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PARTI AL ADJUSTMENT W THOUT TEARS A TALE FOR THE TOLAR

1. Introduction

The creation of the Slovene nonetary system dates to
October 1991; at the tine it was the only East-European
exanple of full donestic convertibility on current-account
transactions. It wuld thus seem appropriate to closely
exam ne and digest the first lessons to be learnt from that
experinment inits initial, highly uncertain period.

As early as md 1990, the threatening political and
econom c collapse of former Yugoslavia forced the Slovene
authorities to look for a new institutional setting for the
republic, so as to insulate the econonmy from the shocks
characterizing the rest of the Federation, and to accelerate
the transition towards a free-market system The political
devel opnment which followed concentrated these efforts on a
search for suitable institutions for the newy born country.

The institutional steps which have led to the
introduction of the Slovene Tolar (SIT) have already been
described and discussed elsewhere (Mencinger (1993)). In

short, existing dinar balances in the Republic were exchanged
at a 1:1 ratio to keep the process as sinple as possible, and
the nom nal exchange rate was allowed to float freely,
starting froma rather arbitrary 32 SIT for the DM The rejec-
tion of a fixed exchange-rate reginme was justified on four
grounds. First, the Central Bank of Slovenia could not
command the anmount of reserves necessary to defend a fixed
rate agai nst possi ble attacks. Second, information about the
structural features - both real and nonetary - of the newy-
born econony were lacking to allow any kind of attenpt at
fixing the rate or at guessing the equilibriumrate. Thirdly,
a choice in favour of a fixed exchange rate would have



required an initially very weak tolar in real terns, so as to
cope with the existing high inflation rate, which could not be
expected to be reduced to OECD levels in a matter of weeks®’.
But the initially very weak tolar would itself stinulate
inflation: for in a small, open country a rise in the price of
tradeabl es has inportant consequences on the general price
level and nmay even lead to the dollarization (in Deutsche
Mark) of the econony, thereby making a fixed-exchange-rate
regi me unsustainable. Finally, there was the awareness that
the transition and the disappearance of what used to be a
donesti c Yugosl av market necessarily inply continuous changes
in the equilibrium real exchange rate, which can hardly be
accommodat ed by a fixed rate when donestic prices are sticky
downwar ds?.

At the sane tine, foreign-exchange transactions on the
current account were kept separate from those on the capital
account. In addition, forward exchange narket transactions
were prohibited, to mninmze random exchange-rate fl uctuation
and to deter possible speculative attacks on the tolar.

It is known that during its first year the tolar has been
remarkably strong; actually much stronger than forecast. The
nom nal exchange rate on current-account transaction rose
sharply twice; just after the birth of the SIT (from 32 up to
42 SIT per DM and in January 1992 (to slightly above 50 SIT
per DM, but it then declined very slowly. As a conseguence
given the constant rise in the price level - at a decreasing
rate® - the real exchange rate initially increased (i.e.

! See Corbo (1992) and Bonmhoff (1992) about the need to
start with an artificially high real and nom nal exchange
rate, if the latter is supposed to stay put through the whol e
transition period.

2 |f fact, prices were actually increasing.

® The nmonthly inflation rate fell from 21.5% in Cctober

1991 to 1.4%in August 1992.



weakened), but then was already significantly stronger by the
first half of 1992.

Thi s behavi our seens contrary to commpbn sense and gl oony
predictions. Indeed, it is wdely accepted in the literature
that in the absence of stabilization funds, a high-inflation
econony undergoing a transition process is bound to face
si zabl e and continuous increases in its nom nal exchange rate,
thereby nullifying the efforts to stabilize, and/or requiring
the introduction of foreign-exchange restrictions. In fact,
none of this happened in the case of Slovenia, where the
Central Bank was even forced to sell tolars, to forestall an
appreciation in nomnal terns. Finally, in August 1992, the
Bank of Slovenia deliberately let the tolar depreciate by
increasing the demand for foreign exchange, accumnul ating
reserves and trying to sterilize, or at |east postpone, the
ensui ng nonetary effects by neans of open-narket operations.

