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Abstract:

This paper discusses the issue of euroisation – the unilateral adoption of the euro as legal

tender - in five Central and Eastern European Countries. The sample consists of the three front-

runners - Czech Republic, Hungary and Poland - a runner-up – Bulgaria – and a laggard –

Romania - in the accession to the European Union (EU) and Economic Monetary Union

(EMU).

A preliminary survey of the current fixed-versus-flexible exchange rates debate shows that the

adoption of another country’s currency involves specific costs and benefits that are beyond the

scope of the classical Optimum Currency Area theory. In order to evaluate the case for

euroisation, the examination of the standard OCA criteria has been integrated with an analysis

of the financial vulnerability of these economies and estimates of the seigniorage, which is

foregone once that a country abandons its currency.

Moreover, an early adoption of the euro has to be assessed in the political framework of

accession to the EU and EMU, and within the institutional constraints set by the Maastrich

Treaty. On this respect, EU policy-makers revealed hostility towards a hypothetical decision to

euroise before entering the EU and EMU.

In conclusion, an early switch to the euro is probably a too risky choice for the front-runners,

while only for Bulgaria this option could present a net gain.
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1. Introduction

What is euroisation? Euroisation is the possibility for a country to give up its domestic

currency and unilaterally adopt the euro as legal tender. Why should a country surrender its

monetary sovereignty to another country? Because a country cannot at the same time have full

financial integration, exchange rate stability and monetary policy independence. In small open

economies, the first two goals often are more important than the third one.

The candidate countries to accession to the European Union (EU) are expected to adopt the

euro in due course, after having fulfilled the Maastricht convergence criteria. Why should

Central and Eastern European Countries (CEECs) abandon their currencies for the euro before

joining the European Union and Economic Monetary Union (EMU)?

The main reason is that an early adoption of the euro would ward off the danger of currency

crises during the approach to EMU. By eliminating the domestic currency, an euroising

country would get rid of the problem of nominal exchange rate volatility and would eliminate

the currency risk. Assuming that the default risk remains unchanged, a lower currency risk

would bring about lower interest rates, which, in turn, would foster investment growth and

would reduce the service of external and public debt.

Euroisation entails some costs too. The optimum currency area literature offers the theoretical

framework to evaluate the costs of the loss of independent monetary and exchange rate

policies. Nevertheless, the analysis of costs and benefits of euroisation cannot remain inside the

boundaries of the traditional optimum currency area theory. On the one hand, the reduction in

risk premia and the existence of particular initial conditions - such as the need of import

monetary stability or the presence of a large share of foreign-currency-denominated assets in

the economy  – could change the final balance in favour of an early adoption of the euro. On

the other hand, a country that unilaterally adopts a foreign currency as legal tender faces the

loss of seigniorage revenues and the cost of acquiring the initial stock of currency in

circulation. This paper will take into account all the previous factors in order to evaluate the

appropriateness of euroisation in five Central and Eastern European Countries: Bulgaria, Czech

Republic, Hungary, Poland and Romania (CEEC-5).
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The paper is structured as follows. Section 2 reconsiders the current fixed-versus-flexible

exchange rates debate and shows the limitations of the traditional optimum currency area

approach. Section 3 sets up the theoretical framework to assess the suitability of the adoption

of a foreign currency as legal tender, drawing on the literature on dollarisation in Latin

America. Section 4 examines the choice of the optimal exchange rate regime and the proposal

of euroisation for CEECs on the road to accession to the EU and EMU. Section 5 assesses the

suitability of euroisation in the CEEC-5 on the basis of the classical optimum currency area

criteria. Section 6 investigates the fulfilment of a set of initial conditions for euroisation in the

sample.  Section 7 presents an evaluation of the specific costs and benefits of euroisation in the

CEEC-5. Finally, Section 8 draws the conclusions.

2. The fixed-versus-flexible exchange rates debate and the decline of the classical

Optimum Currency Area theory.

The past decade came to an end with a new wave of financial and currency crises that hit

emerging and transition countries. The sequence of these crises has been impressive for its

geographical extension and its regularity: Czech Republic in 1997, Asian tigers in 1997-98,

Russia in 1998, Brazil in 1999. This financial turmoil inevitably renewed the interest in the

choice of the optimal exchange rate regime for emerging countries among economists and

policy-makers, and revived the long-standing fixed-versus-flexible exchange rates controversy.

“On the one hand, a fixed nominal exchange rate provides stability to exporters and importers

and can help to anchor domestic inflation expectations. These benefits will be especially

attractive to countries with a record of financial instability and domestic monetary policy-

making that has failed to keep inflation in check.

On the other hand, maintaining a permanently fixed exchange rate regime means accepting the

loss of domestic monetary independence that goes with it. The domestic monetary authorities

are ceding the capacity to use monetary or exchange rate policy to cushion the economy

against external shocks. This, in turn could mean greater volatility in output and employment

where domestic prices and wages cannot adjust rapidly in response to such shocks.” –

Summers (1999).
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In these two short paragraphs, the former US Deputy Treasury Secretary Lawrence H.

Summers embraces several decades of economic theory and outlines the relative merits of

fixed versus floating exchange rates.

The first paragraph suggests the benefits of fixed exchange rates. The elimination of nominal

exchange rate fluctuations should foster international trade, since a fixed rate reduces exchange

risk and transactions costs1. The same paragraph stresses the role of the exchange rate as

nominal anchor in stabilisation (Bruno, 1990), and – implicitly - its corollary that fixed

exchange rates grant more credibility to fiscal and monetary authorities than flexible rates

(Giavazzi and Pagano, 1988)2.

The second paragraph reminds us of the classical Optimum Currency Area (OCA) theory,

which was developed in the sixties by Mundell (1961), McKinnon (1963) and Kenen (1969).

The OCA literature identifies the factors that make a flexible exchange rate a less useful

instrument to accommodate shocks affecting the economy. According to the theory, two or

more countries should take full advantage of a fixed exchange rate arrangement if the

following criteria are met:

•  these countries are small and open to trade among themselves;

•  domestic prices and wages are flexible;

•  real factors of production (especially labour) are internationally mobile;

•  each country has a diversified exports structure so that the relevance of sector-specific
shocks is diminished;

•  the economic cycles of these countries are synchronised;

•  these economies respond symmetrically to the same kind of shock3.

The OCA criteria are still a useful benchmark to evaluate costs and benefits of any exchange

rate arrangement. Nevertheless, several economists think that the classical OCA literature is

                                                          
1 Empirical studies on the effects of exchange rate volatility on trade did not find a strong negative relationship
between the two variables. Recently, Rose (2000) found that a currency union could increase trade by three times.
Even though one could be sceptical about the magnitude of this effect, it is undoubted that the adoption of a
common currency reduces transaction costs and increases the transparency of any international trade activity.
2 The case for “tying one’s hands” by fixing the exchange rate in order to provide fiscal and monetary discipline
has convincingly been challenged on theoretical and empirical ground by Tornell and Velasco (1995), (1998) and
(2000).
3 These are the most discussed criteria in the literature, however, it is possible to find more refined classifications.
See, for instance, Tavlas (1993) for a survey.
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failing to keep up with the times and that the theory should be emended. It is possible to

distinguish two basic remarks about the theory.

First, the OCA literature failed to consider the dynamic and endogenous nature of the criteria.

Economists have often applied OCA criteria as if they were taking a snapshot of a motionless

object in order to describe its distinctive characteristics. Though, these characteristics – i.e. the

structural features of an economy - are not still and, crucially, could react to the very policy

decision to fix the exchange rate, adopt another country’s currency or join a currency union. In

other words, the OCA literature doesn’t take into account the Lucas Critique and considers the

several criteria as exogenous parameters.

Frankel and Rose (1998) fervently sustained the endogeneity of OCA criteria4, and their

empirical work finds that grater integration (the degree of openness criteria) historically

resulted in more highly synchronised cycles. According to this result, a country that does not

satisfy these two criteria could join a currency union eliminating exchange risk and

transactions costs. Reduced costs would foster trade integration, which, in turn, would increase

the correlation of business cycles.

The diversification of the economic structure is another criteria that could be affected by the

decision of joining a monetary union. As noted by Eichengreen (1992) and Krugman (1993), a

monetary union could increase the degree of regional specialisation, making these regional

areas more vulnerable to specific shocks.

The previous examples illustrate the possible consequences of the decision of joining a

monetary union. However, the case for the endogeneity of OCA criteria can be extended to the

more general case of fixed peg arrangements if one considers labour market and wage

flexibility. A supposed positive relationship between labour market flexibility and fixed

exchange rate regimes has received theoretical and empirical attention, but in this case the

results – especially empirical results - are mixed and inconclusive5.

                                                          
4 Frankel and Rose (1998, p.1010) : “We argue that a naïve examination of historical data gives a misleading
picture of a country’s suitability for entry into a currency union, since the OCA criteria are endogenous.”
5 See Eichengreen (2000) for a discussion.
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Hence, the endogeneity of OCA criteria poses some limitations to a ‘static’ application of the

theory. These limitations contribute to confuse even more the already complicated balance of

costs and benefits of a common currency.

Secondly, the OCA literature did not pay the due attention to the increasing role of

international financial markets and capital mobility. In the words of Calvo (1999, p.3): “OCA

literature has little to say about financial issue”. Buiter (2000, p. 16) makes a point of this

problem and strongly attacks the classical OCA approach:

“The (…) fatal flaw in the OCA literature is its failure to allow properly for the international

mobility of financial capital. This has led to an overemphasis on the stabilising, buffer stock

potential of a market-determined nominal exchange rate, and a failure to recognise its

destabilising potential. I view exchange rate flexibility as a source of shock and instability as

well as (or even rather than) a mechanism for responding effectively to fundamental shocks

originating elsewhere.”

