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Table 1 Swiss Observed Inflation 

 
(Swiss National Bank, 2015) 

 

However, as it is possible to observe in table 1, the increase in inflation did not 

occur. In fact, deflation pressures aggravated after the implementation of the peg. 

A possible reason behind inflation not reacting as the model predicts is the 

incomplete pass through of the exchange rate to inflation. We discuss whether 

there is incomplete pass-through in Switzerland, and the eventual implication of it 

in the later.  

 

Overall, according to Svensson (2000), the Foolproof way should work since the 

economy is jumpstarted by a real depreciation, low real interest rates and 

increased inflation expectations. From 2011 to 2015, Switzerland’s output gap 

remained negative or close to zero percent, as depicted in figure 4. 

 
Figure 4 Swiss Output Gap 

(Swiss National Bank, 2015) 

 

Although, not relative to steady state, there was a real depreciation of the Swiss 

franc, but real interest rates in Switzerland increased and inflation remained low.  

 

Two factors can be outlined as the most important contributors to the failure of the 

foolproof way. First, the role of the Swiss franc as a safe haven currency, which 

influenced the credibility of the peg, greatly determined the degree of the central 

bank intervention and prevented the franc depreciation back to its steady-state 
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over time. Second, the imperfect pass-through extended the effects of the Swiss 

franc sharp appreciation through time and harmed inflation and GDP.  

 

 

The credibility of the Swiss franc peg 

 

The Swiss franc exhibits safe haven characteristics. A safe haven currency is 

likely to be affected mainly by global factors in times of turmoil, which could 

have a significant impact for the monetary policy of the domestic country. A study 

by Hoffmann and Suter (2010) plots the impact of currency return shocks on the 

level of exchange rate. In the figure below, the difference between the two lines 

gives an impression to what extent global factors explain movements in the 

nominal exchange rate of the Swiss franc. If the movements were driven by 

domestic components only, the two lines would follow an identical path. 

However, as figure 5 shows, global factors persistently increase the valuation of 

the franc, especially since the late 1990s. 

 
Figure 5 Multilateral Swiss Franc Exchange Rate versus Domestic Component 

(Hoffmann & Suter, 2010) 

 

In the figure 6, Hoffmann and Suter (2010) plot the global factor HMLFX 

(difference between the highest and lowest interest rate differential portfolios) on 

the return of a portfolio that goes short on Swiss franc and long in all other major 

currencies. The dashed vertical lines mark global events such as natural disasters, 

geopolitical events and economic crises. As one can see, the franc appreciates 

more in case of economic crises than geopolitical. Hence, the Swiss franc does 

indeed play a role as a safe haven in times of economic crises.  
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Figure 6 Average Global Return Component and Global Events 

(Hoffmann & Suter, 2010) 

 

This safe haven characteristic of the Swiss franc implied, during the period of 

enforcement of the peg, great appreciation pressures on the currency which led to 

massive interventions from the central bank. The safe haven status could, 

therefore, be a source of instability, undermining the credibility of the peg. In its 

explanation on how the peg is credibly established, Svensson makes use of the 

uncovered interest parity given by equation (31). In order to provide a better 

understanding of the Swiss case we start by presenting some conclusions of Grisse 

and Nitschka (2015). In their paper, the authors conduct a regression analysis to 

investigate whether the uncovered interest parity holds for the Swiss franc and 

shows safe haven characteristics. Their regression equation goes as follows  

 

		(39)			Δst+1
* =σ +Ω0

*(Ft ,st* )+ εt+1*   

 

where 		Δst+1
*  is the change in the log spot exchange rate of the foreign country 

relative to the home currency and 	Ft  is log forward exchange rate. Note that 

Grisse and Nitschka (2015) are presenting a simpler version of the uncovered 

interest parity, than the one that Svensson covers, as they do not consider the 

existence of risk premium. In order for the uncovered interest rate parity condition 

without risk premium to hold,σ  would have to be zero and the coefficient 	Ω0
*  to 

equal unity. Their results show that the coefficient 	Ω0
* is significantly different 

from unity. In most cases, the point estimates are negative, but not always 

significantly different from zero, which can reflect risk premium on foreign 

currency investment. Subsequently, Grisse and Nitschka (2015) augment the 

above general regression to include two risk factors in order to assess if potential 

currency risk factors help to better understand exchange rate dynamics. The 
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average Swiss franc exchange rate and the VIX index (index for global risk in 

currency market) are included in the regression. Hence, the augmented regression 

equation is as follows 

 

