank to play its lender of last resort function, namely its ability to provide
additiond liquidity to the banking sector in the event of atrangtory shortage. Trividly,
while centra banks can issue the domestic currency at no cogt, an excess demand of the
foreign currency in the market can only be met by the existence of a (costly) stock of liquid
foreign currency denominated reserves.

Many observers have pointed out the existence of dternative mechanisms to provide
liquidity insurance. In fact, there are at least two ways in which the LLR can be preserved
inacontext of full dollarization. Firg, it iseasy to conceive (dthough more difficult to
implement) a scheme by which theinternationd financid community (e.g., a consortium of
internationa banks) charges an insurance fee in exchange for acommitment to provide a
credit line to adomestic agency (e.g., the domestic centrd bank) in charge of liquidity
management in the banking sector, or to individud banks separately, much in the same way
as a sandard insurance contract works.

Sacond, it isdtill possble that the domestic agency collects the contributions directly from
the domestic banking sector and insures them up to the certain amount that in the aggregate
will be limited by the totd accumulated insurance fund. This arrangement, that resembles
the usua deposit insurance scheme, can be dternatively implemented through direct
funding by the domestic Treasury. In both cases, the option is no different to what highly
dollarized economiestend to do in practice: avail themsdves of alarge inventory of
internationd reserves.

Asagued in detall in Chapter 4, feasble as both dternatives may be, they il imply
important incrementa costs, particularly if they are engineered to isolate the banking sector
from systemic shocks.>’ The externd insurance strategy involves, on the one hand, the
payment of an insurance fee that is likely to increase more then proportiondly with the
coverage of the policy, astheinsurer’ s diversfication margin narrows. The Argentinean
contingent crediit line represents the closer example of such scheme. *® While the fee
gopears to be relatively minor as compared with the inventory cost of holding reserves, the

> |diosyncratic shocks to individual banks can usually be handled by the interbank market or directly by the
central bank through the use of alimited amount of reserves. Systemic shocks, on the other hand, requires that
individual banks or the central bank be able to borrow from abroad, at atime in which access to international
marketsis severely limited.

%8 On this, see chapters 2 and 4.



insurer benefits from the fact that the policy is activated only after the large exidting liquid
asts resarves are exhausted, and even then the coverage (and the associated risk for the
insurer banks) is relatively limited.>® One can only speculate as to the feasibility and cost of
ascheme soldy based on thistype of private insurance. In addition, the private insurance
Srategy leaves opens an additiond (and so far unanswered) question related with mord
hazard issues what would prevent thet, as the probability of a crigsincreases, participating
banks hedge their exposure in the market, contributing to the crigs?

But thisis not the only practica limitation of the Srategy to outsourcethe LLR. Asany
insurance contract, this one suffers from two mora hazard problems. The first one sems
from the fact that the occurrence of a crisgsis not independent of the government’ s actions.
It follows that the privetization of the LLR could subgtantialy reduce the government’s
incentives to monitor and reduce risk, arisng both from its own imbaances and from
leniency in the enforcement of a prudentia framework. Thet is the main reason why the
insurance contract is bound to require some kind of collaterd (asit does, for example, in
the Argentinean case). However, as noted in Chapter 4, it isnot a al clear to what extent
the issuer of the contract will be willing or able to comply with the policy in case of a
widespreed crigs, particularly if thistype of arrangement generaizes across countries that
historicaly have exhibited a high corrdation of externa shocks. Thus, the chapter
concludes, the private dternative should be consdered only as part of alarger insurance
package.® Findly, if insuring banks place a limit on the exposure they face to a particular
country, one should expect that, as an upcoming crisis increases the expected exposure,
banks will partidly liquidate their pogitions in the country, accelerating the collgpse in asset
values.

Mod of these previous shortcomings may be attenuated if the LLR function is assigned to
an internationd agency like the International Monetary Fund. Indeed, the IMF have dready
been parforming thisrole, dbet rductantly, during much of the 90s. The benefits of this
drategy are obvious. By encompassing countries around the world, such an agency could
exploit the scope for diversfication and reduce the liquidity stock needed to fulfill itsrole.
Moreover, as a suprandiond agency, it can include conditiondities on the extenson of the
insurance, something that would be unthinkable for a private consortium of banks
However, its very supranationd nature would make it vulnerable to political pressures that
may worsen the mora hazard problems and create the perception of an implicit insurance
that isindependent of the country’ s compliance with the conditiondlity.®* At any rate, it is
to be expected that dollarized countries with reduced accessto last resort liquidity will rely
heavily on IMF assistance®?

