Comments

Eduardo Levy Yeyati: Any serious attempt to dedollarize (that is, to gradu-
ally and voluntarily undo the de facto denomination of onshore financial assets
in a foreign currency) needs to address at least two fundamental questions:
why is the current financial dollarization level suboptimal, and how are gov-
ernments supposed to bring it to its optimal level at a reasonable cost? This
paper attempts to do so. It surveys the empirical and analytical literature on
financial dollarization, provides a case for an active dedollarization policy,
and proposes a strategy to that end. As such, it represents a welcome effort to
put the debate in perspective and shed light on what should and could be done
with financial dollarization in Latin American economies. My comments on
the paper center on how Fernandez-Arias addresses these two questions.
With regard to whether something should be done (more precisely, whether
current levels of financial dollarization are suboptimal), there is a growing con-
sensus that financial dollarization is a source of financial fragility because it
creates a currency imbalance that results in deleterious balance sheet effects in
the event of a real exchange rate depreciation. However, before concluding that
financial dollarization should be brought down, the analysis needs to ask why
this situation of dollarized fragility arises to begin with. The paper tackles this
point head on. Borrowing from a copious but fragmented literature, Fernandez-
Arias lists a number of arguments that suggest that financial dollarization may
reflect not only the optimal portfolio choice in the context of a nominally unsta-
ble economy, but also the consequence of market imperfections or misguided
policies. Here I briefly revisit this list, liberally editing and augmenting it as I go.
The first item on the list is externalities. Systemic crises induced (or facil-
itated) by financial dollarization involve social costs that are not internalized
by the parties to the dollarized financial contract. To illustrate, Ferndndez-
Arias uses Jeanne’s “peso problem” story.! Under a noncredible peg with

1. Jeanne (2002).
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perfect information, the probability of a large devaluation is low. This, in
turn, widens the peso-dollar interest rate differential to the point that, whereas
dollar debtors default with a devaluation, peso debtors default without it. If
liquidation costs are largely fixed, it is optimal to choose the currency that
minimizes the probability of default—in this case, the dollar. However,
retorts Fernandez-Arias, while the assumption of a fixed liquidation cost may
be a realistic approximation of legal fees and time-consuming bankruptcy
procedures, these represent but a small share of the social costs associated
with the (possibly massive) bankruptcies triggered by a devaluation in a
financially dollarized economy. Individually optimal financial dollarization
thus ends up being suboptimal from an aggregate perspective.?

Most of the costs flagged in the recent financial dollarization debate stem,
in one way or another, from the presence of a currency mismatch. Another,
often overlooked source of externalities, specifically associated with onshore
deposit dollarization, is related to the maturity mismatch and the limits that
financial dollarization imposes on the domestic lender of last resort in the
event of a liquidity run & la Diamond and Dybvig. Both the need to hoard lig-
uid dollar reserves and the large liquidity runs that even a sizeable liquidity
stock cannot insure against introduce social costs that, again, call for central-
ized intervention.

The second set of arguments on the list involves policy distortions. If risk
is positively correlated with the real exchange rate, the option value of safety
nets such as deposit insurance or lender of last resort facilities is higher for
dollar assets, and they are mispriced in favor of the dollar if they are offered
uniformly across currencies. Similarly, prudential regulation that fails to rec-
ognize the currency risk embedded in dollar lending to borrowers with no
dollar income induces regulatory arbitrage that benefits the foreign currency.
Two aspects of this issue deserve to be emphasized. First, it is not the dollar-
ization bias per se that makes the case for regulatory reform, but rather the
view that currency risk (like any other risk) should not be stimulated because
of the externalities it creates—which brings me back to the previous point.
Second, these policy distortions are sometimes symptoms of political con-
straints. Myopic governments tend to avoid the cost of tighter regulation
today at the expense of a higher propensity to suffer a crisis tomorrow, while
credibility-challenged governments may use financial dollarization as a com-
mitment to a peg by increasing exit costs, at the expense of a high cost once

2. This argument would also apply to the (a priori optimal) warranted dollarization at the
core of the paper’s analytical discussion, if default (and its social costs) were discussed in that
context.
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the exit cannot be avoided. This agency problem does not weaken the dedol-
larization case, but it suggests that some rules or external conditioning (includ-
ing domestic political support) may help in the process.