Wthin this framework, the aim of the present paper is
twofold. On the one hand, a sinple nodel is presented in
section 2., to describe the theoretical behaviour of the tolar
on the market for current-account transactions in the initial,
hi ghly uncertain period, starting fromthe end of January 1992
(the initial adjustment period has been ignored)® Such a
nodel is then estimated and tested in section 3. and its
rel evance for the real world assessed. Sone results are
derived in section 4., so as to estimate the likely dynam cs
of the tolar exchange rate in the short-to-nmedium term the
implications for policy making are analyzed in detail.

2. The features of the nodel

An econony undergoing a transition process faces two

* What has happened until the end of 1991 has no rationa
expl anation, for the initial exchange-rate |evel was chosen
rather arbitrarily, i.e. by assumng that the April 1988
Di nar/ DM exchange rate was the equilibrium exchange rate.



ki nds of change. One is during the period (or the nonent) in
which the transfornmed institutional setting is introduced; the
other is the kind of change which takes place as a response to
the new property-right system The former affects the
behavi oural rules of the econony; the latter, on the other
hand, affects the state of the econony, say its efficiency,
and the nature of its dsequilibria. In the case of Slovenia
one should however also consider the abrupt changes in the
characteristics of demand and supply provoked by politics -
both the independence of the republic and the coll apse of the
rest of Yugoslavia. These changes, even if hardly predictable,
at least in the short run, do play a major role as regards the
conditions of the Sl ovene econony.

In the present paper the behaviour of one particular
variable - the nom nal exchange rate - has been observed, and
a possible explanation has been put forward. The focus is on
t he peri od fol | ow ng t he institutional change
(l'i beralization), between the end of January 1992 and the end
of August 1992. Thus, the period imediately follow ng the
institutional shock (COctober 1991) has been excluded, and
attention restricted to what m ght be defined as the begi nning
of the stabilization process.

Wthin this framework, enpirical investigation can follow
two different strategies. One possibility is to exam ne the
nom nal exchange-rate behaviour as reflecting changes in the
nom nal and real variables of the wunderlying econony; this
choi ce has of course been the object of considerable debate in
a vast literature, where the various versions of the nonetary
and portfolio nodels have been discussed and tested”.

By and large, the results offered by this approach have
been rel atively satisfactory when applied to nmedium and | ong-
run perspectives. But such nodels are weak in providing short -

®> See, for instance, the survey presented in McDonal d-

Tayl or (1992).



run expl anati ons of the exchange-rate behaviour. They do seem
useful however in describing the trend elenents of such
variables, which actually seem to follow the structural
features of the economy®

In the case of Slovenia, however, structural nodelling
does not appear very prom sing; for three reasons.

First, the period considered here is too short to allow
econom ¢ and institutional fundanmentals to be reflected in the
exchange-rate behaviour. In addition, the application of a
nore or |ess sophisticated nonetary/portfolio nodel appears
superfluous in a situatione with de facto no capital mobility
and a highly sinplified institutional framework. Furthernore -
and perhaps nore inportantly - the dynam c characteristics of
nost economic features of Slovenia after independence (if
anyt hi ng, because of its transition from a "socialist" to a
"capitalist” framework) is such that the assessnent of the
structural features of the country is extrenely difficult, if
not hopel ess. Thus, even if it had been possible to coll ect
all the data which would have been necessary in order to esti-
mate the economic structure of this country, one would need to
have cl ear ideas about the dynam cs of such a structure. This
I's obviously inpossible, for such data refer to an unbal anced
econony, and therefore are a m x between the actual fundamen-
tal features of the econony and its inbalances. The sol ution
of the identification problens which foll ow nay be provi ded by
general -equi li brium nodel | i ng; al t hough not Wi t hout
ambi guities’. But such solutions are out of question if the

6 A possible source of anbiguity is provided by the

notion of structural nodels; for they usually refer to nodels
where the values of the explanatory variables do change, but
their effects on the weconony follow a fixed structure.
Actually, the structure may vary through tinme, as in the
vari abl e-coefficient nodels; but the theory behind such a
change is usually very weak, if not totally absent.

