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Abstract

While de-facto dollarization is not a new phenomenon, official dollarization is
a novel development in monetary policy gaining momentum in many develop-
ing countries. This paper reviews the literature on the rationale for dollariza-
tion in developing countries; the empirical evidence lending support to the
macroeconomic success of official dollarization; and the possibility of de-
dollarizing economies which have been dollarized de-facto. It follows that the
rationale for dollarization in developing countries is a conglomeration of as-
sumptions which have no foundation in macroeconomic theory. Empirical ev-
idence is neither suggestive nor conclusive of the macroeconomic success of
officially dollarized countries. Forceful mechanisms to de-dollarize economies
in developing countries have been met with undesirable economic and political
outcomes. While market-driven mechanisms have somewhat proven to be suc-
cessful, they require very long periods of negotiating policy credibility buy-
backs and very high adjustment costs.

Relevance to Development Studies

Monetary policy is central to almost all countries economic growth agenda.
The types of currency arrangements in monetary policy have often been the
subject of currency crisis. Currency crises have often culminated into pro-
longed political crisis leading to a setback in economic development. The cur-
rency crises in Indonesia and Ecuador are classic examples to reflect on. As
several developing countries are beginning to embrace the idea of adopting
currencies of large economies as a way to insulate against recurrent currency
shocks, it is important that the implications for economic growth and devel-
opment are known aforehand. This research, though inconclusive, lays ground
for policy decisions on dollarization in developing countries.

Keywords

Dollarization, De-dollarization, Dollar, Inflation, Monetary Policy
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Chapter 1
INTRODUCTION

1.1 Introduction

“The difficulties experienced in the commerce and modes of payment of any
country from the competing action of the several commodities serving as cur-
rency, and further the circumstance, that concurrent standards induce a mani-
fold insecurity in trade, and render necessary various conversions of the circu-
lating media, have led to the legal recognition of certain commodities as
money]...] Where more than one commodity has been acquiesced in, or admit-
ted, as the legal form of payment, law or some system of appraisement has
fixed a definite ratio of value amongst them” (Menger 1892:255). In this ac-
count, Menger claims that money did not originate by legal statutes but rather
stems from social phenomenon. Alesina and Barro (2001) on the other hand
point to the emerging difficulty in trade and finance in a global context occa-
sioned by the proliferation of as many national currencies as independent
countries following World War II.

The history of currency exchange dates as far back as the 1800s - the peri-
od of the classical gold standard era (1880 — 1914) when world currencies’ ex-
change rates were fixed to gold reserves. During that period, inflation was al-
most non-existent with rates barely reaching 0.01 percent compared to 4.1
percent for the period 1946 — 2003." Following the collapse of the gold stand-
ard during the First World War, a quasi-gold standard known as the Gold Ex-
change Standard was briefly used from 1925 to 1931. Under this standard,
countries held British pounds, United States dollars or gold as reserve curren-
cies. Under this scheme, only the United Kingdom and the United States were
obliged to hold gold reserves. However, the system collapsed following Great
Britain’s break away after unprecedented gold and capital outflows. By and
large, the standard was criticized for its inflexibility in terms of allowing mone-
tary policy influence in tackling external shocks. This history of inflexibility
clouds uncertainty over a return to that global regime as policy makers seek to
use monetary policy flexibility to counter external shocks and unemployment

(Bordo, n.d).

Despite the collapse of the gold standard, Hawtrey (1919) maintains that
gold, as a common world currency offered more ease of exchange and stability
to the international monetary system. He claims it was the misuse of the sys-
tem, through monetizing budget deficits to fund the Second World War, which
ruined it.

Following the gold standard was the emergence of the Bretton Woods
monetary system — a system Bordo (1993) terms as the world’s most recent
experience with a fixed exchange rate system. Architects of the system intend-

Bordo (n.d.) ‘Gold Standard’, The Concise Encyclopaedia of Economics
<http:/ /www.econlib.org/library/Enc/GoldStandard.html>



ed a monetary arrangement that would have simultaneously reflected the ad-
vantages of gold standard’s fixity and a floating rate regime. It was a pseudo
arrangement of the gold standard under which all other countries’ currencies
were anchored to the dollar, except the United States which in turn supported
dollar supply by gold reserves. But it was a short-lived experience (December
18, 1946 - August 15, 1951).

Notwithstanding, Dooley, Folkerts-Landau and Garber (2003) argue that
the fixed exchange rate arrangement under the Bretton Woods System was on-
ly a development strategy between the center (the United States) and the main
periphery at the time (Europe and Japan). A strategy whereby the periphery
maintained currency devaluation, controls on trade and capital, reserve accu-
mulation and the privileged use of the center as a financial intermediary to lend
credibility to their financial system. Once the periphery achieved their devel-
opment objectives and the periphery graduated to the center, the strategy was
revisited with the lifting of restrictions on trade and capital flows in the 1970s
and the fixed began to float. Hence the era of monetary liberalism was intro-
duced - a monetary system without a specific official reserve currency.

With the introduction of monetary exchange rate liberalism following the
collapse of the Bretton Woods system, countries have run their economies in-
consistently with respect to exchange rate regimes. At one point a particular
country gives preference to a fixed over a flexible exchange rate regime, and
vice versa. Following currency upheavals, attention is sometimes drawn to in-
termediate regimes which are neither fixed nor flexible, thus inclining to Vos’
(2000) assertion that hardly any country is on the extreme of the exchange rate
regimes. Even with intermediate regimes, solution to these economic upheav-
als has been farfetched in most developing countries as inflation and unem-
ployment remain a perennial problem.

Hence, in extreme search for a solution to currency problems in political-
economic environments, some countries have resorted to abandoning their
own currencies and adopting stable currencies of large economies. According
to Ize and Yeyati (1998), this trend has it routes in macroeconomic fundamen-
tals following prolonged inflationary episodes. Although for some countries,
like Panama and Liberia, official dollarization was a natural outcome of politi-
cal inheritance based on colonial and historical lineage with large political-
economic power. However, the emerging interest of other developing coun-
tries in official dollarization has attracted this research’s investigation of the
benefits and implications.

1.2 Definition of Dollarization

Several definitions, similar but somewhat varying, have been used in the litera-
ture to define dollarization. From a scientific perspective, it is thus important
to lay out the underlying definition applicable in the context of this research
paper.

Alesina and Barro (2001) for example, define dollarization simply as the
use of another country’s currency as legal tender which may not be specifically
the dollar. They contend that at least 60 small countries have at some point in
history used another country’s currency. The reason for doing so is more gen-
erally the loss of confidence in domestic currency following prolong currency



instability. Bogétic (2000: 179) on the hand defines dollarization as “a portfolio
shift away from domestic currency to foreign currency, to fulfil the main func-
tions of money—store of value, unit of account, and medium of exchange”.

However, dollarization in a broader sense could be of several forms de-
pending on the legal arrangement and monetary policy focus. Yeyati (2006)
makes the distinction between official dollarization (de jure or formal dollariza-
tion) and unofficial dollarization (de-facto or unofficial dollarization). The
former he defines as a monetary arrangement whereby a foreign currency is
given legal and exclusive status as a country’s legal tender to perform all the
functions of money without restraint. He defines the latter as an unofficial
monetary arrangement facilitating the use of foreign currency alongside domes-
tic currency. Yeyati further breaks down unofficial dollarization into two sepa-
rate phenomena which may take place separately or simultaneously. The first
phenomenon is the use of foreign currency as a medium of exchange known as
currency substitution, while the second is the use of foreign currency as a store
of value known as asset substitution.

Literature suggests that de facto dollarization precedes de jure or official
dollarization where countries have previously owned a domestic currency.
Moteover, there is more focus on de facto dollarization than official dollariza-
tion in literature. Bogétic (2000) attributes this situation to the prevalence of
more de facto than officially dollarized economies, the demographic size of
most dollarized countries and the lack of published data on dollarized econo-
mies. While literature on de facto dollarization will be largely used in the de-
dollarization chapter of this paper, the focus of this research is on official dol-
larization in developing countries. This is the case of countries abandoning
their own currencies and adopting a foreign currency as legal tender.

Hence, for the purpose of this research paper, the simple definition of
dollarization as used by Alesina and Barro (2001) will apply.

1.3 Indication of the Research Problem

Dollarization in the sense of the unofficial use of foreign currency by econom-
ic agents is not a new phenomenon. What is new is the official adoption of
foreign currencies in geographically large developing countries. “Until now,
formal dollarization (or its equivalent using some other major currency) was
seen as an option limited only to tiny enclaves or micro-states like San Moreno
or the Marshall Islands. In all, only some dozen sovereign entities — including
only one country (Panama) with a population exceeding 100,000 — thus far use
the currency of a larger neighbour or patron in lieu of money of their own.

Today, however, even nations as big as Argentina or Mexico are debating the
merits of the approach” (Cohen 2000: 2).

Transcending the national level debate, pointed out by Cohen over official
dollarization, Ecuador and El Salvador have already gone ahead to introduce
the dollar as their countries’ sole and legal tender. In the case of many coun-
tries, “Official dollarization has appeal partly because unofficial dollarization is
already so widespread” (Schuler and Stein, 2000:1). For example, Table 1shows
a high level of de-facto dollarization (the ratio of foreign currency bank depos-
its or loans as a percentage of total deposits or loans) for the period 1999 —
2003. This is an indication that official or formal dollarization is imminent in



several developing countries, especially in the face of recurrent economic dis-
tress and political instability. The question that emerges from these trends is, if
dollarization is really a rational policy choice for developing countries? Thus
far, this question has been inadequately addressed, i.e. there is very little re-
search discussing this issue profoundly. This research paper therefore aimed to
fill this gap in literature or at least to provide a first step into this direction.

Table 1:De-facto Dollarization in Developing Coun-
tries (In percent)?

Country Name Deposit Dollari- Loan Dollari-  Public Debt
zation3 zation4 Dollarizations

Argentina 14 20 96

Bolivia 92 96 95

Brazil 0 0 49

Chile 15 14 45

Colombia 1 5 59

Costa Rica 46 55 53

Guatemala 10 25 88

Honduras 34 26 95

Mexico 10 32 42

Nicaragua 71 84 98

Paraguay 64 57 N/A

Peru 74 79 92

Uruguay 85 61 96

Venezuela 0 1 67

Latin America Country 37 40 75

Average

Emerging Country Average® 22 19 39

Source: Garlindo and Leiderman (2005:38)

2 Data are for (1999, 2001, 2002, and 2003), gathered from central banks and minis-

tries of finance of respective counttries.

3 Foreign currency deposits as a percentage of total deposits

4 Foreign currency loans as a percentage of total deposits

> Public debt in foreign currency as a percentage of total public debt

¢ Emerging country average also comprise African countries including Morocco and
Nigeria



1.4 Research Objective, Hypothesis and Questions

1.4.1 Research Objectives

The objective of the research was to dig into the experiences, positive and
negative, of officially dollaized developing countries so as to lend monetary
policy makers in other developing countries contemplating official dollarization
policy guidance on informed choices for official adoption of foreign currency
as sole and legal tender. Persuant to this main objective, the research is sub
divided into three objectives:

1. A critical review of the rationale and justification for dollarization in

developing countries;

2. A critical review of how empirical literature lends evidence to

dollarization rationale in developing countries

3. An investigation into the experience of dollarized countries’ attempts

to de-dollarize.

These sub objectives constitue the three main chapters of this research
paper. Chapter two focuses on the rationale for official dollarization in
developing countries. Chapter three reviews the empirical evidence of
dollarization success in officially dollarized developing countries. And chapter
four attends to the experiences of dollarized economies’ attempts to de-
dollarize.

1.4.3 Research Hypothesis

The research investigates the following hypothesis:
1. The rationale offered for dollarization in developing is weak.
2. Empirical evidence suggests that dollarization did not benefit develop-
ing countries as it was intended.
3. Attempts of de-dollarization in developing countries have been met

with mixed successes, if there are any successes at all.

1.4.2 Research Questions

Given the research objectives, the following research questions have been an-
swered:
Main Question

Is dollarization a desirable monetary policy option for developing coun-
tries experiencing currency fragilities?
Sub Questions

What has been the rationale for dollarization in developing countries?

What is the empirical evidence on the macroeconomic success of dollari-
zation strategies?



What have been the experiences of countries with attempts to de-
dollarize?

1.5 Methodology

To answer the question and sub questions of this research, the research made
use of the review of literature as the main methodology. The strategy employed
is the review of literature on dollarization in developing countries by research-
ers of different influence and persuasions including individual peer reviewed
journal articles and IMF and World Bank working papers. The review is struc-
tured in three categories in accordance with the three hypotheses. The first cat-
egory of review focused on literature which discusses the underlying rationale
and justification for dollarization. The second category focused on the empiri-
cal literature for evidence of success of dollarization in developing countries.
And the third category focused on literature which discuses experiences of de-
veloping countries’ attempts to de-dollarize.

The review of the rationale has been used to show how the acclaimed
benefits of official dollarization have been arrived at in developing countries.
The review of empirical evidence of dollarization policies in developing coun-
tries have taken into account how officially dollarized countries performed
compared to their pre-dollarization periods or compared to non-dollarized
countries. The comparative analyses have focused on specific and relevant
macroeconomic variables pertinent to economic performance and growth.

The research has also made use of comparative macroeconomic data anal-
ysis to verify the veracity of results coming out of alternative empirical litera-
tures. Specifically, macroeconomic data from the World Development Indica-
tors (WDI) of the World Bank and the World Economic Outlook (WEO) of
the IMF have been used with specific attention to variables which match dol-

larization rationale including inflation, trade, growth, unemployment, and so
forth.

Lastly, the review on de-dollarization efforts considered literature which
attends to analysis of the economic situations and the political environment
prompting de-dollarization in countries which have attempted to do so. It has
focused on the specific approaches, mechanism used, and outcomes in coun-
tries which have had de-dollarization programs.