Finally, this discussion cannot ignore the fact that financial dollarization
may be self-reinforcing. If so, while still optimal, it may not represent the best
possible equilibrium. Examples of multiple equilibria abound. Some are men-
tioned in the paper: because of balance sheet concerns, widespread financial
dollarization reduces the government’s tolerance for real exchange rate fluc-
tuations ex ante, increasing financial dollarization according to the portfolio
model—and raising the probability of a government bailout ex post, with the
same result. I could add other examples: financial dollarization heightens the
correlation between nominal devaluations and GDP contractions, which
increases the hedging benefits of dollar assets according to the safe haven
hypothesis, and strengthens the dollarization bias implicit in currency-blind
safety nets, thereby deepening financial dollarization. Whatever the underly-
ing plot, the presence of these feedback effects is crucial for the dedollariza-
tion policy discussion. A bad equilibrium implies that marginal changes in the
parameters of the problem may have negligible effects on financial dollariza-
tion. This represents yet another rationale for abandoning gradualism in favor
of a concerted strategy, which the paper suggests perhaps too subtly.

With regard to the question of how governments are supposed to bring
financial dollarization to its optimal level at a reasonable cost, it is fair to note
that even after the empirical relevance of the previous arguments is taken into
account, dedollarization remains an uphill task, with hurdles that may exceed
the long-run gains promised by dedollarization advocates. How should gov-
ernments proceed to keep the transition costs reasonably low? Ferniandez-
Arias proposes giving priority to the promotion of peso substitutes (the carrot)
rather than the tightening of regulatory pressure on dollar intermediation (the
stick). He is concerned that an excessively hawkish antidollar stance may
induce disintermediation. The main difficulty with evaluating this (or any
other) proposal is that there are simply no relevant precedents from which to
build a useful benchmark.

On this front, some confusion pervades both the literature and the paper.
The set of pertinent experiences identified in the literature is a mixed bag that
groups together countries that successfully prevented financial dollarization
from growing (such as Chile and Israel), forceful conversions to the local cur-
rency in the midst of a bank run (namely, Bolivia in 1982, Mexico in 1982,
Peru in 1985, Pakistan in 1998, and Argentina in 2002), and some borderline
cases with moderate declines in financial dollarization that are hard to attribute
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to specific factors or that can be ascribed to valuation changes (as in transi-
tion economies that experience violent swing in their real exchange rates at
the time of the price liberalization).

As a result, the policy discussion is rather speculative. In Chile and, most
notably, Israel, dedollarization owed more to a long and patient price stabi-
lization strategy than to the dedollarization efforts endorsed by this paper.
Thus, the case for inflation indexation, rooted as much in these experiences
as in the portfolio model of financial dollarization, is somewhat weakened in
the scenario of contained inflation that presently characterizes most finan-
cially dollarized countries.

At the other extreme, the argument that dedollarization leads to a sharp
financial disintermediation is based on evidence from the forceful conversions.
The latter, however, were conducted in the context of a generalized capital flight
when the bank run was well under way, so the specific role that the conversion
played in the financial contraction that followed is hard to identify. Indeed, since
capital flight in those cases preceded—and largely brought about—the currency
conversion, disintermediation was the cause of both dedollarization and its fail-
ure, rather than its consequence. Nevertheless, this questionable evidence should
not overshadow a more general issue: if the application of the regulatory stick in
tranquil times results in some narrowing of the market, should it be considered
a loss, or simply the natural downsizing of a market that was artificially beefed
up by financial dollarization at the risk of a sudden contraction in the future?

Finally, the intuitive claim that repressed dollar savings may opt for shorter
peso instruments still needs empirical validation. Anecdotal evidence, how-
ever, is not always supportive: even in the heyday of convertible Argentina,
the vast majority of dollar deposits were below the 90-day mark, which con-
tradicts the currency-maturity tradeoff.

With all these caveats, Ferndndez Arias makes the most of the partial ana-
lytical models and scarce empirical evidence at hand. He takes a stand on this
incipient debate, endorsing calls for an active dedollarization strategy, spear-
headed by the government, in its double role of regulator and main issuer, and
institutional investors, as the backbone of the investor base for peso instruments.
This pattern is being followed, incipiently and with variations, by a growing
number of financially dollarized countries in the region. In addition, he high-
lights the role of multilateral financial institutions in jumpstarting peso markets
and marketing dedollarization among governments reluctant to pay the price.

