
Overview

Inflation control was an essential element of re-
form programs in Latin America and also the one in
which achievements were most notable and endur-
ing. Yet the means used to achieve rapid, up-front re-
ductions in inflation—generally exchange rate-based
anchors for monetary policy—led to imbalances
over the longer term that increased countries’ vulner-
ability to financial crises. Such regimes would have
been sustainable only if a highly prudent approach
had been taken to fiscal policy, combined with ag-
gressive measures to increase the flexibility of prices
and wages and raise the share of external trade in
overall activity. In the event, reform programs in
these areas were inadequate, and the “hard” ex-
change rate regimes eventually failed in the midst of
financial turmoil. At the same time, these stabiliza-
tion plans may have been necessary to arrest very
high initial rates of inflation. They also left a legacy
of broad popular support for low inflation that likely
contributed to the successful implementation of sub-
sequent approaches to monetary management, no-
tably the inflation-targeting frameworks adopted in
Mexico and Brazil.

This section reviews the experience with monetary
stabilization in the region that began in the late 1980s
and early 1990s, with a focus on the implications of
exchange rate-based regimes for the results of reform
programs. It first discusses the background to the in-
troduction of monetary reforms and the influence this
subsequently had on the exchange rate strategies that
were taken in various countries, ranging from hard
exchange rate anchors to pursuit of informal inflation
objectives with a variety of intermediate targets. The
macroeconomic effects of exchange rate-based stabi-
lization plans are then described; in particular, we ex-
amine why cyclical expansions were observed in the
initial stages of the plans, while the costs were borne
later. The section then turns to the impact of inflexi-
ble exchange rate regimes on the implementation of
other aspects of policy, including fiscal consolidation
and trade opening. The eventual exit from inflexible
exchange rates and the transition to alternative
arrangements are then described. The section con-

cludes with a brief assessment of the increasing expe-
rience in the region with an inflation-targeting ap-
proach that responds to the lessons of the 1990s and
reviews the challenges that lie ahead in ensuring that
such an approach becomes entrenched.

Alternative Approaches to 
Monetary Stabilization

Background

Most Latin American economies experienced
chronic monetary instability during the 1980s, result-
ing in high and volatile inflation and plunging curren-
cies.77 Of the larger countries, none had an average
annual inflation rate of less than 20 percent during
the decade. Several experienced bouts of very high
inflation, defined as annual rates of over 100 percent
(Fischer, Sahay, and Végh (2002)), including Ar-
gentina, Bolivia, Brazil, Mexico, and Peru; Ar-
gentina, Brazil, and Bolivia experienced brief periods
of hyperinflation.78 Argentina had the most extreme
experience in the region, with an average inflation
rate of 350 percent during the decade, leading to con-
sumer prices increasing by a factor of more than 100
million. At the other end of the spectrum, Chile,
Paraguay, and Colombia witnessed relatively moder-
ate and stable inflation rates, which averaged 20–25
percent. In addition to the negative effect on overall
economic performance of high and volatile inflation,
wealth disparities were exacerbated, as the costs of
inflation fell disproportionately on the poor.79

Generally speaking, high inflation reflected rapid
monetary expansion, which, in turn, was caused by
central bank financing of large fiscal deficits. As dis-
cussed in Fischer, Sahay, and Végh (2002), although
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77See Pazos (1972) for a review of the longer history of mone-
tary instability in the region.

78Based on Cagan’s (1956) definition of hyperinflation “as be-
ginning in the month in which the rise in prices exceeds 50 per-
cent and ending in the month before the monthly rise in prices
drops below that amount.”

79See Mishkin and Savastano (2000).



international evidence on the link between deficits
and inflation is weak during periods of low inflation,
it becomes much more robust under high inflation.80

Figure 4.1 illustrates the relationship between cross-
country averages for fiscal deficits and inflation for
the major Latin American countries since 1980, di-
vided into periods before and after monetary stabiliza-
tion plans were introduced. (The timing of these plans
is indicated below.) There is a positive and statistically
significant relationship in the pre-stabilization period,
when inflation rates were high, consistent with “fiscal
dominance” of monetary policy.81 In contrast, the pat-
tern is less clear in the post-stabilization period, when

inflation was much lower.82 The change in the rela-
tionship reflects both reductions in fiscal deficits
themselves and increased scope for financing deficits
through debt, as opposed to money creation—at least
in the near term.

Monetary Regimes and Institutions

There was a need, as a part of overall economic re-
form programs launched in the late 1980s and early
1990s, to establish monetary frameworks that would
prevent fiscal dominance and underpin financial sta-
bility. Different approaches were taken to achieving
this goal, ranging from hard pegs to the U.S. dollar to
informal inflation targeting. Table 4.1 provides a cat-
egorization of monetary frameworks used for stabi-
lization that reflects an assessment of the relative im-
portance of exchange rates, inflation, and other
criteria in policymaking.83 Examples of stabilization
programs that were centered on an objective for the
exchange rate include Mexico’s pacto (1988), Ar-
gentina’s currency board (1991), Uruguay’s tablita
(1990), and Brazil’s real plan (1994).84 The top pan-
els in Figure 4.2 indicate that, except for Uruguay,
the introduction of exchange rate-based plans was as-
sociated with an abrupt halt in currency depreciation,
while Uruguay’s tablita involved a more gradual sta-
bilization. In all cases, short-term volatility in cur-
rency movements dropped sharply following the in-
troduction of exchange rate-based stabilization plans
(Table 4.2).
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80See also Catão and Terrones (2003) and Corbo (2000).
81The classic reference to long-run fiscal dominance is Sargent

and Wallace (1981).

82The regression in the pre-stabilization period yields a slope
coefficient of 23.5 with a t-statistic of 3.01, while the post-
stabilization coefficient is 0.014 with a t-statistic of 0.004. Ex-
cluding the extreme case of Bolivia in the pre-stabilization pe-
riod, which had a particularly large fiscal deficit of about 20 per-
cent of GDP, the slope coefficient is 35.2 with a t-statistic of 2.40.

