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Summary

This paper surveys issues relating to the official management of
foreign exchange, including the choice of an exchange rate regime and of
systems to restrict exchange and trade. It considers the interaction of
policies to encourage flexibility in exchange rate regimes and of
policies to liberalize restrictions, noting that the one set of policies
is the obverse of the other.

Issues of the practicality of the various arrangements, as well as
of their political economy, are emphasized. Currency pegs do not avoid
exchange rate variability, first, because they must be adjusted from
time to time and, second, because pegged currencies float against
currencies outside the peg. Pegging does, however, lead to incentives
for arbitrage against the parallel or black market exchange rate.
Exchange and trade controls have proven increasingly ineffectual in
preventing this arbitrage. Most of the countries experiencing massive
capital flight in this decade have had in place exchange controls on
capital outflows. Similarly, import restrictions have not prevented
smuggling. Moreover, end-users often pay for imported goods not at the
official rate, but at the parallel or black market rate, so that the
closed and inflexible systems are ineffective in achieving their
declared objectives of distributing income more equitably or of reducing
inflation. The paper offers evidence that countries with single
currency pegs in particular have had a higher incidence of external
payments arrears.

These difficulties have induced an increasing number of developing
countries to opt in recent years for flexible exchange rate regimes and
open exchange and trade systems In 1986-87, developing countries made
twice as many liberalizing changes to their systems as restrictive
changes, and this has applied also to capital controls. A growing
number of developing countries have adopted exchange rates determined by
floating auction and interbank markets, including free forward markets,
although the arrangements had not previously been considered practicable
for this group of countries. Auctions for import licenses have been
introduced in a few cases. Open general licensing of imports and tariff
reforms have been stepped up in recent years. Liberalization of capital
controls has also contributed to confidence--paradoxically, improving
prospects for a return of capital flight when exchange rate and interest
rate incentives have been restored. The paper outlines the arrangements
and main issues for such reforms.






I. Introduction

Forms of management and intervention by governments in foreign
exchange systems fall essentially into two broad categories. The first
is the various arrangements by which the exchange rate is pegged or
managed (set by government), or is allowed to float (set by the
market). The second form of intervention is the restrictions or taxes
and subsidies imposed on the use of foreign exchange. There is a close
relationship between the choice of flexibility for the exchange rate
regime and controls that limit the openness of the external sector,
particularly exchange restrictions, Controls may enable the fixed or
managed exchange rate to be maintained at the desired level, and also
may be used to influence the level of the floating exchange rate.
Policies for the exchange rate and for exchange and trade restrictions
are therefore two sides of one coin.

Liberalization of exchange and trade restrictions has taken a leap
forward in developing countries in recent years—--although such
restrictions remain more widespread and intense than in industrial
countries. The emphasis on reforms to free exchange and trade systems
has regsulted in part from a growing realization that, in addition to
their well-known effect of distorting resource allocation, controls have
simply not worked. Evasion has been endemic to such systems and black
markets for goods and currencies have accordingly flourished outside of
the controls.

Similarly, regimes for setting the exchange rate in developing
countries have moved increasingly away from fixed rates in recent
years. A number of countries in the developing country group have for
the first time adopted free floating exchange rates. Others have
shifted to more flexible managed arrangements for the exchange rate.
Here again, much of the impetus for the floating or flexible
arrangements has been of a practical nature. Governments have simply
run out of sufficient international reserves to support the fixed or
managed rates, even temporarily, and controls have been ineffective in
providing this support. The large fiscal and monetary deflation
required to lower the price level and thus to restore competitiveness
without depreciating the exchange rate has also been beyond reach in
virtually all cases.

Nevertheless, a number of countries have felt constrained in
proceeding towards liberalization of restrictions and a flexible
exchange rate because of concerns with their political and social
consequences in the transitional period. They have been concerned that
exchange rate adjustment will result in increased prices of key imported
goods, with adverse effects on politically sensitive sectors of the
economy, and an accelerating general rate of inflation. Without
exchange and trade restrictions, they fear a flood of imports, loss of
investment capital, and the wrong type of imports, such as luxury
goods. In the process, a number of countries have delayed exchange rate
and other macro-policy adjustment, and their balance of payments has



weakened to the point that they have no longer been able to meet their
payments obligations. Credit lines have dried up, and the forced
ad justment has been even harsher.

Before proceeding, it would be useful to note briefly countries'
international obligations in this area which affect its choice of
foreign exchange systems. Generalised floating of the major currencies
in February 1973 was recognised in the Second Amendment of the
International Monetary Fund's Articles of Agreement in the right granted
to each member to choose its own form of exchange rate arrangements,
subject only to minor limitations. 1/ Fund members therefore have a
large degree of freedom in their choice of exchange rate regimes. The
Fund's role in promoting the multilateralization and liberalization of
members exchange and trade systems derives from Article I of its
Articles of Agreement. Members' precise obligations under Article VIII
to avoid restrictions on payments and transfers for current account
transactions apply to a wide range of international transactions,
including short-term capital transactions. On the other hand,

Article VI, Section 3 gives to Fund members freedom to maintain most
capital controls. The principles for Fund surveillance over exchange
rate policies also provide a code of conduct for capital controls. 2/

The aim of this paper is to provide an overview of the main
techniques for managing exchange systems and their policy implications--
focusing on issues of practicality., The paper is organised as
follows: Chapter II discusses the major types of exchange rate regimes,
including the various forms of pegs and managed floats; Chapter III
surveys the major forms of official intervention in exchange and trade
restrictive systems; and Chapter IV considers the interaction of
policies for flexibility of exchange rate regimes and liberalization of
restrictive systems, including discussion of the main forms of
arrangements consistent with progress toward free and open systems.

1/ Members acquired the obligation under Article IV, Section 2(a) to
notify the Fund of their exchange arrangements within thirty days of
that date, and after that to notify the Fund promptly of any changes in
the arrangements.

2/ "Surveillance Over Exchange Rate Policies", Decision
Number 5392/(77/63), April 29, 1977 (as amended by Decision No. 8564-
(87/59); Selected Decisions 13th issue, April 30, 1987, page 12.
Controls on and incentives for capital are indicative of balance of
payments disequilibrium that may necessitate discussion between the Fund
and a member. The principles for surveillance also include trade
restrictions as another relevant indicator of balance of payments
disequilibrium.




I. Exchange Rate Regimes

l. Main types of regimes

Although virtually all industrial countries now maintain floating
exchange rate systems, 1/ most developing countries continue to have
pegged or managed exchange rates and relatively few have floated their
currencies freely (Table 1). The major forms of regime are
distinguished by their flexibility--that is, the frequency with which
the rate 1s permitted to adjust.

Single currency pegs: The country pegs to a major currency, with
infrequent adjustment of the parity on the basis of discrete decisions
by the authorities. However, although pegged, the currency fluctuates
against most currencies because of the floating relationship between the
currency to which it is pegged (mainly the U.S. dollar and French franc)
and ather currencies. About one half of all developing countries
maintain this form of arrangement.