%9 Additional provisos of the scheme make any actual disbursement even less likely. Thisincludes a 20%
margin call requirement that, in the event the val ue of the sovereign bonds used as collateral declines by more
than 20%, it hasto be met in cash.

€0 The fact that most countries compensate for the limitations to the LLR by increasing their stock of reserves
seems to suggest that the private insurance may not be areadily available alternative in practice.

®1 One could argue, however, that thisimplicit insurance is already present and will ultimately be

unavoidable, and that an explicit commitment to insure countries under certain conditions may improve rather
than worsen the moral hazard problem.

62 Panama, with its sequence of 17 IMF Programs since 1973, isacase in point. On this, see Edwards (2001).



The dternative of holding alarge stock of liquid assets as a precautionary liquidity fund
involves the usud inventory cost of maintaining a sizesble stock of reserves in a context
high borrowing costs. More precisaly, as the domestic cost of capitd istypicaly higher

than the return on liquid assets that condtitute the major part of reserves, reserve holdings
entall acod that is proportiond to the spread between short-term safe foreign assets and
longer and riskier domestic government paper thet largdly reflects two types of premiums: a
liquidity premium asociated with the shorter maturity of reserves needed for liquidity
management in the domestic financid sector, and arisk premium associated with a higher
probability of default®®

The cost of holding reserves for liquidity insurance purposes is proportiond to the
probability digtribution of shocks (which in turn determines the needed stock of reserves for
agiven confidence level) and to the externa debot spread (which determines the optimal
confidence leve) that the government has to pay when it borrowsto invest on low yield
sdfe reserve assets. The optimd leve of reservesis not straightforward, though, asthe
voldility of liquidity shocksisitsaf endogenous to the amount of reserves: the higher the
amount, the less likely a confidence crigis or a bank run will actudly occur.

At any rae, the previous arguments highlight one important (and often underemphasi zed)
aspect of the debate: Centra banksin countries with extensve de facto financid
dollarization suffer, abalt to alesser degree, from the same shortcoming, as liquidity
shortages in the banking sector forcefully takes the form of an excess demand for the
foreign currency.®* Thus, as before, the actual lender of |ast resort cost specifically
atributable to full dollarization is smdler the higher the initid finencid dollarization ratio.

One can in principle estimate the cost of losing the LLR function of the centrd bank
directly as the cogt of holding the stock of excess reserves that substitutesit. If we are
willing to accept that reserves are primarily used as an insurance againgt systemic shocks,
then a reasonable gpproximation to the optima stock may be obtained as astresstest of the
aggregate portfolio of the domedtic centrd bank, taking into account al contingent

liabilities arising from the expected assstance of the financid sector in the event of a
sysemic crisis.

In thisregard, the nature of the reserves decison is no different to a sandard inventory
problem involving atradeoff between the cost of holding reserves and the cogt of facing
immediae liquidity needsthat, if anything, can be met in international markets a a very
large premium. In order to solve this problem, we need to answer three questions i) how

63 Note that, even though, in an efficient market, increasesin the risk premium should be perfectly offset by
an exante lower expected cost of debt servicing, ex-post a country that honorsits debt is“punished” by a
higher debt spread that rises the opportunity cost of capital and the cost of holding low-yield reserves assets.
In addition, the higher default risk and higher volatility of returnsthat characterizes devel oping country debt
are penalized by risk-averseinternational investors.

8 Arguably, unlikein fully dollarized countries, central banks in financially dollarized economies still can
print the domestic currency to assist the banking system, but at the cost of asharp i ncrease in the exchange
rate and high inflation that will be proportional to the ex-ante degree of financial dollarization. In turn, the
associated devaluation may worsen the fragility of the banking sector due to balance sheet effects, adding to
the cost of the bailout and detracting from the effectiveness of the LLR.



much liquidity will be mopped out of the sysem during a crigs (for example, dueto arun
on depogits), i) what is the probability that such a crigs actudly occursfor agiven reserve
coverage® and i) what is the cost of carrying the reserves.