83For countries with hard exchange rate targets, the classifica-
tions and timing in Table 4.1 generally correspond to the official
implementation of explicit regime changes. The classification of 
countries with informal inflation objectives is based on Corbo
(2000). Countries were defined as having “soft” exchange rate
objectives when the volatility of nominal exchange rate move-
ments was significantly greater than under hard exchange rate tar-
geting (Table 4.2).

Looking more narrowly at exchange rate regimes, as opposed
to the overall monetary policy framework, the literature on de
facto classifications includes Ghosh and others (1997), Calvo and
Reinhart (2000), Reinhart and Rogoff (2002), Levy Yeyati and 
Sturzenegger (2002a), and Bubula and Ötker-Robe (2002). For
the purposes of this study, one drawback to these classifications is
that they look only at exchange rate regimes as opposed to the
overall monetary framework. Frenkel (2003) also notes that the
conclusions of these studies are often contradictory and depend
on the criteria chosen.

84Bolivia is excluded from this classification because stabiliza-
tion was initially achieved in 1985–86 without an explicit ex-
change rate anchor. The crawling-peg system was introduced in
late 1986 after inflation had fallen sharply.
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Countries that opted for exchange rate-based sta-
bilization plans were generally those with the high-
est inflation rates and most volatile exchange rates in
the pre-stabilization period, although Peru is an ex-
ception (Table 4.2).85 The experience in Central
America was also quite different, as discussed in
Box 4.1. The high-inflation countries stood to bene-
fit even more than the others in the region from the
credibility afforded by a visible and easily monitored
link to an external anchor in the form of U.S. mone-
tary policy. At the same time, hard exchange rate tar-
gets were often not accompanied, at least in the first
instance, by explicit measures to limit fiscal deficits
or increase central bank independence (Table 4.3),
thereby jeopardizing the longer-term insulation of
monetary policy from fiscal dominance.86

The exception was Argentina, which introduced
constitutional reforms to increase the independence of
the central bank in early 1992, shortly after the cur-
rency board was introduced.87 In the other countries
that adopted exchange rate-based stabilization plans,
central bank reforms were introduced much later
(e.g., in Mexico) and/or they left central banks with
relatively low degrees of effective independence.

Other countries adopted approaches that assigned
a less important role to the exchange rate and instead
focused on an inflation objective. Examples are the
monetary regimes introduced in Chile (1989),
Colombia (1991), and Peru (1993).88 These arrange-
ments could not be characterized as full inflation tar-
geting as it is currently understood, partly because
they involved monitoring other variables—notably
monetary aggregates and/or the exchange rate—at
least in the short run. Yet an analysis of the way pol-
icy was implemented suggests that inflation devel-
opments were the primary determinant of policy ac-
tions.89 Interestingly, these countries, unlike most of

the countries that adopted explicit exchange rate ob-
jectives, also introduced measures to increase central
bank independence in conjunction with stabilization
plans.

For the other countries shown in Table 4.1—
specifically Ecuador, Paraguay, and Venezuela—the
timing of the introduction of stabilization plans and
the characterization of the exchange rate regime are
more ambiguous. Nevertheless, the evidence sug-
gests that these countries focused on the exchange
rate in setting policy, although control was less tight
than in countries that explicitly adopted exchange
rate-based stabilization, as reflected in greater short-
term volatility in exchange rates (see Table 4.2 and
Figure 4.2). Venezuela, in particular, experienced
episodes of discrete, sharp depreciations in the ex-
change rate that were not subsequently reversed.

Broadly speaking, then, countries with the highest
pre-stabilization inflation rates tended to opt for ex-
change rate-based stabilization plans, while those
with more moderate rates adopted inflation objec-
tives. Bolivia and Peru, however, stand out as coun-
tries that successfully reduced inflation from high
levels without using an exchange rate anchor, at least
initially. In any case, the frequent recourse to ex-
change rate-based stabilization may have reflected
the difficulty in credibly implementing inflation tar-
geting starting from triple-digit inflation rates, espe-
cially given that inflation targeting was not, at the
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Table 4.1. Monetary Stabilization Plans:
Objectives and Timing

“Hard” Exchange Rate Objective
Argentina Apr. 1991–Dec. 2001
Brazil Jul. 1994–Dec. 1998
Mexico Apr. 1988–Dec. 1994
Uruguay Nov. 1990–Dec. 2001

“Soft” Exchange Rate Objective

Ecuador Oct. 1992–Sep. 1998
Paraguay Apr. 1989–Dec. 2001
Venezuela Apr. 1989–Feb. 2002

Inflation Objective

Chile Oct. 1989–present
Colombia Jan. 1991–present
Peru Jan. 1993–present

Sources: For countries with hard exchange rate targets, the
classifications and timing generally correspond to the official im-
plementation of explicit regime changes. The classification of
countries with informal inflation objectives is based on Corbo
(2000). Countries were defined as having “soft” exchange rate
objectives when the volatility of nominal exchange rate move-
ments was significantly greater than under hard exchange rate
targeting (Table 4.2).

85The choice of exchange rate regime in stabilization plans is
discussed in Edwards (1998) and Gould (1996). Interestingly, these
studies generally argue that a history of high inflation is associated
with the choice of money-based stabilization as opposed to ex-
change rate-based stabilization, which seems to be at odds with the
experience in Latin America in the late 1980s and early 1990s.

86In terms of fiscal measures, Brazil is an exception, since its
primary surplus in 1994 reached 5.1 percent of GDP. Both 
Jácome (2001) and Gutiérrez (2003) find evidence that greater
central bank independence is associated with better inflation per-
formance in Latin America.

87Of course, subsequent developments underscore the fact that
institutional arrangements of this nature do not offer complete
protection against the failure of monetary regimes.

