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Abstract

The recent collapse of the Argentine currency board raises new questions about the desir-
ability of formal fixed exchange rate regimes. This paper examines the relative performance
of a currency board with costly abandonment in the presence of dollarized liabilities to a
fully-discretionary regime. Our results demonstrate that neither regime necessarily dominates
with only idiosyncratic firm shocks, but discretion unambiguously dominates with the
addition of shocks to the dollar-euro rate. The relatively strong performance of the dis-
cretionary regime in this model stems from the benign impact of dollarized liabilities on the
monetary authority’s time-inconsistency problem.
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1. Introduction

The recent collapse of the Argentine currency board has resulted in renewed
attention on this form of exchange rate regime. Prior to this event, many had argued
that “intermediate’ exchange rate regimes had fallen out of favor (e.g. Frankel et al.,
2001), with pure floats or hard pegs, such as formal currency board arrangements,
dominating them in terms of economic performance. The dramatic collapse of
the Argentine economy raises new questions about the desirability of currency
boards in modern developing economies.
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The historical evidence on the empirical performance of currency boards suggest
that they do have a disciplinary effect on policy and have tended to be successful.
Ghosh et al. (2000) report that exits from currency boards have been very rare.'
Moreover, currency board countries exhibit lower inflation, lower fiscal deficits,
and lower average rates of monetary growth.

While exits from currency boards are rare, pegged exchange rate regime col-
lapses are not. The prevalent pattern observed in the literature is that when fixed
exchange rate regimes do collapse, their collapses tend to be *...messy and costly”
(Edwards, 2002). For example, Edwards and Edwards (1987) report that Chilean
GNP fell by 19 percent in 1982 subsequent to its devaluation, after accounting for
terms of trade changes. Downturns of this magnitude are not uncommon following
exchange rate collapses.

Given the experience with pegged regime collapses, it appears likely that when
currency board collapses do occur, they would be even more disruptive. The his-
torical record of currency board safety is likely to induce agents to feel free to
denominate contracts in local and hard currencies interchangeably, leaving wide-
spread potential for currency mismatches in the wake of a currency board collapse.
That of course has been the experience with Argentina. From 1999 through 2002,
GDP per capita in Argentina fell by over 50 percent while unemployment rose to
23 percent.

One notable feature of Argentina’s collapse is the contribution of weakness in its
financial sector. De la Torre et al. (2003) note that while Argentina’s currency
board led to increased financial deepening in that country, it did so at the expense
of greater financial fragility. Because a currency board left open the opportunity to
devalue at some cost, it left Argentina exposed to expectations of devaluations and
“sudden stops” in capital inflows. These sudden stops led to widespread disin-
termediation and financial turmoil.

Subsequent to devaluation, problems were particularly acute among agents
facing dollar-denominated liabilities. A number of recent papers (e.g. Calvo and
Reinhart, 2002; Aghion et al., 2001) have argued that using an exchange rate
devaluation to respond to an adverse shock can be counterproductive in the pres-
ence of dollarized liabilities. While devaluations can have a positive impact on
export performance, they may also have an adverse impact on domestic balance
sheet positions. These adverse balance sheet effects may then exacerbate economic
downturns if production is dependent on external funds, as in Edwards and Vegh
(1997).

There is ample empirical evidence that the dollarization of liabilities in the finan-
cial sector has exacerbated the adverse effect of devaluations. For example,
Edwards and Edwards (1987) argue that Chile’s financial liberalization prior to the
1982 crisis encouraged its financial conglomerates to increase their dependence on

! Ghosh et al. (2000) report a number of incidents where countries moved from currency boards to
hard pegs at prevailing rates subsequent to independence, but such regime changes appear to have mod-
est immediate real economic impacts.
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