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Preface

Many countries moved toward more flexible exchange rate regimes over the past
decade, which reflects in part the belief that more flexible exchange rates provide a greater
degree of monetary policy autonomy and flexibility in responding to external shocks,
including large and volatile capital flows. There has often been a reluctance to let go of
pegged exchange rates despite the benefits of flexible rates. The extensive institutional and
operational requirements needed to support a floating exchange rate as well as difficulties
in assessing the right time and manner to exit tend to be additional factors in this reluc-
tance. This paper presents the concrete steps taken by certain countries in transitioning to
greater exchange rate flexibility, with a view to elaborating on the operational ingredients
that proved helpful in promoting successful and durable transitions. It attempts to provide
a better understanding of how these various operational ingredients were established and
coordinated with the exits, how their implementation interacted with macro and other
conditions, and how they contributed to the smoothness of the exits.

The material in this paper was originally prepared in connection with a workshop on
moving to greater exchange rate flexibility conducted in Ukraine in April 2005. The
detailed case studies prepared subsequently also aimed at providing a follow-up to a dis-
cussion by the International Monetary Fund’s (IMF) Executive Board in December 2004
on “From Fixed to Float: Operational Aspects of Moving Toward Exchange Rate Flex-
ibility” (IMF, 2004b). In concluding the discussion, Directors asked for more guidance on
the sequencing and order of importance of the operational elements, backed by analysis of
more specific country experiences and cross-country studies.

The detailed country case studies and their syntheses were prepared by a team of
experts under the guidance and direction of Inci Otker-Robe, former Technical Assistance
Wing, Europe, of the Monetary and Capital Markets Department (MCM). The experts,
Luis Ahumada, Fernando Barrdn, André Minella, Zbigniew Polarski, Piotr Szpunar,
Barry Topf, and David Vévra, are on the staff of the central banks of a number of coun-
tries that moved from various forms of pegged exchange rate regimes to floating exchange
rates. The team collaborated closely with the former Exchange Regimes and Exchange
Regime and Debt and Reserve Management Division (ER) of MCM, where the “Fixed to
Float” paper (IMF, 2004a) had been prepared, in particular with Udaibir Das, Christian
Mulder, and Eva Petrova. Neil Saker and Jahanara Zaman of ER contributed to two of the
appendixes of this paper. Graham Colin-Jones provided editorial support and Maria Delia
M. Araneta provided secretarial support. Sean Culhane of the External Relations Depart-
ment edited the manuscript and coordinated the production of the publication.

The paper has benefited from comments of colleagues in MCM and in other depart-
ments of the IMF, and of Eduardo Loyo, Executive Director for Brazil. The views
expressed in this paper are those of the IMF staff and do not necessarily reflect the views
of national authorities or IMF Executive Directors.

Jaime Caruana

Director
Monetary and Capital Markets Department
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I Overview

Many countries moved toward more flexible
exchange rate regimes over the past decade.!
Among the factors underlying the move to greater flex-
ibility has been the belief that more flexible exchange
rates provide a greater degree of monetary policy
autonomy and flexibility in responding to external
shocks, including large and volatile capital flows. Flex-
ible exchange rates have been expected to (1) reduce
one-way bets against currencies, thereby discouraging
short-term capital inflows that can be easily reversed;
(2) discourage a buildup of large unhedged foreign
currency positions by reducing the implicit exchange
rate guarantees implied by pegged and tightly managed
exchange rates; and hence (3) stimulate prudent risk
management and foreign exchange (FX) market devel-
opment as market participants seek to hedge against
potentially greater exchange rate risks.

ISee Eichengreen and others (1998), Fischer (2001), and literature
cited therein.

There is often a reluctance to let go of pegged
exchange rates despite these benefits (the so-called
fear of floating). Policymakers tend to keep the pegs,
reflecting, in general, the perceived costs of exchange
rate volatility related to (1) concerns about losing policy
credibility; (2) adverse effects of a potential appre-
ciation of the domestic currency on external balances;
(3) higher inflation from exchange rate pass-through
(given the limited technical and institutional capacity
to implement alternative monetary policy frameworks
such as inflation targeting (IT), and underdeveloped
financial markets characterized by larger exchange
rate fluctuations); and (4) potential losses from cur-
rency mismatches, in particular when markets and
instruments to hedge against risks are limited. The
difficulties in assessing the right time to exit and in
determining the alternative regime to adopt tend to be
additional factors in this reluctance.

Such concerns about floating hence affect the pace
and manner in which countries move to greater flex-

Figure |. Addressing the ‘“Fear of Floating”

Factors that lead to fear of floating Measures that could mitigate the factors that

give rise to fear of floating

Stronger monetary policy framework with

a transparent, alternative monetary anchor;
operational independence of the central bank;
—> | prudent monetary and fiscal policies; reasonably
well-developed, deep foreign exchange (FX)
markets and appropriate intervention policies
to reduce excessive exchange rate volatility

Policy credibility concerns
Fear of inflation

Fear of appreciation of the
domestic currency and adverse | —
impact on external balance

Fiscal retrenchment; structural reforms that
would improve external competitiveness

Strong financial sector policies with an adequate
prudential and supervisory system for FX risk
management; reasonably well-developed FX and
money markets to hedge risks

Fear of exchange rate losses
from currency mismatches




I OVERVIEW

Box I. Fixed to Float: Operational Ingredients of Durable Exits to Flexible Exchange Rates

This box provides a brief summary of the main points
of the IMF’s operational framework for moving toward
exchange rate flexibility.! This framework provides hands-
on guidance on the institutional, operational, and techni-
cal aspects of moving toward exchange rate flexibility,
presenting in turn a context for the country experiences in
Part 1: Section II and Part 2.

Although the timing and priority accorded to each of
these areas may vary from country to country depend-
ing on initial conditions and economic structure, the suc-
cessful ingredients for floating include (1) developing a
deep and liquid FX market, (2) formulating intervention
policies consistent with the new exchange rate regime,
(3) establishing an alternative nominal anchor in the con-
text of a new monetary policy framework and developing
supportive markets, and (4) reviewing exchange rate expo-
sures and building the capacity of market participants to
manage exchange rate risks and of the supervisory authori-
ties to regulate and monitor them.2

Operating a flexible exchange rate regime works well
only when there is a sufficiently liquid and efficient
FX market for price discovery. A well-functioning FX
market allows the exchange rate to respond to market
forces, helps minimize disruptive day-to-day fluctua-
tions in the exchange rate, and facilitates exchange rate

IAppendix I provides a more detailed summary, drawing on
IMF (2004a and 2004b). The fixed-to-float framework was
endorsed by the IMF’s Executive Board in 2004, which reiter-
ated that no single exchange rate regime is appropriate for all
countries at all times (also see Eichengreen and others, 1998; and
Mussa and others, 2000, on exchange rate issues).

2These are in addition to the role of sound macroeconomic and
structural policies—including fiscal discipline, monetary policy
credibility, and a sound financial sector—which are essential to
maintaining any type of regime, fixed or floating.

ibility. Some countries that put significant emphasis on
preparedness for floating chose a cautious and gradual
approach to greater flexibility while working on estab-
lishing the necessary supportive elements of floating
rates. In other countries, authorities experienced diffi-
culty in managing the exits that occurred under market
pressure when flexible exchange rates were adopted with
little preparation devoted to addressing the fears of float-
ing. Country experiences suggest that those that work on
mitigating risks associated with floating (Figure 1) can
achieve a smoother exit from their pegged regimes, even
when the elements supporting greater flexibility are not
fully in place before the move to greater flexibility.

An earlier IMF study described the institutional,
operational, and technical aspects of moving toward
flexibility that are important for a successful transition

risk management. Developing (spot and forward) FX
markets requires eliminating market-inhibiting regula-
tions, improving the market microstructure (for exam-
ple, by allowing risk-hedging instruments, simplifying
FX legislation, or putting in place adequate payment and
settlement systems), and increasing information flows
in the market, while reducing the central bank’s market-
maker role. Allowing some exchange rate flexibility is a
key step in limiting what is, to some extent, an unavoid-
able chicken-and-egg problem: Exchange rate flexibility
requires a deep market and better risk management, but
a deep market and prudent risk management require
flexibility. Providing for a two-way risk is also impor-
tant, in fostering better management of risks and mini-
mizing destabilizing trading strategies (and, thereby, the
risk of disorderly exits).

Private sector FX risk exposure can have an impor-
tant bearing on the pace of the exit, the type of flexible
exchange rate regime adopted, and intervention policies,
requiring a careful management of the transfer of FX risk
back to the private sector and systems to monitor and
manage the private sector’s exposures. In managing the
FX risk, the market participants need to develop analyti-
cal and information systems to monitor and measure risks
in addition to internal risk management and prudential
procedures. Adequate prudential and supervisory arrange-
ments and enforcement capacity also need to be in place
so that banks’ direct and indirect FX exposures and related
risks can be monitored. Although early investment in these
elements is typically beneficial by itself, it can also help
mitigate the risk of disorderly exits; having an effective
FX-risk-related supervisory and prudential framework can
limit contagion of financial crises. Careful development of
derivatives markets for foreign exchange with appropriate
safeguards is an essential element in building capacity to
manage FX risks, while limiting their potential misuse for
speculative activity.

(referred to henceforth as the fixed-to-float framework).
The framework (provided in Duttagupta, Fernandez,
and Karacadag, 2004, and subsequently endorsed by
the IMF Executive Board in December 2004) concluded
that for a successful transition to a floating regime, the
following four “ingredients” were generally needed:
(1) developing a deep and liquid FX market, (2) setting
up adequate systems to review and manage exchange
rate risks, (3) formulating coherent intervention policies
consistent with the new regime, and (4) establishing an
appropriate alternative nominal anchor in the context of
the new monetary policy framework (IMF, 2004a and
2004b). This framework is summarized in Box 1.

This paper presents the concrete steps a selected
number of countries took in transitioning to greater
exchange rate flexibility, elaborating on the operational



Transition to flexible exchange rates creates the need
to develop a coherent intervention strategy that has spe-
cific policies on objectives of intervention. Intervention
strategy becomes discretionary under a flexible exchange
rate regime, so it is essential to set up well-specified
intervention principles to enhance the credibility of the
new regime. Whether the objective is to correct misalign-
ments, calm disorderly markets, meet reserve targets, or
supply publicly acquired foreign exchange, care needs to
be taken to signal commitment to a market-determined
rate and avoid excessive smoothing of short-term fluctua-
tions. Avoiding excessive smoothing is crucial so as not
to suppress the nascent markets and useful market signals
and to avoid sending confusing messages about policy
intentions. Transparency of intervention policies is impor-
tant in building confidence in the new regime, especially
after forced exits. A public commitment to the objectives
and principles of intervention enables market scrutiny and
accountability for FX operations.

Moving to flexible exchange rates also creates the
need to replace the exchange rate with another cred-
ible nominal anchor and to redesign the monetary policy
framework around the new anchor. Having a credible
alternative framework is essential in stabilizing mar-
ket expectations and maintaining or regaining credibil-
ity and monetary stability in the aftermath of exiting
a peg or a disorderly exit. Many countries moving to
flexibility in recent years have favored IT frameworks
over money-targeting ones, as the effectiveness of the
latter has been limited by the weak relationship between
monetary aggregates and inflation. A credible alternative
such as IT, however, requires extensive preparation, with
substantial amount of capacity building and credibility
building, and thus planning ahead for the transition is
critical to achieving an orderly exit. A lengthy transition
period reflects, in part, the time required to fulfill the
necessary institutional requirements and macroeconomic

attributes that proved helpful in promoting successful
transitions. It does so in the context of actual country
studies, covering three countries with exits under mar-
ket pressure (Brazil, Czech Republic, and Uruguay),
and three countries with gradual and orderly transi-
tions (Chile, Israel, and Poland). The particular issues
addressed are how the various operational ingredients
for floating identified in the fixed-to-float framework
were established and coordinated with the exit, how
their implementation interacted with macro and other
conditions, and how these ingredients contributed to
the smoothness of the exit.

The case studies cover only durable exits, to iden-
tify the factors that contributed to the durability of
the transitions in the sense that the move to flexibil-
ity has not been subsequently reversed. To supplement

Overview

conditions (see Eichengreen and others, 1999; IMF,
2000a and 2000b; Mishkin, 2000; Carare and others,
2002; and Fraga, Goldfajn, and Minella, 2003).

Countries planning to move to a floating regime face
important questions on the pace of the exit and its sequenc-
ing with other policies, including capital account liberal-
ization. Often, these questions involve difficult trade-offs,
and considerations (including the degree of preparedness,
the openness of the capital account, the macroeconomic
situation, and conditions in domestic and international mar-
kets) that are often country-specific. If taken from a posi-
tion of macroeconomic strength, a faster exit is beneficial
in signaling determination and enhancing the credibility of
monetary policy, but the speed at which relevant institutions
can be built is often a main determinant of the pace at which
an orderly exit can proceed. In general, early preparation for
float is essential in bolstering the chances of success of the
exit—gradual or rapid, with the elements taking the longest
time to build (for example, capacity to operate under an
alternative framework and markets) put in place first.

Clear trade-offs are involved in the sequencing of
exchange rate flexibility with capital account liberaliza-
tion. There are risks to opening the capital account before
adopting a flexible exchange rate; many countries were
forced off pegs after sudden reversals of capital flows,
whereas others faced heavy inflows and appreciation pres-
sures on their pegs. On the other hand, liberalizing the
capital account can help offset transitory current account
shocks, expand the instruments for risk management, and
deepen the FX market, all of which are important for oper-
ating a flexible exchange rate. The transition to flexibility
can in general be facilitated by removing or strengthen-
ing existing asymmetries in the openness of the capital
account to support an orderly correction of misalignments
(for example, by liberalizing outflows to reduce pressures
from inflows and/or liberalizing long-term inflows before
short-term ones).

this, Appendix II summarizes the experience of three
countries with short-lived exits (Ecuador, Pakistan, and
Uzbekistan), and Appendix III presents an example of
an ongoing transition to a flexible regime (Ukraine).
The examples in Appendix II highlight the factors
undermining durable exits, and the example in Appen-
dix IITI illustrates the many challenges faced in the tran-
sition process.

The paper is organized as follows: Section II in Part
1 provides a synthesis of the six country experiences in
the context of the fixed-to-float framework and identi-
fies the operational attributes that proved particularly
helpful in promoting smooth and durable exits to float-
ing regimes. Sections III and IV in Part 2 present the
detailed case studies for orderly and disorderly transi-
tions, respectively.



I Country Experiences with Transition to
Greater Flexibility: Operational Aspects
Underpinning Durable Exits

his section brings together the experiences of six

countries to extract the common elements in moving
to greater flexibility. It reviews the nature and pace of the
exits and the factors underlying them, the extent to which
the regime transitions were coordinated and sequenced
with the supporting elements of flexible regimes, and
whether and how differences in preparation affected the
smoothness and durability of the exits, including whether
they were gradual or fast. The case studies, presented in
Sections IIT and IV of Part 2, illustrate in detail the par-
ticular steps and combination of operational measures
the authorities took to achieve durable exits and the les-
sons they learned in the process.

The Nature and Pace of the Exits

Three of the six exits studied were gradual and
orderly; the other three were fast and under market
pressure, involving a collapse of the pegged regime.
The fast exits involved a one-step move from different
types of pegs—a de facto crawling peg in Brazil (1999),
a horizontal band in the Czech Republic (1997), and a
crawling band in Uruguay (2002)—within a period of
at most six months following market pressures. Gradual
exits involved a step-by-step move to a full float through
increasingly more flexible pegs (Table 1 and Figure 2).
The countries involved ultimately exited to a free float
with explicit inflation targets (Brazil, Chile, Czech
Republic, Israel, and Poland) or monetary targets (Uru-
guay, with a plan to adopt IT). In all gradual exits, the
transition to full-fledged IT was also gradual through
an initial step that involved a simultaneous pursuit of
exchange rate and inflation targets. The countries with
disorderly exits (except Uruguay) adopted full-fledged
IT faster.

All six exits were durable, whether orderly or dis-
orderly, in that there were no major reversals in the
process of introducing exchange rate flexibility. The
gradually exiting countries continued their move to
a floating regime through increasingly more flexible
arrangements, and the exits under pressure were not
followed up with a return to pegged exchange rates. A
few reversals were observed but were temporary: Chile
temporarily reduced the width of the crawling band

against the downward pressure on the peso in 1998,
and Israel started re-intervening in 1996 in response
to large capital inflows. The interventions in Brazil
in 2001-02 and 2005-06 were to correct disorderly
market conditions and to rebuild reserves, respectively,
consistent with the stated objectives of intervention.

The gradual exits were lengthy, even though the ben-
efits of greater flexibility had been generally recog-
nized at an early stage. The transition to a full float
took about 15 years in Chile, 20 years in Israel, and
10 years in Poland. Several adjustments to the regime
parameters! likely helped avoid disorderly exits while
giving the authorities time to prepare for an orderly exit
when most important supporting elements of a flexible
regime had been put in place.

The slow transition process reflected, in general,
the time it took to establish the elements that would
mitigate the concerns about floating. Such concerns
included undermining policy credibility or loss of
competitiveness from potential appreciations (in all
three countries), as well as pass-through to inflation
and potential balance sheet effects (Chile and, in the
earlier stages of the transition, Israel). As discussed
in more detail below, gradual increases in exchange
rate flexibility also helped the FX markets to deepen,
contributing to the efforts to establish the pillars of
greater flexibility.

In the countries that exited involuntarily, the benefits
of floating compared with the potential complications
following an exit were generally not recognized. General
concerns about a return of inflation associated with the
loss of a credible nominal anchor, as well as those about
a loss of competitiveness (Czech Republic) and currency
mismatches in a largely dollarized banking system (Uru-
guay), played a role in delaying the exits.

The fast disorderly exits did not enjoy a credibility
benefit because they took place not from a position of
macroeconomic or financial strength but in the absence
of some of the crucial institutional underpinnings of a
floating regime. An alternative anchor had to be found
in a crisis environment, which complicated the task

Including, for example, adjustments in the central rate, band
width, and rates of crawl.
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I COUNTRY EXPERIENCES WITH TRANSITION TO GREATER FLEXIBILITY

Figure 2a. Exchange Rate Regime Evolutions: Gradual Orderly Exits
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The Nature and Pace of the Exits

Figure 2b. Exchange Rate Regime Evolutions: Fast Disorderly Exits
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Coordination of Transitions with the Supporting Elements of a Floating Regime

of establishing credibility. Nevertheless, the existence
of some of the supporting factors (see below) helped
limit the period of instability after the float (Brazil and
Czech Republic).

Factors that Triggered the Move to
Greater Flexibility

Greater flexibility was introduced in general when
multiple monetary policy objectives became increas-
ingly more incompatible (Table 2). A growing empha-
sis on reducing inflation as compared with other goals
(for example, competitiveness) was the main incentive
for the gradual exits. At the initial stages of the tran-
sition, a desire to strike a balance between the goals
of reducing inflation and safeguarding competitive-
ness led in general to the adoption of preannounced
crawling pegs. The need for greater flexibility grew as
countries opened capital accounts and received inflows
that complicated monetary management: Efforts to
maintain inflation and exchange rate targets simultane-
ously required large-scale sterilizations that eventually
became costly or even counterproductive by stimulating
further inflows. Flexible exchange rates helped absorb
the impact of the inflows and let the authorities set
interest rates at levels consistent with inflation targets.
Reduced implicit exchange rate guarantees helped limit
incentives for speculative inflows.

The forced exits were triggered by contagion from
international financial crises that revealed the coun-
tries’ domestic macroeconomic or financial vulnera-
bilities and policy inconsistencies. All three countries
experienced downward pressure on their currencies
from the ongoing market turbulence in other emerg-
ing markets (the Russian crisis for Brazil, the Asian
crisis for the Czech Republic, and the Argentine cri-
sis for Uruguay), which led to an eventual collapse
of the pegged regimes. Tight domestic monetary
policies had attracted significant short-term capital
inflows, with those inflows leading to, in the con-
text of exchange-rate-based stabilizations and absence
of fiscal policy support, rising external deficits and
overheating pressures; the overheating pressures in
turn put pressure on the sustainability of the pegs
(Brazil and Czech Republic). In Uruguay, financial
vulnerabilities in the highly dollarized public and pri-
vate sectors, when combined with external shocks that
amplified the external imbalances, undermined mar-
ket confidence and played a role in the collapse of the
crawling band.

In some cases, desire to encourage better risk man-
agement provided an additional motivation for moving
to greater flexibility. In Israel, for example, the move to
acrawling fan regime in mid-1997 was aimed at increas-
ing the perception of two-way risk in the exchange rate:

By allowing an asymmetric widening of the crawling
band on the weaker limit of the band, the authorities
raised the potential scope for depreciation, while in
fact the stronger (more appreciated) limit of the band
was under pressure. This regime shift, combined with
the nonintervention policy of the Bank of Israel (Bol),
in effect helped the private sector realize that it had to
cope with FX uncertainty, which encouraged, in turn,
the development of FX hedging tools. In other words,
greater exchange rate flexibility provided a means for
mitigating some of the risks associated with flexible
exchange rates, thereby reinforcing itself.

Coordination of Transitions with the
Supporting Elements of a Floating
Regime

Country experiences summarized below support
the fixed-to-float framework by showing that advance
preparation pays off in attaining a smooth and durable
transition to flexible regimes. Having the main ingre-
dients of flexibility fully in place before the switch to
a full float (Table 3) provided a coherent transition
process and contributed to the orderly nature of the
exits in the gradually exiting countries. In particular,
agreement on the principles of the transition process
and characteristics of the regime to be exited helped
provide a framework for the process. Establishing the
individual supporting elements was also mutually rein-
forcing, in that introducing some flexibility allowed
some capacity building for floating, which in turn per-
mitted more exchange rate flexibility. Advance prepa-
ration was crucial in avoiding costly crisis exits from
pegs, as well as in moderating the severity of exits
under market pressure.

The importance of the appropriate degree of pre-
paredness is also underscored by the experiences of
those countries that either reversed or experienced
delays in their transition to greater flexibility. The
experiences of those that reversed their initial deci-
sion to move to greater flexibility point to a number
of operational weaknesses (Appendix II), including an
underdeveloped and illiquid foreign exchange market
(Uzbekistan), a limited capacity to manage exchange
rate risk (Ecuador, Uzbekistan, and Pakistan), a lack of
appropriate intervention policy (Uzbekistan and Paki-
stan), and a limited institutional and technical capacity
to adopt a credible alternative nominal anchor (Uzbeki-
stan and Pakistan). Likewise, Ukraine’s ongoing expe-
rience with moving to a flexible regime underscores the
importance of quickly establishing the necessary ingre-
dients of a floating regime (Appendix III); intensive
efforts to do so could limit the risks of policy reversals
and help ensure that the absence of the essential ingre-
dients does not slow the transition process.



I COUNTRY EXPERIENCES WITH TRANSITION TO GREATER FLEXIBILITY

Table 3. Extent of Preparedness for Transitioning to Greater Flexibility: Before the Full Float!

Orderly Exits Exits under Pressure

Chile Israel Poland Brazil Czech Rep.  Uruguay
(1984-99) (1985-2005) (1990-2000) (1999) (1996-97) (2002)
Ingredients of a Floating Regime
(I) FX market development
Spot markets \/ \f \/ J y \/
Derivative markets/hedging instruments J V 2 v (futures) 2 X
Complementary markets
Interbank money market \/ \3 \/ V \ X
Securities market \/ \3 \/ \j y 4
(2) FX risk management capacity J \/ J X5 \ X
(3) Alternative monetary policy framework \ v \ X X X
Monetary policy implementation capacity \ \ \ \ v X
(4) Intervention strategy for a floating regime With the V With the  With the y With the
float float float float
Overall preparedness Well Well Well Reasonably Reasonably Not
prepared prepared prepared well well well
prepared prepared prepared
Memo: Capital Account Liberalization
Short-term capital inflows liberalized e V 7 6 7 \
Capital outflows liberalized e \ 7 \ 7 \
Derivative transactions liberalized \ \ 7 \ 7 \

Source: Detailed case studies.

Note: FX = foreign exchange.

IThe years in parentheses refer to the period of transition to a full float.

2Major boom one year before the float.

3Lagged behind compared to the foreign exchange markets.

“4For maturities less than 270 days.

5The prudential framework was not in place to control the overall risk exposure of banks, with identified shortcomings mainly regarding the prudential
regulation of banks’ exposure to FX risk. Corporates in general (and banks) were making active use of the futures markets to hedge their exposures
or to take speculative positions. Market participants were not accustomed to assessing, as a matter of routine, the FX risks posed by regular market
volatility.

6For Chile, all controls were removed shortly before or with the float. For Brazil, controls were liberalized gradually during the 1990s (inflow controls
of 1993-96 liberalized by 1999), with further liberalization for nonresident investments after the float.

7In the Czech Republic, most inflows and outflows had been liberalized by 1997, but certain inflow transactions (including financial derivatives) were
liberalized in early 1999, following a transition period to phase out the remaining controls under the agreement with the Organization for Economic
Cooperation and Development (OECD), with full liberalization taking place in 2002. Similarly in Poland, full liberalization of all capital account transactions
took place in 2002, until which time certain transactions (including selective derivatives operations and short-term portfolio and deposit transactions)
had remained controlled.

following the adoption of a crawling band with a +7.0
percent width. In the Czech Republic, too, where some

A Deep and Liquid FX Market

In the case of gradual exits, the FX market was illi-
quid and undeveloped at the beginning of the transi-
tion process, often dominated by the central bank as
the sole market maker. The central bank’s role through
its fixing mechanism was gradually reduced as mar-
kets developed; fixing formally ended in Israel in 1990
and Poland in 1999. In most cases, market develop-
ment began only after some exchange rate flexibility
was introduced: in Israel, when the exchange rate was
allowed to vary within a +5 percent band; in Chile,
after widening of the band to +5 percent; and in Poland,

flexibility had been introduced in 1996 shortly before
the disorderly exit, the market developed more rapidly
after the band was widened from +0.5 percent to +7.5
percent. In most cases, the market mechanism began
as a direct interbank market (in Israel, it began with an
intermediate stage of a multilateral auction in 1990-94
when a continuous interbank market was introduced).
In all cases, the spot FX market was the first to
develop, followed by derivatives (forward, swap, options,
and futures) markets (Table 4 and Figures 3 and 4).
The spot markets had been well developed in all six



Coordination of Transitions with the Supporting Elements of a Floating Regime

countries at the time of exit, but derivatives markets
for FX were introduced only gradually: Well-developed
derivatives markets existed in only a few countries when
the move to flexibility commenced. In Uruguay, only
the spot market was well developed before the float,
whereas derivatives markets were virtually nonexistent;
efforts to promote their development started after the
float in 2002. In Brazil and Chile, FX spot and deriva-
tives markets developed steadily from the mid-1990s
until the float in 1999. In many of the countries (Chile,
Czech Republic, Israel, and Poland), the FX derivatives
market developed in tandem with greater exchange rate
flexibility.

The process of establishing spot markets started at
fairly early stages in the move to greater flexibility. The
central banks played a significant role in this process
by creating infrastructure and institutions conducive
to market activity and by removing obstacles to it.2
In particular, they stimulated market development by
(1) allowing some flexibility through widening of trad-
ing bands; (2) reducing their market role by ceasing to
be a single market maker and ending fixing interven-
tions (Czech Republic, Israel, Poland) or by discontinu-
ing narrower inner bands or undeclared target levels
(Israel, Poland, Uruguay); and (3) removing obstacles
to market activity by permitting arbitrage operations
between banks and eliminating limits to market access
(Chile), liberalizing the bank-client market (Czech
Republic), and encouraging trading through the inter-
bank market (Czech Republic, Uruguay).® The central
banks also added to market development by upgrad-
ing infrastructure (for example, sophisticated trading
mechanisms and over-the-counter continuous trading
in Israel).

Most central banks had also been actively promoting
development of the FX derivatives markets. Gradually
increasing the exchange rate flexibility contributed to a
growing recognition of FX risks and helped stimulate
activity in the derivatives markets in Chile, the Czech
Republic, Israel, and Poland. In fact, the major leap
in derivatives market development occurred after the
exchange rate bands were significantly widened prior
to floating.# The authorities promoted the markets also
by gradually removing the impediments to forwards,
swaps, and other derivative transactions (Chile, Czech

2See Appendix IV for the role of the central bank in promoting
spot and hedging markets in foreign exchange and complementary
supporting markets.

3In the Czech Republic, a fee was introduced on FX transactions
with the central bank to encourage banks to participate in the inter-
bank FX market. In Uruguay, the government began trading its FX
receipts mainly with the interbank FX market, rather than with the
central bank.

4In the Czech Republic, a major boom occurred in 1996 before
the float in 1997; in Israel, there was a significant pickup after the
crawling fan in 1997; and in Poland market development started in
1998, with a major boom in 1999 preceding the float.

Republic, Poland)> and by allowing growing nonresi-
dent exposure in domestic markets (for example, the
zloty-denominated bond market in Poland). In a num-
ber of countries, the central bank created or stimulated
market activity by actively participating in derivative
transactions: the Bol issued instruments to kick-start
markets in new instruments (Appendix IV). In Uru-
guay, the Central Bank of Uruguay (BCU) took steps in
this direction only after the float, actively participating
in derivative transactions.

The presence of other supportive (complementary)
financial markets was also an important factor in the
creation of deep, liquid derivatives markets for hedg-
ing. Among these, liquid and efficient short-term inter-
bank money and government securities markets had
the closest link to spot and derivatives FX markets,
because the interest rates established in these markets
were vital for interest rate parity to function and for
pricing swaps, forwards, and other hedging instruments
(Appendix IV). Such markets were essential for the
development of spot, forward, and swap markets in
Israel and Poland; in Uruguay the absence of domestic
currency securities hindered derivatives market devel-
opment. After the float, the BCU took prompt measures
to support domestic currency bill markets. In Poland,
the NBP actively contributed to the development of
complementary markets by creating infrastructure and
institutions, being involved in setting standards, setting
up benchmark reference rates, and creating incentives.

Although authorities appreciated the importance
of such markets in coping with potentially greater
exchange rate volatility, they also recognized that
derivatives transactions could facilitate speculation.
There were fears that forward transactions could allow
speculative attacks and would be harder to control (for
example, Israel and Poland).® In most cases, however,
the pressures were created by discrepancies between
economic fundamentals and the policy regime; the lat-
ter was adjusted to reduce these discrepancies. It was
also recognized that it would be hard to stop the devel-
opment of derivatives once the markets for underlying
instruments (for example, treasury bills and treasury
bonds) were liberalized. In fact, maintaining restric-
tions on derivative transactions was considered to be
potentially counterproductive, leading to an even faster
development of derivatives offshore in an attempt to
circumvent onshore restrictions (for example, the non-
deliverable forwards market for the zloty in London).