! For instance, a distinction is made in Dervis, De

Mel o, Robinson (1982, p.196) between the equilibrium and the



data and the tinme span observed are Iimted, as in this case.
Not only; by extending the period one should have taken into
account the deep changes which occured - say - in 1993, when
capital nobility becane inportant and the abundance of foreign
exchange started to present serious problens to the nonetary
aut horities.

A second strategy, both sinple and persuasive, has
t herefore been preferred. Wthin this framework, exchange-rate
novenents are analyzed as if they were follow ng sone kind of
adj ustnment process. In particular, uninforned traders - and
given the uncertainties which have characterized the Slovene
econony after its birth, that appears to be a very reasonable
assunption - consider the expected change in the price |evel
(P) as the npst obvious variable to look at in order to form
expectations about the exchange rate (E) and buy or sell
tolars accordingly®. In particular, one nmay assume that
Sl ovenes believe that the exchange rate tends to behave
according to a weak purchasing-power condition®, with foreign

opti mal exchange rates, the forner referring to the woul d-be
mar ket price of a given currency, the latter referring to its
shadow price. It is hard to say which of these the actual
exchange rate foll ows.

8 O her obvious candidates as benchmarks in order to
build expectations are the trade and the current-account
bal ances. Both, however, present problens. First, data on such
bal ances becone available much later than the statistics on
prices; in addition, figures my be msleading due to
seasonality and "accidents". For instance, Slovene foreign
trade has been undergoing a deep rerouting process, due to the
| oss of the Croatian and Serb nmarkets, which in the past were
the nost inportant trade partners of Slovenia. As a matter of
fact, when trade or current-account figures are published,
they are nost likely to reflect structural features no | onger
applicable to the current situation; and the kind of infor-
mation they deliver is negligible if conpared wth that
conveyed by past exchange-rate val ues.

° There is plenty of evidence that this is actually the

case, and not only in Slovenia.



prices noving at a constant rat e

At the same tinme, however, buyers and sellers of SITs
know that the Central Bank often intervenes to snpboth out
changes in E, the actual exchange rate; as a consequence,
operators end up acting as if the actual change was just a
fraction of the expected change. It is thus possible to wite

log E-logE.,=a- (logE -logE,)+g, - Z,

and

logE = b logP +g," Z,

It then follows that

logE=a-logp +b-log g, +c- Z[1]
wherea=a - b
b=1-a

C-Z=g," Z:ta-g,  Z»

O course, this does not nean that the exchange rate
actually follows such rule; indeed, there is ground to believe
that it does not, follow ng the structural changes involved in
the tranformation process. But it is nevertheless plausible to
assune that on average agents ignore the intensity and perhaps
even the sign of the effects of structural change on the ex-
change rate; and that agents form their expectations by | ook-
ing at the only variables readily available - prices - and
consider the result of structural change as a random vari abl e
di stributed normally around zero.

0 According to the standard weak-PPP literature the

exchange rate should nove proportionately to the dynam cs of
relative prices, that is of the Slovene price level relative
to the German price level, as we are dealing with the SIT/DM
exchange rate. In this case it is actually reasonable to
assune that the German inflation rate is perceived as
constant, so that it can be ignored in our estinates.



where Z; and Z, are two vectors of exogenous variables (in
| ogarithns): the fornmer takes into account the effect of
unexpected shocks on the actual exchange rate, while the
|atter takes into account the effects of other vari ables
(apart from expected prices) on the expected exchange rate.