Interestingly, as full dollarization trividly increases the degree of dollarization of financid
assets, it raises the optimal stock of precautionary reserves®® On the other hand, as noted
above, dollarization diminates an important source of economic disturbance, namdy the
possihility of acurrency crigs that negatively affects the banking sector through the
baance sheet channd, it reduces the probability of systemic liquidity shortages (for
example, due to sdf-fulfilling prophecies) and the optima stock of reserves for any given
dollarization ratio. Thus, ahighly dollarized country such as Argentinamay indeed benefit
from the latter effect, while ardatively nondollarized country like Brazil may be forced to
increase its liquidity requirements.

In short, while there are severd dterndtives available to subdtitute for the LLR function of
the centrd bank, none of them is costless or even complete. However, the incrementa cost
of the limitations imposed by dollarization is rdatively minor for countries that aready
exhibit a substantia degree of de facto dollarization.

Theloss of seignorage

How large isthe loss of seignorage associated with dollarization? A correct estimation of
seignorage |0sses needs to take into account two components: the need to purchase the
initid stock of foreign currency to be used as currency, aswell asfrom the costs of
purchasing later increases in the stock of currency. Alternaively, one can think of these
cogts as the logt income from international reserves used to exchange the monetary base for
the foreign currency, and from future increases in the stock of reserves as aresult of
increases in the demand for money.

A quick caculation can be made basad on two smplifying assumptions i) output and

prices grow at congtant rates g and ?, where the later is assumed to follow the inflation rate
in the foreign country from which the new currency is borrowed; ii) the currency-to-
(nomina) GDP ratio remains constant at theinitia level, denoted 2.°” Under these
assumptions, it follows thet the total flow of seignorage is exactly equivaent to a perpetuity
that pays an interesti on astock of internationa reservestha growsa arae? =(1+ ?)(1
+ @) — 1, therate of growth of the demand for aurrency on which seignorageis collected. In
turn, the present vaue of the perpetuity is given by:

S=2% 201 (2GDPy) [(1+ ?)L+ g)]' /(1 + )™ =i (?GDPy) / (i — ?)

% Note that, although the crisis can be completely exogenous, it can also result from a self-fulfilling
confidence crisis, which will be negatively related to the insurance coverage.

® | n the limit, a country with no foreign currency liabilities would only need reserves for exchange market
interventions.

67 Thisis equivalent to assuming a unit income elasticity of the demand for real balances, so that they grow at
the same pace at the real donestic GDP.



wherei isthe government’s opportunity cost. Since the red interest rate can be computed
directly asr = (1 +i)/(1 + ?) —1, the equaion immediately gives us the seignorage codt in
terms of GDP for any expected red interet, inflation and growth rates, and any expected
monetization ratio. To illugtrate the point, Table 3 presents the estimated numbers under the
assumption of a congtant currency-to-GDP ratio of 4%, and ared interest rate r of 4%, for
different growth and inflation assumptions. As an example, for agrowth rate of 3% and an
irﬂlaigg rate of 2% we obtain a 9zegble vaue of the seignorage costs of close to 23.8% of
GDP.

From this exercise we can conclude that seignorage cost are by no meanstrivia when
correctly computed.®® Indeed, the value of future incresses in the demand for money
represents the larger part of total seignorage costs.”® Thus, the find number heavily
depends on the expected rates of growth and inflation, as well as on the evolution of the
currency-to-GDP retio, 0 far assumed congant for smplicity.

The degree of monetization is higher in developed than in developing countries, which
uggests that, for the latter, the rate of growth of the demand for money may be higher in
the short run than in the steady date if levels eventudly converge to those of more
developed economies. This entalls an additiond saignorage cog, in the form of higher flow
codsin the trangtion period. However, one can present an argument in the oppodite
direction, by pointing at the presence of adeclining trend in the demand for red baancesin
deve oped economies (due primarily to financid innovation) that would require a
downward adjustment in our estimation of saignorage cods

4, APPLICATIONS: HOW DO WE GET THERE?