SIn Poland, for example, a deep FX swap market developed
quickly, squeezing out the vibrant offshore nondeliverable forwards
market for zlotys in London, when FX swaps were excluded from the
National Bank of Poland (NBP) permit requirement in 1998. Other
FX market segments developed henceforth.

6In Israel, for example, forward transactions played a major role
in many speculative attacks. In Poland, use of derivatives augmented
the appreciation pressure on the zloty in 1998.
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Coordination of Transitions with the Supporting Elements of a Floating Regime

When liberalizing derivative transactions, the author-
ities established some precautions to limit such risks
(for example, documentation requirements to prove
the legitimacy of the underlying transactions so as to
limit speculative activity, and prudential and super-
visory rules to mitigate excessive risk taking linked
with the use of derivatives). In Chile, FX operations
and derivatives transactions were initially permitted
only to support trade activities or investments abroad.
The authorization requirement to engage in derivatives
transactions with external counterparties was elimi-
nated at the time of the float. In Israel, documentation
requirements were used for underlying transactions for
a considerable period. Forward transactions were per-
mitted in stages by tenor (for example, first forwards
up to one month, then three months, then six months,
and then one year, at which point all restrictions were
lifted). Although the use of options was not considered
an avenue for speculation and options market develop-
ment was promoted actively, documentation require-
ments were maintained to indicate that options were
used for hedging purposes. Banks’ direct and indirect
exposures to FX risks associated with derivative trans-
actions were also incorporated in prudential systems
(for example, forward exposures in open FX positions
and in capital requirements (Israel, Poland)).

Systems to Assess and Manage FX Risks

In most countries studied, the private sector had a
reasonable capacity to manage FX risk exposure at
the time of the float (Table 4). This capacity devel-
oped along with a strengthening of the prudential and
supervisory framework in the Czech Republic and
Poland, though without specific consideration for FX
risks (except for limits on open positions); explicit
incorporation of indirect FX risks (for example, in
capital or loan classification requirements) came only
after the float in the context of harmonizing pruden-
tial systems according to European Union directives.
In Chile and Israel, building the FX risk management
capacity went hand in hand with an explicit recogni-
tion, regulation, and reporting of banks’ FX expo-
sures.” In all four countries, it was also supported by
a gradual liberalization of swap and forward transac-
tions throughout the transition process, which facili-
tated hedging. In the Czech Republic, the ability to
manage FX risks in turn assisted the transition to

TThe regulation and reporting of FX risks included, for example,
net open FX position limits (in Chile and Israel); inclusion of debtors’
currency mismatches in assessing repayment capacity and minimum
credit rating requirements for external borrowing by corporations
(in Chile); and the requirement to incorporate FX exposures in
capital and reporting requirements and FX credits in provisioning
requirements, use of stress tests for indirect FX exposures, reporting
of FX risk management policies by banks, and maintenance of FX
liquidity requirements (in Israel).

flexibility and limited a potential spillover of currency
pressures into a financial crisis.

Commercial banks’ capacity to manage FX risks was
also supported by the gradual increase in exchange rate
flexibility and discontinuation of central bank interven-
tion within the crawling bands. In all four countries,
reduced implicit exchange rate guarantees implied by
greater flexibility stimulated risk recognition of market
participants, enabled them to learn early on to work
with exchange risks, and contributed to the development
of derivative instruments to hedge such risks. In Chile,
for example, greater room for exchange rate changes
within a widening band encouraged hedging onshore
or offshore. The currency mismatches in the banking
and corporate sectors were limited, and about 90 to 100
percent of bank and 40 percent of corporate exposures
were hedged. In Israel, the nonintervention policy of
the Bol from mid-1997 made FX risks explicit, and
responsibility to manage the risk was imposed on those
incurring the risk (banks and nonfinancial businesses);
this in turn led to a fall in net FX liabilities and stimu-
lated the growth of hedging instruments.

In Brazil and Uruguay, there was room for improve-
ment in FX risk management at the time of the exit. In
Uruguay, the supervisory and regulatory environment,
although being strengthened to increase banks’ resil-
ience, had not specifically addressed the rising FX risk
in a highly dollarized economy. FX-related prudential
rules were tightened after a major bank restructuring
following the float.8 In Brazil, there were no limits on
global FX risk exposures of financial institutions in
terms of capital, but there were more direct restrictions
that would affect FX activity.? Nevertheless, the private
sector’s unhedged FX risk exposure was rather lim-
ited through natural hedging, issuance of dollar-indexed
public debt, and derivatives transactions. Specific regu-
lations were put in place after the float, and banks were
asked to use stress testing for such risks. Although build-
ing this capacity during a crisis was difficult, efforts in
this direction helped boost market confidence while
also reducing the risk of future problems and potential
costs of exchange rate fluctuations under flexible rates.

The experiences suggest that a relatively stable
financial system with little FX exposure was important
in achieving a smooth exit. In Brazil and the Czech
Republic, banks had no significant FX exposure, which
likely helped limit contagion from the currency crises

8Liquidity requirements on FX deposits were raised, unhedged
FX risks were incorporated in loan classification and provision-
ing requirements, and currency-specific capital requirements were
imposed.

9There were restrictions on foreign currency positions in bank bal-
ance sheets: No bank deposits in foreign currency were allowed, and
external loans were on-lent with obligatory dollar-indexed clauses to
avoid currency mismatch problems. There were also specific limits
on long positions and a limit on short positions contingent on banks’
adjusted net worth, both in the spot market.
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Coordination of Transitions with the Supporting Elements of a Floating Regime

to the banks. In Uruguay, the highly dollarized balance
sheets with large FX exposure, combined with weak FX
risk management capacity, made the exit challenging,
with large losses resulting from the sharp depreciation.
In Chile, banks were well capitalized, with a strong
regulatory and supervisory framework built after the
banking crisis in the 1980s. Indirect FX exposure was
small and well hedged. The prudential and supervisory
system was also strengthened in Israel after the 1983
banking crisis, and banks had tools for direct and indi-
rect FX risks. In Poland, tight prudential regulations
with market risk management techniques, offsite and
onsite supervision, and foreign bank presence led to a
system resilient to exchange rate fluctuations.

FX Intervention Policies

Transition to a flexible exchange rate regime cre-
ated the need to develop a coherent intervention strat-
egy, including policies on the objectives, timing, and
amounts of interventions in both orderly and disorderly
exits. Such a strategy was needed to credibly signal
the commitment to a market-determined rate and build
confidence in the new regime, while also avoiding
excessive smoothing of short-term fluctuations. Most
countries have been gradually adapting their interven-
tion mechanisms along with the introduction of greater
exchange rate flexibility. In addition to central bank
fixings, direct market interventions were used with the
bands on the margin to smooth out exchange rate vola-
tility. Intramarginal interventions were also used to sup-
port unannounced inner bands or undeclared exchange
rate targets.!0 In the case of orderly exits, such interven-
tions were gradually abandoned to enhance credibility
under a more flexible regime, supported by infrequent
interventions used more transparently. Interventions
through fixing mechanisms were abolished at the time
of the exit (Czech Republic) or before the exit (Israel,
before moving to the crawling band; Poland, before the
float).

The intervention strategies under a more flexible
regime did not require much advance preparation and
were generally adopted at the time of the exit (orderly
or disorderly). In some cases the new strategy was
announced explicitly, by suspending the commitment to
an exchange rate target and setting the broad conditions
under which interventions would take place (for exam-
ple, when excessive exchange rate changes, particularly

10Tn Brazil, the Central Bank of Brazil (CBB) established sig-
nificantly narrower inner bands under a system of horizontal bands;
the size of the inner band and its frequent adjustments in practice
translated into a de facto crawling peg with a steady devaluation of
the real. In Uruguay, the crawling band system in theory allowed
for greater flexibility, but the system looked like a de facto crawling
peg, with interventions supporting the stronger limit of the band.
In Israel and Poland, flexibility permitted within the bands was
initially limited by the narrower informal bands.

those that would pose a threat to inflation targets—as
in Chile, the Czech Republic, and Poland—threaten
external or internal stability). In Israel, a formal policy
of no intervention within the band was adopted as the
BoI’s policy at the time of the switch to a crawling fan,
whose design was meant to minimize the need for inter-
ventions. In Uruguay, FX interventions since the float
aimed at achieving monetary and inflation goals. In
Brazil, interventions have become less frequent under
the float; they are used mainly to curb disorderly con-
ditions in the market, but some indirect mechanisms
were also used to ease pressures on the currency (for
example, issuance of domestic dollar-linked debt or
participation in the derivatives market).

Transparency of intervention policies was impor-
tant in establishing the credibility of the new regimes,
especially following the forced exits. There was, in
general, greater transparency about the strategy than
about the tactics.!! The CNB used a similar strategy
that had been developed after the widening of the
band to safeguard the inflation target in the float-
ing period. Intervention volumes have been published
ex post, with no clear pattern of preannouncement.
Similarly, in Brazil, the general principles of inter-
vention were announced publicly after the float and
reiterated on several occasions; there was no com-
mitment to a precise rule as to amounts and timing
of intervention. In Uruguay, both the strategy and
tactics were announced at the time of the exit as a
means of restoring credibility; since credibility was
attained, interventions have been no longer prean-
nounced but are used more flexibly and somewhat less
transparently. In Chile, no predetermined intervention
rule was declared, but the goals and intensity of the
interventions have been explicitly communicated for
purposes of credibility. In Israel and Poland, transpar-
ency and credibility have improved over time, with
commitment to no intervention even at times of mar-
ket tensions.

Availability of an Alternative Nominal
Anchor and Monetary Policy Framework

Adopting a new credible anchor and redesigning
the monetary policy framework around it required
significant capacity building and credibility building.
Although all six countries ultimately chose to adopt an
IT framework as the alternative monetary policy regime,
the level of preparedness for this regime affected the
smoothness of the transitions; in other words, planning
ahead was critical to achieving a smooth exit.

lStrategy in general refers to the objectives of intervention and
the specification of the circumstances that would warrant interven-
tion, whereas tactics cover more operational details, including meth-
ods and modalities of intervention, agents used, and specific timing
and amounts of interventions.



I COUNTRY EXPERIENCES WITH TRANSITION TO GREATER FLEXIBILITY

In the countries with gradual exits, the adoption of a
full-fledged IT framework followed a lengthy transition
period—10 years in Chile and 8 years in Israel from
the point when the first annual inflation targets were
declared. In Poland, a partial form of IT was intro-
duced relatively quickly, but it took close to two years
for a full-fledged IT to be introduced with the floating
of the currency. The length of the transitions reflected
in part the difficulty of putting together the extensive
institutional requirements for a successful implementa-
tion of this framework. The countries thus abandoned
the anchor role of the exchange rate only gradually,
through the adoption of partial IT at an earlier stage,
with the latter involving an interim period of infla-
tion and exchange rate targets pursued simultaneously.
Thanks to the lengthy transition periods, gradually
exiting countries satisfied most of the preconditions of
a full-fledged IT at the time of exit from their pegs.

On the contrary, in the case of fast exits, the pro-
cess of adopting IT started after the floats, requiring
intensive efforts for capacity building. Brazil and the
Czech Republic introduced IT after an intensive prep-
aration period (three and six months, respectively),
having had in place some but not all of the essential
elements for its implementation. In Brazil, there was
a need to further improve the institutional framework
and fiscal policy, as well as to build modeling and
forecasting capacity. The Czech Republic did not have
a clear mandate to pursue price stability (which was
formally adopted after several years) and attained a
sufficient understanding of the monetary transmis-
sion mechanism and modeling and forecasting capac-
ity only several years after the IT adoption. Uruguay
took on a step-wise approach: Monetary targeting was
adopted in the absence of many of the IT conditions
and a credible alternative and in light of the need to
reestablish credibility and stability, as efforts to set
up the institutional, technical, and policy environment
conducive to IT were speeded up.!2

The adoption of IT without all the supporting ele-
ments caused difficulties in establishing credibility.
Brazil and the Czech Republic adopted IT to quickly
regain credibility in the absence of a better option,
choosing to establish the remaining elements subse-
quently. With IT adopted in a period of uncertainty
and weak currency in Brazil, and with no adequate
forecasting capacity, restoring and maintaining cred-
ibility had to be supported by even tighter financial
policies, although the crisis-driven economic slow-
down turned out to be milder if compared to the crises
in other emerging market economies. In the Czech

12The BCU has had a mandate to pursue price stability since
1995, but with no accountability. A strong commitment to price
stability was signaled after the float. The BCU is in the process of
strengthening its instrument independence, upgrading modeling and
forecasting capacity, and establishing greater accountability.

Republic, the limited knowledge of the policy trans-
mission mechanism complicated decisions about the
appropriate degree of policy tightening needed for the
inflation target, contributing to an initial undershoot-
ing of the targets combined with a protracted reces-
sion; the protracted recession raised questions about
CNB independence in the absence of sufficient public
familiarity with the new regime. Despite these diffi-
culties, a relatively rapid introduction of IT helped the
country overcome the crisis quickly, and the credibil-
ity of the IT regime has remained strong since then.

Effective Capacity for Monetary Policy
Implementation

The monetary operations capacity to affect short-
term interest rates was generally well advanced at
the time of the exit. Establishing this capacity was
important, with the burden of liquidity management
falling on effective monetary instruments under flex-
ibility. Efforts to establish this capacity typically began
well before the introduction of flexibility, though they
were by no means complete before the float. A clear
policy rate existed (Brazil, Israel, and Poland) or was
being established (Chile and Czech Republic) at the
time of the regime shift. An interest rate corridor was
put in place to support interest rate targeting in Chile
before the float; the system was under way in the Czech
Republic but was set up after the float in Israel and
Poland. Reasonably well-developed financial markets
supported the interest rate channel of monetary trans-
mission. In Uruguay, no attempt had been made to
develop a market for peso-denominated instruments in
a highly dollarized economy, which in turn undermined
monetary operations capacity in the post-crisis period.

Adequate capacity to conduct monetary policy facili-
tated the implementation of the new monetary policy
framework. Having these tools in place facilitated a
quick adoption (Brazil and Czech Republic) and imple-
mentation (Chile, Israel, and Poland) of a full-fledged
IT regime as the alternative monetary framework, which
helped preserve monetary policy credibility under flex-
ible exchange rates. Particularly in the Czech Repub-
lic and Brazil, adequate capacity to conduct monetary
policy played a crucial role in reestablishing monetary
stability following the exits under market pressure. By
contrast, in Uruguay, in the absence of such capacity,
attaining monetary control was a key challenge in the
aftermath of the crisis exit, with uncertainty over the
exchange rate destabilizing inflation expectations. To
regain monetary control and support the monetary tar-
geting regime, the authorities had to quickly develop a
peso market for short-term treasury bills and introduce
additional instruments.

Most central banks took measures relatively early
in the transition process to improve monetary man-
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agement, which, in light of the extensive capacity-
building needs, took time to develop. Efforts in this
regard focused on establishing well-functioning,
liquid securities and interbank money markets that
would enhance banks’ ability to manage liquidity and,
through an effective transmission mechanism, help
affect key interest rates in the economy. The central
banks fostered the development of such markets by
reducing the issuance of nonmarketable securities;
using central bank bills and other marketable securi-
ties for monetary operations; creating an appropriate
infrastructure;!3 setting standards (for example, for
repurchase (repo) contracts, reference rates); creating
incentives for market participants to engage in market
operations (for example, by ending the central bank’s
single market-maker role); and deregulating markets
(for example, by removing credit ceilings and liberal-
izing deposit-loan rates).

Coordination with the Liberalization of the
Capital Account

In the countries that exited under market pressure,
capital account transactions had been mostly liberalized
before the exits, highlighting the risks of liberalization
before moving to flexibility. In Uruguay, the capital
account had been open almost 30 years prior to the
exit. In Brazil, the transition to floating took place in
the context of a relatively open capital account; though
some direct and market-based controls were imposed
on short-term inflows during 1993-96, they were not
very effective in reducing the inflows or in affecting
their composition, and were liberalized by the time of
the float. In the Czech Republic, inflows (including for-
eign direct investment (FDI), portfolio, securities, and
credit inflows) had been liberalized earlier and more
extensively than had outflows, with significant capital
inflows leading to the adoption of a wider band shortly
before the float. As in Poland, the liberalization in the
Czech Republic in the early 1990s was part of both the
overall economic transition process and the prepara-
tions for OECD membership.

In the case of gradual transitions, capital account
liberalization was better coordinated with greater
exchange rate flexibility. Long-term inflows were
liberalized usually before short-term ones, and lib-
eralization of the latter took place in tandem with a
gradual rise in flexibility. Short-term inflows, when
liberalized before outflows, created appreciation pres-
sures, complicating macroeconomic management.
Introducing some exchange rate flexibility helped
absorb the impact of the inflows and focus monetary

I3This infrastructure includes, for example, efficient payment
systems, book entry systems for securities, unified bank accounts
crucial for money markets, and money market and primary dealer
systems.

policy on achieving inflation goals, while also dis-
couraging speculative inflows that are more easily
reversed. In Poland, for example, most inflow con-
trols (first long-term, then most short-term) had been
liberalized before the crawling band, which was then
widened in steps in response to persistent inflows. In
Israel, inflows were liberalized before outflows, and
long-term inflows before short-term ones; short-term
inflows were liberalized shortly after a move to the
crawling band. In Chile, the liberalization moved par-
allel to exchange rate flexibility and involved the use
of market-based inflow controls to reduce the inflows’
short-term component.!4

Some countries made an effort to eliminate or
reduce the asymmetries in the openness of the capital
account. For example, in Chile, Israel, and Poland, the
authorities started liberalizing some outflow transac-
tions that could help reduce the appreciation pressure
generated by heavy inflows. Full liberalization of the
capital account followed the float in all three coun-
tries. It is important to note that in these countries, the
controls on forward and other derivative transactions
were liberalized gradually before the full float, facili-
tating risk management, hedging, and market devel-
opment, all essential for the smooth functioning of a
floating regime. In some cases (for example, Israel),
speculation in the FX market gradually became a sta-
bilizing force as different sectors were able to operate
freely. As discussed earlier, the authorities established
appropriate prudential tools and strengthened their
supervisory systems to ensure that banks measured
and managed their direct and indirect exposures to
FX risks.

Challenges Faced in the Transition to
Greater Flexibility

Whether the transition toward greater exchange rate
flexibility was gradual or forced by the markets, the
authorities had to cope with several important chal-
lenges in the process. These included difficulties in
assessing the extent of preparedness and appropriate
timing of the move, restoring and maintaining cred-
ibility of monetary policy and finding a new nominal
anchor, determining the appropriate market role of the
central bank during and after the move to greater flex-
ibility, and determining the proper role of transparency
and communication in monetary and exchange rate
policy implementation.

14These controls were effectively lifted shortly before the float,
but were formally eliminated well after (in 2001). Such controls
were also considered (and were technically available) in the Czech
Republic, Israel, and Poland but were not adopted to avoid the risk of
undermining the credibility of the liberalization strategies.
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Assessing Preparedness and Timeliness for
Further Increases in Flexibility

In countries that had an abrupt exit from the pegs,
the absence of some of the important ingredients for
flexibility complicated the management of the exit,
highlighting the benefit of advance preparation. In Uru-
guay, the absence of derivative markets for hedging and
the lack of adequate instruments for monetary policy
caused challenges in dealing with exchange rate volatil-
ity and constrained the immediate option of adopting
IT as the alternative anchor. Similarly, in Brazil and
the Czech Republic, the IT framework was adopted
without all the supporting elements in place, causing
initial challenges in effectively implementing the new
framework and establishing its credibility.

All gradually exiting countries put significant
emphasis on the presence of supportive elements, but
assessing the state of preparedness and the right time
to move was a challenge. Although the extent to which
the prevailing multiple monetary objectives became
incompatible was in general the trigger for moving to
a float, the pace of the exits was also affected by the
desire to avoid policy U-turns once moving to flex-
ibility had been decided and by the authorities’ com-
fort level about the preparedness of the economies. In
Chile, for example, in the absence of timely data, the
fears of losses from currency mismatches in the corpo-
rate sector contributed to delaying the exit by several
years; the mismatches turned out to be less substantial
and the availability of hedging better than had been
assumed. Similarly overestimated was the degree of
exchange rate pass-through, which had actually been
falling in the 1990s. Israel’s approach—a maximum
gradualism—owed much to the adverse hasty liberal-
ization experience of the 1970s.

Restoring Credibility and Finding a New
Nominal Anchor

Reinstating monetary policy credibility to prevent a
return of high inflation proved to be a major challenge
for all crisis exits. The sharp exchange rate deprecia-
tion, the absence of an inflation anchor, and the memo-
ries of high-inflation periods fueled fears of a return to
hyperinflation, particularly in Brazil and Uruguay. The
crisis environment made this task particularly chal-
lenging,!> and in some cases played a role in the adop-
tion of possibly less than ideal transitory solutions (for
example, the adoption of monetary targeting in Uru-
guay, despite the difficulty of implementing it under
crisis conditions, and a temporary period of managed

I5The task was arguably more challenging for Uruguay, where
instruments to implement monetary policy had to be developed from
scratch to attain monetary control in a full-blown financial crisis.

floating with indicative bands in the Czech Republic
until IT was introduced).

Each country took a different approach to coping
with this challenge, in part reflecting the different levels
of preparedness for the new anchor. In Brazil and the
Czech Republic, the authorities considered the speed of
finding an alternative framework crucial in restoring
credibility, and hence adopted IT soon after the exit,
while intensifying efforts to improve the remaining ele-
ments. In Brazil, a determined approach to implement
IT, intensive communication efforts, heavy investment
in research and forecasting capacity, and learning from
other IT experiences were helpful. Uruguay chose to
restore credibility initially through higher interest rates,
and later through monetary targeting, while signaling
a commitment to price stability and plans to adopt IT.
This gradual process allowed Uruguay to progress in
establishing the IT preconditions before moving to this
regime. The authorities put emphasis also on greater
transparency and communication after the float to
enhance credibility.

Coping with the absence of IT preconditions was
a challenge also for the gradually exiting countries,
though less so than in the crisis countries. As in the
Czech Republic, the absence of a good understanding
of the monetary transmission mechanism and forecast-
ing capacity complicated monetary policy manage-
ment in Poland in the early years of IT implementation.
This challenge did not undermine the credibility of the
new regime in Poland, but in the Czech Republic the
initial credibility of the new regime was affected by
the absence of other supportive elements (for example,
wider public consensus and a clear mandate for price
stability).

Central Bank Involvement in the FX Market

A common challenge in transitioning to greater
flexibility was to determine the extent of central bank
involvement in the FX market during and after the
exits. In the case of disorderly exits, the difficulty was
to determine the extent to which the central bank should
limit exchange rate volatility and its pass-through to
inflation while avoiding market perceptions of a return
to maintaining an exchange rate target level or range.
For the countries that pursued gradual transitions, the
challenge was to determine how to reduce the central
bank’s market involvement without jeopardizing the
prevailing exchange rate target.

For the exits under pressure, the authorities remained
engaged in the FX market until market pressures sub-
sided. The Czech authorities declared a managed float
with an indicative nonbinding exchange rate band. The
markets stabilized after the announcement, although
the CNB continued to intervene frequently on both
sides in the following period. In Uruguay, the regime
switch took place under more severe market pres-



sures; interventions were limited to calming disorderly
markets within the bounds set for net domestic assets
and international reserves. The markets settled only
after monetary and fiscal policies were tightened and
extensive measures for bank restructuring were taken.
Explicit communication of the goals, amounts, and pro-
cedures of FX interventions was aimed at enhancing
exchange rate and monetary policy credibility. In Bra-
zil, the frequency and size of interventions fell after the
float but CBB involvement continued through indirect
interventions to ease market pressures.

For the gradual exits, the central banks typically
intervened within the bands at the initial stages, but
abolished these practices over time. These interventions
were intended either to smooth exchange rate volatility
to defend some informal inner bands or to achieve other
goals (when conducted asymmetrically), including fur-
ther disinflation (Israel) or competitiveness (Poland).
The authorities abandoned such practices because of
their lack of transparency and incompatibility with the
goal of greater exchange rate flexibility. The central
banks also reduced their market role by ceasing to be
the sole market maker. Greater transparency associated
with intervention at the margins and two-way risks
brought by gradually widening bands likely contributed
to reducing intervention volumes (Israel and Poland).
In Israel, for instance, the introduction of an asymmet-
ric crawling band (the fan) was successful in eliminat-
ing the need for intervention by raising the perception
of depreciation risk when there was in fact persistent
appreciation pressure.

Appropriate Level of Transparency and
Communication

Determining the appropriate level of transparency
in communicating the exchange rate strategy was an
important challenge during the transition process. In
general, countries chose to be more transparent in com-
municating the strategies (for both the overall interven-
tion strategy and preparation for greater exchange rate
flexibility) when faced with credibility problems. Expe-
rience with this approach has been generally favorable.
Also, abandoning undisclosed inner bands increased
the transparency and credibility of monetary policy and
intervention strategies. In Poland, advance communica-
tion of gradual increases in exchange rate flexibility
supported the transition: By announcing the intention
to change the system, the authorities provided market
participants with time to prepare for the new regime.

Similar considerations applied to communicating
operational decisions and tactics of exchange rate strat-
egies. In Israel and Poland, the authorities refrained
from disclosing intervention tactics or the precise tim-
ing of changes in exchange rate arrangements, with a
view to limiting the possibility of speculation against

the domestic currency. In other countries, a transparent
approach was used with respect to operational details
as well, though temporarily. In Uruguay, for example,
disclosure of the intervention tactics and objectives
played a positive role in restoring credibility in the
aftermath of the currency crisis. Intervention became
more discretionary once credibility in conducting mon-
etary policy was restored and the practice of prean-
nounced daily interventions was abandoned.

Conclusions and Lessons from the
Country Experiences

The experiences of the six countries broadly support
the fixed-to-float framework. They also provide some
additional lessons on the operational elements that can
contribute to successful and durable exits. These les-
sons stress the importance of an effective coordination
of the exit strategy with the various ingredients of the
fixed-to-float framework, setting up complementary
markets and capacity to conduct effective monetary
operations at an early stage to support these ingredi-
ents, and an effective communication strategy in the
process of transition. The following conclusions can be
drawn from the experiences:

1. Gradual transitions to exchange rate flexibility
through increasingly more flexible forms of inter-
mediate regimes in the interim period offer time
to prepare for an orderly exit, thereby reducing
the scope for policy reversals. During the gradual
exits of the three countries, avoiding moral haz-
ard (or implicit exchange rate guarantees) was
essential in the transition process, with two-way
risks helping to reduce both one-way bets and the
scope for destabilizing market strategies.

2. It is important to strike the right balance between
caution and taking advantage of the mutually
reinforcing relationship between flexibility and
capacity building. A premature introduction
of exchange rate flexibility can be damaging;
advance preparation is essential in ensuring a
smooth and successful regime change. However,
too much emphasis on meeting all preconditions
may unduly prolong the move to a float and even
increase the risk of being forced out by the mar-
kets at the wrong time. Timely and reliable infor-
mation is crucial in assessing preparedness.

3. The experiences with disorderly exits under-
score the high premium assigned by markets to
a consistent mix of macroeconomic and financial
policies under increased capital mobility. Capital
mobility exposes inconsistencies in the macroeco-
nomic policy mix (for example, a combination of
expansive fiscal and restrictive monetary policies

Conclusions and Lessons from the Country Experiences
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under a pegged exchange rate) and financial sec-
tor vulnerabilities, making the transition process
more vulnerable to external pressures. Supportive
fiscal policies were indeed helpful in reducing the
burden on monetary policy during gradual exits,
as well as in restoring monetary stability and cred-
ibility following crisis exits. A strong financial
system with low FX exposure helped limit the risk
of crisis exits as well as a spillover of a currency
crisis to the financial sector.

4. In this connection, the experiences also empha-

size that coordinating the exit strategy with capi-
tal account liberalization may reduce the pressure
on macroeconomic policies and help avoid dis-
orderly exits. In many cases, establishing some
flexibility prior to capital account liberalization
was beneficial, and transitions to flexibility could
be supported by removing existing asymmetries
in the capital account (for example, by liberal-
izing capital outflows to reduce the appreciation
pressure on the currencies from heavy inflows).

5. The experiences demonstrate that putting in place

the recommended building blocks of greater
exchange rate flexibility at an early stage indeed
greatly facilitates the transition to a floating
regime, helps address fears of floating, and bol-
sters the chances of a successful exit, gradual
or rapid. This process takes time and requires
substantial capacity-building efforts. All four
ingredients of moving to exchange rate flexibility
played key roles in preparing the economies and
smoothing the regime transitions.

6. In addition, a transparent and effective commu-

nication strategy on monetary and exchange rate
policies was essential in preparing the economies
for greater flexibility as well as contributed to the
credibility of the floating regimes, in the context
of both orderly and disorderly exits. Moreover,
building an effective capacity for monetary pol-
icy operations and deepening the complementary
markets, such as interbank money and securities
markets, supported the establishment and effec-
tive implementation of the four ingredients of
floating.

7. Although there was no unique path to greater

flexibility in terms of its sequencing with the sup-
porting elements, some basic elements were put
in place at fairly early stages of the overall pro-
cess and continued until the float, consistent with
the suggested path in the fixed-to-float frame-
work: laying the groundwork for an alternative
monetary framework, establishing FX markets,
and building FX risk management systems (see
Figure Al in Appendix I). Intervention policies
did not involve much advance preparation, and a

general strategy was adopted and announced at
the time of the exit. Even when the exact path and
sequencing could not be determined in advance,
agreement on the principles of the transition and
the characteristics of the eventual regime was
helpful in establishing guidelines and a frame-
work for the process.

. As argued in the fixed-to-float framework, estab-

lishing the individual supporting elements can be
mutually reinforcing. Introducing some exchange
rate flexibility both allowed and spurred capacity
buildup in the case of gradual transitions, permit-
ting in turn more exchange rate flexibility; over
time a virtuous cycle took shape. In particular,
allowing for two-way variation in the exchange
rate at an early stage (for example, by a gradual
widening of exchange rate bands and limiting
central bank intervention) helped stimulate FX
activity and provided incentives for better risk
management. In fact, in most cases market devel-
opment began only after some exchange rate
flexibility was introduced even though not all
the ingredients of a floating regime were fully
in place (Table 5). Increasing the exchange rate
flexibility through more flexible forms of pegs
was hence helpful in establishing the remaining
ingredients (capacity for risk management and
an alternative monetary framework).