The most extreme form of single currency peg is that by which the
currency of another country is used in circulation. Presently, Panama
and Liberia are the only Fund members that use other currencies in this
way-—-the U.S. dollar in both cases, (Liberia also circulates its own
coinsg, but not banknotes). Several other smaller countries associated
with Fund members also use an industrial country's currency as their
currency of circulation (Table 2). The drawbacks are a loss of
seignorage and independence of monetary policies, but for a very small
country this may be compensated for by reduced administrative costs and
perhaps greater financial stability, One-to-one parities with the peg
currency have also become relatively rare, because different inflation
rates have necessitated adjustments over time. No Fund members have
such pegs at present, although until the mid-1980s the currencies of the
Bahamas, Dominican Republic, and Guatemala were at parity with the U.S.
dollar.

In several member countries, owing in part to political
sensitivitieg, the authorities have declared a peg to a currency unit
which in practice they do not adhere to closely. Several oil-exporting
countries are pegged to the SDR, but in practice limit the flexibility
of their exchange rate on a short-run basis against the U.S. dollar (the
"quasi-peg').

Currency composite pegs: Such pegs represent an attempt to
stablize the value of the currency against some average of major trading
partner currencies. Most often, the weights applied to average the
basket of currencies are trade (export and import) weights, although in

1/ Exceptions are Austria, Finland, and Sweden which peg to currency
baskets, and Iceland, which has a more flexible arrangement but does not
float freely.



some instances services trade or major capital flows may also influence
the weights. The weights may also be constructed in such a way as to
reflect the import and export elasticities through which the foreign
currency fluctuations affect the external sector. Other main parameters
in the operation of a composite peg are the base period with reference
to which the peg is stabilized, and the period over which the weights
are averaged. About a quarter of all developing countries have currency
composite pegs.

In a small number of developing countries, rather than adopting a
currency composite tailored to the trade composition of the individual
country, the SDR has been adopted as the composite peg. The particular
advantage of the SDR relative to tailored composite pegs is the ease of
computation because it is available on a daily basis from the Fund.
Seven developing countries presently use the SDR as a peg.

Cooperative arrangements: The cooperative arrangements maintained
by certain European Community countries represent a cross between pegged
and floating arrangements. The currencies of the European Monetary
System (EMS) members are pegged to each other, but float against other
currencies. The ability to so peg cross exchange rates is achieved by
harmonization of monetary and fiscal policies within the region, The
essential differences from a single currency peg are that policy
harmonization arrangements exist within the region, and that there are
active floating markets for determining the value of each EMS currency
against those outside the EMS arrangements. With single currency
pegging, the harmonization does not usually exist between the financial
policies of the pegger and the country to whose currency it is pegged,
and active markets do not exist for that currency vis-a-vis the other
currencies against which it floats de facto. The cooperative
arrangements have correspondingly less potential for overvaluation or
undervaluation of exchange rates.

Indicator arrangements: In the case of a single currency peg, the
exchange rate may be varied from time to time in response to various
indicators, but in a managed indicator arrangement the basis on which
the changes are made is formalised. The member identifies certain key
indicators that it will use more or less automatically in making a
decision to revalue the exchange rate. A common form of indicator
arrangement is the inflation-adjusted ("real') exchange rate peg, which
has the aim of achieving continuous competitiveness against a composite
of major partner countries. In setting up such an arrangement, the same
consideration arises as for composite pegs--i.e., the weights applied to
the partner-country currencies, and the base period and frequency of
ad justment--and also the choice of cost or price indices. Another form
of indicator arrangement is that of the preannounced exchange rate or
"tablita". Under such arrangements, the exchange rate crawls at a
predetermined rate--for instance, at a given percentage per month.

A problem with both forms of indicator arrangement is the resulting
predictability of exchange rate movement which may create obvious



profit-making possibilities and adversely affect expectations of future
price movements, even if it is used only for relatively short-run
management of the exchange rate. In the specific case of real exchange
rate rules, there may be lags in the availability of inflation data for
read justment of the exchange rate, and the market may in the meantime
take a view of where the rate will be, leading to speculative capital
flows in the meantime. With preannounced rates, this problem has been
particularly serious, so that the arrangements are hardly used any more.

Managed floating: Under this form of arrangement, the central bank
rather than the market sets the exchange rate, but varies it
frequently. The difference between this and other forms of pegged
arrangements or indicator arrangements is (a) the broad judgemental
factors used in assessing indicators for adjusting the rate, and (b) the
frequent but non-automatic nature of the adjustments. Because of the
diverse nature of these arrangements, it is difficult to generalize
about them. The rate may be set with regard to a judgemental mix of
many factors--for example,the real effective exchange rate, developments
in the balance of payments, in international reserves, and in the
parallel or black markets for foreign exchange.

Independent floating: An increasing number of developing countries
have decided in recent years to float their exchange rates using auction
or interbank market arrangements (these arrangements are discussed in
more detail in Chapter IV). The essential feature of the arrangements
is that the exchange rate is market-determined. A major reason for
adopting a float has been the developing country's desire to shed
political responsibility for devaluing the exchange rate, because
discrete adjustments to managed or fixed exchange rates often have
unpopular political results, particularly for groups of society favored
by the previous exchange rate regime.

The form of intervention associated with these arrangements is
purchases or sales of foreign exchange by the authorities. Generally
speaking, the intervention is aimed either at stabilizing the market
against periodic unsustainable movements in either direction, or at
slowing down the rate of change by leaning against market pressures.
Despite this intervention, the systems are differentiated from the fixed
or managed arrangements above, in that the rate is not fixed over the
short run but responds directly to exchange market pressures. Exchange
controls have been increasingly unsuccessful in stemming hot money
flows, and the size of these flows may be sufficiently large that
official intervention through purchase and sales is often powerless to
achieve an effect sustained beyond one or two days. Increasingly
sophisticated and integrated international financial markets have tended
to discount such official efforts. Exchange rate coordination between
the developed countries has therefore focused increasingly on
fundamental monetary, fiscal, incomes, and structural policies.




2. Considerations in the choice of regimes

In an unsticky and ideal world, the choice of regime would be
unimportant because the authorities could choose both the magnitude and
frequency of adjustment in such a way as to replicate the operation of
any other regime, including free-floating. In practice, however, 1issues
of political economy dominate the choice of fixed or semi-fixed exchange
rates, and the exchange and trade controls that have supported the fixed
rates have often been directed to favoring a particular political groups
within the economy. Political considerations have therefore often
delayed necessary adjustments of the exchange rate under the fixed or
managed regimes.

