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Abstract. The pathway of the new member states towardsuhe area was stopped, but not modified by the
current world economic crisis. Their inflation deeld but the fiscal status suffered. On the verbéhe
financial crisis, the European Central Bank ovemuthe Central and Eastern European member states’
intentions for an earlier adoption of the euro,uieqgg compliance with the Maastricht criteria. Tlgjective

of this paper is to analyze the main proposed ®oisitand to draw attention on the most suitablesane
keeping with the particular features of these coesit Our conclusion is that fast results on th® exdoption

will definitely depend on the fiscal consolidatidhe soundness of global economic rehabilitatibe,capital
availability, and the domestic policies. The natafehe approached problems and the authors’ eampeei
recommend this study, both for researchers andifoaers.

Keywords. convergence criteria; unilateral euro adoptionMERstage reduction
1 Introduction

On the background of this new economic crisis,as fbeen raised the issue refaxing the euro
adoption convergence criteriaThe Hungarian Prime Minister Ferenc Gyurcsanyedskor a
shortening of the period in which a state must ma@nits currency in the ERM Il (exchange rate
mechanism 1) in order to join the euro area arRblish Prime Minister Donald Tusk advocated for
the same change.

Western leaders had different reactions in theudisions on this topic. Although heads like Angela
Merkel' (German Chancellor, a country that is considetesl most intransigent as regards the
fullfilment of the euro adoption conditions) or Lembourg Jean-Claude Junckeonsidered that the
measure ofeducing the period of euro area pre accessian be reviewed, the criteria for entering
into the euro area remained te same. The majajgctr the possibility of making more flexible the
strict membership criteria that limit the budgeficig the public debt and the inflation. The pidemt

1 The criteria must be met as they are set outénMaastricht Treaty. We can not change the tre#tie
2 There is no question of revising the accessidteiia, since the stability of the euro currencyl @ne euro area depend on

them.”
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of France was the only one who expressed doubtdieg the pertinence of the budget deficit
criterion. On behalf of the Czech presidency of Hueopean Union, Mirek Topolanek said that there
is broad consensus among the 27 EU members thaiuld be a "mistake to change the rules for
now." Several leaders of EU countries were willingaccept an acceleration of euro adoption process
in the Eastern European countries transition toetlte area, without taking into account a relaxatio
of the entry criteria or any exemptions from them.

The fulfillment of the nominal convergence criteiiaplies their sustainability, also. Lithuania’stgn
into the euro zone at January 2007 was rejected because she did not meet toe ptability
criterion in the reference year, the inflation ratarginally exceeding the permissible limit (whish
known only post factum being a moving target) and it has been considéhed the inflation
sustainability at a low level is insufficient, bgithreatened by numerous risks.

2 Unilateral Adoption of the Euro

Unilateral adoption of the euro has been suggeliethe International Monetary Fund (IMF) in
March-April 2009, in a confidential report cited Bynancial Times IMF proposed a relaxation of
euro zone joining criteria, so that the emergiradest from Central and Eastern Europe should adopt
the single currency without the representationtriglthe European Central Bank (ECB). According to
the report, such an initiative would tackle theljpeons of external debt of these countries and would
eliminate uncertainty in the region markets.

The European Commission has rejected the informasaggesting that the report is outdated and
stated that the EU has taken already several stepaslp Eastern Europe in overcoming the financial
crisis.

The European Central Banlelieves also that EU emerging states should doptathe euro
unilaterally, because such a step would undermioleatj confidence in the euro. This option would
widen euro area macroeconomic divergences and veomtladict earlier imposed conditions.

An acceptable solution would be the acceleratiothefemerging countries entry in ERM I, after the
risks awareness posed by the participation atpihése. The ERM Il entry means that countries take
responsibility to keep the exchange rates stabla &pecified period, and this situation is nothwitt
risks.

Politicians and economists suggest that Central Bastern Europe is a region far from being

homogeneous, but markets may address the isseeettiffy. Contagion is an accepted phenomenon in
the international banking system and regional egves have similar structures and are widely

exposed to developments in western European ecesorfinese factors shape the similar nature of
these economies. What differentiates them is tishange rate regime.

For the countries that target the exchange ratii¢Bauntries and Bulgaria), the ideal solutiortas

join the euro zone as soon as possible, but theyotlgualify yet for membership. At least for these
four countries, the unilateral adoption of the enray be a solution. These countries would not be
formally accepted as members of the euro area,dvoot participate to the elaboration of the euro
area monetary policy, could not access funds fleenEuropean Central Bank and would not affect

! Ewald Nowotny, a member of the European CentrakBaoverning Council, cited by Reuters.
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the statistics of the euro area, but they wouldhielate the currency risk and would be members of a
liquid euro market. Then, their main purpose wdwdo advance from the status of semi-membership
to full membership of the eurozone. Unilateral adwop of the euro could undermine the rules of

membership to a certain extent. In the end, thesatdes would adopt the euro assuming their own
risks and should pay for them from foreign reseryiessome analysts’ opinion, in this manner, the

process of euro adoption would mean a general cedtgtion across the EU itself.

