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What | s Dollarization?

* Dollarization occurswhen another country
or aterritory outsidethe United States
adoptsthe U.S. dollar asitsofficial currency.

* When a country dollarizes, it adopts U.S.
monetary policy.

® Countriescan dollarize with or without
consent of the United States.
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Why Dollarize?

* Improve creditability and credit
worthinesswith international lenders and
multilateral donors.

* |mprove monetary policy discipline.

* Greater financial stability and increased
economic growth.

* Eliminate capital flight.

* Eliminate currency risk and lower
transaction costs for businesses.



Typesof Dollarization

e Official - formal adoption of the U.S. dollar

* Semi-official - domestic currency used for
wages, payments, and cash expenses, but U.S.
dollar isthelegal tender

* Unofficial - domestic currency isthelegal
tender, but part of a country’sassets held in

U.S. dollarsand part in domestic currency
(Note: 55-70% of U.S. currency held by foreigners)
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Who has Dollarized and Who is
Considering Dollarization

* Morethan 30 nations and territories have
officially dollarized.

* Panama islargest economy officially dollarized
with any long-term history.

* Ecuador most recent country to fully dollarize.

* El| Salvador, Guatemala, and Mexico currently
considering dollarization - Even Argentina and
Brazil have expressed inter e<t.
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Benefits of Dollarization for
Adopting Country

* Benefits of U.S. monetary policy
—Lower, More Stable I nterest Rates
—Lower, More Stable Inflation Rates

* Exchangerates and exchangerate
fluctuations eliminated

* More confidencein currency transactionsin
U.S. dallars



Drawbacks of Dollarization for
Adopting Country

* |ncreased export and import competition
from other countriesif currencies depreciate
relativeto U.S. dollar

* Lost Seigniorageto thetreasury

* Perceived loss of soverignty, potentially
leading to civil unrest
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Benefits of Dollarization for the
United States

* L ower transaction costs when trading with
adopting countries

* Greater efficienciesfor multinational firms
* |ncreased seigniorage

* Competitive environment no longer subject
to exchangerate fluctuations



Possible Drawbacksfor the
United States

* Attempted influence of adopting country
governmentson U.S. monetary policy

* |ncreased value of U.S. dollar dueto other
countriesdollarizing leads to increased
competition from third countriesthat have

not dollarized
* Traderetaliation by non-dollarizing countries

* Jeopardizeforeign relations
* Abandonment of dollar causing valueto fall
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Saigniorage and Dollarization

Seignior age-gover nment revenue collected from
ISsuing coins and currency

The difference between the face value of money, its
purchasing power, and the cost of material to coin
and print

U.S. Treasury collects $25 Billion annually in
seigniorage

Each U.S. dollar costs about $.03 to print, so with
perpetual circulation, it would net $.97 in
seigniorage

U.S. seigniorage isless since each bill isreplaced

after 18 months st



Calculating Real Saigniorage

* Selgniorage over a selected period of time can
be calculated as:

D M/P, where M denotesthe U.S. monetary base and
Pisthepricelevel in the U.S. economy

* Example:

e Extra $100,000,000 isissued todollarized countries
over ayear

DM = $100,000,000 X .97 = $97,000,000
 U.S. pricelevel = 1.023 over sametime period
* Real Seigniorage = $97,000,000/1.023 = $94,819,159
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Benefits of Dollarization for
Southern Agriculture

* Increase U.S. exportsdueto lower transaction
costs on salesto dollarizing economies.

* | esscompetition in U.S. market from imports
made cheaper by exchange rate depreciation,
le - wheat, soybeans, beef, shrimp, melons.

* | esscompetition in 3rd country markets from
dollarized economies dueto depreciation.
Example on next dide.
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Benefits of Dollarization for Southern
Agriculturein 3rd Country Markets

* Country A and the U.S. each sdll wheat to
country B.

* Country B’scurrency depreciatesrelativeto $,
but not relativeto country A’s currency.

* Country A exportsof wheat toB -, U.S.
exportstoB .

* |f country A had dollarized, no such condition
or benefit to country A would exist.



Drawbacks of Dollarization for
Southern Agriculture
* Cannot take advantage of U.S. dollar

depreciation relativeto a currency for a
country with a competing commodity

* For processors, agricultural inputs from
dollarizing economies are no longer ableto
take advantage of depreciation



Dollarization: The Case of Ecuador

* Ecuador sucre depreciated from 7,000/$
in Jan 99 to 29,000/$ in Jan 00

* Inflation (40% ) and interest rates (200%)
Wer e running rampant, leading to
economic contraction of 7.1% in 1999

* Dollarization decison made Jan 2000,
help cost the President hisjob but
Ecuador now hasinterest and inflation
rates closer to U.S. rates



Dollarization: Results
from Ecuador

* Interest rates decreased from near 200%
toaround 16% 1n six months

* |nflation was near 100% in 2000 dueto
Incorrect conversion rate; now slowing

* Other factorsinclude lack of fiscal
discipline and ailing bank sector

* Priceof oll very important factor
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Ecuadorian Exchange Rate with Dollar, GDP
Growth, Interest Rate and I nflation Rate
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Alter nativesto Dollarization?

* Currency Union - creation of a new currency
to be used among countries, such astheeuro
In the European Union

* Currency Board - Pegging the exchangerate
of a currency to the currency of another
country, ie Argentina Peso pegged to U.S.

dollar



Argentine Currency Board

* Rampant inflation and depreciation during
1989-90; Per Capita GDP below 1980 levels

°* Currency Board created in 1991°°U.S. style
inflation by 1995 (not a “ Quick Fix”)

* Comparison of Argentinato Brazil, which

has floating rate



Argentina and Brazil Exchange Rates
with the U.S.

Foreign Currency/$
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Argentina and Brazil GDP Growth,
|nterest and Inflation Rates
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Summary

* Dollarizing economies may benefit from U.S.
monetary policiesfollowing domestic/fiscal
policy changes during thetransition period.

* Agricultural trade more stable with
dollarized and currency board countries.

* Increased dollarization has both benefits and
drawbacksfor U.S. agriculture.

* Moreapplied resear ch needed to assess
options and impacts of dollarization.



Conclusions

* Dollarization may be a key policy to
promote economic stability.

* Dollarization IsNOT a panacea.

* Fiscal, trade and agricultural policies,
and other factors areimportant.

* Corruption, graft, and social unrest can
disrupt dollarization benefits.
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