EXTERNAL LIBERALISATION

· In a open economy domestic policy is constrained - domestic prices and interest rates cannot durably deviate from world market conditions without serious repercussions.

· The exchange rate regime, the level of the exchange rate and the “openness” of the country have central importance for the reform process itself.

TRADE LIBERALISATION

· Easy.

· Trade liberalisation and gradualism - abolish state monopoly on foreign trade, unify exchange rate, eliminate quantitative restrictions, unrestricted current account convertibility for current account transactions.  

· Tariffs? - (I) In the short term there may be a case for tariff protection as it provides government revenue.  (II) SOEs needed protection to prevent them all failing at the same time.  (III) In the short term the pent up demand for imported goods will exceed the revenue from exports plus foreign exchange reserves - macroeconomic policy.

· International competition should prevent domestic monopolists from abusing their market power.

· Tariff protection is a second best solution.

· CEE and the EU - the Europe/Association Agreements. Poland, Hungary, Czechoslovakia (Czech Republic and Slovakia), Bulgaria, Romania, Baltic States and Slovenia.

LIBERALISING THE CAPITAL ACCOUNT

· In a first best world there would be no need to place restrictions on capital movements the issue is macroeconomic stability and the state of the domestic capital market.

· Russia 1992-3: Interest rates charged by Central Bank were 100-200%, inflation was 2,000% and the exchange rate was depreciating at a similar rate.  Individuals could make huge profits by investing in foreign currencies but this would have starved the domestic economy of much needed investment funds.

· Corrupt behaviour by SOEs.

· Domestic capital market liberalisation necessary.

CURRENCY CONVERTIBILITY AND THE EXCHANGE RATE REGIME

· Fixed vs. floating.

· If fixed central bank plays the role of buyer/seller of last resort.

· Monetary authorities may change the parity in order to adjust to external disequilibrium.

· If floating the exchange rate is determined by market forces and there is no central bank intervention.

· Options:

18. Free float;

19. A fixed, but adjustable, peg;

20. A dual exchange rate system.

· Free float has little support from economists - CEE countries need to guarantee stability and reduce uncertainty about their exchange rates to attract external trade and FDI.  No country in CEE has ever refrained from intervention.

· Fixed, but adjustable, but must be supported by capital market controls in order to minimise speculative flows.

· Fixed exchange as a nominal anchor. Poland 1990/1 Czech Republic until 1997.

· Crawling peg - pre-announced rate of devaluation. Poland 1991 - 1% per month, 0.6% since mid 1998.

· Dual exchange rate system.  Current account transactions are governed by a fixed exchange rate while financial funds flow at a market determined exchange rate.  Poland and Romania have used such a system.

· Currency Board - Romania - money supply tied to currency reserves, advocated for Russia in 1998.

· CEE and EMU.

· How do you fix the exchange rate?  To what currency?  At what rate?

· Basket of currencies.

· All initially undervalued.

