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Introduction

Several Mediterranean and Balkan countries are candidates for European Union (EU) enlargement in
current expansion, and a number of Balkan countries and neighboring Turkey hope to be considered
for membership in afuture round of EU expansion. Whether these latter countries can become serious
candidates for membership will depend on their ability to aign themselves with the ingtitutions and
the macroeconomic policies of the EU. Although structural change and institutional adaptation to EU
norms will be important in this process, the convergence of monetary policy between the EU and the
candidate countrieswill be anecessary condition. We examine the prospects for such a convergence of
monetary policies by investigating the extent to which the candidate countries have been able to
achieve some measure of convergence between the evolution of their money stock with that of
Germany, which we use as a historical proxy for the future monetary policy stance of the European
Centra Bank (ECB).

EU Membership and Monetary Conver gence

Much as the Maastricht criteria played a key role in the creation of a common currency among some
of the EU member countries, macroeconomic performance will play a key role in determining which
of the trangition economies will join the EU and when. Indeed, the introduction of the Euro among a
core subset of EU countries makes macroeconomic convergence a more pressing issue than it was for
earlier entrants into the EU. As McKINNON (1999, p. 132) points out, the gains to new countries
from joining the EU will be redized only if “trade takes place over an exchange-rate regime that is
mutualy acceptable between East and West". McKINNON argues that a regime of fixed exchange
rates between the candidate countries and the Euro is the regime most likely to inspire such mutual
confidence and to redlize the full benefits of integration. In part thisis so because fixed exchange rates
between the currencies of these new member countries and the Euro will facilitate the rapid growth of
the new members exports to the rest of the EU without raising fears of "beggar-thy-neighbor
devaluations or unfair trading practices'. Moreover, a credible adherence to a Euro peg will serve as
an important spur to the structural and ingtitutional changes required of the new members, thus
guaranteeing to the EU that its new members will not backdide in their efforts at structural and
ingtitutional reform.

As Wedlink (1999, p.140) points out, "... any forma link to the euro should be preceded by policy
measures which make the envisaged currency link a credible one Among the macroeconomic
indicators that most observers would view as important markers of credibility for such an exchange
rate link are the inflation rate, the current account, macroeconomic policy, interest rates, productivity



and employment, and indebtedness. However much observers can agree on the formal markers of
stability and macroeconomic convergence, the process of transition in the Balkan candidates renders
highly problematic any quantitative judgment regarding the vaues that these markers should take in
order to make a currency peg credible.

Congder, for example, the inflation rate. The Bakan economies are undergoing considerable
restructuring, and this restructuring will generate large and persistent Balassa-Samuelson effects
(Kopits, 1999). Large Balassa-Samuelson effects mean that there is scope for a corresponding red
appreciation of the equilibrium exchange rate. Such real appreciation would come about through rates
of inflation that exceeded those in the EU. Similar reservations can be raised about the use of other
traditional markers of macroeconomic performance. For example, interest rates in these countries are
unlikely to reflect EU levels or cyclicd fluctuations, even if these countries were to follow closdy the
monetary policies of the ECB. In part this is due to the large differences in risk faced by depositors
and returns available to lenders in the Balkans and in the EU.

This leaves the money stock as the most appropriate measure of convergence between the transition
economy candidates for EU membership and the Euro-zone countries. In the long run, if the candidate
countries are able to follow the policies of the ECB in terms of a monetary aggregate target, then, as
their financia systems mature and as the transitory effects of transition on inflation and interest rates
recede, they should be able to achieve the same outcomes in terms of inflation and interest rates as are
achieved by the ECB. In the meantime, so long as they can mimic ECB policies regarding the growth
of the money base, then any inflation differentiad between themselves and the EU can be seen as
reflecting Bal assa- Samuel son effects and the process of price convergence.

In the empirica work reported in this paper, we focus on base money, the narrowest monetary
aggregate available. We choose this monetary aggregate over broader measures of money because
base money better captures central bank policy and is less diluted by the intervention of other agentsin
the financial system.

