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hoping that it will offer more credibility to their commitment to exchange rate targets.23 
Yet, the comfort offered by an exchange rate peg in this situation can be quite 
betraying. As the risk of exchange rate variability seems to be low, private borrowers 
and the government are more inclined to borrow in foreign currencies than they would 
be otherwise, which increases the exposure to sudden stops and exchange rate crises. 
As long as the capital inflows continue to be large, the exchange rate peg brings a 
monetary and credit expansion that aggravates the tendency for overheating. Once the 
capital flows dry up, the peg may come under speculative attacks, which, unless they 
can be successfully defended, are costly and more disruptive than the adjustment 
under a floating rate.  

Table 9: Exchange Rate Regimes of CEE Countries 

Country Regime Country Regime 

Bulgaria Currency board Lithuania Currency board 

Czech Republic Float Poland Float 

Estonia Currency board Romania Float 

Hungary Intermediate peg Slovak Republic Float 

Latvia Intermediate Peg Slovenia Euro 
Source: World Bank (2006), von Hagen and Zhou (2004). 

The ERM-2 may offer some relief and credibility in such a situation due to the financial 
support for interventions it provides, but the history of the early 1990s suggests that its 
usefulness is limited at best. The experience teaches that European exchange rates 
tend to become objects of politics, especially in situations where there is market 
tension. The countries exposed to convergence play failed to adjust their exchange 
rates in a timely way in the late 1980s and early 1990s, and this contributed to the size 
of the later devaluations and currency crises. When Germany asked for a revaluation of 
the DM to absorb the post-unification capital inflows, other governments and central 
banks were unwilling to grant it. It is not clear a priori that the new member states 
would not see similar resistance against repeated devaluations of the euro against their 
currencies, which might be required to counteract inflationary tendencies if capital 
inflows continue during their ERM-2 membership. Thus, the multilateral nature of the 
ERM-2 does not obviously add to its economic rationality. It is equally uncertain that 
the multilateral political negotiations required for devaluations can be completed fast 
enough in the case of a sudden stop. The multilateral political framework may, in 
contrast, create ambiguities and rumors in the markets, which can undermine the 
credibility of the pegs. 

Since a sudden stop of capital inflows is equivalent to a cut in international credit to the 
home economy, the appropriate response by the central bank is to expand credit to the 
                                                 
23 The Exchange Rate Mechanism (ERM-2) is the official framework of the ECB within which EU countries 

can choose to peg their currencies to the euro. It stipulates a central parity which can be adjusted by 
agreement between the ECB and the respective country, and bands of +/- 2.25 percent. Importantly, it 
does not stipulate a requirement for the ECB to intervene in support of a participating currency. 
Countries that wish to join the Euro area are required to participate in the ERM-2 for at least two years 
without devaluing their currencies on their own initiative.  


