Avoiding Currency Crises
Martin Feldstein™

Although the Asian crigs countries are now generaly experiencing economic recoverieswith
rising exports and strong share prices, sgnificant damage remains — high unemployment, corporate
bankruptcies, nationalized or insolvent banks, and weakened politica support for a market economy.
Moreover, therisk of future currency crisesin the emerging economies has certainly not been
eiminated.

The paper by Barry Eichengreen and Ricardo Haussman is correct to focus on the policies that
the emerging market countries (EMC) themsalves can pursue to reduce the risk of future economic
crisesingead of discussng new policiesfor the IMF or for the industria countries that some analysts
hope might achieve that god.* | agree with their emphasis on EMC sdlf-help and on the multiple causes
of fragility and currency crises (Feldstein 1999a,1999b). Indeed, | would Stressthat just asingle
fundamenta structurd policy error is sufficient to make a currency crissinevitable, with the associated
adverse effects on the domestic economy. Avoiding a crisis therefore means avoiding al such mistakes.
A bad exchange rate regimein particular can make a currency criss inevitable but a good exchange
rate regime is not enough to prevent acriss.

In my own writing (Feldstein 1998, 1999a), | have emphasized three fundamenta mistakes that
have caused the recent currency crises: (1) large current account deficits caused by overvaued fixed-
but-adjustable exchange rates; (2) mismatched ba ance sheets with short-term ligbilities that exceed
foreign exchange reserves, and (3) weak banking supervison that alow banks to be de facto insolvent.
The 1997 crisesin Thailand and Koreaillustrate the impact of these problems and, in the case of
Koreg, the potentid for a currency criss even if the current account is not in fundamenta imbalance.

Thailand's criss was precipitated by a massive current account deficit that reached eight
percent of GDP, the result of afixed exchange rate between the Tha bhat and the dollar that was

"Remarks presented at the Jackson Hole Federal Reserve Conference on August 28, 1999 as
acomment on Barry Eichengreen and Ricardo Haussman, “What International Monetary Arrangements
are Appropriatein Light of the New Environment.”

" Professor of Economics, Harvard University, and President of the National Bureau of
Economic Research.

! Eichengreen and Haussman structure their discussion in terms of three dternative theories of
the fragility of the EMC economies dthough in redity, as they acknowledge, the three are not mutualy
exclusive theories but rather three different aspects of the condition of many EMCs. It is not surprisng
therefore that the data that they analyze do not alow them to choose among the three theories.
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exacerbated by the decline of the yen-dollar and rinminbi-dollar exchange rates. Koreain contrast had
amanaged floating exchange rate. Korea's current account deficit was not large, and its temporary
increase was due to the collapse of the semiconductor market rather than to a genera overva uation of
the Korean won. Kored s problem was not an overvalued exchange rates but a balance sheet
mismatch in which short-term liabilities denominated in foreign currencies exceeded Korea s foreign
exchange reserves.

In both countries, weak banking systems and weak banking supervison played an important
role. In Kores, the relaxation of regulations that previoudy limited off-shore financid borrowing and
investing alowed Korean financid inditutions to incur excessive foreign exchange debts. In Thailand,
the banks borrowed dollars and then lent those dollars to Thal businesses that did not have the ability to
earn dollar profits because they produced and sold to domestic customers. The devaluation of the bhat
caused a sharp increase in the bhat-equivalent value of the debt of the companies, leading to
bankruptcies of firms and therefore of their bank creditors.

Not an Accident

Why did the governments in Thailand and Korea alow this to happen? 1t would be wrong to
assume that the bad policies that caused the crises were just errors based on ignorance or irrationdity.
Consder the experience in Thailand.

For Thailand, afixed exchange rate policy was initidly a very tempting source of severd
advantages. Fixing the exchange rate to the dollar provided a nomina anchor for the economy that
helped it to achieve price sability. By fixing the exchange rate and saying that it would not devaue the
bhat, the government told labor and business that excessive wage clams or price increases would not
be tolerated and accommodated. While a fixed exchange rate was a source of moral hazard to financia
ingtitutions, it was the opposite for nonfinancia businesses and labor.