An argument often cited for fixed or managed regimes is that of
smoothing the path of the exchange rate in the face of exogenous
shocks. It is argued that a floating exchange rate will reflect
reversible events and therefore be more volatile. However, the
practical difficulty for the authorities in managing the rates so as to
smooth volatility 1s in deciding what shocks are wholly or partly
reversible, or the degree to which they are reversible. For example,
the present level of oil prices--is it permanent and therefore something
that the oil exporter's exchange rate should adjust to, or is it
temporary? The mixed experience with buffer stock schemes for
stabilizing international commodities prices suggests that predicition
of such price movements is problematic.

Another argument that used to be given for the use of fixed or
managed exchange rates was that the alternative of floating was not open
to developing countries because of institutional weaknesses. However,
the experience in this decade during which some 19 developing countries
have adopted floating auction or interbank exchange markets, has shown
clearly that this is not the case. Markets in these countries have
proven themselves capable of smoothing out considerable seasonality in
the balance of payments. They have also operated efficiently even in
countries where there are only one or two commercial banks. The
availability of trading among customers themselves often serves as a
natural check against collusion or the exercise of monopoly power by the
banking system. )

At a more basic level, the case for or against the various exchange
rate regimes can be argued only on the basis of performance. However,
it is difficult to judge the performance of economic systems because
their influence is diffused. Exchange rates are only one of the many
policy variables that shape the course of economic developments. Since
1983, in particular, the group of non-oil developing countries has been
subjected to severe and widespread balance of payments difficulties,
with many unable to remain current on their external obligations.
Developments in external payments arrears of the groups of countries
maintaining different exchange rate regimes therefore provide an
indication of the efficacy of the regimes. Have certain regimes been
more conducive to avoiding or reducing arrears than others?




Chart 1 presents some data on the relationship between arrears and
the main forms of exchange rate regime since the advent of systemic debt
difficulties in the early 1980s. The correlation of the two must be
viewed as no more than suggestive. However, on the basis of both the
number of countries within each regime incurring arrears and those in
that same regime that have not incurred arrears, the single currency peg
arrangements appear to have fared worse. Those countries with single
currency pegs have shown a much higher ratio of increasing arrears to
decreasing arrears than both the composite peg and managed and
independently floating groups. In addition, the proportion of countries
incurring arrears has been higher in the single currency pegging group
than in the latter two groups.

Another way of looking at the problem of performance is how the
non-oil developing countries reacted to such severe balance of payments
difficulties in their choice of regime. The two main developments of
the period as shown in Table 3 have been the decline in the use of the
SDR, with only as half as many countries maintaining this form of
arrangement in 1987 as in 1983. The second trend has been in the use of
independently floating arrangements, where the number has almost
quadrupled from three countries as of the end of 1983 to eleven at the
end of 1987. Another trend that emerged earlier in this period was the
declining use of the U.S. dollar as a peg, from 37 countries in 1983 to
31 in 1985. However, with the depreciation of the dollar itself against
other currencies, countries have returned increasingly to this form of
single currency peg, in effect following the dollar value down. Single
currency pegs were therefore not adhered to over the period, although on
a point-to-point basis their use was unchanged.

II. External Sector Restrictive Systems

As noted above, an exchange rate that is not sustainable on the
basis of economic fundamentals can be maintained in the short run only
by running down international reserves, or by placing restrictions on
the use of foreign exchange. Such restrictions may operate also on the
supply side of the foreign exchange market through the subsidization of
foreign exchange receipts, or by regulations requiring the repatriation
of receipts to the domestic economy. In practice, the forms that these
measures take are diverse, reflecting the institutional arrangements in
countries instituting them, and also the importance of the various
categories of foreign exchange flows in the individual countries
(Table 4).

1. Main forms of controls

Import Licencing and associated foreign exchange budgets are the
major form of quantitative restriction, imposed extensively by
developing countries for various reasons--including balance of payments
support, industrial protection, health, security, and political and
social reasons. Only a small minority of developing countries are free




of some form of import licencing, and of those countries maintaining
such systems, over one half require licences for all imports.

The most efficient way to operate a relatively free system is to
permit all payments and transfers to proceed unless they are
specifically prohibited or are subject to prior approval (the so-called
"negative list" approach). The relative brevity of the list of
restrictions makes it transparent for the authorities and users alike.
Conversely, under the '"positive list'" approach, all imports are in
principal prohibited and therefore require individual approval unless
explicitly exempted from approval. Most developing countries have now
moved to a negative list approach.

Although many countries have imposed licencing schemes in an
attempt to conserve foreign exchange, only a relatively small number
have systematically distinguished non-essential consumer goods and
imports from other import categories in the regulations, although this
has been pursued administratively in many countries. Import licences
are frequently granted liberally if financed with "own" foreign exchange
obtained by the importer outside of the official exchange market.

Systems of comprehensive licencing exist mainly in Africa and the
Middle East, although there are some in other regions. A common
distinguishing feature of the comprehensive systems is a set of
complicated administrative procedures for authorising imports. Some
countries may announce an annual import program or foreign exchange
budget, or lists of prohibited or restrictive goods, together with other
liberalized items under "open general licence" arrangements. (For
further discussion of the latter, see Chapter IV.) However, despite the
regulations, what is important is the way in which the system 1is
actually administered. Some countries in the positive list group have
in practice granted import licences rather liberally.

Although it is common to measure the degree of restrictiveness of
an import licencing system by looking at the ratio of the value of
imports not subject to licencing to total imports, this can be
misleading. For example, the ratio in Morocco fell in 1981 to
30 percent from 34 percent the previous year despite substantial
liberalization, owing to an increase in the prices of some imports
subject to licencing. Another ratio which is often used to show the
degree of restrictiveness or openness of an import regime is the number
of items subject to licencing in relation to the total number of import
items, but here again, a small ratio could be a result of
reclassification and aggregation. The detailed statistical base to
ensure consistent application of the international conventions (such as
the Brussels nomenclature) is often lacking.

Control may be effected primarily through foreign exchange
procedures, or customs documentation, or both. In some cases, import
licences are a prerequisite for the purchase of foreign exchange.
However, in other countries, foreign exchange budgets are the operative
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constraints and import licences are granted only if there is foreign
exchange available. The role of regional arrangements may be important
for a number of countries in determining their import licencing, with
exemptions for member countries of the customs union,

Taxes on imports are known by a number of names--for example,
tariffs, import surcharges, and stamp duties--and are applied by
virtually all countries. They achieve their restrictive effect through
price~-distorting incentives, in contrast to quantitative restrictions
which act directly to limit freedom for imports. The systems of
taxation may be complex, with different types of taxes for different
purposes compounding one another, or they may be simple, transparent,
and uniform.

In some cases, the taxes are introduced specifically for temporary
purposes. A transitional '"flexible" tariff is applied by some countries
in the process of liberalization. Surcharges may also be levied for
specific fiscal purposes, and emergency tariffs may be applied
temporarily to discourage imports viewed as nonessential or to protect a
domestic industry facing sudden injury due to imports. Tariffs may also
be retaliatory against certain products deemed toc be subsidised in the
country of origin, and thus be aimed at eliminating the offending
subsidy.