The ability of these countries to follow the policy leadership of the ECB cannot be determined
directly, principally because the ECB has not been in existence long enough to develop a sufficient
track record of policy setting. Consequently, we use past Bundesbank policy as a proxy for the future
policies of the ECB, and, if it can be eémonstrated that these economies were able to follow the
leadership of the Bundesbank in setting the growth of the base money stock, then we can have a high
degree of confidence in the ability of these countries to follow the leadership of the ECB in setting the
same aggregate.

Tests of Bundesbank Domination of Candidate-Country Monetary Policy

Monthly data on base money in nationa currency units were obtained from line 14, "reserve money",
of the IMF's IFS CD ROM. German base money, which is not available after 1998 because of the
beginning of the Euro zone, was extended on the basis of Germany's share in the Euro-area base
money. The base money data for Greece was not directly available, so it was constructed as the sum of
the currency in circulation and the total demand deposits. We excluded data from the pre-1993 period
to avoid the early transition period and its financia chaos. Our sample of countries includes five
Balkan countries, Albania, Bulgaria, Croatia, Macedonia and Romania, that are not candidates for EU
membership in the current round; two Mediterranean candidates expected to gain entry in the current
round of EU expansion, Cyprus and Mata; Slovenia, a Bakan country also expected to gain entry in
the current round, and Turkey, a country that qualifies both as Balkan and Mediterranean. We aso
include Austria, Finland and Sweden. The latter are the most recent members of the EU, and their
inclusion will enable us to judge the degree to which these countries policies were dominated by
German monetary policy shortly before and then after their joining the EU. Findly, we include
Greece, which has been an EC and then an EU member since 1981, so as to expand our coverage of



the region and to see how countries that have been members for some ime respond to German
monetary policy. Table 1 lists the countries in our sample adong with the sample period utilized for
each country.

A. Thelong-term relationship between German and EU candidates’ base money

The first step in our analysis is to determine the time-series characteristics of the data. As the relevant
procedures are well known, we merely report that the series on base money, seasonally adjusted and in
logs, for the countries examined in this paper are al (1), meaning that they must be first- differenced
to make them stationary. These findings allow us to test whether each of the candidate country's base
money data are cointegrated with those of Germany. If such cointegration exists, then there exists a
long-term relationship between the two series, and the two series will move together over time (Engle
and Granger, 1987), and such cointegrated variables can be represented by an error-correction model
in which there is Granger causdity (Granger, 1969) in at least one direction. We employed the
Phillips-Perron (1988) test for cointegration. Table 1 reports the PP test statistics for cointegration
between the base money series of the sample countries and Germany. It also gives the sample period
for each country.

The two leading Mediterranean candidates for EU membership, Cyprus and Malta, as well as the
leading Bakan candidate, Slovenia, dl exhibit cointegration between their base money stocks and that
of Germany. Thus, we conclude that in the 1990s al three of these countries were able to coordinate
their monetary policy with that of Germany. Turkey, on the other hand was not able to follow German
monetary policy because we can not reject null the hypothesis that Turkish and German base money
stock series are not cointegrated. Of the Bakan transtion economies, only Croatia exhibits
cointegration between its money.

Table 1. Bivariate Cointegration Tests, Phillips-Perron (PP) Test Satistics on Estimated Residuals

Panel A: Mediterranean and Balkan EU Candidates

PP test Sample Sample Degrees of

Country statistic? Period Size Freedom F-statistics
Albania -2.86 94:12-00:02 63 61 266.7 (0.00)*
Bulgaria -1.68 93.01-98:11 71 69 121.9(0.00)*
Croatia -3.10%* 93:01-00:02 86 84 581.6 (0.00)*
Cyprus -1.98** 93:12-00:02 75 73 35.4 (0.00)*
Malta -2.08** 93:01-00:01 85 83 7.00 (0.00)*
Macedonia -2.85 93:12-00:02 75 73 316.2 (0.00)*
Romania -1.78 93:09-00:02 78 76 276.6 (0.00)*
Slovenia 93:01-00:02 86 84 505.3 (0.00)*
Turkey Austria 93:.01-99:11 83 81 440.4 (0.00)*