88For Peru, the beginning of the stabilization effort could also
be dated from mid-1990, with the election of Alberto Fujimori’s
government; specific inflation objectives were not introduced
until the beginning of 1993.

89See Mishkin and Savastano (2000) for a discussion of this
issue. Corbo (2000) analyzes econometrically the response of
these countries’ policies to various factors, supporting the view
that they behaved as inflation targeters.



time, well established internationally as a monetary
policy regime. Exchange rate anchors yielded rapid,
up-front reductions in inflation. They also tended to
produce initial cyclical upswings in activity, rein-
forcing the immediate attractiveness of the ap-
proach. Absent viable exit strategies over the longer
term, however, and without clear frameworks to pre-
vent eventual fiscal dominance, the durability of
these exchange rate-based stabilization plans was
jeopardized.

Macroeconomic Impact of Exchange
Rate-Based Stabilization Plans

Inflation

Inflation tended to come down much more
quickly under explicit exchange rate-based stabi-
lization plans than under inflation targeting (Fig-
ure 4.3). In Argentina, inflation was reduced from
more than 700 percent at the beginning of 1991 to
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less than 10 percent by mid-1993, less than two years
after the currency board was introduced. In Mexico,
inflation fell from 180 percent at the beginning of
1988 to less than 20 percent by April 1989, one year
after the pacto came into effect. And Brazil’s infla-
tion rate plunged from more than 3,000 percent in
1994 to single digits by the end of 1996, less than
two years after the real plan was introduced. These
rapid declines in inflation are consistent with interna-
tional evidence that the inflationary process lacks in-
ertia when inflation reaches very high levels (Fischer,
Sahay, and Végh, 2002).90

In Chile and Colombia, in contrast, inflation
started from much lower levels. In Chile, inflation

stood at about 25 percent in 1990 but did not decline
to single digits until late 1994, five years after stabi-
lization began. In Colombia, as noted previously,
progress in inflation reduction was modest through
much of the 1990s; and it was not until mid-1999, or
nine years after the plan was introduced, that infla-
tion fell below 10 percent.91 In Peru, the initial stabi-
lization process without an inflation target was quite
rapid, as inflation fell from more than 10,000 per-
cent in mid-1990 to 56 percent by the end of 2002. It
did not, however, reach single digits until early
1997.

The evidence, then, suggests that the exchange
rate-based stabilization plans likely had a significant
and rapid effect on near-term inflation expectations,
in spite of past failures in the region. In countries
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Table 4.2. Pre- and Post-Stabilization Inflation and Exchange Rate Developments

Pre-Stabilization1 Stabilization Period2
__________________________________ __________________________________

Exchange Exchange
Growth in Rate Growth in Rate

Inflation REER Volatility3 Inflation REER Volatility3

“Hard” Exchange Rate Objective

Argentina 374.0 –1.7 20.8 2.9 2.7 0.1
Brazil 478.3 0.8 10.4 11.1 4.2 1.9
Mexico 76.7 –4.4 7.5 15.9 3.3 0.9
Uruguay 61.8 –4.1 7.1 28.4 5.1 1.4
Unweighted average 241.0 –2.4 11.5 14.6 3.8 1.1

“Soft” Exchange Rate Objective

Ecuador 38.3 –6.8 5.6 29.6 4.3 2.9
Paraguay 19.5 –7.9 7.7 15.1 0.0 5.1
Venezuela 19.6 –6.4 7.9 41.5 2.5 8.6
Unweighted average 25.8 7.0 7.1 28.7 2.3 5.5

Inflation Objective

Chile 20.5 –5.8 3.1 9.0 –0.1 2.0
Colombia 24.2 –3.3 0.7 14.4 –2.1 2.5
Peru 251.4 7.8 22.5 6.4 0.2 1.1
Unweighted average 98.7 –0.4 8.8 8.9 –0.7 1.9

Not Classified4

Bolivia 487.0 –2.2 43.2 26.0 –7.6 0.6

Sources: IMF, International Financial Statistics; and IMF staff calculations.
Note: REER denotes the real effective exchange rate.
1Defined as 1980M1 until the last month before stabilization plans began (see Table 4.1).
2Defined as the period extending from when the stabilization plans were introduced until they ended (see Table 4.1).
3Standard deviation of monthly log changes in the exchange rate vis-à-vis the U.S. dollar.
4See discussion in the text.

90At the same time, it may be surprising that the plans enjoyed
sufficient credibility to bring down inflation quickly, given the ex-
tensive and unsuccessful track record of exchange rate-based sta-
bilization plans in the region. See Edwards (2000) for a discus-
sion of the experience in the 1970s and Pazos (1972) for a longer
historical perspective. The difference may have been that these
plans were introduced in the context of more comprehensive ef-
forts to correct deficiencies in fiscal and monetary policies.

91As discussed below, Mexico had a similar experience of slow
disinflation after adopting an informal inflation objective follow-
ing the 1994–95 crisis; Brazil, in contrast, made the transition to
formal inflation targeting in 1999 without a sustained period of
double-digit inflation.



that adopted inflation objectives, in contrast, there
was little indication of significant, front-loaded cred-
ibility gains. This is consistent with the wider expe-
rience with inflation targeting, which indicates that
monetary policy credibility has to be earned by good
observed performance after inflation-targeting
regimes are introduced.92

Exchange Rates and Interest Rates

Although inflation came down quickly in coun-
tries that adopted exchange rate-based stabilization,
it did not decelerate rapidly enough to avoid appreci-
ation of the real exchange rate. As shown in Fig-
ure 4.4, countries that adopted exchange rate-based
stabilization generally experienced significant real
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Box 4.1. Exchange Rate Experience in Central America

During the 1990s, most of Central America pursued
some form of fixed exchange rate regime. Costa Rica,
Honduras, and Nicaragua adopted crawling pegs, while
El Salvador relied on a fixed peg, which, in 2001, cul-
minated in formal dollarization, making it the second
country in Central America—along with Panama—in
which the U.S. dollar is legal tender. Guatemala relied
on a managed float, but one with relatively limited ex-
change rate volatility. Despite the adoption of exchange
rate-based anchors, Central America’s monetary
regimes managed to withstand a number of adverse ex-
ternal shocks—including devastating hurricanes, earth-
quakes, and a sustained fall in the price of one of the re-
gion’s most important commodities (coffee)—without
major disruptions. (See figure.) This raises the question
of whether the initial conditions in Central America
differed from those in other Latin American countries
and whether the reliance on fixed exchange rate sys-
tems was complemented by positive institutional devel-
opments and increased flexibility in factor markets, es-
pecially labor markets.