. The authorities have a crucial role in the overall

process. Apart from providing a stable regula-
tory environment and infrastructure that encour-
age and facilitate market activity, the authorities
took an active approach in developing FX and
complementary markets. At the initial stages,
the central banks played a market-maker role
in illiquid markets, issued their own bills for
monetary management, introduced instruments
for hedging, and participated in FX derivatives
markets; they ceased their market-maker role
as the markets reached an appropriate level of
maturity, limiting their role thereafter to being a
market participant. They also played key roles in
building capacity to manage FX risks: indirectly,
by gradually increasing FX flexibility, as well
as directly, through appropriate regulation and
monitoring. Cautious liberalization of derivative
activities played an important role in facilitating
risk management and hedging market develop-
ment, supported with appropriate sequencing and
safeguarding measures to mitigate the potential
misuse of derivatives instruments.

10. The experiences also highlight that the relation-

ship between flexibility and its building blocks
may not be continuous. Providing small degrees
of flexibility when several of the ingredients of
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11.

12.

floating are lacking may be beneficial, because
the former helps to build the ingredients, whereas
introducing too much flexibility without many of
the building blocks may be risky and make the
transition more challenging.

In fact, in the countries exiting their pegs under
market pressure, the lack of some, or most, of the
ingredients supporting a floating regime prior to
the exit complicated the transition to a float and
the subsequent stabilization efforts (particularly
in the presence of highly dollarized public and
private sector balance sheets). Intensive capacity-
building efforts were required to establish a cred-
ible nominal anchor, markets, and instruments in
an unstable crisis environment.

The experiences also suggest, however, that dis-
orderly exits can be durable, even in the absence
of most preconditions at the time of the exit, if
the lack of these elements is quickly recognized

13.

and addressed through intensive capacity-build-
ing efforts. Extensive efforts to put in place the
preconditions of IT and to strengthen markets
and risk management systems were essential in
supporting the operation of the floating regimes,
thereby contributing to the durability of the exits
in the crisis countries. These efforts also helped
limit the severity of the crises and achieve a
relatively quick return of policy credibility.

Transition to flexibility usually involved testing
by the markets of the authorities’ commitment
(in both disorderly and orderly transitions).
Credibility was generally established firmly
once the commitment had been tested by the
markets. The experiences hence underscore the
importance of having consensus and coordina-
tion among the key parties in order to make
tough decisions, and of a commitment to main-
taining consistent policies.



Part 2

Detailed Country Experiences







Il Orderly Transitions

Chile (1984-99)!

Chile’s transition to a free float was a very gradual,
and mostly orderly, process that took about 15 years
from the introduction of a crawling band mechanism.
The gradual regime shift was in response to changing
economic conditions and policy priorities and occurred
through successive adjustments to the parameters of the
crawling band throughout the period and its eventual
elimination in 1999. The floating regime that has been
in place since then withstood well the contagion pres-
sures from the subsequent crises in Argentina and Bra-
zil in the early 2000s. The low level of exchange rate
pass-through to inflation, limited dollarization of the
banking system, the prudent attitude of the private sec-
tor to exchange rate risk, the efforts to build over time
FX and financial markets, and the capacity to imple-
ment an alternative monetary policy framework under
greater flexibility have facilitated a smooth operation of
the floating exchange rate regime.

Motivations and Factors Triggering the Exit
from the Crawling Band

The gradual switch from the crawling band to a float-
ing exchange rate regime took place through succes-
sive adjustments in the parameters of the band during
1984-99, aimed in general at increasing the flexibil-
ity of the exchange rate. The adjustments involved a
gradual step-by-step widening of the band, changes in
its rate of crawl, and discrete adjustments to its cen-
tral parity (three devaluations and five revaluations).
The band was eliminated in September 1999 following
a brief period of tightening in mid-1998 against the
background of market turbulence in other emerging
markets? (see Table 6 for a summary of the evolution
of the exchange rate regime). The Central Bank of

Prepared by Luis Ahumada (Central Bank of Chile). Camilo
Carrasco and Andrea Tokman provided helpful discussions and
understanding of the policy changes during the 1990s.

2The band was narrowed from +12.5 percent to —3 percent/+2.5
percent in June 1998. However, the CBC subsequently decided to
widen the band daily, a process that led to its elimination in Sep-
tember 1999.

Chile actively intervened within the band, with a view
to coping with the pressure on the band exerted by
massive capital inflows in the 1990s, and the interven-
tion resulted in a significant increase in international
reserves.3

Overall, the gradual exit to a floating regime was
a response to changing economic conditions, with an
attempt by the monetary authorities to resolve conflicts
among the potentially incompatible policy objectives
in an increasingly global environment. The crawling
peg adopted in 1982 had aimed mainly at preserving
external competitiveness rather than anchoring infla-
tion expectations, with the central parity set to depre-
ciate according to past inflation. During the 1980s, a
band was introduced around the crawling parity, and
was gradually widened to +£5 percent by 1989, in part
to introduce some flexibility in the FX market that a
crawling peg was not able to provide (Morandé, 2001).
The band was widened further and eventually aban-
doned as Chile became increasingly more integrated
with and hence more susceptible to developments in
international capital markets.

The transition toward greater flexibility was carried
out in such a way as to accommodate what clearly
became the authorities’ ultimate goal: attaining price
stability. With the announcement of an explicit inflation
target in 1990, achieving price stability became a prior-
ity. As strong capital inflows during the 1990s created
tensions between the inflation objective and the com-
mitment to maintaining the exchange rate within the
band, the CBC acted in favor of the former objective,
allowing an increasingly more flexible exchange rate
within a gradually widening crawling band.* This pri-
oritization in favor of the inflation target helped boost
public confidence in the inflation target despite the
presence of the band. From September 1998, the crawl
rate was also revised to follow the expected future,
rather than past, inflation rate—a shift in the policy
approach to anchoring inflation expectations. The
exchange rate commitment hence became increasingly

3The CBC’s international reserves rose from US$2.6 billion at the
inception of the band to US$19.2 billion in October 1997. It fell to
US$14.8 billion at the time of the band’s elimination.

4See Morandé (2001) and Schmidt-Hebbel and Werner (2002).
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Table 6. Evolution of Chile’s Exchange Rate Regime since 1984

Date Event

I. Crawling band regime

August 1984 A formal fluctuation band of £0.5% is introduced. External inflation, defined by the Central Bank of

Chile Board, adjustment of 3.6%. Domestic inflation adjustment lagged one month. Domestic basket
for the value of the exchange rate is 100% U.S. dollar.

September 1984
February 1985

Devaluation of the nominal exchange rate of 23.7%

Devaluation of the nominal exchange rate of 9.1%

June 1985 The band is widened to +2.0%.

July 1985 Devaluation of the nominal exchange rate of 8.5%

January 1988 The band is widened to +3.0%.

June 1989 The band is widened to +5.0%.

March 1991 Band remains at +£5.0%, but external inflation adjustment is set to 0%.

April 1994 Revaluation of the nominal exchange rate of 1.4%

June 1991 The exchange rate is revalued 2.0% and the external inflation adjustment is set back to 3.6%.

December 1991
January 1992
May 1992

July 1992

External inflation adjustment is set to 2.4%.
The exchange rate is revalued 5.0%,and the band is widened to +10.0%.
External inflation adjustment is set to |.6%.

The band is kept at £10%, but the peso is fixed to a basket of currencies: 50% U.S. dollar, 30%
deutsche mark, and 20% Japanese yen. External inflation adjustment is set back to 2.4%

December 1994 The exchange rate is revalued 9.70%, and the basket of currencies is realigned: 45% U.S. dollar, 25%

Japanese yen, and 30% deutsche mark.
December 1995
January 1997

A Balassa-Samuelson productivity adjustment of 2% is applied to the center of the band.

The exchange rate is revalued 4.0%, and the band is widened to +12.5%.The basket of currencies is
realigned: 85% U.S. dollar, 5% Japanese yen, and 5% deutsche mark.

July 1998 The band is tightened, 3.0% from below and 2.5% from above.The productivity adjustment is

eliminated.

September 1998 The band is set symmetrical again to £3.5%.The band is set to progressively broaden to reach +5.0%
on December 31, 1998 (marking the first steps toward a flexible exchange rate regime).The external
inflation adjustment is eliminated, and the central parity is made to crawl according to a target rather

than past inflation. The daily adjustment factor is set to 0.013575%.

December 1998 On December 24 the band is widened to +8.0% with the same factor of daily widening of the band.

Il. Floating exchange rate regime

September 3, 1999 The Central Bank of Chile suspends its commitment with the exchange rate band and announces that

it will intervene in the market in exceptional circumstances.

Sources: Morandé and Tapia (2002); and Central Bank of Chile, Annual Reports.

secondary vis-a-vis the inflation target.> The float, fol-
lowing almost a decade of implicit I'T, aimed at improv-

The formal inflation target has been the only nominal
anchor since 1999.

ing the credibility of the inflation target, reflecting a
recognition that successful control of inflation would
not be achieved with two coexisting nominal anchors.

5See De Gregorio and Tokman (2004) and Tapia and Tokman
(2004).

External factors also played a role in Chile’s move
to a flexible exchange rate regime with full-fledged IT.
A significant fall in GDP growth and inflation after
the Asian crisis in 1997 led the monetary authorities
to embark on a substantial enhancement of the mac-
roeconomic framework, the main elements of which



were the adoption of a floating exchange rate regime,
the deepening of the FX derivatives market, and a
complete opening of the capital account. The gradual
abandonment of the band was also part of an interna-
tional trend (Morandé and Tapia, 2002): Integration
of capital markets made it difficult to manage hybrid
exchange rate systems, as demonstrated most recently
by the Asian crisis; the authorities, seeing that the
only viable options were either to float or to adopt
a currency board, chose the first option (Morandé
and Schmidt-Hebbel, 2000). Finally, the period when
the band was eliminated was a relatively calm one,
domestically as well as internationally; the absence
of pressures in the FX market in either direction, with
the peso being close to the band’s center, provided the
authorities with an opportune time to exit (Morandé,
2001).

The floating of the currency was also facilitated by
diminishing concerns typically associated with the
fear of floating. A lower degree of exchange rate pass-
through and the availability of hedging instruments
against inflation and exchange rate risks were factors
that, once reasonably measured and evaluated, facili-
tated the gradual widening and subsequent elimina-
tion of the band. There were initial fears of potential
balance sheet effects of a large depreciation on the
corporate sector, particularly during 1998. However,
an increasingly more flexible exchange rate had cre-
ated strong incentives for the development of a forward
market (see below), which helped the private sector be
more prepared to take on exchange rate risks than it
had in the past. The exchange rate pass-through coef-
ficient also proved to be much smaller than previously
thought, so fluctuations in the exchange rate would
have a lesser impact on inflation (Morandé, 2001). All
these factors together facilitated the elimination of the
band in late 1999 and the adoption of full-fledged IT in
2000, once the CBC established that risks to financial
stability from floating were not significant.

Coordination of the Exit with the
Supporting Elements of Float

Evidence suggests that the Chilean economy was
prepared for floating well before the regime switch in
1999. Several elements supporting a floating regime
were present when the authorities eliminated the crawl-
ing band (see Figure 3a): A relatively low degree of
exchange rate pass-through, a well-developed and reg-
ulated financial sector, highly developed derivatives
and financial markets, and a low level of dollarization
with limited exposure of the banking and corporate
sectors to FX risks minimized the potential negative
effects of letting the currency float and mitigated the
fears of floating (De Gregorio and Tokman, 2004). The
authorities had already been implementing (since 1990)

an implicit IT framework and had effective instruments
for conducting monetary policy under greater exchange
rate flexibility.

The Foreign Exchange Market

FX spot and derivatives markets developed steadily
from 1992 until the float. In the mid-1980s, the opera-
tion of a forward market was authorized in conjunction
with the widening of the crawling band; banks were
allowed to trade FX forwards with maturities between
15 and 180 days with market-determined forward rates,
which facilitated the deepening of this forward market.
Spot and forward markets continued to develop as the
authorities liberalized over time the regulations affecting
arbitrage operations, authorized swap transactions, eased
access to the FX market, and allowed greater exchange
rate flexibility within the crawling band. At the time of
the float, the onshore spot, forward, and swap markets
and the offshore NDF market were all well developed
(Ahumada and others, 2006).

Increased exchange rate flexibility has continued to
stimulate the FX market since the float. The turnover
in the FX derivatives market rose from 0.06 percent
of GDP in 1993 to 1.4 percent of GDP in 1998, and to
2.9 percent by 2003. The cost of hedging also declined
during this period; the spread on a forward contract fell
from 26 basis points to 16 basis points between 1998
and 2003, comparable to that in the OECD countries
(De Gregorio and Tokman, 2004). Overall, the activ-
ity in the Chilean spot FX market is not substantially
different from that observed in more developed econo-
mies. The level of FX derivatives market activity is
slightly above that in other emerging economies, but
considerably lower than that in developed economies
(Ahumada and others, 20006).

FX Risk Management

At the time of the peso’s float, both the corporate
and banking sectors had established sufficient capac-
ity to manage FX risks. The financial sector was more
exposed than the corporate sector to FX risks, before
and after the elimination of the band, but 90 to 100
percent of bank net exposure was hedged, compared
with 40 percent for the corporate sector (Chan-Lau,
2005).

The banks were more familiar with risk manage-
ment tools and were able to hedge in offshore markets.
The liberalization of the currency mismatch regula-
tions was somewhat gradual, adopted to prepare the
system for a flexible exchange rate. The regulations
adopted after the 1982 banking crisis initially limited
the mismatches to 20 percent of the absolute value
of Tier I capital. Several operations were excluded
from this limit and separately treated. In 1995, banks
were required to finish daily with a long cash position

Chile (1984-99)
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in their trading activities. FX operations and deriv-
atives transactions were permitted only to support
trade activities or investments abroad. In August 1998,
the global limit was maintained but the computation
of mismatches was distinguished among currencies
(Cowan and De Gregorio, 2005). In 1999, currency
mismatch regulations were amended to incorporate all
FX operations, and a framework for managing liquid-
ity and interest rate risk was introduced. Futures,
forwards, swaps, and combinations thereof were per-
mitted and the authorization requirement to engage
in derivatives transactions with external counterpar-
ties was eliminated by 1999. Currency mismatches of
debtors were incorporated in the credit evaluation of
banks only beginning in 2000.

The corporate sector had a prudent attitude toward
exchange rate changes even before the float and retained
it subsequent to the elimination of the band. The firms
were adequately matched in terms of currencies for the
1995-2003 period, which indicates that even in the pre-
floating period they were aware of the risks of currency
mismatches (Cowan and De Gregorio, 2005). However,
there is also some evidence that the mismatch trend was
increasing until 1998, but with the depreciation of the
peso that started in 1999 and the subsequent float, the
FX exposure of domestic firms declined persistently
(De Gregorio and Tokman, 2004). Nevertheless, dur-
ing this period FX exposure was significant for only
13 percent of publicly listed firms and the exposure
affected only 17 percent of all industries in the cor-
porate sector in the late 1990s (Dominguez and Tesar,
2001; and Chan-Lau, 2005).

Moreover, effective exposure of the corporate sector
to currency risk was also low. Most of the firms were
naturally hedged, being located in the tradables sector.
The share of firms hedging their exposures increased
over time, from 8 percent in 1993 to 21 percent in 1998,
with a continued increase after the float to 33 percent in
2003. Domestic corporations reportedly use mainly the
onshore market to hedge their FX exposures. The U.S.
dollar—peso forward market has the active participation
of medium and large firms; the access of smaller enter-
prises to the forward market has been limited somewhat
by counterparty credit risk and lack of sophistication.
The offshore market has been used mainly by leveraged
foreign investors (Chan-Lau, 2005).

The private sector’s FX risk management capacity
has been supported by a number of factors. A tighten-
ing of prudential rules, in response to an earlier bank-
ing crisis but before the move to a floating exchange
rate, supported risk management (for example, mini-
mum credit rating requirements for domestic corpora-
tions’ external borrowing in the 1990s). The gradually
widening crawling band also likely provided a limited
implicit guarantee to those holding unhedged foreign
liabilities, thereby limiting unhedged exposures (De
Gregorio and Tokman, 2004; and Cowan and De Gre-

gorio, 2005). Managing FX risks has been facilitated
by a well-functioning and liquid forward market.

Monetary Policy and Operations

The changes in the exchange rate regime proceeded
hand in hand with the efforts to establish an alterna-
tive monetary policy framework that would replace
the exchange rate anchor and to build the capacity to
conduct monetary policy under a flexible regime. The
adjustments to the crawling band were mostly directed
at increasing the degree of exchange rate flexibility
and were accompanied by efforts to reduce inflation
through a gradual adoption of a full-fledged IT frame-
work (Céspedes and Soto, 2005). From 1989, a pre-
announced inflation band target coexisted with the
crawling band. Full-fledged IT was introduced with
the elimination of the crawling band, and the inflation
target, under a fully floating exchange rate, has become
the sole anchor for inflation expectations.

Most of the elements of a full-fledged IT regime
were already in place before the exit to the floating
regime in 1999. These elements, which were built over
time, included the autonomy of the CBC since 1989,
well-developed and liquid financial markets, an effec-
tive capacity to conduct monetary operations, and a
reasonable capacity to model and forecast inflation.
Over the years, the CBC gained credibility through its
success in meeting the (implicit) inflation targets and
improved transparency through the publication of its
regular inflation reports and the release of the min-
utes of its policy meetings. Efforts to build capacity to
affect short-term interest rates and conduct effective
monetary policy operations started in the late 1980s
and continued until the float. A reasonably good under-
standing of the monetary transmission channel helped
in implementing daily interbank rate targeting from
1995, an important step in modernizing the monetary
policy procedures.

FX Intervention Strategy

Foreign exchange market interventions were a com-
mon and expected feature when the crawling band was
in place. The CBC had the authority to intervene in the
market at its discretion, even if the exchange rate was
far from the band limits. Intramarginal interventions
were in fact a frequent practice during the 1990s. After
the elimination of the band, a free floating exchange
rate system was adopted, under which a new interven-
tion strategy had to be determined.

The authorities announced a new intervention strat-
egy at the time of floating. Although the CBC aban-
doned the commitment to keep the peso within a band, it
announced the possibility of intervention in exceptional
situations involving a sudden increase in exchange rate
volatility, with a view to dealing with external and/or



internal instability and reducing the speed of currency
depreciation. The CBC also announced that it would
inform the market about such decisions. No explicit
predetermined rule for intervention was established, but
explicit communication of intervention intensity was
considered important for credibility. So that they do not
become a common practice, interventions have been
made transparent and details announced in advance,
including the specific period during which the CBC
could intervene and the maximum amounts to be used.
Interventions were aimed at providing a signal to the
market that the authorities considered the evolution of
the exchange rate not justified by fundamentals and the
extent of the depreciation excessive (De Gregorio and
Tokman, 2004).6

Sequencing with Capital Account Liberalization

Chile’s capital account liberalization gradually
moved parallel to its exchange rate liberalization (Le
Fort-Varela, 2005). The adjustments in the regulations
aimed to support the crawling band by reducing the net
inflow of capital and stemming the appreciation of the
peso. Following the surge in capital inflows, capital
outflows were gradually liberalized along with the wid-
ening of the band.” In addition, controls were imposed
on short-term capital inflows from June 1991, aimed
at retaining the possibility of managing the exchange
rate with an independent monetary policy. These con-
trols were primarily market based, in the form of an
unremunerated reserve requirement, and were tight-
ened several times to increase the rate or to broaden
its scope (see Ariyoshi and others, 2000; and Le Fort-
Varela, 2005). The inflow controls were lifted in 1998,
and all remaining controls on inflows and outflows
were removed in 2001, well after the regime shift. Con-
trols on derivatives transactions were relaxed from the
mid-1990s to 1999 to facilitate the handling of FX risks
under more flexible exchange rates.

6The CBC has intervened in the market twice since 1999: first
in August 2001, in response to the regional financial disorder
caused by the crisis in Argentina, followed by the turbulence in
international capital markets after the events of September 11. The
CBC announced that from that date to the end of the year, it could
intervene in the FX market that was operating under a free float-
ing regime; it also announced the resources available for interven-
tion. The second intervention took place in October 2002 and was
attributed to the pressures on the Brazilian real. Both attempts to
influence the exchange rate are considered to have been successful.
Similar announcements were made in October 2003 for possible FX
intervention (Tapia and Tokman, 2004).

7The minimum time to repatriate capital and earnings for FDI
capital was reduced successively during 1991-93 from 10 years in
1985 to 1 year in 1993, and eliminated in 2000. Banks were allowed
to invest abroad up to 40 percent of their funds collected as term
deposits in 1991, and the amounts that pension funds were allowed to
invest abroad were increased successively during 1992-99.

Other Supporting Elements

At the time of the move to a floating regime, the
banking sector was sound and compliant with supervi-
sion and regulation. The banking sector, built over the
1990s, had a sustained large capital base and kept a low
level of dollarization, accompanied by a strict regula-
tory and supervisory framework that limited banks’
exposure to credit and currency risks. Chile also suc-
cessfully created a unit of indexation to hedge inflation
risk. Since the early 1980s this unit has been widely
used in deposit contracts and to finance long-run real
estate loans. The quality of the loan portfolio of the
banks was high, with nonperforming loans reaching
at most 3 percent of total loans under the worst-case
scenarios before the Asian crisis.?

A well-developed domestic capital market also sup-
ported the flexible exchange rate regime. The develop-
ment of the domestic capital market allowed several
firms to change the composition of their debt by issu-
ing long-term bonds denominated in Chilean pesos to
reduce their FX exposures and vulnerability to large
depreciations in the currency. The development of the
capital market was due in part to the increasing impor-
tance of institutional investors, mainly pension funds,
which made up a sizable share of the demand for debt
instruments in the domestic market through the 1990s.

A prudent fiscal policy was also a key ingredient in
Chile’s success in disinflation and transition to a new
nominal anchor (Morandé, 2001). Over this period,
fiscal authorities managed to maintain a fiscal surplus,
which allowed monetary authorities to implement a
monetary policy that eventually lowered inflation from
two-digit chronic levels to those observed in developed
countries.

Challenges Faced and Lessons from Chile’s
Transition Experience

Chile’s transition to a full float was a fairly lengthy
process because of the significant emphasis the authori-
ties placed on the presence of the supportive elements
for a floating regime. The regime shift took about 15
years, even though the economy was apparently well
prepared, with the essential conditions already in place
well before the float. The trigger for the eventual deci-
sion seems to have been the extent to which the prevail-
ing multiple monetary objectives became incompatible.
As in the other gradually exiting countries (Israel and
Poland), the monetary authorities considered that it
would be hard to defend an exchange rate band that
allowed for a gradual depreciation of the currency
within a crawling band, while at the same time ful-

8The Basel I framework was incorporated only in 1997 along with
a substantial amendment of the banking law, which broadened the
scope of banking activities.
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filling the inflation rate target. The pace of the exit,
however, seems to have been greatly affected by the
authorities’ comfort level about the preparedness of the
economy.

The main challenge confronting the authorities was
to determine whether the economy was sufficiently pre-
pared for the floating regime. Assessing the state of
preparedness for the float and hence the right time to
move was difficult. In particular, the authorities had
feared that the liberalization of the exchange rate and
the associated volatility in the FX market could endan-
ger the low and stable inflation goal and, therefore, the
credibility of the central bank, as well as the financial
stability of the economy.® In fact, the fear of losses
from currency mismatches in the corporate sector and
of the potential pass-through of exchange rate changes
to inflation contributed to delaying the exit by several
years.

The lack of reliable and prompt information to assess
these risks was the main contributor to the difficulty
of assessing the level of preparedness. The degree of
exchange rate pass-though, which the authorities had
considered to be high, was actually decreasing over the
1990s, and hence was overestimated, especially in light
of the consumer price index (CPI) inflation index.!0
Similarly, the lack of reliable, prompt information
about the balance sheets of the corporate and house-
hold sectors and uncertainty about the level of develop-
ment of the domestic derivatives market undermined
the authorities’ ability to assess the potential negative
consequences of a sudden exchange rate deprecia-
tion. The mismatches turned out to be less substantial
and the availability of hedging better than had been
assumed. The widespread use of dollar-peso forward
operations introduced in 1992 and the deep market
for peso-indexed bonds allowed market participants to
hedge against currency risk.

The following lessons can be drawn from Chile’s
experience with the regime transition:

* The gradual evolution of exchange rate flexibility
and capital account liberalization can support each
other. A gradual increase in the flexibility of the
exchange rate helped Chile obtain the benefits of
a growing integration with capital markets, while
lessening its risks. Gradual liberalization of capi-
tal outflows, a more cautious liberalization of the

9After many years of intervention in the FX market and a rela-
tively predictable nominal exchange rate, the corporate sector could
have developed significant exposure to FX risk and greater exchange
rate volatility.

10The diminishing pass-through over the CPI could have also been
the consequence of the institutional credibility gained by the central
bank and the government in successfully pursuing lower inflation
and a sustained policy of a balanced budget. Hence, depreciations of
the exchange rate could be perceived by agents as a transitory adjust-
ment mechanism to changes in external conditions.

short-term inflows, and an early liberalization of
derivative transactions facilitated this integration,
as market participants gained expertise and mone-
tary authorities prepared for a move to a full float.

Early preparation helps address fears of floating and
increases the chances of a successful and smooth
exit. In the case of Chile, building the capacity to
manage FX risks and implement monetary opera-
tions, developing FX markets, and preparing since
the early 1990s for an alternative monetary anchor
toward full-fledged IT were vital in making a
smooth transition to a floating regime. In addi-
tion, the CBC’s transparent and effectively com-
municated intervention strategy also contributed to
establishing the credibility of the floating regime
and the IT framework.

The availability of a timely and adequate informa-
tion base is crucial in assessing the extent of pre-
paredness. In the case of Chile, prompt information
on private sector balance sheets and on dynamics
between the exchange rate and inflation could have
helped avoid an undue delay in moving to greater
flexibility, which in turn could have been helpful in
responding to external shocks that hit the domestic
economy in the late 1990s.

The Chilean experience also illustrates the mutu-
ally reinforcing relationship between greater
exchange rate flexibility and market and capacity
building: Introducing greater flexibility through a
gradually widening crawling band encouraged bet-
ter FX risk management and spot and forward FX
market development, which in turn helped support
the move to a fully flexible exchange rate regime
in 1999.

Finally, building a sound financial system and
a deep capital market is also crucial in avoiding
potentially disruptive consequences of a move to
a flexible exchange rate regime. The strict super-
vision and regulation of the banking system, the
emergence of a large institutional investor base,
and the successful introduction of various financial
instruments (for example, inflation-indexed bonds)
were helpful in coping with greater exchange rate
volatility under the floating regime.

Israel (1985-2005)!!

Israel’s transition from a pegged exchange rate to a
floating exchange rate was extremely gradual, lasting

lPrepared by Barry Topf (Bank of Israel). The author thanks

Sarah Cohen for her assistance with data, and numerous staff of the
Bol for the information and experience they provided.



exactly 20 years, from 1985 until 2005. In fact, gradual-
ism was a central principle of monetary policy, with a
clear preference for moving in small incremental steps,
which in aggregate and over time produced the desired
results. The exchange rate regime evolved continuously
in response to changing economic conditions and to the
need to resolve conflicts emerging from the pursuit of
multiple objectives in an increasingly global environ-
ment. Although there was no deliberate overall plan at
the beginning of the transition, the process was coher-
ent, based on gradual steps that strengthened credibility
while avoiding reversals, integration with supporting
measures in other areas, and prompt and appropriate
responses to emerging concerns before they could lead
to severe pressures.

Factors Motivating the Transition

Israel’s transition from a fixed peg—the nominal
anchor in a heterodox disinflation plan—to increasing
exchange rate flexibility was part of the move to an IT
regime. Over 20 years, Israel moved from a monetary
policy based on exchange rate targeting to one based
on IT. Policy over that period was aimed at resolving
the conflicts that arose from trying to achieve multiple
and sometimes conflicting objectives. Details of the
changes in the exchange rate regime and its parameters
are presented in Table 7.

From Fixed Peg to the U.S. Dollar to a
Basket Peg

The fixed peg to the U.S. dollar adopted as part of
the Economic Stabilization Plan of 1985 helped stabi-
lize the economy, but its limitations quickly became
apparent. The single currency peg was meant to quickly
restore nominal stability and achieve credibility in
anti-inflationary policies, given the widespread direct
and indirect impact of the exchange rate on the Israeli
economy. Inflation fell immediately from 400 percent
to 20 percent per annum, in part because of the visibil-
ity of exchange rates and their impact on expectations.
Although the peg was advantageous in terms of trans-
parency and public perception, it did result in exposure
to changes in the international value of the dollar during
a period when cross rates were especially volatile. In an
effort to reduce this exposure, after one year the sheqel
was pegged to a basket of currencies that reflected the
composition of Israel’s international trade.

In addition to reducing the impact of fluctuations in
world exchange rates, the peg to a basket rather than
a single currency brought additional benefits. It intro-
duced an element of flexibility by allowing variation
in the bilateral exchange rates (especially against the
dollar) most visible to the public and encouraged more
sophisticated risk management as market participants
understood the need to hedge against changes in the

basket. The composition of the currency basket was
reviewed annually and changed, if deemed necessary,
according to predetermined rules, without affecting the
exchange rate prevailing at the time.

From Basket Peg to Horizontal Band

Although fixed exchange rates contributed to restor-
ing credibility to economic policy and reducing infla-
tion, their drawbacks became more apparent over time.
With inflation higher in Israel than among its trading
partners, the sheqel underwent considerable real appre-
ciation and loss of competitiveness. The unsustainabil-
ity of fixed exchange rates, given large and persistent
inflation differentials, made the sheqel the target of
speculative attacks, which led to periodic devaluations.
In addition, the lack of flexibility in exchange rates led
to a lack of balance in policy tools: All adjustments
(for example, to external shocks) had to be made solely
through changes in interest rates or foreign currency
reserves, which led to wide swings in both. The desire
to avoid such swings led to the adoption of horizontal
bands in January 1989.

