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I present evidence that exchange rate ﬂuctuations among the
world’s major currencies signiﬁcantly affect the business cycles of
small open economies. The impact of those ﬂuctuations on any
given country depends crucially on its exchange rate regime. The
three Baltic countries in Central Europe constitute an interesting
natural experiment in that regard. I estimate a structural vector
autoregression (VAR) model to show the differential impact of
euro–dollar exchange rate ﬂuctuations on the business cycles of
these three countries. Next, I build a dynamic sticky-price model
and I calibrate it to the Baltic States in order to match and explain
the empirical evidence.
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1. Introduction
The Bretton Woods system of ﬁxed exchange rates ended in the early 1970s. In the past three
decades, the world’s major currencies have ﬂuctuated widely against one another. Fig. 1 plots the
relative values of the world’s three major currencies—the US dollar, the euro, and the Japanese yen.1
These are collectively known as the Group of Three (or G-3) currencies.
Given that the US, the Euro Area, and Japan are large and closed economies, they are fairly immune
to sharp ﬂuctuations in the external values of their monies. In contrast, in smaller countries the
exchange rate is probably the single most important price in the entire economy. Many small open
economies have chosen to peg their exchange rates to one of the major currencies, usually the one
which dominates their trade and ﬁnancial ﬂows. By pegging to a single currency, small economies
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Before 1999, the euro–dollar exchange rate was spliced with the Deutsche mark-dollar rate.
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Fig. 1. Euro–dollar and yen–dollar exchange rate, January 1971–February 2007. Source: IMF, International Financial Statistics.
Note: Before 1999, the euro–dollar exchange rate was spliced with the Deutsche mark-dollar rate.

with a diversiﬁed pattern of trade expose themselves to ﬂuctuations against the other major
currencies. If you peg to the dollar, for example, you are ﬂoating freely against the yen and the euro.
One could think of this as a negative externality problem—the volatility of exchange rates among the
major currencies affects small open economies similarly to the way the smoke-spewing factory
chimney affects nearby farmers in the classical textbook example.
In theory, how do G-3 exchange rate ﬂuctuations generate macroeconomic instability in a small
open economy, whose currency is pegged to one of the three major currencies? First, there is the
‘‘trade competitiveness’’ channel: if you peg to a weakening currency, this will lower the relative price
of your exports to third countries, and you might be able to export more. Second, there is the ‘‘cost of
inputs’’ channel: if you peg to a weakening currency, this translates into higher prices for imported
intermediate goods from third countries, and thus into lower proﬁts for domestic producers. Note that
the two channels pull in opposite directions: the ﬁrst channel would make pegging to a weakening
currency expansionary, while the second channel would make it contractionary. The net effect
appears to be ambiguous. However, both the empirical and the theoretical evidence presented in this