Calvo and Reinhart (2000) and Reinhart (2000) provide an indirect support to this position.

Their empirical findings show a widespread “fear of floating” among the countries adopting

flexible exchange rate arrangements compared with committed floaters, such as the United

States and Japan. That is, many countries – particularly emerging countries which float their

currency and are eager to integrate their economy into the global financial market – in practice

do approve Buiter’s proposition that exchange rates fluctuations represent an independent and

avoidable source of noise. If an emerging or transition country – say a small-open economy

without capital controls - let the exchange rate float, then an excessive capital inflow would

cause an appreciation of the nominal and real exchange rate hindering exports growth.

Conversely, a sudden capital reversal would bring about a sharp nominal depreciation, which

can have two disruptive consequences. First, if the country is open to trade, the increase in the

price of traded goods would be quickly transmitted to the non-traded sector. The devaluation

would cause an upsurge in inflation that would harm macroeconomic stability without

necessarily improving the external position, since the real exchange rate appreciates as a result

of higher domestic prices. Second, if a large share of private and public debt is denominated in

foreign currency, the devaluation increases the risk of default of the borrowers who did not

hedge their foreign exchange exposure and raises the probability of a dangerous financial

crisis.
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Summing up. The traditional fixed-versus-flexible exchange rates analysis weighs the benefits

of a fixed exchange rate – such as reductions in transactions costs and the role of the exchange

rate as nominal anchor for small open economies – and the costs of loosing the exchange rate

as an instrument to absorb exogenous shocks. Moreover, assuming full financial integration, a

fixed exchange rate precludes the possibility to run an independent monetary policy.

So far, the choice of adopting a fixed or flexible exchange rate relied upon the criteria set by

the OCA theory. Nevertheless, the endogeneity of these criteria and the increasing importance

of international capital mobility severely limit the scope of the theory. In the light of these

criticisms, some classical OCA criteria, such as labour mobility and correlation of business

cycles, lose much of their appeal. At the same time, the ability of an exchange rate regime to

cope with capital flows and, possibly, with contagious currency crises cannot be neglected in

the analysis of costs and benefits.

3. Financial integration, corner solutions, and the debate on dollarisation

Which exchange arrangement would better deal with an increasing mobility of international

financial capitals? The most fashionable answer is “a corner solution”, either a hard peg – such

as a currency board, official dollarisation or monetary union – or the opposite such as a pure

float. Supporters of “corner solutions” emphasise the unsustainability of fixed exchange rates

in the long term, since “global capital markets magnify any weaknesses in a country’s

commitment to a fixed rate and leave little room for maneuver” (Obstfeld and Rogoff, 1995, p.

94).

If a country dismisses floating rates fearing unwelcome exchange rate movements, then the

exchange rate option – according to corner solutions supporters – seems restricted to the choice

of a hard peg. If a monetary union is impossible for political reasons, the remaining alternatives

are a currency board or the adoption of another country’s currency as legal tender.

3.1 Currency boards

A currency board is a monetary institution which issues base money exclusively in exchange

for the foreign reserve currency at a fixed exchange rate. A currency board presents the same

costs and benefits of a traditional fixed exchange rate arrangement. Nevertheless, a currency



8

board is supposed to enjoy more credibility than the latter arrangements thanks to four main

distinguishing features:

1) The full coverage of a given monetary aggregate, usually M0, by foreign exchange, which

assures convertibility6.

2) A more formal arrangement, usually a separate law regulating the currency board

functioning, that makes a change of the parity more complicated.

3) The inability of buying domestic assets that prevents a currency board from financing the

fiscal deficit and creating money to smooth liquidity7.

4) An automatic balance of payments adjustment mechanism, which works likewise the pure

gold-standard.

With respect to fixed pegs, the benefits stemming for the greater credibility of a currency board

should be compared with the additional costs of loosing a portion of the seigniorage and a

limited scope for lender of last resort functions8.

The sustainability of currency boards has been severely tested during the recent financial

crises, when the currency boards of Argentina and Hong Kong survived the speculative attacks

against their currency. In particular, the resilience of the Argentinian currency board in the face

of the Mexican crisis in 1994 and the Asian, Russian and Brazilian crises in 1997-1999

increased the popularity of such arrangement. At the same time, the very experience of

Argentina exposed the limitations of this exchange rate arrangement.

First, Argentina showed that currency boards provide no “free lunch”. To withstand the most

aggressive speculative attacks in 1995 and 1998-99, Argentina had to increase interest rates,

cut money supply in line with the capital outflows, and had to face short intense periods of

recession. The GDP declined by 5% in 1995 and by 3.4% in 1999.

                                                          
6 As noted by Roubini (1998) and Nuti (2000) a “full” convertibility can only be assured by covering a broader
domestic monetary aggregate such as M2, i.e. the stock of liquid monetary assets that, in case of crisis, could be
easily converted into foreign currency.
7 This is not always the rule. For instance, the currency board of Argentina and Bulgaria can keep foreign-
currency-denominated domestic assets.
8See Williamson (1995) for an exhaustive and balanced discussion of the costs and benefits associated with
currency boards. See Roubini (1998) for a critical analysis of the benefits of currency boards. See Ghosh et al.
(2000) for a positive evaluation of the economic performance of currency boards.
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Second, the credibility of currency boards cannot be taken for granted. In fact, the possibility of

devaluation does not disappear where a currency board has been set up. The average currency

risk on peso denominated loans rose to 400 basis points in 1995, evened out around 140 basis

points in 1996-97 and since then never returned below these levels. In addition, Argentina’s

default risk went up along with currency risk, raising the cost of borrowing on the international

markets. The spread of long-term Argentinean dollar-denominated bonds over comparable US

Treasuries averaged above 6% over the past three years and soared to 10% at the end of 2000.

Argentina get caught in a debt trap9 of which came out only thanks to the intervention of the

international financial institutions. At the beginning of 2001, the International Monetary Fund,

the World Bank and the Inter-American Development Bank approved loans totalling USS$

19bn, which is almost a half of the total financial support package arranged by the Argentine

authorities (US$ 39.7bn).

In short, a currency board cannot avoid a speculative attack if the commitment to defend the

fixed parity becomes less credible, and even though it survived the speculative attack, the cost

of borrowing in the international market could become prohibitive, resulting in more costs than

benefits for the economy.

3.2 Official dollarisation

A country that “fears of float”, which cannot join a monetary union and dismisses a currency

board, has still at its disposal a drastic alternative: the adoption of a foreign currency as legal

tender, eliminating the domestic currency or confining it to a secondary role. The adoption of

the foreign currency could be unilateral, or could be regulated by a formal agreement with the

country issuing the foreign currency to introduce10.

In January 2000, the introduction of another country’s currency as legal tender – known in the

literature as official dollarisation because of the widespread use of the American currency in

the world11 – was circumscribed to twenty-nine countries. Only fourteen of these countries

were independent states, Panama was the largest of these states, while the remaining countries

                                                          
9 “Argentina and the Debt Trap”, Financial Times, 22 November, 2000.
10 For example, Russia and Belarus are planning to use the ruble as the common currency starting from 2005 and
then move towards a monetary union.
11 Note that official dollarisation differs from unofficial dollarisation. The latter occurs when the foreign currency
is not legal tender but people voluntarily hold a large share of their financial wealth in foreign assets, either cash
or – when it is legal – foreign currency deposits.
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were colonies and not-independent territories12. Since January 1999, when the Argentina’s

authorities investigated the possibility to dollarise their economy, this alternative has gained

notoriety and, during 2000, other two independent states decided to give up their currency and

accept the US dollar as legal tender: Ecuador and El Salvador.

Calvo (1999) shows that official dollarisation becomes particularly attractive when, as in the

case of Latin American economies, an economy presents these initial conditions: financial

globalisation and partial unofficial dollarisation. First, external factors - such as the US

monetary stance or contagion effects – substantially influence domestic variables

independently of the adopted exchange regime. These factors weaken the argument for

independent monetary and exchange rate policies. Secondly, the existence of a large share of

dollar-denominated assets complicates the choice of appropriate intermediate targets of

monetary policy13. At the same time, a large share of dollar-denominated liabilities in the

economy (liability dollarisation) makes a devaluation dangerous for the stability of the

financial system, without reducing the burden of foreign currency external debt in real terms14.

Why should official dollarisation be better than a currency board?

The initial conditions that favour official dollarisation are the same conditions that are relevant

for a currency board. The significance of external shocks coming from the capital account of

the balance of payment, the need to import monetary stability and partial unofficial

dollarisation. The initial technical requirements are substantially the same. In both cases, an

adequate level of reserves is needed to cover (currency board) or to buy up (dollarisation) the

domestic monetary base.

The difference between official dollarisation and a currency board relies on the actual costs and

the expected benefits of the former option. The following discussion draws on studies focused

on dollarisation in Latin America - such as JEC (2000) and Berg and Borensztein (2000b).

Costs. Apart from the traditional costs of hard pegs, namely, the inability to run independent

monetary and exchange rate policies, dollarisation entails some specific costs.

                                                          
12 See JEC (2000).
13 See Berg, Andrew and Eduardo Borensztein (2000a).
14 For example, over ninety percent of Argentina’s public debt is denominated in dollars and the latter is around
two thirds of the total external debt. It is evident that devaluation cannot substantially relieve Argentina’s
indebtedness.
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A country introducing the dollar as legal tender incurs in some menu costs to adapt vending

machines, accounting and computer programs etc. to the new foreign currency. More

important, unilateral dollarisation involves the complete loss of seigniorage revenues and of

lender of last resort functions.