Horizontal bands introduced an element of flexibility
in exchange rates while reducing volatility and main-
taining confidence in the disinflationary process still
under way. The exchange rate—in basket terms—could
vary within predetermined limits around an announced
central rate. The exchange rate against any single cur-
rency, including the dollar, was a function of inter-
national cross rates. The horizontal band system led
to a significant decrease in the volatility of interest
rates and more stability in the level of foreign currency
reserves. However, the still-large inflation differentials
between Israel and its trading partners, together with
the discrete nature of changes in the central rate, con-
tinued to induce large capital movements and specula-
tive pressure on the sheqel. As a result, the central rate
was devalued four times in three years, by amounts
ranging from 6 to 10 percent.

The width of the band was initially set at +3 per-
cent, and widened to +5 percent after approximately
one year. A +3 percent width was established to bal-
ance the need for sufficient flexibility to give substance
to the band while avoiding excessive volatility in the
exchange rate, which was still an important nominal
anchor. Any narrower band was perceived as provid-
ing neither sufficient impetus for market development
nor sufficient flexibility to relieve some of the strain
on interest rates and FX reserves. On the other hand,
moving too quickly to too wide a band might have
introduced excessive volatility into the system without
adequate time to adjust by, for example, introducing
more sophisticated risk management practices. Once
the market had adjusted smoothly to the +3 percent
band, widening it to +5 percent was continuation of the
policy of allowing greater flexibility.

Israel (1985-2005)
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Table 7. Evolution of Israel’s Exchange Rate Regimes, 1985-2005

Date of Change Regime Event
July I, 1985 Peg to dollar New Israeli sheqel (NIS) devalued by 18.8%! and fixed at US$ 1.5
August |, 1986 Peg to currency basket NIS fixed at 1.49 to basket?

January 13, 1987
December 27, 1988

January 3, 1989
June 23, 1989
March [, 1990
September 10, 1990
March 11, 1991

December 17,1991
November 9, 1992
July 26, 1993
May 31, 1995

June 18,1997

Horizontal band

Crawling band

Crawling fan

NIS devalued by 10% to 1.68
NIS devalued by 5% to 1.80

Midpoint established at 1.95 (devaluation of 8%); limits established at 3%
Midpoint raised by 6% to 2.06

Midpoint raised by 6% to 2.19; band widened to 5%

Midpoint raised by 10% to 2.41

Midpoint raised by 6% to 2.55

Midpoint raised by 3% to 2.62;slope set at 9%

Midpoint raised by 3% to 2.93; slope reduced to 8%

Midpoint raised by 2% to 3.15; slope reduced to 6%

Midpoint raised by 0.8% to 3.53; band widened to £7%; no change to slope

Band widened to approximately +14%3

Slope of lower (strong) limit set at 4%
Slope of upper limit set at 6%

August 17,1998

Slope of lower limit set at 2%

Slope of upper limit remains 6%

December 24,2001

Strong limit lowered by 1% and fixed at constant 4.10 (slope set at 0)

Slope of upper limit remains 6%

June 9,2005 Free float

Band abolished

Source: Bank of Israel.
Exchange rates and percentage changes approximate.

2From 1986, all exchanges rates in currency basket terms.The composition of the basket was US$ (60 percent), sterling (10 percent), yen (5 percent),
deutsche mark (20 percent), and French franc (5 percent) in 1986; in 2004, the weights were 60 percent (US$), 5.9 percent (sterling), 5.6 percent (yen),

23.9 percent (euro).

3From June 18, 1997, exchange rate policy related only to the limits of the exchange rate band, and not to the midpoint, which was then used for

statistical purposes only.

From Horizontal to Crawling Bands

In December 1991, the crawling band replaced the hor-
izontal band; this change was made primarily to prevent
periodic speculative cycles around realignments of the
central rate. In the crawling band regime, the exchange
rate could still vary around the central rate, defined in
basket terms, but the central rate itself changed by a pre-
announced amount (the slope of the crawl) each day. The
slope was the difference between the expected inflation
rate in Israel and that of its partners; the crawl was one
of the benefits of the new regime: The crawling band
introduced de facto IT to Israel before it was officially
introduced. The crawling band significantly reduced the
frequency and magnitude of realignments, permitted
smoother adjustment of the exchange rate, and lowered
uncertainty regarding the real exchange rate.

From Crawling Band to Crawling Fan

Over time, pressures associated with increased capi-
tal mobility created a need for increased flexibility of
the exchange rate. Although inflation was declining,

this decline was a result of a disinflationary monetary
policy requiring high nominal and real interest rates.
Together with an improving geopolitical environment
and strong economic growth, capital flows into Israel
grew rapidly and exerted considerable upward pres-
sure on the domestic currency. The level and width of
the band (despite its widening in 1995) did not provide
enough flexibility to avoid a clash between two con-
flicting goals: the rate of inflation and the exchange
rate. The sheqel moved to the strong (lower) limit of the
band, and the Bol was forced to defend the exchange
rate band by buying foreign currency, in amounts and
at a cost that threatened to become unsustainable. The
ensuing costs of sterilization and desire to resolve con-
flicting goals led to the adoption of the crawling fan
regime in June 1997.

The crawling fan was a response to the pressures
generated by attempting to simultaneously target infla-
tion and exchange rates by substantially increasing the
actual and potential variability of the exchange rate.
The slope of the lower (stronger domestic currency)
limit of the band was reduced to 4 percent while the



upper (depreciation) slope was left at 6 percent. Thus,
the width of the band increased constantly over time,
automatically increasing the flexibility of the regime.
The central rate was abolished so as to remove any
perceived target for the exchange rate. Most notably,
the width of the band was increased asymmetrically
to approximately +14 percent: The weaker (upper)
limit was raised and the stronger (lower) limit was left
unchanged (although with a reduced slope).

This last step might seem counterintuitive, because
the lower (more appreciated) limit of the band had been
under attack yet the policy response was to shift the
upper (more depreciated) limit. The motivation for this
shift was twofold: First, it was felt that moving the
lower limit under speculative pressure would severely
damage the credibility of economic policy. Second,
moving the upper band greatly increased the poten-
tial scope for depreciation. Taking advantage of high
domestic interest rates was no longer a virtual one-way
bet; the increased risk was expected to help restore
equilibrium, which did indeed occur. With the adoption
of the crawling fan, the Bol was able to stop its market
intervention, a policy it maintained (with the exception
of a few days later that year) until the formal abolish-
ment of the band eight years later. The nonintervention
policy was tested a number of times, and with each
episode the credibility of the policy was strengthened.

From Crawling Fan to Free Float

The constantly increasing width of the band and fur-
ther reductions in the slope of the appreciated sheqel
limit rendered the band increasingly irrelevant, but it
was only formally abolished in June 2005, by which
time the band had a width of about 62.5 percent around
a theoretical midpoint. Several factors account for the
de jure preservation of the band even after it had lost de
facto significance. First was the difficulty in identifying
in real time its loss of significance; even in retrospect,
it is difficult to discern a specific time when it stopped
being effective. Second, even when the band appeared
to be ineffective regarding the actual exchange rate,
there was a belief that its existence affected the behav-
ior of the market, and that its abandonment could have
been destabilizing. In addition, the de jure abolishment
of the band was opposed in certain quarters because
of the greater freedom of action it allowed the central
bank, even if only in principle.

Coordination of the Regime Transition with
Supporting Elements

In Israel, each stage of the transition to greater
exchange rate flexibility was coordinated with steps
in other areas to support a more flexible exchange rate
regime. Important supporting elements included devel-
opment of the FX market, intervention policy, capital

account liberalization, ensuring financial system stabil-
ity, and effective monetary policy and instruments.

The Foreign Exchange Market

The FX market in Israel developed in tandem with
the evolution of the exchange rate regime, with consid-
erable synergy generated between them. The develop-
ment of the market was actively promoted by the Bol,
because exchange rate flexibility would have been less
effective without a mechanism by which the market
could determine the rate.

Until May 1990, the Bol was the sole market maker
and operated what was essentially an administrative
fixing. At an appointed time each day, the commercial
banks reported their net supply or demand for foreign
currency; the central bank then set one rate, at which it
bought or sold foreign currency against the banks. This
method was very efficient from an operational point
of view, and not incompatible in a regime of fixed or
highly managed exchange rates. However, it precluded
the development of the market and appropriate risk
management.

In May 1990, shortly after the introduction of the
horizontal band, the Bol introduced a new trading
mechanism, based on an electronic trading platform,
as a first step toward developing a more sophisticated
market. During a single daily multilateral trading ses-
sion, managed by the Bol, the aggregate net supply
of or demand for foreign currency was offered to the
market, which could then participate as the auction
progressed until the market cleared. All transactions
were conducted at the single final rate, which became
that day’s official exchange rate. Although this method
increased transparency and allowed market forces to
play a greater role in determining the exchange rate, the
Bol was still dominant in the market.

In July 1994, the Bol began phasing out the multi-
lateral trading system, abolishing it in April 1995, just
before the further widening of the crawling band. In its
place banks had to negotiate trades among themselves
on a bilateral basis. This over-the-counter continuous
trading was identical to the interbank markets that char-
acterize FX trading in advanced economies. Trading
volumes, though still relatively modest, grew steadily,
as did the role of foreign investors and financial insti-
tutions. The market developed and expanded with the
entry of interbank brokers, foreign financial institu-
tions, electronic trading, and the addition of derivative
products including swaps and options, spurred by the
significant increase in the flexibility of the exchange
rate regime from 1997. It is interesting to note that at
the time of the development of interbank trading, its
potential benefits had not been fully realized by the
market or the authorities, thus illustrating the value of
putting in place supporting measures even when the
immediate need is not yet evident.

Israel (1985-2005)
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The market for FX hedging instruments had been
growing steadily before the de facto float in 1997, in
part reflecting the active involvement of the Bol and
in part the gradual increase in exchange rate flexibil-
ity. The market was stimulated by recognition of risks
associated with a more flexible exchange rate as the
authorities gradually widened the crawling band start-
ing in the mid-1990s. Withdrawal of the Bol’s interven-
tion in the FX market in 1997 contributed significantly
to risk recognition by the private sector, and thereby to
the development of the hedging instruments. The Bol
also played a direct role in developing hedging markets,
by issuing financial instruments for the sole purpose
of kick-starting financial markets in new instruments
(such as FX futures and options) in 1989 (Appendix
IV). Contributing to the development of the hedging
markets was the gradual removal of restrictions on for-
ward transactions, which facilitated a better manage-
ment of FX exposures.

The authorities nevertheless recognized the risk that
derivative transactions could facilitate speculation.
There were fears that forward transactions could allow
speculative attacks and were harder to control. Indeed,
forward transactions played a major role in the specu-
lative attacks on the shegel. In most cases, however,
the pressures were created when there were discrepan-
cies between economic fundamentals and the policy
regime, and the latter was adjusted to reduce these
discrepancies. It was also recognized that maintain-
ing restrictions on derivative transactions could lead to
the development of derivatives markets offshore in an
attempt to circumvent onshore restrictions.

When liberalizing derivative transactions, the author-
ities therefore established some safeguards to limit such
risks. For example, documentation requirements were
used for underlying transactions for a considerable
period. Permitting forward transactions was done in
stages by tenor (for example, first forward up to one
month, then three months, then six months, and then
one year, at which point all restrictions were lifted).
Although the use of options was not considered an
avenue for speculation and their market development
was promoted actively, a documentation requirement
to prove that options were used for hedging purposes
was maintained. Banks’ direct and indirect exposures
to FX risks associated with derivative transactions were
also incorporated in prudential systems (for example,
forward exposures incorporated in open FX positions
and capital requirements).

FX Intervention Policy

The Bol’s intervention policies evolved parallel
to the changes in the formal regime—gradually but
steadily toward ever greater flexibility. Although the
general trend was to try to reduce intervention as much
as possible, intervention was often used as an ad hoc

response to exchange rate developments. Tactics and
methods responded to changes in the FX regime or to
developments in the market, often on almost a trial-
and-error basis. It is likely that the lack of coherence
in intervention policies was costly in terms of central
bank credibility as well as financially.

During most of the period of horizontal and crawl-
ing bands, the exchange rate was much less variable
than that permitted by the band. The Bol intervened
regularly during this period, at times trying to influ-
ence the path of the exchange rate, at times keeping it
within an informal “inner band.” To a great extent, the
informal band was an attempt at a compromise to allow
flexibility in the exchange rate while avoiding negative
consequences. Preventing too great a real apprecia-
tion and thus preserving the competitiveness of exports
was a major motivation behind the attempt to steer
the exchange rate while dampening excessive volatil-
ity. Therefore, preserving a nominal anchor role for the
exchange rate was one of the reasons for maintaining a
narrow inner band.

The distribution of the exchange rate was far from
symmetrical, with the exchange rate most frequently
in the lower (stronger) part of the band. The Bol usu-
ally resisted nominal depreciation of the sheqel much
more strongly than it resisted appreciation, which could
be attributed to the disinflationary process in Israel at
that time. In light of a hyperinflationary past, struc-
tural rigidities, and the strong pass-through effect of the
exchange rate on inflation, it was feared that depreciation
could have a negative effect on the credibility of policies.
As market participants gained confidence in the com-
mitment and ability of the Bol to keep the exchange rate
in a relatively narrow band, the attractiveness of exploit-
ing the still-high interest rate differential in favor of the
shegel increased, stimulating capital inflows.

In mid-1995 the Bol reduced its market intervention
in an effort to wean the market from its dependence
on the central bank. It ceased intervention totally for
some months in 1996. However, in August of that year
intervention resumed, when capital inflows pushed the
exchange rate to the lower edge of the band, and grew
in intensity until June 1997, when intervention effec-
tively stopped permanently with the move to the crawl-
ing fan. The commitment to a more flexible exchange
rate underwent a severe test in the fall of 1998, when
contagion from the Russian debt crisis and Long-Term
Capital Management (LTCM) affair, together with
local developments, precipitated a rapid and sizable
depreciation of the sheqel. The willingness to tolerate
large moves in the exchange rate without intervening in
the market, while responding to inflationary pressures
within the framework of monetary policy, played a
decisive role in establishing the credibility of monetary
policy, which has remained high ever since.

The means of intervention also varied as the FX mar-
ket developed. Until 1990, when it operated through a



fixing system, the Bol was the sole market maker and
cleared the market, with intervention largely determined
by the net demand and supply of the banks. During the
multilateral trading period, there was greater flexibility
in both the exchange rate and the trading system so the
Bol could be more responsive to market developments
and tailor intervention accordingly. After 1995, greater
exchange rate flexibility and the introduction of con-
tinuous interbank trading made intervention more chal-
lenging. When inner bands were used, both the timing
and amount of intervention were highly discretionary
and attempted to gauge and respond to market moves.
When policy was to intervene only at the limits of the
band, timing and quantity issues were largely resolved;
intervention occurred whenever the limits were reached,
and in amounts needed to defend it. Whenever possible,
efforts were made to reduce intervention, either to pre-
serve the reserves or to reduce the cost of sterilization.

Policy became more transparent over time. Initially,
the BoI’s goals (other than the formal bands) were not
made public, although they were usually quickly iden-
tified by the market. Intervention was unannounced,
although in a market as circumscribed as Israel’s, it was
not difficult for the market to learn of the intervention.
Eventually, a formal policy of nonintervention within
the band was formally adopted as central bank policy,
and, as described above, this policy gained consider-
able credibility; at the same time it helped the market
learn to cope with exchange rate uncertainty and con-
tributed to the development of FX hedging markets and
instruments.

Other Supporting Elements

The gradualist approach was not limited to the
exchange rate regime: The rest of the financial system
underwent a similar gradual process of reform concur-
rent with the evolution of the FX regime. The govern-
ment and the Bol greatly reduced their roles in the
financial market and the banking system, even stopping
their involvement in the allocation of credit or determi-
nation of interest rates on loans and deposits. Efforts
were made to develop the capital markets, including the
government bond market and nonbank financial inter-
mediation. The government reduced the issuance of
targeted nonmarketable securities to institutional inves-
tors, and increased the issuance of standardized mar-
ketable securities (including long-term nominal bonds),
which greatly increased the liquidity and efficiency of
the capital markets.

Capital account liberalization proceeded in a gradual
manner, with the sequence of reforms complement-
ing increased exchange rate flexibility. Because Israel
had long faced a structural foreign exchange deficit, it
was thought prudent to begin with the liberalization of
inflows, which began in 1988; restrictions on outflows
began to be lifted in 1992. Because long-term flows are

generally less volatile than are short-term capital flows,
restrictions on long-term flows were generally lifted
two to three years before those on short-term flows.

There was also differentiation by sector, with restric-
tions generally lifted first for nonresidents, followed by
the business sector, households, and, finally, institutional
investors. Allowing nonresidents freedom of action
attracted new participants with diverse views to the
market, so that along with the usual benefits of foreign
investment, a potentially stabilizing factor was added to
the FX market. In many cases the foreign sector has in
fact been a source of stabilizing speculation. Restrictions
on households and institutions were the last to be lifted,
because having been prohibited from investing abroad
for many years, they were seen as having large pent-up
demand for foreign exchange, which, if released too early
or too rapidly, could destabilize the capital markets.

Monetary policy instruments were developed to sup-
port the transition to IT. Reserve requirements were
drastically reduced, short-term central bank bills were
introduced, and the policy interest rate became the pri-
mary channel of monetary policy. These steps were
taken at a relatively early stage, before the crawling band
was introduced, thereby facilitating implementation of
monetary policy under a more flexible exchange rate.

Ensuring financial stability was a vital element in
the successful transition to exchange rate flexibility. In
particular, banks and supervisors had gained the neces-
sary capabilities to monitor and manage FX risks by the
time of the formal move to a free float. After the 1983
banking crisis, the prudential supervision of the banks
was improved so that when the move to greater flex-
ibility began, the banks’ capital base had been strength-
ened and modern market risk management techniques
were in place. In 1985, limits on open FX positions
were enacted. By 1997, banks were required to adopt
explicit policies regarding their management of direct
and indirect FX exposures. Banks were also required to
report their exposures both to the supervisor of banks
and to the public. Stress testing was introduced in 1999.
At times, specific prudential steps were taken, such as
capital charges against FX exposures (in 1998, raised in
2004), requiring additional provisions against FX credit
extended to borrowers with no FX income, or mainte-
nance of required minimum levels of FX liquidity (in
2003). These efforts were supported by the crawling fan
regime, which helped increase the perception of two-way
risks, encouraging, in turn, hedging activities.

Summary and Lessons from the
Israeli Experience

Israel chose a gradual approach to exchange rate
flexibility, partly as a result of an unsuccessful attempt
at a sudden exit at an earlier stage in 1977, and partly
in keeping with a general philosophy of gradualism in
economic reform in all spheres. The gradualist approach

Israel (1985-2005)



meant a protracted process, but progress, even if slow,
was steady, and for the most part, crises and policy
reversals were avoided. The costs of the gradualist
approach, in terms of slower progress, are difficult to
measure. Continued reform across the economy and
financial system and coordination with the supporting
elements of a flexible regime proved mutually reinforc-
ing. Increased exchange rate flexibility accompanied
the opening of the economy and greater integration in
the international financial system.

The exchange rate regime evolved in response to
changing economic conditions and the need to resolve
conflicts arising from the pursuit of multiple objectives
in an increasingly global environment. This approach
likely limited the chances of severe market pressures
and policy reversals. In the early stages, the move to
greater flexibility was associated with efforts at mac-
roeconomic stabilization, especially the disinflation-
ary process. Eventually, the inherent conflict between
exchange rate targeting and IT made the move to a
floating regime necessary, especially with increasing
integration into the global economy.

One of the advantages of a gradual transition was
the ability to coordinate it with supporting steps in
other areas: capital account liberalization, financial
market development, and improvements in prudential
regulation. Supporting steps, such as development of
the FX market, and improved risk management, includ-
ing hedging, played key roles. The minimization and
eventual cessation of Bol intervention encouraged the
emergence of stabilizing factors in the FX market. In
fact, the experience shows that greater exchange rate
flexibility need not lead to excessive volatility. A stable
macroeconomic environment and effective monetary
policy and operating tools were also essential and sup-
ported a smooth exit from the pegged regime.

The following lessons were learned:

 Although both exchange rate flexibility and capi-
tal account liberalization proceeded gradually,
increased exchange rate flexibility generally pre-
ceded capital account liberalization. Flexibility of
the exchange rate was needed in order to obtain the
benefits of capital mobility while lessening its risks
and allowing the economy to adjust to develop-
ments and maintain stability.

Avoiding moral hazard was essential in making the
transition successful. FX risk was made explicit and
the responsibility to manage it was clearly imposed
on those who incurred the risk, in both the banking
and the nonfinancial business sector. The ability
of the Bol to adopt and maintain a nonintervention
policy provided strong incentives for the private
sector to manage risk effectively.

 The availability of an alternative monetary anchor
and the operating tools that were built over time
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were vital in making a smooth transition. Exchange
rate flexibility without a credible and effective
policy for maintaining price stability would have
endangered hard-won progress on the path to mac-
roeconomic stability.

Poland (1990-2000)!2

Poland’s transition from a pegged to a floating
exchange rate can be characterized as a gradual, step-by-
step, and orderly process that lasted for about 10 years,
from 1990 to 2000. Over this period, Poland moved
from a monetary policy framework based on exchange
rate targeting to a direct I'T regime with a fully floating
exchange rate, through an eclectic exchange rate and
monetary targeting in the interim period. The steps
toward flexibility were taken in response to a changing
economic environment, aimed in general at moderat-
ing the conflicts that emerged in the pursuit of multiple
objectives in an environment of increasing openness of
the economy. The gradual move to flexibility was sup-
ported by structural reforms that strengthened the sus-
tainability and credibility of the transition. Integration
with supporting steps was vital for a coherent transition
to a free float while avoiding policy reversals.

Factors Motivating Each Stage in the
Transition

The authorities had no deliberate plans to switch
to a floating regime at the beginning of the economic
transition in 1990. However, the need to move to flex-
ible rates became not only inevitable but also desirable
in the latter part of the 1990s. The gradual step-by-step
move toward a floating regime generally reflected the
sometimes conflicting objectives of maintaining com-
petitiveness, reducing inflation further, and integrating
the domestic markets with the international markets;
the last brought significant inflows of capital and com-
plicated monetary policy implementation. The grad-
ual evolution of the exchange rate regime was in fact
largely in response to the increasing liberalization and
restructuring of the economy; the introduction of mar-
ket economy principles, privatization and restructuring
of enterprises, development of the financial system,
and increasing openness of the economy all resulted in
growing challenges to exchange rate management.

The exchange rate regime evolved through five main
stages: a fixed peg in the form of an administrative fix
of the zloty (initially vis-a-vis the dollar from Janu-
ary 1990, then vis-a-vis a currency basket from May

12Prepared by Zbigniew Polariski and Piotr Szpunar (both
at the National Bank of Poland). The authors are grateful to R.
Kokoszczyrniski for providing valuable information and comments.



to October 1991); a preannounced crawling peg (from
October 1991 to May 1995); a crawling band that was
widened in several steps (from May 1995 to July 1998);
a de facto float with a formal wide crawling band (from
August 1998 to April 2000); and a free float (since
April 2000). The details of the evolution are presented
in Table 8.

From Fixed Peg to the U.S. Dollar to a
Basket Peg

The fixed peg to the dollar was adopted in January
1990 as part of the economic stabilization program
of late 1989, but soon had to be adjusted. The single
currency peg was aimed at reducing inflation quickly
by delivering credibility to anti-inflationary policies.
The inflation rate was indeed reduced rapidly from
four-digit levels at the beginning of 1990 to 249.3 per-
cent by end-1990 and 60.4 percent by end-1991. The
significant progress in disinflation was irreversible, in
part owing to the visibility of a fixed exchange rate
and its impact on expectations, but was slower than
targeted (the targets were 95 percent and 32 percent,
respectively) because of the factors inherited from the
centrally planned economy (for example, the indexation
mechanisms and low confidence in the stability of the
zloty). With inflation much higher in Poland than in its
main trading partners, the zloty underwent a signifi-
cant real appreciation, resulting in a rapid loss of price
competitiveness; the initial current account surplus in
1990 was reversed and the deficit widened at a fast
pace in 1991.

The move from the dollar peg to the basket peg was
hence motivated mainly by concerns over loss of com-
petitiveness. The widening of the current account deficit
and the beginning of the decline in the level of official
reserves were considered a significant risk factor to
the stability of the exchange rate regime and the whole
economy. Although the single currency peg provided
transparency and helped anchor inflation expectations,
it also led to exposure to changes in the value of the dol-
lar, given the rapidly growing importance of trade with
Western Europe. To reduce this exposure and address
the loss of competitiveness, the zloty was pegged to a
basket of five currencies in May 1991, with the bas-
ket reflecting the composition of Poland’s international
trade, and the central parity was devalued against the
dollar. The basket peg introduced some flexibility by
allowing variations in the zloty’s value that reflected
cross exchange rate movements vis-a-vis the dollar.

From Fixed Peg to Crawling Peg

The move from the fixed peg to a crawling peg was
again motivated by competitiveness concerns. After the
first two years of transition, the authorities recognized
that relatively high inflation would persist for some

time and that inflation differentials combined with a
fixed exchange rate would undermine external com-
petitiveness. Maintaining competitiveness would call
for further step devaluations that would result in uncer-
tainty and distortion. The authorities also acknowl-
edged, however, the need to maintain the peg to anchor
inflation expectations. A preannounced crawling peg
to a basket was introduced in October 1991, as a com-
promise between the goals of further disinflation and
competitiveness. The basket was devalued according
to a preannounced path at a constant pace on a daily
basis. The rate of crawl was set at a level lower than
the targeted inflation differential to support gradual
disinflation and to smooth the path of real exchange
rate appreciation; although the crawl rate was only
gradually reduced from August 1993, two further step
devaluations of the parity still proved necessary in 1992
and 1993 to address the loss of competitiveness.

From Preannounced Crawling Peg to
Crawling Band

A large current account surplus and capital inflows
with an increasingly open economy in the mid-1990s
called for greater flexibility in the exchange rate. The
zloty faced significant appreciation pressures from the
current account surpluses in 1994-95, resulting mainly
from a marked increase in net unclassified transactions
associated with cross-border trade between Poland and
its neighbors. At the same time, FDI inflows, persis-
tently growing from the start of the transition, and non-
resident portfolio investments from early 1995 added
to the appreciation pressures. Portfolio inflows were
attracted by the improving fundamentals of the Polish
economy, as well as by a highly predictable exchange
rate under the preannounced crawling peg that enabled
foreign investors to easily estimate the forthcoming
scale of zloty devaluation. The crawling peg therefore
not only was unable to fully accommodate the appre-
ciation pressure, but also added to it by attracting short-
term inflows. The increased flexibility permitted in
March 1995 by widening the NBP’s bid-ask spread
(from 0.5 percent to +2.0 percent) was not sufficient
to address these pressures.

In mid-May 1995, the crawling band system was
put in place, again as a compromise solution between
keeping the exchange rate as an anchor and allowing
some flexibility to respond to the persistent apprecia-
tion pressures from the FX inflows. The anchor role
of the exchange rate under the crawling band mecha-
nism was maintained by limiting the zloty’s fluctua-
tions within a band and letting the band crawl at a
rate less than inflation differentials. The regime change
was carried out without a major shift in the monetary
policy framework, in which the NBP formally followed
a monetary targeting strategy while de facto imple-
menting an eclectic policy, focusing on both interest

Poland (1990-2000)



ORDERLY TRANSITIONS

Table 8. Evolution of Poland’s Exchange Rate Regime since 1990

Date Event

I. Administratively fixed exchange rate regime—hard peg (January 1990-October 1991)
January 1, 1990 The zloty fixed to the U.S. dollar (PLN 0.95 = US$1)

May 17,1991 The zloty fixed to a basket of five currencies (US$—45%, DEM-35%, GBP—10%, FRF and CHF-5%) and
devalued against the U.S. dollar by 14.4%

Il. Crawling peg regime (October 1991-May 1995)

October 14, 1991 The crawling peg introduced (monthly rate of crawl: 1.8%) with a formal fluctuation band of £2.0%
and the National Bank of Poland (NBP)’s margin of £0.5%

February 26, 1992 The zloty devalued against the basket by 12.0%

August 27, 1993 Monthly rate of crawl: 1.6%; the zloty devalued against the basket by 8.0%

September |3, 1994 Monthly rate of crawl: 1.5%

November 30, 1994 Monthly rate of crawl: 1.4%

February 16, 1995 Monthly rate of crawl: 1.2%

March 6, 1995 The NBP’s margin increased to (2.0%

I1l. Crawling band regime (May 1995-July 1998)

May 16, 1995 Fluctuation band increased to +7.0%; NBP intervenes in the foreign exchange (FX) market both
directly! and indirectly?

December 22, 1995 Revaluation of the central parity rate by 6.0%

January 8, 1996 Monthly rate of crawl: 1.0%

February 26, 1998 Monthly rate of crawl: 0.8%; fluctuation band increased to +10.0% and reduction in the scale of direct
FX interventions

July 17,1998 Monthly rate of crawl: 0.65%

July 31,1998 Final abolition of direct interventions on the FX market

IV. De facto floating (August 1998-April 2000)

September 10, 1998 Monthly rate of crawl: 0.5%

October 13, 1998 Public commitment by the MPC to float the zloty at a future date (press conference at which the
Medium-Term Strategy of Monetary Policy (1999-2003) was presented)

October 29, 1998 Fluctuation band increased to —12.5%

January 1, 1999 New currency basket (EUR-55%, US$—45%)

March 25, 1999 Monthly rate of crawl: 0.3%; fluctuation band increased to +15.0%

June 7, 1999 Abolition of fixing transactions (indirect interventions)

V. Floating exchange rate regime (since April 2000)

April 12,2000 Formal introduction of the floating exchange rate regime

Source: Polariski (2004, p. 14).

Note: DEM refers to the deutsche mark, GBP refers to the pound sterling, FRF refers to the French franc,and CHF refers to the Swiss franc.
IDirect interventions were typical, market-based central bank interventions.

2Indirect interventions were FX transactions with commercial banks during fixing sessions.

rates and exchange rate control aimed at achieving a this system, the central rate of the zloty continued to
continued gradual disinflation. be devalued every business day by a certain amount.