The estimtes of the coefficients obtained from equation
[1] would be doubtful. Although the test for wunit root
indicates that variable E is an integrated process of the
first order™ and the spurious-regression problems might be
overcone, the small dinensions of the sanple neke tecniques
relying on non-stationary tinme series questionable (and the
search for consistent-paraneter estimates is therefore beside
t he point)*2

The above variables were then redefined in terns of
proportional changes, so as to get rid of the non-stationarity
probl em wi thout major consequences on the quality of short-
run forecasting. The following equation has thus been
esti mat ed:

PDE= a,- PDPR+a, PDPR+b- PDE*c,- DSTER+ ¢, PDOFFE;+c;- PIND+ €[ 2]

where PDE is the proportional change in the exchange rate,
PDPR is the expected inflation rate, DSTER descri bes
sterilized purchases of foreign exchange by the Central Bank

PDOFFE is the proportional change in the official exchange
rate, a type of past-exchange-rate movi ng average'® which

1" But is not a random wal k, due to the presence of seri-
ally-correl at ed residual s.

12 See Granger-Newbold (1974); and also Stock-Watson
(1988) for a sinple survey of the literature concerning the
use of OLS techniques in these circunstances.

3 The official exchange rate is published by the Bank of
Slovenia and is used to fix customduties. But it is a noving-
parity rate obtained as a variabl e-wei ght noving average over
a sixty-day period. Wights fall wth inflation: wth no
inflation all days would bear the sane weight.
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takes account of the "long-terni nenory of operators. The
third termis the proportional change in industrial production
(PIND), which takes account of the size of the tradeable
sector, t ypi cal of a smal |, price-taking econony
(international demand for Slovene commodities is assuned to be
perfectly elastic). Slovenia fits this assunption remarkably

well, as witnessed by the ease with which export re-routing
has actually been acconplished, so that the increases in
i ndustri al production led wth to increases in the

i nternati onal net demand for tol ars.
3. Estimates and tests

3.1 About the data

Gven the relatively short tine span analyzed in this
paper, weekly series have been constructed from daily data.
The period included in the analysis is fromthe end of January
1992 to the end of August 1992. Although data were also
avail able for the end of 1991, they have been neglected in
order to avoid the disturbances caused by the privatization of
apartnments, which occurred between the end of 1991 and the
begi nni ng of 1992.

In particular, E refers to the weekly SIT/DM exchange
rate™ on the market for current-account transactions, in which
enterprises, banks and the Central Bank operate wthout
restrictions',

Two hypot heses have been tested as regards approxi mations
of the expected price level P,

4 Conputed as the average of daily rates.

' The daily data on the exchange rate for current-

account transactions (E), on the "official"™ exchange rate
(OFFE), and on the cunul ative sterilized purchases of foreign
exchange by the Central Bank (STER, denom nated in thousand
Deut sche Mark) were provided by the Bank of Sl oveni a.
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First, the proportional change in P has been assunmed to
be equal to the past actual rate of change in P during the
weeks in which the inflation rate is unknown; and equal to the
actual inflation rate during the week in which the survey is
carried out. According to a second hypothesis, expected
inflation is set equal to the past actual rate of change in P
(as before), but it is updated only after the results of the
survey have been disclosed.

In both cases the actual inflation rate has been conputed
with reference to the retail-sale price index, published on
the basis of an official survey carried out on the 20th of
each nonth; the weekly inflation rate is sinply assuned to be
7/30 of the nonthly inflation rate'®, Expectations are
therefore updated nonthly, for it is assuned that the agents
are cautious (as they are nost likely to be, in transition),
believe that the authorities are unlikely to inflate, but
prefer to wait for the results before adjusting their
expect ati ons downwar ds.

