
WORKING PAPER NO. 34

CAPITAL MARKET DEVELOPMENT,
CORPORATE GOVERNANCE AND

THE CREDIBILITY OF
EXCHANGE RATE PEGS

BY OLLI CASTRÉN AND
TUOMAS TAKALO

October 2000

E U R O P E A N  C E N T R A L  B A N K

WORKING PAPER SERIES





E U R O P E A N  C E N T R A L  B A N K

WORKING PAPER SERIES

WORKING PAPER NO. 34

CAPITAL MARKET DEVELOPMENT,
CORPORATE GOVERNANCE AND

THE CREDIBILITY OF
EXCHANGE RATE PEGS

BY OLLI CASTRÉN* AND
TUOMAS TAKALO**

October 2000
* DG Economics, European Central Bank, Kaiserstrasse 29, D-60 311 Frankfurt am Main, Germany, tel. +49-69-1344-6366, Fax +49-69-1344-6353,

e-mail: olli.castren@ecb.int.
** Department of Economics, Boston University, 270 Bay State Road, Boston, MA 02215, USA E-mail: takalo@bu.edu.

All views expressed in the paper are our own and they do not necessarily reflect those held by the European Central Bank. This project was initiated when Castrén was not yet
affiliated to the European Central Bank. We thank an anonymous referee, Guido Ascari, Saku Aura, Jan Eeckhout, Joshua Friedman, Vitor Gaspar, Francesco Giavazzi, Seppo
Honkapohja, Ari Hyytinen, Erkki Koskela, Omer Moav, Jouko Vilmunen and the seminar participants at the London School of Economics, the Econometric Society World Congress in
Seattle, and the University of Helsinki for helpful comments and discussions. Takalo thanks the Department of Economics at the Massachusetts Institute of Techonology for
hospitality and acknowledges the financial support from the Academy of Finland and  Yrjö Jahnsson Foundation.



© European Central Bank, 2000

Address Kaiserstrasse 29

D-60311 Frankfurt am Main

Germany

Postal address Postfach 16 03 19

D-60066 Frankfurt am Main

Germany

Telephone +49 69 1344 0

Internet http://www.ecb.int

Fax +49 69 1344 6000

Telex 411 144 ecb d

All rights reserved.

Reproduction for educational and non-commercial purposes is permitted provided that the source is acknowledged.

The views expressed in this paper are those of the authors and do not necessarily reflect those of the European Central Bank.

ISSN 1561-0810



��������	
��������������������������� �

��������

�������� 	


 ���������� �

� �������������� �

� ������������������������������ ����������!���������
"�� ���!���������� 
�

# $� �����%&���������������������������������������
'��������(����!��� 
#

	 $������� 
)

(��������� �*

�  ������
+�����������,����������������������
�
������

�
��

�  �������+������ �����-�,,��
 �#

�  �������+��.���&�����������-�������  �����������/���
�� ��� ���������� �0

'�� ����$����������1�2�1����!� ��������� ��



��������	
���������������������������#



ECB Working Paper No 34 � October 2000 5

Abstract

Focusing on emerging market currency arrangements, we build a model of an exchange rate peg
with escape clauses and output persistence. We first show how output persistence works as an
additional �fundamental� so that an exogenous increase in persistence can make the currency peg
more vulnerable to speculative attacks. We then endogenise output persistence as arising from
capital market frictions that are caused by weak corporate governance institutions. It turns out
that in emerging market economies, often characterised by credit constraints, a partial reform of
corporate governance institutions may enhance a financial accelerator mechanism, which increases
output persistence and deteriorates the credibility of the exchange rate peg. A conservative
policymaker partially counters this adverse effect, but only a complete reform of corporate
governance institutions fully eliminates persistence and reduces the risk of currency crisis on all
levels of policy preferences.

JEL Classification: E58, F33, D84, G18, G38.
Keywords: Exchange rate pegs, speculative attacks, output persistence, capital market frictions,
corporate governance.
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