		(40)			Δst+1
* =σ +Ω0

*(Ft ,st* )+Ω1
*AFXt+1 +Ω2

*ΔVIXt+1 + εt+1
*   

 

where AFX is the average Swiss franc exchange rate and 	ΔVIX denotes change in 

the VIX index. Grisse and Nitschka (2015) have three main findings on the above 

regression. Firstly, most coefficients on the forward discount are not statistically 

significant. Secondly, there is noticeable variation in the sensitivity to franc 

specific currency risk factor. Thirdly, covariation of Swiss franc exchange rates 

with VIX returns shows that the franc exhibits safe haven characteristics. 	Ω2
*  

reflects both Swiss francs position as a safe haven and franc’s role in currency 

carry trades. The negative coefficient estimates indicate that the franc appreciates 

when global risk (VIX) increases. However, there are some significant positive 

coefficients against certain currencies as well such as the Japanese yen, British 

pound and US dollar. A potential explanation is that these currencies provide a 

better hedge against global risk than franc. By augmenting the regression, Grisse 

and Nitschka (2015) present a similar approach to the uncovered interest parity as 

the one described by Svensson (2000). The augmented regression provides a good 

fit for the data in general, with an R2 between 20 and 70. Nevertheless, it is worth 

to note that the R2 for the euro was one of the lowest. Therefore, according to 

Svensson’s (2000) definition of uncovered interest parity and its relationship with 

the establishment of the peg credibility, the SNB should have not faced any 

problems regarding this matter.  

 

However, looking at financial markets it is possible to observe that there were 

certain doubts regarding the peg. Hertrich and Zimmermann (2017) study the 

credibility of the SNB exchange rate commitment by observing the behaviour of 

EUR/CHF put options prices. The authors point out the fact that during the 

commitment, there were EUR/CHF put options with strike prices below the 

EUR/CHF 1.20 floor trading at positive prices. This signals that financial market 

participants had doubts about the ability of the central bank to maintain the peg. 

As such, Hertrich and Zimmermann (2015) estimate the implied risk-neutral 
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probabilities that the exchange rate appreciates beyond the peg within 1, 3, and 12 

months. In their model, they consider the possibility of a readjustment of the peg 

to a lower level, i.e. the authors assume that there is a credible barrier (referred to 

as implied floor) with a value below the peg level and below option exercise 

prices for which there are positive put option prices observed in the market. As a 

result, the spread between the implied floor and the central bank’s floor is used as 

a measure of the credibility of the peg. 

 
Figure 7 Implied EUR/CHF Exchange Rate Barrier 

(Hertrich & Zimmermann, 2017) 

 

In figure 7, St corresponds to the spot EUR/CHF exchange rate and b to the 

Hertrich and Zimmermann (2015) estimated implied floor. As it is possible to 

observe, there is some variation of the implied floor, however with a positive 

trend until August 2014. This suggests that the peg is gaining credibility with 

time. The period from May to August 2012 was characterised by the escalation in 

the European debt crisis and risen doubts about the survival of the monetary 

union. Observing figure 7, this period corresponds to one with the lowest implied 

floor. On the other hand, two events that very much contributed to the 

establishment of credibility of the peg were the announcement, on 6th September 

2012, of the unlimited bond buying program by the ECB and the revaluation of 

the euro with respect to the Swiss franc in January 2013. However, the implied 

floor fell again in the second half of 2014, following ECB communications 

regarding further monetary easing, and increasing demand in financial markets for 

safe investments. Overall, from a financial market perspective, the peg credibility 

was significantly lower than perceived at first sight. 
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Incomplete Pass-through in Switzerland 