Tariffs are generally comprehensive and therefore are analogous to
positive import licencing. The exceptions nevertheless abound. Duty
drawback schemes for imported raw materials are common and may be based
on judgment as to whether local materials are competitive in price and
quality. If they are, the drawback may not be allowed. Other forms of
industrial promotion using the import tax system include the earmarking
of certain import duties for export promotion purposes, taxes on capital
or consumer goods to finance an export subsidy fund, and tariffs geared
to protecting domestic infant industry. The support to local industry
may also be more qualified and indirect. Raw materials may be subject
to exemption from customs duties and commercial taxes, providing that
products in which they are used are exported within a specified period,
or they may be used as an incentive to direct investment by exemptions
for joint ventures and special economic zones. Machinery imports are a
common exception, and duties may even be modified by exemptions for
specific importing persons or firms.

Structures of effective taxation rates on Llmports may vary from
uniform to highly complex. Some countries have subjected imports to a
uniform tariff rate, but these are relatively rare. 1In others, the
range of nominal duty rates may range very widely, although in practice
the bulk of transactions may take place within a relatively narrow
range.

Advance import deposits constitute another form of implicit
taxation of import payments. Under such arrangements, the authorities
require each importer to place a (usually non-interest bearing) deposit




with the central bank or commercial bank prior to the opening of the
letter of credit. The deposit may have the aim of ensuring that the
importer has sufficient liquidity for the transaction, or it may simply
be there to act as a disincentive because of the foregone interest on
the deposit. The tax equivalence of the deposit can be calculated by
assessing the foregone interest against the value of the import.

Multiple exchange rates may also be used as a device for taxing or
subsidising imports. Such practices have grown less widespread in
recent years as countries have unified their exchange rate systems. In
some countries, imports of "essentials" may be imported at a relatively
appreciated exchange rate. Imports viewed as essential normally include
foodstuffs and medical items, and imported raw materials for domestic
industries. The rate of effective subsidization is the difference
between the (usually appreciated) official exchange rate and the
exchange rate that would clear the exchange market in the absence of the
restrictions.

Restrictions on international service transactions are diverse and
include restrictions on foreign exchange for payments such as travel,
medical expenses, subscriptions, advertising and study abroad,
restrictions on transactions insurance, transport and freight, banking,
and restrictions on payments for services rendered by nonresidents. The
latter includes measures affecting remittances, investment income and
workers' wages. Investment income flows are affected by restrictions on
current remittances (profits and dividends) as well as by restrictions
on investments described under the heading of '"capital" as these
influence the decision to invest and hence future current outflows. In
some service sectors, where trade can be a substitute for foreign direct
investment (computer services, some forms of insurance, construction,
communications, research, consulting, accounting, architectural,
engineering, legal and financial services) restrictions on capital
transactions may affect trade to the extent that they make foreign
direct investment unattractive, or provide promotional incentives to
encourage 1it.

Virtually all developing countries have restrictions on foreign
exchange for travel by residents abroad, usually in the form of maximum
amounts for specific purposes. However, in a growing group of
countries, foreign exchange in excess of the limits may be granted on a
case-by-case basis, provided that the request for the larger allowance
can be shown not to involve a capital transfer. Business or official
travel is typically entitled to higher limits on foreign exchange than
tourist travel. Maximum limits also normally apply to foreign exchange
made available for students studying abroad and for medical expenses
that are generally administered on a case-by-case basis with a
requirement that similar levels of education and medical treatment are
not available domestically.

Imports of banking services require licences or may be permitted
without restrictions of any kind. Often, firms and banking insurance



need to be located at the site of the transaction to facilitate
operations, which raises the issue of the foreign firms right of
establishment, or right to locate in the host country to provide
services to residents. Specific restrictions are common in the banking
sector. Often, foreign banks will be required to carry higher reserve
requirements than domestic banks. Dealings with domestic customers may
be limited to exclude nationals.

Repatriation of profits and dividends is usually guaranteed for
registered investments, but is otherwise widely restricted.
Reinvestment in the local economy is limited in some cases in the same
sector or may even be limited to the same firm. Permits are required to
effect capital transfers in the majority of developing countries.

Restrictions on payments for services have hindered foreign direct
investment in many developing countries. Special arrangements for
relatively free treatment have been made to facilitate debt-equity swaps
in a number of countries--as a means of reducing an unsustainable debt
load.

The supply of foreign exchange to the domestic economy 1is
influenced by so-called surrender requirements and retention allowances
in many developing countries. Arrangements for surrender of export
receipts reflect the general restrictiveness of the payments system.
Some developing countries, mainly those with liberal capital systems,
require neither repatriation to the home country nor surrender to the
central bank or commercial banking system. In other countries, the
foreign exchange earnings are required to be brought back to the country
by residents, but after repatriation the foreign exchange may remain in
the ownership of the exporter. In addition, there are arrangements in
some countries for repatriation followed by "domiciliation" of the
exchange. The latter involves processing of both the export financing
and customs documents within a single bank which then acts as the agent
for the government in recording and regulating the transaction.

In most developing countries, the requirements for surrender are
partial and the exchange retained by the exporter may be used for either
general or specified purposes. There are two major parameters in these
arrangements: (1) the coverage of transactions, the proceeds of which
may be retained, and (2) the percentage of receipts that may be retained
within these groups of transactions. The coverage of transactions may
vary for a number of reasons. In some instances, the proceeds of an
original export are subject to 100 percent retention in order to give
effect to the customs union. In other instances, the aim of the
retention may be to promote direct investments re joint ventures.
However, most often the retention rights are aimed at promoting certain
export industries. These industries are usually distinguished as either
traditional or nontraditional--although the export promotion bias may be
towards either the former or the latter.

In categorising the export retention schemes, it is important to




focus both on the restrictions that may be placed on the uses of
retained foreign exchange and, if saleable, the exchange rate which is
applicable. Retention allowances are a recognition that the exchange
rate is unrealistic and that surrender at the official rather than the
parallel exchange market rate cannot be enforced. In several countries,
the foreign exchange may be sold through the medium of marketable
certificates which enables the central bank to retain ownership of the
exchange, but at the same time allows market determination of the
incentive for surrender. In other countries certain transactions are
permitted at negotiated rates that are either at the free market
exchange rate, or close to it.

Exchange controls on capital transactions are subject to
comprehensive restrictions in most developing countries, although a few
(some 20) do not have controls on either the receipts or payments side
of the market. A similarly sized group of developing countries have
relatively liberal systems. Major categories of capital controls affect
commercial banks' international transactions and portfolio, direct, and
real estate investments of nonbank residents. A characteristic of the
capital controls is that they tend to blanket these various forms of
asset transfers; 1f a country has controls on any one category of
receipts or payments, then in general it will have controls on all.
Capital receipts, however, are less controlled than payments--as might
be expected in view of the present widespread foreign exchange
scarcities in this group of countries. The receipts, however, are
generally subject to repatriation and surrender requirements.