Panel B: Recent EU Members

PP test Sample ! Degrees of -
statistic? Period Sample Size Freedom F-statistics
Croatia -5.06* 93:01-98:11 71 69 1199.0 (0.00)*
Greece -2.81** 93.01-00:02 86 84 1143.0 (0.00)*
Finland -39 93.01-98:12 72 70 1295 (0.00)*
Sweden -2.07** 93.01-00:02 86 84 12.7 (0.00)*

Notes:
1 The reported test statistics are based on the residuals from the following long run equation:

Log X = a+ blog(German monetary base); + &
where X represents the monetary base for an individual country under investigation and e isthe error term .
Cointegration requires that the error term be stationary. Following ENGLE and Y OO's (1987)'s suggestion, up to
12 lagswereinitialy included in unit-root tests for the error term, and the optimal lag length was chosen based
on Akaike'sinformation criterion (AIC). A lag length of three was found to be the optimal lag length in all cases,
with the exception of Slovakiafor which 6 lagswere used. The F-statistic is based on the estimated long run
equation above and tests the overall significance of the estimated coefficients.
2 Because the critical values are sensitive to the presence of a constant and/or trend term, cointegration tests
were initially conducted using the following three models: model 1 includes atime trend and a constant term;
model 2 has a constant term only; model 3 has neither time trend nor constant. The test statistics reported above
and hence the significance levels are based on the best fitting model. For most countries the best model was
model 3 with the critical values-2.62 and-1.95 at the 1 and 5 % level, respectively. Exceptions are Albania,
Croatia, and Macedonia. For these countries, model 1 was used with the critical values—3.58 and -2.93 at the 1
and 5 % level, respectively.
* and ** denote significance at the 1% and 5% level, respectively.
base series and that of Germany. None of the other Balkan transition economies exhibits cointegration with
German base money.

The lack of cointegration for the trangtion Balkan economies, except Croatia and Slovenia, stands in
gtark contrast not only to the cointegration exhibited by the front-runner candidate countries, but also
the three most recent EU members, Austria, Finland and Sweden, all of which exhibit cointegration
with Germany. Indeed, for Austria and Finland, the PP test statistic is quite high, and that of Sweden
would doubtless dso be higher were we to exclude the period of financial turmoil surrounding that
country's devaluation. Greece, too, exhibits significant cointegration between its base money and that
of Germany despite the fact that Greece could not quaify for incluson in the Euro zone. The
implications are quite clear. Countries that belong to the EU or that are strong candidates for entry
have, indeed, aligned their monetary polices to those of the Bundesbank over the past decade. Those
countries that are weak candidates, with the exception of Croatia, have not succeeded in doing so. In
the case of Croatia, the conclusion may be that its lack of appeal as a candidate for EU membership
has more to do with its past political experience than with any shortcomings in economic policy
performance, at least relative to other strong candidates for EU membership. For the other Balkan
trangition economies and for Turkey, the rather subtle indicator of cointegration merely echoes other
more obvious shortcomings in their economic performance.

B. The short-run dynamics of the German - candidate country base money relationship

As mentioned above, if two series are cointegrated, then there exists an error-correction representation
of the relationship between the first differences of the two series. The error correction term measures
how rapidly the money base in the candidate country reacts to deviations from the long-term
relationship between the two money stocks. We therefore estimated the standard VAR specification
augmented by an error correction term for each of the countries for which we accepted the
cointegration hypothesis. Table 2 reports the results of the regressions as specified by Equation 1:

? Mx,t =G + S ax,t—i ’? M X, t-i + S B><,t—i 7 M Germany, t-i + ?x ECx,t—l + e<,t (Eq 1)