Effectively, however, the crawling band system pro- While the market rate was officially allowed to fluc-
vided less flexibility than envisaged initially. Under tuate within a band of +7.0 percent, the NBP used a



one-sided inner intervention band on the appreciation
side. The NBP purchases of foreign exchange (both
through market interventions and by fixing transac-
tions) resulted in a massive increase in official reserves
during 1995. In addition, in light of the high interest
rate differential, intervention purchases led to high ster-
ilization costs. The sustained appreciation pressure on
the zloty induced the central bank to further revise its
regime; in September 1995, the NBP moved its unof-
ficial intervention level from about 5 percent to about
6 percent (on the strong side of the band) from the cen-
tral rate, and in December 1995, it revalued the zloty
against the basket by 6 percent.

Persistent appreciation pressure on the zloty and the
widening current account deficit during 1996 led to
a further increase in the flexibility of the exchange
rate. Also mindful of the potential consequences for
financial stability of growing capital mobility, the NBP
abandoned its unofficial intervention level in May 1997
and allowed the volatility of the zloty to increase within
the formal +7.0 percent fluctuation band. As under
the crawling peg system, the disinflation policy was
intended to be supported by a reduction in the rate of
crawl of the central parity.

From Crawling Band to De Facto and
De Jure Free Float

The transition to greater exchange flexibility accel-
erated considerably from February 1998 as a conse-
quence of a monetary policy regime change and the
need for faster disinflation. As the new 1997 Polish
constitution and the NBP Act gave the sole responsibil-
ity for the conduct of monetary policy to the central
bank (goal independence included), the newly created
Monetary Policy Council (MPC) decided to adopt the
IT framework and committed itself to gradually float
the zloty. IT combined with a floating exchange rate
was considered to be the best framework to address the
challenges facing Poland, that is, completing disinfla-
tion at the time of a growing current account deficit and
increasing capital mobility.

In particular, with increasing capital mobility, compet-
itiveness and disinflation objectives became increasingly
incompatible under the eclectic monetary policy strat-
egy, inducing the NBP to introduce further steps toward
a floating exchange rate. By maintaining the exchange
rate within preannounced limits and reducing exchange
rate risk for financial investors, the crawling band system
continued to attract large capital inflows. The inflows
required interventions and a greater need for sterilization
to neutralize their monetary impact. The interest rate
policy aimed at restraining inflation resulted in signifi-
cant sterilization costs, while attracting additional capital
inflows and slowing down the disinflation process.

Given the unstable international environment and
Poland’s growing current account deficit, the NBP

moved to a de facto floating regime during 1998-99.
The fluctuation band was widened in several steps
to £15 percent in March 1999 and its crawl rate was
reduced in several steps. The volume of FX interven-
tions was also reduced (just before the Russian crisis,
the NBP withdrew from direct FX interventions, let-
ting the zloty absorb the contagion effects), and fixing
transactions were eliminated in June 1999. The NBP
has not intervened in the FX market since, although it
continued to announce the central parity and the fluc-
tuation band. In the final phase of the crawling band
system, the zloty was hence fluctuating freely within a
band of 30 percent, with no NBP intervention.

The considerable widening of the band width and
further reductions in the pace of the central parity
devaluation reduced the significance of the band. How-
ever, the existing band could still be considered as a
potential commitment of the NBP to influence the FX
market. After the required consultations with the gov-
ernment,!3 the free float regime was adopted officially
on April 12, 2000—a step considered as the formal
confirmation of a de facto switch to the floating system.
Following this decision, the NBP ceased to announce
the central parity and the fluctuation band, because
the latter could constitute a target for speculation in
an environment of large capital flows and a very high
current account deficit. This action constituted the key
step in the process of introducing a full-fledged IT
regime, and there has been no NBP intervention in the
FX market since then.

Coordination of the Regime Transition with
Supporting Elements

The gradual move to flexibility was supported by
structural reforms that strengthened sustainability and
credibility of the transition. Integration with supporting
steps was vital for a coherent transition process to a free
float while avoiding policy reversals.

Monetary Operations and Development of
Financial Markets

Financial markets have been developing since the
beginning of the economic transition, particularly from
the second half of the 1990s, helping to increase the
efficiency of monetary operations and reducing the
role of exchange rate policy in the disinflation process.
The first market to develop was the interbank deposit
market, which facilitated banks’ management of their
liquidity. The existence of a well-functioning deposit
market was a precondition for the introduction of mod-

13According to the 1997 NBP Act, the change in the foreign
exchange system (unlike its parameters, such as the rate of crawl and
the width of the band) had to be agreed on by the government.
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ern market operations to implement monetary policy.
The subsequent development of the treasury bill market
enabled the government to fund budget deficits and
provided securities that could be used for interbank and
monetary operations. Effective monetary operations
facilitated transmission of monetary policy to inflation
through market interest rates. The introduction of par-
tial convertibility of the zloty resulted in the emergence
of the interbank FX market in the early 1990s. The
Warsaw Stock Exchange, established in April 1991,
developed simultaneously with the interbank markets.

The central bank contributed to the development of
the financial markets mainly by creating infrastruc-
ture and institutions, setting standards, and creating
incentives for market participants. The system of uni-
fied bank accounts in the NBP, which was crucial for
the money market, was established in 1993-94, facil-
itating the introduction of averaging in the required
reserve system at end-1994. The payment system was
developed simultaneously. The NBP supported market
development with the early introduction of repurchase
operations in 1993. A book-entry system for treasury
bills and NBP bills was introduced in 1995. The NBP
(in cooperation with commercial banks) promoted the
setting of market standards and encouraged banks to
engage in market operations. In 1993, the money mar-
ket dealers system was introduced. In 1994, the NBP
started to reissue NBP money bills, which became the
main tool for open market operations.'* A deep and lig-
uid interbank deposit market developed following these
measures. The reference WIBOR-WIBID rates became
reliable market indicators, providing reference prices
for settlement in derivative instruments.

The development of the domestic financial markets
accelerated in the mid-1990s, with the rapid growth
in the scale of transactions and turnover. The latter
was stimulated by the presence of foreign investors
attracted by improving economic fundamentals and a
successful accord with the London Club. The domes-
tic financial markets became increasingly liquid and
offered a wide spectrum of instruments for financial
management. The stimulus to the development of the
bond market was also supported by declining inflation,
which allowed the government to limit the issues of
short-term bills and floaters and to increase the issues
of fixed rate bonds; the maturity of the public debt was
extended; and the first international placement was con-
ducted in 1995. The development of the spot FX market
accelerated with the crawling band from 1995. Since
1998, a vibrant market for FX swaps became the most
liquid component of the domestic money market. The
growing international integration of the domestic finan-

14Issuing money bills was considered to be a more effective way to
absorb excess liquidity than, for example, deposit auctions, because
a secondary market for these bills emerged, facilitating liquidity
redistribution within the banking sector.

cial markets gave domestic entities access to derivative
markets abroad, which offered hedging against price
risk in the bond market.

Foreign Exchange and Derivatives Markets

In Poland, the FX market was developed in conjunc-
tion with the other financial markets and was supported
by the scope for exchange rate volatility provided by
greater exchange rate flexibility. The crawling peg sys-
tem adopted at the end of 1991 permitted very limited
exchange rate flexibility. Until 1995, the NBP acted as
the sole market maker in the interbank FX market. The
introduction of the crawling band in 1995 was a stimu-
lus for development of the spot market, as well as for
the rise of the forward FX market that in turn has facili-
tated hedging against FX risks. Whereas the spot FX
market had already been well developed by 1998, when
the NBP ceased its interventions, derivatives markets
developed more gradually, with a significant pickup in
the year before the float.

In developing hedging markets for foreign exchange,
the authorities have faced the typical trade-off between
the benefits and risks associated with the use of
derivative instruments. Although acknowledging that
increased availability of hedging instruments would
help economic agents cope with increasing exchange
rate risks, they also recognized the risk that derivative
transactions could facilitate speculation. In fact, there
were fears that forward transactions could allow specu-
lative attacks and would be harder to control (use of
derivatives indeed augmented the appreciation pressure
on the zloty in 1998). The authorities hence considered
it important to develop derivatives markets cautiously,
with liberalization taking place only at later stages of
the move to flexibility.

The authorities also recognized, however, that it
would be difficult to stop the development of such mar-
kets as long as there were incentives and needs for such
transactions. As in Israel, in most cases the pressures
were created when discrepancies existed between eco-
nomic fundamentals and the policy regime, and the
latter was adjusted to reduce these discrepancies. It was
recognized that it would be hard to stop the develop-
ment of derivatives once the markets for underlying
instruments (for example, treasury bills and treasury
bonds) were liberalized. In fact, maintaining restric-
tions on derivative transactions was considered to be
potentially counterproductive, leading to an even faster
development of derivatives offshore in an attempt to
circumvent onshore restrictions. A vibrant zloty NDF
market indeed emerged in London, in part reflecting
the restrictions on derivative transactions in the domes-
tic market.

The authorities hence moved to liberalize FX swap
markets, while also having some safeguards in place.
In 1998, the Ministry of Finance issued a favorable



interpretation of the Foreign Exchange Law of Decem-
ber 18, 1998, which made the Polish zloty externally
convertible. According to the ministry’s interpretation,
FX swaps were not treated as derivatives and thus did
not require a permit from the NBP; this facilitated the
origin of FX swap transactions.!> The swap market has
been developing dynamically since 1999, after the intro-
duction of the Foreign Exchange Law. A deep onshore
FX swap market developed quickly and squeezed out
the offshore NDF market, which practically ceased to
exist in 1999; development of other segments of the FX
market followed.!® Higher liquidity in the swap market
was also supported by growing nonresident exposure in
zloty-denominated treasury bonds. In liberalizing the
transactions, the authorities used some prudential safe-
guards to limit the risks connected to banks’ FX expo-
sures associated with derivatives: To mitigate excessive
risk taking, such exposures were included in limits on
open FX positions and capital requirements.

Foreign Exchange Intervention Policy

Effective FX interventions were crucial in the con-
duct of monetary policy in Poland. In the first years
of the transition, commercial banks were obliged to
conduct FX operations with the NBP, and the NBP
remained the sole market maker in the FX market until
May 1995. Starting in 1995, the NBP conducted two
types of FX interventions: “direct,” performed by cen-
tral bank dealers, and “indirect,” in the form of the so-
called fixing transactions.

Direct and indirect forms of interventions had dif-
ferent roles. During a typical day, the NBP used the
direct interventions mainly to maintain an unofficial
(inner) intervention range within the band, with clear
guidelines from NBP management. Under the fixing,
each domestic commercial bank could conduct one FX
transaction with the NBP at the end of each working
day. The rationale for introducing these latter opera-
tions was to help small banks to close open positions
in the environment of a segmented FX market. In prac-
tice, however, large banks also used that facility. Ini-
tially, the indirect interventions were predominant, but
over time the size of both types of operations became

I5Foreign exchange swaps became useful for carry trade opera-
tions in an environment where the Foreign Exchange Law required
a permit from the NBP (until September 2002) for the deposits made
by nonresidents at domestic banks that were higher than 0.5 million
zloty and with a maturity shorter than three months; these deposits
were also subject to required reserves.

16At present, Polish commercial banks provide forwards, options,
and other instruments in foreign exchange mostly for their customers
or foreign banks (especially options), whereas they prefer to close
their own foreign exchange positions using synthetic forward con-
tracts traded in more liquid market segments (a combination of spot
and swap transactions—these two segments remain the most liquid).

more balanced.!” Although it is hard to assess fully the
role of fixing in the smoothing of exchange rate volatil-
ity, the fixing did provide a buffer that helped to absorb
excess supply or demand at the end of the working
day. On the other hand, it created a kind of last resort
for commercial banks that could have induced adverse
speculation in the market.

Changes in the FX regime or developments in the
market influenced the extent of the interventions.
Until mid-1997, the NBP limited the flexibility of the
exchange rate within the informal inner limits on the
appreciation side to resist strong appreciation pressures.
The tolerance for a more depreciated exchange rate was
much higher, as shown in July 1997, when the NBP
reacted reluctantly to a sharp depreciation of the zloty
(although the intervention was late and small-scale,
it proved to be effective). The commitment to a more
flexible exchange rate was tested in August 1998, when
contagion from the Russian debt crisis caused a rapid
fall of the zloty. In the absence of NBP reaction, the
sharp zloty depreciation proved very short-lived.

Interventions have become scarce and more trans-
parent over time. When the NBP maintained inner
bands, the changes in the limits were discretionary
and not published, although they were usually quickly
recognized by the market. With the evolution to greater
flexibility, the NBP ceased direct interventions. As
the intervention policy of the NBP gained reasonable
credibility, no direct intervention was needed to keep
the exchange rate within the wide band during the de
facto floating period. This was true even after the fix-
ing arrangement was abolished in June 1999. After the
official floating, the NBP retained the right to intervene
in the FX market, should it prove necessary for the
achievement of the inflation target, but so far has not
done so.

Current and Capital Account Liberalization

Current account liberalization was faster than capi-
tal account liberalization, which was conducted very
gradually. Poland’s capital account liberalization was
pragmatic and broadly adjusted to the process of tran-
sition to greater exchange rate flexibility. It was also
based on a careful sequencing, linked to the fulfillment
of certain macroeconomic prerequisites, in particular
to declining inflation and interest rate differentials.
The FDI inflows were liberalized first. After the sig-
nificant reduction of interest rate differentials and
increased exchange rate flexibility, long-term portfolio
flows (first inflows, then outflows together with FDI
outflows) and long-term credit flows were liberalized.
Short-term capital movements (first inflows, then out-

"In 1995 their value was more than five times higher than that
of direct transactions; in 1997 the volume of fixing transactions
surpassed that of direct interventions by 65 percent.

Poland (1990-2000)
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flows) and derivative transactions were liberalized only
after introduction of the (initially de facto) floating
exchange rate regime.

The Role of Central Bank Communication

One of the most important supporting elements of the
transition to flexibility was proper communication and
explanation of the measures being taken. The NBP’s
experience with the gradual move to a free float clearly
showed that the general and strategic development of
exchange rate arrangements should be accompanied
by transparency. In some cases communication played
a critical role. By announcing in advance the intention
to change the system, the NBP allowed time for banks
and real economic agents to prepare for the new regime
and its possible impact on the volatility of the zloty. For
example, because the switch from the preannounced
crawling peg to the crawling band implied the begin-
ning of FX interventions, it was necessary to put in
place a proper infrastructure to conduct such operations
and to allow time for banks to familiarize themselves
with this type of transaction. Hence, the decision to
move to the crawling band in May 1995 was announced
in early April.

Transparency associated with the process of exiting
from the crawling band to free float was much more
complex. In early June 1998, the MPC for the first time
announced its intention to introduce an IT framework
that would imply increased flexibility in the exchange
rate. Intentions for greater flexibility were also hinted to
the public by comments made by some MPC members
at around that time. However, the objective to move to
the float was officially announced only in October when
the MPC publicly presented the Medium-Term Strat-
egy of Monetary Policy (1999-2003) (MPC, 1998),
a document outlining the main characteristics of the
new policy to be implemented and signaling the com-
mitment to introduce a floating regime; this approach
helped put the move to a flexible exchange rate regime
in the context of a new monetary framework.

With respect to operational decisions (concerning
the exact timing of their implementation and precise
nature), the degree of transparency was much more
limited, with a view to avoiding unnecessary specula-
tive activities. Although the NBP was very open about
its intentions, as manifested by the official announce-
ments of its plans to change the exchange rate system
well in advance (April 1995, October 1998), opera-
tional decisions were either made known only the day
before their implementation (for example, as with the
December 1995 revaluation of the zloty, all crawling
rate reductions, and the widening of the fluctuation
bands) or not announced at all (as with the introduction
and change of the unofficial intervention level in 1995
or the withdrawal from direct FX interventions). Simi-
larly, the official decision to adopt the floating system

was communicated in the afternoon of the day before
implementation, after the closing of the domestic FX
market.

Other Supporting Elements

Ensuring financial stability was very important for
the development of financial markets that facilitated a
smooth transition to greater exchange rate flexibility. In
the early 1990s, the banking sector was undercapital-
ized, poorly managed, and segmented. It was not long
before the accumulation of bad loans became a seri-
ous threat to the stability of banks. In response, some
exceptional measures aimed at capitalizing banks and
restructuring bad loans were introduced. The supervi-
sion of the banking sector was strengthened and restric-
tive standards were introduced.

In particular, tight regulations were maintained over
the whole period of transition to greater flexibility. Tight
prudential regulation, strong offsite and onsite inspec-
tions, and privatization and foreign investment in the
banking sector led to significant improvement in the qual-
ity of debts, increase in capital base, and introduction of
modern market risk management techniques. One of the
elements of restrictive prudential regulation was the tight
limits on open FX positions.!8 In practice, banks made
efforts to maintain balanced positions and made use of
the limits only incidentally. In addition to protecting
against FX exposures, those limits stimulated both the
spot and derivatives markets development. Banks had
to close their positions in the market, especially in the
second half of the 1990s when the NBP was not always
present in the market. Specific capital requirements on
FX risk as well as close monitoring of direct and indirect
FX risks were adopted only after the float, through the
EU harmonization directives adopted in 2001.

Coordination between the NBP and the Ministry
of Finance played a significant role in the conduct of
exchange rate policy. The coordination was institution-
alized in the creation of the Public Debt Management
Committee. The committee, which was an important
platform for information exchange, was helpful in
analyzing and coordinating measures to reduce mar-
ket volatility that could result from some large-scale
operations connected with public debt management or
privatizations.

Lessons from the Polish Experience

Since 1990 Poland has adopted nearly all possible
forms of exchange rate regimes, moving smoothly from
a fixed peg to a pure float. In the process, it avoided any

18According to the Ordinance of the President of the NBP of
March 19, 1993, the net open position of a bank in individual cur-
rency was limited to 15 percent of its capital.
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serious market turbulence. The following lessons can e The gradual transition to greater exchange rate
be drawn from the experience: flexibility should be accompanied by a proper com-
munication strategy. In Poland, regime changes
were communicated in advance, whereas opera-
tional decisions were conveyed to the public the day
before or were not announced at all, thus helping
avoid speculative activities.

* The zloty’s float helped reduce the vulnerability of
the economy to currency risk. The gradual approach
to a floating regime helped domestic economic agents
cope with higher volatility of the exchange rate.

e The transition to flexibility was facilitated by its * The transition from peg to float required tough
coordination with, and the support of, the develop- and consistent decision making and coordination
ment of financial markets and institutions, stability between the central bank and the government. Once
anq strength of the f1nanc1§11 system, and monetary decisions were made, they were never revoked.
policy strategy. The evolution of the exchange rate Policy reversals would have been damaging to the
regime was also associated with a cautious capital credibility of the central bank with large costs to
account liberalization. the economy.



IV Disorderly Transitions

Brazil (1999)!

In Brazil, the transition to a floating exchange rate
regime involved a crisis exit. After four years in place,
the collapse of the crawling peg system in January
1999 marked the outbreak of an economic crisis during
which the floating exchange rate system was adopted,
accompanied by a sharp depreciation of the domestic
currency. The adoption of IT and the change in the fis-
cal stance in 1999 were fundamental to overcoming the
instability associated with the crisis. A new macroeco-
nomic policy framework was put in place, with a view
to preventing the return of high inflation and promoting
disinflation in the ensuing years.

Factors Triggering the Move to a Floating
Exchange Rate System

Brazil’s transition to a floating exchange rate regime
can be considered against the background of an incon-
sistent mix of exchange rate, fiscal, and monetary poli-
cies. These policies resulted in growing imbalances in
the domestic economy that undermined the sustain-
ability of the peg, compounded by the crises in other
emerging market countries.

The exchange rate played a crucial role in the transi-
tion from a high- to a low-inflation regime. Under the
Real Stabilization Plan put in place in July 1994, the
currency was allowed to float initially, though with
an upper limit of R$1/US$1. The float, coupled with
abundant net capital inflows, resulted quickly in an
appreciation of the nominal exchange rate, contribut-
ing to a sharp reduction in inflation. The Central Bank
of Brazil resumed its interventions in the market a few
months later and, in March 1995, adopted a system
of horizontal exchange rate bands that were shifted
five times until 1999. Through FX auctions, the CBB
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established significantly narrower inner bands (usu-
ally lower than 1 percent), which were adjusted fre-
quently, resulting, in practice, in a steady devaluation
of the real—around 0.6 percent per month. In light of
the steady devaluation path and the size of the inner
bands, the band system acted de facto like a crawling
peg, with the exchange rate providing an anchor for
inflation.

The path followed by the nominal exchange rate
under the Real Plan resulted in a considerable apprecia-
tion of the real effective exchange rate and contributed
to a deterioration of macroeconomic fundamentals.
The initial significant appreciation of the nominal rate,
combined with the high inflation differential between
Brazil and its main trading partners in the first years of
stabilization, led to a further real appreciation. As this
differential faded away, the steady devaluations of the
nominal exchange rate led to some, though not signifi-
cant, reduction in the appreciation of the real exchange
rate. Coupled with the boost in demand that accompa-
nied the stabilization, the appreciation of the domestic
currency resulted in a significant widening of current
account deficits financed by large capital inflows that
were attracted by the large interest rate differential, the
privatization program during the period, and the liber-
alization of the capital account.

Contributing to a deterioration of the macroeconomic
situation was the lack of a sound fiscal policy. The
weak fiscal results during the period—consolidated
public sector primary surplus around zero—accom-
panied by the recognition of hidden contingent liabili-
ties and substantial domestic interest rates resulted
in an increasing consolidated net public debt (from
30 percent of GDP at end-1994 to 42 percent at end-
1998), with average short maturities. The loose fiscal
policy also added to aggregate demand and deteriora-
tion of the trade and current account balances. Against
this background, monetary policy took on most of the
burden through high interest rates, which were also
pressured by the external crises. In the context of dete-
riorating domestic imbalances, market comparisons
of Brazil’s macroeconomic indicators with those of
the countries facing similar crises added to market
concerns about vulnerability of the economy, and con-
tributed to a greater distrust in the peg.



Nature and Pace of the Exit

Although the macroeconomic imbalances had been
building gradually, the transition to the float took place
very quickly, with the collapse of the peg and the out-
break of economic turmoil. After having reached a his-
torical maximum in April 1998, international reserves
were almost halved by the speculative attacks, with
the loss of confidence compounded by the default of
a state government on its foreign agreements. The sig-
nificant loss of reserves led to an attempt to adjust
the exchange rate bands and introduce the so-called
endogenous diagonal band. Under the new system, the
inner exchange rate bands were abandoned, and the
new bands were adjusted every three working days
according to the behavior of the exchange rate over the
previous three days. With the exchange rate rapidly
moving to the upper limit of the new band and a contin-
ued loss of reserves, the new system was abandoned in
two days: on January 15, 1999, the CBB announced that
it would not intervene in the market, and on the subse-
quent working day it introduced the floating exchange
rate system.

The switch to a float was accompanied by a short
period of sharp depreciation of the currency and great
macroeconomic uncertainty. The sharp depreciation of
the currency in less than three weeks caused signifi-
cant market panic, given the relatively recent history
of high inflation in Brazil. The crisis, however, was
not accompanied by generalized and severe financial
distress in the private sector. In contrast to similar cri-
ses in other countries in the period, the turmoil did not
result in a banking crisis or widespread bankruptcy in
the nonfinancial sector, owing to the limited exposure
of the private sector to exchange rate depreciation. Put-
ting together an alternative monetary policy framework
relatively quickly helped limit market and monetary
instability.

Coordinating the Transition with
Supporting Elements of Flexibility

There was no advance coordination with other ele-
ments to support the transition to a floating system, but
the switch took place rapidly and with a relatively short
period of instability. Although many observers charac-
terized Brazil’s exit as a “preannounced crisis,” no exit
strategy had been developed in advance with deliberate
attempts to put in place the elements to facilitate the
transition. Nevertheless, some advances made in the
preceding years—although not meant to prepare for a
transition to a floating exchange rate—were important
for a softer landing. In particular, improvements in mon-
etary, financial, and fiscal sectors prevented a deeper
crisis and eased the transition to the new regime.

The Real Plan had generated, for the first time in
decades, a low-inflation environment. Considering its

historical pattern, the Brazilian economy had enjoyed
a relatively long period of stabilization (four years),
which had somehow changed agents’ behavior. For
instance, the pervasive indexation system had been
undermined. Had the depreciation occurred closer to
the start of the stabilization, the fears of the return
of high inflation would perhaps have been more well
founded.

The FX market was relatively well developed, though
with a dual market structure until recently. The spot FX
market traded substantial volumes with high liquidity.
The futures market was developed as well, but other
derivatives contracts (options, swaps, and forwards)
were traded at low volumes. Higher exchange rate
uncertainty resulting from the float helped stimulate
the derivatives markets. In the context of the first steps
toward capital account liberalization, the authorities
introduced at end-1988 a floating exchange rate mar-
ket, alongside the commercial or free exchange rate
market. Although most transactions were carried out
in the other official market when the real was floated,
the new market acted as an important reference point
in the process of capital account liberalization, with the
goal of bringing FX operations in the parallel market
into a regulated market. In fact, the regulation increas-
ingly broadened the operations that could go through
the new market. As a result, the parallel market lost
its economic significance, with a significant fall in the
exchange rate spread over the official market. The two
official markets were unified shortly after the float
(formally unified only in 2005).

The pattern of direct intervention in the FX market
has changed with the new exchange rate regime. Dur-
ing the crawling peg, the CBB intervened within inner
bands through spread auctions, alongside the usual
sale and purchase auctions. The spread auctions were
the main instrument used to set the pace of devalua-
tions and were usually held at regular intervals. The
magnitude of balance of payments net flows led the
CBB to intervene in the market quite frequently and on
both sides. The size of the inner bands was marginally
increased during 1998, and the adjustment pace of the
bands also rose slightly. When the real was floated,
the CBB announced that interventions would be occa-
sional and limited, aiming to curb disorderly exchange
rate movements. In fact, the interventions became less
frequent and were not meant to achieve any specific
target. However, during the second semesters of 2001
and 2002 (periods of pronounced market pressures),
the interventions were more frequent and systematic.?
In 2004, the CBB announced a policy of replenishing
international reserves, taking advantage of favorable
market conditions and attempting neither to add undue

2[n mid-2001, the CBB announced a daily sale of US$50 million
in the foreign exchange market that lasted until December. In March
2002, the CBB began to conduct exchange swap operations.

Brazil (1999)
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volatility to the market nor to impede the fluctuation
of the real. No commitment was made to a precise rule
as to amounts and timing of intervention, or to a pre-
defined reserve target.

Nevertheless, indirect mechanisms of FX market
intervention played a key role in both regimes. The gov-
ernment issued U.S.-dollar-linked debt to ease demand
pressures on the exchange rate market, providing also
a hedge to the private sector. The share of dollar-linked
debt in the federal domestic debt rose significantly, from
5.3 percent in 1995 to 20.9 percent in 1998, causing the
government to incur a predominant part of the financial
cost of the depreciation. The CBB also engaged in trans-
actions in the futures market during the peg system. In
the 1999 agreement with the IMF, however, the govern-
ment committed to refrain from using futures market
operations. Under the new regime, it issued securities
with an exchange swap transaction during the period of
market pressures in 2002. Coupled with the exchange rate
depreciation of the period, these operations led the dol-
lar-linked debt to reach a maximum share of 41 percent
of federal domestic debt that year. With the recovery of
confidence and the policy to reduce such debt—includ-
ing the conduct of reverse exchange swap operations—its
share fell to 1.2 percent at end-2005.

The financial system was in reasonably good condi-
tion at the time of the float, after having undergone a
large adjustment in previous years to adapt to the low-
inflation environment. As a consequence of the stabili-
zation, financial institutions had to adjust considerably,
with some of the financial institutions, including large
banks, facing significant difficulties. However, under the
Program of Incentives to the Restructuring and Strength-
ening of the National Financial System launched in 1995,
the private financial system was restructured through
mergers and acquisitions by foreign banks and some lig-
uidations. By the time the peg system collapsed, private
financial institutions had already completed the adjust-
ment. At that time, the state-owned bank segment was
also undergoing a process of restructuring through the
Program for Reducing the Presence of the State Public
Sector in Banking Activity.

Moreover, the financial system was not dollarized,
reflecting mainly a number of FX regulations that
limited a pronounced exposure to FX risks.3 Bank-
ing deposits or payments in foreign currency were not
permitted. External loans, in turn, were on-lent with
obligatory dollar-indexed clauses, avoiding problems
of mismatching between assets and liabilities. Hence,
the depreciation of the domestic currency during the
crisis exit did not produce significant losses. In fact,
the financial system was not exposed to risks associ-
ated with an exchange rate depreciation; many finan-

3During the high-inflation period, a widespread and sophisticated
indexation system avoided financial disintermediation and the dol-
larization of the economy.

cial institutions were trading against the sustainability
of the bands through derivatives contracts so that they
were exposed to risks associated with an appreciation
of the domestic currency.

Prudential regulations against FX risks that require
financial institutions to hold capital against that risk
were not in place at the time of the float. There were
limits on the amounts of foreign currency purchased
and sold in the spot market, but no limit on the global
exchange rate risk exposure of financial institutions.*
Positions in the derivatives market were not considered.
Given a long history with pegged exchange rates and
the steady adjustment of the exchange rate in previ-
ous years, market participants were not accustomed to
assessing, as a matter of routine, the exchange rate risks
posed by regular market volatility. A few months after
the crisis, the monetary authorities set forth specific
regulations limiting the exposure of financial institu-
tions to exchange rate risks.

The nonfinancial private sector was, nevertheless, not
exposed to unhedged exchange rate risks, whereas the
public sector was vulnerable to depreciation of the real.
Although the nonfinancial private sector had increased
its external debt, it benefited from hedging mecha-
nisms, such as foreign currency proceeds in the case
of exporters, large remittance of flows abroad prior to
the collapse of the peg system, the issuance of domestic
dollar-linked public debt, and the derivative transac-
tions. In fact, private agents benefited from those hedg-
ing mechanisms with the depreciation. Some private
agents were exposed to exchange risks through dollar-
linked leasing contracts, but those operations were not
significant in the system. In contrast, the public sector
was financially vulnerable to a depreciation because of
the issuance of external debt, domestic dollar-indexed
securities, and derivative transactions. As a result, the
government incurred most of the financial distress.