In contrast with much of Latin America, initial an-
nual inflation rates in Central America were more mod-
est, ranging from about 8 percent in Honduras to 
27 percent in Costa Rica during the 1980s.1 Conse-
quently, the use of U.S. dollar-based exchange rate an-
chors in Central America was primarily a reflection of
the relatively small size of the countries and their
strong dependence on the U.S. economy, rather than an
instrument to bring inflation down quickly. In addition
to being their most important trading partner, the
United States was a major source of income owing to
remittances received from workers. For example, dur-
ing the 1990s, remittances reached, on average, 12 per-
cent of GDP in El Salvador and 3 percent of GDP in
Honduras. These close links to the United States also
contributed, at least partly, to the high degree of dollar-
ization of their banking systems.

During the 1990s, the reliance on exchange rate pegs
in Central America was supported by a strengthening of
institutions, including increased central bank indepen-
dence and the curtailment of central bank financing of
government activities. Also, Central America made
progress in reducing fiscal deficits and public sector
debt, although reconstruction efforts in the aftermath of
natural disasters resulted in setbacks.2 Although labor
markets in El Salvador were quite flexible, overall im-
provements in labor market flexibility lagged; the re-
gion profited substantially, however, from its proximity
to the United States, and, in many respects, the U.S.
labor market acted as a shock absorber.

1The only exception was Nicaragua, which experienced
substantially higher inflation rates during both the 1980s and
the first half of the 1990s.

2At the end of 2002, Central America’s average debt-to-
GDP ratio amounted to about 55 percent, compared with an
average of about 60 percent of GDP in South America.

92See, for example, Almeida and Goodhart (1998) and
Bernanke and others (1999). Brazil’s experience in 1999 is
somewhat unique, in that the initial level of inflation was very
low (1.7 percent through 1998). The challenge for the inflation-

targeting framework, then, was to contain inflation in the face of
a large exchange rate depreciation as opposed to engineering a
disinflation process.
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exchange rate appreciation in the starting years of
the plans, in contrast to what occurred in countries
that adopted inflation objectives.93 In some coun-
tries, such as Mexico and Uruguay, the initial level
of the real exchange rate was relatively depreciated
from a historical perspective; thus, a component of
this appreciation reflected a return to more typical
levels. Brazil’s stabilization began with a real ex-
change rate that was similar to the historical average,
while Argentina introduced the currency board at a
real exchange rate level that was significantly appre-
ciated compared with those prevailing in the
1980s.94 By the time of the collapse of its currency
board, Argentina’s real effective exchange rate had
appreciated by some 60 percent relative to the
1980s, seriously undermining the country’s competi-
tiveness. Countries that had informal inflation objec-
tives tended to avoid substantial real appreciations
through the use of crawling exchange rate bands that
were adjusted in response to inflation developments.
For Chile, the imposition of controls on capital in-
flows may also have played a role.

Nominal interest rates also came down quickly in
countries that adopted exchange rate-based stabiliza-
tion. A dramatic example was Argentina, where
money market rates fell from about 250 percent at
the beginning of 1991 to 20 percent by the end of the
year; in Brazil, rates fell from 7,000 percent in early
1994 to 56 percent by the end of the year.95 Access
to foreign capital also expanded rapidly with the sta-
bilization of the exchange rate and improved in-
vestor confidence in the overall direction of the gov-
ernment’s reform programs.

Business-Cycle Dynamics

Low domestic interest rates, the availability of for-
eign capital, and the apparent lack of risk of borrow-
ing in foreign currency created a favorable environ-
ment for debt-financed spending. Cycles resulted
that were typical of those observed in other coun-
tries, inside and outside the region, under exchange
rate-based stabilization.96 Box 4.2 summarizes the
experience with such programs in Latin America and
discusses alternative explanations for the stylized
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Table 4.3. Latin America: Increases in Central Bank Independence

Central Bank
Monetary Law or Index of

Stabilization Constitution Central Bank
Introduced Changed Independence1

“Hard” Exchange Rate Objective

Argentina April 1991 September 1992 18.5
Brazil July 1994 June 1999 12.0
Mexico April 1988 April 1994 16.0
Uruguay November 1990 March 1995 12.5

“Soft” Exchange Rate Objective

Paraguay April 1989 June 1995 10.5
Venezuela April 1989 December 1992 9.5

Inflation Objective

Chile October 1989 October 1989 16.5
Colombia2 January 1991 August 1991 15.0
Peru January 1993 January 1993 17.0

Source: Jácome (2001).
1Following changes in the law; the higher the index, the more independent is the central bank.
2Corresponds to the date when the new, independent central bank board was appointed.

93If the starting point of monetary stabilization for Peru is in-
stead dated at August 1990, when the “Fujishock” program was
introduced, the real effective exchange rate would have depreci-
ated about 20 percent during the period shown in Figure 4.4.

94The consumer price index (CPI)-based real effective ex-
change rates of Mexico and Uruguay were, respectively, about 
20 percent and 25 percent below the average of the 10 years pre-
ceding stabilization, while Argentina’s exchange rate was about 
30 percent above the comparable level.