Where M is the logarithm of the stock of base money of country x in nationa wits, and EC is the
difference between that country's actual base money stock and its base money stock as predicted by



the long-run relationship between the logarithm of the country's stock of base money and that of
Germany. In this specification, the evolution of the growth of the national stock of base money
depends on the magnitude of the coefficient of the error correction term, ?, on the persistence of
domestic monetary policy as given by $ a..i and on the responses of the country to short term
fluctuations in German monetary policy as given by S ;. We set t equd to 12, meaning that
changes in national and German money stocks were lagged for 12 months, but, in the case of Cyprus
and Sweden, a likelihood ratio test indicated that a lag of only 6 months yielded satisfactory results,
and we thus opted for the more parsimonious specification. For severa countries, a dummy variable
was used to capture a structural break caused by turbulence, change in exchange rate regime, etc.
These dummy variables and the period they cover are aso reported in Table 2.

The greater the value of ?, the more rapidly a country's monetary authorities react to any divergence in
the long-term relationship between their base money stock and that of Germany. An examination of
Table 2 reveds significant differences between the various categories of countriesin our sample as
well as some differences within each category. Of the four EU member countries, Austria and Finland
react the most rapidly to disturbances in the long-run relationship between their money base and that
of Germany. In the case of Austria, the entire gap between Austrian and German base money is
eliminated within a three-month period, and, in the case of Finland, about 77% of the gap is closed.
Significantly, Greece, which did not quaify for, and Sweden, which did not choose to join, the Euro
zone, react more dowly than do Euro zone members Austria and Finland. Both Greece and Sweden
eliminate about 38% of the gap within three months, suggesting a looser relationship to German

monetary policy.

Table 2. Error Correction Estimates

Pand A: EU Candidates

Vaiadle Croatia Malta Slovenia Cyprus
Constant 0.02 -0.01 0.08*** 0.01
Ger (t-1) 0.63 0.64*** 0.46 -0.05
Ger (t-2) 0.66 1.22** -0.19 1.06**
Ger (t-3) 0.01 0.64 0.37 045
Ger (t-4) 013 0.74 -0.39 0.28
Ger (t-5) -0.07 -0.37 -1.05 0.18
Ger (t-6) 042 027 -1.26 0.02
Ger (t-7) -0.23 -1.03 -091 -
Ger (t-8) 0.75 -0.74 -1.16 -
Ger (t-9) 146* -034 -0.35 -
Ger (t-10) 1.24** 113 -1.81 -
Ger (t-11) 058 0.07 041 -
Ger (t-12) -0.54 0.85%** -0.55 -
Own (t-1) -0.26** 017 -0.70* -0.54**
Own (t-2) -024 -0.05 -0.27 -0.20
Own (t-3) -0.07 0.33** 017 -0.18**
Own (t-4) 0.06 014 0.09 -0.24**
Own (t-5) 0.18* 0.31*** 014 -014
Own (t-6) 0.19* 0.10 0.08 -0.02
Own (t-7) -0.15* -0.01 -0.19 -
Own (t-8) 0.04 -0.09 -021 -
Own (t-9) -0.01 015 0.28** -
Own (t-10) 0.03 -013 0.24*** -
Own (t-11) -0.04 0.08 0.10 -
Own (t-12) 0.05 0.04 -0.02 -
Error correct. term 0.03 -0.17* -0.10*** -0.08***
Adj. R 057 015 053 0.36
F-statistics 4.94* 147 4.12* 423
Samplesize 73 68 73 79
Degrees of freedom 47 46 47 65