In addition, a fixed exchange rate permitted cheaper credit for Thai borrowers. Although debt
incurred in dollars had a higher interest rate than American borrowers would pay at the same time, the
cost of fundsto Tha firmswas subgtantialy chegper than it would have been without a fixed exchange
rate.

Thai exporters o benefitted as the yen-dollar rate rose, providing a de facto devaluation of
the Thal bhat againg the yen. Thiswas particularly important since Jgpan is Thailand’ s biggest export
custome.

Despite these initid advantages, over time the fixed exchange rate of 25 bhat per dollar became

more and more overvalued. The large current account deficit rose from 5 percent of GDP ayear to
more than 8 percent of GDP.
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The IMF and others advised floating the bhat. Why was this advice rgjected? Why did
Thailand not devadue whileit gill had substantia foreign exchange reserves? Why did Thailand keep
supporting the bhat until reserves were exhausted and the country was forced to devaue, leading to
meassive deflation of economic activity and apainful IMF program?

There were, | believe, four digtinct reasons for this gpparently perverse behavior. Firgt, the
authorities ressted deva uation because they feared that devaluing the bhat could lead to asharp risein
inflation caused by risng import prices, increased demand for exports, and an end to the nomina
anchor that restrained generd wage and price increases.

Second, there was dso awell judtified fear that devaluing the bhat would cause asharp fal in
economic activity because companies that had very large dollar debts and were highly leveraged would
experience avery large rise in the bhat value of that debt that would be too heavy aburden to bear.

Third, and perhaps more important, the reluctance to devalue was not just a concern about
macroeconomic effects. Thailand isasmal society. Devauation would have devadteting effects on the
financid stuation of influentid wedthy individuds and important local businesses that hed large dollar
debts. And the paliticians themselves redlized their own vulnerability to these effects. Ddaying
devduation gave these wdl-placed individuds and businesses time to shift their obligations from dollars
to bhat.

Findly, government officias could tell themselves that the overvauation of the bhat might
correct itsdlf without a change in the dollar-bhat exchange rate if the yen rose again rlative to the
dollar.

The Tha government’ s decision to support the overvalued bhat until the bitter end nevertheess
illustrates the triumph of hope over experience. Experience shows over and over again that current
account deficits of more than about four percent of GDP cannot be sustained.

The private investors and banks that continued to lend dollarsto the Thai banks and to hold
bhat assets did not generdly believe that they had an ironclad guarantee from the Tha government that
the exchange rate would never be changed. If they had redly believed fully in the guarantee, the interest
premium on Tha dollar debts would not have existed. But with thisinterest rate differentid, foreign
lenders continued to participate because they believed that the balance of the odds made doing so a
good bet as part of an overd| investment and loan portfolio.

Hexible Exchange Rates

In my judgement, the best way to avoid the overvalued exchange rate problem that led to the
crisgsin Thaland and e sewhere is aflexible exchange rate. | will return to the option of dollarization
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(that Eichengreen and Haussman appear to favor) below.?

In addition to the usud reasons for preferring aflexible exchange rate, including the mord
hazard issue stressed by Eichengreen and Haussman, a flexible exchange rate avoids the politica
problems of adjustment to which | have referred. It insulates politicians and government officias from
pressures and from persond fears. It avoids the temptation to delay adjusting in the overly optimistic
hope that something will occur to diminate the overvaluation without an explicit devauation.

Eichengreen and Haussman discuss the possibility that a floating exchange rate would
encourage hedging of exposures and therefore would reduce the adverse effects of devauation. They
dress that a floating exchange rate encourages hedging by continualy reminding market participants of
currency risk. Although this may be true, the interest differential between dollar interest rates and bhat
interest rates should aso have been areminder to any large and sophisticated borrower. In addition,
there is an important reason why hedging would be less likely in afloating sysem than in afixed
exchange rate system. The usud insurance arguments suggest that big losses are the risks that
individuals and companies would be willing to pay to avoid. With afloating exchange rate, thereisless
risk of abig decline in the value of the currency and therefore less reason to hedge.