Besides the cost-bendfit andys's underlined above, the dollarization decison entals a
number of important questions related with the indtitutiona arrangementsto be
implemented and, in particular, with the smoothness of the trangtion process to the new
environment. This, in turn, involves not only technicd questions regarding, for example,
the “correct” entering exchange rate or the treetment of contracts during the path to
dollarization, but aso the political economy of the process that underscores the search for
politica support, a necessary condition for a successful dollarization plan. In thissection

%8 Note that this figure already includes the costs of purchasing the current monetary base, which appears as
the present discounted flow of income on theinitial money supply. Fischer (1982) alternatively compute
seignorage costs as an annual cash flow in terms of current nominal GDP which, under the assumption of a
constant currency-to-GDP ratio, would be equal to ?in the current period and ??7n all subsequent periods.
For the values of the example this will represent a cost of 4% today and around 0.2% in all future years. See
Levy-Yeyati and Sturzenegger (2000) for a more recent application of this approach to Latin American
countries.

%91t should be noted, however, that, while the lossinvolves a clear and non-negligible fiscal cost, its welfare
effect has to be qualified in most cases to the extent that (a potentially large) part of it may be originated in a
suboptimal inflation tax, as Chang and V elasco stressin Chapter 2.

"® They account for more than 80 % of the total cost in the previousexample. The number is obtained
subtracting the value of the current stock of 4% of GDP from the total of 23.8%.



we discuss the most sdient points in these two groups of issues, which are tackled in fulll
detall in the last two chapters of the volume.

I ndtitutional arrangements

Chapter 7 presents athorough andlysis of the main inditutional agpects df the trangtion to
full dollarization, broadly dividing the discusson according to whether the god isa
unilateral dollarization or amonetary union.”

A number of important technica points are posed by the andysis. Firg and foremog, there
is the question of the exchange rate a which the economy should enter the new
arrangement, that is, the rate a which the domestic currency should be changed by the
foreign currency at the beginning of the process. Here, there are a least two dternatives.
The easer way to answer this point is Smply by computing the exchange rate thet make
current internationa reserves equd to the sum of money base and the outstanding stock of
domestic currency interest rate securities issued by the centrd bank. However, while there
will dways be arate that will make foreign currency assets equa to domestic currency
ligbilities of the centrd bank equd, the exchange rate may be excessvely high if
international reserves are relatively scarce, and a substantial devaluation may bein order.”
Alterndtively, the exchange rate may be alowed to float during a short period of timein
order for the market to achieve its equilibrium in anticipation of the dollarization exchange
rate. In ether case, one would expect domestic pricesto adjust upward intime. A potentid
problem could arisein the case in which alarge stock of internationd reserves cdl for an
gopreciation of the currency, which in the context of downward price inflexibility could
have adverse effects on the real economy. However, it is easy to concelve aschemein
which the central bank (or the Treasury) keeps part of exiging reserves, for example, asa
fund to subdtitute for the loss of the lender of last resort or to buy back sovereign debt.

Asin the case of trade and capital account liberdization, the debate on dollarization have
aso ddved on the issue of sequencing. The proponents of a gradua process towards
dollarization argue that a number of complementary inditutiona and economic reforms are
in order to guarantee the sustainability of the new arrangement, including fiscd adjustment
to offset the loss of seignorage and inflation tax revenues, labor market reform to dlow for
amore flexible adjusment to externd shocks, and financid reform and a strengthening of
the banking sector to cope with the loss of LLR.”® In contrast, the proponents of arapid
move towards dollarization have emphasized the fact that dl necessary preconditions are
likely to be put in place once the limitations imposed by the new regime become gpparent.
Inany cg;Ee, they argue, waiting for the reforms to happen is the best way to postpone
forever.

! Theintermediate case of amonetary treaty is addressed in conjunction with the first type of arrangement.
2 This appears to have been the case in the recent dollarization processin Ecuador.
3 Note that the first two conditions are present, albeit to alesser extent, in the decision to fix the exchange
rate.
4 As Zarazaga argues, much in the way in which the discussion evolved in the liberalization debate, the issue

of sequencing may prove to be of secondary importance, since the final fate of dollarization plan will