Panel B: Recent EU Members

Variable Austria Finland Greece Sweden
Constant 0.01 0.01 0.08** -0.01***
Ger (t-1) -1.13* -1.15* -0.06 0.18
Ger (t-2) -0.48 -1.53*** -0.32 103
Ger (t-3) -0.08 -0.30 0.08 -0.17
Ger (t-4) -0.07 -0.04 -0.28 0.38
Ger (t-5) -0.01 103 0.06 1.87
Ger (t-6) 0.01 0.66 -0.61** 1.26
Ge (t-7) 043 0.27 0.39 -
Ger (t-8) -0.30 -0.59 -0.76** -
Ger (t-9) 0.05 -0.92%** 0.04 -
Ger (t-10) -043 -0.44 0.13 -
Ger (t-11) -0.24 -0.15 0.22 -
Ger (t-12) -0.76* -047 041 -
Own (t-1) 0.45 -0.10 0.29** 0.20
Oown (t-2) 042 -0.18 0.01 0.22**
Own (t-3) 043 0.06 -011 0.13***
Own (t-4) 0.45** 0.27** 0.07 -0.20
Own (t-5) 041 0.23*** 0.02 -0.13
Own (t-6) 0.33 0.30*** -004 0.23**
Oown (t-7) 0.22 0.15 -0.16 -
Own (t-8) 0.21 0.18*** 0.13 -
Own (t-9) 0.07 0.12 -0.19 -
Own (t-10) -0.08 0.08 0.22x** -
Own (t-11) -0.09 0.18** -0.28** -
Own (t-12) 0.86* 0.20** -0.07 -
Error correct. term -0.64** -0.31* -0.15%** -0.14**
Adj. R? 0.81 0.32 0.22 0.16
F-statistics 10.54* 2.08** 1.81** 2.11%*
Samplesize 58 59 73 79
Degrees of freedom 32 35 47 55

Notes
1 The reported test statistics are based on the residuals from the following long run equation:

Log X = a+ b log(German monetary base), + &
where X represents the monetary base for an individual country under investigation and eisthe error term.
Cointegration requires that the error term be stationary. Following ENGLE and Y OO's (1987)'s suggestion, up to
12 lagswereinitially included in unit-root tests for the error term, and the optimal Iag length was chosen based
on Akaike'sinformation criterion (AIC). A lag length of three was found to be the optimal lag length in all cases,
with the exception of Slovakiafor which 6 lagswere used. The F-statistic is based on the estimated long run
equation above and tests the overall significance of the estimated coefficients.
2 Because the critical values are sensitive to the presence of a constant and/or trend term, cointegration tests
wereinitially conducted using the following three models: model 1 includes atime trend and a constant term;
model 2 has a constant term only; model 3 has neither time trend nor constant. The test statistics reported above
and hence the significance levels are based on the best fitting model. For most countries the best model was
model 3 with the critical values-2.62 and-1.95 at the 1 and 5 % level, respectively. Exceptions are Albania,
Croatia, and Macedonia. For these countries, model 1 was used with the critical values —3.58 and -2.93 at the 1
and 5 % level, respectively.
* and ** denote significance at the 1% and 5% level, respectively.
base series and that of Germany. None of the other Balkan transition economies exhibits cointegration with
German base money.



Table 3 - Short-Run Dynamics. Chi-squaretest statisticsfor the significance of German money growth
coefficientsin individual money base growth equations

Panel A: EU Candidate Countries Cointegrated with Germany

Country Sum of coefficients Chi-Square test stat.
Croatia 5.05 8.97 (0.00)*
Cyprus 19 244 (0.12)
Malta 298 9.13 (0.00)*
Slovenia -1.7 1.93(0.16)

Pand B: Balkan Countries not Cointegrated with Germany

Country Sum of coefficients Chi-Square test stat.
Albania 146 0.97(0.32)
Bulgaria 8.78 7.07 (0.00)*
Macedonia -0.84 0.21 (0.65)
Romania 143 0.41 (052
Turkey 327 2.68 (0.10)***

Panel C: EU Members

Country Sum of coefficients Chi-Square test stat.
Austria -3.02 2.36(0.12)
Greece 0.67 0.15(0.70)
Finland -4.03 6.98 (0.00)*
Sweden 457 1.69(0.19)

Notes

1 Thereported significance levels are based on the NEWEY -WEST (1987) heteroskedasticity and
autocorrelation consistent standard errors

2 For some countries, there was a break in the monetary base growth rates, and we used a (0,1) dummy variable
to capture the break. These include Slovenia (zero until 95:03 and 1 afterwards) and Cyprus (June 96=1, and
zero otherwise). In addition, the Greece equation includes a structural break term for the beginning of
membership in the EU. The exclusion of thistermrenders the error coefficient term otherwise insignificant, but
the rest of the results stay qualitatively intact.