In the absence of alternative quantitative techniques and/or formal econ-
ometric analysis, literature review as a method provides a very useful and pow-
erful analysis in studying dollarization in developing countries. It facilitates an
understanding of dollarization in the context of the historical political-
economic environment vis-a-vis monetary policy.

1.6 Scope and Limitations

With respect to the rationale for dollarization in developing countries and the
accompanying empirical evidence, this research focuses on only officially
dollarized countries covered by literature. The focus on de-dollarization efforts



will also be limited to literature which covers only developing countries which
have been dollarized and have attempted to de-dollarize. Time periods in the
review are restricted to only what the literature reviewed has covered.
However, extra data analysis by this paper begins from 2002 onwards.

More precisely, this research paper is neither a study of alternative
exchange rate regimes nor a comparative study between dollarization and
alternative exchange regimes. Hence, while it makes comparative data analysis
between officially dollarized states and countries with currencies of their own,
it does not go into the theory, merits and demerits of fixed, flexible or
intemediate exchange rate regimes.

This research work also faced several practical constraints. First,
dollarization has been given very limited attention in research (Melvin,1988,).
Much of the research work has concentrated on Latin America. Even in Latin
America, the dominant attention has been on de-facto rather than de-jure
dollarization. The absence of data restricts the paper’s macroeconomic data
analysis to only three officially dollarized countries including Panama, Ecuador
and El Salvadot.



Chapter 2 Rationale for Dollarization in
Developing Countries

2.1 Introduction

“Recent worldwide turmoil in financial markets is triggering a major revision of
the conventional wisdom about emerging markets (EM) countries’ macroeco-
nomic management [...]” (Calvo 2002: 394). In their introductory chapter,
Eichengreen and Hausmann (1999: 1) assert: “If one positive thing can be said
about the Asian crisis and subsequent discussions of how to strengthen the
international financial architecture, it is that they breathed new life into a mori-
bund debate on the consequences of exchange-rate arrangements”. Calvo
(ibid) points to the depth of the debate on the set of institutional arrangements
and policies which would ensure macroeconomic stability. The debate is ever-
growing on what should be an optimal monetary policy on currency in many
countries in the wake of past and current financial crisis and the potential for a
future recurrence. It is even stronger in developing countries where currency
problems and economic growth are at stake and exchange rate regimes are at
the heart of the debates.

This chapter therefore seeks to investigate into the rationale underpinning
dollarization and why is dollarization preferred to alternative exchange rate re-
gimes for achieving growth in developing countries. As a point of departure,
the paper draws on the main variables of interest in the dollarization debate
including inflation, fiscal discipline, currency risk, financial and trade market
integration, labour market reform and economic growth. The main focus of
the research investigation in this chapter is how dollarization leads to success
of these macroeconomic variables. These will serve as the basis for our empiri-
cal review in Chapter Three where the research will be seeking evidence which
lends support to their success in officially dollarized countries. A lot more
space is devoted to inflation in this section because it is the fulcrum of the dol-
larization rationale.

2.2 Inflation

In recent years, inflation has emerged as, what I term “common enemy”, in
monetary policy circles in almost all countries. Often defined as the “sustained
increases in the general price level of goods and services in an economy”
(Kibritgioglu, 2002:45), inflation remains a perennial macroeconomic problem
in most countries. Policy focus in recent years seems to have shifted from em-
ployment targeting to inflation targeting in a bid to control upswings in infla-
tion. Mishkin (2001) for example puts it that one of the key objectives behind
inflation targeting is the institutional commitment to maintaining price stability.
Maintaining inflation targets have often being achieved through monetary poli-
cy adjustments. Such policy adjustments are mostly instituted through upward
or downward adjustments in money supply or through exchange rate adjust-
ment by means of devaluation or revaluation.



In developing countries, inflationary situations are even of greater magni-
tude, sometimes sparking civil and political unrests. These inflationary situa-
tions are the reasons prompting the shift in monetary policy thinking in devel-
oping countries from maintaining independent domestic currency to the
adoption of stable foreign currency as legal tender (dollarization). The central
idea behind the introduction of a foreign currency and the eliminating of do-
mestic currency is that it wipes out inflation or reduces it to a level equivalent
to that of the currency issuing country such as the Unites States.

For example, political tension fuelled by hyperinflation and dismal eco-
nomic performance prompted the government of Ecuador to drop the use of
the Escudo and officially adopt the U.S. dollar as legal tender in 2000. Propo-
nents such as Vos (2000) believe it was a right decision by the Ecuadorian au-
thority because both fixed and flexible exchange rate regimes had failed to re-
verse inflation in that country. Hussmann (1999) justifies the proposition for
dollarizing Latin America, and by extension developing countries, with the
contention that independent monetary policy has failed to deliver currency sta-
bility in the region citing cases of inflationary upswings and wage indexations
across the continent. In the wake of the failure of both fixed and flexible ex-
change rate regimes, Hussmann proposes the adoption of a “Supra-National
Currency”. Alesina and Barro (2000) also support this proposition for small
closed economies with high historical inflation, especially if they are geograph-
ically proximate to a large economy.

But how exactly is inflation lowered by dollarization? The answer is simple
and straight forward. It prevents countries from printing money. Moreno-
Villalaz (1999) for example argues that the absence of excess money supply
and the inability to monetize fiscal deficits in Panama explains its success in
maintaining low inflation.

However, while the adoption of stable foreign currency may seem to be a
solution to inflationary problems in developing countries, there are equally cor-
responding problems created to the monetary system. It takes away a country’s
independence in monetary policy. In a sense, a dollarized country delegates its
sovereign control over monetary policy to a foreign country from which it has
no direct benefits. It can no longer make money supply adjustments even when
necessary. Domestic savings and lending decisions cannot be influenced by
local monetary authority as there are no central banks with active role of per-
forming monetary policy governance, i.e., government loses control over mon-
etary policy. At the same time, the central monetary authority is stripped of the
ability to shelter the banking system during periods of liquidity constraints.
Moreover, dollarized economies tend to lose revenue from printing money.
These are the basic counter arguments which opponents of dollarization, for
example Chang (2000) and Chang and Velasco (2002), consider as posing po-
tentially high costs when a country loses its domestic influence over monetary
policy.

In the context of a central bank’s role of lender of last resort (LOLR),
Bagehot (1873, cited by Woods, 2003) for example, contends that LOLR is not
just a mere “classical concept” but serves a very real purpose of shielding the
banking system from panics and collapse. Rochet and Vives (2004) also argue
that LOLR was instituted precisely to lend stability to the banking system and



prevent disparaging consequences for the real sector, citing the great depres-
sion as an example. They contend that recurrent crises were resolved with
lender of last resort facility and deposit insurance by the end of the nineteenth
century. The first intervention was in Europe and then in the United States
after the financial crises of the 1930s. And recent years, in most emerging
economies which at some point in time in their economic history have been hit
by financial panics.

Freixas et al (2003) emphasize the importance of LOLR in the banking
system during solvency shocks. They refer to LOLR as “emergency liquidity
assistance” necessary in any monetary system for shielding banks from panics.
The argument is that in the absence of a central monetary authority with statu-
tory LOLR responsibility, events of bank panics caused by liquidity shocks
have the proclivity to degenerate into a full blown banking and economic crisis
as depositors stir bank-runs for fear of losing their savings. Though propo-
nents argue that such emergency lending can be otherwise facilitated by the
interbank market, Freixas et al (ibid) contend that liquidity provided by the in-
terbank market may not be sufficient to close the liquidity gap. Besides, the
central bank has the operating potential to change its priority in the interest of
the survival of the financial system by offering lower than market lending rates
without any legal constraints. The point is, the interbank market is driven by
corporate interest and profit motives but a central bank is driven by national
interest for the survival of the entire monetary system and economy.

However dollarization proponents such as (Calvo 2001) refute the claim
that lending of last resort function is lost under dollarization. His argument is
that in advance countries, lenders of last resort (central banks) do not issue
money but rather bonds and public debt to meet liquidity requirements. This
argument is also shared by Bencivenga et al. (2001). However, both Calvo and
Bencivenga et al. fail to fit developing countries in the LOLR framework they
allude to advanced countries. They fail to show the mechanism by which it
works in developing economies. Instead, Calvo concedes that such mechanism
may prove difficult to implement in developing countries. Ennis (2000), on the
other hand, makes a more controversial rebuttal in favour of dollarization. He
argues that lending of last of resort has been a part of the problem fuelling in-
flation in developing countries. Hence, the elimination LOLR function is a
blessing rather than a curse.

With respect to seignorage revenue, Antinolfi and Keister (2001), argue
that a dollarized country automatically forfeits the seignorage component of
total revenue. Melvin (1998) contends that this loss is significantly undesirable
for developing countries. Even in the case of a possible seignorage revenue
sharing scheme. Kurasava and Marty (2007) argue that such scheme solely
maximizes the welfare of the issuing country’s households rather than the dol-
larizing country as inflation adjustments are set only to the issuing country’s
own advantage. Schmitt-Grohe and Uribe (2001) contend that a dollarized
country loses twice its pre-dollarization monetary base. Calvo (2001) however
argues that the loss of seignorage revenue under dollarization can be off-set by
the imposition of a wealth tax. Interestingly however, revenue from currency
printing is a predictable income flow, but the wealth tax as proxy of seignorage
income suggested by Calvo is an unpredictable fiscal element especially in the
context of developing countries. Fiscal policy makers may not have the super
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flexibility in certain political bureaucracies to freely impose such tax. In most
jurisdictions, parliamentary proceedings have to be followed before the imposi-
tion of new taxes. This may result in protracted debates in chamber rooms and
sometimes the bill proposing such levy may end up being defeated by parlia-
mentary votes.

Returning to the core rationale for dollarization, proponents place more
emphasis on the low inflation effect of dollarization in developing countries,
but they do not seem to offer details on the mechanisms by which dollarization
eliminate inflation. Critics on the other hand largely focus on the loss of mone-
tary policy independence, LOLR and seignorage as the principal demerits of
dollarization. But they do not question the mechanisms by which dollarization
eliminates inflation. The crux is that, it is not the mere use foreign currency
which cuts down inflation in developing countries. Instead, it is when develop-
ing countries are prevented from printing money that inflation is lowered. In-
flation in this case is not absolutely eliminated. It still exists under dollarization.
Except that under this arrangement, it is established and adjusted by the for-
eign currency issuing country to the advantage of its fiscal and monetary policy
goals and never to the goals of the adopting country. It rises and falls with that
of the currency issuing country which does not care about the transmission of
negative shocks to the dollarized economy. Such inflation adjustments do not
benefit the dollarized country as their economic cycles do not covary with de-
veloped economies. This linear relationship with developed countries’ econom-
ic cycles is one of several criteria discussed by Alesina and Barro (2001) for a
country to dollarize. Hence, dollarization is not the elimination of inflation, but
it is a country’s will to accept inflation from another country and that inflation
is only a cost and does enable it to make fiscal and monetary policy adjust-
ments. In effect, most of what proponents consider as advantages of dollariza-
tion can hardly be separated from effects of inflation cutting. The discussion
on inflation is further addressed when the paper discusses the economic
growth rationale of dollarization. For now the paper focuses on the claims of
the cause of inflation.

The consensual claim in literature, that inflation is caused by growth in
money supply Melvin (1998) for example, is a flaw. Nothing is more ideal to
refute this claim than recent developments of the global financial crisis. When
the major financial institutions risked failure because of risky financial innova-
tions, the EMU and the Unites States performed lending of last resort in un-
precedented manners to stimulate growth. By standards of the money growth-
inflation link, the world was being plunged into the biggest inflation ever. Con-
trary to this thought, this has not been the case. More to that, even with the
excess liquidity provided corporate institutions, Democrats in the United States
lobbied for congressional support to increase federal fiscal deficit threshold
above the already 14.3 billion in fear of eminent recession (see Wroughton,
2011). If growth in money supply is a sufficient condition for inflation, then
global inflation would have been on a high by now. Interestingly, President
Obama still returned to Congress in August 2011 with another stimulus plan
worth 450 billion dollars in a desperate attempt to stimulate growth and create
new jobs for the growing number of unemployed Americans (see Gross, 2011).

These recent developments suggest that it is inadequate to blame inflation
on money growth. Instead it is growth, which always precedes inflation that

11



eventually leads to inflation. Goldfajn and Olivares (2000: 5) also support this
point by arguing that “growth falters after an initial boom and unemployment
follows. It is at this point that the policy makers' credibility problems arise”.
Turvey (1951) and Kaldor (1976) also support this point in their assertions that
money supply is an insufficient condition to stir inflation. They suggest that
economic growth is the prime factor which eventually leads to inflation via the
cost of primary output and wage bills in the secondary and tertiary sectors in
developing countries. Kaldor (1976) therefore contends that growth in both
the primary and industrial sectors must be in tangent. Otherwise, a growth de-
celeration in the primary sector against growth acceleration in the industrial
sector will lead to rising prices for primary output especially for agricultural
output including food. Given that prices for primary commodities are market-
determined and industrial output is cost-determined, the resulting effect is an
upward shift in the cost curve of the industrial sector which is translated into
rising price of final output. Meanwhile, economic growth is a visible phenome-
non to which workers will equally react for higher share of output. This also
tends to shift upward the industrial wage cost curve.

A similar phenomenon is explained in Marxian conflict theory of inflation
(Rosenberg and Weisskopf, 1981) wherein capitalist succumb to workers wage
demands in anticipation of passing a mark-up price. This is a situation of
“...workers and capitalists struggling to maintain or increase their shares of
real national income” (Turvey 1951: 534). Rising prices arising from real sector
growth also stir higher wage demand in the civil service and tertiary sector as
civil servants seek to buffer against higher cost of living. It therefore becomes a
revolving phenomenon leading to sharp rising inflation. Money supply does
not play a major role in this analysis. Rather it is imbalanced economic growth
between the primary, industrial and tertiary sectors; and the irresistible wage
demand of workers, who solidify their strength in unionism, that generate price
upswings.