An interesting issue related with the trangition to dollarization is the rate a which exiging
domestic currency contracts are converted to the new regime. The problem is easlly
illusrated by the example of a domestic currency bank deposit. Should the deposit be
converted at the exchange rate attendant at the time of itsissuance, or a the rate a which
the money base was purchased? In the former case, the holder of the deposit will be granted
a bendfit from the change in regime that will be equd to the loca-foreign currency interest
rate spread. In the former, however, the bank will be benefited inasmuch as the spread
aready incorporated expectations of aregime change, based on information available a the
time that the deposit was made. Zarazaga concludes that, under the rationa expectations
hypothes's, the second of the two cases gpplies, from what it follows that contracts should
be converted a the rate established under the dollarization plan. However, if we accept that
expectations are formed in an adaptetive way, this dternative would imply atransfer of
wedlth from domestic currency creditors to domestic currency debtors Moreover, as he
mentions in footnote 20, this may in turn induce a negative baance sheet effect if firms
indebted in the locd currency find it difficult to meet the (now higher) debt service
burden.” The concomitant adverse effect on the financial sector should not be
underestimated. To attenuate these types of disturbance, the authorities should dlow of a
long enough trangtion period in which exidting contracts expire or are voluntarily
renegotiated. "

A fourth technica aspect in the implementation of dollarization is the posshility of a
seignorage-sharing scheme. The recent proposal of the Joint Economic Committee of the
US Senate hinted at the possibility of sharing an unspecified fraction of the seignorage
accruing to the US from the unilateral dollarization of foregn countries, based on the
money base a the time the dollarization processis Sarted. Alterndively, Barro (1999)
proposed replacing the flow of seignorage payments by an up front disbursement thet may
help prevent the sharp deva uation needed when the stock of internationd reservesis smal
relative to the money base. The mora hazard associated with an advance of seignorage
revenues (acrucia shortcoming of the Barro proposa) may in principle be mitigated by
issuing along-term foreign currency-denominated bond to collaterdize the advance that,
for dl practica purposes, would be equivaent to aloan from the issuer of the foreign
currency. However, the increase in sovereign debt implied by the lagt dternative may
detract from the beneficid effect of dollarization on country risk. At any rate, none of these
dternatives have received any serious political support in the US.

Many of the issues discussed above are dill present in amonetary union, dthoughin a
different fashion. Thus, while seignorage is not lost in this case, members have to come up

ultimately depend on the quality and credibility of the policiesin place rather than on the order in which this
;7)50Iici&;areimplemented. _ _ _ o _

Note the symmetry of this argument with that of the impact of a devaluation in a currency imbalance
economy. In this case, the financial fragility istriggered by an appreciation of thefuture value of the domestic
currency, hitting firms morestrongly the larger their long position in the foreign currency.

"8 Voluntary renegotiation is certainly still an option once dollarization isin place, but amassive and
simultaneous renegotiations of contractsis not easy to achieve and may entail non-trivial economic costs.



with asharing scheme.”” Similarly, while there is a scope for adomestic lender of last
resort, it is not obvious whether this function should lie within the common centrd bank or
with the nationd reserves banks or some other decentraized agency. The same mord
hazard concerns that judtify the reluctance of the US Fed to provide LLR servicesto
unilateraly dollarized countries determine the decison of EMU to separatethe LLR
function from the ECB (however, this has not digpelled concerns about the perception of an
implicit insurance by the ECB, concarns that are additiondly fueled by the lack of a
trangparent LLR procedure), and apply to the location of the supervisory function.

But perhaps the mogt sdient didtinction between the two varigties of dollarizetion isthe
grester bearing on monetary policy decisons that member countries have in amonetary
union, which, in turn, requires alonger and more restrictive convergence process prior to
the launch of the union. Thisisonly logica if wethink of aunion asalong-term
partnership by which members assume joint responsbility over arange of issues. More
precisdly, while the US has no bearing on the policies undertaken in Ecuador or on their
impact on its population, monetary authorities within a union should am at the welfare of
the whole congtituency of member countries. Accordingly, to prevent some particular
country from free riding on other members good behavior, the union needs prospective
membersto bein acomparably good stance.”® Examples of this free riding problem are not
difficult to find. Countries may be tempted to incur excessve fiscd expenses financed by
debt thet is (a least implicitly) backed by the rest of the union. Smilarly, nationd
upervisory bodies may rdax banks prudentid supervison in the belief thet the nationd
banking sector isimplicitly insured by the common centra bank.

Thus, amonetary union, while it may limit some of the adverse consequences of unilatera
dollarization (mainly, the loss of the LL R and seignorage revenues), introduces mord
hazard issues that can only be (et least partidly) resolved through a much longer trangtion
period and, in particular, through more sringent quaifying requirements, particularly from
the countries from which monetary policy credibility isto be gained.”® Alterndtively, it
presumes the willingness of such a country to open its decision process to newcomers,
something that may Hill be along shot for many developing economies

Palitical Economy
The success of adollarization plan will depend to alarge extent on the popular support it

can gather. Chapter 7 suggests the need to hold a referendum on the plan to make sure the
backing of a broad mgority. However, asimportant is the politica support from different

" 1n EMU, for example, seignorage is distributed among members according to aratio that comes as the
simple average of their population and GDP shares.

