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A WARNING TO SERBIAN POLICY-MAKERS:

SAY NO TO EARLY EUROIZATION!!!

1. THE APPEAL OF ADOPTING THE EURO 

Rapid euroization of transition economies seems to be one of the most popular macroeconomic proposals. The appeal of the idea is hardly doubtful, especially at a first glance. Since all these countries experience a significant lag in convergence to Western economies’ incomes and productivity, what they mostly expect from the Euro addoption is listed as follows:

· Elimination of the exchange rate risk 

· Restoring firm monetary and fiscal discipline 

· Elimination of transaction costs related to cross-border payments   

· Gaining policy credibility and transparency, especially towards foreign investors  

The early adoption of the EURO would thus enable a quick and irreversible gain. Still, the question remains – at what cost, if any? 

2. A CAVEAT: ENGOGENOUS INFLATION OR OUTPUT REDUCTION UPON EARLY ADOPTION OF EURO 

To make it clear from the start, adopting the EURO cannot bring the economy any closer to the EMU than it’s fundamentals allow. According to the present EU regulation, even new EU members would have to spend at least two years before they would be allowed to join the European Monetary Union [ECE 2000, ff. 141]. This is practically the way how the E(M)U protects itself from instability

Thus the only way for Serbia to adopt the EU currency would be to opt for unilateral euroization and implement a currency board with no domestic currency in circulation

The question remains then – what is going to happen when a ‘perfectly stable’ currency is imposed in a transitional, e.g. virtually unstable economic environment? Two outcomes are possible, depending on the assumption of perfect market and instanteneous adjustment. [ECE 2000, pp. 57].  

· If the perfect market assumption holds, a rise in productivity (which is not only feasible but is also very welcome), would lead to a rise in wages in tradable sector. The spillover effect on wages in the non-tradables sector will lead to an overall rise in inflation. Since there is no possibility to affect the nominal exchange rate, this would lead to the appreciation of the real exchange rate and a loss of competitiveness.  

· With abandoning the assumption of perfect market some real adjustments will occur. This means that producers will either lower prices or reduce supply in order to restore equilibrium. This might lead to a combination of deflation with output reduction, thus creating redundant labor on the very start of the process of the recovery. 

“There is nothing that policy can do to change or reverse this outcome; policy makers have to accept the implications … of this fundamental economic changes and tune their policies accordingly.” [ECE, 2000 pp. 59]

According to theoretical findings [Halpern, Wyplosz 1997], real appreciation and problems listed above will cease after completing the transition process. And only then will be the right moment to deprive domestic policy-makers of a vital degree of maneuvre which national currency alignment can offer [Szekely, 1997]. 

3. SOME LESSONS FROM THE EXPERIENCE

The solution given in [Gros, 2000] practically advocates introduction of a currency board, preferably with no domestic currency in circulation. 

Both the theory and experiences show that there are limited circumstances in which a ‘permanent’ pegged rate is appropriate [Sachs, 1996]. The first is for very small open economies (i.e. Hong Kong) with a high degree of wage-price flexibility in which nominal magnitudes can readily adjust to exogeneous shocks. The second case is a true monetary union where several countries constitute an optimal currency area. A third case is a country like Argentina [Sachs, 1996], which over the course of decades proves incapable of managing a discretionary monetary system with low inflation and thereby adopts a monetary ‘straitjacket’ in the form of a currency board. This is the case where high costs of such a policy may be outweighted by the benefits of extreme monetary discipline. 

Having in mind that Serbia has an excellent opportunity for a fresh start, there is no grounds for treating Serbia as a third case mentioned above, at least for three reasons. 

· The reason number one is that after the hyperinflation in 1993, Serbia (even being under Milosevic) learned the lesson on the monetary nature of inflation, which truly became a part of common wisdom.   

· The reason number two comes from the experiences of succesful stabilizers, which in most cases began with a pegged rate and then added flexibility to the exchange-rate regime, as in the cases of Chile, Israel, Poland, Hungary and the Chech Republics. 

· The reason number three comes from the inherent disadvantages of the currency board (listed below), which limits its permanent use to the cases listed in the previous paragraph. 

The main disadvantages of currency board can be briefly listed as follows. 

The loss of all benefits coming from fast remonetization, which usually leads to the rise in interest rates and thus reducing export and growth opportunities. In theory, the seigniorage would not necessarily be lost, i.e. it would only be directly transferred to the European Bank. Thus it might even be re-transferred via international institutions. The experiences with ‘dollarization’ under the Bretton Woods scheme show that there was no adequate transfer via international institutions [Sjaarstad,  in Liviatan, Nissan, 1993]. Reckoning that the money supply in Serbia would amount to less then 0.1-1% of the EURO money supply [Gros, 2000, pp9], one wonders: how costly would be an implementation of such a mechanism of seigniorage retransfer, and how could Serbia make anyone in the EU interested in such a venture. 

The loss of comparative advantages  due to a rise in domestic productivity. Since this mechanism was already described in this paper, one might only add that the currency board suggested in Section 3 in [Gross, 2000] would be a key obstacle for creating a sustainable export-led strategy. Thus it virtually undermines the conclusions on benefits which Serbia would enjoy from fast trade liberalization recommended in Section 2 of [Gros, 2000], unless EU granted generous compensations on this grounds. 

The loss of ability to conduct lender-of-last-resort operations. In theory, currency boards do not necessarily limit the credit potential of the commercial banks to a lower level, only if following preconditions are fulfilled: (i) commercial banks are already in good shape  and  (ii) if Central bank credits made a small share of deposit potential of commercial banks [Zivkovic, 1996]. Since neither is the case in Serbia, this would lead to imposing a serious limit to bank rehabilitation process, which also contradicts findings on bank system liberalization [Gross, 2000, %. 9].