The monetary policy institutional framework had
advanced in the period before the float, and additional
improvements were made following the adoption of IT
as the alternative monetary policy framework. The CBB
had created the Monetary Policy Committee (Copom)
in June 1996, and the minutes of its meetings began
being published in March 1998. However, there was a
need for greater transparency and further progress in
ensuring the CBB’s operational independence. Signifi-
cant progress was achieved with the adoption of IT. In
particular, the level of transparency has increased, and
the CBB has gained greater credibility. Although price

4There was a specific limit on long positions (amounts exceeding
those limits should be deposited in the CBB) and a limit contingent
on banks’ adjusted net worth for short positions, both in the spot
market. The limits on the short position in the spot market were
abolished in October 1999 and on the long position at the end of
2005. For the prudential regulation on the foreign exchange market
in Brazil, see Loyola (2005).



stability appears among other central bank objectives in
the legislation enacted in 1965, in practice it became its
primary commitment over time. De jure central bank
independence has not been adopted, although the CBB
has been de facto independent in conducting monetary
policy.

Monetary policy instruments and the capacity to
affect interest rates were well developed before the
float and were further improved in the transition. The
government securities market was already well devel-
oped at the time, with substantial trading volumes and
high liquidity supporting monetary operations. Dur-
ing the peg system, Copom set targets for two inter-
est rates on discount loans, which, by arbitrage, led to
the formation of the Selic overnight interest rate—the
benchmark rate (the rate on overnight repurchase (repo)
operations between banks, with government securities
as collateral). Greater use was made of open market
operations in conducting monetary policy during 1998.
The CBB suspended both rates following the float. In
March 1999, it began setting targets for the Selic rate,
determined by its interventions instead of banks’ arbi-
trage operations. The Selic rate has worked as the main
reference for the other interest rates in the economy.

The transition to the floating exchange rate system
took place in the context of a fairly open capital account.
Brazil had gradually liberalized its capital account dur-
ing the 1990s. The abundance of capital inflows led to the
adoption of some restrictive measures on inflows from
1993 through 1996, but the authorities started relaxing
these measures in 1997. In addition, further measures
were adopted in those years to liberalize outflows, with
a view to reducing net inflows without affecting the
trend toward greater integration with financial markets.
After the float, further liberalizing measures were intro-
duced.> Brazil accepted the obligations of IMF Article
of Agreement VIII in November 1999.

Challenges during the Transition

The main challenges the monetary authorities faced
during the transition were to curb market panic, restore
foreign investors’ confidence, and prevent the return of
high inflation. The authorities considered it important

SThese measures included, for instance, reduction and subsequent
elimination of the minimum maturity requirements for external
loans and reduction to zero percent of the financial transaction tax
on foreign investment in fixed-income funds and on external loans
with an average maturity above 90 days in 1999; regulation of invest-
ment in the financial and capital markets (nonresidents were allowed
to invest in the same instruments as were residents); consolidation of
the regulation on external loans and debt securities in 2000 (ending
the CBB prior approval requirement); permission for prepayment
of external debt and regulation of the issuance of real-denominated
external debt in 2004; and more direct procedures and clearer rules
for the conversion of domestic currency into foreign currency in
2005 (for more details, see Goldfajn and Minella, 2005).

to limit the period of high uncertainty and attain a
return of capital inflows to reverse the overshooting of
the exchange rate and resume external financing and
foreign investment in the economy. The exchange rate
depreciation, the absence of an anchor for inflation
expectations, and memories of the high-inflation period
fueled fears of a return to high inflation. Analysts pre-
dicted a double-digit inflation rate for that year, with
some forecasts reaching as high as 80 percent, with
considerable uncertainty about the pass-through of the
exchange rate to prices.

The adoption of IT that shortly followed the float
contributed significantly to limiting the period of uncer-
tainty and to preventing the return of high inflation
following the depreciation. In a joint statement with the
IMF in February 1999, the authorities declared that they
intended to put in place an IT system. In March, the
government announced that the goal would be to bring
inflation down to a single-digit annualized rate by the
last quarter of 1999, and that the IT regime would be
adopted by the end of June. In fact, IT was implemented
as scheduled within a period of six months. The targets
were set for 1999, 2000, and 2001.

At the time of the float, IT was considered to be the
best alternative to play a key role in anchoring inflation
expectations and reducing uncertainties in the economy.
Keeping the peg system with a simple change in the
exchange rate value would not be appropriate, because
the peg system had lost market trust. It would also be
hard to gauge the appropriate level for the exchange
rate peg because of the imbalances and uncertainties
surrounding the economy. On the other hand, exces-
sive devaluation would have brought about unnecessary
inflationary pressures. A fully discretionary policy
without an explicit anchor would not be suitable in the
context of high uncertainties, a history of high infla-
tion, and weaknesses in monetary institutions.

The government also had to put in place a new fis-
cal policy regime aimed at stabilizing the economy
and preventing a return to high inflation. The eco-
nomic slowdown and some fiscal tightening that had
started in 1998 had already contributed to restraining
the magnitude of the exchange rate pass-through to
inflation. In addition to the end-1998 measures, new
restrictive fiscal measures were introduced in 1999 as
part of a new policy mix with three pillars (IT, a float-
ing exchange rate, and a sound fiscal policy), signaling
a major shift in the fiscal regime. The fiscal adjust-
ment also had to cope with the fiscal effects of the
currency depreciation. In fact, the economic turmoil,
which exposed the fiscal fragility of the economy, cre-
ated better political conditions for a turnaround in fis-
cal policy. As a result, the primary surplus rose by 3.3
percentage points of GDP during 1999. The primary
fiscal surplus has reached record highs recently—a
continuation of the policy initiated during the transi-
tion period.

Brazil (1999)
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These efforts were also supported by a tightening
of monetary policy, external financial support, and
government efforts to normalize relations with inves-
tors. The CBB raised the base interest rate substan-
tially after the depreciation. As the macroeconomic
situation improved, the interest rate hikes were reversed
and monetary policy gradually became less restrictive.
The revised IMF-supported program in November
1999 pioneered the use of inflation targets as part of
the program conditionalities. On the external side, the
financial package from the IMF played a key role, also
by helping to restore capital flows. The government’s
active relations with international banks and investors
also helped in major international banks’ maintaining
trade and interbank lines in the country. The govern-
ment also gave the reassurance that the capital account
liberalization trend would not be reversed. Capital
flows resumed as the panic was reversed and macro
conditions improved.6

The implementation of IT nevertheless encountered
several challenges. First, the system was adopted in a
period of great uncertainty and sharp exchange rate
depreciation. Second, its goal was not simply to main-
tain the inflation rate at low levels, but to bring it down.
Third, the new framework was part of a process of build-
ing the credibility of the monetary authority and devel-
oping monetary institutions. Fourth, it was necessary, in
a short period, to build a technical capacity, including
forecasting models. The monetary transmission mecha-
nisms were not well understood and estimated. Brazil
had enjoyed less than five years of stabilization, so only
a short sample size was available to accurately estimate
inflation dynamics, particularly given the structural
shifts in the macroeconomic policy regime. Coherent
conduct of monetary policy under the IT regime, inten-
sive communication efforts (publication of a quarterly
Inflation Report and timely release of Copom minutes),
and investing in research and modeling at the CBB
helped in addressing the challenges.

Lessons from the Brazilian Experience

Although Brazil’s transition to a floating regime took
place in the context of an economic crisis, as a whole, the
policy response to the crisis was successful. The follow-
ing lessons can be drawn from the Brazilian experience:

* A pegged exchange rate system that generates
increasing external imbalances and is coupled with
an unsound fiscal policy would not be sustainable.

6The combination of tighter fiscal and monetary policies, adop-
tion of IT, and external financial support was crucial to reverse
inflation expectations and bring inflation down (in early 2000, infla-
tion expectations fell below 7 percent). After peaking in early 1999,
the inflation rate fell and the real was stabilized. In mid-1999, the
panic was reversed (Fraga, 2000). These improvements allowed
interest rate cuts from April 1999.

* A transition to a floating exchange rate system
should be planned to avoid the risk of being caught
unprepared, and should be accompanied by the
announcement and possibly implementation of the
new regime to replace the exchange rate anchor.

A transition to a floating system in a situation
of fiscal and external imbalances leads to a high
degree of uncertainty, calling for tight fiscal and
monetary policy.

A financial system with low exposure to exchange
rate risks, coupled with prudential regulation that
deals with such risk, contributes to a softer landing
after a crisis exit.

The adoption of IT could be essential to establish-
ing a new credible monetary regime that preserves
stabilization gains previously achieved, in particu-
lar in the context of uncertainty and developing
monetary institutions.

Although more advanced planning for the imple-
mentation of IT could have resulted in a smoother
transition, it was possible to implement the new
framework rapidly and successfully, owing to both
the determination of the CBB to put in place the
essential elements that comprise a full-fledged IT
regime and the supportive fiscal policy.

Czech Republic (1996-97)7

The Czech Republic abandoned its horizontal band
regime in June 1997 without an exit strategy and after a
mini currency crisis that came as a reaction to a number
of macroeconomic and structural policy-related factors.
The mix of an expansionary fiscal and contractionary
monetary policy, along with the slow progress in struc-
tural reforms, became inconsistent with the pegged
regime in an open economy with a largely liberalized
capital account. The authorities managed a soft land-
ing after the crisis, which provided an opportunity to
change the overall macroeconomic management. In the
short period that followed the exit, IT was chosen as
the only available option for the new nominal anchor.
Although incomplete preparedness for IT contributed
to the challenges faced in the early stages, its introduc-
tion in a reasonably short period helped limit prolonged
market instability and lessened the severity of the dis-
orderly exit. IT has also proved successful in achieving
price stability and anchoring inflation under a floating
regime.

7Prepared by David Vavra (Czech National Bank). The author
thanks Miroslav Hrncir, Tomas Kvapil, Vera Masindova, Ivana
Matalikova, and Rudolf Olsovsky for insightful comments and
discussions.



Factors Triggering the Exit

The exchange rate peg, in effect from the begin-
ning of the transition process, provided a useful
nominal anchor in the early periods of transition, but
became increasingly difficult to sustain as integration
with international markets continued. The basket peg
within a +0.5 percent band helped stabilize inflation
after price liberalization while providing for a com-
petitiveness cushion through an initially depreciated
parity. Inflation quickly fell and the economy soon
began recovering from a slowdown associated with the
transition process. Monetary policy was able to retain
independence under monetary targeting (M2). As the
transition progressed, however, the exchange system
was liberalized at a fast pace, with gradual relaxation of
surrender requirements, easing of administrative proce-
dures for capital account transactions, and full current
account convertibility in 1995. With the Czech Repub-
lic becoming the first former socialist OECD member
in 1996, deadlines were established for phasing out the
remaining capital controls.

The opening of the economy brought large capital
inflows, with a significant volatile short-term compo-
nent, exposing monetary policy to the “impossible trin-
ity” dilemma. These flows began putting appreciation
pressure on the exchange rate in the 1993-95 period,
prompting the monetary authorities to resort to large-
scale sterilization policies, in an attempt to maintain
simultaneously the exchange rate and monetary targets.
Yet, money targets were repeatedly missed and prog-
ress in disinflation slowed.

As a partial response to these developments, the
exchange rate band was widened (to 7.5 percent) in
February 1996, but this provided only a temporary relief
in the absence of a needed change in the policy mix.
Greater exchange rate flexibility helped in reversing
short-term flows in 1996, by introducing more uncer-
tainty into short-term speculative investments, and
provided monetary policy with more room for maneu-
vering. In the absence of a countercyclical policy reac-
tion, however, the macroeconomic situation became
unsustainable: With the slow progress in economic
restructuring and corporate governance, the economy
started overheating, disinflation slowed down, and the
external balance deteriorated.® In the absence of a suf-
ficiently tight fiscal policy to contain domestic and
external imbalances, monetary policy was tightened

8See, for example, Begg (1998) and Christensen (2004). Although
domestic demand expansion, not the low level of competitiveness
(exports continued to grow at high rates in that period), was the
primary contributor to the worsening of the current account, the
rapid deterioration of the various competitiveness indicators under-
mined the sustainability of the economic fundamentals. Falling
corporate profitability also put in doubt the stability of the largely
state-controlled banking system, which tended to support specific
industries.

from 1996, attracting additional short-term inflows that
put further pressure on the exchange rate. With deterio-
rating economic fundamentals and the lack of steady
long-term capital inflows, the sustainability of the peg
became hostage to a potential reversal of short-term
capital inflows.

The Nature of the Exit

The Czech Republic’s switch from the exchange rate
band could be characterized as a mini-crisis exit fol-
lowing a temporary capital flight. With the exchange
rate being at the appreciating limit of the band, that the
koruna would depreciate effectively became a one-way
bet, because it was considered unlikely that the strong
edge of the band would be relaxed, given the large
current account deficits (Begg, 1998). Rising political
instability, combined with contagion from the Asian
crisis, induced investors to abandon the region, includ-
ing the Czech Republic, which had been receiving sig-
nificant amounts of short-term capital inflows.

Despite the circumstances, the crisis was not severe
and was well managed. Exchange rate overshooting
was avoided (the koruna depreciated by a mere 13
percent), reserves loss was minimal (only about 20
percent of reserves was used to defend the peg and
was soon replenished), and interest rates started to
ease shortly (having more than doubled previously).
Crucially, there was no spillover to the banking
and financial sector. Moreover, the peg regime was
not defended at all costs. The decision to float was
announced rather quickly at a relatively calm moment
during the crisis and was followed by an announce-
ment of the intention to focus on long-term price
stability. The authorities also announced temporary
indicative bands for the exchange rate under an offi-
cially declared managed float. The market calmed
down after these announcements.

Although not planned in advance, the exit was rea-
sonably smooth. The authorities subsequently took
important measures to improve the macroeconomic
management, including by reducing fiscal imbalances,
addressing labor market imbalances, launching a pro-
gram for attracting FDI, and speeding up structural
reforms, including privatization of the banking sector
(Hrncir, 1998). Adoption of the inflation target as the
new nominal anchor and implementation of IT as the
new monetary policy framework played an important
role in limiting the severity of the crisis following the
exit.

Coordination with Supporting Elements of a
Flexible Exchange Rate Regime

Being an abrupt exit in the context of a currency
crisis, the switch out of the peg was not associated
with any particular strategy to prepare the economy

Czech Republic (1996-97)
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for flexible exchange rates. Although the sustainability
of the peg had been in doubt for some time (at least
since the monetary tightening in late 1996), no specific
exit plan, in particular an alternative monetary policy
framework to replace the peg, had been put in place.
Some exchange rate flexibility had been introduced
through a widening of the horizontal band before the
crisis, but the move was under market pressure and not
part of a deliberate process of establishing the support-
ing elements of a new monetary policy regime.

After a short period of heavily managed floating with
Czech National Bank interventions on both sides of the
indicative band, and rising inflation, I'T was adopted as
the new monetary policy regime. With various forms
of pegged exchange rate regimes largely discredited
and monetary targeting operationally difficult with a
poor track record, IT was viewed to be the only feasible
option. Because there were no deliberate plans to move
to targeting inflation, only some, though key, condi-
tions for successful IT implementation were in place at
the time of its adoption (central bank operational inde-
pendence, effective implementation of monetary policy,
availability of a key policy rate, reasonably developed
financial markets, and no fiscal dominance). Some of
the other important conditions were absent (for exam-
ple, price stability mandate, political and/or public sup-
port, a strong state-owned banking system, adequate
capacity for forecasting inflation, accountability, and
transparency), which in turn contributed to the chal-
lenges in regaining credibility in the early stages of the
new regime.

One of the key elements in place to support the
implementation of both IT and a floating exchange rate
regime was reasonably well developed financial mar-
kets. At the time of the float, there were active spot
and derivatives markets in foreign exchange. Interbank
money markets and secondary markets for securities
were sufficiently developed by mid-1994, so that the
CNB could abandon its market-maker role, conduct
repo operations through the open market, and modify
its operative target from monetary base to banking
reserves. By late 1995, the markets (though somewhat
undermined by banking sector segmentation and other
problems) were functioning sufficiently well to per-
mit monetary transmission by targeting money market
interest rates.

The CNB contributed significantly to the develop-
ment of the financial markets. A major boom in FX
market development took place in 1996, supported in
part by the widening of the horizontal band and relax-
ation of impediments on bank-client and forward trans-
actions. Market participants learned to work with FX
risks, because small exchange rate fluctuations had been
allowed early on, and especially following the signifi-
cant widening of the band in 1996. The CNB actively
promoted money market liquidity in the early 1990s by
issuing its own bills, with the liquidity of the treasury-

bill market largely constrained by near-balanced budgets
during this period. It also coordinated issues of the bills
of other government agencies, as well as encouraged
market development by initially playing a market-maker
role. A number of technical measures were taken to
improve the market infrastructure, such as setting up a
system of quoting interbank offered rates, establishing
an online clearing center, and defining the legal basis for
repo contracts.

The capacity to implement monetary policy was rela-
tively advanced at the time of the exit, facilitating the
operation of the new monetary framework with a float-
ing exchange rate. The central bank had established
reasonable capacity to affect short-term interest rates,
one of the key supporting conditions for IT. The CNB
adopted a gradual approach to changing its operational
target from the monetary base to banking reserves, and
subsequently to money market rates, following closely
the development of the markets and instruments. With
relatively well developed money and financial markets,
the CNB began using short-term market interest rates
as the operational variable in early 1996.° The CNB
had a large variety of instruments for both active and
passive operations.!® The elements of an interest rate
corridor emerged in 1997, but it was finalized only in
2001 (with a two-week repo rate supported by a stand-
by deposit and lending facility). The importance of the
role of required reserves fell rapidly given the reduced
need for sterilization under the float. Many of the other
existing instruments were abolished or consolidated to
ensure compatibility with the new system.!!

The financial system was also reasonably stable, with
adequate capacity to manage FX risks. This stability
likely helped avoid a spillover of the currency market
pressures into the banking system, notwithstanding the
presence of some vulnerabilities in the banking sector
(Box 2). The agents had capacity and tools to manage
FX risks, because the authorities had actively promoted
market development for some time, including during the

9Banking reserves replaced the monetary base as the operational
target in the second half of 1994, when the CNB stopped playing the
role of market maker. This was designed as an intermediate stage
before interest rate targeting could be implemented, in particular
to facilitate daily liquidity management without jeopardizing the
stability of the underdeveloped money market. During 1995, the
reserve-based system was complemented with conditions on the
limits of market interest rate increases, and from late 1995 with an
indicative corridor.

10Market-based instruments played a dominant role from early
1993, but repo operations fully replaced refinancing credit auc-
tions only after the secondary short-term bill market was reasonably
developed in mid-1994.

ll0perations at the three-month maturity were abandoned in 2001,
because the demand was small and markets were unclear about the
CNB’s price-taking behavior at this longer maturity. Refinancing
operations at the discount rate were also abolished in 1996, with
the CNB considering such operations as nonsystematic, supporting
liquidity of problematic banks at below-market rates, or supporting
certain (export) industries.



Czech Republic (1996-97)

Box 2. Czech Republic: The Condition of the Financial System

The Czech financial system came through the foreign
exchange (FX) crisis largely unscathed, notwithstanding
some ongoing vulnerabilities in the banking sector. The
main reason for the good performance of the banking sys-
tem during the crisis was its good capacity to manage FX
risks, acquired in the preceding period. The banks reacted
promptly to the changing situation using their standard
information and decision-making systems to limit losses
by engaging in more active liquidity management, closing
FX positions daily, imposing credit restrictions, and more
frequently changing deposit and FX conversion rates for
their clients; in fact, FX transactions during the crisis had
a positive impact on profits in a vast majority of banks, and
the sector had been very profitable in 1997 overall, also
thanks to the performance during the crisis period. There
was no worsening of the loan quality associated with the
crisis, because the exposure through FX-denominated
loans was either covered by foreign currency proceeds (that
is, with positions naturally hedged) or through hedging
instruments, or such loans were provided only to first-
rate clients (usually of foreign banking institutions). The
situation was also helped by a relatively smooth man-
agement of the crisis and the limited depreciation of the
exchange rate.

Although insulated from the FX crisis contagion, the
banking system was in a state of flux in the mid-1990s,
mostly owing to solvency problems in the small banks
segment and to slow progress in major bank privatiza-
tions. As a whole, the banking system was inefficient and
noncompetitive; the levels of intermediation and maturity
transformation were very low, with large spreads. Credit
markets were highly segmented and uncompetitive at
the time of the exit; as late as in 2000, private sector
credit to GDP was well below the relevant market econ-
omy benchmark and the quality of the legal environment
lagged significantly behind that of neighboring countries
(OECD, 1996; Buiter and Taci, 2003; Christensen, 2004;
and Arvai, 2005). As in other transition countries, the
absence of long-term instruments contributed much to the
large volumes of direct foreign borrowing and other capital
inflows. Because the banking system development was
relationship-based, with banks as the main financiers of
the economic recovery, the slow privatization progress
of banks also contributed to inefficient corporate control
in the economy as a whole. The stagnation of structural
reforms impacted the quality of the bank’s loan portfolio.

The strengthening of the prudential and regulatory
framework was gradual throughout the 1990s, and in gen-
eral not directly associated with greater flexibility of the
exchange rate. Although the FX risk exposure was regu-
lated by the limits established on banks’ open positions
from the early 1990s and later was complemented by limits
on short positions (to limit inflows of speculative capital),

both measures were considered as monetary rather than
prudential. The strengthening of the framework began in
late 1993, involving tougher licensing and asset classifica-
tion conditions, adaptation of international and European
Union (EU)-compatible accounting standards, restric-
tions on investment in certain sectors, and the require-
ment to make capital provisions on anticipated portfolio
losses. Although the Czech National Bank had kept limits
on banks’ open FX positions from the early 1990s, other
FX-risk-related prudential regulations, including a regula-
tion that established capital adequacy rules for foreign
exchange risks, came into effect only in 2000.

In addition to exogenous factors, such as the Basel
Accords and EU harmonization requirements, the pru-
dential and supervisory measures evolved according to
the situation in the banking system. The stability of the
banking system suffered from relatively loose and lib-
eral conditions in the early 1990s. Following the forced
administration of a major bank in 1994 and the collapse
of others in 1995, a consolidation program was put in
place to improve the condition of mostly small, weak, and
undercapitalized banks, following largely unsuccessful
earlier attempts on an individual bank basis. The program
involved tougher supervision based on individual rescue
plans and led to the discontinuation of the activities of
many banks. Despite the central bank’s extensive deposit
guarantees (in addition to the deposit insurance scheme,
mandatory since 1994), the public’s trust in the banking
system was shaken.

The government adopted a stabilization program for
small banks in 1996 to improve banking system credibil-
ity. A state company purchased the nonperforming loans
of the banks in the program at their face value, against the
banks’ obligation to write them off within seven years. The
banks involved were subjected to a number of performance
criteria in addition to general prudential rules. The pro-
gram continued with varying success until 1999, leading to
a consolidation of the small banking sector. The privatiza-
tion program of major banks was put in place after 1997,
improving the effectiveness and stability of the system.

Most of the bank failures in the process of banking
system consolidation were attributed to fraud, credit risk,
and bad management (corporate governance), and not to
exposure to exchange rate risk. The limited link between
exchange rate exposure and bank failures was mostly
because banks with a significant FX exposure belonged to
the better tier of institutions and foreign banks were very
active in this market, having been allowed to operate either
as subsidiaries or, more important, as branches of foreign
institutions from the start. Permitting branches of foreign
banks to operate in the domestic market also proved an
important stabilizing element for the banking system, as
well as during the FX crisis.

the active involvement of foreign institutions and their
branches. However, this gradual strengthening of the
prudential and regulatory framework was not directly

pegged regime period. The FX risk management was
also helped by a gradual strengthening of prudential
regulation and supervision during the 1990s, and by
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associated with the increased flexibility of the exchange
rate. Although the CNB had kept limits on the open

FX

positions of banks from the early 1990s, other FX-

risk-related prudential regulations came into effect only
in 2000 in the context of EU harmonization rules that
established capital adequacy rules for FX risks.

The FX market intervention strategy developed grad-
ually in tandem with the exchange rate regime and
alongside FX market development. Having been first
used after the widening of the band in early 1996, inter-
ventions have become a standard policy tool since the
exchange rate was floated in 1997. Interventions were
used as a standard, though infrequent, tool to stabi-
lize market fluctuations, including in response to large
capital flows that could threaten the inflation target.
Interventions have been based on limits and goals set
by the Board, and implemented through major market
players by operative decisions of the staff without a pre-
determined system of allocation or bank rotation lists.
The volumes of interventions have been published with
a two-month lag since 1998, but no procedural rules
exist as to whether the interventions are announced
immediately; both practices have been used with vary-

ing

success (Holub, 2005).

Challenges Faced during the Transition

One of the major challenges the authorities faced in
exiting from the pegged regime was the difficulty in
introducing an alternative monetary policy framework
under near-crisis conditions. These conditions made it
even more difficult to replace the exchange rate anchor
with monetary targeting, while the conditions for a
successful IT were not fully in place at the outset. With
so little preparation time (six months), the authorities
were caught unprepared for the challenges of the new
framework under a floating exchange rate. The follow-
ing were the main challenges:

Public support and awareness: Owing to the lack
of a communication strategy, there was very little
public awareness about the new regime. This lack
of awareness naturally had an adverse effect on the
level of public support. Since late 1998, the CNB has
been very active in communicating its strategy to the
public and specific interest groups, which has proven
to be beneficial in terms of gaining their support for
the new regime (Jonas and Mishkin, 2003).

The role of the government: The government was
not involved in defining the new goal of price sta-
bility and setting inflation targets. The new regime
essentially required a brand new interpretation of
the law that until 2002 referred to currency stability.
Given the lack of agreement with the government,
the CNB chose CPI net of administered prices to
target inflation, which raised communication and
statistical problems in the subsequent period. Since

2000, the government has been involved in quanti-
fying inflation targets and has assumed responsi-
bility for supporting the IT regime.

The CNB’s internal processes: The CNB’s inter-
nal processes were not adequately equipped for the
information and technical requirements of monetary
policymaking under IT. It had very little capacity
to forecast inflation with reasonable precision and
analyze other macroeconomic developments. The
staff responsible for forecasting inflation focused
their attention on information collection, rather
than on their role of undertaking analyses for mon-
etary policy decision making. The elements of a
proper forecasting and policy analysis were put in
place only by 2000 (Capek and others, 2003b).

The credibility of the new regime: The lack of some
of these supporting elements of the IT framework
indeed proved costly in terms of establishing the
credibility of the new regime. The undershooting
of the targets in the early years was associated with
a protracted recession with rising unemployment,
which endangered the independence of the CNB
(see Jonas and Mishkin, 2003; and Capek and oth-
ers, 2003a).12 Although the CNB’s independence
was preserved, these pressures underpinned the
importance of achieving the consent of the key par-
ties (the government and the public in particular) in
setting the inflation trajectory.

Lessons from the Czech Experience

The following lessons can be derived from the Czech
experience:

* The Czech experience underscores the importance of
maintaining consistency between the peg regime and
the mix of macroeconomic policies under relatively
open capital accounts in avoiding disorderly exits
from a pegged exchange rate regime. When policies
are not in line with the peg, attempts to adjust the
regime toward flexibility provide only a temporary
relief and postpone an eventual adjustment.

* The authorities’ efforts to strengthen the condition
of the banking system and put in place reasonably
well developed financial markets and instruments
for risk management helped limit the severity of the
disorderly exit and facilitated implementation of the
new exchange rate regime and policy framework.

* The experience also underscores the importance of
adequate preparation for IT, public and government

12ZWhether or not high real interest rates were kept unduly long

was not clear ex ante, particularly because there was a need to pre-
serve credibility in the face of rising inflation. With the benefit of
hindsight, a proper forecasting system could perhaps have allowed
an earlier relaxation of the policy (Capek and others, 2003a).



consent, effective communication, and necessary
technical and organizational changes to improve
support of the new framework.

* Although the conditions for a successful implemen-
tation of the IT regime were not fully in place, the
presence of a few key elements helped introduce the
IT framework in a reasonably short period, thereby
helping limit prolonged market instability.

Uruguay (2002)!3

Uruguay moved from a crawling band regime to a
free float in June 2002 in one step, in the context of a
full-blown financial crisis, followed by a sharp deprecia-
tion of the peso and insolvency of firms, banks, and the
government. The band was abandoned without the sup-
porting elements that would deal with greater flexibility
and establish an alternative monetary framework. The
experience of Uruguay shows how the absence of these
elements and the misperception of FX risks in the con-
text of high dollarization of the public and private sectors
and fiscal weakness may increase the severity and chal-
lenges of a disorderly exit to a floating regime, requiring
in turn substantial efforts for credibility building and
capacity building in the post-crisis period.

Factors Motivating the Exit

The crawling band to the U.S. dollar was adopted in
September 1990 as part of a stabilization plan aimed
at reducing inflation that had reached three-digit levels
that year. The rate of crawl was set on a forward-looking
basis in order to anchor inflationary expectations, and
the band width was set at 7 percent to allow greater flex-
ibility of the exchange rate. The crawling band regime
was coupled with a fiscal adjustment plan and the rene-
gotiation of the public external debt under the Brady
Plan in 1991. The stabilization plan indeed led to a
significant reduction of the inflation rate, to single-digit
levels by 1998. With accompanying strong economic
growth in 1990-98 (fostered by large capital inflows
and favorable external conditions), fiscal improvement,
and a reduction of the external debt burden, Uruguay
reached investment-grade status in 1997.

The domestic economy became highly susceptible
to a sudden change in market sentiment triggered by
external shocks in the presence of growing domestic
financial vulnerabilities. In particular, the substantial
increase in the degree of dollarization of the economy,
in part reflecting the highly predictable nature of the
exchange rate regime, exposed the domestic economy

3Prepared by Fernando Barrdn (the Central Bank of Uruguay,
BCU). The author thanks Carolina Gervaz and Umberto Della
Mea.

to FX risks. Almost 100 percent of public debt and
more than 90 percent of total deposits and banking
loans were in foreign currencies. The presence of
excessive dollarization constituted the seed for public
and private sector insolvency that followed the collapse
of the exchange rate.

Coping with Adverse Real Shocks: Increasing
Flexibility within the Band

The authorities initially responded to the deteriora-
tion of the external conditions in 1998 by increasing
the flexibility of the exchange rate under the existing
crawling band regime. First, the preannounced reduc-
tion in the monthly rate of crawl was abandoned, and
the rate of crawl was left unchanged to allow for a
greater exchange rate adjustment in coping with the
adverse shocks (for example, the substantial deterio-
ration of the terms of trade and real appreciation of
the peso following the devaluation of the Brazilian
real in January 1999). However, despite initial turmoil
in the FX market, the exchange rate remained at the
lower (strong) end of the band. Additional shocks (for
example, a drought, followed by a flood, an outbreak
of foot-and-mouth disease, and the devaluation of the
Argentine peso) led to a significant fall in real GDP and
a jump in the fiscal deficit and government debt. Fur-
ther attempts to adjust the real exchange rate were made
in June 2001 and January 2002, when the monthly rate
of crawl and the band width were doubled (Table 9).