According to the first working hypothesis, the expected
inflation rate for the week centered on the 20th of nonth (t)
turns out to be the sanme as the true value published in that
week; whereas according the second working hypothesis, the
expected inflation rate for the same week is fornmed on the
publ i shed values for nonth (t-1); and the val ues published for
month (t) form the basis for expected inflation only starting
the week which follows. W shall refer to the first as to the

8 Thus, a constant weekly inflation rate is inplicitly
assuned within each 30-day period. Another criterion has al so
been attenpted, by conputing the linearly-interpolation val ues
bet ween each survey. Since static expectations seem preferable
to adaptive expectations from an intuitive viewpoint (as
structures were changing quickly), and since estimtes
according to the latter gave alnost the sane results as the
former, the adaptive-expectations hypothesis for converting
nmonthly values into the weekly inflation rate has been
dr opped.
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"static rational expectations hypothesis" (SRH); to the latter
as to the "static expectations hypothesis" (SH).

The nonthly data on industrial production (IND) are
published by the Statistical Ofice of Slovenia. Wekly
(m ssing) observations are calculated by linear interpolation
between the nonthly data centered on the 15th of each nonth,
with the index being set equal to 100 at the beginning of
1991.

Two OLS regressions with 31 observations have thus been
run in order to estinmate the coefficients of [2], with the
follow ng results:

SRH SH
a; = -0.85[-1.9] a; = non sign. Y
a = 29.18 [ 1.7] az = non sign.'®
b= 0.238 [ 2. 4] b = 0.343 [ 3.4]
c. = 22E8 [ 2.0] c. = 13E-8 [ 1.1]
c, = 0.145 [ 2.2] c; = 0.189 [ 2.9]
cs = -0.396 [-2.8] Cs = -.341 [-2.2]

The above estimates present a reasonably high fit (R=0.64
and 0.60 in the SRH and in the SH case, respectively)'; in
both cases the presence of serial correlation and the non-
nor nal distribution of the residuals, the presence of
het er oscedasticity and incorrect functional form have all been
tested and confortably rejected®. Structural stability of the

¥ The value for the t-test is -0.38.

8 The value for the t-test is 0.16.

19 The exclusion of the constant terns doesn't seem to

cause major problems in both cases; it inclusion would be
statistically non-significant (wwith t=0.9 in the SRH equation
and t=1.2 in the SH equation) and would cause an increase of
the R squared from 0.64 to 0.65 and from 0.58 to 0.60,
respectively.

20 Cf. Pesaran-Pesaran (1991) for references to the
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paraneters has been confirnmed through a CUSUM and a CUSUMSQ
test.

3.2 About the results

Al though the SRH equation seens to be an acceptable
expl anation for the behaviour of the tolar during the first
period of transition, the SH story has to be nodified. I|ndeed,
static expectations on prices do not play an inportant role as
far as the exchange rate is concerned (see also figs. 1 and
2). Rather, the results displayed in the SH colum in the
section above are conpatible with a nodel where the actua
exchange rate (E) is a fraction of the expected value (E)?,
and the expected exchange rate is forned on the basis of the
past values of E, after the influence of the Zvariable vector
is taken into account:

logE=g- logE’

logE =d,- logE. *+d,- logZ

literature concerning such tests and the econonetric software
used in this paper. In particular, serial correlation of the
residual s has been verified through a Lagrange-nultiplier test
and Durbin's h statistic (with better results in the SH case
than in the SRH case), their distribution through a Bera-
Jarque test; heteroscedasticity through Koenker's LM test and
functional -form m sspecificacation by neans of Ranseys's RESET
test.

The results provided by these diagnostic tests do not
change significantly if the regressions are run wth a
constant term the null hypotheses are always accepted
confortably.

21 Because of the expected smoothing intervention by the

Central Bank.
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Fi gure 1

Figure 2
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so that the equation to test (in ternms of proportional
changes) is now.