 

Stulz (2007) quantifies the effects of pass-through in the Swiss economy by using 

a recursively identified Vector Auto Regression (VAR). The data set stretches 

from 1976 to 2004 and the study finds a substantial, but incomplete pass-through 

of exchange rate to import prices, while the exchange rate pass-through to 

consumer prices is weaker. An interesting result is the decrease in the degree of 

pass-through in the 1990s. The transmission of import price shocks to consumer 

prices is virtually zero. The decrease coincides with the era of lower and stable 

inflation rate in Switzerland. The reason being that the inflation targeting policy 

initiated in the late 1990s led to a significant decrease in inflation, which had a 

downturn effect on the exchange rate pass-through since such pass-through is 

lower in a low inflation than high inflation environment.  

 

Bearing this in mind, we now return to the events during the exchange rate 

commitment and their relationship with the pass-through. As figure X shows, the 

Swiss franc sharply appreciated before the enforcement of the peg, but the effects 

of the appreciation did not influence inflation until the second quarter of 2012.  

 
Figure 8 The Swiss Real Effective Exchange Rate Index (2010=100) 

(The World Bank) 

 

Similarly, improvements in the inflation rate due to the exchange rate 

commitment did not occur until the third quarter of 2012, especially in the prices 

of imported goods and services. The price of imported goods and services 

exhibited an average drop of 4.2% in 2012, 1.8% in 2013 and 1% in 2014, 

implying that it takes time for the currency depreciation to have the desired 
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outcome of increasing imported inflation. Thus, there is indication of incomplete 

pass-through in Switzerland. (SNB Annual Report, 2014).  

 

The analogy above indicates that the depreciation of the domestic currency had a 

delayed effect on consumer prices of imported goods and services due to 

stickiness in the consumer prices of imported goods and services. Thus, the direct 

exchange rate channel to CPI inflation seems to be weaker than the prediction of 

the foolproof way. As figure 9 depicts, the fall in domestic consumer prices due to 

the sharp appreciation of the Swiss franc before the introduction of the peg did not 

halt until the beginning of 2012. Similarly, the increase in domestic consumer 

prices due to the currency depreciation occurred towards the end of 2012. Hence, 

there was a delay in the pass-through of increased cost of imported intermediates 

to domestic goods and services. Therefore, the exchange rate channel to domestic 

inflation is weaker than Svensson (2000) suggests.  

 
Figure 9 Switzerland Consumer Prices 

(Swiss National Bank, 2014) 

 

Table 2 shows that the terms of trade ratio for Switzerland did not improve in the 

period of 2011 until 2015. In fact, the terms of trade ratio decreased slightly from 

2011 to 2012 and remained somewhat stable around 98.8% throughout 2014 

before increasing in 2015. Compared to the OECD total, Switzerland’s terms of 

trade ratio was close to the OECD average. Hence, price of imported goods and 

services does not seem to increase relative to domestic goods, and the shift in 

demand from imported to domestic goods and services, was missing. Thus, the 

increase in aggregate demand due to the exchange rate channel to aggregate 

demand is low.  
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Table 2 Terms of Trade Ratio 

(OECD, 2017) 

 

As discussed under the section about implications of low pass-through on 

monetary transmission, the expectations channel to inflation may be stronger 

under incomplete pass-through due to the price-setters’ forward-looking nature. 

The Quarterly Bulletins of the SNB consist of a survey about inflation 

expectations of the domestic households for the next 12 months and financial 

markets’ expectations for the next 6 months. Table 3 describes the inflation 

expectations of the private sector in detail. The period of interest starts from the 

3rd quarter of 2011 until the 4th quarter of 2014. We find that majority of financial 

analysts expected inflation to remain unchanged in all the surveys. Moreover, 

percentage of analysts expecting inflation to remain unchanged increased 

consistently from 2011 to 2014. Meanwhile, financial analysts expecting increase 

in inflation, increased from 3rd quarter of 2011 to 1st quarter of 2013 (peaking at 

33%) before stabilising around 25% for the rest of the period. Similarly, 

households expecting no changes in the prices remained somewhat stable around 

40% for the whole period (see figure 10). However, it should be noted that there 

was a marked increase in the number of households expecting modest increase in 

inflation in 2013 (around 10% increase).  