A currency board holds foreign reserves that can be invested in foreign assets and can produce

fiscal revenue15, which should be usually lower than in the case of a classical central bank. This

revenue is completely lost in the case of dollarisation, unless a bilateral agreement allows to

share this revenue between the issuing country – which saves the interest payments on the debt

that is transformed in cash – and the country that adopts the foreign currency.

Finally, a dollarising country gives up the possibility of printing money when a financial crisis

occurs, namely, it loses the lender of last resort functions of a central bank. These functions are

partially preserved in a currency board arrangement, to the extent that foreign reserves in

excess of the coverage of the monetary base could be used to finance troubled banks. In both

cases, there are some alternatives to the lender of last resort functions of a central bank, such as

the creation of a banking sector stabilisation fund or the arrangement of contingent credit lines

with private banks. However, as noted by Buiter (2000, p.12) these solutions could be

inadequate for truly systemic financial crises, since “there is no adequate substitute, in the shot

run, for the ability to create your own legal tender in unlimited quantities (…) to create

liquidity for the system as a whole”. For this reason many economists consider a sound

financial system as a precondition in both cases – dollarisation and currency board.

Benefits. As in the case of a currency board, a dollarising country imports monetary stability

and lower inflation from the foreign country. A second clear benefit of dollarisation is the

reduction of transaction costs of exchanging the currency and hedging against currency risk.

These lower costs should promote a closer economic integration among the countries sharing

the same currency. On this ground, a currency board, which preserves the domestic currency,

ranks below dollarisation.

                                                          
15 These revenues have a fiscal nature to the extent that profits of the currency board are transferred in the
government budget.
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The other benefits are qualitatively the same of a currency board, as shown in section 3.1. The

difference is simply that dollarisation is more credible, more irreversible than a currency

board.

By eliminating the domestic currency, a country eliminates the currency risk premium. The

elimination of currency risk brings on lower interest rates, which foster investment and

economic growth. In addition, lower interest rates reduce the service of public debt and

improve the sustainability of the fiscal balance.

Theoretically, there is always the possibility for a dollarised country to re-introduce the

domestic currency, and the new domestic currency could be exchanged with the foreign

currency at a different parity, triggering a devaluation. Similarly, there is always the possibility

for a sovereign state to abandon a monetary union. Nevertheless, since the political and

economic costs of such decisions – loss of credibility, reverse menu costs, disintegration of

trade relationships and so on - are very high, the probability of a reintroduction of a ‘devalued’

domestic currency tends to zero16.

The imported monetary stability, the elimination of the currency risk, along with the

impossibility of financing fiscal deficit by printing money, and the elimination of currency

mismatches in the balances of financial institutions, should create the conditions for a deeper

integration of the dollarised economy in the international financial markets. This increased

financial integration would produce a more stable flow of capitals and should shield the

economy from the effects of contagious financial and currency crises.

This benefit is purely hypothetical. Berg and Borensztein (2000b) show that Brady bond

spreads over US Treasuries of Argentina (currency board) and Panama (dollarised) follow the

same pattern. Hence, the ability of dollarisation to isolate a country from capital reversals

should not be overplayed.

Dollarisation eliminates only currency risk and the risk of balance of payments crises, does not

necessarily reduce default risk and does not remove the risk of capital reversals and financial

crises.

                                                          
16 This conclusion strictly holds in the period immediately after the introduction of the foreign or common
currency.
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The effect of dollarisation on default risk is unpredictable. According to its supporters,

dollarisation could trigger a virtuous circle. Dollarisation should accelerate the pace of fiscal

and labour market reforms, and should reduce the need for financial sector reforms by

eliminating currency mismatches. These reforms, in turn, would make dollarisation sustainable

in the long term and would lower default risk. A lower default risk would reduce interest rates,

which, in turn, would enhance the sustainability of public finances.  Nevertheless, the empirical

evidence on European countries suggests that removing an independent monetary policy will

not necessarily expedite labour market reforms17. If these reforms do not take place, the

scenario could be catastrophic. The lack of labour market flexibility would reduce the

competitiveness of the economy, exports and GDP growth would falter, and foreign capitals

would withdraw from the country provoking a recession. The monetary and fiscal authorities of

a dollarised economy could not resort to devaluation or monetary expansion in order to boost

the economy. They could always make use of expansionary fiscal policies, but if the public

debt ran out of control the most likely result would be default.

In summary, dollarisation implies a stronger political commitment to reform labour market

and fiscal balance, a commitment with more binding constraints and, at the same time, more

expected benefits. If reforms fail, then expected costs are probably larger compared with

alternative exchange rate arrangements.

In conclusion, the decision to adopt a corner solution such as a currency board or dollarisation

relies on some specific characteristics of the economy. Frankel (1999) suggests a new set of

criteria, which has to be considered besides the set of traditional optimum currency area

criteria. These criteria are:

•  the desire to foster economic integration with a particular trading partner;

•  a need to import monetary stability because of a poor track record of the monetary
authorities in controlling  inflation;

•  the presence of unofficial partial dollarisation;

•  a sound well-supervised financial system;

•  an adequate level of foreign currency reserves.

                                                          
17 See Eichengreen (2000) for a survey.
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In addition to the criteria suggested by Frankel (1999), dollarisation imposes a careful

evaluation of these two aspects:

•  an estimate of the seigniorage, which is foregone once that a country abandons its currency;

•  an analysis of the potential reduction in interest rates stemming from the elimination of the
currency risk.

Finally, it is important to remember that a strong political support for macroeconomic policies

and structural reforms is a necessary condition for the success of currency board and

dollarisation. The political support is imperative in the case of dollarisation, when - by

abandoning the domestic currency - a country surrenders a symbol of national sovereignty.

4. Financial integration, corner solutions and the case for adopting the euro as legal

tender in Central and Eastern European countries

The 1999 Brazilian crisis and its contagious effect on Argentina sparked off the debate on

official dollarisation in Latin American countries, but the proposal quickly crossed over to the

other side of the Atlantic and arrived in Europe. Some economists thought that the unilateral

adoption of a foreign currency – the euro - as legal tender could be a good idea for Eastern

European countries in order to avoid the danger of currency crises18. Successful transition

countries tend to attract speculative capital inflows, which trigger real exchange appreciation

that impairs competitiveness. Massive short-term capital inflows, for example, destabilised the

Czech economy in mid-nineties, contributing to the collapse of the koruna fixed peg with the

German mark in May 199719. A unilateral adoption of the euro as legal tender – which from

now on will be simply labelled as euroisation – would get rid of the problem of nominal

exchange rate volatility and would lower interest rates.

Is euroisation for Central and Eastern European Countries (CEECs) the best option?

In the second part of this paper I will try to give an answer to this question. The theoretical

framework and the criteria to choice the optimal exchange rate arrangement, which have been

set up in the previous sections, will be applied to five countries. The sample of five Central and

                                                          
18 Rostowski (“Adopting the euro” Financial Times, 9 August 1999) has originally proposed an early adoption of
the euro for the most advanced Central and Eastern European countries; while Gros (1999) has extended this
proposal to South-East Europe.
19 See Begg (1998) for an account of the 1997 Czech exchange rate crisis.
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Eastern European Countries (CEEC-5) consists of the three front-runners - Czech Republic,

Hungary and Poland - a runner-up – Bulgaria – and a laggard – Romania - in the accession to

the European Union (EU) and Economic Monetary Union (EMU).

Before starting the analysis of the classical and new optimum currency area criteria, it is

necessary to discuss two issues. First, the case for euroisation relies on the superiority of

corner solutions in deeply integrated international financial markets. I maintain that this

deduction is not completely appropriate for CEECs and there is scope for intermediate

exchange rate arrangements. Secondly, an early adoption of the euro has to be assessed in the

political framework of accession to the EU and EMU, and within the institutional constraints

set by the Maastrich Treaty.

4.1 Viability of intermediate options for CEECs

In February 2001, another International Monetary Fund (IMF) supported exchange rate regime

collapsed. The crawling peg regime of the Turkish lira came under attack and, after the central

bank allowed it to float freely, the currency devalued by 28%. The Turkish crisis will give new

ammunitions to the supporters of exchange rate corner solutions for emerging markets.

Actually, the IMF had already showed a very lukewarm and fading support for fixed pegs and

exchange rate targets. Recently, Horst Köhler, the Managing Director of the IMF, has stated:

“On balance, we have a responsibility to advise our members that while such regimes can

succeed, the requirements for a country to maintain a pegged or heavily managed exchange

rate are daunting – especially when the country is engaged with international capital markets.”

- Köhler (2001, para. 9)

Then, in the same occasion, he has pointed out the superiority in terms of greater credibility of

hard pegs, such as currency boards, with respect to other “softer” regimes, circumscribing the

feasibility of the former to particular cases. Finally, he has praised the merits of floating rates.

“On balance, a floating rate system is more forgiving of policy errors, and therefore a

somewhat safer solution for most countries (…) Still, the absence of an exchange rate target

provides an important, extra degree of freedom for domestic policy management and dealing

with external shocks.” - Ibid. (para. 10)
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“For a wide range of countries, a floating exchange rate regime will be the best option.” – Ibid.

(para. 12)

The official position of the IMF is that “no single exchange rate regime is appropriate for all

members in all circumstances” (Köhler, 2001, para. 8). However, the negative experience of

soft pegs in Asia, Russia and Brazil induced a partial retreat of the Fund from the ‘middle

ground’ of exchange rate arrangements and encouraged a cautious public endorsement of the

desirability of corner solutions.

Which portion of the ‘middle ground’ has become untenable?

According to Obstfeld and Rogoff  (1995, p. 74), “there is little, if any, comfortable middle

ground between floating rates and the adoption of a common currency”.

Two fundamental remarks will make this conclusion more reasonable.