3 The number of lagged German money coefficients used for Panel A and C countries are based on those
reported in Table 2, while 12 lags are used for Panel B countries.

* ** and*** denote significance levelsat 1,5, and 10 percent level, respectively. See also notesto Table.

Malta and Cyprus, the Mediterranean candidates for EU membership, adjust somewhat more sowly
than the Euro-zone members, with Mata closing 46% of the gap in three months and Cyprus 23%.
Slovenia, the leading Balkan candidate for EU entry, adjusts a a rate smilar to that of the
Mediterranean candidates. It eliminates 28% of the gap in a three-month period. Perhaps because they
are not EU members yet, these countries do not perceive the need for as close a coordination with the
Bundesbank's policies as is the case for the EU, and, especidly, Euro zone, member countries in our
sample. Finaly, the error correction term for Croatia is marginaly insignificant. Indeed, as we see
below, Croatids ties to German monetary policy proceeded through another mechanism.

Thus, while both recent EU and Euro-zone member countries and the leading candidates for
membership all display a measure of cointegration between their base money stocks and that of
Germany, this strength of this relationship, as measured by the speed of adjustment is quite different
for the two groups, with member countries, and especialy Euro-zone countries, responding much
more quickly than do the candidate countries.

Even if candidate countries do not maintain a long-run relationship between their base money stocks
and that of Germany, they may till choose to follow the policy lead of the Bundesbank by shadowing



the short-term fluctuations in German money supply. To do this, they would expand their stock of base
money in response to the Bundesbank's decisions to increase the growth of Germany's stock of base
money, and they would slow the growth of their base money stock when the Bundesbank does so.
Evidence of such short term coordination would be that the coefficients in Equation 1 that reflect the
influence of lagged German money growth on the growth of a country's money stock, S 3,;.;, would be
positive and significant.

The results of this hypothesis test are reported in Table 3. The vaues of SR, for those countries
whose money stock is cointegrated with that of Germany are drawn from Table 2; those for the other
countries in our sample are drawn from a vector autoregressive (VAR) specification that is identical to
Equation 1, with the exception of the error-correction term, which is absent for these countries. Table
3 revedls that Finland responds to short-term changes in German monetary policy, athough it does so
in a way that offsets rather than reinforces German short-term policy decisions. Austria and Sweden
do not appear to react to short-term swings in German monetary policy. This finding is not surprising,
especidly for Audtrig, given the speed with which Austria adjusts to any disturbance in the long-term
relationship between its monetary policy and that of Germany. Greece also does not respond to short-
run changes in German monetary policy, perhaps reflecting the fact that it did not qualify for Euro-
zone membership. Malta aso tracks short-term fluctuations in German monetary policy but Cyprus
does not; nor does Slovenia. Croatia, for which we accepted the hypothesis of cointegration, in fact
reacts to changes in German monetary policy quite strongly, as evidenced both by the high value for
its S; B,r; and by the high level of significance for these variables. Findly, of the countries that
exhibit no long-run ties to German monetary policy, only two, Bulgaria and Turkey, respond to short-
run variations in the German money base, while the rest do not.