95Although it would also be desirable to look at the evolution of
real interest rates, it is difficult, in practice, to construct reliable
estimates of inflation expectations given the high degree of finan-
cial volatility during the transition to stabilization.

96References to the typical cycle associated with exchange rate-
based stabilization include Végh (1992), Calvo and Végh (1999),
and Kiguel and Liviatan (1992).



facts. In particular, growth in output initially in-
creased, fueled by higher private consumption
spending.97 The trade balance tended to deteriorate
as the real exchange rate appreciated, and capital in-
flows surged.

These developments were unsustainable, as re-
flected in a rising ratio of external debt-servicing pay-
ments to exports.98 But reversing these trends without
changing the nominal exchange rate would have re-
quired a sharp contraction in domestic spending and
an associated decline in the domestic price level to re-
store competitiveness. Few countries have managed
this transition successfully, especially in an environ-
ment of high international capital mobility. Instead,

Latin American countries displayed the more typical
pattern of persistent external deficits combined with
domestic recession, notably in Argentina from 1999
through 2001. In the absence of either a viable strat-
egy for a controlled exit from these regimes or any
scope for fiscal policy to actively support demand, the
outcome was a self-reinforcing loss of confidence in
financial markets and eventual crisis.99 It is striking
that all of the countries that adopted exchange rate-
based stabilization ended up abandoning the policy
framework during financial turmoil, while none of the
countries that adopted informal inflation targeting ex-
perienced similar outcomes.

When crises hit, they were particularly damaging,
given high levels of informal dollarization, particu-
larly in Argentina and Uruguay. Although the emer-
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97It is notable that business investment was typically not a dri-
ving force, perhaps reflecting underlying weaknesses in reform
plans that failed to instill longer-term confidence.

98This assessment, of course, is easier to make in hindsight. As
discussed in Section II, there was a view at the time that higher
potential owing to the reforms would allow countries to service
debt more easily over the longer term. There was also an expecta-
tion that trade liberalization would lead to more rapid export
growth than actually occurred, as is discussed in Section VII.

99Designing a viable exit strategy would have presented its own
challenges. The relevant issues are discussed in Eichengreen and
Masson (1998), who observe that exit from a fixed exchange rate
is easier when financial conditions are stable. Yet this is also the
environment in which the motivation for abandoning the ex-
change rate anchor is least compelling.
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Macroeconomic Impact of Exchange Rate-Based Stabilization Plans

gence of informal dollarization had initially been as-
sociated with financial volatility prior to stabilization,
it continued even after stabilization had been
achieved. Indeed, further informal dollarization of lia-
bilities was often encouraged by an environment of
exchange rate stability, which obscured the risk that
exchange rate movements posed for balance sheets
(see Section VI).100 When exchange rate targets were
eventually abandoned, borrowers in foreign currency
(including governments) experienced sharp increases
in the domestic currency value of debt and debt-
servicing payments. As creditworthiness worsened
and financing dried up, pressures on the exchange rate
were exacerbated, leading to a self-reinforcing plunge
in currencies.

Role of Capital Controls

Given the absence of flexibility to conduct coun-
tercyclical monetary policy, avoiding this typical
cycle under exchange rate-based stabilization would
have required a combination of firm fiscal discipline
from the outset, significant increases in wage and
price flexibility, and concerted trade opening—none
of which were observed in practice. Another sup-
porting measure could have been controls on capital
inflows to limit the buildup in external debt and the
appreciation of the real exchange rate. Chile and
Colombia both adopted “price-based” capital con-
trols in the form of unremunerated reserve require-
ments on short-term inflows.101

There is an extensive but inconclusive literature
on the success of Chile’s strategy in insulating the
economy from swings in foreign financing, as criti-
cally surveyed in Nadal-De Simone and Sorsa
(1999). In any event, it is clear that attempts to evade
controls created problems that had to be addressed
by tightening their application over time. Although
there is disagreement on whether controls sheltered
Chilean monetary policy from external influences,
most observers agree that they lengthened the matu-
rity of foreign inflows (De Gregorio, Edwards, and
Valdes, 2000).102 Given that the level of short-term

external debt is one of the most robust predictors of
financial crises, the controls likely helped to “crisis
proof” the Chilean economy, even if they did not fa-
cilitate an independent monetary policy.103 There has
been less formal analysis of the Colombian experi-
ence, but, again, the results are conflicting. Ocampo
and Tovar (2003) conclude that controls both re-
duced the volume of inflows and increased their ma-
turity, while Cárdenas and Barrera (1997) and Cár-
denas and Steiner (2000) arrive at the opposite
conclusion.

Whether controls on capital inflows would have
similarly helped to crisis proof other countries in the
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100Martinez and Werner (2002) provide firm-level evidence for
Mexico that the foreign exchange exposure of corporations in-
creased during the period of exchange rate-based stabilization.

101Agosín and Ffrench-Davis (2001) discuss Chile’s experi-
ence. Controls were instituted in 1991 with a reserve requirement
of 20 percent. The rate was raised to 30 percent a year later, re-
duced to 10 percent during the Asian crisis, and eventually elimi-
nated in 1998. Ocampo and Tovar (2003) analyze the Colombian
case. Controls in the form of compulsory deposits were in place
from 1993 to 2000, with deposit rates that varied over time from
10 percent to almost 100 percent and also depended on the matu-
rity of the inflow.

102Le Fort and Budnevich (1996) and Le Fort and Lehmann
(2003) argue that more scope was provided for policy indepen-
dence, while De Gregorio, Edwards, and Valdes (2000) find little 

evidence of such an effect. Espinosa, Smith, and Yip (2000) pro-
vide a theoretical framework for how capital controls can reduce
economic volatility and raise growth.