First, floating rates should not necessarily be ‘pure’. If a country embracing full financial

integration has to sacrifice exchange rate stability or monetary independence, then… “there is

nothing in existing theory, for example, that prevents a country from pursuing a managed float

in which half of every fluctuation in demand for its currency is accommodate by intervention

and half is allowed to be reflected in the exchange rate.” (Frankel, 1999, p. 7).

Secondly, the Obstfeld-Rogoff corner solutions theory holds in the long-term and for countries

that have completely liberalised their capital account transactions. The recent experience of the

European Exchange Rate Mechanism (ERM-II) showed that a ‘credible’ target-zone approach

– as a medium-term strategy towards a monetary union – can effectively work and can

eliminate speculative capital movements without administrative controls. Moreover, a wider

range of intermediate exchange rate arrangements is consistent with the use of capital controls.

The positive performance of some emerging market economies, such as Chile, Israel and

Poland, has demonstrated the viability of intermediate regimes. During the nineties, these

countries have used basket, bands and crawl, along with looser or stricter capital controls20, to

                                                          
20 According to the 1999 IMF Annual Report on Exchange Arrangements and Exchange Restrictions, Israel had
completely liberalised short-term capital transaction, while Chile and Poland had restrictions in all of the
categories covered by the report. Both countries, Chile and Poland, recently lifted some capital controls.
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target the exchange rate and manage a gradual process of disinflation, without incurring major

currency and financial crises21.

Hence, the practicable middle ground is not so narrow as Obstfeld and Rogoff suggest. Fischer

(2001, p.3) provides a more sensible and less compelling formulation of what he calls the

bipolar view: “in essence, the excluded arrangements are fixed, adjustable peg, and narrow

band exchange rate systems”. Many ‘interior solutions’ are still sustainable, and the Turkish

crisis – as well as the Russian one - proves only that there is no room for any kind of rigidity in

managing the exchange rate without political support and economic reforms.

The full range of opportunities that are accessible to CEECs can be examined graphically.

Figure 1 – rearranged from Frankel (1999) - describes the problem of the impossible trinity, i.e.

the inability to have full financial integration, monetary independence and exchange rate

stability at the same time. Every side of the triangle represents an objective of policy-makers

and exerts an attraction in the direction indicated by the arrows. Policy-makers could choose a

corner of the triangle and achieve two goals - the two sides that configure the specific angle –

and give up the third goal – the opposite side. Nothing prevents policy-makers from opting for

intermediate solutions and from choosing a position inside the triangle.

Indeed, the exchange rate arrangements which are currently in place in the CEECs are quite

differentiated and include: managed floats – in Czech Republic, Poland, Romania, Slovak

Republic and Slovenia – fixed pegs – in Latvia – crawling bands – in Hungary – and currency

boards – in Bulgaria, Estonia and Lithuania. The CEECs, which have applied for EU

membership, have no obligation, upon accession, to participate in the ERM-II, but are expected

to join the EMU later on.

Similarly, the extent of capital account liberalisation in Central and Eastern Europe differs

from country to country, where the Baltic States and Czech Republic are at an advanced stage

of liberalisation. The CEECs are expected to liberalise the capital account before entering EU,

but they can keep capital controls upon EU accession. EU and the Maastricht Treaty allow for

                                                          
21 Target zones and crawling bands have been strongly promoted by Williamson (1996 and 2000) as a viable
exchange arrangement for emerging markets.
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transitory periods before removing capital controls and temporary restrictions on capital

movements in case of balance of payments crises22.

The situation of CEEC-5 with regard to monetary policy framework, exchange rate regime and

extent of capital account liberalisation is recapitulate in table 1. Czech Republic is the front-

runner in capital account liberalisation, followed by Hungary and Poland that still have to

liberalise short-term capital flows. During 2000, Bulgaria has substantially enhanced the

liberalisation of its capital market by introducing a new Foreign Exchange Law and a Law on

Public Offering of Securities. Romania has made some step forwards in capital account

liberalisation, but, for example, there is still a de facto exclusion of foreigners from most issues

of Treasury Bills.

Table 1 provides the essential information to locate the CEEC-5 inside the triangle depicted in

figure 1. There is one caveat. Managed float is considered by the IMF the most flexible

exchange rate arrangement short of an independent floating where the exchange rate is market

determined. It is worth reminding that a substantial manipulation of managed float could de

facto transform a flexible exchange arrangement in a very rigid one.

The final destination of CEECs on the road to accession to the EU is the right-bottom corner of

the triangle represented in Figure 1 - a monetary union with full capital account liberalisation.

If the destination is only one, there is no a unique way to get there.

Table 1. Exchange rate regime, monetary policy and capital controls in the CEEC-5

Bulgaria Czech Republic Hungary Poland Romania
Exchange rate regime 1

Currency board
Managed float
with no pre-
announced path for
exchange rate

Exchange
rate within
crawling
bands

Managed
float with no
pre-
announced
path for
exchange rate

Managed float
with no pre-
announced path for
exchange rate

Monetary policy
framework 1

Exchange rate anchor
(Euro)

Inflation targeting Exchange
rate anchor
(Euro)

Inflation
targeting

Fund-supported or
other monetary
program

Capital account
liberalisation index 2

As of 31 December
1997

As of 31 December
1997

As of 31
December
1997

As of 31
December
1997

As of 31 December
1997

                                                          
22 See Temprano-Arroyo and Feldman (1999) for a discussion on pace and sequencing of capital account
liberalisation in candidate countries.
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- Controls on credit
operations

37.5 62.5 75.0 75.0 0.0

 - Controls on portfolio
flows

25.0 70.0 33.3 35.0 0.0

 - Overall index of
liberalisation

35.3 73.7 59.5 55.3 12.5

Controls on 3 As of 30 April 1999 As of 31 January
1999

As of 31
January 1999

As of 31
January 1999

As of 31 January
1999

 - Capital market
securities

YES YES YES YES YES

 - Money market
instruments

YES YES YES YES YES

 - Collective investment
securities

YES YES YES YES YES

 - Derivatives and other
instruments

YES NO YES YES YES

 - Commercial credits YES NO NO YES YES
 - Financial credits YES NO YES YES YES
 - Guarantees and
financial backup facilities

YES NO YES YES YES

 - Direct investments YES YES YES YES YES
 - Liquidation of direct
investments

NO NO NO NO NO

 - Real estate transactions YES YES YES YES YES
 - Personal capital
movements

YES NO YES YES YES

Controls on credit
operations and portfolio
flows.
Major changes since 1998
4

2000. New Foreign
Exchange Law entered
into force. All
transactions involving
residents and non-
residents may be
conducted freely
unless otherwise
stipulated in the Law.
Prior registration with
the BNB remains for a
limited number of
transactions. Import of
national and foreign
exchange cash by
residents and non-
residents liberalised.
Law on Public
Offering of Securities,
granting equal
treatment of resident
and non-residents,
entered into force.
Admission of foreign
securities to the
Bulgarian capital
market.

1998. The
Securities
Commission Act
entered into force,
removing most
restrictions on
controls imposed
by the previous
Securities Law.

1999. Controls on
foreign securities
operations and in
derivatives were
eliminated.

2000. Prior
authorisation for
issuing debt
securities abroad
was eliminated.

1998. Issue of
shares and
bonds with
maturity of
more than
one year,
denominated
in foreign
exchange and
issued by
OECD-based
enterprises,
was
liberalised.

2000. Credits
and loans in
foreign
currency with
a maturity of
more than
one year
granted by
residents to
non-residents,
were
liberalised.

1999 New
foreign
exchange law
entered into
force. The
law
differentiates
between ban
and non-bank
entities.
Banks can
conduct some
short-term
capital
transactions
freely.
Controls on
financial
derivatives
listed on the
Warsaw
Stock
Exchange,
were lifted.

1998. All credit
operations became
a subject of NBR
authorisation,
except bank loans.

1999. NBR
approved a three-
stage liberalisation
programme.  Loans
with maturity over
one year by non-
residents to
residents,
guarantees and
similar operations
by non-residents to
residents, were
liberalised.
There is still a de
facto exclusion of
foreigners from
most issues of T-
bills.

1 As of July 2000, IMF World Economic Outlook 2000.
2 Temprano-Arroyo and Feldman (1999). The index ranges from 0 to 100, where 100 = full liberalisation.
3 IMF Annual Report on Exchange Arrangement and Exchange Restrictions 1999.
4 IMF Annual Report on Exchange Arrangement and Exchange Restrictions 1999 and European Commission
2000 Regular Reports on progress towards accession.
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Figure 1.  The Central and Eastern European Countries and the Impossible Trinity

             Pure float

    Managed float

CZ
  Crawling band

            PO           Crawling peg

     HN      Peg within horizontal band (wider than ± 1percent)

             Fixed peg (narrow margin of at most ± 1 percent)

    RM        Currency board

       BL Dollarisation/Euroisation

Full capital controls Monetary Union

Figure rearranged and extended from Frankel (1999). Exchange rate classification according to IMF Annual Report 2000.

Monetary
independence

Full financial
integration

Exchange rate
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4.2 Euroisation and accession to the EU and EMU

The lure of an early adoption of the euro animated pro-European policy circles in countries

such as Bulgaria, Estonia and Poland. On political ground, euroisation would reinforce the

commitment of candidate countries to join the EU and EMU as soon as possible. Nevertheless,

the exchange rate policy of CEECs is part of a complex negotiation to access to the European

Union and Economic Monetary Union. The decision about the exchange rate regime is one of

the many cards that candidate countries will have to put on the table during the bargaining.