On the other hand, Seers (1962) points out to institutional and infrastruc-
tural failures in developing countries such as bureaucratic red taping, inefficient
trade logistics including transportation, storage and customs clearance, power
shortages as additional costs which could result into ripple exponential cost
effects in the face of economic growth. It shows that it is more of a structural,
institutional and infrastructural problem in managing growth in developing
countries rather than the growth in money supply.

Hence, the solution is to address the structural and institutional problems
in economic growth management in developing countries rather than introduc-
ing dollarization which has a potential drawback on economic growth and em-
ployment. Similar conclusion is drawn by Bencivenga et al. (2001)). He argues
that inflation reduction is a weak rationale for dollarization in developing coun-
tries if indeed inflation is blamed on money growth. The rationale in his argu-
ment is that alternative measures for reducing the rate of money growth can be
sought without necessarily eliminating a domestic currency.
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2.3 Fiscal Discipline

The growing assumption is that developing countries are corrupt and impru-
dent in fiscal management. They run large fiscal deficits funded by seignorage.
Monetizing budget deficits has therefore been largely blamed for inflationary
episodes in many developing countries for which dollarization have been justi-
fied. Vos (2000) and Eichengreen (2002) for example claim that unsustainable
budget deficits was one factor which fuelled inflation in Ecuador prompting
political unrest and a compelling decision to dollarize. Melvin (1998) contends
that peso printing to meet fiscal targets were reasons for inflationary tendencies
in Argentina and Chile as money supply grew up to 199 percent in the later.
Haussmann (1999) blends the Latin American countries as incapable of man-
aging independent monetary policies.

Hence, it is believed that dollarization enforces restriction on fiscal profli-
gacy. According to pundit Edwards (2001:249), “countries that give up their
currencies, were told, will be unable to engage in macroeconomic mismanage-
ment.” However, the mechanism by which dollarization enforces fiscal disci-
pline remains inexplicit in dollarization literature. The underlying assumption is
that when developing countries are prevented from printing money to finance
deficits, they are compelled to run balanced budgets. But balance budgeting is
only one measure of fiscal discipline which in itself does guarantee that fiscal
misappropriation and misallocation can be prevented. On the other hand,
even if balanced budgeting explains fiscal discipline, there is no guarantee in
theory that preventing countries from printing money prevents them from
borrowing in foreign currency to finance deficits. The crux is that preventing a
dollarized country from printing money does not assure fiscal discipline. It on-
ly eliminates domestic inflation which is the hub of dollarization rationale. In
this case the dollarized country accepts external inflation imposed by the cur-
rency issuing country, America for example, in the case of the Ecuadorian and
Panamanian economies.

This highlights a weakness in the dollarization-credibility link as economic
governance transcends monetary policy alone. Eichengreen (2002) for exam-
ple, argues that credibility offered to monetary policy by dollarization may not
necessarily enhance credibility in other policies.

2.4 Currency Risk

Currency instability is one reason for which dollarization has been encouraged
in developing countries. Under independent monetary policy, alternative fixed
and flexible exchange rate regimes are believed to have failed in preventing
currency fluctuations. Some critics have even ignored inflationary reasons as
not compelling for dollarization. They tend to attach more relevance to the risk
of domestic currency devaluation under fixed or flexible exchange rate regimes
and cost of trading domestic currency for international transactions.
Bencivenga et al. (2001)) for example, ignores the relevance of price stability
rationale advocated by dollarization proponents since there are other mecha-
nisms other than dollarization by which inflation can be curtailed. He attaches
relevance to the uncertainties pose by alternative exchange rate regimes in cur-
rency conversion for international transactions; and the exposure of domestic
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currency to speculative attacks as most compelling for dollarization in develop-
ing countries. The assumption is that dollarization eliminates this risk. Antinol-
fi and Keister (2001) equally contend that the urgency for dollarization in de-
veloping countries has been primarily stir by currency crisis. They make
particular reference to the 1994 Mexican crisis which was caused by a sudden
devaluation of the Mexican Peso.

Whatever it is, the assumption of currency risk elimination under dollari-
zation is already a forgone conclusion. For example, in the case of adopting the
euro, there is no nominal exchange rate factor between a member country of
the European Monetary Union and the dollarized country. The risk of devalua-
tion and speculative attacks on the exchange rate is managed by the currency
issuing country but not without costs to a dollarized country’s macroeconomic
goals. With the recurrence of financial crisis, currencies of large countries are
also not free from risk and speculative attacks. In the event of such external
shocks, there is no guarantee in theory that dollarized countries can fend off
the effects as they lack adjustment mechanism under a dependent monetary
policy.

2.5 Financial and Trade Integration

One major challenge posed to developing countries is the under development
and isolation of their product and financial markets from international markets.
The absence of a well-developed financial market, for instance, limits interme-
diation for investment capital in developing countries as domestic financial in-
termediaries are limited in scope and capacity. Product markets in developing
countries are under-developed and largely restricted to limited markets. Hence,
dollarization is considered by proponents as a channel through which integra-
tion between developing countries product and financial markets and devel-
oped countries product and financial markets can be achieved in a short space
of time with limited constraints. The priori justification is that transaction costs
are radically reduced, interest rates are lowered and investment credit is acces-
sible in a dollarized economy and then market integration takes place (Schuler
and Stein, 2000). Using Panama as an example, Haussmann et al (1999: 17) ar-
gues that “[...] Panama is the only country where a worker can get an unsubsi-
dized 30-year mortgage loan at 9% interest denominated in the same currency
as his wage”. Antinolfi and Keister (2001) and Alesina and Barro (2001) also
acknowledge this potential benefit of dollarization. They claim such integration
is encouraged by other factors outlined as potential benefits of dollarization
including lower transaction costs and the elimination of currency risk. The
Mundell (2000) framework for a common world currency largely concentrates
on transaction cost benefit vis-a-vis globalization. Fichengreen and Hussmann
(1999) also point out that as much as dollarization assures price stability
through a stable foreign currency, a complete package of benefits can only be
delivered when the dollarized country’s domestic financial markets are inte-
grated with international financial markets. According to Helleiner (2010)
similar financial market integration argument is made by neoliberals as a justifi-
cation for dollarization. The rationale is that this integration helps to cushion a
dollarized economy during periods of external shocks. However, this contra-
dicts the fiscal responsibility claim of dollarization previously discussed. If in
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the event of liquidity constraints, domestic banks can borrow freely from in-
ternational banks to meet domestic loan demands, fiscal authorities are equally
likely to use the same means to finance budget deficits. Hence, the fiscal disci-
pline claim of dollarization becomes a mirage.

In a somewhat different context of financial market integration, Stockman
(2001) claims that the most important effect of dollarization is the use of the
Federal Reserve by the dollarized country’s central bank. This argument is
hinged around the moral hazard created when political systems resort to print-
ing money to bailout politically influential financial institutions.

Stockman’s suggestion implies that it would be beneficiary for developing
countries to allow the United States run their monetary policy. However, this
suggestion sounds more political than providing real economic solutions. It is
more of creating a monetary empire for the United States then providing solu-
tion to developing countries economic problems. For example, when the Fed-
eral Reserve decides to implement countercyclical policies in the United States,
such policies will only affect developing countries in a negative sense. The rea-
son is that their cycles are unlikely to covary with the United States. On the
other when the need for countercyclical response arises in developing coun-
tries, the Federal Reserve will be unlikely to respond because such policy ad-
justments will be of no direct benefit to the United States.

The trade integration assumption is that dollarized countries are likely to
increase their trade with the currency issuing country, the United States for in-
stance. Rose and van Wincoop (2001 cited by Klein 2005) and Frankel and
Rose (2002) for example, suggest that dollarization increases international
trade. They cite the EMU as an example. Unfortunately, the EMU is a different
monetary framework with institutional and macroeconomic dynamics different
from those of developing countries. Dollarization might reduce or remove the
transaction cost of trading with international currencies. However, there is no
assurance in theory that non-currency trade barriers between the North and
South are eliminated to promote exports from developing countries. Hence,
Bencivenga et al. (2001) also concedes to arguments against dollarization, in
the specific case when a developing country market is not well integrated with
wortld markets. He asserts that “under weak conditions, dollarization will not
cause the terms of trade to move in favour of the dollarizing economy”
(Bencivenga et al. ibid: 552). This supports our prior proposition in Section 2.2
for the need for structural and institutional reforms in lieu of dollarization.

2.6 Labour Market Reform

One vague assumption sparsely discussed in dollarization literature is that
adopting a stable foreign currency and eliminating domestic currency enhances
labour market reform. But the mechanism by which dollarization enhances this
reform differently from situations when a country uses independent monetary
policy remains unclear and unconvincing. Hussmann et al (1999) for example,
argues that independent monetary policy in Latin America has prompted more
wage indexation with surging prices. Dollarization in this sense is meant to
prevent wage indexation as prices are expected to remain stable. Soto (2009) in
this regard explains that in Ecuador, it was anticipated that dollarization would
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have impacted labour markets positively by increasing employment and real
wages thereby improving the welfare of its residents.

However, the critical point which proponents have failed to consider is
that an increment in real wage for domestic wage earners implies that the cost
of hiring labour increases for employers. If labour market reform is to be im-
pacted by dollarization, then in this case, workers should accept lower wages to
induce employers to hire more labour. Obviously, in this age of strong labour
unionism and capitalistic self-interest, a downward wage adjustment as Keynes
would put it, is resistible. Hence, the integrated financial markets brought
about by a risk-free currency environment and the low transaction cost benefit
of dollarization would only facilitate a shift from labour to capital intensive in-
vestments, thereby leaving the rate of unemployment unchanged. One reason
is that “Labor market reform to reduce unemployment may not be politically
viable, because it would reduce the welfare of the employed majority” (Calm-
fors 2001:268).

To suggest therefore that labour market reforms can be driven by dollari-
zation is a fundamental flaw. The reason is that there is no clear direction in
literature on how this process is enhanced by dollarization. Jacome and Lonn-
berg (2010) for example propose flexibility of labour markets in dollarized
economies to enhance the anticipated reform, but equally warn that hike in
administrative wages could hinder job creation. Implicit in this proposition are
both wage flexibility and wage ceiling measures, which are two extremes.

Hence, contrary to dollarization proponents’ claim, the answer to labour
market reform is more an institutional than a market-driven process. Nickell
and Nunziata (2002) and Belot and van Ours (2004) arrive at similar conclu-
sions that institutional changes have mattered more in unemployment histories
even in OECD countties.

2.7 Economic Growth

The conclusion of dollarization rationale is that it promotes economic growth.
The flow of expectations are that dollarization reduces inflation and transac-
tion cost for international trade. Inflation cutting reduces currency risk, while a
lower currency risk environment attracts foreign financial institutions and in-
termediation. Hence, foreign investment leads to growth in output. . Jacome
and Lonnberg (2010) for example, make the assertion that the prime reason for
dollarization is the importation of a monetary policy framework which facili-
tates price stability and economic growth. “It is presented as the ultimate way
for achieving credibility, growth and prosperity” says Edwards (2001:249). All
of the proposed benefits of dollarization are gravitated towards growth
(Frankel and Rose 2000).

However, moving back to previous discussion, the hub of dollarization is
the elimination of inflation in developing countries. This is achieved not by
adjustable fiscal and monetary policies, but rather by cutting off independent
monetary policy which prevents the printing of money. To claim therefore that
dollarization leads to growth is a contradiction, because eliminating inflation
under this approach would mean eliminating or stagnating growth. In growth
theories, it is aggregate savings which lead to investment financing and then to
growth. To restrict monetary growth in the drastic sense of dollarization is to
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limit the rate of savings which triggers down to growth stagnation. Seers
(1962:181) for example argues that “[...] it is hard to see by what means the
necessary rise in investment can be achieved if the money supply is not in-
creased quite rapidly” D’Arista(2000) argues that dollarization limits the
amount of money and credit necessary for economic expansion and growth.
Ball (1993: 3) makes an implicit inflation-growth cost in his assertion: “Econ-
omists have both good news and bad news about inflation. The good news is
that we know a lot of its causes and how it could be ended. The bad news -
and the reason that inflation has not been ended - is that doing so could be
costly”. This assertion is not atypical of the full employment & monetary poli-
cy contest between Keynes and the Classicalists

Alesina and Barro (2001) make particular reference to the unprecedented
growth periods of the 1960’s and 1970’s when expansionary monetary policies
and inflation delivered higher economic growth and lower unemployment.
Why then has dollarization become the recommended solution to developing
countries” macroeconomic problems? Other answers may be found in what I
term as “the hidden factor” rarely discussed in dollarization literature.

2.8 The Hidden Factor

In principle, while developing countries may be celebrating their sovereign po-
litical freedom from colonialism, in practice, the colonial mastermind remains
pervasive in monetary policy. With the emergence of the European Monetary
Union (EMU) and the growing strength of China and the Asian economic
block, there is a political economy anxiety prompting the need to establish a
stronger and dominant monetary empire in the United States. Helleiner (2003)
for example makes reference to the U. S. first attempts to promote the use of
the dollar in the early twentieth century when it began making military and po-
litical expansions in the Caribbean and Latin America including Puerto Rico,
Cuba, Panama, Dominican Republic, Haiti, and Nicaragua. Helleiner (ibid)
contends that dollarization of recent years in Latin America has a U.S. under-
current to integrate Latin American trade with the United States and to pro-
mote neoliberal economic goals of constraining state intervention and bolster-
ing private enterprise. The implications are that power relations between the
United States and these countries would be altered with a U.S. political and

economic dominance. This would disadvantage nationalist governments in the
region (Helleiner, 2003).