Most foreign direct investment controls include a review board or a
government agency that can authorize investments, usually on a
case-by-case basis. In some cases, the controls apply only to
investments exceeding a certain value limit or in a certain sector. The
controls may also entail incentives to investments in some sectors when
development is planned, because the investment involves technology not
available domestically. Foreign investors may be required to work
jointly with nationals who are required to finance some proportion
(often 51 percent) of the initial investment.

2. Considerations in the choice of restrictive system

In recent years, developing countries have increasingly opted for
greater freedom of their exchange and trade systems. The general
pattern of the main changes in restrictions in 1986 and 1987 is
indicated in Chart 2, which shows the numbers of liberalizing and
restrictive measures of different types (unweighted by the value of
transactions affected by the measure). It shows clearly a preponderance
of liberalizing measures, both overall and in each of the main
categories of measures. Particularly striking is the broad movement
towards liberalization of exchange and trade controls by developing
countries--liberalizing changes exceed restrictive changes by a ratio of
two to one. Also striking is the further progress towards dismantling
exchange controls on capital movements. The liberalization by
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CHART 2
MAIN LIBERALIZING AND RESTRICTING CHANGES IN EXCHANGE
AND TRADE SYSTEMS, 1986—87
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developing countries in these two years has alsoc been at a more rapid
rate than in industrial countries, albeit from a considerably more
restrictive base.

Why has there been such a clear movement towards liberalization of
restrictions in recent years? Perhaps the basic reason can be found in
the increasing internationalization of information flows, with all Fund
members being increasingly integrated into a global market place. This
has made it more difficult for individual countries to isolate their
systems from those of other countries, because the financial
disadvantages created by the controls have become more evident, Even in
the industrial countries, which have relatively sophisticated methods of
administering control systems, capital controls have been abandoned in
part because they are no longer effective. Goods are easier to trace
than monetary flows, but nevertheless in a number of countries they have
been shown to be permeable across borders, as smuggling has responded on
a large scale to the financial incentives created by controls.

The ineffectiveness of import controls in meeting the social
objectives for which they were designed is clear in a number of
respects. To the extent that the controls are designed to limit the
overall import bill without the need to depreciate the exchange rate,
the question of efficacy is in fact two questions: (1) Were imports
limited to the level sought, or did smuggling result? (2) If the
authorities were able to make the controls effective, were they more
efficient than raising the price of imports through a depreciation of
the exchange rate, or has a depreciated exchange rate in fact been
reflected in the price of the goods? In a number of countries, it is
clear from statistical data that the final price to the consumer of
imports that were restricted at an overvalued exchange rate has not
reflected that exchange rate. When goods are correctly surveyed, i.e.,
at the final point of consumption or input, it is often found that they
are considerably higher in price than would be calculated by converting
the international dollar import price at the official exchange rate in
the country concerned. The difference reflects the parallel or black
market exchange rate, and is an economic rent attaching to the
controlled scarcity of the goods. This rent accrues to lmporters, or in
some countries to officials administering the import control system.
This outcome is at odds with the stated social objectives where
essential goods are imported with the aim of ensuring cheap foodstuffs
for the lower income groups, or for supporting a productive industry
through inexpensive raw materials.

The key point is that the same limiting effect could be achieved
without distorting the structure of relative prices and thus creating
artificial rents, by valuing the exchange rate at a realistic level. If
social aims such as inexpensive food for the needy are sought, this can
be achieved through more targeted measures such as a food stamps
program, or a more progressive income tax structure. To subsidise
imported foodstuffs for all income classes creates a number of
distortions and is a very expensive method of obtaining the social



effect. In a number of countries it has destroyed the domestic
agricultural base.

f supporting produc
employment in an infant industry phase is also inefficiently served by
import controls. What often happens is that capital goods, mainly
imported, are effectively subsidised by the correspondingly overvalued
exchange rate, shiFr{ng the nroduction function away from domestic labor

£Laiasll L ] a2l 2l PA1T PR UCLULL LA LUNLL AV awWa C=aLlC Label

towards the imported capital goods, and adding to underemployment. The
outcome is the opposite of that intended.
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If there are concerns that the general price level will rise as a
result of exchange rate adjustment and liberalization of the import
controls, these are often allayed by looking at the true retail or
wholesale prices at point of consumption or input into production. The
impact effect can be made explicit through calculations of cost-push
that examine the expected depreciation of the exchange rate, say to the
parallel rate level, in terms of the ratio of imports to GDP adjusted
for prices that already reflect the parallel exchange rate. Generally
speaking, the impact effect of the exchange rate adjustment is
considerably mitigated because the free market exchange rate is already
embodied in the final prices. Becauge the free or black market exchange
rate is the point to which a floating exchange rate tends to move
following liberalization of the system, this gives some indication of
the overall inflation effect, and is often much less than feared by
politicians and officials. Finally, the impact effect should be offset
by adjustments in macroeconomic policies that accompany the exchange
rate adjustment. These may bring the inflation impact down to zero, or
be aimed at sharply reducing the rate of inflation in effect before the
reforms.

Nevertheless, liberalizing restrictions and allowing the exchange
rate to adjust to an equilibrium level may be relatively slow in
producing productive effects on exports. The lags in re-establishing
export industry may be a matter of two to three years depending on the
extent of the restructuring required. Import effects may be more
immediate, but less politically tolerable.

In these circumstances, a major consideration in the short-run is
the impact of the reform package on capital flows. While most
developing countries have capital controls, very few of them have
succeeded in stemming large capital outflows in recent years. In some
cases these outflows would have been sufficient to finance the debt
incurred by the country as a whole, and to avoid rescheduling. Clearly,
setting in place incentives that can quickly stem the capital outflow or
produce a reflow of capital has strong implications for the desirability
of one-step liberalization packages. Evidence is mounting that a
combination of freeing interest rates, and allowing the exchange rate to
find an equilibrium level (both in the spot and forward foreign exchange
markets) can serve as a strong incentive for the repatriation of
capital. This can effectively smooth the transition towards the new set



of relative prices resulting from the liberalization package by
providing early support to the balance of payments.

IV. Issues for Reform of Exchange and Trade Systems

In the movement over recent years towards more open and flexible
systems, several forms of arrangements have held particular promise.
They have avoided a number of the drawbacks of the fixed and closed
systems mentioned above, while at the same time they have demonstrated
their practicality, having been applied successfully in several
developing countries. The benefit of these policies is that they bring
the economy closer to a sustainable equilibrium position and are
relatively "quick yielding'". They therefore both improve the debtor
developing country's perception of the political and economy efficacy of
the reform packages, and by improving the overall balance of payments,
minimise the short-run debt restructuring or relief costs to creditors.