As noted by Nuti (2000), neither enlargement nor unilateral euroisation were being

contemplated when the Maastricht Treaty was being stipulated. Facing a legislative vacuum,

EU authorities (ECOFIN, 2000) put forward a rigid interpretation of the Treaty and envisaged

three distinct stages for the full monetary integration of candidate countries.

1) A pre-accession phase, covering the period up to EU accession, during which there are no

restrictions on the choice of an exchange regime.

2) An accession phase, covering the period from EU accession up to the expected entry into

the ERM-II. During this period the exchange rate policy has to be considered as a matter of

common interest (art. 124 of the Maastricht Treaty) and competitive devaluations are not

allowed.

3) The final phase, covering the period up to the adoption of the euro. During this phase the

exchange rate of new Member States will follow the rules of the ERM-II, which provides

for a stable but adjustable central rate to the euro within horizontal bands of +/- 15%

around the central rate. Free floats, managed floats without a mutually agreed central

parity, crawling pegs, and pegs against currencies other than euro are not compatible with

the ERM-II, while the compatibility of currency boards with the ERM-II is not excluded.

After having satisfied the Maastricht criteria – which entail at least two years of exchange

rate stability - the new Member States can adopt the euro.

Within this institutional framework, the prospect of a unilateral euroisation before EU

accession has received a negative reception.



22

(…) it should be made clear that any unilateral adoption of the single currency by means of

“euroisation” would run counter to the underlying economic reasoning of EMU in the Treaty,

which foresees the eventual adoption of the euro as the endpoint of a structured convergence

process within a multilateral framework. Therefore, unilateral “euroisation” would not be a

way to circumvent the stages foreseen by the treaty for the adoption of the euro. – ECOFIN

(2000, para. 9)

Why this firm and resolute rejection of euroisation by EU policy-makers? I will attempt two

possible explanations.

First, the document of the ECOFIN Council reaffirms the German position on the adoption of

the single currency. This position is known in the literature on European monetary unification

as the ‘coronation theory’, where the adoption of the euro is considered as the final reward

after a lengthy process of structural and nominal convergence. Behind the rhetoric of the

economic convergence there are the concerns of German authorities about the credibility of the

euro.

Second, euroisation could be politically uncomfortable for the European Union. A country that

unilaterally adopts the euro is not obliged to agree with EU counterparts on a specific

exchange rate. Even if the exchange rate were chosen in a mutual agreement, the candidate

country would have greater bargaining power on this particular matter.

From an economic point of view, the three-phase EU strategy provides the advantage of a more

gradual and flexible approach to full EMU membership.

During the nineties, capital inflows and faster productivity growth in traded goods sector

relative to non-traded sectors brought about real exchange rate appreciation in transition

countries. This trend should continue as long as CEECs complete the process of real

convergence with the EU. The EU strategy allows for nominal revaluation of the exchange

rate, which would make it easier to bring down inflation in CEECs at EU level. On the

contrary, countries with an euro-based currency board, or euroised countries, could obtain real

revaluation only through higher inflation rates with respect to the euro area, delaying a

prospective full EMU membership, which requires the convergence of inflation rates. For this
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reason Masson (1999, p.22) suggests that “in practice, a hybrid system with some weight given

to both inflation and the exchange rate may emerge”.

Once that a new Member State enters the third phase of the EU strategy, the scope for

flexibility should be limited to the 15% fluctuations bands around the chosen central rates.

Even these large bands could be prone to speculative attacks, which will force re-alignments

and will put off the adoption of the euro. Nevertheless, the ERM-II provides greater credibility

to the peg, since the new Member States’ currency could benefit from the foreign exchange

interventions of the European Central Bank.

 On the other hand, euroisation, by removing any possibility of currency speculation, will

eliminate one of the sources of volatility in capital flows.

If the candidate countries’ accession to the EU were to be delayed, the possibility of a currency

crisis would increase. The threat and the possible negative consequences would be greater for

countries adopting rigid exchange regimes such as a currency board. In this case, euroisation

would represent the only viable solution to save the results of macroeconomic reforms, which

have arduously been achieved.

5. Classical optimum currency area criteria and the CEEC-5

This section presents an analysis of selected optimum currency area criteria in the CEEC-5.

According to the theory, small open economies are more likely to benefit from a fixed

exchange rate, since nominal costs and domestic prices are linked to the exchange rate and it is

more difficult to trigger real exchange rate depreciation via nominal devaluation.

Table 2 reports the size indicators. Poland is the only medium size economy with a population

of almost forty millions persons (10% of EU population) and a total GDP at current prices

which is almost 2 percent of EU GDP. In the other four countries, the share of GDP relative to

the EU is very small and ranges from 0.15% in Bulgaria to 0.62% in Czech Republic. The size

of the CEEC-5 economies is larger when GDP is measured on Purchasing Power Parity (PPP)

basis. In any case, the size of CEEC-5 economies does not allow them to influence prices in the

world market.
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Table 2. CEEC-5 size indicators, 1999

Bulgaria Czech Rep. Hungary Poland Romania EU

Per capita GDP on PPP basis   (as % of
EU)

22 59 50 37 27 100

GDP at current prices and exchange rates
(as % of EU) 0.15 0.62 0.57 1.83 0.40 100

GDP on PPP basis  (as % of EU) 0.49 1.61 1.34 3.78 1.60 100

Population  (in millions) 8.2 10.3 10.0 38.6 22.5 376.5

      -  (as % of EU) 2.2 2.7 2.7 10.3 6.0 100

Source: Eurostat - Statistics in Focus, various issues.

Table 3 shows the openness indicators. Czech Republic and Hungary are two very open

economies; their foreign trade share on GDP (measured at market exchange rate) is larger than

one (129% and 138% respectively) and greater than the EU average. The Bulgarian economy is

also greatly open to foreign trade, while Romania and Poland are more closed relatively to EU

and other candidate countries.

The share of foreign trade on GDP diminishes in all CEEC-5 once it is measured on PPP basis.

The other remarkable differences are that Romania appears closer to foreign trade than Poland

and that the degree of openness of CEEC-5 becomes smaller than the EU average.

As regards the direction of trade, the European Union is the major trading partner of CEEC-5.

The share of exports to EU is in all five countries larger than 50%, with Hungary exporting

three-quarters of total exports towards the EU.

The share of imports from EU on total imports is significant in all five countries. In 1999, the

European Union accounted for around 60-65% of total imports in all countries apart from

Bulgaria that had a smaller share of imports from EU (50% of total imports).
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Table 3. CEEC-5 openness indicators, 1999

Bulgaria Czech
Rep.

Hungary Poland Romania EU1

Export + Imports at market exchange
rates  (as % of GDP) 87.7 128.6 137.6 48.9 62.1 74.5

Export + Imports on PPP basis (as % of
GDP)

26.2 49.7 58.8 22.0 16.3 80.6

Imports from EU (as % of total) 48.6 64.5 2 64.4 65.0 3 60.5 -

Exports to EU (as % of total) 52.5 69.2 2 76.2 70.5 3 65.5 -

Sources: IMF World Economic Outlook 2000, Eurostat Statistics in Focus – various issues
1 EU-15 unweighted average.  2 preliminary IMF.  3 GUS – Central Statistical Office of Poland

From all accounts, Czech Republic, Hungary and Bulgaria pass the first test of the optimum

currency area theory. They are small open economies trading mainly with the European Union

and would benefit from a link to the euro. It seems that there is further scope for opening to

foreign trade in Romania. Poland trades mainly with the EU and a link with the euro is

definitely rational, but it has a larger economic size and a relatively closer economy. This

means that, in Poland, independent monetary and exchange rate policies could have transitory

effects on the relative price of traded and non-traded goods.

The degree of prices and wages flexibility is one of the fundamental criteria of the optimum

currency area theory. The lack of currency flexibility means that the burden of adjustment to

exogenous shock falls on real wages. If real wages are rigid this burden falls on employment.

Unfortunately, there is scarce empirical evidence on the persistence of nominal rigidities in

CEECs. In order to circumvent this problem, Table 4 displays the survey results on labour

market flexibility of the 1999 Global Competitiveness Report. This report covered four of the

CEEC-5, Romania was not included in the study.

The results confirm the widespread opinion of flexible labour markets in Czech Republic and

Hungary and of a rigid labour market in Poland. Czech Republic and Hungary achieved an

average score of labour flexibility that is slightly inferior to the top score of United States.

Poland ranked below Bulgaria and obtained a score similar to Germany, which is generally

regarded as a rigid labour market. High rates of days lost for labour disputes and a high

unemployment rate corroborate the hypothesis of a rigid labour market in Poland.
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Table 4. Labour market flexibility in selected CEECs, Germany and US

Bulgaria Czech Rep. Hungary Poland Germany US

Survey results*

      - Minimum wage regulations 4.91 5.39 5.37 5.04 3.82 5.05

      - Hiring and firing practices 4.55 3.87 5.40 3.93 2.49 4.95

      - Labour regulations 3.54 4.30 4.20 3.43 3.16 4.95

      - Unemployment insurance 4.47 3.73 4.20 3.96 2.59 4.92

      - Social welfare system 3.57 3.74 4.15 3.65 2.64 4.77

      - Strikes 5.04 5.86 5.29 3.29 5.64 5.12

   Average score 4.35 4.48 4.77 3.88 3.39 4.96

Labour tax wedge

(Cost to firm as a % of workers’ take home
pay)

179 225 340 180 270 157

Rates of days not worked (per 1000 workers)
1996 1

n/a 5.4 0.9 8 0.6 0.02

 - 1997 1 n/a n/a 0.8 3 0.0 0.01

Unemployment rate (% of labour force, e.p.)2 16.0 9.4 9.6 13.0 9.1 4.2

*Scores in the questionnaire range from 1 to 7. A higher score indicates greater labour market flexibility or
smaller costs for firms. Source: Global Competitiveness Report 1999, World Economic Forum, Geneva,
Switzerland.
1 ILO Yearbook of Labour Statistics 1999, International labour Office, Geneva.
2 United Nations – Economic Commission for Europe.