Panama, for a classical example, is the most celebrated success of dol-
larization. However, its consideration of dollarization was not occasioned by
traditional inflationary crises for which dollarization has been justified in many
developing countries. External political influence was the driving factor given
that it dollarized at independence. “Americans were active in encouraging the
onetime province of Colombia to break away in 1904, so that they could build
the Panama Canal” (Fankel et al. 2001:142). This geo-political ideality to the
United States may have influenced US economic activity in the Canal Zone
more than dollarization itself.

These may not be mere speculative or coincidental assertions which can-
not be corroborated. The core rationale in literature for developing countries
to dollarize is inflation, which is perceived as a failure to manage independent
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monetary policies. However, there are no historical accounts in literature which
show that inflation preceded official dollarization in Panama, Puerto Rico, and
Liberia. Likewise, there is no justification in literature that inflation was out of
control in El Salvador before it became dollarized. Goldfajn and Olivares
(2000) for example argue that dollarization in Panama was a natural conse-
quence of the U.S. influence based on the country’s geo-political setting and
the economic interest of the United States. Hence, there is a hidden factor for
dollarization in the political economy agenda of the United States which litera-
ture remains largely silent on. A dollarization bill sponsored in recent years by
Republican Florida Senator Connie Mack (Helleiner, 2010) is an obvious mani-
festation of the hidden agenda to promote U.S. monetary hegemony. D’Arista
(2000:6) quotes the February 1999 Economic Report of the President as stat-
ing that “Dollarization will add to the U.S. ‘power and prestige’ by boosting the
dollar’s role as an international currency, that it will also increase business for
U.S. banks and financial institutions and lower transactions cost for trade and
finance”. In a similar testimony, Lawrence Summers, then Deputy Secretary of
Treasury sought to convince congress that dollarization would guarantee U.S.
expansion and influence in Latin American markets. The important thing to
pick from the two officials’ statements is that none insinuated how dollariza-
tion would benefit other countries, but rather, they explicitly state how it will
benefit the U.S. The proposed Act specifically requires dollarized countries to
open the banking sector to foreign competition (Schuler and Stein, 2000), as
another smart way of spreading neoclassical doctrine. This game is expected to
intensify in coming years as a U.S. direct response to a competitive euro zone.
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Figure 1: Dollarization Rationale Diagrammed’
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7 In the framework, dollarization is the fulcrum which impacts all other parameters in
the circle. The prime effect is on inflation which further has auxiliary impact on: fiscal
discipline when currency printing is absent; labor market reform when wage inflation
is low and stable; low currency risk when inflation is low and stable which leads to
market integration. All the other parameters influenced by dollarization have an end
effect on economic growth. The bigger arrows are an indication that dollarization is
the “magic bullet” which is capable of achieving the twin goals of macroeconomics —
price stability and growth.
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2.9 Chapter Summary

As far as literature provides, there are no theories on which official dollariza-
tion is based. It is a conglomeration of assumptions rationalized only in the
context of developing countries which have no routes in standard macroeco-
nomic theories. The only theoretical link passively referenced in literature is the
optimum currency area (OCA) propounded by Robert Mundellt. However, this
is inconsequential because the OCA criteria hardly fit any developing countries.

The general consensus in literature is that hyperinflation is the main rea-
son why dollarization is encouraged in developing countries. The core of the
argument is that developing countries are unable to manage independent mon-
etary policy and should therefore abandon it. The main proposition for relin-
quishing independent monetary policy is that it prevents developing countries
from currency printing and monetizing fiscal deficits. It is suggested that with-
out access to printing money, inflation is lowered, fiscal discipline is enforced,
currency risk is eliminated, interest rates are lowered and trade and financial
market integration is enhanced. A more real sector proposition is that low in-
flation brought about by dollarization enhances labour market reform. Over-
all, is suggested that dollarization promotes economic growth. The weakness in
these propositions is that the paths through which they are achieved by dollari-
zation remain narrowly addressed in literature. Money growth as the cause of
inflation is still debatable, while dollarization-growth link remains very incon-
clusive.

8 Mundell, R., A. (1969), A Theory of Optimum Currency Areas, the American Economic
Review 51 (4) 657-665.
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Chapter 3 Empirical Evidence of Dollarization
Success in Developing Countries

3.1 Introduction

Having reviewed the rationale offered for dollarization in developing
countries in Chapter Two, this chapter reviews the empirical literature to verify
how empirical evidence lends support to the postulated benefits of dollariza-
tion. This empirical review places more emphasis on literature which attempts
to measure performance in officially dollarized economies compared to non-
dollarized economies. Hence, keen attention has been given to the methods
used and the variables measured in each empirical analysis. The review will fo-
cus on the key variables of dollarization benefits according to the order in
which they are discussed in Chapter Two so long as empirical literature which
measures any of these variables is accessible.

Additionally, recent macroeconomic data from the IMF and the World
Bank have been be used to construct tables and do chart analysis to confirm if
results from empirical literature which measure dollarization performance are
in line with trend. The data sought from the IMF and World Bank concen-
trates on the most discussed officially dollarized countries and a select group of
non-dollarized countries. Finally, I findings are summarized and a summary
conclusion drawn from this chapter.

3.2 Inflation

Edwards (2001) uses panel data analysis and multivariate regressions of eleven
dollarized countries and a large sample of developing countries with own cur-
rency for the period 1970 to 1998 to prove if dollarized countries perform
economically better than non-dollarized countries. Of the 28 officially inde-
pendent dollarized countries and territories, He uses a sample of 11 dollarized
countries based on data availability. Using inflation data from the World Bank
and the IMF for the research period, Edward compares the 11 dollarized coun-
tries’ economic performance with that of non-dollarized countries and finds
strong support for low inflation in Panama compared to all non-dollarized
countries in Latin America. He finds the average inflation rate for dollarized
countries at 5.2 percent, and 46.3 percent for all non-dollarized countries.

Given that most dollarized economies are very small territories and are by
and large political and economic subsidiaries of economically strong nations,
the presumption is that their economic performances are exogenously impact-
ed. Hence Edward restricts another comparative analysis to Panama only
against all non-dollarized countries. Panama is used because of the size of its
population and economy, and its long historical experience with dollarization.
The choice of Panama is based on the consideration that it is the only dollar-
ized country with complete data for measuring all necessary parameters for
dollarization performance. In line with what is postulated by dollarization pro-
ponents, Edward finds Panama’s average inflation rate much lower at 3.4 pet-
cent compared to 5.2 percent for all dollarized countries.
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Ghosh, Gulde and Wolf (1998) arrived at similar robust results for infla-
tion, but their work comprised both currency boards and officially dollarized
economies. The limitation in their work is that currency boards may have simi-
lar characteristics as dollarized economies but the former have at least escape
rooms for adjustment in monetary policy which the latter do not have. Hence,
relying on such results may not be very conclusive to explain dollarization.
Abrego et al (2000) of the IMF Western Hemisphere use historical macroeco-
nomic data to assess Ecuador’s economic performance with dollarization.
Their findings are no different from those of Edwards and Ghosh et al. with
respect to inflation. They established that inflation in Ecuador declined to
wortld levels following dollarization. Soto (2009) shows results of inflation in
Ecuador declining from a high of 100 percent before dollarization in 2000 to a
low of 3 percent by 2004.

Goldfain and Olivares (2001) also conduct descriptive data analysis on
Panama’s macroeconomic performance for an 18 year period, 1970 — 1998.
They make a comparison with a select number of Latin American countries
including Argentina, Brazil, Chile, Costa Rica, Mexico, and Peru. In line with
theoretical predictions for dollarized countries, and empirical findings by Ed-
wards (2001) and Soto (2009) they find average inflation extraordinarily low in
Panama at 3.2 percent compared to the rest of the Latin American countries at
34 percent. The closest to Panama in the sample is Costa Rica with 14.2 per-
cent inflation. While Brazil and Argentina rank highest with 62.4 percent aver-
age. Goldfain and Olivares show in Figure 1 Panama’s performance with infla-
tion falling below the United States from 1981-1998. Between 1986 and 1998,
there is an unprecedented near zero rate of inflation in Panama.

Figure 2: CPI Inflation in Panama compared with the
Us (1970-98)
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Table 2 and Figure 3 show the historical inflation rates for three officially
dollarized countries including Ecuador, El Salvador and Panama and a number
of developing countries for the period 2002 — 2015. As a way of verifying the
results from empirical literature with recent IMF data, inflation rates for the
three countries during period maintain similar trend of very low inflation rela-
tive to non-dollarized countries. Three years following dollarization in Ecua-
dor, inflation declined to very low levels close to 3 percent, although inflation
trend for both Ecuador and El Salvador are slightly higher than Panama for
almost throughout the period. The up-shoot in the rates in all the three offi-
cially dollarized countries in 2008 which, coincides with the birth of the recent
financial crisis in with origins from the U. S., is a corroboration that dollarized
countries’ inflation is dictated by the currency issuing country, though they do
not share the benefits of inflations except the costs. Their rates of 2008 are
even higher than several other developing countries. This is because the United
States itself was experiencing inflation during this period.

Although on average dollarized countries have lower inflation than non-
dollarized countries, Figure 3 shows that dollarized countries have not always
had the lowest rates of inflation. Peru shows the exception that developing
countries can maintain a low rate of inflation as dollarized countries even while
maintaining domestic currency.
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Table 2:

Inflation

(Annual Rates)

Inflation (Annual Rates) IMF-WEO 2010

Country Name 2002

Argentina
Bangladesh
Bolivia
Botswana
Cape Verde
Chile

Costa Rica
Ecuador

El Salvador
Ghana
Indonesia
Kazakhstan
Kenya
Nigeria
Pakistan
Panama
Paraguay
Peru
Philippines
Puerto Rico
Rwanda
South Africa
Sri Lanka
Tanzania
Uruguay
Vietnam

Note: 2010/2011/2015 are projections

25.9
3.7
0.9
8
1.9
2.5
9.2
12.6
1.9
14.8
11.8
5.9
2
12.9
2.5
1
10.5
0.2
3
2.4
2
9.2
9.6
4.6
14
4.1

2003
13.4
5.4
3.3
9.2
1.2
2.8
9.4
7.9
2.1
26.7
6.8
6.6
9.8
14
3.1
0.6
14.2
2.3
3.5

7.4
5.8
9
4.4
19.4
3.3

2004
4.4
6.1
4.4
7
-1.9
1.1
12.3
2.7
4.5
12.6
6.1
7.1
11.6
15
4.6
0.5
4.3
3.7
6

12
1.4
9
4.1
9.2
78

2005
9.6

5.4
8.6
0.4
3.1
13.8
2.1
4.7
15.1
10.5
7.9
10.3
17.9
9.3
2.9
6.8
1.6
7.6

9.1
3.4
11

4.4
4.7
8.4

2006
10.9
7.1
4.3
11.6
4.8
3.4
11.5
3.3

10.2
13.1
8.7
14.5
8.2
7.9
2.5
9.6

6.2

8.8
4.7
10

7.3
6.4
7.5

2007
8.8
9.1
8.7
7.1
4.4
4.4
9.4
2.3
4.6
10.7

10.8
9.8
5.4
7.8
4.2
8.1
1.8
2.8

9.1
7.1
15.8

8.1
8.3

2008
8.6
7.7
14
12.6
6.8
8.7
13.4
8.4
7.3
16.5
9.8
17.1
13.1
11.6
12
8.8
10.2
5.8
9.3

15.4
11.5
22.6
10.3
7.9

23.1

2009
7.7
6.2
0.3
5.8

-1.4

4.3
-0.2
16
15
6.3
11.5
11.9
13.1
1.9
1.9
0.2
4.4

5.7
6.3
4.8
12.2
5.9
6.5

2010
9.7
8.5

5.9
1.4
3.7
5.5
3.7
1.5
9.5
8.1
7.7
7.2
10.7
12

5.8
9.1
5.4
6.5
12.5

2011
9.7
6.1
3.5

5.5
3.2
2.8
8.5
4.6
6.8

8.5

2.7
3.5

5.7
7.3

5.5
8

2015
9.7
6.2
3.5
5.3

2.8

4.2

8.5

2.5
3.2

u N A ;

Source: WEO (2010)
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Figure 3: Annual Rate of Inflation
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3.3 Fiscal Discipline

One of the assumptions of dollarization in developing countries is that it com-
pels policy makers to exhibit prudent fiscal management by running balanced
fiscal budgets. Edwards (2001), using the same sample of dollarized and non-
dollarized countries as used in estimating inflation performance, finds the aver-
age annual fiscal deficit as a percentage of GDP to be 4 percent for all dollar-
ized countries and 3.6 percent for all non-dollarized countries. Comparing
Panama with non-dollarized countries, the results of their averages are the
same. This result does not support the proposition that dollarized countries are
fiscally disciplined.

In the case of Ecuador, Abrego et al (2000) find strong evidence of fiscal
consolidation following dollarization. Primary non-financial public sector dou-
bled at 5.2 percent of GDP between 2000 and 2005, while non-oil primary def-
icit declined substantially by 4 percentage points. Public debt ratio declined by
more than half compared to its pre-dollarization debt portfolio, thus suggesting
that dollarization enforced fiscal discipline in Ecuador. However, the authors
acknowledged that this fiscal performance was more structural in the form of
improved tax administration and other factors unrelated to dollarization such
as the boom in oil price on world markets which profited Ecuadot’s oil export.

Findings by Goldfain and Olivares (2000), like those of Edwards (2001),
do not lend supportt to the fiscal discipline proposition of dollarization propo-
nents. They find that fiscal deficits of 3.8 percent as a percentage of GDP are
higher than Latin American average of 3.2 percent. Although they are slightly
lower than Brazil and Mexico with average fiscal deficit of 4.7 and 4.4 percent
respectively but grossly higher than Chile. Even credit ratings from the world’s
leading rating agencies (S&P and Moody) provided by Goldfain and Olivares
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in Table 2 do not lend support to this proposition in the case of Panama com-
pared to the credit ratings for other countries of the Western Hemisphere in
Goldfain and Olivares’ sample. Both rating agencies show Panama’s rating as
lower than Chile. Moody’s rating for Panama and Costa Rica are the same
while S&P’s rates Panama higher than Costa Rica. Apart from the two, the re-
maining Latin American countries are about just a level below Panama. These
ratings do not justify fiscal discipline, and moreover, they signal Panama’s ina-
bility to influence its debt position because of the lack of control over mone-
tary policy. Figure 4 shows Panama’s fiscal deficit position for the period 1970

— 1998. It shows that Panama maintained high fiscal deficits between 1970 -
1989.