 
Figure 10 Household's Inflation Expectations 

(Swiss National Bank, 2015) 
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Table 3 Financial Markets Inflation Expectations for Switzerland 

(Swiss National Bank) 

 

Nonetheless, a majority of financial analysts and a substantial number of 

households expected inflation to remain unchanged in all the surveys. Hence, the 

expectation channel had subdued, if any, effect on inflation. A weak expectation 

channel to inflation contradicts our discussion above that stated that the 

expectation channel would, in fact, be stronger. A possible explanation behind the 

result might be the credibility of the peg. The private sector may have expected 

the peg to not withstand the increasing global turmoil and the appreciation 

pressures on the Swiss franc. Therefore, the private sector did not take into 

account that the depreciation will persist while setting prices. Hence, subdued 

inflation expectations indicate that price-setters did not expect the devaluation to 

last leading to the weak expectation channel to inflation.   

 

 

Czech Republic – Overview 

 

The Czech National Bank (CNB) is an independent central bank with the primary 

objective of maintaining price stability. In order to achieve its goal, the CNB 

follows an inflation target of 2% with a tolerance band of one percentage point in 

each direction. The CNB also supports the general economic policies of the 

government in order to attain sustainable economic growth. The CNB uses the 

interest rate as its main instrument for monetary policy. The CNB’s key policy 

rate is the two-week repo rate. The Lombard rate is also of importance, applied in 
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marginal lending facilities and the discount rate used in deposit facilities. The 

CNB decided to intervene in the foreign exchange rate market for the period 7th 

November 2013 to 6th April, aiming for an exchange rate close to CZK27/EUR. 

The foreign exchange market intervention carried out by the CNB bears some 

resemblance to the framework of the foolproof way. In order to be able to do the 

comparison, we first provide some macroeconomic context of the Czech Republic 

in the period before, during and after the intervention. 

 

In the second half of 2011, the Czech Republic’s economy gave the first signs of 

contraction. The country had been expanding since 2009 mostly driven by 

exports. From 2009 to 2011, unemployment declined and consumer and business 

confidence improved. Following a temporary negative headline CPI inflation in 

late 2009, inflation had remained just below the 2 percent target since the second 

quarter of 2010. Growth in regulated prices, indirect tax hikes, and rise in global 

commodity prices were the main contributors to the inflation increase. The policy 

rate, which was cut sharply during the 2009 crisis, remained at 0.75% from May 

2010. However, in 2012, amidst the European sovereign debt crisis, the Czech 

economy contracted by 1.2% (International Monetary Fund, 2013) mainly due to 

weaker domestic consumption and investment. As in some other European 

countries, the recession in the Czech Republic came along as a result of the 

correction of previous fiscal imbalances. Inflation averaged 3.3% (Czech National 

Bank, 2012) mainly driven by increases in the VAT rates and positive 

contributions from foods and fuel, but demand driven inflationary pressures 

disappeared from the economy as external and domestic demand weakened. As a 

result, the CNB made several cuts to its policy rate and the two-week repo rate hit 

0.05% in 2012. In 2013, headline inflation continued declining in tandem with 

inflation in the euro area and regional trade partners. The decrease contributed a 

sizeable negative output gap, a low wage growth in private companies, rise in 

unemployment, deferred household consumption and corporate investment, and 

low inflation expectations. Constrained by the zero lower bound and facing 

deepening disinflationary tendencies, the CNB decided to pursue foreign 

exchange interventions. As such, on 7th November 2013, the CNB announced that 

it would intervene in the foreign exchange market in order to keep the exchange 

rate of the koruna close to CZK27/EUR. The floor by the CNB implied a koruna 

depreciation of around 6% (International Monetary Fund European Dept, 2014a). 
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During 2014 and 2015 the economy grew strongly driven by improving domestic 