1. Auction and interbank exchange markets

There are two main types of market arrangements for an
independently floating exchange rate system, the interbank and the
auction market. 1/ The participants in an interbank market are
commercial banks, and in some instances licenced foreign exchange
dealers. Individuals and firms are permitted to bid through the
commercial banks or dealers acting as their agents. Of the developing
countries that have adopted an interbank system, most already had a
sufficient number of commercial banks and foreign exchange dealers
operating in the country to ensure a competitive environment.
Experience has shown that it takes relatively few banks--even one or two
may be sufficient--in order to ensure sufficient competitiveness,
particularly if the government allows private individuals to transact
freely outside the market. The key feature of this system is that the
exchange rate is determined in negotiations between banks and their
clients, and in transactions between the banks. The exchange rate is
therefore free to vary from hour to hour and from day to day.

The role of the authorities in an auction system is a more central
one than in an interbank market. Receipts from specified exports and
services are surrendered to the central bank at the prevailing exchange
rate and are auctioned by the authorities on a regular (say, weekly)
basis. The central bank decides the amount of exchange to be auctioned
and the minimum reserve price below which it will not accept bids. The
basic difference between the auction system and the interbank
arrangements 1is in the treatment of foreign exchange supplied to the

1/ Developing countries maintaining such systems since 1983 have
included: Bolivia, Dominican Republic, The Gambia, Ghana, Guinea,
Jamaica, Lebanon, Maldives, Nigeria, Philippines, Sierra Leone, Somalia,
South Africa, Spain, Turkey, Uganda, Uruguay, Zaire, Zambia.



market and the frequency or continuity of adjustment of the rate. The
auction market requires the surrender of foreign exchange to a
centralised point, which to date has been the central bank of the
country organising the market. This has meant that the government has
become more closely associated with the operation of the auction market,
and the important objective of shedding political responsibility for the
rate has not been realized. Another drawback of the auction market is
that, owing to the surrender of foreign exchange to the market, the
information available to bidders on the overall supply of exchange tends
to be more limited than for the interbank market. Where the authorities
have borrowed heavily short-term to sustain an appreciated rate, and
then have had to go to the market to repay those loans, volatility has
risen and the consequent sharp corrections in the exchange rate under an
auction system have sometimes led to its abandonment. Interbank markets
have been less prone to such destabilizing actions by government.

There is an important question whether floating exchange rates in
developing countries have led to "free-fall" or over-shooting of the
exchange rate. However, following introduction of the floating
arrangements, the experience has been that the immediate movement of the
rate has been either to the black market exchange rate, or to a rate
somewhat appreciated with respect to the black market. Subsequently,
there has been relative stability in the real effective exchange rate
determined by the market systems. However, if domestic fiscal and
monetary policies have been insufficiently moderated, then the real
stability of the exchange rate has been achieved at a higher level of
domestic inflation and, consequently, a depreciating nominal exchange
rate. Fiscal and monetary policies have therefore been important in
determining the extent to which the float has been feasible--because the
public and the political groups benefitting from the previous system
have tended to focus on the movement in the nominal rate as the gauge of
the stability of the market.

2. Forward foreign exchange markets

There is a small but growing number of forward exchange markets in
developing countries in which forward cover is provided by commercial
banks to the private sector under competitive conditions. 1/ However,
more numerous in developing countries are forward cover facilities
either provided by the commercial banking systems on terms that are
officially regulated (and supported by official cover facilities
provided to the banks), or provided directly to the private sector and
public sector enterprises by the central bank or some other official
institution. The central bank losses from risk exposure under nonmarket
forward facilities have been extremely large in some countries-~in some
cases representing multiples of the monetary base. These experiences

1/ Brazil, Chile, Indonesia, Korea, Malaysia, Nigeria, the
Philippines, Singapore, Thailand, and Zaire.



suggest strongly that governments and central banks need to be wary of
participating in nonmarket cover arrangements.

There are several variants of market determined forward systems.
In developing the market, it is clearly preferable toc have commercial
banks handle transactions as much as possible, and to have the central
bank withdraw both its support for or regulation of the rate as early as
possible. In the initial stages, training requirements are considerable
because of the technology required. Experience in both industrial and
developing countries suggests that outright forward contracts for
commercial cover would be the most desirable point at which to commence
operations. In any event, options often involve forward contracts and
both options and futures markets require a large volume of transactions
to be efficient. Futures and options markets may well emerge later, as
in some of the more advanced developing country markets.

For developing the forward markets, the environment provided by the
exchange restrictive system has been important in promoting, although
not in determining, the flexibility of forward rate arrangements. Among
the countries with market determined forward exchange rates, most
maintain no restrictions on outward capital transfers or at least permit
residents to hold foreign currency deposits. In all but one developing
country with a market determined forward exchange rates, there has been
no substantial ongoing parallel market for a spot exchange.

Forward exchange markets reduce the risk associated with foreign
trade to the extent that the importers' demand for, and exporters'
supply of, foreign currency are matched in the market at a given
exchange rate, or the risk is shifted to agents (speculators) who are
willing to assume it. Forward markets combined with realistic domestic
interest rates make borrowing abroad attractive to importers. They are
an important development where trade lines are open to a government
experiencing temporary balance of payments difficulties, but importers
are unwilling to assume the exchange risk in the absence of forward
cover. Forward foreign exchange markets also facilitate some of the
more sophisticated financial transactions that are necessary if the
domestic banking sector is to develop an appropriate share of the
international services market.

3. Import licence auctions

In the event that import licencing is retained for a period
following an exchange reform, an auction system for import licences
embodies the basic elements of the restrictive system, while at the same
time improving efficiency within that system to the maximum possible
extent. 1/ Under these arrangements, importers bid for licences up to
the total value allowable, but with no limitation on the type of goods

1/ Among the developing countries, Nepal operates an import license
auction, and Madagascar has similar arrangements.



that may be imported within that limit. Efficiency results because the
licences go to those importers who place the lowest bids, thus squeezing
out large margins that have often accrued to importers and have been
borne by the public in general. The second element of improved
efficiency in the auction arrangements is that licences flow to goods
for which there is the most demand. This means that there are not
surpluses or shortages of individual goods relative to the demand for
them within each auction in which separate value limits are set for the
various categories of imports. The more categories which have
pre-assigned limits, however, the less efficient are the arrangements
and the greater is the possibility of surpluses or shortages of
particular categories of goods.

The auctions provide a clear indication of the extent of
restrictiveness of the import controls that have been retained. This
indication is provided by the size of the government revenue from the
sale of licences. The revenue reflects the scarcity of imports created
by the licencing system and may be an important element in narrowing the
fiscal deficit.