Figure 4: Annual fiscal deficits for Panama (1970-
1998)

Figure 7: Fiscal deficit
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Table 3:

Table 4: Long Term Debt Ratings

Panama’s Credit Rating by Moody’s and S&P

Foreign Currency Local Currency
Moody’s S&P Moody’s S&P
Argentina Ba3 BB Ba3 BBB-
Brazil B2 B+ Caal BB-
Chile Baal A- NR AA
Costa Rica Bal BB Bal BB+
Panama Bal BB+ NR BB+
Peru Ba3 BB Baa3 BBB-
Source: Bloomberg.
Notes:

Moody's: Baal > Baa3 > Bal > Ba3 > B2 > Caal.
S&P: AA > A- > BBB- > BB+ > BB > BB- > Bt
NR: No rating.

Source: Goldfajn and Olivares (2000: 16)

3.4 Labour Market Reform

Just as labour market reform is scantily addressed by both proponents and op-
ponents of dollarization so it is also scantily addressed in empirical literature.
So far, it is only Soto (2009) who attempts to conduct some empirical analysis
on the link between dollarization, growth and employment for which he uses
the case of Ecuador (1991 — 20006). The link to labour market reform as sub-
sumed in the benefits of dollarization is found to be very weak. Using a simple
labour demand model, Soto finds that unemployment remained stagnant at 10
percent. The fact that unemployment is unchanged by the rate of growth sug-
gests that dollarization has not enhanced labour market flexibility to ensure any
reform. Though Soto did not employed a before and after or a control and
treatment analysis, the fact that the analysis begin from a period ten years be-
fore dollarization and six years after dollarization makes it a comparative analy-
sis between two periods.

Goldfain and Olivares (2000) use descriptive graphical analysis to present
Panama’s employment records in Figure 5. By the graphical presentation, it
tends to show that dollarization has not influenced employment level in Pana-
ma as it is implicitly suggested in the labour market reform proposition.

When these results are compared with unemployment data from the
World Bank in Table 4, they show that the unemployment average of Panama
for the period 2002 — 2009 is 10.8 percent. This is even slightly higher than
what Soto found for the period before 2002. Except for El Salvador which
shows roughly the same rate of unemployment as a few other countries in the
Western Hemisphere, both Panama and Ecuador have higher unemployment
rates than most countries in the Western Hemisphere. These results refute the
claim that dollarization enhances labour market reform. Table 4 and Figure 6
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show a picture of unemployment in three officially dollarized countries and a
sample of five non-dollarized countries in Latin America for recent years.

Figure 5: Panama’s unemployment (1985 - 98)

Figure 5: Unemployment rate
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Source: Goldfajn and Olivares (2000:15)
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Table 4: Unemployment (% of Labor Force)

Country 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Name

Argentina 183 179 16.1 126 10.6 10.1 8.5 7.8 8.6
Bangladesh 4.3 4.3

Bolivia 5.4 5.4 4.3 5.4 5.3 5.2

Botswana 18.6 23.8 17.6

Chile 9.1 8.9 8.5 8.8 8.0 7.7 7.1 7.8 9.7

Costa Rica 6.1 6.4 6.7 6.5 6.6 6.0 4.6 4.9

Ecuador 10.7 9.1 114 8.6 7.7 7.7 6.1 7.3 6.5

El Salvador 7.0 6.2 6.9 6.8 7.2 6.5 6.4 5.9
Indonesia 8.1 9.1 9.5 9.9 11.2 103 9.1 8.4 7.9
Kazakhstan 10.4 9.3 8.8 8.4 8.1 7.8 7.3 6.6 6.6

Pakistan 7.8 7.4 6.1 5.1 5.0
Panama 14.7 14.1 13.6 124 103 9.1 6.8 5.9
Paraguay 7.6 10.7 7.9 7.4 5.8 6.7 5.6 5.6
Peru 7.9 7.7 8.4 9.0 8.7 7.4 6.7 6.8

Philippines 11.0 115 112 119 7.7 8.0 7.4 7.3 7.5
South Africa 29.5 305 312 26.2 26.7 255 230 229 238
Sri Lanka 7.9 8.8 8.2 8.4 7.7 6.5 6.0 5.2 7.6

Uruguay 15.2 17.0 168 13.1 12.2 10.6 9.2 7.6 7.3
Vietnam 2.8 2.1 2.3 2.1 2.4
Source: WDI

Figure 6: Unemployment in Latin America (2002 -
2009)
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3.5 Trade Financial Integration

In order to corroborate the trade integration proposition of dollarization, Ed-
ward (ibid) compares the current accounts of all dollarized countries with that
of all non-dollarized countries in Latin America and finds that dollarized coun-
tries have a much lower current account deficit of 2.2 as a percentage of GDP
compared to 4.0 percent for all non-dollarized countries. However, taking Pan-
ama separately, which is the main “dollarization laboratory”, the results are dif-
terent. Current account deficit for Panama is 4.2 as a percentage of GDP while
it is 4.0 percent for all dollarized countries. These results do indicate that even
if the trade integration proposition holds true, it does not change the import
orientation of dollarized countries.

Rose (2000) and Frankel and Rose (2001) use the gravity model approach
to estimate the impact of a common currency on trade between nations for
186 geographical units. They use panel data for six periods of five year interval
(1970, 1975, 1980, 1985, 1990 and 1995) from the United Nation’s Interna-
tional Trade Statistics Yearbook. In line with dollarization proposition, they
find large effects on trade between countries with common currency, estimated
to be about three times higher than countries with a currency of their own.

Although all three authors, Edwards (2001), Frankel and Rose (2001) and
Rose (2000) measure trade performance in some respect, one cannot expect
the results to be the same. The reason is that and Edwards looks at net trade
position while Rose and Frankel and Rose look at trade volume. Of course an
increase in a country’s trade volume with a partner country may not necessarily
increase exports and export earnings. If dollarization is to benefit a country
through trade integration, such benefits should be translated into increased ex-
port capacity.

Besides, while Edwards separates officially dollarized countries from cur-
rency unions, Rose and Frankel and Rose take both independent currency un-
ions and officially dollarized countries as a whole, yet they do not consider el-
ements of endogeneity. Moreover, the empirical analyses do not provide any
evidence with respect to time lags of dollarization effect on trade. Hence it is
impossible to predict how long it takes for the estimated effects to be attained.
Lastly, geographical proximity plays a major role in their analyses which do not
apply for several developing countries like in Sub-Saharan Africa wanting to
adopt the dollar or the euro. Hence, one cannot draw a conclusion on the trade
benefits of dollarization from the results of Rose (2000) and Frankel and Rose
(2001).

Abrego et al (20006), assessing the case of Ecuador, find evidence of
growth in trade, but largely imports at the expense price competiveness for ex-
ports. They find that traditional non-oil exports declined by 11 percent of
GDP in 1997 and 6 percent in 2004. Klein (2005) who conducts the supposed-
ly first empirical work on the link between trade and dollarization, using the
gravity model approach, finds a weak link for other countries except for Pana-
ma and the Dominican Republic. On the contrary, Lin and Ye (2010), rework-
ing the data set used by Klein, employed non-parametric propensity score
matching and contradict Klein’s findings. However, they do not take into con-
sideration the impact of the boom in oil exports which favored Ecuador’s fis-
cal position at the time.
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Data from the World Bank in Annexes 3, 4 and 5 also show an increase in
trade volume for Ecuador, El Salvador and Panama. However imports consti-
tute more of the trade volume than exports. This brings into question the net
benefit of trade in a dollarized economy which is a matter of another research.

On the other hand, with data on inflows from foreign direct investment
and multinational corporations, Welfens and Ryan (2011) use the export-
platform model to show the positive impact of financial integration on trade in
the European Union. However, such impact is inadequate to justify the dollar-
izing of developing countries as some proponents seem to do. The reason is
that developing countries lack the institutional and structural dynamics of the
EMU.

3.6 Economic Growth

Results from Edward (2001) show the mean annual per capita growth for all
dollarized countries in the sample to be 0.16 percent while that of all non-
dollarized countries is 1.38 percent. When Panama is treated separately, growth
is otherwise improved at 1.31 per annum compared to 1.38 for all non-
dollarized countries. These results do not confirm the growth proposition of
dollarization. Moreover, considering Panama as the main test case for dollari-
zation, dollarized countries have a lower growth rate than non-dollarized coun-
tries.

Often, dollarization proponents treat currency boards as dollarized.
Ghosh, Gulde and Wolf (1998) for example render such treatment in their
analysis of inflation and growth impact of currency boards and find strong evi-
dence on trade when they contrast currency boards to floating or pegged ex-
change rate regimes. However, the caveat in such results is that, while they may
have some resemblance of dollarization, currency boards have other escape
elements for macroeconomic manoeuvrings which are absent in officially dol-
larized countries.

In the case of Ecuador, after correcting for factors not related to dollariza-
tion such as the oil boom which was coincidental with dollarization, Abrego et
al (2000) find a slight increase in growth at 3.4 percent over pre-dollarization
petiod. Soto (2009) on the other hand arrives at a more attractive result of 4.5
percent annual growth rate which may suggests that dollarization leads to
growth. However, non-dollarization factors such as the oil boom which
Abrego et al controlled for may have impacted his results to be slightly higher.
Moreover, of Soto’s fifteen year analysis period, the first ten years are before
dollarization. The non-dollarized years in the research period may have an im-
pact on the results. Hence, drawing a growth performance conclusion from the
result may be faulty.

GDP growth results presented by Goldfain and Olivares (2000) do not
show any significant variation with the Latin American average which corrobo-
rates findings by Edwards (2001). Panama’s average growth is found to be 4.1
percent while the Latin American average is 3.6 percent. The results show that
Panama’s growth rate is even lower when compared to Brazil, Chile and Costa
Rica whose growth rates are 4.6 percent, 4.2 percent and 4.2 percent respec-
tively.
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Veritying these empirical findings with data from the World, it is evident
from Table 7 and Figure 8 that with the exception of 2007; officially dollarized
countries have shown lower growth than most developing countries, especially
when compared to other member countries in the Western Hemisphere.
Hence, the link between dollarization and growth is very weak.

Table 5: Panama’s GDP growth compared with Latin
America

Table 9: GDP Growth 1997-98
(Annual rates)

1997 1998

Latin America 5,2 2.3
Argentina 8.4 4.0
Brazil 3.0 0,5
Colombia 3,0 2,0
Costa Rica 3,7 5,5
Dominican Republic 5,2 7,0
Mexico 7,0 4.5
Nicaragua 5,0 3,5
Peru 7.4 1,0
Venezuela 5.1 -1,0
Caribbean 2,0 1,2
Panama 4.7 3.9

Source: Informe Econémico 1998, Min. de Economia v Finanzas, Panama

Source: Goldfajn and Olivares (2000: 23)

Table 6: Panama’s macroeconomic performance com-
pared with Latin America.

Table 3: Panama and Latin America’s Macroeconomic Performance, 1970 - 1998
(in percent)

Countrics Inflation _ GDP Grow‘rh. . Fiscal‘Deﬁcit

Average Volatility (s.d.) Average Volatility (s.d.) | (% of GDP)
Argentina 46.79 31.50 23 5.1 3.7
Brazil 62.43 30.67 4.6 44 4.7
Chile 2642 22.92 42 6.3 0.5
Costa Rica 14.20 9.06 4.2 3.5 3.0
Mexico 22,57 14,93 4.0 3.8 44
Panama 3.25 3.46 4.1 5.7 38
Peru 36.49 27.65 2.6 5.8 34

Source: IF'S.

Notes: To avoid outliers, we calculated the average and volatility of the inflation using n'=n/ l+m.
Fiscal Deficit is the public sector borrowing requirement of the Central Governement.