demand, robust exports, supportive macroeconomic policies and favourable 

external environment. Inflation, however, remained well below target. In 

December 2016, inflation finally picked up and reached the 2% target continuing 

to increase into the upper half of the tolerance band at the beginning of 2017, on 

account of a faster growth in prices of non-tradable goods (Czech National Bank, 

2016a). By April 2017, the CNB inflation forecast was consistent with a 

sustainable fulfilment of the target at the monetary policy horizon, and inflation 

expectations were well anchored. As such, on 6th April 2017, the CNB announced 

the koruna-euro floor removal. Following the exit from the exchange rate 

commitment, the koruna only appreciated slightly and inflation remained in the 

upper half of the tolerance band. Moreover, the Czech economy showed robust 

growth, leading the Central Bank to raise its key policy rate to 0.25% on 3rd 

August 2017. 

 

The Czech Republic and the Foolproof Way 

 

The foreign exchange intervention from 2013 to 2017 was an unconventional 

policy put in practice in a situation where few other options appeared to be 

available for the CNB to stop deflationary pressures. By November 2013, the 

CNB assessed two scenarios: a baseline scenario in which it would have to use 

negative interest rates and an alternative scenario, in which it would recur to the 

exchange rate intervention. Given the zero lower bound, negative rates cannot 

occur as such the CNB chose to intervene in the foreign exchange market. We 

hereby analyse the CNB intervention and to what extent this policy follows the 

foolproof way framework above.  

 

Svensson (2000) analyses an economy in a liquidity trap, with negative output gap 

and negative expected domestic inflation. By November 2013, the Czech policy 

rate stood at 0.05% and monetary-policy relevant inflation, averaged 0.4% (Czech 

National Bank, 2013a). According to the CNB forecast (Czech National Bank, 

2013b) both headline and monetary-policy relevant inflation would drop to zero or 

be slightly negative at the beginning of 2014. Moreover, inflation expectations 

were low and growth had remained negative throughout the year. Given the 
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economic situation, the foolproof way could be the solution for the Czech 

economy as prescribed by Svensson (2000).  

 

The first step to implement the foolproof way consists of the announcement of an 

upward-sloping price level target path.	Under the price level target path, past 

deviations from the target are offset by subsequent developments in inflation. 

When deciding the level for the currency devaluation, the CNB allowed, in its 

forecast scenario, an undershooting of inflation in 2014 and an overshooting in 

2015, leading to an average inflation close to the target. This strategy implicitly 

incorporated an element of price level targeting without the CNB having to 

change its regime of inflation targeting (Franta et al., 2014). However, this 

strategy is equivalent to price level targeting only from an ex ante perspective, 

since ex post the economy operating with the given nominal exchange rate level 

may present a different domestic price level than forecasted. 

 

In the second step of Svensson’s (2000) model, the currency should be devalued 

and pegged to a crawling exchange rate target.	This way of pegging is de facto 

equivalent to price-level targeting (Franta et al., 2014). Thus, if there is an 

undershooting of the long-term inflation target, then there must occur an 

overshooting of the target in the future, which implies a rise in inflation 

expectations. This is given by equation (27) above, where an upwards-sloping 

exchange rate target will be in place if the domestic inflation target is different 

from the foreign inflation and a fixed peg will arise if both the domestic inflation 

target and foreign inflation are equal. However, pegging the nominal exchange 

rate in such a way and targeting the price level stops being equivalent when the 

foreign central bank itself does not target the price level and/or there are shocks to 

the equilibrium real exchange rate. When those events happen, it may be 

impossible for a Central Bank to fulfil simultaneously the commitments of price 

level targeting and crawling exchange rate targeting. Later in this paper we give 

an example that provides further clarification on this matter. In 2013, Eurozone 

inflation averaged 1.4% (European Central Bank, 2013), while the CNB’s 

inflation target was 2%. In contrast to Svensson’s (2000) recommendation, the 

CNB devalued the koruna as a one-off action, advising that a movement to an 

even weaker level would only occur in the presence of very strong anti-

inflationary risks.  
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The last step consists on the announcement that when the price-level target path 

has been reached, the peg will be abandoned and substituted by either price-level 

targeting or inflation targeting. In the announcement of the peg introduction, the 

CNB’s Governor outlined that the CNB would “intervene in the volume and for 

the duration needed in order to achieve the exchange rate we have specified and 

thereby hit the inflation target in the future”, thus, presenting an exit strategy. 