Finally, a country that pegs the exchange rate, or joins a monetary union, loses the ability to

use the monetary policy to smooth the economic cycle. If the degree of synchronisation of

business cycles among the countries that form the currency area is high, the cost of losing

monetary independence will be smaller.

Several economists wondered whether the business cycles in the EU and the CEECs were

converging during the nineties. The study of Boone and Maurel (1998) uses the unemployment

rate as indicator of real convergence in a sample including Czech Republic, Hungary, Poland

and Romania, and finds positive correlation coefficients of unemployment rates between these

countries, Germany and the EU. In order to measure the symmetry of business cycles, Boone

and Maurel (1998) look at variations of unemployment rates finding again positive correlation

coefficients - contemporaneous and lagged - of unemployment between these countries and

Germany. These coefficients are higher than the correlation coefficients of EU and France with
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Germany. Apart from Romania, the remaining countries show a smaller – though always

positive - correlation with the EU. Finally, the same authors show that the correlation of

industrial production business cycles in the CEEC-5 (i.e. including Bulgaria) with Germany is

always positive and higher than the correlation of the EU with Germany. CEEC-5 correlation

coefficients with Germany range from 0.427 in Hungary to 0.699 in Czech republic, compared

with a coefficient equal to 0.402 between EU and Germany. The correlation of industrial

production business cycles drops when EU is the term of reference, but correlation coefficients

remain always positive. In addition, Boone and Maurel (1999) that unemployment detrended

cycles in four CEECs (Czech Republic, Hungary, Poland and Slovak Republic) are largely

explained by German shocks and, to a lesser extent, by European shocks.

Fidrmuc and Schardax (2000) find results which are similar to Boone and Maurel (1998) for

the correlation of business cycles - measured as the correlation of detrended industrial

production - of Hungary and Poland with Germany, but they find a weaker correlation of

business cycles between Czech Republic and Germany.

In general, the results of these studies are sensitive to the selection of the indicator of

convergence and are negatively affected by a short observation period. Considering that these

countries could join the European Union in few years, it is logical to expect a greater trade

integration of CEECs with the EU, which should positively influence the synchronisation of

business cycles23.

Summing up. This preliminary analysis indicates that four out of the CEEC-5 satisfy the

essential optimum currency area criteria. Bulgaria, Czech Republic, Hungary and Romania are

small open economies and, hence, fulfil the first basic criteria of the OCA theory. There is

evidence of flexible labour markets in Bulgaria, Czech Republic and Hungary, and evidence of

a significant correlation of business cycles between the CEEC-5 and Germany, and – to a lesser

extent – between the CEEC-5 and the EU.

The application of the classical OCA approach raises some doubt on Poland. On the one hand,

EU is the main trading partner of Poland and the German economic cycle substantially

influences the Polish business cycle. On the other hand, Poland has a medium size economy,

which is relatively more closed to foreign trade than the other CEECs. Moreover, it does not
                                                          
23 See the discussion in section 1 on the endogeneity of the optimum currency area criteria.
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seem that Poland has a very flexible labour market. Therefore, according to the traditional

OCA criteria, the adoption of the euro in Poland could involve some real costs.

6. Initial requirements for euroisation in the CEEC-5

The decision to adopt a corner solution, such as a currency board or euroisation, does not rest

uniquely on the traditional optimum currency area criteria. As shown in section 3.1, this choice

depends also on particular initial conditions of the economy. To what extent do the CEEC-5

fulfil these initial requirements?

The first condition for euroisation is the desire to promote economic integration with the

countries of the euro area. Obviously, the CEEC-5, as well as all the other candidate countries

to accession to the EU, satisfy this requirement.

A second condition that facilitates the adoption of a foreign currency as legal tender, or the

introduction of a currency board, is the need to import monetary stability. In countries with a

history of high inflation, where governments misused monetary policy to finance budget

deficits, it will be easier to find the necessary political consensus to relinquish monetary

sovereignty. In Bulgaria, the 1996 financial crisis and the following high inflation paved the

way for the adoption of the currency board in mid-1997 and the consequent restoration of

monetary stability.

Apart from Romania, high inflation is not currently a major problem in the CEEC-5 (see Table

5). Since 1998, Bulgaria, Czech Republic, Hungary and Poland have consistently avoided

dramatic upsurges in inflation and have achieved one-digit inflation rates. At present, a case for

euroisation based on the desire to re-establish monetary stability is not appropriate for these

four countries, while it could have some appeal in Romania where policy and monetary

authorities are struggling to contain inflation.

Table 5.  Inflation (end-year), 1992 – 2000
1992 1993 1994 1995 1996 1997 1998 19991 20002

Bulgaria 79.2 63.9 121.9 32.9 310.8 578.6 0.9 6.2 5.0
Czech Republic 12.7 18.2 9.7 7.9 8.6 10.0 6.8 2.5 4.1
Hungary 21.6 21.1 21.2 28.3 19.8 18.4 10.3 11.2 9.2
Poland - 37.6 29.5 21.6 18.5 13.2 8.6 9.8 8.2
Romania 199.2 295.5 61.7 27.8 56.9 151.4 40.6 54.8 40.0

Source: EBRD Transition Report 2000; 1 Estimate; 2 Projection



29

The existence of partial unofficial euroisation is the third condition for official euroisation. A

significant share of foreign-currency-denominated assets and liabilities in the economy

severely limits the effectiveness of independent monetary and exchange rate policies and

strengthens the case for euroisation. Table 6 displays the ratio of foreign-currency-denominated

deposits (FCD) to broad money (M2) in the CEEC-5. This share provides a rough measure of

the degree of asset substitution and, to some extent, unofficial dollarisation/euroisation24. Often

banks have to match the currency denomination of their assets and liabilities in order to avoid

currency risks. If the latter assumption is appropriate, then the ratio of foreign currency

deposits to broad money could also be a proxy of the amount of foreign currency denominated

bank loans, and a measure of the phenomenon that Calvo (2000) defines liability dollarisation.

In 1999, the degree of unofficial dollarisation/euroisation was significantly high in Bulgaria

and Romania, where the share of FCD on broad money was around forty percent. In the other

three countries, the FCD/M2 ratio ranged from eleven percent - in Czech Republic and Poland

– to sixteen percent - in Hungary. It is worth noting that during the 1997-1999 period, these

ratios declined in Bulgaria, Hungary and Poland. Instead, during the same period, the FCD/M2

ratio rose in Romania probably because of the fading confidence of residents in the ability of

the domestic currency to maintain its real value. Similarly, in 1997, the FCD/M2 ratio soared in

the Czech Republic as a result of the currency crisis.

Without information on the currency composition of deposits and loans, it is not possible to

distinguish unofficial euroisation from unofficial dollarisation. Nuti (2000) notes that some

CEECs have raised a large part of their external debt in US dollars and for such countries a peg

to the euro could be unsuitable, since the swings of the euro-dollar exchange rate would raise

the variability of foreign debt service in real terms.  A significant re-denomination of external

debt would eliminate this problem. Table 7 shows that, since 1997, Bulgaria has started a

process of re-denomination of medium and long-term external debt, increasing the share of

euro-area currencies on the denomination of the external debt. The opposite happened in

                                                          
24 Asset substitution - the use of foreign-currency-denominated assets as store of value by residents - can be
distinguished from currency substitution - the use of foreign-currency-denominated assets for transactions.
Foreign cash and deposits can be used for both functions, however, given the lower degree of liquidity of deposits
with respect to cash, it is reasonable to correlate foreign currency deposits with the function of store of value and
the degree of asset substitution in the economy. The absolute extent of unofficial dollarisation/euroisation is
measured by the sum of foreign currency deposits and foreign currency in circulation. Unfortunately, it is difficult
to find data on the amount of foreign currency in circulation outside banks.
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Romania, where the share of dollar-denominated external debt increased relatively to the share

of euro-area-currencies-denominated debt.

Table 6.  Foreign currency deposits, percentage ratio to broad money (M2) 1995 – 1999

1995 1996 1997 1998 1999

Bulgaria 27.8 53.1 47.4 41.8 41.6

Czech Republic 5.6 6.1 11.8 11.7 11.9

Hungary - - 21.5 18.4 16.6

Poland 20.4 17.1 17.5 15.2 11.5

Romania 22.8 23.4 28.4 32.6 37.6

Source: IMF – own calculations

Table 7. Currency composition of medium- and long-term external debt in Bulgaria and
Romania
(In percent; end of
period)

Bulgaria Romania

1997 1998 1999 1997 1998 1999

US $ 71.6 70.4 65.5 51.4 52.7 58.7

ECU+DM+FF 9.5 11.5 14.3 28.5 23.9 26.3

SDRs 10.8 10.8 13.8 6.0 5.8 5.4

Other currencies 8.1 7.3 6.4 14.1 17.6 9.6

Total 100 100 100 100 100 100

Source: IMF Country Report: Bulgaria 2000 and Romania 2001

A sound banking and financial system is a pre-condition for euroisation, as lender of last

resort functions of the central bank disappear along with the domestic currency. Table 8

displays a set of indicators in order to outline the basic characteristics of the banking and

financial sector of the CEEC-5.

Hungary is the country that leads the process of reform and privatisation of the banking system.