"8 This convergence process involves, among other things, the harmonization of stetistics, prudential norms
and tax practices. In addition, the launch of acommon money market requires the linkage of national
payments systems.

79 Underscoring this problem lies that fact that, if the union isto deliver credibility gains, it requiresa high
degree of credibility of participating countries. Thus, currency unions between countries that suffer long-
standing credibility problems are unlikely to reap the credibility benefits. See Levy-Y eyati and Sturzenegger
(1999) for adiscussion of this argument in the context of acommon currency within Mercosur.



interest groupsin the economy, itself probably a condition for areferendum to be hdd in
thefirg place. Thisisthe subject of Chapter 8, where Frieden addresses the impact of
dollarization on different influentid sectorsin the economy, as well asthe rlevance of the
country’ s economic structure, macro conditions, and dectora inditutions on the likelihood
that the needed consensus around the dallarization plan isactualy created.

The chapter askswhat are the sectors more likdly to benefit or suffer from amoveto full
dollarization, and stresses the importance of the relaive palitica influence of “winners’

and “losers’ in the cregtion of palitica consensus. Among the former, we can identify
sectors involved in cross-border operations (multinaionds, finandid indtitutions, and
internationd trade intermediaries) where the use of a common currency and the dimination
of exchange risk are bound to have alarge positive effect. We could add to this group
exporters that benefit from the degpening of trade links within the common currency area.
Among the latter, we find import-competing producers, for which the lack of exchange rate
adjusments would entail a greater voldility of demand.

Thus, the identikit of a prospective dollarizer should show afairly open economy with an
internationdly-oriented private sector, as opposad to a closed economy with a powerful
domestic market-basad, import-competing sector.

Severd additiond factors are singled out in the chapter: the presence of astrong
government capable of leading the regime shift, macro conditions that increase the
dollarization benefits (for example, peragently high inflation asin Ecuador), inditutiond
Sability that guarantees the credibility of the commitment embedded in the dollarization
process (asin El Savador), and even palitica ties with the issuer of the candidate foreign
currency.

Indeed, it could be argued that EMU involved not only economic considerations such as
those discussed in the previous section, but rather (and perhaps mainly) a*“ prerequiste to
Sedt a the table for other important European decisons” as Frieden putsit. Smilarly, a
plan for a Pan American free trade area may deepen politica links among the intervening
countries, increase the cost of competitive deva uations (and the value of afloating
exchange rate) and fue the interest in acommon currency and (particularly in the US) in
arangements that goes beyond unilateral dollarization. &°

In the end, a serious evauaion of the viahility of dollarization should not be blind to many
of its consequences that escagpe the economic sphere. The palitica and dtrategica
dimensions discussed in Chapter 8 complement the cost-benefit analysis of section 111,
Ultimately, what makes dollarization afeasble dternative is not only iswdfare

80 \While the credibility benefits from monetary integration should be clear for countries that need to build
their credibility, the gains for the “anchor” country that provides the guaranteeislessobvious. Many of the
potential gainsfor Germany arising from EMU (exchange rate and capital flows stability, the building of
institutions that could provide explicit bailout mechanisms) may be minor for the US and its much smaller
potential partners. A mo rerealistic alternatively is advanced by Frieden (1998), suggesting the role of
“linkage” politics by which EMU may have helped Germany to gain European support for its foreign policy
initiativesin Eastern Europe. At any rate, we should not underestimate the political aspects attached to a
monetary unification process.



implications but aso the way in which thisimplications affectsin particular thosein charge
of making the decisons.

5. PRELIMINARY BALANCE: THEIMPORTANCE OF INITIAL CONDITIONS

An outsde observer will be immediately stricken by the sharply contrasting views offered

in the current dollarization debate, which can only be explained by a combination of
fragmentary and rather unrepresentative real experiments and an important ideologica
component. However, the previous survey of theissuesinvolved goes along way to
motivate the gpparent lack of consenaus, asit flags the complexity of issues & stake and the
relevance of individud countries’ initid conditions & the time of choosng whether or not

to dollarize.