According to the CNB forecast scenario in the moment of the peg introduction, 

the exchange rate intervention was only intended until the beginning of 2015 

(Czech National Bank, 2013b) 

 

According to Svensson (2000), the above strategy should be able to jumpstart the 

economy, while increasing nominal interest and inflation rates. The Czech 

economy did expand, escaped the liquidity trap and reached an inflation rate 

closer to its target after implementing the exchange rate floor. Although the CNB 

policy implementation did not completely follow Svensson’s (2000) framework, 

the Czech Republic is an example that the foolproof way can be successful. We 

hereby analyse why the foolproof way worked in the Czech Republic and 

compare it with Svensson’s (2000) theoretical proposal.  

 

After announcing the peg, the central bank must to be able to implement it. As 

previously discussed, this should not a problem, since it implies currency 

depreciation. The CNB successfully implemented the peg, intervening in the 

foreign exchange market only in the first few days following the decision. 

However, before the exchange rate commitment was reached, financial institution 

clients were buying koruna over concerns that the CNB would be unable to 

uphold the exchange rate target. Furthermore, comments were being made in the 

media regarding the inability of the CNB to maintain such level of intervention. 

And on 7th November 2013, the CNB experienced some difficulties in its 

intervention following the ECB’s announcement of a cut in interest rates.  

 

Overall, the CNB purchases totalled a massive CZK200 billion, but afterwards the 

exchange rate stabilized at a slightly weaker level than CZK27/EUR into 2014 

where there were no interventions from the CNB. This suggests that the 

credibility of the peg was established.  
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According to Svensson (2000), once the peg is credible, the central bank should 

increase the short nominal interest rates to a level corresponding to the uncovered 

interest parity condition. Throughout 2014 and 2015 the interest rate differential 

of the Czech Republic vis-à-vis the Eurozone, as such there was no pressure for 

the CNB to increase interest rates (see, Figure 11). The CNB intervened on 

foreign exchange over the course of 2015 due to upward pressures on the koruna 

caused by the unexpected abandonment of the peg by the Swiss Central Bank, the 

ECB quantitative easing program and the favourable evolution of the domestic 

economy. In 2016, the ECB introduced negative interest rates, increasing the 

interest rate differential of the Czech Republic vis-à-vis the Eurozone. This 

combined with a stronger domestic economy and expectations of the CNB’s exit 

of the peg generated appreciation pressures on the koruna. The CNB discussed the 

possibility of cutting interest rates below zero, but opted only to intervene in the 

exchange market.   

 
Figure 11 Interest Rate Differential Czech vs Euro 

(Czech National Bank, 2016c) 

 

As we can see, the CNB did not have to increase interest rates. Here it should be 

noted that the period under study is characterized by generally low inflation, low 

interest rates and poor economic conditions globally, resulting in a different 

outcome than the one described in the foolproof way, where the foreign interest is 

assumed higher than the domestic interest rate.  

 

Continuing the analysis, the foolproof way argues that long real interest rates will 

be lower following the real depreciation. This is given by the real interest parity 
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condition, which holds in the Czech Republic since the uncovered interest parity 

also holds. In figure 12, it is possible to observe lower real interest rates in 2014 

and 2016. However, in 2015, there is an increase in real interest rates. The 

increase is due to a decline of inflation expectations and as previously mentioned, 

in 2015 there was a positive interest rate differential vis-à-vis the Eurozone.  