Source: Goldfajn and Olivares (2000: 11)
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Figure 7: Panama’s GDP Growth (1985-98)

Figure 4: GDP Growth
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Source: Goldfajn and Olivares (2000: 14)
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Table 7: GDP Per capita growth (Annual %)

Country Name 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Argentina -5.4 -11.7 7.9 8.1 8.2 7.5 7.7 5.8 0.0 8.2
Bangladesh 3.4 2.6 3.5 4.6 4.5 5.3 5.2 5.1 4.6 4.7
Bolivia -0.3 0.5 0.7 2.2 2.6 3.0 2.8 4.4 1.7 2.6
Botswana 2.0 7.5 5.0 4.8 0.4 3.7 3.3 1.4 -6.2 5.8
Cape Verde 2.0 2.8 4.5 -2.1 104 89 7.6 5.3 2.7 4.5
Chile 2.2 1.0 2.8 4.9 4.5 3.5 3.6 2.7 -2.6 4.2
Costa Rica -1.0 0.9 4.4 2.4 4.1 7.0 6.1 1.0 -3.0 2.0
Ecuador 3.6 2.5 1.8 6.2 4.3 4.2 0.5 5.7 -1.1 2.1
El Salvador 1.3 2.0 2.0 1.5 2.7 3.8 4.2 2.0 -4.0 04
Ghana 1.7 1.0 1.8 1.6 1.4 3.1 3.5 4.3 6.4 8.1
Indonesia 2.3 3.2 3.5 3.7 4.4 4.3 5.2 4.9 3.5 5.0
Kazakhstan 13.7 9.8 8.9 8.8 8.7 €5 7.7 2.0 -0.4 4.4
Kenya 1.1 -2.1 0.3 2.4 3.2 3.6 4.3 -1.0 0.0 2.6
Nigeria 0.6 -0.9 7.6 7.9 2.8 3.6 3.8 34 4.4 5.2
Pakistan -0.1 1.3 3.0 5.5 5.8 4.3 3.8 -0.2 1.8 2.5
Panama -1.3 0.3 2.3 5.6 5.3 6.7 10.2 8.3 1.5 5.8
Paraguay 0.0 -2.0 1.8 2.1 0.9 2.4 4.8 3.9 -5.5 13.3
Peru -1.2 3.6 2.7 3.7 5.6 6.6 7.7 8.7 -0.2 7.6
Philippines 0.7 1.5 2.8 4.6 2.8 3.3 4.8 2.4 -0.5 5.8
Puerto Rico

Rwanda 3.9 7.9 0.3 5.6 7.0 6.4 2.6 7.9 1.0 4.3
South Africa 0.7 2.2 1.6 33 4.1 4.4 4.4 2.4 -2.7 1.5
Sri Lanka -2.5 2.8 4.7 4.2 5.0 6.5 5.7 4.9 2.6 7.0
Tanzania 3.3 4.4 4.0 5.0 4.5 3.8 4.1 4.4 3.0 29
Uruguay -4.1 -7.7 1.0 5.1 7.3 4.1 7.0 8.3 2.2 8.1
Vietnam 5.5 5.8 6.1 6.5 7.2 7.0 7.3 5.2 4.2 5.7
Source:
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Figure 8: GDP per capita growth (Annual %) 2001-10
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3.7 Chapter Summary

There is a consensus in empirical literature that dollarized countries experience
very low inflation relative to counterparts with independent monetary policies;
sometimes even lower than global average. There is evidence from data review
that trade is increased in all dollarized countries, but imports are very high rela-
tive to most developing countries. Empirical evidence from literature and mac-
roeconomic data review of current World Bank data also show rates of growth
in Panama slightly higher than some countries in the Latin American block,
taken exclusively. However, one cannot hasten to render a conclusion based on
Panama alone, because results for other officially dollarized countries suggest
otherwise. Specifically in the case of Ecuador and El Salvador, which are also
relatively large economies compared to Panama, growth results are lower than
many Latin American countries with currencies of their own. This suggests
that other factors other than dollarization, such as its geo-strategic location and
political embeddedness with the United States, have influenced economic per-
formance in Panama.

Thus far, the labor market reform proposition of dollarization remains
entirely defeated. Empirical evidence and WDI data review (2002 -2010) sug-
gest that unemployment remains static and high in all dollarized countries. This
tends to suggest that the anticipated welfare by dollarization has so far not be-
ing achieved. However, empirical study on the macroeconomic impact of dol-
larization is still scant. Hence, evidence on dollarization performance in devel-
oping countries remains largely inconclusive.
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Chapter 4 De-dollarization Efforts

4.1 Introduction

The consequence of weak and complacent economic policies in the developing
wotld has caused risk — adverse economic agents to seek ways of self-
protection against assets loss. Jameson (1986:1) puts it that “... the decay of
the Bretton Woods System, the strong tendency toward international financial
liberalization, and the rapid increase in international financial activity as a result
of the petro-dollar explosion resulted in the extension of currency substitution,
or de-facto dollarization in many Latin American countries”. In Peru for ex-
ample, according to Urjevic and Jained, (1985, cited in Jameson, 1986) account
that asset denomination in dollars increased from 1.2 percent in 1974 to 36
percent by 1979 and hit a peak of 75 percent in 1975. Peiers and Wrase (n.d.),
in their study of dollarization hysteresis from informal Bolivian Credit market,
claim that dollarization in Latin America was the result of political instability
and the debt crisis of the 1980s where money-financed deficits generated huge
up-shoot in inflation which brought about loss of confidence in domestic cur-
rency. The resulting move was a shift from domestic currency to the reasona-
bly stable purchasing power of the dollar. Sub Saharan Africa is no exception.
In Liberia, for example, the U S dollar is estimated to account for about 90
percent of money supply (Erasmus et al. 2009). Zimbabwe is the latest case of
de-facto dollarization in the developing world where failed monetary policies
to curb inflation have led to asset and currency substitution.

Notwithstanding de-facto dollarization is a monetary phenomenon reluc-
tantly accepted by policy makers and their governments in most developing
countries. The primary reason is that it limits their centralized control over
domestic monetary policy. This is evidenced by the several attempts in most
developing countries to limit foreign currency holdings and transactions. In
general, the drivers of de-facto dollarization are no different from those of
countries which formally dollarized in recent years. This conclusion is drawn
from the datum that de-facto dollarization preceded de jure dollarization in
Ecuador. Therefore review of de-dollarization efforts in this chapter will not
focus on drivers of de-facto dollarization. Instead, the paper investigates the
mechanisms used to erode foreign currency holdings in favour of domestic
currency as far as addressed in literature. These mechanisms shall be discussed
under two sub headings: i. interventionist policies ii. market-driven policies.

In order to arrive at rational conclusion on the success of de-dollarization
programs, the paper first considers a benchmark against which a country is
considered to be dollarized de-facto. A country is said to be highly dollarized
when foreign currency deposits as a percentage of total bank deposits exceed
30 percent (Bogétic, 2000). Galindo and Liederman (2005) put the threshold at
40 percent of foreign currency deposits and loans as a percentage of total bank
deposits and loans. For the purpose of this research, I shall consider the
threshold of 30 percent set by Bogétic whether it is for deposits or loans. It is
against this threshold that conclusions will be drawn on whether a country has
successfully de-dollarized or not.
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4.2 Interventionist Policies

In addition to the petrol dollar influence on the inflow of the dollar, favourable
terms of trade in petroleum and mineral export was also a factor influencing
dollar inflows in Bolivia. By using the bank deposit ratio as the standard meas-
urement of dollarization, the rate of dollarization in Bolivia was 35 percent.
Following periods of massive inflation and loss of control over monetary poli-
cy, the authority embarked on de-dollarizing the economy first in 1981 with
counter neoclassical intervention policies. The interventions were harsh and
crude to be taken kindly by market agents. Some of the measures were the im-
position of capital restrictions and the immediate closure of the dollar window.
The state took charge of intermediation for all dollar transactions and rein-
forced the authority of the central bank to take full charge of all foreign ex-
change transactions. Another related measure aimed at making domestic cur-
rency more attractive was the setting a high deposit rate for domestic currency
and a very low deposit rate for dollar. But a more crude measure in this cam-
paign was the force conversion of all dollar deposits into pesos at a fixed rate
lower than market value following the ineffectiveness of preceding measures
such as the closure of the dollar window in Bolivia (Jameson 1986).

However, such policies do not go without effect on the very economy
they are intended to rescue. In the case of force conversion of dollar deposits
into domestic currency, it requires the central bank to assume responsibility for
the provision of dollars of all prior foreign obligations incurred by the banks
prior to and after the foreign currency regulation policy. The ability of the gov-
ernment of amass dollar reserves to meet such dollar liquidity requirement is a
matter of concern in developing countries. In the case of Bolivia, Jameson
(ibid) accounts that the state defaulted on the promise to provide such liquidity
on behalf of banks.

On the other hand, state intervention in foreign currency transactions
may be perceived as an interference with private enterprise. Undoing what was
previously acceptable in the midst of prolong currency crisis may not easily be
trusted. Economic agents may react in non-compliant ways which may circum-
vent the very de-dollarization policy. Ize and Yeyati (2005) for example, ac-
count that Mexico’s coercive de-dollarization initiative in the early 80s resulted
to capital flight and off-shore dollar intermediation.

Likewise, recusing private agents from participating in foreign exchange
business in the midst of crisis, as was done in Bolivia, have the tendency to fuel
exchange rate and inflationary crisis by the creation of under-ground markets
for foreign currency transactions. In such case the underground markets tend
to dictate the rate of exchange and the pace at which inflation runs, given that
market agents needing asset security through foreign currency will pay whatev-
er price for it. The reason is that acquiring foreign currency through legal
means is made almost impossible through the legal bureaucracy. Very few eco-
nomic agents are capable of passing government’s scrutiny to transact in for-
eign currency. Hence, underground markets are established and de-
dollarization policies tend to fail.

For example, Garcia-Escribano, and Sosa (2011) found that dollarization
in Bolivia declined by just over 10 percent. Jameson (1986) on the other hand
accounts that following the launch of de-dollarization program in 1981 in Bo-
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livia; the economic situation went from bad to worse. Real GDP declined by
over 7 percent, unemployment more than doubled and inflation stretched from
30 percent in 1980 to 10,000 percent in 1985. The economy was drained of
foreign reserves as non-bank transmission of dollars and dollar flight prevented
government from exercising its monetary policy influence. The World Bank
had to facilitate a structural adjustment loan to stimulate dollar inflow into the
economy. Hence, the economy was re-dollarized through informal channels
despite the legal restraint (Jameson, ibid). According to Peiers and Wrase (n.d.)
dollarization rose from 35 percent in 1986 to 63 percent in 1991 in Bolivia.

Peru also attempted at least one unsuccessful interventionist de-
dollarization policy following the massive Latin American inflation of the
1970s. As economic agents lost confidence in the peso, alternative security was
sought in foreign currency resulting to high dollarization. Galindo and Leider-
man 2005) estimate that more than half the aggregate deposits in Peru were
denominated in dollars. Like Bolivia, it made its first but crude attempt to-
wards de-dollarization in 1985 by forcing the conversion of dollar deposits in
the banks into pesos. Market reaction was nowise different from that of Boliv-
ia. The effect, like Bolivia, was capital flight and the establishment of black
markets (Garcia-Escribano, and Sosa 2011). The case of Peru further evinces
that intervention mechanisms, especially crude methods, do not easily succeed
when confidence in domestic currency and monetary policies is lost.

Alvarez-Plata and Garcia-Herrero (2008) point out the case of successful
market-driven de-dollarization in Israel from 50 percent deposit dollarization
in 1980 to under 15 percent in 2004. However, there is no account in literature
that de-facto dollarization in Israel was as the result hyperinflation or any form
of acute economic crisis. It is apparent that U.S. financial aid must have influ-
enced such huge inflow of dollars and not necessarily market agents’ demand
for dollars. Therefore de-dollarizing such relatively stable economy may have
been much easier without any panic and market resistance.

4.3 Market Driven Policies

Countries dollarized by de-facto have done so because of policy makers’ weak-
ness and complacency in implementing strategic regulatory and credibility poli-
cies which otherwise would have prevented dollarization. Latin American
countries for example, as Jameson (19806) recalls, became heavily dollarized
primarily because of huge inflow of petrol dollar credit of the 1980s. But the
constraints posed to monetary policies prompted several countries on the con-
tinent to shift policy towards de-dollarization. Attempts by these countries to
de-dollarize through market driven policies show that similar policies would
have been used in building the confidence psychology in domestic currencies
ex ante. Ex post responses have proven costly and almost irreversible as re-
building the credibility psychology proves difficult. Ize and Yeyati (2005) point
out the establishment of capital markets in domestic currency and the
strengthening of monetary regulations as the two main market-driven policy
drivers in these de-dollarization programs.

In Peru for example, de-dollarization policies, following the failure of a
crude intervention mechanism in 1985, were largely directed at market-driven
processes. By 2001, dollarization as a ratio of total deposits was already 75 per-
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cent ie., 75 percent of total deposits were in dollars. These market-driven
measures were not introduced successively Instead they were a series of mar-
ket-driven processes simultaneously supported by prudent stability and credi-
bility macroeconomic policies. The authority instituted inflation targeting
mechanism anchored to expectations. Given that large proportion of deposits
and credit were in dollars, the authority established a capital market in domes-
tic currency which facilitated long term debt in pesos as a way of making pesos
credit-attractive. This was supported by other medium and long term stability
measures aimed at restoring credibility in the domestic currency. One measure
was the tightening of reserve requirement for foreign currency deposits. A se-
cond measure was the routine evaluation of currency risk with financial institu-
tions. A third measure required banks to hold liquid assets to at least 20 per-
cent in dollars for every bank liabilities with maturity period ranging one to
twelve months. A fourth measure was limiting banks foreign exchange posi-
tion by instituting capital requirements on foreign exchange positions (Garcia-
Escribano, 2010). All these measures were aimed at limiting risk in the finan-
cial system and ensuring liquidity in the economy while building credibility in
the domestic currency.

Bolivia also, in an apparent failure with interventionist policies, turned its
attention to market-driven policies. Beginning early 2009, it imposed additional
capital requirement of up to 1.5 percent for loans denominated in foreign cur-
rency. The limit on banks foreign currency open position was reduced form 70
percent to 60 percent. In 2008, the monetary authority raised the foreign cur-
rency reserve requirement up to 30 percent and lowered the corresponding
reserve requirement for domestic currency to 6 percent. It was an apparent
move to encourage banks’ intermediation in local currency. The monetary au-
thority, like the case of Peru, also established a capital market in domestic cur-
rency whereby public and private debts are issued in Boliviano. A deterrent
market-driven tax policy was introduced whereby a financial transaction tax is
imposed on foreign currency debits and credits (Garcia-Escribano, and Sosa
(2011). Despite the efforts to de-dollarize, Garcia-Escribano, and Sosa ibid)
account that dollarization in Bolivia, Paraguay and Peru declined only by an
average of 27 percent of the 80 percent average for the four countries.

Meanwhile, similar market-driven mechanisms were used in attempts to
de-dollarize the Uruguayan and Paraguayan economies. Both, like Peru and
Bolivia, established capital markets in domestic currency where public and pri-
vate sector bonds could be issued. The measure was aimed at attracting credit
in domestic currency. In 2003 Uruguay instituted a banking policy which set
banks open foreign currency position at 150 percent of the minimum bank
capital requirement. In 2007, Paraguay introduced a banking policy setting the
net limit to banks opened foreign currency position at 50 percent. These poli-
cies were equally aimed at minimizing risk in the financial system with respect
to the proliferation of dollar transactions and asset holdings in excess of do-
mestic currency.