4. Open general licensing

Selective decontrol of categories of imports in the transition to
full liberalization of imports may be defined in terms of the range of
commodities involved or on the basis of the origin of the foreign
exchange for financing the imports. Open general license (OGL) or
similar arrangements are maintained by a number of Fund members. The
arrangements apply in most instances to product categories of imports,
in contrast to specific licenses that are required for imports that are
not under the OGL and are therefore subject to approval. The
documentation required for open general licence is to permit checking
for overinvoicing as part of the capital control and income tax
regulatory structure.

The advantage of an OGL approach is that it may be calibrated to
the degree of openness of the economy, with the list of OGL commodities
being progressively broadened as liberalization proceeds. At some point
an economy with an essential "positive list' approach will progress to
the "negative list" stage. However, in terms of the documentation, the
transition will not require an adaptation of the system itself, simply
the master list against which the payments and customs clearance
documentation is checked.

In OGL systems, the major issues relate to the level of the
exchange rate for those goods on the free OGL list. An overvalued
exchange rate could lead to serious overimporting of these goods and
consequent deterioration of the balance of payments. Exchange rate or
equivalent pricing action is therefore necessary to accompany adoption
of such a system.



5. Reform of import tariffs

Tariff reforms have been initiated in conjunction with
liberalization of imports in a number of countries during the late 1970s
and early 1980s. However, most early reforms were suspended for a
period under pressure from severe balance of payments problems in the
wake of the second oil crisis. A second spurt of liberalization
occurred in 1986-88. The underlying objectives of the tariff reforms
have generally been to increase the efficiency of domestic production by
increasing competition from abroad and improving resource allocation
within the economy by rectifying an anti-export bias. In addition to
the objective of improving efficiency, some reforms were explicitly
aimed at dampening domestic inflationary pressures. In other cases,
more specific targets were pursued: the pre-emption of retaliatory
protection measures by trading partners, reduction of government
interference, improvement of government revenue, and compensation for
exchange rate devaluations.

There are several common structural elements observable in the
tariff reform programs. Such reform is most often combined with, or
preceded by, a reduction of quantitative regtrictions. In some cases,
tariffs were raised temporarily on items that were free from quota
restrictions in order to give effective domestic industries time to
adjust. Another feature of most programs was the simplification of the
tariff structure. Approaches to simplication included unifying all
import charges into one, and terminating exemptions or abolishing import
reference prices. Another important aspect of the reform programs was
the reduction in the dispersion of tariff rates. This was usually
accomplished in tandem with the lowering of the average tariff rate--by
the "concertina" approach of allowing tariffs up to a certain rate only,
and leaving the rates below that unchanged, reducing high tariffs more
than other tariffs, or increasing low tariffs while reducing all other
tariffgs. The reform programs were usually phased over four to six
years, although shorter programs were initiated in some countries. The
sequence of liberalization tended to start with a relaxation of
quantitative restrictions, followed by simplification of the tax
structure, and the reduction of the average level and distribution of
tariff rates. The measures were at times undertaken concurrently.

6. Capital liberalization

To some extent it has been assumed in the literature that capital
liberalization should take last priority in the sequence of second best
liberalizing measures. However, it can be argued that freeing capital
controls can play an important role in reversing capital flight in the
initial stages of reform.
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As noted above, about one in four developing countries maintain
free or relatively liberal capital control systems. 1/ 1In the other
countries, the controls are normally severe and rangz'across portfolio
and real investments. Nevertheless, these controls have not been able
to stem widespread capital flight in recent years. Indeed, a case can
be made that the presence of controls has contributed to the capital
outflows, because even where cover against exchange risk and realistic
domestic interest rates are offered, problems of transfer resulting from
the controls have induced residents to hold currency abroad ("mouse trap
effect™). Residents will not repatriate capital to the domestic economy
if, by doing so, they lose flexibility in its use thereafter. This
suggests that simultaneous liberalization of the exchange rate, interest
rates and capital controls is likely to provide the strongest incentive
for reversing capital flight and supporting the balance of payments in
the short term. Given that lags in the response of the real sector to
exchange rate adjustment are likely to be long, the short run effects
may be critically important for the success of the program.

The benefits of direct investment for growth and adjustment are
readily apparent. The investment serves as a direct support to the
balance of payments, and its impact on growth will be considerable even
during the instalment of plant and equipment. Tax holidays granted in
some countries may mean that the direct support from the increased
fiscal revenues is delayed although the yield from taxation of incomes
of the local population employed in the new industries will be
immediate.

It is important to distinguish the motives for capital flight. 1In
some countries, a relatively permanent pressure for flight may arise
because of the presence of an expattriate population, some of whose
ultimate plans are for resettlement abroad. There is probably little
that can be done in such circumstances to solve the basic political
problems by economic means, but attempts should be made to confine the
economic damage as much as possible. Relatively generous arrangements
for repatriation of emigrants' capital, besides having a basis in
equity, are more likely to be observed than highly stringent ones. In
the extreme case, it may be that the "mouse trap effect” is strong
enough that freeing up possibilities for depositing money abroad would
actually lead to increased domestic deposits, especially if appropriate
interest and exchange rate policies are put in place at an early stage.

1/ Those with free systems are: Antigua and Barbuda, Bahrain,
Bﬁﬁfan, Djibouti, The Gambia, Hong Kong, Indonesia, Kiribati, Kuwait,
Lebanon, Malaysia, Maldives, Oman, Panama, Qatar, Saudi Arabia,
Seychelles, Singapore, United Arab Emirates, Yemen Arab Republic.



Table 1. Developing Countries' Exchange Rate Arrangements 1/
(June 30, 1988) -
More Flexible
Ad justed
Pegged Flexibility Limited According Inde-
Single Currency Currency Composite vig—d-vis a to a Set of Managed pendently
U.S. Dollar F. Franc Other SDR Other Single Currency 2/ Indicacors Floating Floating
afghanistan 4/ Lao P.D. Rep. 4/ Benin Bhutaa Burma Algeria 4/ Bahrain 5/ Brazil Argentina 4/ Bolivia
Antigua & Liberia Burkina Faso (Indian Burundi Austria Qatar 3, Chile &/ People's The Gambia
Barbuda Mozambique Cameroon rupee) Iran, Islamic Bangladesh ﬁj Saudi Arabla 2/ Colombia Rep. of Ghana 4/
The Bahamas 4/ Nicaragua 4/ Central Kiribati Rep. of Botswana United Arab Madagascar China Guinea
Barbados ~  Oman - African Rep. (Australian Jordan Cape Verde Emirates 35/ Portugal Costa Lebanon
Belize Chad dollar) Libyan Rica 4/
Panama Lesotho &4/ Arab Cyprus Dominican Maldives
Diibouti Paraguay 4/ Comoros (South Jama- Fiji Republic 4/ Nigeria 4/
Dominica Peru 4/ Congo African hiriya 7/ Hungary Egypt 4/ - Philippines
Ecuador 4/ St. Kitts Cote d'Ivoire rand) Israel South
EL Salvador 4/ and Nevis Equatorial Swaziland Rwanda Kenya Greece Africa 4/
Ethiopla ~  St. Lucia Guinea (South Seychelles Gulnea Spain -
Gabon African Kuwait Guinea
Grenada St. Vincent and rand) Malawi Bissau Uruguay
Guatemala 4/ The Grenadines Mall Tonga Malaysia 6/ India 8/ Zaire
Guyana 4/ - S{erra Leone Niger (Australian Malta Indonesia
Hatiti Sudan Senegal dollar) Mauritius
Honduras &/ Suriname Togo Jamaica
Iraq - Syriaa Arab Rep. 4/ Nepal Korea
Norway Mauritania
Trinidad & Tobago Papua New Mexico 4/
Uganda Guinea Morocco
Venezuela 4/ Poland 4/
Viet Nam &4/ Romania Pakistan
Yemen Arab Rep. Singapore
Sao Tome and sri Lanka
Yemen P.D.R. Principe Tunista
Zambia Solomon Turkey 9/
Islands Yugoslavia
Somalia
Tanzania
Thailand
Vanuatu