According to the 1999 reform indices of the European Bank for Reconstruction and

Development, Hungary is the only country that presents well-functioning banking competition

and effective prudential supervision. As of 1999, Hungary had almost completed the process of

privatisation of the banking system, while Romania and Bulgaria still had around a half of total

banking assets controlled by state owned banks.
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An important element of the structural reform of the banking system in CEECs is the role of

foreign banks. It is often argued that the entry of foreign banks in emerging markets should

contribute to the efficiency and the stability of the financial system and, therefore, could

compensate for the absence of a lender of last resort in case of dollarisation or euroisation25.

IMF (2000) surveyed the recent empirical literature on the effects of foreign bank entry in

emerging markets and concluded that foreign banks tend to instil competitive pressure in the

domestic banking system, improving the efficiency of the sector. Nonetheless, the effects of

such entry on banking system stability are unclear. Namely, the likelihood that head offices

will intervene in case of crisis to inject additional capital in their local subsidiaries seems to

increase when foreign banks are committed to reinforce their medium-term position in

emerging markets26.

Table 8 shows that foreign investors took over large market shares of the banking sector in

Czech Republic, Hungary and Poland. During 1999, the number of foreign banks operating in

these countries, as a share of the total number of banks, ranged from 40% in the Czech

Republic to almost 70% in Hungary.  In the same year, the asset share of foreign controlled

banks - when foreigners own more than 40% of bank’s total equity – on total assets was 80% in

Hungary, and around 50% in Czech Republic and Poland. Hence, foreign banks hold a strong

market position in the banking system of the three front-runner countries, and could represent a

source of stability in times of financial stress.

One of the main indicators of healthiness of the banking sector is the ratio of bad loans to total

loans. In 1999, asset quality ratios of the banking sector were still extremely poor in four out of

five countries of the sample, due to recent and past severe banking crises. In 1999, these ratios

were well above ten percent in Bulgaria and Poland and above thirty percent in Czech Republic

and Romania. A complete assessment of the soundness of the banking and financial system in

the CEEC-5 deserves a thorough analysis, which is beyond the scope of this paper.

Nevertheless, it seems that, apart from Hungary, these countries do not satisfy the requirement

of a sound financial system and, therefore, should strengthen financial sector supervision and

prudential controls before a possible unilateral adoption of the euro.

                                                          
25 See for instance Fischer (2001, p.16).
26 “Market participants suggest foreign banks will likely examine whether or not to inject capital on a case-by-case
basis, trading off future value (including reputational effects) against cost. Minority shareholders are viewed as
less likely to make capital injection during periods of financial stress.” – IMF (2000, p.170).
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Table 8.  Banking and financial sector, 1999

Bulgaria Czech Rep. Hungary Poland Romania
EBRD index of banking sector reform 3 2.7 3.3 4.0 3.3 2.7
EBRD index of reform of non-banking financial
institutions 3

2.0 3.0 3.3 3.3 2.0

Asset share of state owned banks (% of total
assets)

66.02 23.2 9.1 25.0 50.3

Number of banks (of which foreign owned) 7/282 17/42 27/39 39/77 19/34
Number of foreign banks (% of total number of
banks)

25.0 40.5 69.2 50.6 55.9

Asset share of foreign controlled banks (% of
total assets)
 - when foreigners own more than 50% of total
equity

- 49.3 56.6 52.8 -

 - when foreigners own more than 40% of total
equity

- 50.7 80.4 52.8 -

Bad loans on total loans (%) 15.61 31.4 2.8 14.5 36.6
EBRD index of reform of non-banking financial
institutions 3

2.0 3.0 3.3 3.3 2.0

Stock market capitalisation (% of GDP) 6.0 23.1 35.7 20.0 3.1

Sources: EBRD Transition Report 2000 and IMF (2000).   1 From the IMF;   2 1997  3 Index ranges from 1 (little
progress) to 4.3 (standards and performance norms of advanced industrial economies)

Finally, an adequate level of foreign exchange reserves is necessary to buy up the domestic

monetary base. Bulgaria, Poland and Hungary, where the level of international reserves

(excluding gold) is twice or more than twice the monetary base (M0), largely satisfy this

requirement. Romania too has sufficient foreign exchange reserves to cover reserve money. In

the Czech Republic the ratio of foreign reserves to M0 is almost equal to one. This level of

foreign exchange reserves could not be sufficient to replace the monetary base, since part of the

outstanding domestic bills and bonds could be converted in cash and exchanged for the foreign

currency. It would be always possible to borrow the required backing, but Berg and

Borensztein (2000b) observe that the resulting increase in external public debt might bring

about higher risk premia and a higher risk of debt crisis in the future.

Table 9. Reserve/M0 ratio

Bulgaria Czech Rep. Hungary Poland Romania

International reserves minus gold/reserve
money

2.53 0.98 2.07 2.00 1.58

Oct-00 Oct-00 July-00 July-00 Oct-00

Source: IMF International Financial Statistics – own calculations
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In conclusion, the CEEC-5 partly fulfil the initial requirements for euroisation. According to

these criteria, Romania might be the best candidate for euroisation, since it is the only country

of the sample that seems far from achieving monetary stability. Nevertheless, Romania, as well

as Bulgaria, Czech Republic and Poland, should clean up the balance sheets of the banking

system and, before euroisation, should improve prudential supervision to avoid the recurrence

of a banking crisis without the safety net of a central bank. Finally, euroisation in the Czech

Republic could be difficult, since the level of foreign reserves in this country could turn out to

be inadequate to replace the domestic currency.

7. Specific costs and benefits of euroisation in the CEEC-5

After having examined the optimum currency area criteria and the initial conditions for

euroisation, this section will provide an evaluation of the specific costs and benefits of

euroisation in the CEEC-5. Namely, menu costs, costs of the loss of seigniorage, benefits from

the elimination of transactions costs and reduction in risk premia.

7.1 Costs of euroisation in the CEEC-5

The switch from the domestic currency to the euro involves some menu costs to change

computing systems, vending machines, contracts, prices etc.. The European Commission (EC

Commission, 1990) estimated the one-time cost of conversion for the countries adopting the

euro at about one percent of EU GDP. The figure for the CEEC-5 should not be significantly

different and, in any case, these countries should, sooner or later, incur in these costs if they

wish to join EMU.

The main cost for countries that unilaterally adopt the euro is the loss of seigniorage. There are

three definitions of seigniorage which have usually been used in the literature27:

(1) the real revenues a government obtains by printing money, measured as the rate of

monetary growth multiplied by the real value of cash balance;

(2) the inflation tax, measured as the inflation rate multiplied by the real value of cash balance;

                                                          
27 See Drazen (1985).
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(3) the opportunity cost of holding money, measured as the nominal interest rate multiplied by

the real value of cash balance.

As Drazen (1985) shows, these three definitions are related, and the first definition

encompasses the other two. The first definition of seigniorage is not only the most general

concept, but is also a useful operational concept, since it allows straightforward cross-country

comparisons28. In this section I will adopt the definition (1) in order to evaluate the costs of the

loss of seigniorage in the CEEC-5. However, it should be borne in mind that this definition

implies an overvaluation of the revenue accruing to the government. Firstly, costs of money

production and the operational costs of the central bank should be deducted from the total

seigniorage revenue29. Secondly, definition (1) assumes that there are no remunerated reserve

requirements. If mandatory reserves are remunerated, then the interest payments on required

reserves should be subtracted from the total revenue.

A country giving up its own currency faces two distinct costs related to the loss of seigniorage:

a) a flow cost (Sf) - measured as the ratio of the annual change in high-powered money (ΔMt)

to GDP - that represents the annual loss of seigniorage according to definition (1):

Sf = ΔMt /GDPt = (ΔMt /Mt)*(Mt/GDPt)

b) a one-time cost (S0) of acquiring the initial stock of currency in circulation in exchange for

the newly adopted foreign currency. This cost can be measured as the stock of monetary

base at time t (Mt) as a ratio of GDP in the same period:

S0 =Mt / GDPt

Table 10 shows the calculations of these seigniorage costs for the CEEC-5.

The annual flows of seigniorage - as a proportion of GDP - give an indication of the revenue

which every year would be lost by giving up the domestic currency. During the period 1994-

1999, average annual flows of (gross) seigniorage were not insignificant, ranging from 1.2% of

GDP in Hungary to 6.4% of GDP in Bulgaria. However, the ongoing process of disinflation

and nominal convergence towards EU standards should decrease seigniorage revenues in the

                                                          
28 See Fischer (1982)
29 For instance, in Germany these costs account for about to 10 percent of seigniorage revenues.
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medium-term. For instance, Bulgaria has dramatically reduced this source of revenue since the

introduction of the currency board in 1997. Gros and Vandille (1995) examined the

implications of price stability and financial integration on the revenue from seigniorage in

countries participating in EMU. Under the assumption of ‘full convergence’, they conclude that

seigniorage considerations should no longer be relevant in discussion about EMU.

Nevertheless, a country that unilaterally adopts the euro faces also the cost of replacing the

domestic currency. In 1999, this one-time cost was prohibitive in the Czech Republic, reaching

the level of 25% of GDP. In the other four countries, this stock ranged from 8.6% of GDP in

Poland to 11.9% in Bulgaria. Hence, the cost of replacing the domestic currency in the CEEC-5

is significantly high and represents one of the main obstacles to unilateral euroisation.

Table 10.  Flow and stock seigniorage costs in the CEEC-5

Flow

ΔMt /GDPt

Stock

Mt/GDPt

1994 1995 1996 1997 1998 1999 Aver. 1994-1999 1999

Bulgaria 6.4 7.5 11.3 10.7 1.0 1.5 6.4 11.9

Czech
Republic

4.8 8.7 0.1 0.0* 4.3 2.0 3.3 25.1

Hungary -0.2 1.9 -0.9 2.3 1.7 2.3 1.2 11.2

Poland 1.6 2.9 1.5 2.5 1.4 -0.1 1.6 8.6

Romania 3.6 3.0 2.8 4.9 1.2 4.6 3.3 9.5

Source: IMF International Financial Statistics – own calculations  *Since 1997 data are based on a new improved
system of account.