Market driven policies have been preferred to interventionist policies, be-
cause they move simultaneously with stabilization efforts and a gradual rebuild
of market confidence. The caveat is that such stability efforts must be sus-
tained over a long period without reversal in order for de-dollarization to be
successful. In the case of Peru for example, Garcia-Escribano (ibid) accounts
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that eight years later following the launch of de-dollarization program in 2001,
dollarization declined by a good percentage, but the country remained dollar-
ized by 52 percent in 2009.

However, Chilean experience with de-dollarization is considered the most
successful in Latin America. It was a mix of macroeconomic policy initiatives
and monetary regulations similar to those of Peru and Bolivia. But the bottom
line is that those policy initiatives were preceded by a long period of institu-
tional development as a buffer to absorb policy shocks during the de-
dollarization process. The drawback on emulating Chile’s good example is that
the accompanying costs are exceptionally high and are not affordable in many
developing countries.

For instance, Herrera and Valdes (2004) account that the government of
Chile spent about 35 percent of its GDP in macroeconomic rescue operations
to save the economy from de-facto dollarization afflictions of the 1960s and
70s which were primarily generated by liberalization and deregulation policies.
Intervention and liquidation of the financial sector involving 16 banks and fi-
nancial institutions from 1980 — 1986 was part of the institutional rescue of a
failed banking system. Also part of the rescue package was a 50 percent ex-
change rate subsidy to debtors as most bank loans prior to the crisis were dol-
lar denominated. Banks were offered up to 5 years indexed bonds by the cen-
tral bank as macro operational assistance.

This institutional set-up was followed by credibility policies monetary pol-
icy regulations and fiscal consolidation. The main credibility driver was indexa-
tion based on historical inflation. Indexation was not restricted to only finan-
cial assets, but also to wages. Monetary regulations were similar to those of
Bolivia and Peru including capital controls, exchange rate management, reserve
requirements and monetary supervision (Herrera and Valdes (2004).

The idea behind indexation was to build economic agents’ confidence in
domestic currency by providing insulation against exchange rate risks. The
drawback however is that indexation itself has inflationary tendencies and may
help fuel inflation in smaller economies.

4.4 Why has De-dollarization Hardly Succeeded?

As indicated earlier, developing countries have become dollarized by de-
facto not because dollarization was unavoidable, but rather because of weak-
ness and complacency in monetary policies. A late effort to restore credibility
to the system after economic agents have taken self-defence measures against
currency shocks is unlikely to succeed just by mere pronouncements and new
credibility policies in a short run. Market agents tend to resort to a “wait and
see game” when credibility policies are introduced. During these periods of
struggle to regain monetary policy credibility, any intermittent inflationary and
exchange rate shocks are likely to return mistrust to the system. Hence one ma-
jor factor hindering de-dollarization is lack of trust by economic agents in
monetary policies, policy makers and the governments of developing. It is a
psychological effect which makes it difficult to defeat.

Peiers and Wrase (n.d.) for example argue that de-dollarizing economies
following protracted periods of mistrust of the system go beyond the imple-
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mentation of credibility policies. The contention is that the larger the historical
inflation, the more likely it is for dollarization to remain persistent in an econ-
omy. Hence, they opine that reversing the situation is possible only if domestic
inflation is lowered enough to an extent where gains in inflation cut are ade-
quate to overcome a transaction cost differential between the use of the dollar
vis-a-vis the domestic currency. The cost Peiers and Wrase refer to in this case
is the cost of switching from dollars to domestic currency which Duffy et al
(2000) refers to as dollarization trap. Guidotti and Rodriguez (1991) in their
model established that the cost of using foreign currency for transaction have a
negative influence on market participants as they continue to hold on to dollars
for transactions as long as they see their market counterparts do so.

What these authors suggest is that, despite credibility measures being in-
stituted, de-dollarization has hardly being successful because developing coun-
tries have hardly reduced inflation to levels which make domestic currencies
more attractive than foreign currency. The incentive proposition by Peiers and
Wrase and Duffy et al as a way of compensating for inflation and erasing the
inflation psychology is very attractive. But the drawback is that such incentives
may be too costly for developing countries. The important issue associated
with such incentives which is not given attention in literature is the size and
potential costs to developing countries.

A similar point is made by Antinolfi, et al. (2007). They argue that dollari-
zation is a market-driven phenomenon which comes about when inflation ex-
ceeds the threshold range of 10 — 40 percent. Their contention is that in order
for de-dollarization to be successful, the rate of inflation must be lowered to a
level lower than the threshold. But this benchmark is difficult to meet in de-
veloping countries even in a medium term especially when global price level
keeps rising than falling. This could therefore help to explain why developing
countries have struggled to roll back dollarization following hyperinflation.

Kamin and Ericsson (2003) in a similar line argue that the success of de-
dollarization is hinged on the opportunity cost of holding domestic currency.
The reason why de-dollarization has hardly been successful in highly dollarized
economies is that the opportunity cost of holding domestic currency in terms
of foreign currency as an alternative may not be sufficient to induce a substitu-
tion away from dollars to local currency. Hence making domestic currency at-
tractive to hold and engineering the alternative cost of holding foreign curren-
cy such that it is undesirable to hold is almost an unattainable target in
developing countries. Attempts to achieve such may require high costs, some
of which may be distortionary to overall economic goals. Conflict of interest
between long economic goals and immediate political stability makes it a hard
choice.

However, the main reason why de-dollarization efforts have hardly suc-
ceeded in developing countries is the lack of institutional and legal framework
to support regulatory policies. Though they are a necessary condition upon
which credibility policies are to gradually reduce dollarization, they are either
too costly to implement or too difficult to establish. Ize and Yeyati (2005:20)
for example emphasize that “policy reform should thus concentrate on institu-
tional and capacity building measures that gradually improve the central bank’s
capacity to conduct an independent and sound monetary policy” Herrera and
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Valdes (2004:37) also sound a caveat regarding the use of monetary controls
and regulations “[...] that to implement them successfully, one requires as a
precondition to have legal, administrative and judicial tools to enforce them
effectively, which are rarely available”.

For this reason, some countries have pursued crude intervention methods
such as force conversion of foreign currency deposits into local currencies and
closure of foreign currency windows other than pursuing market-led processes.
But coercing economic agents to the use of a currency in which they have no
trust may only lead to under-ground marketing and financial disintermediation
which have a tendency to re-dollarize economies by de-facto.

Notwithstanding, even for countries which have pursued market-driven
policies to de-dollarize, implementation have not only being difficult but also
requiring protracted periods of patient expectations. Hence, (Herrera and Val-
des 2004:1) have cautioned that “[...]despite the success of the Chilean experi-
ence, the policy implications for other countries considering de-dollarization
are not easy to implement elsewhere” Pundits Guidotti and Rodriguez (1992,),
and Duma (2011) are of the conclusion that dollarization is an irreversible
phenomenon.

4.5 Chapter Summary

De-dollarization in developing countries has been pursued through two alter-
native mechanisms — either through intervention policies or through market-
driven policies. The former is more of a coercive mechanism whereas the latter
is planned processes supported by institutional and structural foundations. It
follows that countries which have pursued de-dollarization forcefully without
institutional and structural reforms such as Bolivia have only succeeded in
prompting the creation of underground markets for foreign currency transac-
tion and foreign currency flight leading to liquidity constraints for reserve cur-
rency. Others which follow market-driven processes like Chile have done so by
painstakingly pursing credibility policies based on well-established institutional
and structural framework. But credibility of policies is hinged on long-term
macroeconomic stability which is only achieved at high costs. Even so, based
on ratios of foreign currency composition of bank deposits and bank loans,
there is hardly any evidence that dollarization has been successfully wiped out
in any developing country that has experienced hyper-inflation and de-facto
dollarization.

It is suggested thus far that only Pakistan and Israel have been successful
in rolling back dollarization using crude intervention policies. However, the
historical causes and the level of de-facto dollarization and the mechanisms
used to roll back de-facto dollarization in these countries remain unattended to
literature. Hence, they cannot be suggested cases of successful de-dollarization.
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Chapter 5 Conclusion

The cardinal objectives of this research paper were to assess the merits of the
arguments for dollarization in developing countries, to investigate empirical the
evidence which lends support to the arguments for dollarization, and to look at
the experiences of countries have attempted to de-dollarize. The current level
de-facto dollarization in developing countries and the wave of countries of al-
ready acceding to official dollarization, most notably Panama, Ecuador and El
Salvador in the Western Hemisphere; and the political endorsement of dollars
in Liberia and Zimbabwe of recent for all public and private transactions was
the motivating force behind this research.

The paper began with a review of theoretical literature on dollarization.
The objective was to find out the underlying rationale for which dollarization is
being encouraged in developing countries. In order to give the review a bal-
anced merit, critical consideration was given to literature from diverse persua-
sions and influence including mainstream academics, policy papers, and work-
ing papers from the IMF and the World Bank. The consensus from literature is
heavily linked to recurrent hyperinflationary tendencies in developing countries
as the prime rationale for which dollarization is being sought. Central to pro-
ponents’ argument is that developing countries are predisposed to inflation and
financial crises because they are incapable of managing independent monetary
policies. It follows from the propositions that dollarized countries experience
very low inflations relative to global average. Apart from inflation, it is suggest-
ed that dollarized countries tend to experience low currency risk which eventu-
ally promotes financial and trade market integrations. Financial integration is
said to be achieved through international financial intermediaries that are en-
couraged by a risk-free currency environment. It is also proposed that dollari-
zation enforces fiscal discipline and enhances labour market reform. The for-
mer is widely believed to be central to inflationary problems in developing
countries due to monetization of budget deficits, while unemployment and la-
bour market rigidities are blamed on the latter. The bottom line is that dollar-
ized countries are believed to experience higher and faster economic growth
than developing countries with independent monetary policies.

However, this paper has established that the anticipated benefits for which
dollarization is being proposed to developing countries are a mere conglomera-
tion of assumptions which have no foundation in standard macroeconomic
theory. Some literatures make passive reference to Mundell’s Theory of Opti-
mum Currency Area (OCA)° but none emphatically bases the rationale for
dollarization on the OCA. The implicit reason for this is that no developing
countries meet the OCA criteria for dollarization in respect of adopting a large
country’s currency

Moreover, while proponents of dollarization have placed much emphasis
on inflation cutting as a major break-through for countries prone to currency

9 Mundell, R., A. (1969), A Theory of Optimum Currency Areas, the American Economic
Review 51 (4) 657-665.
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problems, opponents somewhat unanimously place their emphasis on the loss
of influence over monetary policy, specifically in respect of the loss of seignor-
age and the loss of central banks’ lender of last resort role. Interestingly, nei-
ther proponents have offered any details regarding the mechanisms through
which benefits of dollarization are achieved nor opponents do also question
them.

The main analytical issues unearthed by this paper are that inflation cut-
ting, which is the key rationale for dollarization, is not achieved by any adjust-
ment policies. Instead, it is achieved by a crude method — simply preventing
countries from printing money. Realistically, this drastically reduces money
supply and savings. By standard economic theory, growth is hindered in this
process, hence making economic growth stagnant in dollarized countries. The
policy implication for developing countries is that countries which adopt dol-
larization will be unable to influence faster economic growth.

Additionally, the fiscal discipline and labour market reform propositions
of dollarization are superficially weak assumptions. The basis for the former is
that ‘retrieving the money printing machine’ compels developing economies to
run balanced budgets. But this paper has established that there is no guarantee
in theory that dollarized countries are prevented from borrowing locally and
externally to finance budget deficits, especially from international financial in-
termediaries which are attracted by the risk-free currency environment. There
is also no theoretical guarantee, if fiscal discipline will also assume its usual
meaning of fiscal misuse in developing countries, that dollarization will prevent
countries from resource misallocation and misappropriation. Embracing dol-
larization is by policy implication relegating the necessary institutional and
structural reforms required in developing countries to curb these problems and
to sustain growth and employment. With growing labour unionism on a global
skill, and the doctrine of capitalistic self-interest, there is no guarantee that dol-
larization cuts down the rate of unemployment through low inflation. Workers
will still opt for higher wages while employers will shift to capital intensive in-
vestments as long as institutional and structural issues are not addressed in de-
veloping countries.

Hence, the rationale for dollarization in developing countries is not only
weak, but lack any theoretical justification in standard macroeconomic theory.
There is more of a hidden factor in the political economy agenda of large na-
tions such as the United States other than real benefits of dollarization for de-
veloping counttries.

The second aspect of this paper reviewed empirical literature with the ob-
jective of ascertaining evidence of macroeconomic success of dollarization in
officially dollarized countries. There is, emphatically, a general consensus with
respect to inflation. Results from Edwards (2001), Ghosh, Gulde and Wolf
(1998), Abrego et al (20006), Soto (2009), Godlfain and Olivares (2000) all indi-
cate that officially dollarized countries experience lower inflation than coun-
tries with currencies of their own. However, results from Edwards’ panel data
analysis and multivariate regressions of eleven dollarized countries and a large
sample of developing countries with own currency; and cross-country descrip-
tive statistical analysis by Abrego et al and Gold fain and Olivares do not sup-
portt the proposition that dollarized countries are fiscally disciplined than non-
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dollarized countries. Fiscal deficits in Panama, for instance, tend be higher than
average in the Western Hemisphere. Moreover, credit ratings by Moody’s and
S$P rates Panama lower than non-dollarized counterparts in the Western Hem-
isphere. It highlights the point that dollarized countries lack adjustment mech-
anisms in monetary policy to influence their debt position.

Also results from Soto and Goldfain and Olivares show, contrary to pro-
ponents’ labour market reform proposition. No dollarized country has been
able to influence its rate of unemployment in the long term. Unemployment in
Panama and Ecuador remain higher than most non-dollarized countries in the
same geographic region.