Western Samoa

Zimbabwe

1/ Current Information relating to Democratic Kampuchea is unavailable.

2/ 1Ia all cases listed in this coluamn,
3/ This category consists of countries participating in the exchange rate mechanism of the European Monetary System.

the U.S5. dollar was the currency agalonst which exchange rates showed limited flexibillty.
In each case,

the exchange rate 1is

maintained within a margin of 2.25 perceat around the bilateral central rates againat other participatioy currencies, with the exception of Italy, i{n which case
the exchange rate {s maintained within a margin of 6 percent.

4/ Member maintains dual exchange markets Involving multiple exchange arrangements.
5/ Exchange rates are determined on the basis of a fixed relatiouship to the SDR, within wargins of up to * 7.25 perceant.

of a relatively stable relationship with the U.S. dollar, these margins are not always observed.
2/ The exchange rate s maintained
7/ The exchange rate is maintained
E/ The exchange rate {s maintained
i/ The exchange rate 1s maintained

within margins of
within margins of
within margins of
within margins of

I+ I+ 1+ 1+

2.25 perceant.
7.5 percent.
5 percent on elther side of a weighted composite of the currencies of the main trading partuners.
1.5 percent.

However,

The arrangement showan is that maintained in the ma jor markec.
because of the maintenance
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APPENDIX

Table 2. Exchange Arrangements in Nonmember Countries: Other
Countries and Territories in Respect of which Members Have Accepted
the Articles of Agreement in Accordance with Article XXXI, Section 2(g) 1/

Exchange Rate
as of June 30, 1988
(domestic currency units)

Country Currency per U.S. dollar)
Andorra French franc 6.142
and Spanish peseta 121.513

Angola Angolan kwanza 2/ 29.918
Aruba Aruban florin 1.79
Azores Portuguese escudo 148.438
Bermuda Bermuda dollar 2/ 3/ 1.00
British Virgin Islands U.S. dollar 1.00
Brunei Brunei dollar 3/ 4/ 2.038
Canary Islands Spanish peseté_ - 121.513
Cayman Islands Cayman Islands dollar 2/ 2.70
Faerce 1slands Danish krone - 6.9085
Falkland Islands Falkland Islands pound 3/ 5/ 0.5850
French Guiana French franc - 6.142
French Polynesia CFP franc 6/ 109.284 7/
Gibraltar Gibraltar pound 3/ 5/ 0.5850
Greenland Danish krone - 6.9085
Guadeloupe French franc 6.142
Hong Kong Hong Kong dollar 8/ 7.803
Liechtenstein Swiss franc - 1.5095
Macao Macao pataca 9/ 8.05
Madeira Portuguese escudo 148.438
Martinique French franc 6.142
Monaco French franc 6.142
Montserrat Eastern Caribbean dollar 2.70
Namibia South African rand 2.3287
Nauru Australian dollar 1.2594
Netherlands Antilles Netherlands Antillean guilder 2/ 1.80
New Caledonia CFP franc 6/ - 109.284 7/
Réunion French franc 6.142
St. Helena pound sterling 0.5850
St. Plerre and Miquelon French franc 6.142
Switzerland Swiss franc 1.5095
Turks and Caicos Islands U.S. dollar 1.00
Tuvalu Australian dollar 1.2594
Wallis and Futuna

Islands CFP franc 6/ 109.284 7/

Sources: United Nations, Monthly Bulletin of Statistics; Forex Service, Bulletin;
Financtal Times, London, various issues; IMF, IFS; Far Eastern Economic Review;
various national publications and sources (including Central Bank bulletins and

embassies).

1/ The countries included in this table are those for which the IMF Data Fund has
assigned a country code and/or those which are included in the Secretary's
Department's Guide to Preparation of Correspondence and Documents.

2/ Pegged to the U.S. dollar.
3/ One unit of currency exchanges for one unit of peg currency.
4/ Pegged to the Singapore dollar.

5/ Pegged to the pound sterling.

6/ Pegged to the French franc.

7/ As of December 1987.

8/ The authorities do not maintain margins in respect of exchange transactions.
Since October 17, 1983 certificates of indebtedness denominated in Hong Kong dollars
and issued by the Government Exchange Fund, which the two note-issuing commercial
banks are required to hold as backing for their Hong Rong dollar note issues, are
issued only against payment of U.S. dollars at a fixed exchange rate of HK$7.80 =
US$1l; payments by the Exchange Fund on surrender of certificates of indebtedness to
it when the note issue declines are algo made in U.S. dollars at the same exchange
rate. By arrangement, other licensed banks also pay or receive U.S. dollars at this
same rate when they draw bank notes from or surrender them to the note-issuing
banks. With these exceptions, the exchange rate for the Hong Rong dollar is freely
determined by supply and demand in the foreign exchange market, though influenced by
the fixed rate which applies to note-issue transactions. The authorities do,
however, retain a capability to intervene in the market. The intervention currency
is the U.S. dollar. There are no taxes or subsidies on purchases or sales of
foreign exchange.

9/ The exchange rate is pegged to the Hong Rong dollar and moves within certafn
mé?éins around the peg.
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Table 3: Non-oil Developing Countries: Trends in
Choices of Exchange Rate Regime
(Number of Countries)

1983 1984 1885 1986 1987

Single Currency Peg 1/ 55 54 52 56
U.S. dollar (37) (36) (31) (33) (37)
French franc (13) (13) (15) (14) (14)
Other (5) (5) (5) (5) (5)
Composite peg 32 35 38 33 28
SDR (11) (10) (11) (8) (6)
Other (21) (25) (27) (25) (22)
Managed floating 25 21 23 24 25
Indicators (5) (6) (5) (6) (5)
Other (20) (15) (18) (18) (20)
Independent floating 3 7 9 12 11

Source:

IMF, Annual Report on Exchange Arrangements and Exchange

Restrictions, various issues.

1/

Includes quasi-peggers.
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