PDE=Db"- PDE;+C,- DSTER+C,- PDOFFE.;+ C3- PIND +e[3]
where bt=g-d,

ct=9-d-

The estimates for the coefficients on [3] turn out to be
(t-values in brackets):

b' = 0.321 [ 4.3]
c'; = 8E-8 ][ 1.0]
c', = 0.163 [ 3.0]
c'z3 = -.346 [-2.5]

The choice between the nodels can thus be restated as
fol | ows. Ei t her exchange rate expectations are fornmed
according to a static, rati onal - expectati ons hypothesis on
prices, as in equation [2]; or - perhaps nore likely -

according to a partial adjustnent hypothesis (PAH), as in
equation [3]. As a matter of fact, it can be easily observed
that in both cases the estimates are satisfactory?” the fit is
adequate (see also figs. 3 and 4), the coefficients b and b',
c; and c¢';, ¢c, and c¢', are positive, whereas c3 and c'; are
negative, as predicted by the theory.

22 As regards estimtes of equation [3], R is 0.58, and

all the tests on residual serial correlation and normality,
functional form heteroscedasticity and structural stability
allow us to accept the null hypotheses confortably. That hol ds
true also when the regression is run with a constant term
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Fi gure 3

Fi gure 4

However, under the first hypothesis the estimates for &
and a, are not as expected. For the global inflationary effect
on PDE - i.e. (-0.845*PDPR+29.18*PDPR) - is positive only
during the nonth of February 1992, and then is negative from
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the beginning of March to the end of August; which is in
contrast with the theory.

On the other hand, the results concerning the partial-
adj ust nment story are consistent wth the theory. The
proportional change in the exchange rate is alnost 58% of the
change experienced in the past (on average, over 34% of that
registered in the previous period, over 23% of that in nore
distant periods); whereas the availability of tradeable
commodities seens to slacken the foreign-budget constraint -
and thus considerably strengthen the exchange rate. In
addition, intervention by the Central Bank does not appear to
have a mmjor inpact. In other words, whenever the Bank of
Sl ovenia has bought DM in order to build up reserves, the
SI T/ DM exchange rate has not reacted appreciably; this may be
due to the fact that the degree of such intervention have been
kept within reasonable Iimts and have not been perceived, per
se, as desire to alter the exchange rate. The effect of the
addi tional supply of tolars on the foreign-exchange market has
been offset by the effect due to the higher |evel of foreign
reserves in the vaults of the Bank of Sl ovenia.

3.3 An extension

The estimates presented and comented above do raise,
however, sone technical problems. On the one hand, the
presence of PDE.1i, the |agged value of the dependent variable
makes PDE dependent on all the current and past values of a.
Thus, since we are in the presence of a partially independent
stochastic regressor, OLS estimates of the coefficients are no

| onger BLUE.
Furthernore, the other two regressors may also contain a
stochastic elenment. For instance, decisions on foreign-

exchange intervention by the Central Bank are likely to be
generated by equations containing a stochastic elenent; and
the sanme applies to the dynamcs of industrial production.
That would not be a major problemif the error in [3] and the
stochastic regressors were independent; but no prior know edge
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is avail able on this point.

In order to assess the approximate "size" of these
i ssues, instrunental-variable estimation has been applied to
[3] - the PAH equation. One-period | agged values for PDE.; and
PIND have been wused as instrunents, wth the follow ng
results:

b* = 0.428 [ 2.8] b' = 0.441 [ 3. 3]
c'1 = non significant c'; = omtted

c', =0.154 [ 2.6] c', = 0.158 [ 2.7]
c's=-.366[-1.9] c's = -.431[-2.8]
R* = 0.55 R = 0.54

All the tests nmentioned in the previous cases have been
applied, with satisfactory results.

As can be seen, the results obtained from the 1V
estimates are simlar to those obtained from the Q.S
procedure. The only relevant change concerns the relative
wei ght of the past values of the exchange rate; whereas the
evi dence supporting the weak role played by the Central Bank
seens to receive additional support by these estimates.