7.2 Benefits from euroisation in the CEEC-5

A straightforward outcome of euroisation is the elimination of foreign exchange transaction

costs. These costs are usually divided in two categories: financial costs – bid-ask spread,

commission fees and general administrative costs – and ‘in-house’ costs – resources tied up in

administrative departments to manage foreign exchange risk. EC Commission (1990) estimated

the financial costs for the average European country at 0.4% of GDP annually. These costs

increase with the volume of transactions among the countries sharing the same currency, and

could be lower for the average Central and Eastern European country. For instance, Wojcik

(2000) estimated that Poland could produce saving equal to 0.1% of GDP every year by

eliminating transaction costs.
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The main advantage that is expected from euroisation is the elimination of currency risk,

which should bring about lower risk premia and lower interest rates. In section 3.2 I stressed

that euroisation would eliminate currency risk and risk of balance of payments crises, without

necessarily reducing default risk and without removing the risk of capital reversals. Therefore,

in order to evaluate the potential reduction in risk premia, currency risk and default risk cannot

be regarded as two independent elements.

Table 11 and figure 2 show that, until the first half of 2000, yields of long-term government

bonds in Czech Republic and Hungary converged towards the German benchmark. This trend

reversed in the second half of the year. Quite similarly, the spread of long-term Polish

government bonds rose during 2000. In 2000, the spread of Czech long-term bonds over the

German benchmark averaged around 150 basis points and showed a smaller variability with

respect to the two previous years. In the same year, the average spread of 5-year Hungarian

bonds over comparable German bonds was more than twice the Czech spread. Long-term

Polish sovereign credit spreads increased during 2000 and averaged about 900 basis points. On

the contrary, during 2000, Bulgarian spreads on long-term government bonds declined and

evened out around 200 basis points (figure 3).
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Czech Republic, Hungary, Poland 
Spreads of 5-year government bonds

 over comparable German bond
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Figure 2.
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An overview of the indicators of external vulnerability in the CEEC-5 will make this picture

clearer (see table 12). Czech Republic, Hungary and Poland basically share the same credit

rating (investment grade) on their sovereign debt, therefore their bonds should approximately

bear the same default risk. Hence, higher credit spreads on Polish bonds compared with Czech

bonds, and to a lesser extent Hungarian bonds, stem from currency risk. This conclusion is

even more striking when Hungarian and Polish credit spreads are compared with Bulgarian

spreads. Bulgaria is rated as non-investment grade and, in 1999, had the highest external debt

to GDP ratio among the CEEC-5. Nevertheless, during 2000, credit spreads in Bulgaria were

lower than in Hungary and Poland. Evidently, investors deemed that the peg of the lev to the

euro through the currency board was credible, and the currency risk dropped.

On the contrary, Hungary and Poland have more flexible exchange rate arrangements (see table

1) and manifest external weaknesses that could trigger balance of payments and currency

crises. In 1999, Hungary had the lowest ratio of international reserves to short-term debt among

the CEEC-5, which highlights the vulnerability of Hungary to capital reversals. In 1999,

Poland had the largest ratio of current account deficit to GDP and the highest external debt to

exports ratio among the CEEC-5. Hence, the problem of Poland is the sustainability of large

current account deficits in the medium-term.

Which conclusions can be drawn from this analysis of risk premia?

The dramatic fall of credit spreads in Bulgaria shows that the potential gains of a hard peg in

terms of smaller risk premia are not illusory. On this respect, euroisation in Bulgaria could

bring even greater benefits than a currency board, by making the elimination of currency risk

irreversible.

The scope for reductions in risk premia is particularly large in Poland. At the same time, the

problem of Poland is not the financial side of external vulnerability. In 1999, the external debt

as a proportion of GDP was not large, and payments for servicing the debt were relatively low

(table 12). The problem is the inability of Polish exports to keep up with imports growth.

Euroisation will not solve this issue, and a higher country risk could arise as a result of the loss

of exchange rate flexibility.
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Finally, it should be noted that the potential gains stemming from the elimination of currency

risk are smaller in the Czech Republic, where the nominal convergence of long-term interest

rates has already taking place.

Table 11.  Spreads of long-term government bonds over comparable German bonds
(basis points)

Czech Rep.1 Hungary1 Poland1 Bulgaria2 Czech Rep.1 Hungary1 Poland1

Average Standard Deviation

1998 809 1164 - - 163 123 -

1999 365 786 - - 97 89 -

2000 155 405 905 - 40 81 98

Latest
value

152
(07/02/01)

420
(07/02/01)

833
(07/02/01)

216
 (Nov. ‘00)

1 Source: Bloomberg. 5-year benchmark government bonds.
2 Source: IMF/Datastream. Weighted average of newly issued government bonds with maturity over one year.

Table 12. Indicators of external vulnerability, 1999 (unless otherwise indicated)
Bulgaria Czech Rep. Hungary Poland Romania

Current account balance/ GDP (%) -5.4 -2.0 -4.3 -7.5 -3.8

Reserves/GDP (%) 26.3 24.2 22.7 16.5 10.7

Reserves/M2 (%) 88.9 35.6 49.1 38.4 41.8

Reserves/short-term debt (%) 924.9 244.1 162.1 368.0 294.4

External debt/GDP (%) 80.5 42.3 59.9 38.3 27.1

External debt/exports (%) 172.5 67.0 109.1 205.1 93.6

Debt Service/CA revenues excl. transfers (%) 16.9 14.1 18.4 9.8 27.5

Credit ratings (as of December 2000)

 - Moody’s B2 Baa1 Baa1 Baa1 B3

 - Standard and Poor’s B+ A- BBB+ BBB+ B-

Sources: IMF and EBRD Transition Report 2000

In conclusion, the loss of seigniorage and the reduction in risk premia are the two main factors

of the cost-benefit analysis of euroisation. The loss of seigniorage revenues should produce an

annual cost of around 1-2% of CEEC-5 GDP every year. However, this cost should decline in

the medium-term as a result of the nominal convergence towards EU standards. The major cost

of unilateral euroisation is the cost of replacing the monetary base. This cost would be

extremely high for the Czech Republic - where the monetary base was one quarter of the 1999
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GDP - and significantly high in the other four countries - where the monetary base was about

one tenth of 1999 GDP.

Potential benefits from euroisation - stemming from the reduction of risk premia - could

compensate for these costs. Nevertheless, it is extremely difficult to quantify these benefits.

Poland would certainly take advantage of the elimination of currency risk, but could face

capital reversals and a greater default risk in the medium-term, if current account deficits

would not be reduced. Hungary, which is particularly vulnerable to short-term capital outflows,

faces a situation that is partly similar to Poland.

Euroisation does not seem a sensible choice in the Czech Republic, since the cost of replacing

the domestic currency would be particularly high, whereas the scope for lower interest rates is

relatively small. Finally, euroisation in Bulgaria could be a viable alternative to the currency

board, if the credibility of the latter should falter. If, for whatever reason, the credibility of the

peg of the lev to the euro should slip, the currency risk - which is currently low – could soar

and trigger a debt trap as in Argentina. Euroisation would avoid this risk.

8. Conclusion

Euroisation is a risky strategy with more binding constraints and more expected benefits

compared with an alternative exchange rate arrangement. Euroisation necessitates a strong

political commitment to fiscal and labour market reforms in order to work. These reforms will

make euroisation sustainable in the long-term, since the economy could withstand the lack of

exchange rate flexibility and the loss of monetary policy independence without incurring in

large costs. Moreover, a country that gives up the domestic currency eliminates the currency

risk. Provided that the default risk does not increase, the elimination of the currency risk brings

on lower interest rates, which, in turn, foster investment growth and improve the sustainability

of public finances.

If economic reforms were to fail, euroisation could not avoid capital reversals and would not

reduce the cost of borrowing on the international market. Interest rates could soar and the last

life-jacket that would remain to avoid recession would be an increase in fiscal spending. If the

public debt ran out of control the most likely result would be default. If reforms failed, the
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expected costs of euroisation would probably be larger than in alternative exchange rate

regimes.

Is there a case for such a risk strategy in the CEEC-5? The case for euroisation is weak in the

Czech Republic and in Hungary. These two countries do satisfy the optimum currency area

criteria for adopting the euro. Nonetheless, they do not need to import monetary stability, do

not present a high degree of partial unofficial dollarisation/euroisation and should not get very

large gains in terms of reduction in risk premia. Moreover, the cost of replacing the domestic

currency would be high in Hungary and extremely high in the Czech Republic.

The case for euroisation in Poland is rather mixed. The real side of the economy does not seem

ready for the challenges of euroisation. Poland is a medium-size relatively closed economy. In

addition, there is some evidence of rigidities in the labour market. Nevertheless, Poland could

largely benefit from the reduction in currency risk by adopting the euro. If the commitment to

implement labour market reforms and to contain fiscal deficits were strong, euroisation in

Poland could be a success story, otherwise it would be an economic disaster.

In Romania the cost of the loss of seigniorage, the soundness of the banking sector and, above

all, the lack of political support for market-oriented reforms are the main obstacles to

euroisation, which, otherwise, could bring large benefits in terms of monetary stability.

Only in Bulgaria there are all the right conditions for euroisation. So far the currency board

produced the same results which are expected by euroisation. Nonetheless, the currency board

suffers from the same drawbacks of traditional fixed peg arrangements. All the gains could

quickly disappear if the credibility of the peg should falter. Euroisation would represent an

‘insurance’ against shortfalls of credibility, and the cost of the loss of seigniorage would

represent the ‘insurance premium’.
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