This is where the debate now stands. Given the growing popularity of these
ideas, it may not be long until a more precise picture emerges of how dedol-
larization works in the real world.
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Eduardo Morén: Fernandez-Arias tackles one of those neglected issues that
became important only after a financial crisis hit the region. The reason for
that neglect could be that dollarization has many faces, each of which poses
different risks to emergent economies. The literature has evolved from early
discussions on currency substitution, in which monetary policy was left out
of the equation, to a scenario of liability dollarization, in which a currency
crisis comes in conjunction with a banking crisis, and depreciations are again
contractionary.

In this sense, adopting a dedollarizing policy has become a rather impor-
tant decision for many countries in the region. The problem is that previously
that decision was never implemented in a market-friendly way. Analysts
need a model that explains the phenomenon and pinpoints possible solutions.
Until recently, the most frequently suggested policy solution for reducing the
level of domestic financial dollarization was to keep inflation at low levels.'
It was argued that central banks needed to regain their wasted reputation
through long periods of low inflation, so as to erase the memory of rapidly
rising inflation.

When that failed, the recipe changed to reducing the relative variability of
inflation vis-a-vis the real exchange rate.? The beauty of the minimum variance
portfolio (MVP) model was that given the link between domestic financial dol-
larization and liability dollarization present in the data, policy decisions toward
dedollarization might focus on the depositor side of the problem. This opened
the discussion on the role of eliminating currency-blind deposit insurance
schemes or imposing taxes on dollar deposits with the risk of reducing the level
of domestic intermediation.’

Before the details of a dedollarization strategy can be identified, however,
two questions must be addressed. First, what happens if the apparently high
level of liability dollarization is, in fact, optimal? Second, have any countries
actually succeeded at dedollarizing? While the paper discusses both ques-
tions at length, the MVP model is not the best method for framing the opti-
mality question. This calls for a new research effort. In addition, the paper
assumes that the MVP model has been doing fine, yet in the Peruvian case,
the model fails to capture the evolution of the data. In fact, the MVP model
consistently underpredicts the dollarization ratio. In a recent paper, my coau-
thor and I extend the basic capital asset pricing model (CAPM) formulation,

1. Guidotti and Rodriguez (1992).
2. Ize and Levy Yeyati (2003).
3. See Castro and Morén (2004a) on currency-blind deposit insurance schemes.
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introducing the possibility of a default scenario triggered by an unanticipated
real exchange rate shift.* The modified model encompasses Ize and Levy
Yeyati’s model as a special case and performs much better than the MVP
model under suitable parameters.

Ferndndez-Arias discusses the optimal level of dollarization given the
presence of negative externalities such as those arising from balance sheet
effects. In fact, the paper shows that the level of dollarization will fall when
agents internalize these externalities. Nevertheless, the question remains: is
this the optimal level of dollarization? That will be the case if, and only if,
balance sheet issues are the only market failure. The paper answers this ques-
tion as it emphasizes the need to issue domestic assets in local currency. This
implies the presence of at least one more market failure: assets are not per-
fect substitutes. In that case, the optimal level of dollarization will be even
lower than before. It is hard to say how important—in welfare terms—these
market imperfections are, at least from this analysis.

Finally, the paper does not address the recent dedollarization experience
in Peru. The country had one of the region’s most dollarized economies, but
it has been able to consistently reduce domestic deposit dollarization. Although
Peru has not yet achieved a 20 percent dollarization level and the program has
only been in operation for four years, it is a key experience in that Peruvian
authorities have followed a great deal of Fernandez-Arias’s proposal. Peru
introduced first indexed bonds and then nominal bonds. Maturities were ini-
tially very short, but a fifteen-year nominal bond was recently introduced.
Peru has partially dedollarized its foreign debt, and firms have started to issue
bonds following the government’s first steps. The Central Bank, however,
has been extremely conservative in allowing the exchange rate to appreci-
ate. The reluctance to let the exchange rate float freely has slowed the dedol-
larization process and deterred the formation of markets to hedge against
exchange rate risk.

4. Castro and Morén (2005).
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