 

 
Figure 12 Ex ante Czech Real Interest Rates 

(Czech National Bank, 2016b) 
 

Next, the model states that once the peg is credible, the private sector will expect 

an increase in inflation, a feature that comes from the crawling peg and its 

equivalence with price-level targeting. However, as we previously mentioned, this 

equivalence does not always work. An example of it can be found one year right 

after the implementation of the Czech koruna peg. During 2014, headline inflation 

dropped sharply. Deflationary tendencies in the euro area deepened causing a 

negative effect on growth in import prices, global oil prices declined significantly 

and food prices also began to fall due to a previous decrease in global prices of 

agricultural commodities. As a result, and as depicted in the figure 13, in that 

year, the large deflationary tendencies surpassed the ones predicted when the floor 

was introduced. Therefore, if the CNB had adopted both the exchange rate floor 

and the price-level targeting, it would be facing the dilemma of which of these 

two commitments it should uphold to.  
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Figure 13 Observed and Forecasted Inflation (Czech Republic) 

 (Franta et al., 2014) 

 

In contrast to the foolproof way, a lower path of the domestic price level can be 

consistent with a fixed peg. The question now lies on the ability of the CNB fixed 

peg to steer inflation without the inflation expectations coming from the price-

level targeting, as suggested by Svensson (2000). Following the negative 

developments of inflation, the CNB was left with two options regarding the 

exchange level commitment: either further devaluate the koruna or/and extend the 

duration of the peg. A further devaluation of the koruna was regarded by the CNB 

as an “emergency” measure. Therefore, the CNB established that in the presence 

of a long-term increase in deflation pressures, which would have the ability of 

causing a substantial fall in domestic demand, renewed risks of deflation in the 

economy and a systematic decrease in inflation expectations, the level of the peg 

would be changed. During the period the exchange rate commitment was in force 

the CNB did not make use of this emergency measure, however it had the need to 

announce an extension of the duration of the peg several times. As depicted in 

figure 14, adjusted inflation started increasing after the weakening of the currency, 

mainly driven by a rise in non-tradable goods. This signals the positive effect of 

the depreciation of the koruna on the fading out of anti-inflationary pressures. 

 
Figure 14 Adjusted Inflation Excluding Fuels 

(Czech National Bank, 2017a) 
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Moreover, although there were deflationary pressures coming mostly from the 

outside, which kept inflation low until 2016, they were not enough to justify a 

further devaluation of the koruna (figure 15). 

 
Figure 15 Czech Republic Inflation 

(Czech National Bank, 2017a) 

 

Expectations remained well anchored, thanks to the credibility of the peg, the 

transparency of the CNB communications and the rise in adjusted inflation (See 

Figure 16). 

 
Figure 16 Actual and Expected Inflation 

(Czech National Bank, 2017a) 

 

According to Svensson (2000), the Foolproof way should be able to jumpstart the 

economy, due to a real depreciation, lower real interest rates and increased 

inflation expectations. Even though the CNB intervention does not comply with 

every features of the foolproof way, the three above-mentioned factors were 

achieved and the Czech Republic showed positive GDP growth throughout the 

period of the peg (figure 17), where the deceleration of the economy in 2016 was 

mainly due to a slower absorption of EU funds. 
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Figure 17 Czech Republic Gross Domestic Product 

 (Czech National Bank, 2017b) 
 

Continuing following the Foolproof way, actual inflation should hit a level higher 

than the target, reaching the price-level target path and allowing the central bank 

to abandon the peg. As previously mentioned the CNB used inflation targeting 

and opted for a fixed peg. Its exit strategy consisted on the removal of the 

exchange rate floor conditional on the sustainable fulfilment of the inflation 

target. At the September 2016 meeting, the Bank Board stated that the CNB 

would not discontinue the peg before the second quarter of 2017. In the last 

quarter of 2016 inflation increased sharply, reaching the 2% target in December 

for the first time in four years. This reflected a marked recovery in food prices, a 

rebound in euro area producer prices and an increase in adjusted inflation 

excluding fuels, with growth in non-tradable prices in particular. With higher 

inflation, market expectations started building up around an exit of the exchange 

rate floor in the second quarter (figure 18) of 2017. 

