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Introduction 

A common argument for pegging the exchange rate is that linking to a 
stable foreign currency enforces discipline on domestic monetary and fiscal 
policy which in turn stabilizes inflation expectations. Presumably the same 
result could also be achieved under a floating exchange rate regime if the 
domestic central bank is able to convince private agents of its ability to 
maintain low monetary growth. The argument for exchange rate pegging in 
this case is that it serves as a "precommitment mechanism" that increases the 
credibility of the central bank's announced low-inflation goal. Through 
commitment to a fixed exchange rate arrangement, policy makers may import 
some of the credibility for stable monetary control associated with foreign 
policies. 

To varying degrees, East Asian economies have pegged their currencies 
to the U.S. dollar.' Most have also achieved relatively low inflation, certainly 
by the standards of developing countries. In the 1980s inflation in the region 
averaged 7 percent, close to the average for the industrial countries, but well 
below the average of nearly 30 percent for developing countries as a group, 
or the average of more than 50 percent for Latin America. Can the relatively 
successful performance of East Asian economies be attributed to their ex­
change rate policies? 

We argue that the exchange rate pegging policies of East Asia economies 
are not the explanation for their low inflation. To the contrary, in most cases 
pegging hindered adjustment of the real exchange rate in response to external 
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