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This paper investigates the role of monetary policy in asmall open economy, where exchange rate shocks are
important. VAR models are estimated for the Czech Republic, Hungary and Poland. Contemporaneous and sign
restrictions are imposed in order to identify the effect of monetary policy and risk premium shocks. Estimates
from the same model for Canada, Sweden and the UK are used as a benchmark for developed economies with
low inflation. The results suggest that the typical size of arisk premium shock rendersit aimost impossible for
the interest rate policy to smooth the exchange rate with the aim of minimizing inflationary consequences. On
the other hand, low inflation may decrease the exchange rate pass-through, which helps the monetary policy
ignore exchange rate shocks.



