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· No single exchange rate regime is right for all countries or at all times.  One size does not fit all.  The proper choice depends on the circumstances facing the country in question.

· The original logic of the optimum currency area continues to hold: a country or region is a better candidate for a fixed exchange rate if it is a very small open economy, highly integrated with its neighbors with respect to:

· trade,

· labor mobility

· fiscal flows, and

· business cycle synchronization.

· As a result of recent experience and the increasing importance of volatile financial markets, we now recognize some additional criteria.  (Argentina, for example, does not meet the traditional criteria for a fixed rate well.)  These additional prerequisites for giving up currency independence include initial conditions such as:

·  the level of reserves,

· the extent of dollarization in the private economy, and especially

· political willingness to sacrifice sovereignty in order to defeat inflation.

· Many developing countries have not been able to make effective use of monetary independence, so that the leading traditional argument for exchange rate flexibility is much diminished.  It is true that Latin American countries that link firmly to the dollar face flucutations in their interest rates that may not be appropriate for local macroeconomic conditions;  but those countries that link loosely to the dollar are often in an even more difficult position.  When US interest rates rise (or when global contagion is let loose by a crisis somewhere), countries that are loosely linked to the dollar experience even greater increases in interest rates than countries that are rigidly linked to the dollar.   In my estimates, the effect of an increase in the U.S. Fed funds rate is about 1-for-1 for currency-board countries like Hong Kong (maybe more for Argentina, less for Panama), and is several times greater than that for Mexico and Brazil.

· Firm institutional commitments like currency boards or dollarization are appropriate for some countries: 

· those with a desperate need to import monetary stability, attributable for example to a history of inflation, an absence of credible institutions, or unusual exposure to finicky investors.  A currency board also requires:

· the rule of law and 

· an adequate level of reserves.  

· A strong well-regulated banking system is always important.  

Those lacking the necessary conditions should not adopt extreme fixes.

· I do not subscribe to the hypothesis of the vanishing intermediate regime, if it is meant to apply to all countries.  It is true that increased financial integration is sharpening the choice between exchange rate stability and monetary independence.  It is also true that a country may need to retreat to a fully verifiable regime -- whether firm fixing or free floating -- when international investors lack confidence.  But intermediate regimes -- bands, crawling pegs, baskets, and even adjustable pegs -- are still appropriate for some countries.  The impression that only the extremes are viable may be because the grass looks greener in the corners of the pasture when you are standing in the middle.

· Just as no single currency arrangement is right for all countries, so no single arrangement is right for all time.  

· For example, an exchange rate target that helps a country stabilize from hyperinflation at one point in its history may need to be jettisoned speedily at a later point.  
· Moreover, such criteria as openness, cyclical synchronization, and so forth evolve over time, including as an endogenous reaction to the choice of regime itself.
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