4. Some policy inplications

4.1 Strengths and weaknesses of nobnetary policy

By allowi ng the exchange rate float, the Slovene nonetary
authorities decided to regulate the noney supply, thereby
affecting the equilibrium exchange rate in the long run, and
expectations in the short run. In the nodels presented in the
previous sections the authorities' behaviour affects two
vari abl es of the Z vector: DSTER and PDOFFE. DSTER defines the
change in the value of the foreign-currency-denom nated bonds
out standi ng, through which the Bank of Slovenia nanipul ates
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the demand for foreign exchange; and PDOFFE is t he
proportional rate of change of the "official" exchange rate,
which reflects past policies and their effects on the tol ar.
The effects of three different policies are analysed. Under
policy A it is assumed that there are no interventions
(DSTER=0). Under policy B, the "official" exchange rate is
taken to be equal to the market exchange rate of the previous
period (PDOFFE = PDE;). In the <case of policy C, the
"official™ rate is conputed according to a slowadjustnment
criterion; that is, it is assuned to be equal to the sinple
average of the true exchange rates of the previous eight
weeks, irrespective of the changes in the price l|level. The
effects of these changes on the rates of change and on the
| evel s of the exchange rate are described in figs. 5 and 6,
where the sinulated benchmark cases® (for the SRH and PAH
nodels) are conpared wth the dynamics corresponding to
econom c policies A, B and C

The results reflect a rather limted capability of the
Bank of Slovenia to regulate the exchange rate in the short
run. Policy A (no intervention) doesn't affect PDE (the
proportional variation in the exchange rate) considerably,
neither within the SRH nodel, nor within the PAH framework;
however, in the nmedium run policy A seens to be relevant as
regards levels, when the effects of neutrality build up.
Sterilization appears to play a magjor role in the SRH nodel
sl owi ng down the spontaneous appreciation of the tolar in real
terns.

23 The sinulated benchmarks are the values for PDE

generated by the dynamc sinulations of the nodel; where the
| agged val ues for the endogenous variable PDE are not the true
values for PDE,;, but those generated by the nodel in the
previous period. Dynamic sinulations of policies A B and C
are conputed in the sane way, by changing the values for DSTER
and PDOFFE follow ng the characteristics of each policy.
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Fi gure 5C
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Fi qure 6A

Figure 6C
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As for cases B and C, the graphs show that the effects of
new rules for the conputation of the official exchange rate
are negligible**. In other words, expectations formed on past
val ues of the exchange rate are surely inportant, but the sane
does not apply to the weights with which past val ues are taken
into account.

4.2 The rel evance of this scenario for other countries

The PAH scenario for the tolar presented so far
enphasi zes two nmgj or issues.

One concerns the role of expectations as regards the
behavi our of the exchange rate. In particular, dealers do not
wait for the new data on prices to be disclosed; but they try
and anticipate the possible effects of inflation on the
exchange rate. Furthernore, there are grounds to believe that
deal ers are nmuch nore interested in the past behaviour of the
exchange rate itself - augnented by the effects of other
variables - and tend to neglect the past behaviour of the
price index.

The second issue refers to the role of intervention and
speed in adjustnent. It is shown that neither nmatter very
much. Intervention by the Central Bank on the currency nmarket
has not affected the SIT/DM exchange rate appreciably; at the
sane tinme, the situation would have been by and | arge the sane
even if dealers had |ooked back at the tolar history in a
different way (from that assuned in this paper). It is
undeni abl e that deviations, even if small, do matter in the
long run, as their effects build up. But it is nevertheless
interesting to observe that the PAH dynamics of the tolar
exchange rate is virtually independent of the deviations in
| evel s. That nmeans - for instance - that the effects of

At the beginning of the period - say February 1992 -
the effects seem to have been greater. It should be recalled
from the end of section 1., however, that the previous weeks
wer e characteri zed by di sturbances unrelated to econom cs.
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sterilization are mld, but persistent; i.e. in each period
the market is affected a little by the presence of the Central
Bank, but such deviations, and their effects, wll not be

cancel l ed i n subsequent peri ods.

VWhat can be learnt fromthe Slovene case? In other words,
coul d other East-European countries have benefitted from "the
short-run story of the tolar"? Is it possible to claimthat,
at least in the short run, a "good" start for a new currency
is all that matters for that currency to survive in its own
right?