Taking the 9de of hard peg advocates, one could argue that de facto dollarized economies
under aflexible regime do not actudly float, due to concerns that extreme fluctuations
would lead to financid fragility (balance sheets effects) or high inflation (pass-through
effects). In addition, conventiona pegs are subject to frequent confidence crises, many of
them triggered without any sgnificant change in fundamentas, which, through the two
effects mentioned above, may affect the financing costs and, ultimately, the solvency of the
country. Smilarly, as we have dressed, centrd banksin financidly dollarized economies
are likely to face serious limitations on their cgpacity to perform as LLR without resorting
to alarge and costly stock of internationa reserves, and even in the scope to conduct
independent monetary policy. However, while there is some evidence on the presence of
“fear of floating” in many developing countries®! and on the practice of holding a sizesble
sock of internationd reserves in financidly dollarized economies, the datais by no means
30 conclusive asto suggest that flexible regimes completdy sacrifice the benefits of
exchange rate adjustments.®?

On the other hand, while existing hard pegs have proved to be highly successful in
increeaing monetary discipline and lowering inflation, the evidence on their impact on
government size and fisca performance is rather weak. Findly, extreme fixes appear to
have exhibited dower growth and higher output volatility, confirming the existence of red
effects of giving up the exchange rate as an adjustment mechanism. Moreover, while even
hard peg advocates recognize the need of wage and price flexibility in order to minimize
the burden of red shock adjustments, there is no systemétic evidence that existing hard
pegs have been successful on these fronts.

In the end, the main conclusions that can be drawn from this debate point at the importance
of very spedific initid conditions. Benefits from de jure dollarization are likdy to outweigh
cogtsin countries with high financid dollarization, with important trade links with other
users of the foreign currency to be adopted, and with pervasive credibility problems that
resut in high country risk, and persgent high inflation or frequent currency collgpses

81 See Calvo and Reinhart (2000) and Levy-Y eyati and Sturzenegger (2000).
82 See, e.g., Broda (2001), where he finds that the nominal exchange rate response to terms of trade shocks
between countrieswith low and high financial dollarization do not differ.



whenever they attempt to use an exchange rate anchor. On the other hand, countries with
limited financid dollarization, diversfied trade links, or with gable flexible monetary
regimes and high creditworthiness, are likely to profit the leest from the adoption of a

dollarized regime. The evolution of ongoing experiences will ultimately be the find test of
these preliminary conclusons
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Table 1. Ligt of Dallarized Economies

Country Population Palitical Status Currency used Since
IAndorra 63,000 Independent Frenc franc and Spanish 1278
peseta
Channel Islands 140,000 British dependencies pound sterling 1797
Cocos Islands 600 Australian externa territory Australian dollar 1955
Cyprus, Northern 180,000 de facto independent Turkish lira 1974
Greenland 56,0000 Danish self-governing region Danish krone Before 1800
Guam 150,000 U.S. territory U.S. dollar 1898
Kiribati 80,000 Independent Australian dollar 1943
Liechstenstein 31,000 Independent Swissfranc 1921
Marshall Islands 60,000 Independent U.S. dollar 194
Micronesia 120,000 Independent U.S. dollar 194
M onaco 30,000 Independent Euro (French franc since 1999
1865)
Nauru 8,000 I ndependent Australian dollar 1914
Niue 20000 New Zealand self-governing New Zealand dollar 1901
Territory
Norfolk Island 2000 Australian external territory Australian dollar Before 1900
Northern Marianalslands 438,000 U.S. commonwealth U.S. dollar 1944
Palau 18,000 Independent U.S. dollar 1944
Panama 25m. Independent 1 balboa=US$ 1; uses dollar 1904
notes
Pitcairn Island 5 British dependency New Zealand and US. dollars 1800s
Puerto Rico 35m. U.S. commonwealth U.S. dollar 1899
Saint Helena 6,000 British colony pound sterling 1834
Samoa, American 60,000 U.S. territory U.S. dollar 1899
San Marino 24,000 Independent Euro (Italian lirasince 1897) 1999
Tokelau 1,600 New Zealand territory New Zealand dollar 1926
Turks and Caicos Islands 14,000 British colony U.S. dollar 1973
Tuvalu 10,000 Independent Australian dollar 1892
\Vatican City 1,000 Independent Euro (Italian lirasince 1929) 1999
\Virgin Islands, British 17,000 British dependency U.S. dollar 1973
\Virgin Islands, U.S. 100,000 U.S. territory U.S. dollar 1917
Ecuador 29m. Independent U.S. dollar 2000
El Salvador 61m. Independent U.S. dollar 2001
Austria 81m. Independent Euro 1999
Belgium 102m. Independent Euro 1999
Finland 52m. Independent Euro 1999
France 588m. Independent Euro 1999
Germany 820m. Independent Euro 1999
Ireland 37m. Independent Euro 1999
Italy 576m. Independent Euro 1999
L uxembourg 043m. Independent Euro 1999
Netherlands 157m. Independent Euro 1999
Portugal 100m. Independent Euro 1999
Spain 394m I ndependent Euro 1999