103On the role of short-term external debt in predicting finan-
cial crises, see Radelet and Sachs (1998); Berg and Patillo (1999);
and Berg, Borensztein, and Pattillo (1999).
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Box 4.2. Cyclical Impact of Exchange Rate-Based Stabilization Plans

The boom-bust cycle associated with several ex-
change rate-based stabilization programs in Latin
America is illustrated in the panels in the accompanying
figure. Strong initial output growth is led by a consump-
tion boom, particularly in durable goods. Inflation falls
quickly, but not by enough to avoid appreciation of the
real exchange rate. The trade balance deteriorates and
capital inflows increase, leading to a rising ratio of ex-
ternal debt-servicing payments to exports. As the initial
boom in consumption wanes, GDP growth falls sharply
in the third and fourth years after stabilization. Revers-
ing this cycle without making adjustments in the nomi-
nal exchange rate would require substantial flexibility
of domestic wages and prices to bring the real exchange
rate back to its original level—or possibly even lower to
compensate for higher debt-servicing payments.

This pattern of effects under exchange-rate based
stabilization is not unique to Latin America. Cross-
country analysis—including Israel (1986) and Turkey 

(1995)—indicates similar behavior.1 What accounts for
the boom-bust cycle under exchange rate-based stabi-
lization? Alternative hypotheses have been proposed:2

• Wealth effects: The decline in inflation reduces the
inflation tax on households and firms, increasing
wealth and thus boosting spending (Kimbrough,
1986). The problem with this explanation is that it

1In contrast, Gould (1996) argues that money-based and ex-
change rate-based stabilizations have similar output effects
after controlling for past inflation and reserve levels. His re-
sults are sensitive to the choice of timing of stabilization,
however. More generally, his model is based on the view that
countries with high past inflation choose money-based stabi-
lization, contrary to the stylized facts in Latin America since
the mid-1980s.

2For reviews of this literature, see Rebelo and Végh (1995)
and Fischer, Sahay, and Végh (2002).
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is difficult to obtain effects as large as those ob-
served in the data, especially if it is assumed that
the government “rebates” the inflation tax to the
public in the pre-stabilization period.

• Imperfect credibility and intertemporal substitution:
If stabilization plans are not fully credible, house-
holds may shift consumption from the future to the
period when the plan is in place, thus reducing trans-
action costs associated with the inflation tax (Calvo,
1986; Calvo and Végh, 1993; and Mendoza and
Uribe, 1999). As for wealth effects, however, it is
difficult to generate a significant impact unless the
intertemporal elasticity of substitution is well above
typical estimates (Reinhart and Végh, 1995).

• Inflation stickiness: Introducing inflation stickiness
helps to explain why real interest rates may be quite
low at the beginning of these plans, as well as why
the real exchange rate tends to appreciate (Rod-

riguez, 1982; Celasun, 2003)). The difficulty here is
how to motivate inflation stickiness when inflation is
actually often observed to drop very sharply when
stabilization plans are introduced.

In short, there are drawbacks to each of these expla-
nations considered individually. More recently, how-
ever, Burstein and others (2003) have shown that the
presence of distribution costs in the traded-goods sector
can substantially increase the predicted impact of ex-
change rate-based stabilization arising from these fac-
tors, especially for the real exchange rate. This feature
allows them to closely mimic the effects of the 1991
stabilization plan in Argentina, even in a model in
which stabilization is perfectly credible. In practice, a
combination of the above factors has probably played a
role in most experiences with exchange rate-based sta-
bilization, and collectively they appear capable of ex-
plaining the main stylized facts.
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region during the 1990s is difficult to assess. Chile’s
controls, for instance, were implemented in the con-
text of a robust, preexisting institutional structure for
monitoring financial flows that was not available in
some other countries. Continuing efforts were also
needed to ensure broad coverage of the controls to
maintain their macroeconomic effectiveness and
minimize microeconomic distortions. Finally, Chile’s
controls were viewed as a supporting measure for
sound monetary, exchange rate, and fiscal policies;
and even their proponents agree they would not have
been effective absent sound policies in these areas.
Beyond implementation issues, there is the more
general question of whether short-term capital in-
flows were perceived as a problem by other countries
in the region. Indeed, many governments were them-
selves actively issuing short-term external debt, since
they viewed strong foreign demand for these instru-
ments as an indication of confidence in their policy
regimes. In the event, it seems that both weak imple-
mentation capacity and absence of will presented ob-
stacles to the introduction of controls on capital in-
flows elsewhere in the region.

Effects on Other Elements of 
Reform Programs

As discussed above, exchange rate-based stabiliza-
tion plans had immediate benefits in terms of reduc-
ing inflation and stimulating demand. Medium-term
sustainability, however, was more difficult to achieve
in an environment of decreasing competitiveness and
rising external debt. These plans also tended to affect
policy implementation in other areas, including fiscal
consolidation and trade opening.

Regarding fiscal consolidation, it was generally
understood from the outset of stabilization plans that
budgetary restraint would be necessary to sustain in-
flexible exchange rate regimes. Yet immediate, tan-
gible incentives to consolidate fiscal positions were
absent, or even perverse, under exchange rate-based
stabilization. As discussed in Section III, expanded
access to external finance lowered borrowing costs,
especially in foreign currencies, which, in turn, en-
couraged greater debt issuance along with a shift to
riskier short-term external financing. Given uncer-
tainties about the willingness of governments to take
further consolidation measures, it was difficult to as-
sess whether “fiscal dominance” had, indeed, been
avoided. In any case, the immediate financing envi-
ronment under exchange rate-based stabilization did
not encourage prudence.104

The second feature that undermined fiscal disci-
pline was the lack of scope for countercyclical mon-
etary policy implied by inflexible exchange rate
regimes to offset the contractionary effects of fiscal
consolidation on activity. This was not a major prob-
lem in the initial stages of stabilization, when output
growth tended to be robust owing to strong growth in
private domestic demand. It became more problem-
atic later, however, when the initial boost to private
demand faded and markets began to question the
sustainability of fiscal policy, causing sovereign
yield spreads to rise. Opportunities to take credible
fiscal policy initiatives to address these doubts be-
came very limited, since fiscal contraction would
have undermined activity further.