This piecemeal approach to exchange rate flex-
ibility was done without coordination with other sup-
porting elements. Annual inflation targets have been
announced and achieved since 1998. However, no mea-
sures were taken to prepare the economy for an exit.
Moreover, greater flexibility of the exchange rate came
from changes in the slope of the band and not from
the increase in the band width, because the authorities
limited the flexibility of the exchange rate by heavily
supporting the stronger limit of the band; as a result of
these interventions, the exchange rate regime looked
like a de facto crawling peg. Measures taken in the FX
market were also used to limit exchange rate volatility
(for example, government FX purchases through the
BCU, off the market).

The Move from Crawling Band to Free Float

The eventual move to a floating regime took place in
the context of a massive outflow of capital and plum-
meting international reserves during the first semes-
ter of 2002. The outflows were triggered by contagion
from the Argentine 2001-02 crisis,!# the loss of con-

14The measures adopted by Argentina included a freeze of all
deposits and the immediate conversion of foreign currency deposits
into Argentine pesos.

Uruguay (2002)
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Table 9. Evolution of Uruguay’s Exchange Rate Regime, 1990-2005

Date of change Regime Event

September 1990
October 1990
January 1991
November 1991
January 1992
June 1992

Crawling band Slope set at 3% (monthly rate); band width set at 2%

Crawling band Slope increased at 6.5%
Crawling band Slope reduced at 4%

Band widened to +4%
Band widened to +6%

Public announcement of the crawling band; slope
reduced at 2.5%; band widened to 7%

Slope reduced at 2%

Crawling band
Crawling band
Crawling band

October 1992 Crawling band

April 1996 Crawling band Slope reduced at 1.8%

September 1996 Crawling band Slope reduced at 1.4%

May 1997 Crawling band Slope reduced at 1.2%

August 1997 Crawling band Slope reduced at 1%

November 1997 Crawling band Slope reduced at 0.8%

April 1998 Crawling band Slope reduced at 0.6%; band narrowed to +3%
June 2001 Crawling band Slope increased at 1.2%; band widened to +6%
January 2002 Crawling band Slope increased at 2.4%; band widened to +12%
June 2002 Free float

Source: Central Bank of Uruguay.

fidence in the domestic banking system, and the fiscal
weakness of the Uruguayan government, which led to
a downgrading of Uruguay’s investment grade by inter-
national rating agencies in February 2002. Banks faced
a massive withdrawal of deposits from nonresidents and
residents. By the end of the first semester, deposits—
mostly foreign currency denominated—dropped by 50
percent.!> On June 20, 2002, the government announced
that it had abandoned the crawling band and adopted a
floating exchange rate system. Monetary base targeting
was adopted as the nominal anchor and the government
committed itself to a high degree of exchange rate flex-
ibility, with only limited FX intervention aimed at ensur-
ing orderly market conditions. However, the program
included a floor on the net international reserves of the
BCU and a ceiling on its net domestic assets that limited
BCU’s FX sales.

The regime shift was associated with a substantial
depreciation of the currency and a subsequent worsening

I5The pattern of the 2002 crisis followed very closely that of
the 1982 crisis. As stated in Campanero and Leone (1991), “The
devaluation of the Argentine Peso in 1981 (78 percent in March)
caused a massive outflow of capital in Uruguay, owing to the lack
of confidence in the sustainability of the Uruguayan crawling band
once Argentina had abandoned its own.” The collapse of the crawl-
ing band and the accompanying devaluation triggered the financial
crisis and made many institutions technically insolvent by inducing
loan defaults.

of macroeconomic and financial fundamentals in the
absence of supporting measures prior to the adoption
of the free float system. With the currency depreciating
more than 80 percent by September 2002, the annual-
ized inflation rate soared to an annualized 71.5 percent
in the third quarter of 2002, compared with 6.5 percent
in May. The debt-to-GDP ratio rose from 54 percent in
2001 to 92 percent in 2002, and the country risk pre-
mium skyrocketed from 216 basis points at end-2001 to
1,702 basis points at end-2002. In an effort to stabilize
the markets, a bank holiday was introduced, followed by
the closure of insolvent private banks which represented
one-third of the banking system.'® With the financial
support of multilateral agencies, a bank resolution strat-
egy was designed to address the crisis, complemented
by tight monetary policy and a public debt reprofiling
in May 2003.

Challenges and Supports in the Switch to
Free Float

The absence of prior measures to support a more flex-
ible exchange rate regime made the process of moving

16At the time of the move to float, the authorities intervened in
two large private banks and removed their management. Concerns
about banks and the government’s solvency also led to the removal
of some key officials.



to a floating regime very challenging. The most impor-
tant challenges faced were (1) the absence of an alterna-
tive nominal anchor and hence the need to redesign the
monetary policy framework around a new anchor, (2)
the need to create an institutional framework to foster
the establishment of an efficient FX market and to help
the private sector better manage its FX risks under the
flexible regime, and (3) the lack of domestic-currency-
denominated instruments and a reference yield curve
over which to perform monetary policy operations.

The task of regaining monetary and financial control
and stability therefore required substantial efforts for
capacity and credibility building. These efforts included
establishing the necessary elements of an alternative
monetary policy framework (that is, IT); major changes
in the development and functioning of, and interven-
tion policy in, the FX market; development of effec-
tive monetary policy instruments; introduction of an
indexed unit of account to provide an alternative to the
dollar; design of a communication strategy; and review
of the financial safety net. The authorities accelerated
their efforts to set up these capacities following the
exit, while facing significant challenges under a highly
uncertain and volatile crisis environment.

Alternative Monetary Policy Framework

The need to redesign an alternative monetary pol-
icy framework under crisis conditions was one of the
main challenges in the post-transition period. Attain-
ing inflation and monetary control was the most urgent
task of monetary policy, with uncertainty over the level
and volatility of the exchange rate having destabilized
inflation expectations and exposed market participants
to FX risks. To regain monetary control, the authorities
chose monetary targeting as the alternative framework,
although the effectiveness of the targets was under-
mined by the weak relationship between monetary
aggregates and inflation with a high degree of currency
substitution.!”

IT was not viewed as a feasible option at the time of
the exit, given the lack of credibility of the BCU, the
high degree of dollarization, and the lack of knowledge
and experience with monetary instruments. Estimates
of money demand were useful to make consistent pro-
jections of the nominal monetary aggregates (given
current and past values of prices), but not to forecast
inflation, given the unstable market conditions. The
BCU decided to adopt IT gradually in several stages
aimed at creating IT-conducive conditions. It tightened
monetary policy and signalled a strong commitment to
price stability.

17FX-denominated sight deposits and current accounts repre-
sented more than 50 percent of sight deposits and current accounts
in 2005. Almost 40 percent of local payments were made through
dollar-denominated checks.

Keeping inflation under control

The first stage of this strategy, implemented in the
second quarter of 2002, was aimed at keeping inflation
under control and stabilizing the level and volatility of
the exchange rate. The BCU pursued a tight monetary
policy through open market operations and, for a short
period, maintained higher reserve requirements for
peso deposits. Because there was no market for peso-
denominated instruments prior to the abandonment of
the band, the authorities sought to develop a market
for short-term treasury bills. They also made efforts to
place inflation-indexed notes to increase maturity of
market instruments. Monetary tightening helped curb
the rise in inflation and after an initial overshooting,
the peso appreciated significantly. Interest rates for the
treasury bills more than halved by year’s end. Efforts
were also devoted to designing information systems,
building capacity to forecast inflation and produce
monetary actions consistent with maintaining price
stability, and developing a communication strategy.
These measures helped achieve monetary and financial
stability, but the economic and social costs of the crisis
were significant (a sharp drop in GDP and a steep rise
in unemployment).

Restoring credibility: Control of monetary
aggregates and higher transparency

In 2003, the second phase of the implementation
of the new monetary policy framework was launched,
aimed at restoring monetary policy credibility, with
positive results. Because inflation forecasts were not
accurate, efforts were made to achieve a monetary tar-
get. After the success in curbing inflation, the BCU
announced a monetary growth target for 2003. At the
end of each quarter, and according to the performance
of the inflation rate, the goals were revised and a new
quarter added to complete a one-year horizon target.
Higher-than-expected output growth, fostered by gains
in the competitiveness of the export sector, and the suc-
cessful public debt swap led to a lower-than-expected
depreciation of the peso and a lower-than-expected
inflation outcome, given the high degree of exchange
rate pass-through and the absence of significant pres-
sures on wages and nontradable good prices. Interest
rates in peso also plummeted to levels below 20 percent
(from 60 percent earlier).

Toward an IT framework

Building on the credibility obtained after the first
year of the new monetary regime, the BCU relaxed its
commitment to monetary targets in 2004, announcing
arange of values and shifting emphasis to achieving an
inflation target. At the end of each quarter, the BCU
announced the inflation target for the following year,
revising, if needed, the monetary targets announced at

Uruguay (2002)
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the end of the previous quarter. Quarterly press releases
communicating the decisions adopted by the Monetary
Policy Committee were issued. Greater transparency,
credibility building, and a better understanding of the
BCU’s reaction function have in turn reduced the dis-
crepancy between the inflation targets and inflation
expectations obtained through survey. By the end of
2004, inflation fell to single digits, well inside the %1
percent band around a target of 8 percent. The BCU’s
inflation-indexed notes (up to 10 years) and short-term
bills became the main instruments of monetary policy,
with a significant fall in short-term bill rates and a rise
in average maturity (up to five months).

The monetary authorities continued the strategy
toward adopting a formal IT regime after a new gov-
ernment took office in March 2005. The inflation tar-
gets for 2005 were reduced further. The new reputation
gained by the BCU through its actions began to allow
a more flexible use of the instruments and auctions in
the FX market. Consequently, the announcements of
treasury bill issues at the beginning of the day were
abandoned. Moreover, the BCU stopped announcing a
range of values for base money at the end of 2005 and
started to announce indicative point estimates for M1,
while continuing its efforts to introduce IT. The switch
from an operational target (base money) to an interme-
diate target (M1) reinforced the commitment to infla-
tion because the latter monetary aggregate has a closer
link to prices. A law aimed at increasing the BCU’s
independence and strengthening its financial situation
was submitted to the congress.

Although the monetary framework has been signifi-
cantly improved, further efforts are needed to complete
the transition to a full-fledged IT framework. These
include, for example, the need to further enhance trans-
parency and the communication strategy for monetary
and exchange rate policy; further progress in technical
areas, including in modeling and forecasting inflation;
and further development of the financial markets and
capacity to conduct monetary policy, particularly in the
context of a highly dollarized environment that hinders
transmission of monetary policy.

Monetary Policy Instruments

Because there had been no significant attempts to
design peso-denominated instruments before the abol-
ishment of the crawling band, the authorities needed
to develop effective monetary policy instruments after
the float. Developing these instruments was important
initially to sustain the monetary targeting regime and
subsequently to support the move to IT. The authori-
ties accelerated efforts to develop a peso market for
short-term treasury bills and extended its maturity over
time from the initial maturity of less than a month to
five months, including through placement of inflation-
indexed notes. They also conducted secondary market

operations (through repo and reverse repo operations).
By 2003, the BCU'’s inflation-indexed notes (up to 10
years) and short-term bills became the main instru-
ments in conducting monetary policy.

The Foreign Exchange Market

At the time of the shift to a floating regime, Uruguay
had a relatively well developed spot FX market but an
underdeveloped FX derivatives market. The spot FX
market had been well developed since the early 1970s,
when all restrictions on the capital account and FX
trading were lifted. However, the de facto narrower
crawling band regime had limited the development
of FX derivatives, with the government providing an
implicit and costless FX guarantee. No explicit mea-
sures had been undertaken to develop such a market
because doing so would have been perceived as under-
mining the credibility of the crawling band.

In particular, until June 2002, the BCU established
on a daily basis the lower and upper limits of the band,
and financial institutions traded between those limits on
a bilateral basis. Trading volumes remained modest dur-
ing the band period, in part because the public sector—
central government and public enterprises—did not par-
ticipate in the FX market. Public sector purchases of for-
eign currency, which accounted for more than 50 percent
of total trading, were carried out directly with the BCU,
in order to reduce the volatility of the exchange rate and
to ensure that the exchange rate would remain close to
the lower (stronger) limit of the band. Since 2003, the
government’s FX transactions were carried out in the
market through a state bank with significant powers in
the money and FX markets, rather than with the BCU,
allowing greater exchange rate variability. Efforts have
also been made to develop the FX derivative markets
mainly with direct participation of the BCU, although
this market remains underdeveloped.

Foreign Exchange Intervention Policy

During the crawling band regime, the exchange
rate remained mostly at the lower (stronger) part of
the band through interventions of the central bank.
Contractionary monetary policies generally kept the
exchange rate in the stronger part of the band. Although
the crawling band in theory allowed greater flexibility
of the exchange rate, the system looked like a crawling
peg, with the BCU interventions limited to support the
stronger limit of the band. The crawling-peg-like system
allowed a steady reduction in inflation, given the strong
pass-through effect of the exchange rate on inflation,
while maintaining scope for greater flexibility without
changing the regime. Pursuing this system was impor-
tant in terms of the credibility of the program because
the failed 1978 Stabilization Plan had been based on a
crawling peg regime.



The BCU adopted a new intervention strategy with
the move to the floating regime and considerably
increased the transparency of its FX operations imme-
diately after the crisis. At the beginning of the free float
period, interventions in the FX market were limited
to fulfilling the BCU needs, established in advance.
The objectives, amounts, and procedures of all BCU
interventions were made explicit. Starting in Novem-
ber 2003, BCU purchases of foreign currency were
performed through auctions announced at the begin-
ning of the day. Transparency of the government’s FX
transactions did not increase, however, with the latter
channelled in the market through the state bank.

Since 2005, monetary policy has become more trans-
parent and interventions in the FX market have been
carried out and perceived as an instrument to achieve
monetary and inflationary goals. Indeed, the reputation
gained by the BCU through its actions began to allow
for a more flexible use of the instruments and auc-
tions in the exchange market. Since September 2005,
the BCU interventions have not been announced in
advance, although they are reported ex post on the
BCU’s website.

Communication Strategies

High levels of transparency and communication of
the monetary policy framework were also major goals
of the monetary authorities after the move to a free float
regime. In 2003, Monetary Policy Reports were issued
quarterly and regular meetings with economic analysts
helped explain the monetary authorities’ assessment of
inflationary trends, policy actions, and achievement of
the monetary targets. Since January 2004, the monetary
authorities have conducted surveys of inflation expecta-
tions and the results have been made publicly available.
The objectives, amounts, and procedures of all BCU
interventions in the FX market were made explicit until
October 2005, to allow market participants to develop
credible views on the exchange rate and future monetary
policy. Since the BCU gained a strong reputation, inter-
ventions in the FX market have no longer been explicit.

The Financial Safety Net

A number of measures had been taken to strengthen
the banking system in the late 1990s prior to the float,
but they were not adequate to improve the capacity to
assess and manage FX risks. In September 1998, the
BCU increased the minimum capital adequacy require-
ments from 8 percent to 10 percent of risk-weighted
assets to strengthen the resilience of the banking sec-
tor. However, because this increase was not currency
specific, FX risk was not internalized and hence the
regulatory framework and bank behavior continued to
undervalue FX risk. Moreover, reserve requirements
in foreign currency held at the BCU were remunerated

at above-market interest rates. The movement to a free
float in a context of a high level of dollarization had
raised concerns about banks’ and the government’s sol-
vency, leading to an increase in the bank run.

After the movement to a free float regime, important
changes in prudential regulation on FX risk have been
adopted to strengthen the capacity to manage FX risks
(2002-05): Liquidity requirements on foreign currency
deposits have been raised, and reserve requirements in
foreign currency started to be remunerated at below-
market rates. Exposure to unhedged FX risk has been
incorporated in loan classification and provisioning pur-
poses (stress tests for large loans have been requested),
and more information has been required for foreign-
currency-denominated loans (including business plans
and audited financial statements). Capital requirements
have been made currency specific: risk weights on dollar
loans to the nonfinancial private sector were set at 125
percent, and they have also been increased for foreign
currency loans to the public sector. Moreover, capital
requirements against market risk have been established.
Finally, foreign currency deposits have been assigned
a lower coverage and a higher risk premium has been
charged by the Deposit Insurance Agency.

Lessons from the Uruguayan Experience

The following lessons can be drawn from the experi-
ence of Uruguay:

* The absence of the supporting elements to deal
with greater flexibility and the misperception of
FX risks in the context of high financial dollariza-
tion and fiscal weakness make an abrupt exit from
a pegged regime very challenging. The challenges
faced in stabilizing the economy during the crisis
highlight the importance of early preparations in
achieving a smooth transition to greater flexibility.

In particular, the absence of a strong and sound
financial system with appropriate prudential rules
to manage exposure to FX flexibility, and the lack
of markets and instruments to hedge FX risks, mag-
nify the challenges of a crisis exit. Moreover, the
absence of domestic monetary instruments robust
to changes in the monetary regime limits the ability
of the authorities to support an alternative mon-
etary framework.

Intensifying efforts to put in place the supporting
elements of a flexible exchange rate regime can
help minimize the period of uncertainty, thereby
helping market participants cope with flexible
rates. In particular, prompt establishment of an
alternative monetary framework and the develop-
ment of the capacity to implement it are essential
in restoring monetary credibility under floating
exchange rates.
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* The adoption of consistent macroeconomic mon- » The experience also emphasizes the importance of
etary policies, including on the fiscal side, also transparent and explicit communication of mon-
supports the steps taken to gradually increase mon- etary, exchange rate, and intervention policies in
etary credibility and inflation control within a flex- rebuilding credibility following a sudden and dis-
ible exchange rate regime. orderly exit.
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From Fixed to Float:

Operational Ingredients of
Durable Exits to Flexible
Exchange Rates

his appendix summarizes the main points of the

IMF’s operational framework for moving toward
flexibility for those countries that have decided to move
to a more market-determined exchange rate.!" This
framework provides hands-on guidance on the insti-
tutional, operational, and technical aspects of moving
toward exchange rate flexibility, drawing on the experi-
ence of countries that have managed the transition.

Operational Ingredients of Durable
Exits from Fixed to Floating Regimes

Although the timing and priority accorded to each of
these areas may vary from country to country depend-
ing on initial conditions and economic structure, the
successful ingredients for floating include:?2

* Developing a deep and liquid foreign exchange
(FX) market,

e Formulating intervention policies consistent with
the new exchange rate regime;

e Establishing an alternative nominal anchor in the
context of a new monetary policy framework and
developing supportive markets; and

* Reviewing exchange rate exposures and building
the capacity of market participants, including the
public sector, to manage exchange rate risks and
of the supervisory authorities to regulate and moni-
tor them.

Developing a Deep and Liquid FX Market

Operating a flexible exchange rate regime works well
only when there is a sufficiently liquid and efficient

IThis summary, prepared by Neil Saker, draws on IMF (2004a
and 2004b), which in turn draws heavily on Duttagupta, Fernandez,
and Karacadag (2004).

2These are in addition to the role of sound macroeconomic and
structural policies—including fiscal discipline, monetary policy
credibility, and a sound financial secto—which are essential to
maintaining any type of regime, fixed or floating.

FX market for price discovery.? A well-functioning FX
market allows the exchange rate to respond to market
forces and helps to minimize instances and durations of
disruptive day-to-day fluctuations in the exchange rate
and longer-term deviations from equilibrium. Fixing
the exchange rate itself is often a key factor in limiting
FX market liquidity. A central bank operating a fixed
exchange rate regime is usually active in the market by
necessity, which reduces the need for market partici-
pants to trade and keeps them from gaining experience
in price formation or exchange rate risk management. In
the extreme, the central bank may dominate the interbank
FX market and act as the primary FX intermediary.
Allowing some exchange rate flexibility is a key step
that can help improve the depth and efficiency of the
FX market and stimulate better risk management. Such
flexibility, in turn, could limit what is, to some extent,
an unavoidable chicken-and-egg problem: Exchange
rate flexibility requires a deep market and better risk
management, but a deep market and prudent risk man-
agement require flexibility. Fluctuations in the exchange
rate, even if small, quickly create incentives for market
participants to gather information, form views, price
foreign exchange, and manage exchange rate risks. Cre-
ating a sense of two-way risk in the exchange rate is also
essential in establishing a deep market and capacity to
manage risks. Market perceptions that the exchange
rate can either appreciate or depreciate help reduce the
risk of one-way bets against the central bank, minimize

3The FX market in general consists of a wholesale interbank mar-
ket, in which authorized dealers (usually banks and other financial
institutions) trade among themselves, and a retail market, in which
authorized dealers transact with final customers (usually households
and firms). The interbank market is where price discovery occurs
through a decentralized allocation of FX by market participants on
their own behalf as well as on behalf of their customers. A liquid
market is characterized by (1) relatively narrow bid-offer spreads
to lower transaction costs (tightness); (2) high turnover in volume
as well as an abundance of orders to minimize the price impact of
individual trades (depth and breadth); (3) efficient trading, clearing,
and settlement systems to facilitate the swift execution of orders
(immediacy); and (4) a wide range of active market participants to
ensure that new orders flow quickly to correct order imbalances and
misalignments (resiliency) (see Sarr and Lybek, 2002).



destabilizing trading strategies, and help foster better
risk management expertise.

There are four key aspects of deepening the market
and enhancing price discovery: (1) reducing the central
bank’s market-making role, including its quotation of
buying and selling rates, and requiring market mak-
ers to provide two-way price quotations; (2) increasing
market information and transparency on the sources
and uses of foreign exchange, detailed economic data,
and a coherent policy framework as a basis for market
participants to develop accurate views on monetary
and exchange rate policy and efficiently price foreign
exchange; (3) eliminating (or phasing out) regula-
tions that stifle market activity;* and (4) improving the
market’s microstructure, including by reducing market
segmentation, improving the effectiveness of market
intermediaries, and securing reliable and efficient set-
tlement systems.

A Coherent FX Intervention Strategy

FX market intervention becomes discretionary under
a flexible exchange rate regime, making it essential
to establish well-specified intervention principles to
enhance credibility of the new regime. The authorities
face some difficult dilemmas and need to consider a
number of important issues in this process:

e Potential disconnect between the exchange rate
and macroeconomic fundamentals can create
a role for intervention under floating exchange
rates, even in well-functioning FX markets. But
misalignments are difficult to detect and the typi-
cal indicators may not always allow policymakers
to identify the degree of misalignment precisely
enough to pinpoint appropriate intervention
amounts and timing.>

Volatility reflecting market illiquidity may war-
rant intervention, because the latter stifles trading
and, if it persists, can have serious adverse effects.
Intervention can jump-start the market or tip a per-
verse price trend in the other direction. However,
short-term volatility may not always warrant inter-
vention, especially when it occurs in an orderly

4These regulations include, for example, (1) abolishing surrender
requirements for FX receipts to the central bank, taxes and sur-
charges on FX transactions, restrictions on interbank trading (for
example, outright bans on interbank trading or a requirement that
all spot and forward market trades with customers have an underly-
ing commercial transaction), and limits on price ranges quoted by
dealers; (2) unifying segmented FX markets; and (3) relaxing cur-
rent and, to some extent, capital account restrictions to bolster the
sources and uses of foreign exchange in the market.

SThese indicators include, for example, the nominal and real
effective exchange rates, productivity and other competitiveness
measures, the terms of trade, the current external account and bal-
ance of payments outlook, interest rate differentials, and parallel
market exchange rates.
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(liquid) market. Volatility often reflects the process
of price discovery and provides useful signals to
policymakers and the market. Efforts to smooth
such volatility often end up suppressing useful sig-
nals and reduce incentives to learn how to manage
FX risks.

Exercising restraint in intervention during the tran-
sition to a flexible regime can help signal the official
commitment to a market-determined exchange rate.
Interventions that target an exchange rate level or
a path can undermine the credibility of the new
regime. By entering the market infrequently, central
banks can maximize the element of surprise and the
chances of intervention effectiveness and can build
market confidence in the commitment to flexibil-
ity. As confidence grows, policy pronouncements
and the capacity to intervene may suffice in most
instances to achieve the desired change in the price
trend, without an actual intervention operation.

Even in fully flexible exchange rate regimes, cen-
tral banks cannot completely avoid regular inter-
ventions (for example, to have a regular FX supply
from purchases of the foreign currency revenue of
public sector companies or export boards, or to tar-
get an appropriate level of reserves). Such interven-
tions can be regular, preannounced, and rule-based
(for example, through auctions) to support the
information flow to the market, reduce noise, and
enhance the signaling of surprise interventions.

The transition to flexible exchange rates hence creates
the need to develop a coherent intervention strategy that
specifies the policies on objectives, timing, and amounts
of intervention. Whether the objective of intervention is
to correct misalignments, calm disorderly market condi-
tions, accumulate reserves, or supply publicly acquired
foreign exchange to the market, care needs to be taken
to signal the commitment to a market-determined rate
and avoid excessive smoothing of short-term fluctua-
tions. The latter is necessary to avoid suppressing the
nascent markets and the useful market signals, as well
as to avoid sending confusing messages about policy
intentions. Intervention policy transparency is important
in building confidence in the new regime, especially
following forced exits. A public commitment to both the
objectives of intervention and the criteria applied in its
conduct enables market scrutiny and accountability for
the central bank’s FX operations.

Developing an Alternative Nominal Anchor
under a New Monetary Policy Framework

Moving away from a fixed exchange rate creates the
need to replace it with another credible nominal anchor
and to redesign the monetary policy framework around
the new anchor. The two tasks, in turn, require a substan-



tial amount of capacity building and credibility building,
and thus planning ahead for the transition is critical to
achieving an orderly exit. The viability of maintaining
a flexible regime without a nominal anchor depends on
the authorities’ credibility to sustain a responsible mon-
etary policy without an anchor. Such credibility is gen-
erally difficult to build quickly, especially if a country
had relied on a rigid exchange rate until the exit. Many
countries moving to flexibility in recent years have
favored IT frameworks over money-targeting ones (IMF,
2000a; and Khan, 2003). Although the latter can serve
as a nominal anchor after floating, the weak relationship
between monetary aggregates and inflation limits the
effectiveness of such targets.

However, a credible alternative such as IT requires
extensive preparation. A lengthy transition period
reflects, in part, the time required to fulfill the nec-
essary institutional requirements and macroeconomic
conditions including (1) a central bank mandate to
pursue an explicit, publicly announced inflation tar-
get as the overriding objective of monetary policy;
(2) central bank operational independence; (3) transpar-
ency and accountability in the conduct and evaluation
of monetary policy actions; (4) a reliable methodology
for forecasting inflation and its link with other macro-
economic aggregates; (5) a forward-looking operating
procedure that systematically incorporates forecasts
into policy actions and responds to deviations from
targets; (6) lack of fiscal dominance; and (7) a well-
regulated and supervised financial sector (see Carare
and others, 2002; Eichengreen and others, 1999; Fraga,
Goldfajn, and Minella, 2003; IMF, 2000a and 2000b;
and Mishkin, 2000).

The difficulty of developing a credible alternative
nominal anchor to the exchange rate has also caused
many countries to relinquish its anchor role only gradu-
ally or follow various versions of the monetary-target-
ing approach. Especially in the case of disorderly exits,
some countries adopted monetary targets (namely, tar-
geting base money, broad monetary aggregates, or bank
reserves) in an effort to quickly establish a new nominal
anchor and restore policy credibility until the precondi-
tions of IT were established. Some countries used crawl-
ing bands as an intermediate regime for transitioning to
another nominal anchor over a long period. The band
usually has been set symmetrically around a crawling
central parity and gradually widened over time as the
tension between the exchange rate and the inflation rate
objectives was eventually resolved in favor of the latter.

Capacity to Assess and Manage FX Risks

Private sector FX risk exposures can have an impor-
tant bearing on the pace of exit, the type of flexible
exchange rate regime adopted, and official intervention
policies. Floating the exchange rate moves exchange
rate exposure from the public to private sector balance

sheets, as central banks no longer stand ready to inter-
vene at fixed rates (Allen and others, 2002).6 Determin-
ing the scale and scope of FX risk exposures in the
financial and nonfinancial sectors is therefore a key area
for countries planning an orderly exit from pegs. Early
analysis of, and improvements in, the management of
FX risk are particularly important in economies where
dollarization and currency mismatches are high. Even
when these risks are modest early on, market partici-
pants need to develop the capacity to measure and moni-
tor them to avoid building up exposures over time.

Evaluating exchange rate risk exposures involves
detailed balance sheet analysis—focusing on the cur-
rency composition of balance sheets and the maturity,
liquidity, and quality of foreign currency assets and
liabilities. Unhedged FX borrowing by the corporate
sector can translate into massive losses for banks and
a surge in demand for foreign currency. Banks often
closely control foreign currency liabilities and assets,
but even when these are matched, the use of short-term
foreign currency funds to finance long-term FX loans to
unhedged borrowers causes their FX risks to translate
into sizable credit and liquidity risks for banks (indirect
FX risks). Two related risks also require close attention:
(1) maturity mismatches in banks’ foreign currency books
that expose them to foreign currency liquidity risks and
(2) corporate and banking sector exposure to interest rate
risk that can limit the extent to which the central bank
can use interest rates instead of interventions in the FX
market. Corporations in developing countries have par-
ticular difficulty off-loading interest rate risk, particu-
larly because they may not be able to obtain long-term
fixed rates for their liabilities to fund assets.

An orderly exit from a pegged regime hence requires
close scrutiny of the private sector’s capacity to manage
FX risk. Market participants need to develop infor-
mation systems monitoring the FX risks, analytical
systems for risk measurement, and internal risk and
prudential procedures. Adequate prudential and super-
visory arrangements need to complement internal risk
management systems. Prudential measures may include
limits on net open positions (as a percentage of capital),
foreign currency lending (as a percentage of foreign
currency liabilities), and overseas borrowing and bond
issuance (as a percentage of capital); limits on the range
of FX operations banks are allowed to perform; capi-
tal requirements against FX lending or risk;” and the

6The public sector remains exposed to risks relating to its foreign-
currency-denominated public debt.