The quedtion of whether hedging is likely to be grester with fixed or floating exchange ratesis
not likely to be resolved by looking at the extent of hedged and unhedged positionsin different
exchange rate regimes (as Eichengreen and Haussman suggest) Since currency exposure is much
broader than financid assets and liabilities. For example, a Tha firm that will sdll output abroad for
dollars may choose to sl dollars forward or to borrow in dollars. That financial exposure may [ook
like an unhedged postion but it is redly hedged by the expected future saes receipts.

An exchange rate system that avoids sustained current account deficits is necessary but not
aufficient for diminating the inevitability of a currency criss. A country must also avoid the kind of
bal ance sheet mismatch that undid Korea and the banking system weakness that encourages runson a
country’s banks. For that reason, the evidence that crises occur in countries with flexible exchange
rates cannot be taken as evidence againg exchange rate flexibility.

|nternational Ligquidity

Moreover, dthough avoiding the three mistakes that | have stressed should mean that a
currency crissis not ineviteble, alargerisk remainsin aworld in which fragility isamatter of degree
and in which globd trade and investing causes crisis contagion. To reduce the risk of such unwarranted
currency crises, countries should take steps to increase their internationd liquidity, i.e., theratio of their

2Eijchengreen and Haussman do not discuss the option of a currency board. | have discussed
the reasons for my own skepticism of the usefulness of a currency board in Feldstein (1999a).
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foreign exchange reservesto their short-term foreign liabilities.

A country like Chinawith more than $100 billion in foreign exchange reservesis not an
atractive target for speculators. Countriesthat till think of desired foreign exchange reserves as equd
to three or Sx months of imports are courting trouble in aworld where capita flows are amore
important source of exchange rate problems than fluctuations in trade.

Building foreign exchange reserves through current account surpluses is however time
consuming and has a high opportunity cost in terms of foregone red investment. | believe that an
atractive dternative way to build foreign exchange reservesis to borrow dollars with longer-term
maturities and invest those fundsin liquid assets. | recognize the usud objection to this approach is that
such borrowing is expensive because the cost of longer-term borrowing evenly the sovereign borrower
in an emerging market country istypicaly subgtantialy higher than the yied on short-term U.S. Treasury
bills or other equivaent assets in which such reserves are typicdly invested. Thereis however no need
to redrict the investment of reservesin that way. The net cost of building reserves can be subgtantidly
reduced by investing the reserve funds in higher yidding liquid securities — longer term government
bonds, corporate bonds and even some equities. Although such investments bring arisk of their own, it
is surely better to accept some such portfolio risk than to accept an even greater risk of inadequate
reserves because the country is deterred by the cost of building reserves. An optimal reserve policy
requires balancing both types of risks, taking more portfolio risk to have alower risk of inadequate
foreign exchange reserves.

Accumulating reserves can be supplemented with back-up lines of credit from private sector
creditors, as Argentina has done. While such lines of credit may cause lenders to reduce their other
lending in times of trouble, there is anet gain of liquidity aslong asthere is aless than a one-for-one
offset.

Another frequently suggested way to increase a country’s net liquidity isto impose atax on
capitd inflows, as Chile hasdone. Thisis adrategy advocated earlier by Eichengreen and one that
Eichengreen and Haussman note is gaining favor in Washington. | think such apalicy is not generdly
gopropriate. 1t unambiguoudy raisesthe cost of capital to businessesin the country and may have very
little benefit if substantid amounts of the country’s own domestic bank deposits can and would be sent
abroad in the same circumstances in which foreign lenders would withdraw their funds. Because this
balancing depends on nationd circumstances, no generd ruleis possible.

