
Trade regionalisation has developed for a long time,
w i thou t  th e r e  b e ing  any  r e g iona l i s a t i on  o f  th e
international monetary system.  Indeed, most currencies
of emerging countries were pegged to the dollar before
the exchange rate cr i ses  of  the la te 1990s ,  and this
phenomenon has persisted: for now, the dollar remains
the dominant peg for such currencies1.
However, it is likely that a European monetary zone will
evolve progressively: membership of the European Union
(EU) by the Central and East European Countries (CEECs)
mean s  th a t  th ey  w i l l  u l t ima t e ly  adop t  th e  eu ro .
Furthermore, other Mediterranean countries are also
likely to peg their currencies to the euro.  The European
monetary area will thus balance the American one built
on the dollar, with Asia remaining for the most part
under the influence of the dollar.
As a result ,  a twofold regional isat ion process could
affect the world economy.  Trade regional isat ion is
already a reality, especially with NAFTA,  or with the
overa l l  zone created by the EU,  the CEECs  and  the
Mediterranean countries.  At the same time, monetary
regionalisation will be enhanced by enlargement of the
eurozone .   Monetary reg iona l i s a t ion impl i e s  tha t  a
certain number of countries have chosen to manage their
currencies with respect to a common reference, which

may be one currency or a basket.  In the former case,
r e g i ona l i s a t i on  r e su l t s  f r om ind i v i dua l i s t  p e gg ing
strategies.  In the second case, regionalisation implies
coordination of exchange rate policies.  In both cases,
the management of exchange rates assumes monitoring
bo th  th e  e x chang e - r a t e  l e v e l ,  wh i ch  d e t e rm ine s
competitiveness, and the exchange-rate volatility, whose
real impact must not be underestimated.

The Real Effects of ExchangeThe Real Effects of Exchange
Rate VolatilityRate Volatility

Exchange rate volatility relates to short- and medium-
term movements away from the trend of the exchange-
rate.  This notion not only relates to exchange-rate
fluctuations, but also to the instability and uncertainty
which derive from them.
Very short-term, daily volatility, which characterises
forex markets and which is of little real consequence,
may be distinguished from medium-term volatility.  The
latter is monthly or quarterly (see box) and has greater
real consequences.  It is such volatil ity which is the
subject of this article.  For an open economy, it is normal
for the exchange rate to adjust in the face of disruptions
in the business cycle.  Such exchange rate fluctuations do
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not constitute uncertainty in the strict sense, as they are
generally predictable when the nature of the shock is
known.  But exchange rates may also fluctuate in an
unpredictable way over a monthly or quarterly time
horizon: they are largely affected by short-term, highly
volatile capital flows which are often disconnected from
the real economy.  Moreover, errors in expectations by
agents or preferences for certain currencies may lead to
important  vo la t i l i ty ,  which masks  the  in format ion
contained, in principle, in exchange rate movements and
which thus disrupts the real economy.

The theoretical literature considers that exchange rate
volatility is likely to favour exports or Foreign Direct
Investment (FDI) in as far as agents expect such volatility
to lead to a very favourable exchange rate.  However,
when agents are risk averse or when they are involved in
projects that are partially irreversible, greater uncertainty
reduces international trade and investment flows.  The
conclusions of empirical studies specify such effects.

Trade and Direct InvestmentTrade and Direct Investment

The first empirical studies concluded that exchange rate
volatility had no significant impact on the volume of
trade2.  However, more recent research, which uses other
estimation techniques3, indicates the opposite: volatility
does indeed have a significant negative impact on the
volume of international trade 4.  Empirical studies also
show that volatility tends to reduce the volume of FDI

en t e r ing  a  count ry .   The s e  r e su l t s  r e l a t e  to  bo th
industrialised and emerging countries5.
An important point stressed by these analyses, based
generally on gravity models which include the relative
size of the partners and the geographic distance separating
them, is that the stabilisation of exchange rates increases
t r ade  and f inanc i a l  in t eg ra t ion  a l l  the  more  when
economies are geographically close.
Furthermore, for industrialised countries, there is a link
between volatility and the structure of trade: a fall in
volatility is associated with a rise in the share of intra-
indus t ry  t r ade  ( t r ade  in  s imi l a r  goods ) ,  and  more
specifically in the share of horizontal trade (similar goods
which are only differentiated in terms of variety, and not
quality) 6, within total trade.  However, the direction of
causality is hard to establish.  Reduced volatility favours
horizontal, intra-industry trade: reciprocal trade in very
similar products is all the easier when prices are stable, as
highly substitutable products cannot deal with strong
price variations if their competitiveness is not to be
affected.  But, at the same time, countries which are
strongly integrated in terms of trade, and specialised in
very similar products have a strong incentive to stabilise
their exchange rate.

Investment and VolatilityInvestment and Volatility

In open economies all economic variables are exposed to
the condit ions of internat ional integrat ion.  Recent
studies thus suggest that uncertainty about the exchange
rate may affect domestic investment.  A study carried out
by the CEPII has sought to identify the mechanisms at
work, based on the idea that companies which invest
nationally also do so to service the international market,
and use imported, intermediate goods8.  Exchange rate
vo l a t i l i t y  make s  expor t  e a rn ing s  and  the  co s t s  o f
intermediate goods uncertain.  When prices cannot react
to exchange rate fluctuations, profit margins have to
absorb such volatility.  A high level of exchange rate
uncertainty therefore makes profits unpredictable and
hence weighs on investment.  Everything depends on the
market structures.  The smaller firms' margins to absorb
exchange rate shocks, the more disruptive9 volatility is.
At a macroeconomic level ,  market structures part ly
re f l e c t  the  na ture  o f  t r ade .   Wi th  hor i zonta l ly
differentiated trade, goods have, by definit ion, very
s imi l a r  p r i c e s .   As  long  a s  p roduc t ion  co s t s  a r e
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