A ban to the Central bank to perform counter-cyclical policies, which may result in  undesirable output volatility [Wyplosz, 1999]. Even the experiences of mature economies show the need for implementation of such policies. The experience of Great Britain from 1992 shows that even mature and high income economies might find useful to ‘unpeg” their exchange rates. When forced to choose between raising the interest rates of leaving the EMS, the British  government opted for the latter. As a consequence of a renewed floating, deep depreciation emerged. It boosted exports and helped lift Britain out of the recession. 

Hence This would be a serious obstacle to  recovery and growth. and creating an open and diversified economy and to gradually imposing maximum price and wage flexibility. 

For all these reasons, currency board is widely seen as a temporary arrangement. What is needed then is an exit strategy. One might be a shift to flexibility, and the other one virtually is joining the EMU, the optimal time for which would be after stabilizing the real effective exchange rates. 

4. A RECCOMENDATION FOR SERBIA
The choice of an exchange rate regime is always a matter of trade-off, so there is no such thing as a ‘better’ regime. Fixed regimes favor internal balance at the expense of reserves and creation of trade deficits, while the floating options boost exports and growth at cost of pushing inflation, etc. A succesful exchange rate policy will be judged by the right   timing of the appropriate regime, rather than the universal power of the chosen regime itself. 

It goes without saying that Serbia should implement full current accouont convertibility, as described in Article VIII (Section 2a) of the IMF’s Articles of Agreement. Since capital inflows are another source of pressures towards currency appreciation, Serbian policy-makers should be very cautious on deciding on the extent and timing of removing capital controls [Portes, Vines, 1997].

Since Serbia must opt for an export-led strategy, the policy makers should avoid regimes which might lead to real appreciation. In that respect, two cases should be carefully examined:

· The policy of maintaining nominal exchange rate is likely to provoke permanent and growing currency appreciation. This is not only the case under currency boards, but also under fixed exchange rate regimes. (The case of the Chech Republic was that as of 1995, the dollar wages started to rise rapidly and export growth had slowed, which provoked an exchange-rate crisis in 1997. The succesful way out was to opt for more flexible exchange rate regime). The same has been done in Poland (1996-1997) and Hungary.

· At a fresh start, a pure float option, (obviously) combined with tight monetary policy could also lead to currency overvaluation in the short term.  

· Serbian policy makers should rather opt for a  crawling band.  This option has two key advantages over other options. First, it recognizes the fact that fixed regimes endogenize domestic monetary policy, require large hard currency reserves and  lead to appreciation. On the other hand it proved to be a powerful tool for supporting exports and hard currency inflows [Claasen  1991, Williamson 1994, Sachs, 1996, etc.]

A possible path  of introducing convertibility, crawling band and trade liberalization could be as follows:

1. Legalize the use of the Deutsche Mark as soon as possible, in order to legalize existing operations and draw money back to the legal channels.
 

2. Avoid keeping the existing fixed regime for too long due to possible speculative attacks, problems of sterilization and lack of reserves;

3. Introduce a current-account convertibility as soon as possible;

4. Introduce a crawling band; with real exchange rate being an implicit anchor 

5. Carefully coordinate exchange rate policy with trade liberalization policies
. 

5.
CONCLUSION: AVOID OBSESSION WITH SPEED

One might oppose the ‘honey-moon paradigm’ [Gross, 2000] to the reflections of Janos Kornai: “Transition is not a horse race. The main indicator of success is not who passes the winning post first. Excessive emphasis on speed leads to impatience, aggressiveness and arrogance.” [Kornai, 2000]. 

Still, there is no doubt that the time remains extremely relevant. Serbia cannot afford any sort of stop-and-go options. The trouble is that some ideas which instantly seem very attractive may later prove counterproductive and make more troubles than we could sustain. As this paper tried to point out, in the case of an early adoption of the EURO, the macroeconomic costs would outweight the benefits. Thus the reccomendation of this paper is to opt for the adoption the EURO only after reaching a credible convergence path, in terms of income and productivity with succesful stabilizers (or even with the least developed EU members). 

Otherwise, the spectacularity of having euros in our pockets will be short-lived and could even act as an obstacle to succesful reforms in the real sector. Even if we all hold the same tennis rackets, no one would mistake us for any of ATP players. No to mention the trouble of surviving the training, let alone playing the match.  
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� Due to this authors’ significant lack of knowledge about the cases of Panama and Ecuador, I can only pose a question to Mr. Gross: What are the advantages of examining cases of Panama and Ecuador, rather than cases of Hungary and the Czech Republic, since they the latter also meet the criteria ‘of a similar size and population’ as Serbia. Whatsmore, Mr. Gross himself wrote that “countries in SEE have been recognized to have a European vocation. Which is not the case for North Africa or other LDCs.”





� The lessons from experience of Montenegro, Kosovo and Bosnia and Hercegovina are of no use in case of Serbia. Namely, the experience of Montenegro and Kosovo [Gross, 2000] might be relevant only for themselves, and event that only in the short run, while generous politically-based inflows endure. No reforms have been implemented, no results have been registered and the question remains what shall happen now when Milosevic is gone. Neither is the case of Bosnia and Hercegovina of any relevance for Serbia, since the lack of micro-fundamentals (due to the extent of destruction of both assets and human capital) prevent any macro-policy to boost growth. In such a fundamental disorder, there is virtually no alternative to implementing a currency board.


� Most analysts stress upon three basic elements of successful transition: privatization, trade liberalization, and commitment to pursue reforms. As for the trade liberalization, a successful plan of liberalization should start from making fundamental changes in the institutional framework. In addition, the Government makes a transparent announcement of the liberalization, which inevitably includes: (i) the elements; (ii) the timing and (iii) the ways and means of monitoring of implementation of the Program.
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