Unfortunately, the answer is inconclusive, I f not
negative. For the initial success of the tolar has been very
heavily dependent on the specific structural features of
Sl ovenia and, noreover, on the specific developnents that
acconpani ed i ndependence.

Arrangenents in nost devel oping countries®® and a |arge
nunber of scholars suggest that fixed exchange rates?® or
crawm ing pegs? or both?® suit transition better than free
fl oati ng.

Sl ovenia opted for a floating tolar, and the |ink between
the nonetary and the exchange-rate system was provi ded by "The
Law on the Bank of Slovenia", that guaranteed the nonetary
authorities full i ndependence. The i ndependent Bank of
Slovenia imedi ately assuned all "normal" functions of a

% See Aghevli (1991).

% See, for instance, Meltzer (1992).

27 See, for instance, Bonhoff (1992), Collier-Joshi
(1989).
8  This seens to be the "safe" argunment made in Dornbusch
(1992, p.418), where it is claimed that stabilization requires
fi xed exchange rates, but when overval uati on beconmes an issue,
., one nust nove to a craw i ng peg.
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central bank, adopted all the necessary neasures to w pe out
excess liquidity, and gradually restricted itself to
regulating the noney supply through open-narket operations
only. As a consequence, foreign-currency transactions becane
the only channel of nobney creation.

This situation turned out to be crucial for the success
of the floating tolar. But it is also unlikely to exist in
nost transition econom es, which are in fact characterized by
lack of financial and nonetary instrunments, by the lack of
knowl edge about how a "normal" nonetary and financial system
wor ks, and by the eagerness of the new political elites for
direct intervention. All these shortcom ngs obviously decrease
the credibility of the nonetary authorities. Anong other
t hi ngs, expectations about the future behavior of the exchange
rate are likely to be formed according to fears and
predi cti ons about the future behaviour of the authorities. The
past, which is so inportant in the Slovene case, would hardly
be rel evant in many ot her East-European countries.

In addition, and unlike nost ot her East - Eur opean
countries, the Slovene econonmy has not experienced |asting
shortages of foreign exchange. Its trade-output ratio was over
1.3; alnost half of the exports were directed towards the OECD
area and provided healthy trade surpluses. This explains why,
for instance, the fall in the tolar real exchange rate was
neverthel ess acconpanied by persistent trade surpluses.
Furthernore, when independence was declared, the "hard-
currency” financial assets of the population anpunted to at
| east two billion dollars.

In fact, the relatively small decline of the nom nal
exchange rate can only be explained by a nunber of specific
features: the shifts in the structure of the Sl ovene econony
that followed independence, weak reactions to the changes in
the real exchange rate? and nonetary policy. In other words,

2 The cause for this has already been explained in the

previous paragraph.
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the secession and the ensuing collapse of the econonmes in the
rest of Yugoslavia shifted the equilibriumreal exchange rate
downward by increasing supply and reducing demand for foreign
exchange. This was due to the fact that the structure of the
Sl ovene comrercial flows to/fromthe West was quite simlar to
that to/from the former Yugoslavia. Thus, the supply of
foreign exchange increased as producers replaced (at | east
partially) the fornmer donestic market with the Wstern nmar-
kets. On the other hand, the demand for foreign exchange
plummeted with the contraction in donestic demand and the
rapi dly weakening links with the former donestic market. This
reduced inports of raw materi al s.

Finally, the links between the nonetary policy and the
exchange rate al so appear to be country specific. In Sloveni a,
monetary policy was conceived prinmarily to lower and contro
inflation; which is appropriate if the nom nal exchange rate
is to be kept under control. In no way was it believed that
inflation could be anchored to a fixed nom nal exchange rate,
thereby letting the noney supply take care of the budget
i mbal ances or of the pressures on nom nal wages®.

% O course, this does not mean that the exchange rate

shoul d never be fixed. But it can be fixed only where there is
no need to have an anchor, i.e. when there is no need to fix
it.
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