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Historical Examples

• Overvalued ERM-I entry
– UK 1990
– East Germany 1990

• Undervalued Bretton Woods entry
– West Germany after 1950/51



The Pre-ERM-II Scenario

• success: Hungary
• on edge: Poland
• critical: Czech Republic
• Safe option: currency board

– Bulgaria and the Baltics



Box 1: ERM-II components

• Precondition for participation in Euroland (and thereby for EU membership)

• Fixed parity to the Euro (floating within a band up to +/- 15%)

• Unlimited marginal interventions “pre-paid” by national central bank concerned and

   financed by the ECB

• Intra-marginal interventions can be financed by the ECB to a limited extent

• Confidential assessment of central parity



Real exchange rate (%change, qoq)
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Real exchange rate Jan 1995=100
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Competitiveness and the External Balance
Hungary
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Competitiveness and the External Balance
Poland
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Competitiveness and the External Balance
Czech Republic
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Competitiveness and the External Balance
Estonia
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Competitiveness and the External Balance
Lithuania
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Competitiveness and the External Balance
Bulgaria
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Fundamental Equilibrium Exchange Rate

• model of trend current account

• structural capital flows

• sustainable current account



Model of the trend current account

• model of aggregate trade
– replacement of the actual value of exports and imports with the 

values the models predict
– trade elasticities ensuring internal balance of the economy

• model of trend output
– Hodrick-Prescott filter approach

• model of the trend current account consistent with internal balance



Structural capital flows and sustainable 
current account 

• the current account account corresponding to 
external balance

• estimating the real exchange rate compatible with 
internal and external balance



Estimates of the FEER for Poland
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Estimates of the FEER for Estonia
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Estimates of the FEER for Lithuania
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Estimates of the FEER for Bulgaria
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Estimates of the FEER for the Czech Republic
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Estimates of the FEER for Hungary
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Strategic Choice under
EU Restrictions (= Maastricht Straight Jacket)

• currency board

• peg + managed float

• delayed entry



B o x  2 :  E n tr y  s tr a te g y  a n d  p o lic y  o p t io n s

m o n e ta r y  p o lic y
p o lic y

v a r ia b le c o u n tr y

U   c u r r e n c y  b o a r d e x c h a n g e  ra te  t a r g e t in g

(h a rd  p e g )

n o n e
L ith u a n ia

E s to n ia
B u lg a r ia

P e g
+  m a n a g e d  f lo a t

in c o m e  ta r g e t in g i ,  P , e H u n g a r y

M a n a g e d  f lo a t in f la t io n  ta rg e tin g i C z e c h
R e p u b lic

D e la y e d  e n tr y
(fr e e  f lo a t )

d ire c t  in f la t io n  ta rg e tin g i P o la n d



Conclusion

• To avoid an overvalued ERM-II entry rate a 
strategy of stability oriented exchange rate
undervaluation is advisable. 

• Alternatives are delay or currency boards  
(= Euroisation?)