On the other hand, Welfens and Ryan (2011) results, using the export
platform model, show positive impact of financial integration on trade in the
European. But the case of the EMU cannot be aptly inferred on developing
countries because they have dissimilar economic structures and institutions.
Although data from WDI also show positive signs of trade impact in dollarized
countries, imports contribute more to the trade volume. This does not
strengthen dollarized countries export competitiveness.

Finally, empirical results by Edwards (2001) Abrego, (2000) Soto (2011),
Ghosh, Gulde and Wolf (1998) and Goldfain and Olivares (2000) are not sug-
gestive that dollarized countries experience faster and higher economic growth
than non-dollarized countries. In fact Edwards and Goldfain and Olivares re-
sults show that dollarized countries experience lower growth rates than non-
dollarized countries considering Brazil, Chile and Costa Rica against Panama.
The veracity of these results were verified using current data (2002 — 2010 and
2015 projections) from the World Bank and the IMF.

The general findings from empirical literature are in no way contradicted
by this research analysis of trend data from the WDI and WEO. The low infla-
tion findings are strongly supported but the fiscal discipline, labour market re-
form and economic growth claims are equally refuted by this paper. Findings
by this paper corroborate no evidence of macroeconomic success in officially
dollarized countties.

The third aspect of this paper reviewed literature on de-dollarization at-
tempts by countries dollarized by de-facto. The objective was to find out the
experiences of countries in trying to roll back de-facto dollarization. A standard
benchmark of 30 percent deposit or loan dollarization was set to determine if a
country is highly dollarized. Successful de-dollarization was verified against this
benchmark.

This paper has established that dollarization is almost an irreversible trend.
De-dollarization by forceful means lead to the creation of underground mar-
kets for foreign exchange, capital flight resulting into foreign currency liquidity
shortfalls and higher inflation. The potential reason established is that econom-
ic agents can hardly regain faith in credibility policies by their governments af-
ter a system has been dollarized due to currency crises. The alternative use of
market-processes is more appealing for de-dollarization, but the implications
are that they take very long years of institutional and structural set-ups and they
are also too costly. They require huge alternative policy sacrifices which most
developing countries cannot afford. Whether by harsh intervention mecha-
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nisms or slowly driven market mechanisms, developing countries have experi-
enced mixed success in attempts to de-dollarize.

It is therefore the conclusion of this paper that official dollarization has
not served developing countries the general purpose it intended. De-
dollarization experiences of de-facto dollarized countries show that it is even
more difficult, if not, impossible to de-dollarize if a country officially dollarizes.
The policy alternative is that developing countries should consider structural
and institutional reforms cum prudent monetary policies in the face of peren-
nial currency fragilities other than dollarize. Dollarizing will worsen rather the
cure the problem.
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Annexes

Annex 1 Table 8:

List of Dollarized Countries?o

Country Popula- Political Status Currency Use Since
tion
Andotra 63,000 Independent French franc and 1278
Spanish Peseta
Bhutan 1.5mn Independent Indian rupee 1948
Channel Islands 140,000 British dependencies Pound stetling 1797
Cocos Islands 600 Australian external territory Australian dollar 1955
Ecuador* 15mn Independent U.S. dollar 2000
Cyprus, Northern 180,000 De facto independent Turkish lira 1974
Greenland 56,000 Danish self-governing region  Danish krone Before
1800
Guam 150,000 U.S. territory U.S. dollar 1898
Kiribati 80,000 Independent Australian dollar 1943
Liechtenstein 31,000 Independent Swiss franc 1921
Marshall Islands 60,000 Independent U.S. dollar 1944
Micronesia 120,000 Independent U.S. dollar 1944
Monaco 30,000 Independent French franc 1865
Nauru 8,000 Independent Australian dollar 1914
Niue 2,000 New Zealand self-governing  Australian dollar 1914
tertitory
Notrfolk Island 2,000 Australian external territory Australian dollar Before
1900
Northern Mariana 48,000 U.S. commonwealth U.S. dollar 1944
Islands
Palau 18,000 Independent uUsS. 1944
Panama 2.5mn Independent U.S. dollars 1904
Pitcairn Island 56 British dependency New Zealand and U.S.  1800s
dollars
Puerto Rico 3.5mn U.S. commonwealth U.S. dollar 1899
Saint Helena 6,000 British colony Pound stetling 1834
Samoa, American 60,000 U.S. territory U.S. dollar 1899
San Marino 24,000 Independent Italian lira 1897
Tokelau 1,600 New Zealand territory New Zealand dollar 1926
Turks and Caicos 14,000 British colony U.S. dollar 1973
Islands
Tuvalu 10,000 Independent Australian dollar 1892
Vatican City 1,000 Independent Italian lira 1929
Virgin Islands, 17,000 British dependency U.S. dollar 1973
British
Virgin Islands, 100,000 U.S. territory U.S. dollar 1917

U.S.

Source: Goldfajn and Olivares (2000: pp.41). *Ecuador is the author’s own inclusion

10 Information contained in this table is prior to the birth of the Euro.
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Annex 2. Table 9: Foreign Direct Investment (% of

GDP)
Country Name 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Argentina 0.8 2.1 1.3 2.7 2.9 2.6 2.5 3.0 1.3 1.7
Bangladesh 0.2 0.1 0.5 0.8 1.3 1.1 1.0 1.3 0.8 1.0
Bolivia 8.7 8.6 2.4 0.7 -25 25 2.8 3.1 2.4 3.1
Botswana -1.2  12.0 95 7.4 4.8 6.7 5.2 6.6 2.2 3.6
Cape Verde 1.7 2.4 4.9 7.3 8.0 119 144 136 75 6.8
Chile 6.1 3.8 5.8 7.5 5.9 5.0 7.6 8.9 8.0 7.4
Costa Rica 2.8 3.9 33 4.3 4.3 6.5 7.2 7.0 4.6 4.1
Ecuador 25 3.1 30 26 13 0.7 04 1.8 06 0.3
El Salvador 20 33 09 23 0.3 0.1 05 1.7 1.1 0.0
Ghana 1.7 1.0 1.8 1.6 1.4 3.1 3.5 4.3 6.4 8.1
Indonesia -1.9 0.1 -0.3 0.7 2.9 1.3 1.6 1.8 0.9 1.9
Kazakhstan 12.8 105 6.8 9.6 3.5 7.8 106 10.7 119 7.0
Kenya 0.0 0.2 0.5 0.3 0.1 0.2 2.7 0.3 0.5 0.4
Nigeria 2.5 3.2 3.0 2.1 4.4 3.3 3.6 4.0 5.1 3.1
Pakistan 0.5 1.1 0.6 1.1 2.0 3.4 3.9 33 1.4 1.2
Panama 40 08 6.3 72 59 149 9.0 9.5 74 8.8
Paraguay 1.3 0.2 0.5 0.5 0.7 1.9 1.7 1.7 1.4 2.3
Peru 2.1 3.8 2.2 2.3 3.2 3.8 5.1 5.5 4.4 4.8
Philippines 0.3 1.9 0.6 0.8 1.8 2.4 2.0 0.9 1.2 0.9
Rwanda 0.3 0.2 0.3 0.4 0.3 0.4 1.8 2.2 2.3 0.8
South Africa 6.1 1.3 0.5 0.3 2.6 -0.1 2.0 3.5 1.9 0.4
Sri Lanka 1.1 1.1 1.2 1.1 1.1 1.7 1.9 1.8 1.0 1.0
Tanzania 3.7 3.7 3.1 1.8 6.6 2.8 35 1.9 1.9 1.9
Uruguay 1.4 1.4 3.5 2.4 4.9 7.5 5.6 5.8 4.0 4.0
Vietnam 4.0 4.0 3.7 3.5 3.7 3.9 9.4 10.6 7.8 7.7

Source: WDI
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Annex 3. Table 10: Trade (% of GDP)
Trade (% of GDP)
Country 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Name
Argentina 21.7 405 39.2 434 443 440 450 451 374 39.8
Bangladesh 36.9 33.3 342 363 396 442 46,5 49.1 46.0 435
Bolivia 452 49.4 520 575 676 745 761 829 686 624
Botswana 796 82.0 79.7 811 857 77.7 829 834 793 605
CapeVerde 94.0 995 980 686 672 77.0 808 832 869
Chile 65.1 65.7 689 723 741 765 805 857 69.5 69.5
CostaRica 86.0 90.0 952 957 102.5 1044 1024 101.4 854 855
Ecuador 579 558 535 571 627 670 698 76.2 93.8 649
El Salvador 67.5 674 70.0 729 71.7 740 723 73.6 60.0 64.0
Ghana 110.0 975 973 997 982 659 654 695 718 63.7
Indonesia 69.8 59.1 536 59.8 640 56.7 548 586 455 476
Kazakhstan 92.8 94.0 915 964 983 916 922 943 758 715
Kenya 559 552 541 595 645 627 630 694 635 649
Nigeria 753 644 831 750 776 706 670 712 647 66.0
Pakistan 304 305 328 303 353 385 355 367 332 319
Panama 138.6 129.7 122.1 131.5 144.5 146.2 155.1 157.7 141.8 133.9
Paraguay 79.2 926 988 96.0 106.8 111.9 104.8 1059 98.1 114.6
Peru 335 334 355 393 443 484 513 545 444 446
Philippines 98.9 102.4 101.8 1026 979 949 866 763 656 71.4
Puerto Rico 181.2
Rwanda 349 343 327 359 366 363 365 446 406
South Africa 56.2 620 534 53.1 552 625 655 742 557 527
Sri Lanka 809 763 753 795 736 713 686 634 491 454
Tanzania 383 374 414 4577 506 583 615 61.7 584 61.7
Uruguay 36.3 400 518 615 589 610 581 627 523 502
Vietnam 111.5 118.8 1269 139.0 1429 151.8 169.6 171.1 147.0 153.3
Source: WDI
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Annex 4. Table 11: Exports of Goods and Services

($0of GDP)
Country Name 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Argentina 115 27.7 250 253 251 248 246 245 214 223
Bangladesh 154 143 142 155 16.6 19.0 198 203 194 185
Bolivia 200 216 256 311 355 418 418 449 357 339
Botswana 443 46.6 454 442 512 47.0 475 416 341 286
Cape Verde 30.3 315 317 149 171 207 214 222 231
Chile 333 34.0 36.5 40.8 413 458 472 448 38.7 346
Costa Rica 415 424 46.7 463 485 49.1 48.8 459 433 413
Ecuador 26.7 24.7 256 27.5 309 34.1 354 381 409 31.2
El Salvador 25.8 264 271 278 265 272 254 256 223 22.6
Ghana 452 426 40.7 393 364 252 245 250 305 253
Indonesia 39.0 32.7 30,5 322 341 310 294 298 242 246
Kazakhstan 459 47.0 484 525 535 512 494 572 420 449
Kenya 229 249 241 26.6 285 264 260 276 252 26.0
Nigeria 43.0 319 427 440 465 429 410 417 368 394
Pakistan 147 152 16.7 157 157 152 142 129 128 129
Panama 72.7 675 636 676 755 76.7 812 818 79.1 650
Paraguay 348 438 47,5 46.0 51.2 53.7 509 504 46.5 558
Peru 15.7 16.1 17.7 215 251 285 289 27.6 242 239
Philippines 46.0 46.7 472 486 46.1 46.6 433 369 322 348
Puerto Rico 80.8
Rwanda 94 81 76 11.1 114 111 11.0 144 116
South Africa 30.1 329 279 264 274 30.0 313 356 274 255
Sri Lanka 373 349 347 353 323 301 291 248 213 189
Tanzania 17.0 176 186 19.7 20.8 22.6 243 22.6 232 240
Uruguay 16.8 206 274 321 304 29.6 285 292 26.6 257
Vietnam 546 56.8 593 657 694 736 769 779 683 70.7

Source: WDI
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Annex 5. Table 12: Imports of Goods and Services (%

of GDP)
Country Name 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Argentina 10.2 128 142 182 19.2 19.2 203 20.7 16.0 176
Bangladesh 21.5 19.0 20.0 20.8 23.0 252 26.7 288 26.6 249
Bolivia 253 27.7 264 263 321 328 343 380 329 285
Botswana 354 354 344 369 345 30.7 354 418 452 319
Cape Verde 63.7 681 663 538 501 563 594 61.0 63.8
Chile 31.8 316 324 316 32.8 30.7 332 409 308 349
Costa Rica 445 476 485 495 540 553 536 556 421 442
Ecuador 311 312 279 296 31.8 330 344 381 529 338
El Salvador 41.6 411 43.0 451 452 46.9 469 481 37.8 414
Ghana 648 549 56.6 604 617 40.7 408 445 413 384
Indonesia 30.8 264 231 275 299 256 254 288 214 230
Kazakhstan 47.0 470 43.0 439 447 405 428 371 338 26.6
Kenya 33.0 303 300 329 360 363 37.0 418 383 389
Nigeria 323 326 404 311 31.0 27.7 259 295 279 26.6
Pakistan 157 153 16.1 146 19.6 23.2 213 239 204 19.0
Panama 65.9 62.3 585 639 691 69.5 73.9 759 627 689
Paraguay 444 488 513 50.0 556 582 539 556 516 588
Peru 178 173 178 178 19.2 199 224 27.0 203 20.7
Philippines 529 55.7 547 541 517 484 434 394 334 36.6
Puerto Rico 100.4
Rwanda 255 26.2 251 248 252 253 255 302 29.0
South Africa 26.1 29.1 255 26.7 279 325 342 386 283 271
Sri Lanka 43.6 414 40.7 442 413 411 395 385 27.8 26.5
Tanzania 21.3 198 228 261 29.7 357 371 391 352 377
Uruguay 195 194 243 294 285 314 296 335 257 244
Vietnam 569 620 67.7 733 735 782 927 93.1 787 826

Source: WDI
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