As is discussed in Section VII, trade opening may
also have been hindered by inflexible exchange rates.
Without scope for adjustments in nominal exchange
rates, the relative price changes needed to adapt to
trade liberalization had to come about through move-
ments in domestic prices and wages.105 Since these
markets remained inflexible, the adjustment process
was slow and export growth was suppressed. With
exports stagnating relative to overall activity and
falling relative to interest payments on external debt,
the ability of these economies to adapt to shocks was
undermined.

Another area in which inflexible exchange rates
may have had indirect spillovers was the financial
sector. Specifically, there was a tendency during the
1990s for informal dollarization to rise in Latin
American economies that had inflexible exchange
rate regimes. As is discussed in Section VI, low ob-
served exchange rate volatility may have suppressed
the risks arising from the associated currency mis-
matches, encouraging the informal dollarization of
liabilities.106 The result was to increase vulnerabili-
ties in the financial sector, which exacerbated crises
when these exchange rate regimes were eventually
abandoned.

Exit and Regime Change

Almost all of the exchange rate-based stabilization
plans culminated in financial crises and forced exits
to more flexible regimes. Mexico was first, with its
tequila crisis of 1994–95, followed by Brazil (1999),
Argentina (2001), and Uruguay (2002).107 Ecuador,
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104On the general issue of why fiscal prudence may not be pro-
moted by exchange rate-based stabilization, see Tornell and Ve-
lasco (1995, 1998).

105In particular, a decline in domestic prices was needed to off-
set the decline in the domestic prices of imported goods associ-
ated with a reduction in trade barriers.

106See Cuevas and Werner (2003) for evidence on liability dol-
larization in the Mexican corporate sector.

107In this context, Hamann and Prati (2002) find that exchange
rate anchors enhance the probability of a successful disinflation 



Lessons, Policy Responses, and Challenges

although classified here as having a “soft” exchange
rate objective, also experienced a financial crisis in
1999, but it exited instead to a more rigid relationship
by adopting formal dollarization. In contrast to these
crisis-driven exits, the countries that pursued infor-
mal inflation targeting during the 1990s—Chile,
Colombia, and Peru—managed to achieve gradual
transitions to more formal inflation-targeting regimes
without experiencing sharp volatility in exchange
rates or inflation.

These financial crises were generally associated
with sharp declines in activity, with the impact often
being exacerbated by belated attempts to counteract
market pressures made in the period immediately
before the crisis. Examples are Mexico’s issuance of
Tesobonos in 1994 and Argentina’s forced debt re-
structuring in 2000–2001. What is perhaps more sur-
prising is that the financial volatility accompanying
these crises did not presage a quick return to the
triple-digit inflation rates of the 1980s. In Mexico,
for instance, inflation averaged 50 percent in the 12
months following the collapse of the exchange rate
at the end of 1994 and then decelerated steadily back
to single-digit levels in the context of a floating ex-
change rate regime and an announced objective for
inflation.108 Formal inflation targeting was intro-
duced in 2000, with the target gradually being low-
ered to 3 percent in 2003.

Brazil’s experience with abandoning an inflexible
exchange rate anchor in 1999 is another striking
break from the region’s past experience of a return to
hyperinflation. Despite depreciation in the real of al-
most 60 percent through 1999, inflation averaged
under 10 percent that year and remained in single
digits until late 2002.109 In Argentina, in spite of a
plunge in the exchange rate to about one-third of its
pre-crisis value in 2002, inflation peaked at only
about 40 percent.

Lessons, Policy Responses, and
Challenges

It seems, then, that the underlying dynamics of in-
flation in the region were altered by the experience of

the 1990s. Inflation expectations appear to have be-
come better anchored; and, in a related development,
the pass-through of exchange rate changes to inflation
has declined. These developments provide support for
the view that exchange rate-based stabilization plans,
while not in themselves sustainable in the context of
the structures of these economies and other policies,
set the stage for establishing the credibility of sus-
tained low inflation in the region. Much credit goes to
the progressive introduction of more flexible policy
responses in the region that have sustained low infla-
tion despite the market pressures and financial crises
of recent years. In many countries, the inflation-
targeting approach has provided the basic framework
underlying these responses and, in most cases, the
greater constitutional or de facto autonomy of central
banks has been fundamental in providing credibility
for the commitment to low inflation.

The recent experience with inflation targeting in
Latin American countries—including Brazil, Chile,
Colombia, Mexico, and Peru—has been promis-
ing.110 As shown in Figure 4.5, inflation has gener-
ally been kept in line with targets in these countries:

• Mexico’s experience with a flexible exchange
rate and inflation targeting is discussed in detail
in Cuevas and Werner (2003). They conclude
that growth in trade and foreign investment has
not been undermined by exchange rate flexibil-
ity, although it has had the desirable effect of 
reducing informal dollarization of corporate lia-
bilities. At the same time, movements in the
nominal exchange rate have been important in
allowing adjustments to changing competitive-
ness without abrupt internal adjustments. Mone-
tary policy has been used flexibly to provide
countercyclical support for activity in times of
internal and external weakness.

• In Brazil, the relatively new inflation-targeting
regime (adopted in 1999) was severely tested in
the context of the political transition in 2002– 
2003, and associated market pressures and
shocks. The regime has worked well to guide ex-
pectations, minimize slippages from original tar-
gets, and bring inflation rapidly down by the end
of 2003, thereby enabling policy-determined in-
terest rates in Brazil to return relatively quickly
to levels below those prevailing before the crisis
in market pressures occurred in 2002.