 
Figure 18 Market Expectations Towards The Floor Removal 

(Chamonikolas, 2017) 

 

By December 2016, investors betting the near end of the currency cap made 

increasing koruna purchases (Spezzati, 2016). 
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However, the CNB managed to keep expectations under control through extensive 

communication and sizeable exchange rate interventions. The CNB reiterated that 

on-target price growth is not an automatic condition to exit the floor and warned 

that after the peg removal, the CNB will not allow the koruna to appreciate 

beyond what the bank saw justified by the economy’s fundamentals. Speculation 

resurged before the 30th March monetary policy meeting in expectation that the 

announcement of the peg removal was made in that meeting. Overall, during the 

first quarter of 2017, the interventions of the CNB amounted to around CZK 1.1 

trillion. In April 2017, the CNB called an extraordinary session to assess the need 

to continue the exchange rate commitment. The central bank board agreed that the 

conditions for sustainable fulfilment of the inflation target had been met and that 

the Czech Republic’s macroeconomic situation was much more favourable than in 

2012–2013. Furthermore, the koruna market was heavily overbought due to the 

behaviour of financial speculators and exchange rate risk hedging by domestic 

exporters, which had been expecting an early peg removal. This would prevent the 

koruna from appreciating sharply, allowing a smooth exit from the peg. Therefore, 

in that meeting, the CNB announced the removal of the exchange rate 

commitment. As a result, on that day, the koruna appreciated by 1.5% (See Figure 

19). 

  
Figure 19 CHF/EUR Spot Exchange Rate 

(Markets, 2017) 

 

Since then, the koruna has been appreciating gradually, reflecting the difference 

between economic growth and monetary policy between the Czech Republic and 

the Euro area. Despite a slight decrease in inflation in the second quarter of 2017, 
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inflation remained in the upper half of the tolerance band around the CNB’s 

target. Furthermore, the economy has been above its potential output level, there 

has been solid growth in household consumption and employment, and persisting 

consumer optimism. Therefore, the CNB decided to increase its policy rate to 

0.25% in its 3rd August meeting. In line with the results obtained so far, the CNB 

has been successful in implementing, and exiting, its exchange rate commitment, 

proving that the foolproof way can indeed work. 

 

Conclusion 

 

Svensson (2000) presents a practical way of escaping the liquidity trap based on 

three steps: announcement of a price-level target path, devaluation of the domestic 

currency that causes a real depreciation relative to its steady state and an exit 

strategy once the price-level has reached the desired path. We do an in-depth 

study of the theoretical framework, and augment it with the discussion of 

exchange rate pass-through. The foolproof way is based on the assumption of 

perfect pass-through. However, we discuss that the assumption might not 

correspond with the reality and has implication for the result of the foolproof way. 

A low degree of pass-through may lead to weaker monetary policy transmission 

channels, delaying the decrease in the real interest rate and increase in inflation 

expectations. We find that incomplete pass-through may also have implications 

for the credibility of the peg.  

The theoretical framework’s practicality is then analysed by studying the recent 

cases of Switzerland and the Czech Republic. In a context of general low 

inflation, low interest rates and global uncertainty, the economies under study 

chose to peg its exchange rate in order to escape the liquidity trap. We find that 

the failure of the foolproof way in Switzerland is driven by persistently large and 

negative risk premium, associated with safe haven characteristics of the Swiss 

franc. Secondly, a low degree of exchange-rate pass-through may have led to 

subdued effects of the exchange rate channel to CPI inflation, domestic inflation 

and aggregate demand. We also find that the expectation channel to inflation was 

insignificant, and linked it to the possibility of the peg not being credible. The 

Czech central bank, on the other hand, was successful in the implementation of 

the framework. Although, it did not follow every feature of the model, the 
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similarities between the Czech central bank’s policy and the foolproof way are 

remarkable.  

 

The private sector’s inflation expectations are pivotal for the foolproof way to 

succeed. Therefore, the foolproof may provide a viable solution to the liquidity 

trap given that the credibility of the peg is established. Our analysis has shown 

that the credibility of the peg is more crucial than portrayed by Svensson.  
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