Exchange rate regimes
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0 CEECs are characterized by high
volatility

d Volatility of shocks, volatility of policy

d Exchange rate regime: shock absorber
or source of shocks

d Real and financial shocks

d Real: structural change and productivity
shocks (Balassa-Samuelson)

QA Financial: emerging market features







QlInitially: price liberalization and
structural change

AOver time: trade opening and
integration with EU

QdOver time: opening to capital flows
(financial shocks)



AdTrend real appreciation (Balassa-
Samuelson): productivity shocks

dCyclical co-movements
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Figure 1: Degree of Openness in the EU and the CEECs

(exports plus imports of goods and services as percent of GDP in 2000)
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QAfter adoption of flexible rates (in
2000) risk premium jumps up

AdBefore and after high correlation
with EMBI+




Fix Intermediate Float
Stabilisation phase Czech Rep. Cyprus Bulgaria
1990-1994 Estonia Slovenia
Hungary Romania
Latvia
Lithuania
Malta
Poland
Slovakia
v :
Transition phase Bulgaria Czech Rep. Slovenia
1995-2000 Estonia Cyprus Romania
Latvia Hungary
Lithuania Poland
Malta Slovakia
Preparatory phase Bulgaria Cyprus ’ Czech Rep.
2001 - ERMII Estonia Hungary Poland
Latvia Slovakia




dMovement towards extremes

dEuro is the end-point:is the
movement towards more flexibility
reasonable?

QIt depends on the ability of flexible
rates to absorb shocks and
insulate from currency and



d Response of exchange rate to external
shocks

d Response of interest rates
d Habib (2002): high sensitivity to
external shocks (change in risik

premium). Poland and Czech Republic:
Exchange rate follows EMBI+ shocks.

Hungary and Slovenia: interest rate
reacts.
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Q Short term
spreads vs. euro
still large

Q Long-term
expectation of
——— entry in the

N eurozone




d External constraint not to be
underestimated

a Exposure to swings in foreign financing

d Low liability “euroization”? Need to be
qualified (example of Hungary)

O These elements should be factored in
when advising flexibility of exchange




Current

External External FDI Account/

debt/GDP debt/Exports /GDP GDP
Bulgaria 86.4 148.3 8.3 5.9
Czech 42.8 56.2 9.1 4.8
Estonia 61.4 64.6 6.4 6.8
Hungary 67.3 97.3 2.6 3.9
Latvia 65.9 144.0 5.6 6.8
Lithuania 42.9 95.1 3.3 6.0
Poland 42.9 214.5 5.9 6.3
Romania 27.0 81.7 2.7 3.7
Slovakia 56.3 76.5 10.7 3.7
Slovenia 34.3 58.1 0.2 3.3




dPass-through: eg. Darvas (2001);
Coricelli et al. 2002

AHigh pass-through, especially in
Slovenia and Hungary
dProblem with inflation targeting




ADifficulties in bringing down
inflation at low rates

dExchange rate flexibility may in
fact make it worse

QImplicit real exchange rate targets
internalized in the price
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not obVvIous

QA True: with inflationary inertia in the non
tradable sector fixing the exchange rate
may cause a temporary drop in output
in non-tradables

d However, there would be gains in
welfare associated to the reduction of

losses due to monopolistic behavior in

non tradable sectors (Calvo et al.




ad Would avoid real appreciation induced
by nominal appreciation arising from
capital inflows

d Would allow immediate convergence in
interest rates

d Would reduce inefficiency of monopoly
power in non-tradable sectors

QA Thus, nominal convergence may be less