Dallarizetion
| turn findly to the dternative policy of dollarization, i.e. of explicitly subdtituting the dollar (or

the yen or the euro) for the domestic currency. Eichengreen and Haussman claim that dollarization
brings severd advantages: it alows borrowing abroad in the domestic currency, thereby eiminating the
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potentia deflationary effects of currency devauations, it would aso reduce the level and voldility of
interest rates, in particular eliminating periods of very high interest rates used to stabilize the exchange
rate under afloating rate system; and (again in their view) it would atenuate the severity of the busness
cycle. | think their analys's overdates the advantages and ignores many of the disadvantages of
dollarization.

Firg, borrowing in aforeign currency isonly aproblem if there istoo much such foreign debt
and if corporate debt-capitd ratios aretoo high.  Since domestic saving typicaly finances between 80
percent and 90 percent of domestic investment in emerging market countries and some of the remaining
foreign investment takes the form of equity, there is no reason for foreign currency borrowing as such to
be a problem. While access to more foreign debt could raise domestic investment, experience shows
that countries that seek substantialy more foreign debt frequently invest those fundsiin rdaively
unproductive ways, thus compounding the problem of excess debt and exchange rate risk.

Second, sharp increases in interest rates to stabilize the exchange rate should not be along-run
issue in a country with afloating exchange rate. Although some periods of high rates may be needed
during the early years of floating, it would eventudly be possble to have ardatively free float with little
interest rate intervention. | might say parentheticaly that the recent excess sengtivity to U.S. interest
rates of domestic ratesin Latin American countries with floating exchange ratesis unlikely to be along-

run equilibrium property.

Third, the severity of the business cycle could be sgnificantly worse with dollarization than with
afloating exchange rate for reasons that are well known in the literature on the optimal currency aress.
In acountry that dollarizes, the domestic interest rate and the exchange rate cannot respond to changes
in domestic demand — elther naturdly or as a matter of policy. With dollarization, the locd interest rate
and exchange rate cannot decline to offset weakness of demand and cannot increase to offset excess
demand that arises from nonmonetary sources.

The interest rate will be determined by the Federa Reserve with aview to conditionsin the
United States. When the US needs higher interest rates, any country that has dollarized will get that
interest rate increase whether or not it is appropriate locally. The extent of the damage that this doesto
alocd economy will depend on how much of its nonmonetary business cycle is correlated with that of
the United States. Thus Mexico may lose less from dollarization because its business cycle — through
trade —islinked closdly to that of the US. In contrast, Chile with its heavy dependence on the price of
copper, needs flexible interest and exchange rates that can vary quite separately from those in the
United States.

There are other problems with dollarization. The centra bank of a country that dollarizes will
lose the ability to act as alender of last resort to its own banking system. For that reason , most of the
domestic commercia banks could become foreign owned since depositors will recognize that US
banks are likdly to have accessto liquidity in acriss.
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A further disadvantage of dollarization is that there is no way to return to anationd currency
that has a sound reputation or to reestablish a centrd bank with significant credibility. Even if
dollarization were desirable for a country now, it might not be ten or twenty years from now. The
country that nevertheless dollarizes now will have lost the opportunity to use those 10 or 20 yearsto
build confidence in its currency and its centrd bank

Despite these disadvantages, the are no doubt severa countries that would have been better off
over the past two decades if they had previoudy dollarized. Can the centrd banks of these countries
expect to do better in the future? Has there been learning from the past mistakes made by themsalves
and by others? Those are the key questions that must be answered in assessing the desirability of
dollarization.

Rudi Dornbush in his comments yesterday was quite condescending when he dismissed the
current and future centra bankers of Latin Americaand Eastern Europe as incompetent neophytes who
are congenitaly incapable of ever making good monetary policy. | disagree. | have more confidencein
the potentia ability of these countries and of their central banks. Moreover, | remember the European
and USiinflation of the 1970s and 1980s and am therefore less confident about the future soundness of
the monetary policy of the European Centrd Bank and of the Federal Reserve. And, perhaps more
importantly, | believe in the old fashioned idea that sovereign nations have the right to learn from thelr
own mistakes and to control their own economic palicies.

Cambridge, MA
August 1999
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