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Thought of the Month – To Peg or Not To Peg?

Currency pegs are hardly ever the talk on the street because nothing much happens, but any hint of speculation about a possible currency devaluation or switch to a free-floating exchange rate can send shock waves throughout the entire financial community. Defending a peg is neither the easiest of tasks, nor is it always successful as we saw during the Asian financial crisis and occasionally in South America. It often leads to economic turmoil and lengthy re-adjustment periods, and the damage can be further exacerbated due to complacency and a lack of preparedness. Attention is constantly shifting from one currency to another, as opportunists look for vulnerability and fill the news with rumors as they try to pressure a currency in a certain direction, with the most recent attention focused on the Argentine peso and to a lesser degree the Chinese yuan. Given the numerous lessons from the past, should monetary authorities stick with a pegged currency or should devise a strategic course of action for a smooth transition to a floating currency before market forces become too overwhelming for them to maintain a peg? Will the economic benefits gained from adopting a floating exchange rate outweigh the perceived stability and sense of security derived from a pegged currency? Or, is the era of individually pegged or floating currencies over now and should they be replaced with regional monetary unions and a common currency such as the euro? Although discussions are on the way, will Asia and North America follow in the footsteps of Europe, and how soon?

Why is the Sky Blue? – Why do Countries Opt to Peg? 

There is no single reason why monetary authorities or central banks have adopted and/or still maintain a pegged currency. One reason could simply be historical following the Bretton Woods system (see explanation in "Nourishment" below), which now is hard to change. The original thought was that a pegged currency would insulate the local economy from external shocks by reducing "imported inflation" (i.e., a weaker domestic currency makes imported goods more expensive which leads to price inflation), and thus create stability. Some authorities also believe that controlling international capital flows to maintain a pegged currency, rather than domestic monetary policy (i.e., level of interest rates), is an easier and better means of generating economic growth. Furthermore, since monetary authorities can adjust a peg from time-to-time, they believe that their domestic cost structure and exports can remain competitive with neighboring countries and the rest of the world.

Nourishment – From Fixed to Floating Exchange Rates

In 1944, the Bretton Woods system was adopted, together with the establishment of the International Bank for Reconstruction and Development (now the World Bank) and the International Monetary Fund (IMF). In order to establish a stable international economic environment, international leaders agreed to create a fixed exchange rate system. Other currencies were fixed to the US dollar, which was fixed to the price of gold at $35 an ounce at that time. If a country experienced a large and persistent imbalance of payments, deficit or surplus, (the difference between exports and imports) it could request permission from the IMF to adjust the pegged value of their currency. The US later suffered a lengthy period of balance-of-payments deficits combined with rising inflation in the late 1960’s; however monetary authorities were reluctant to devalue the currency. Eventually in 1973, the US abandoned the gold standard and many industrialized countries switched to a floating exchange rate regime. 

A similar experience of persistent balance-of-payments deficits and an erosion of foreign reserves forced Thailand to abandon the peg and switch to a floating currency in July 1997 which was to become the start of the Asian financial crisis and led to the devaluation of other Asian currencies. Besides Thailand, at least five other countries (Indonesia, Korea, Russia, Brazil and Mexico) were pushed to adopt a floating exchange rate during the period from 1994 to 1998.

According to a recent article by Stanley Fisher of the IMF 1, he notes that at the end of 1999, 42% of the total 185 IMF members had a floating exchange rate mechanism, a significant increase from 23% of the total 159 members in 1991. Of the 185, only 22 are classified as developed market economies, while 33 are classified as emerging and the rest as other. The trend since 1991 has been a shift from a soft peg (intermediate) to either a hard peg or floating currency. One reason given is that “soft peg systems have not proved viable over any lengthy period, especially for countries integrated or integrating into the international capital markets.”, though similar shifts were also observed for the other countries. This trend is expected to continue especially among the emerging market economies, with the possibility of more currency unions.
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* The 10 new countries with a hard peg are all members of the EMU.

Hard Peg:

economies with currency boards or with no separate currency

Intermediate:

economies with fixed / crawling pegs and horizontal / crawling bands

Floating:

economies with managed or independently floating currency
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1 Stanley Fisher, First Deputy Managing Director, IMF, “Exchange Rate Regimes: Is the Bipolar View Correct?”, January 2001. http://www.imf.org/external/np/speeches/2001/010601a.htm
Another source of information: “Currency Devaluation and Revaluation”, article #38.
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Feedback
As always, we greatly appreciate your comments and feedback.  We realize that our ideas and information might be cutting edge, futuristic kind of stuff or mysterious in some ways.  E-mail us anytime at help@financialcontrollimited.com if you would like a) for us to clarify anything, b) to recommend improvements to us, or c) to just debate with us – we like philosophy especially as it relates to financial services!
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