• These generally favorable experiences under in-
flation targeting point to the viability of monetary
policy strategies that focus on the ultimate objec-
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strategy. Their evaluation period, however, extends only three
years after the beginning of the disinflation. Thus, the stabiliza-
tions in Argentina (1991), Mexico (1989), Uruguay (1992), and
Ecuador (1994) are judged to have been successful, even though
they eventually ended in crisis.

108See Berg and others (2003) for a review of monetary
regimes following financial crises, including Mexico (1994),
Brazil (1999), and Ecuador (1999). The Mexican experience is
described in more detail in Carstens and Werner (1999).

109See Belaisch (2003) for a discussion of why inflation pass-
through may have been low in Brazil during this episode.

110About twenty countries worldwide have adopted inflation-
targeting regimes, demonstrating a trend that is likely to continue.
Argentina is also preparing to implement inflation targeting.



IV MONETARY AND EXCHANGE RATE REGIMES

tive of keeping inflation low while allowing ex-
change rates to be determined by market forces—
an outcome that was not evident when the initial
stabilization plans were introduced in the late
1980s and early 1990s.111 These approaches, sup-
ported by growing policy credibility, have also al-
lowed monetary policy to play a more active
countercyclical role in recent years.112

It is important to recognize that the inflation-
targeting approach is still evolving in Latin America,
even in countries where it has operated for some
time, and that lessons are still being learned from its
implementation. Thus, there are still challenges to

ensuring that the approach becomes entrenched.
Meeting these will require efforts extending well be-
yond countries’ central banks. As is well known,
full-fledged inflation targeting is based on several
important pillars, many of which are more challeng-
ing for emerging market countries—including those
in Latin America—to construct than for the indus-
trial countries in which the approach originated.
Among the enabling conditions for the approach are
the absence of fiscal dominance and the presence of
a well-established macroeconomic framework, pol-
icy instrument independence, and a sound and devel-
oped financial system. In addition, countries in Latin
America are generally more vulnerable to shocks
than their industrial country counterparts and may
face more difficult trade-offs between output and in-
flation—especially in deciding upon the time frame
within which to adjust to shocks—both of which add
to the challenges they face in implementing inflation
targeting. Although inflation targeting has generally
been conceived in the context of a flexible exchange
rate regime, recent thinking suggests that it can still
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111Ho and McCauley (2003) analyze how exchange rate move-
ments have been incorporated in inflation-targeting frameworks
in emerging market economies. Other recent analyses of inflation
targeting and exchange rate policy in emerging markets include
Schaecter, Stone, and Zelmer (2000); Williamson (2000); Rojas-
Suarez (2003); and Goldstein (2002).

112Ortíz (2002) discusses the recent experiences with counter-
cyclical monetary policy in Mexico and Chile.
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play a role in countries that are unwilling to let the
exchange rate float freely.113

Despite these concerns, it is important to note that
most countries that have adopted inflation targeting
have been able to phase in—sometimes over an ex-
tended period—the conditions needed for effective,
full-fledged inflation targeting.114 For example,
among industrial countries, the Bank of England
adopted inflation targeting well before gaining in-
strument independence. Most central banks have
gradually improved their policy transparency and the
sophistication and dissemination of their inflation
forecasts. Indeed, a country is more likely to put in
place the enabling conditions—which are needed in
any case for sound monetary policy—once it has
adopted inflation targeting, so there seems to be an
important, mutually reinforcing process involved.

Thus, countries in Latin America are making
steady progress in creating the conditions necessary
for full-fledged inflation targeting. Given their coun-
tries’ history of higher and more variable rates of in-
flation, and concern about their greater vulnerability
to monetization of government debt, policymakers in
Latin America have been working toward formal in-
stitutional frameworks that extend central bank au-
tonomy and restrict or prohibit central bank financ-
ing of government deficits. Many central banks are
also enhancing their analytical capacities and mak-
ing their operations and decision-making processes
more transparent. For example, some central bank
inflation reports now feature greater emphasis on
forward-looking analyses of inflation (in Colombia
and Argentina, among others). Carrying these efforts
to completion is an important challenge for the re-
gion, especially in ensuring that central bank laws
clearly assign monetary responsibility to senior bank
officials, and provide central banks with appropriate
objectives, incentives for good performance, and op-
erational independence.

Nevertheless, conditions in emerging market coun-
tries—including those in Latin America—continue to
pose special challenges for ensuring that full-fledged
inflation targeting becomes entrenched. First, there
may be considerable pressure to suspend inflation
targets and resist bringing inflation down, particu-
larly when growth is weak. Second, continued fiscal
dominance still creates a risk, although, as explained
in Section III, countries in the region have renewed

their commitment to establishing stronger fiscal insti-
tutions that would keep fiscal policy in check. Third,
a high degree of informal dollarization is also poten-
tially a problem, notably because it might induce
central banks to try to prevent sharp exchange rate
fluctuations that could undermine adherence to the
inflation objective. Fourth, even in countries without
high dollarization, central banks may be sensitive to
movements in the exchange rate, making it more dif-
ficult to establish and maintain the credibility of the
approach. To some extent, these dilemmas can be ad-
dressed by recognizing that inflation targeting still al-
lows policymakers some room to consider short-term
trade-offs with other objectives and deciding upon
the extent of flexibility to accommodate within the
approach (i.e., to avoid being “inflation nutters” as
described by Mervyn King).

In concluding this section, there is much reason
for optimism about the recent transition in Latin
America to more robust approaches to sustaining
low inflation. The experience already gained has
shown that inflation targeting, combined with ex-
change rate flexibility, presents a viable and robust
monetary regime for countries in the region. The
durability of the “constrained discretion” implied by
these inflation-targeting regimes remains to be fully
tested, however, given their relatively short histories.
Successful implementation also requires strong in-
stitutional autonomy and capacities of the sort that
the region’s many central banks are striving to put in
place. The IMF is closely engaged in helping its
member countries with the development of these
new institutional structures.
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