Table 2. Hard Pegs and Fiscal Policy

Currency Unions Non-CU Fix de facto (w/o CU) Test (CU=NCU) Test (CU=Fix)
P-value P-value
Obs. | Mean | Median| Obs. Mean |Median| Obs. | Mean |[Median | Means | Medians®| Means | Medians?
Total Expenditure 168 26.2 26.9 1639 28.1 257 460 3.7 307 0.08 0.37 0.00 0.00
Current Revenue 171 219 231 1642 235 21.6 462 26.8 263 0.06 0.30 0.00 0.00
Overall Budget 166 -25 -16 1630 -4.2 -3.3 449 -45 -34 0.00 0.00 0.00 0.00
Surplus
Tax Revenue 171 18.0 20.3 1650 194 17.3 463 21.6 183 0.07 0.65 0.00 0.00
Gov Consumption 406 16.4 15.6 2023 15.6 14.3 608 17.7 163 0.05 0.00 0.00 0.03
Panama Panama= CU Panama= Fix
P-value P-value
Obs. Mean | Median| Mean |Medians®| Mean| Medians?
Total Expenditure 25 28.6 289 022 0.25 0.37 0.61
Current Revenue 25 25.1 254 0.09 0.27 0.64 0.95
Overall Budget 25 -35 -4.0 024 0.08 0.55 0.95
Surplus
Tax Revenue 25 18.6 184 0.98 0.36 0.23 0.84
Gov Consumption 19 17.9 17.6 045 0.04 0.84 0.22

! Wilcoxon / Mann-Whitney test




Table 2. Hard Pegs and Fiscal Palicy (continued)

Currency Unions

Antigua and Barbuda
Benin

Burkina Faso

Cameroon

Central African Republic
Congo

Céted' Ivoire

Chad

Dominica

Equatorial Guinea
Gabon

Grenada

Guinea-Bissau

Mali

Niger

Saint Kitts and Nevis
Saint Lucia

Saint Vincent and the Grenadines
Senegal

Togo

Definition of Variables

Total Expenditure: Current and capita (development) expenditures and excludes lending minus
repayments.

Current Revenue: Includes al revenue from taxes and current nontax revenues (other than grants) such
asfines, fees, recoveries, and income from property or sales. Datafor centrd government only.

Overall Budget Deficit: Current and capitd reverue, and officid grants received, lesstotd expenditure
and lending minus repayments.

Tax Revenue: Comprises compulsory, unrequited, nonrepayable receipts for public purposes collected
by centra governments. It includes interest collected on tax arrears and pendties collected on
nonpayment or late payments of taxes and is shown net of refunds and other corrective transactions.
Government Consumption: Current spending for purchases of goods and services (including

wages and sdaries). It dso includes most expenditures on nationd defense and security, but excludes
government military expenditures thet are part of government capital formation.

All variables as percentage of GDP and for centra government only.

Source: The World Bank’ s World Deveopment Indicators.
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Figure 1 (continued)

Emerging Countries
(IMF Classification)
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Figure 2. Ecuador: Evolution of the Exchange Rate in the Road to Dollarization
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Table 3. Theloss of Seigniorage Revenues

(in percent of GDP)

r=4%

7= 4%7?
9/? 1% 2% 3% 4%
0% 5.0% 6.0% 6.9% 78%
1% 6.7% 7.9% 9.2% 10.5%
2% 10.0% 11.9% 13.8% 15.7%
3% 20.0% 23.8% 21.7% 31.4%