Thus, it seems that short term tracking of German money supply is not practiced by al EU members
or by dl the leading candidate countries. However, the tracking of short- term movements in German
base money by Bulgaria, Croatia and by Turkey may reflect the emergence of a closer link between
these countries monetary policies and those of the ECB, a relationship that may at some point reverse
our findings regarding the lack of cointegration between Bulgarias and Turkey's money base series
and that of Germany. Indeed, these three countries may in some sense be seen as standing ahead of
Macedonia and Romania in their potential for digning themselves with ECB poalicy in the future. In
al, these short-term responses to German money stock movements do mirror those obtained form our
analysis of the error correction term. The recent EU members have a stronger tie to German policy in
the short run, as does Mata. The Balkan candidates are less strongly or not at all connected to German
policy in the short-run, much asis the case in the long run.

Conclusion

The motivation for our inquiry was the observation that membership in the EU for both transition and
market economy countries will yield mutual benefits only if a stable exchange rate regime between
new members and the Euro-zone countries can be worked out that will be acceptable to both sides.
Indeed, the potential for creating such a stable exchange rate relationship may be a prerequisite for
candidacy in the future as the Euro zone expands it membership. A necessary, if not sufficient,
condition for the long-term viability of such an exchange rate regime is that the potential new
members be able to follow the lead of the ECB in setting their monetary policy. Our results show that
such domination of national monetary policy by the Bundesbank, which we see as a proxy for the
ECB, quite clearly characterizes the behavior of the most recent members of the EU, Audtrig, Finland,
and Sweden as well as that of Greece. We aso find a strong connection between the Bundesbank's
policies and those of Cyprus and Malta, two of the market-economy Mediterranean candidates for EU
membership. Among the Balkan transition economies and in Turkey, the ability to follow the policies
of the Bundesbank is wesker or, for some countries, nonexistent.

An obvious implication of these findings is that those candidate countries that have as yet been unable
to follow ECB policy have to set the stage for being able to do so. To achieve this objective they will



have to develop their financia sectors, including the commercia banking sector, capital markets and a
the ability of their central banks to act independently to set nonetary policy and to exercise regulatory
oversight over other agents in the financial sector. Equally important will be the fiscal policy stance of
their governments. De jure independence of central banks is of little value if governments are
unwilling to follow responsible fiscal policies. If these two objectives can be met, then the possibility
that these economies can be stabilized successfully is quite high, and a measure of stabilization will be
a prerequisite both for creating the conditions under which domestic monetary policy can begin to
mimic that of the ECB and a fixed exchange rate or a crawling peg against the Euro can be made
credible.

At the same time, these countries face a difficult dilemma. To the extent that they are able to conduct
an ndependent monetary policy, one geared to their specific requirements, they should be able to
achieve faster rates of economic growth and, perhaps, economic restructuring than might be possible if
they follow the policies of the ECB. However, our results suggest that this advantage will come at the
cost of uncertainty about the appropriate rate of exchange to set against the Euro as these countries
prepare to join the EU. Even if these countries can achieve exchange rates that are near equilibrium
and relatively stable against the Euro, these rates will reflect past monetary policy, and they will
continue to do so even if these countries switch to being dominated by ECB policies for a few years
before accession. However, once they join the EU and begin to adopt ECB policy in preparation for
joining the Euro zone, their monetary policy will be different from what it was previoudy, and this
different monetary policy will imply a different equilibrium exchange rate. Thus the chalenge and the
risk for the monetary authorities in these countries will be to select an exchange rate on the eve of their
entry into the EU that will reflect their future monetary policies rather than their past ones.

Countries such as Slovenia that have followed German monetary policy in the 1990s may have given
up a measure of monetary policy independence and suffered corresponding losses in terms of growth
and the pace of restructuring. However, to the extent that their current exchange rates can be seen as
being close to equilibrium, they can feel confident that their current exchange rate against the Euro isa
relatively reliable indicator of what a sustainable parity against the Euro will be once they join the EU.
While our results do not enable us to weigh the relative costs and benefits of these two approaches to
monetary policy, we do note that policy makers in the countries that have joined the EU most recently
as well as those in the market-economy candidate countries have opted for greater certainty about the

exchange rate over monetary policy independenc:e.1
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