7The Basel Committee recommends a capital charge of 8 per-
cent on the open position based on the shorthand method and rec-
ommends that the net open position does not exceed 2 percent of
capital, although countries with greater risk exposures may need
to adopt more conservative limits (Basel Committee on Banking
Supervision, 1996). All open position calculations should include
net spot and forward positions, guarantees, and net future income
and expenses not yet accrued, but already fully hedged.
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Figure Al.Preparing for an Orderly Exit from a Peg
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Source: IMF (2004a).

issuance of regulations or guidelines on the design of
banks’ internal control systems. Improving the capac-
ity to enforce regulations can help ensure that regula-
tions are complied with and are effective. Developing
a risk-based supervisory system can help ensure that
the internal control systems are adequate and properly
enforced.

Although early investment into these elements is
typically beneficial on its own, it can also help in miti-
gating the risk of disorderly exits during market turbu-
lences. For instance, providing for a two-way risk when
developing FX markets reduces the scope for desta-
bilizing risk strategies. Similarly, having an effective
FX-risk-related supervisory and prudential framework
can prevent contagion of financial crises.

Carefully developed derivatives markets for foreign
exchange are an essential element in building capacity
to manage FX risks. However, facilitating the develop-
ment of risk-hedging instruments by lifting controls
on forward market activity can be a double-edged
sword. While improving risk management capacity and
supporting FX market development, liberalization of
forward transactions could also facilitate speculative
activity where there are incentives to do so. Several
considerations can help guide the safe use of deriva-
tives. Such instruments require financial institutions
(and corporations) that have achieved a certain level
of sophistication in risk management and supervisory
authorities capable of conducting risk-based supervi-
sion. Close monitoring of the use of the instruments is
important to prevent their being used to push a normally
sustainable situation over the edge by sizable leveraged
bets. Also critical are the standardization of deriva-
tive products traded among banks and the presence of
accounting standards for fair valuation and a reliable

legal system for contract enforcement. The central bank
should promote market transparency and, with other
regulators, promote high reporting standards.

Pace and Sequencing of Exit to
Exchange Rate Flexibility

There are important policy questions regarding the
pace of exit and sequencing of moves toward exchange
rate flexibility with other policies, including capital
account liberalization. These questions involve difficult
trade-offs and considerations that are often country-
specific, including the degree of preparedness for float-
ing rates, the openness of the capital account, the mac-
roeconomic situation, and the condition in the domestic
and international markets. Some broad conclusions are
as follows:

* If taken from a position of macroeconomic strength,
a faster pace of exit has benefits in that it signals
purpose and determination, thereby enhancing the
credibility of monetary policy. It also has a greater
chance of exploiting what may turn out to be a nar-
row window of tranquility, provided also that the
institutional underpinnings for operating a floating
exchange rate are in place.

In practice, the pace at which relevant institutions
(for example, an alternative nominal anchor and
the capacity to manage risks) can be built is a main
determinant of the pace at which an orderly exit can
proceed. Many countries have opted for a gradual
approach, which in principle may reduce the risk of
excessive exchange rate volatility and its potentially
adverse effects on inflationary expectations. It also
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allows the FX market to deepen through the mutu-
ally reinforcing relationship between FX activity
and exchange rate flexibility and provides time to
build the remaining institutional blocks.

Early preparation for an exchange rate float can
bolster the chances of success of the exit strategy—
gradual or rapid. Many of the operational areas
require substantial information on the exposures
to and capacity to manage FX risk, and increasing
data on balance of payments developments. These
steps can be undertaken early on, even before a peg
is exited. The second stage may involve allowing
some exchange rate flexibility to stimulate FX mar-
ket activity and continuing to develop other opera-
tional areas. Intervention policies can be addressed
at a relatively later stage, once greater exchange
rate flexibility is embraced (see Appendix Figure
Al for a suggestive illustration of the various stages
taken toward moving to full flexibility).

The absence of a full-fledged IT framework as an
alternative nominal anchor should not preclude a
rapid exit strategy, provided that there is a robust
commitment to price stability. The building blocks
of IT—such as fiscal discipline, operational inde-
pendence of the monetary authorities to pursue low
inflation, and transparency and accountability—are
necessary for the success of any monetary policy
regime regardless of a formal adoption of IT.

The pace of exit also needs to take into account the
openness of the capital account. For example, it may
be difficult to pursue a gradual exit strategy under

conditions characterized by large and volatile capital
flows. By contrast, a less open capital account would
make it easier to operate variants of pegs or manage
the exchange rate within a band. Clear trade-offs are
involved in the sequencing of exchange rate flexibil-
ity and capital account liberalization.

There are risks to opening the capital account
before adopting a flexible exchange rate; many
countries were forced off pegs after sudden rever-
sals of capital flows, whereas others faced heavy
inflows and appreciation pressures and had to
allow flexibility to avoid overheating. On the other
hand, liberalizing the capital account can help off-
set transitory current account shocks, expand the
instruments for risk management, and deepen the
FX market, which is important for operating a
flexible exchange rate.

The transition to flexibility can be facilitated
by removing or strengthening existing asymme-
tries in the openness of the capital account to
support an orderly correction of misalignments
(for example, by liberalizing outflows to reduce
pressures from inflows, and liberalizing long-term
inflows before short-term ones). Remaining con-
trols can be removed following a successful move
to floating.

8The successful liberalization of the capital account itself depends
on a wide range of issues related to the economy, financial sector
stability and reform, and sequencing issues (see Ishii and others,
2002).
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Experiences with Short-Lived

Exits to Greater Flexibility!

he experiences of the countries presented below

highlight a number of factors relating to macro con-
ditions, commitment to reform, and operational aspects
that have contributed to reversals in the attempts to
establish greater exchange rate flexibility. In particular,
they highlight the roles of (1) an underdeveloped and
illiquid FX market (Uzbekistan), (2) a limited capacity
to manage exchange rate risk with ensuing fear of float-
ing (all three cases), (3) a lack of an appropriate (for
example, rules-based) intervention policy (Uzbekistan
and Pakistan), (4) a limited institutional and technical
capacity to adopt a credible alternative nominal anchor
(Uzbekistan and Pakistan), (5) a limited degree of mon-
etary policy independence (Ecuador and Uzbekistan),
(6) adverse economic conditions and poor macroeco-
nomic policy (Ecuador), and (7) a lack of commitment
to free (exchange) markets (Pakistan and Uzbekistan).

Ecuador

In February 1999, the Ecuadorian authorities aban-
doned the exchange rate band and moved to a float-
ing exchange rate regime after repeated episodes of
exchange market pressures. The Ecuadorian economy
plunged into a major economic crisis in 1999: Real
GDP declined by about 7.5 percent; inflation acceler-
ated to 61 percent; the fiscal deficit exceeded 5 percent
of GDP; public debt grew to over 100 percent of GDP
and was in default; unemployment almost doubled to 17
percent; FX reserves fell by 64 percent; and volatility of
the sucre continued well after the floating, depreciating
by 200 percent in 1999.

Simultaneously Ecuador was hit by a major crisis
in the banking sector. The crisis originated in persis-
tent institutional weaknesses in banking supervision
and regulation that allowed excessive accumulation
of credit risk from connected and foreign currency
lending to unhedged borrowers. The weaknesses in
the banking system were exacerbated by a tradition of
bailing out troubled banks. Lack of effective supervi-
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sion of offshore subsidiaries of banks provided an
easy way to circumvent regulations and controls and
ultimately contributed substantially to the losses of
failed banks.

The banking crisis further weakened monetary
and exchange rate policy, which resulted in renewed
exchange market pressure at the end of 1999. With shat-
tered monetary policy credibility, looming hyperinfla-
tion, and no access to international financial markets
after the sovereign default on the Brady bonds in the
fall of 1999, the authorities moved to a full-blown dol-
larization in January 2000.

Pakistan

Pakistan made two attempts to introduce greater
exchange rate flexibility from a de facto peg to the U.S.
dollar. The first move took place during 1998, when
a number of liberalization measures were undertaken
(based on the recommendations of an IMF mission in
1997) to allow greater scope for market determination
of the exchange rate. The process was interrupted in
May and June 1998 with the introduction of exchange
controls and a dual exchange system. In May 1999 the
exchange rate system was unified and an initial attempt
was made at liberalizing the exchange rate by allowing
authorized dealers to quote their own buying and sell-
ing rates.

However, the authorities reversed some of the liber-
alization measures. Only a month later, they imposed
a narrow exchange rate band. In May 2000, they made
a new attempt at liberalizing the exchange rate and
invited an IMF mission to advise on a framework for
money and FX market operations. However, the author-
ities continued their strong preference for maintain-
ing nominal exchange rate stability through (1) direct
and indirect interventions on the official and paral-
lel markets, (2) exertion of moral suasion on market
participants, (3) close monitoring of bank’s activity,
(4) imposition of restrictions on authorized dealers’ FX
operations, and (5) other indirect forms of interven-
tion (for example, managing import demand). All these
restrictive measures hampered the interplay of demand
and supply in the FX market and did not allow an



exchange rate adjustment as warranted by the underly-
ing macroeconomic conditions.

Pakistan’s slow progress toward greater flexibility
suggests a lack of operational preparedness. The FX
market is not sufficiently liquid; the intervention policy
has not been developed to yield consistent and transpar-
ent outcomes; formal adoption of IT is still in process;
and the institutional capacity to manage exchange rate
risk is not fully developed.

Uzbekistan

In July 2001, the authorities took steps toward greater
exchange rate flexibility motivated primarily by a con-
sideration to implement economic reforms. An over-
the-counter market was created for buying and selling
foreign exchange to allow the exchange rate to float
freely in accordance with demand and supply, but the
market remained shallow. Progress toward a market
economy was slowing because of excessive govern-
ment control, including (1) restrictions on domestic and
external trade, (2) numerous barriers to the normal

functioning of the financial markets, and (3) exchange
restrictions and controls (including surrender require-
ments and restrictions on interbank sales of foreign
exchange).

The financial sector remained weak with substantial
vulnerabilities related to FX risk. Uzbekistan’s bank-
ing system was characterized by extensive government
controls and limited confidence in financial interme-
diation. In addition, banks had large exposures to FX
risk. Uzbek banks were heavily dependent on foreign
financing, and a reduction in the flows of such financ-
ing would jeopardize their ability to continue to finance
the domestic economy.

A fear of floating led to frequent intervention in the
FX market and to a reversal to a more tightly managed
exchange rate regime. The fear of floating stemmed
from a number of factors, including a strong pass-
through from the exchange rate to inflation, the poten-
tial impact of the high level of liability dollarization on
private sector balance sheets, potential output costs of
variable exchange rates, and concerns about the impli-
cations for the heavy dependence of Uzbek banks on
external borrowing.
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Ukraine: An Example of

Ongoing Cautious Steps
toward Greater Exchange
Rate Flexibility!

kraine’s move toward exchange rate flexibility

is motivated by the difficulties in maintaining a
fixed exchange rate with an increasingly more open
capital account and a surge in foreign exchange receipts
from the large current account surplus. Since 1999 the
authorities have maintained a de facto peg to the U.S.
dollar, but over time the balance of payments situation
has changed from being at the brink of default to a siz-
able current account surplus (though more recently, the
current account balance switched from a large surplus
to a deficit). Short-term capital inflows attracted by the
perception of exchange rate undervaluation added to
the pressure on the hryvnia in 2005 and complicated
the control over monetary aggregates and inflation.

Inresponse to these developments, the authorities took
a number of actions in 2005. They increased steriliza-
tion operations and prohibited nonresident purchases of
short-term treasury bills. They have also taken some ini-
tial steps to increase exchange rate flexibility by allow-
ing a step appreciation of the hryvnia and introducing
an indicative narrow band of HRV1/US$5.0-$5.2; the
official exchange rate has been left unchanged at HRV1/
US$5.05, however, and the interbank market rate has
mostly moved in a narrower band of HRV1/US$5.00—
$5.06. Furthermore, since late 2004 the authorities have
been focusing on preparations for the introduction of an
IT regime as an alternative nominal anchor.

The authorities’ approach to moving toward greater
exchange rate flexibility has been very cautious,
reflecting a number of challenges typically associated
with fear of floating: concerns about losing a transpar-
ent nominal anchor and policy credibility, potential
exchange rate losses associated with currency mis-
matches in corporate balance sheets, weaknesses in
banks’ risk management practices and lack of hedging
markets and instruments to cover against exchange rate
risks, underdeveloped financial markets, and fears of
worsening of external competitiveness should the cur-
rency appreciate.

IPrepared by Inci Otker-Robe and David Vévra.

Some progress has been made in most of the areas
identified in the fixed-to-float framework and tech-
nical assistance (TA) reviews, but further efforts are
needed.? First, with a view to establishing the elements
of an inflation-targeting framework, the National Bank
of Ukraine (NBU) has started improving its model-
ing and forecasting capacity over the past two years,
communicating more on the introduction of IT, and
improving monetary policy transparency. Further
efforts are needed to firmly establish NBU’s opera-
tional independence, clarify the primacy of price sta-
bility as the main monetary policy objective, continue
efforts to strengthen the communication strategy, and
deepen financial markets and instruments. The efforts
to accelerate the preparations have been undermined by
an uncertain political environment.

Second, the spot and forward foreign exchange mar-
kets remain substantially underdeveloped and illiquid.
A high degree of regulation and dominant central bank
presence in the market have been key obstacles to mar-
ket development. To address these issues, the NBU
undertook measures in 2005 to relax restrictions on for-
ward transactions, on open foreign exchange positions,
and on banks’ two-way trading and to make foreign
exchange trading more flexible and transparent. These
measures have not yet become productive, reflecting in
part the existence of a fee on foreign exchange transac-
tions and the absence of liquid interbank and govern-
ment securities markets to facilitate price formation in
the forward market.

Third, banks and borrowers continue to remain vulner-
able to foreign exchange and related risks. Existing limits
on short positions seem to be binding, but in practice the
banks tend to balance their foreign exchange liabilities
with foreign exchange credits, extending them even to

2To support the transition, the authorities have received extensive
technical assistance from the IMF since late 2004 in the areas of
moving to greater exchange rate flexibility; monetary operations;
monetary policy communication; bank supervision, regulation, and
resolution; development of the government securities market; and
establishing the remaining conditions conducive to adopting an IT
regime that could replace the exchange rate anchor.



clients with no foreign currency earnings; foreign-cur-
rency-denominated lending has been about 40 percent
of total loans since 2001 and has edged up recently to
over 40 percent. The NBU tightened supervision and
regulation of banks, and introduced higher provisioning
requirements for foreign exchange lending to unhedged
borrowers to address indirect foreign exchange risks.
However, banks also face maturity risks, with maturities
of bank funding not having kept up with the increase in
loan maturities. A potential funding risk for banks also
emerged, because the rising dollarization of loans has
required banks to borrow foreign funds, making banks
vulnerable to rollover and liquidity risks.

Finally, lack of adequate capacity to affect market
interest rates hinders the introduction of IT as well

as the capacity to implement a flexible exchange rate
regime. Although the central bank has several instru-
ments to steer market liquidity, it lacks a transparent
policy rate to influence short-term interest rates. The
discount rate, the NBU’s policy rate, has no influence
on interest rates, and the refinancing rate has lost its
signaling function. Reserve requirements have played
an increasingly large role in steering liquidity, not
least because of lower fiscal costs compared with other
sterilization instruments, but have caused significant
interest rate volatility, raised spreads between borrow-
ing and lending rates, and led to concerns about their
implications for financial intermediation. The NBU has
recently increased its focus in this area to improve the
functioning of its monetary instruments.
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Appendix IV Foreign Exchange Hedging,
Complementary Markets, and
the Role of the Central Bank!

F oreign exchange risk is present in any modern econ-
omy. The risks may not be recognized or transpar-
ent, they might be ignored or implicitly transferred or
assumed by official entities, or they may be measured
and managed. Financial theory as well as extensive
experience strongly suggests that failure to explicitly
measure and manage risk by the entities that create
that risk is potentially destabilizing, at both the insti-
tutional and systemic levels. Moreover, FX markets are
only one of many financial system components, which
are becoming increasingly integrated in developed
economies. For reasons of appropriate risk manage-
ment as well as efficient functioning of the financial
system, development of the FX markets requires well-
developed hedging and complementary markets.

Hedging

Open or unhedged FX exposures pose significant
risks and can cause significant losses or even insol-
vency. The losses can often spread beyond those
directly affected to their creditors, especially financial
intermediaries, including commercial banks. If severe
and widespread, the losses can pose systemic risks to
the financial system.

Hedging FX exposures obviously reduces risk to the
individual institution, but also has several other impor-
tant benefits. It makes risks explicit, which allows them
to be better measured, priced, and managed. It also
allows the trading and transfer of risk, presumably to
those better able to manage it. This improved allocation
of risk in the economy should improve overall stability
and yield important welfare benefits.

The central bank can play a key role in stimulating
FX hedging. It can make clear the need for hedging; it
can help assure that the means of hedging are available;
and it can promote the effectiveness of hedging and
reduce its cost. The central bank should ensure that the
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environment and conditions permit and are supportive
of hedging; it can also assume an active role in promot-
ing the development of hedging.

Establishing the need for hedging is best done by
making FX risks transparent and making it clear who
bears them. Every effort should be made to avoid
the creation or appearance of a moral hazard issue,
whereby the creators of risk assume that the cost will be
borne by others. Specifically, the central bank should
eliminate explicit or implicit guarantees, multiple
exchange rates, and subsidies. Suppressing volatility of
the exchange rate, smoothing operations, or providing
a predetermined path of the exchange rate all inhibit
management of FX risk, especially when combined
with interest rate differentials that are not consistent
with the predetermined level or range of the exchange
rate. Increased variability of the exchange rate will
provide an incentive for hedging practices. The central
bank should promote the use of market exchange rates
for all transactions, transfer commercial transactions to
the market, and reduce the factors that create segmenta-
tion among market participants.

Prudential regulations and supervision should recog-
nize the benefits of financial hedging. Business plans
should explicitly address FX exposures, and lenders
and financial intermediaries should examine their cli-
ent’s risk management policies and procedures. Where
appropriate, specific regulation might be called for,
including higher provisioning requirements on FX
loans to borrowers with no FX income, or higher capi-
tal requirements against unhedged FX exposures.

The central bank has an important role in making
available the means to hedge FX risks: It should elimi-
nate unnecessary regulatory obstacles that stifle mar-
ket development. These include surrender requirements,
restrictions on instruments such as forwards and options,
and restrictions on market participants. For example,
restrictions on types of transactions (for example, short
selling), or parties to certain transactions (for example,
nonresidents prevented from engaging in certain trans-
actions), hinder the development of the market and
can introduce serious distortions. The legal framework



should be modernized and adapted for modern finan-
cial markets, tax issues that increase the cost of hedg-
ing should be addressed, and tax discrimination should
be eliminated. Accounting standards should provide for
appropriate treatment of hedging transactions.

The central bank can undertake efforts to increase
awareness and hedging skills in the relevant sectors of
the public, including users as well as third parties, such
as accountants and auditors. It can support professional
groups (ACI)? and the setting of standards (CFA),3 as
well as market codes of conduct; it can also support the
adoption of master agreements and standard documen-
tation of transactions (ISDA#%). It could also consider
providing support to the market by making available
objective benchmarks and pricing mechanisms, such
as FX and interest rate fixings. In this case the central
bank should play a statistical role only, leaving the mar-
ket to actually determine the rates.

Foreign entities can often bring valuable experience
and skills in risk management and should be allowed to
play a constructive role. Other financial intermediaries,
such as nonbank market makers and brokers, can also
contribute to market development.

The effectiveness of hedging depends primarily on
the efficiency of the markets and instruments, and the
skills of those employing it. Nevertheless, the central
bank can also play a useful role. An efficient infra-
structure is vital, and payment and clearing systems
should meet accepted standards. Safe and efficient pay-
ment versus payment and delivery versus payment are
essential to a well-functioning financial system, as is
the availability of reliable financial data and informa-
tion. Even where the central bank is not the regula-
tory authority, a degree of market surveillance can be
extremely helpful, especially in the early stages of mar-
ket development.

Complementary Financial Markets

The FX market cannot develop independently of
other financial markets. In a modern financial system,
markets are highly integrated, information and capi-
tal flow quickly, and segmentation is costly and dif-
ficult to maintain. Lack of development in one market
can retard the development of other markets, introduce
inefficiencies and distortions, and hold back positive
developments in the economy. Well-developed markets,
on the other hand, reinforce one another, promote effi-

2ACI, the Financial Markets Association, has branches in many
countries; it undertakes training activities and promotes best market
practices.

3The CFA (Certified Financial Analyst) charter is granted by the
Certified Financial Analyst Institute.

4The International Swap Dealers Association promotes standard
documentation for financial transactions.

ciency, and spur continued development. FX markets
are especially dependent on other markets, because FX
transactions rarely stand alone: They are often derived
from or connected to the need to transact or manage
risk in other markets.

Short-term money markets have the closest link to
FX markets because the most basic FX transactions are
no more than transfers of bank balances. FX and money
market transactions often complement one another, and
in some cases can be substitutes. Furthermore, the inter-
est rates established in the money market are vital for
developing the FX market, especially that for forward
and swap transactions, important hedging tools. A lig-
uid and efficient interbank market in loans and deposits
is essential to allow interest rate parity to function.

Within the FX market itself, foreign exchange ver-
sus foreign exchange transactions are important risk
management tools (in addition to the FX versus domes-
tic currency transactions that local players will natu-
rally concentrate on). Derivative markets are important
adjuncts to the FX market. Forward and swap trans-
actions usually develop in close conjunction with the
(spot) FX market and money market, whereas long-
dated swaps, futures, and options usually come later.

Fixed-income markets, especially the government
bond market, also play key roles. A liquid government
bond market, in addition to its important role in govern-
ment finance and monetary operations, provides a bench-
mark to other markets. Absence of a well-developed
liquid securities market undermines the market’s ability
to price swaps, forwards, and other hedging instruments.
A developed capital market complements banking mar-
kets, broadens the universe of available assets, diversifies
financing channels, and improves operational efficiency.

The role of the central bank in promoting the devel-
opment of complementary markets is analogous to its
role in developing the hedging market. It can eliminate
unnecessary obstacles, such as restrictions on instru-
ments or techniques (such as short sales), and reduce
excessive licensing, reporting, or regulatory burdens
that stifle market development. It should help estab-
lish a strong bank supervisory capability—usually
involving coordination with other authorities, includ-
ing capital market regulators, securities regulators, and
organized exchanges—and supervisory authorities of
nonbank financial institutions.

Although it may not be its direct responsibility, the
central bank can assist in establishing a conducive envi-
ronment for market development. The bank can do this
by reducing or eliminating institutional segmentation
(by product or by customer), clarifying and rational-
izing legal issues (such as treatment of collateral and
repurchase (repo) transactions), promoting an efficient
and transparent tax regime, and eliminating tax dis-
crimination. Clear and modern accounting and report-
ing standards are also essential. The central bank could
also play a supporting role in establishing efficient mar-
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APPENDIX IV

Box Al. The Bank of Israel’s Role in Developing Foreign Exchange and
Complementary Markets

The Bank of Israel (Bol) has twice played a direct role
in developing markets by issuing derivative financial
instruments for the sole purpose of kick-starting financial
markets in new instruments. The outcomes were very dif-
ferent, but both illustrate important points.

The first attempt involved the use of foreign exchange
options. All sectors of the economy had extensive
experience—not always successful—in dealing with foreign
exchange risk. As a result, the use of swaps and forwards,
but not options, developed on its own. Moreover, although
hedging was widespread in dealing with foreign exchange
and foreign exchange exposures, hedging was not widely
practiced in dealing with fluctuations of the domestic cur-
rency (the new Israeli sheqel—NIS). In part, lack of this
sort of hedging stemmed from a long history of managed
exchange rates. Managed exchange rates led to a perception
that exchange rate risk was a matter for the authorities—the
central bank and government—rather than market partici-
pants. Available hedging instruments were lacking, and
there were indications that this situation stemmed more
from lack of supply than lack of demand. Early in 1989,
Israel adopted a horizontal band, allowing limited foreign
exchange rate flexibility (£3 percent), which replaced the
previous regime of a fixed peg with periodic—and not
infrequent—devaluations (see Section III).

In 1989 the Bol began selling call options on the U.S.
dollar by means of auctions to the commercial banks.
(Because of legal restrictions, the central bank could not
deal directly with the public or business sector, and the
restriction of operating exclusively through commercial
banks was itself seen as a considerable disadvantage.) The
Bol wanted its involvement in call options to serve as a
catalyst to developing the market, and therefore carefully
limited its role so as to avoid substituting for private sec-
tor activity. The amount issued was set at $24 million per
week, and never increased. Although the total amount
issued was capped at $24 million per week, changes were
made in issuance policy: put options and six-month matur-
ities, in addition to the original three-month contracts,
were added.

The market developed steadily thereafter. An over-the-
counter (OTC) market began in 1990, and in 1994 the Tel
Aviv Stock Exchange began trading options contracts (in
2002 it added NIS/euro contracts). In 1996, volume in both
the OTC and the Stock Exchange began increasing rapidly.
Because the amounts issued by the Bol remained the same,
their share in the market shrank steadily: By 2004, Bol
options accounted for less than 3 percent of outstanding
options and less than 0.5 percent of turnover. In 2005, the

kets, either organized or over the counter, including
brokers and other intermediaries.

A number of technical issues in the design and func-
tion of instruments and markets should also be addressed,
because a lack of standards can often constitute a con-
siderable obstacle to the development and acceptance of

Bol ceased issuing three-month foreign exchange options,
but continued issuing six-month contracts. By that time, the
market was well established and stopping the issuance of
these products had no noticeable effect on options trading.

The active role played by the Bol undoubtedly acted
as a catalyst, at least partially, in developing the for-
eign exchange options market. Although the claim can
be made—quite rightly—that such a market would have
developed on its own, the initiative of the central bank cer-
tainly accelerated its appearance, and quite probably made
the process more efficient. In addition, the Bol options
provided an important source of data and information on
exchange rate developments and expectations.

The Bol had less success in promoting the use of inter-
est rate hedging instruments. Interest rate exposure was
less recognized and hardly managed at all. This situation
was the result of a history of high inflation, widespread
indexation of financial assets and liabilities, a fragmented
market, and extensive government interference. By 1990,
the focus of the Bol’s monetary policy shifted to interest
rates. In that year, the Bol began to auction three-month
future contacts based on 3- and 12-month treasury bills, in
an effort to spur the practice of interest rate hedging.

Interest rate risk hedging markets developed much more
slowly than did those for foreign exchange risk, and have
remained fairly small and illiquid. OTC trading of interest
rate forwards developed sporadically, and exchange traded
contracts were introduced only in 2000, and discontinued
shortly thereafter owing to low trading volumes. In 2004,
total outstanding OTC interest rate derivatives reached
NIS 4 billion, compared with NIS 160 billion for foreign
exchange derivatives. This ratio differs substantially from
international experience, where interest rate derivatives
comprise 80 percent of outstanding derivatives positions,
far greater than the 14 percent share of foreign exchange
derivatives.

The lack of development of interest rate hedging remains
a puzzle, but a number of factors can be cited. Historically,
risk was managed through consumer price indexation and
real interest rate denominated contracts, rather than nomi-
nal interest rate instruments. There has been a shorter
history of interest rate volatility, and government debt issu-
ance policy has not always been helpful. The underlying
market is illiquid, fragmented, and incomplete and there
are still administrative obstacles—no short selling or secu-
rity lending and no market makers (although there are
plans for government bond market makers to begin opera-
tions in 2006). The lack of clear enforceability of netting
and collateral arrangements has also been an obstacle.

new instruments and markets. These issues include day-
count, computation, and payment methods for money
and fixed income markets; information systems; and the
availability of indices and reliable benchmarks. Wher-
ever possible, these should be compatible with interna-
tional standards and accepted market practices.



A Direct Role for the Central Bank

The central bank can consider taking a proactive role
in developing hedging or complementary markets. Its
role might include providing incentives or institutional
support to products or markets. Central bank policy
and operations will often play a role in spurring the
development of markets. For example, monetary policy
using open market operations will provide a powerful
incentive to traded securities markets and the develop-
ment of repurchase transactions.

The central bank could also initiate the develop-
ment of instruments and markets by actually issuing or
making a market in instruments such as forwards and
options (for example, see Israel’s experience in Appen-
dix Box Al). The case for an explicit central bank role
is not clear-cut. Arguments supporting an active role
include the possibility of market failure (in the sense
of multiple equilibrium, inertia, collusion, or coordina-
tion failures); relative advantage of the central bank; or
the existence of a development cycle, where there is a
natural role for the central bank as a catalyst. Moreover,
the argument can be made that risks and costs already
exist and in many cases are borne by the central bank;
the use of tradable instruments simply makes the role of
the central bank more transparent and explicit.

However, there are also weighty arguments against the
central bank taking a direct role in developing financial
markets. It is not a core central bank role, and could
be counterproductive in the long term if it displaces or
crowds out the private sector or introduces distortions
and inefficiencies. There is a risk of failure, with impli-
cations for the reputation and credibility of the bank.
This direct role adds financial risk and operational risks
that require the managing of scarce resources; if they are
not managed correctly, failures could be costly.

Given the risks and uncertainties, any direct role
for the central bank should be carefully considered
and well prepared. If the central bank does decide to
play a proactive role, goals should be carefully defined

and limited, and the role of the central bank should be
delineated and circumscribed from the outset. Mile-
stones should be established so that the central bank
role does not become self-perpetuating, and periodic
evaluations of market development and the costs and/or
profitability of the central bank should be rigorously
examined. If safety nets are extended to the private sec-
tor, they should be limited in both extent and duration.
Costs and incentives should be made explicit, and any
incentives should be tied to obligations. Finally, an exit
strategy for the central bank should be prepared and
strictly adhered to.

Summary

The main points of this appendix can be summarized
as follows:

* FX risk hedging should be encouraged to improve
the pricing and managing of risk, increase stability
at all levels, and improve welfare. For these goals
to be achieved, FX variability should be allowed to
increase, regulatory and other obstacles to hedging
should be removed, and an appropriate environ-
ment should be provided.

The development of complementary financial mar-
kets is essential to the development of the FX mar-
ket and brings additional benefits to the financial
system, including greater efficiency, completeness,
improved monetary policy transmission, competi-
tion, diversification, and operational efficiency.

The central bank can promote the appropriate envi-
ronment, assist in establishing the necessary con-
ditions and infrastructure, and take a number of
initiatives to help develop FX hedging and comple-
mentary markets. In certain cases a direct role for
the central bank might be beneficial, but the costs
and risks should be carefully considered.
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