The other four candidates countries to euro zoredl Republic, Poland, Romania, Hungary) are the
largest economies in the region, and their sizeem#ke sudden change of currency to be more risky,
complex and less realistic. Their regimes of flogtexchange rate make this change to be vulnerable
to speculations. For this reason, the unilaterab eadoption, in these countries, can be a major
strategic mistake: on the one hand, they "woultetazartially the benefits of the common monetary
policy, but without the protection of the ECB adh, the other hand, they would not be able to issue
currency and the useful exchange rate instrumeritichwv often covered the loss of export
competitiveness (when the exchange rate depretianad even has softened the burden of external
debt and its growth (when the exchange rate amdeztl), would be forever lost. Therefore, for these
countries, and not only for them, the compliancthle "rules of the game" for EMU entry could be
the key of success for a smooth single currencytémto However, the adoption of euro by their
smaller neighbour countries perhaps could advartage, making these countries more stable.

The unilateral adoption of the euro would implyedeht of the new member states in political terms:
these countries are not members of the monetagnubiut they recognize the euro supremacy and
their dependency of the ECB’s policy, they do nattigipate to the settlement of the common

monetary policy and they do not have access to asrtheir national banks can not issue euro, but
they are under compulsion of nominal criteria flitfent. The admission of the euro as an official

currency can eliminate the current prime risk aad ease the access to liquidities in European
currency, but the acceptance of the unilateral tiolopf the euro represents a singular assumption o
the responsibility for this decision.

Even if there were some advantages for a unilagenal adoption for Romania (the elimination of the
currency risk), as long as all convergence critar@a not yet met, there are risks arising from the
macroeconomic situation, inappropriate for thipsiehe problem of the unilateral euro adoption was
solved by itself, EU officials having announcedtttias was not possible.

The solution of unilateral euro adoption is noteavrone. The biggest countries that have unilaterall
adopted the euro are two parts of former YugosjaMantenegro and Kosovo. In both cases, the
changeover has been indirect: first the German maak adopted unilaterally, and after that, by
replacing the German mark with the euro, the chamgehas been made.

Another independent country that uses the euroowithn agreement with the European Central Bank
is Andorra. The small principality used the curiesoof the two big neighbours, France and Spain,
with a dual display of the prices. The euro changedn France and Spain has brought adjustments
also in Andorra. Without any formal agreement withnce or Spain, Andorra has not issued currency
and did not enter into the calculations of the teatral banks. The situation continues today, when
Andorra uses the euro, but without the right taéssurrency.

In Europe, the euro has been adopted unilate@hByp, in the British bases of Akrotiri and Dhekelia

located on the island of Cyprus or in the Cariblseahere there are two communities of France, Saint

Barthelemy and Saint Martin, which use the eurthyoaigh they have not an agreement to that effect.

French collectivities Saint Pierre and Miquelon (tiio America) and Mayotte (Africa) have
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agreements to use the euro. Not being indepentiasghey can not issue their own currency, France
being the one which is taking care of this aspect.

Three small European countries (Monaco, San Maaire Vatican) had agreements in this direction
with the states whose currencies they used (Friomcglonaco and lItaly for the other two), and the
situation was prolonged also for the euro. Thussehthree countries may issue euro. Given their
special situation, they can not issue banknoteb witional series, but only currencies on whose
reverse they may present a different image fromhdah¢he currency minted by France or Italy. These
cases are not relevant since they are small ecaspnvhich were not in the EU accession process, at
the moment of euro adoption.

3 Opinionson the Optimal Moment for Euro Adoption in Romania

Within the premises of the current crisis, theraisincreasing number of opinions supporting the
extension of the euro area. On the other handethe adoption represents the final phase of a
complex convergence process and not its beginnimd) ia does not refute the necessity for

macroeconomic rebalancement in the new membessstate

In the March convergence report for Bruxelles, Roenanian government kept the euro adoption term
for 2014, hoping to have sufficient time to implethéhe reforming measures. Even if in March the
prime minister announced the acceleration of thhe adoption process we notice that the term is the
same with the one mentioned in September last YW@anania has to maintain its schedule for euro
adoption, but the state must enter the first stdgdhis process, which is MCS Il. The adoption ptm
2014 is not possible due to the fact that Romasiaat able to fulfill all the required conditions
beforehand and it is hard to believe that they balrelaxed, taking into account the fact that many
states had a hard to succeed this achievement.

Table1 Argumentsfor early and late adoption of the euro in Romania

Argumentsin the support of an early euro

. Argumentsfor alate euro adoption
adoption

» The more rapid occurrence of the benefits|{for The delay for the implementation of structural
currency risk elimination, favoring thereform measures may generate negative effects
sustainable economic growth. Presently, we haea the long term in the case of an early euro
a high currency risk due to the increaseddoption.
indebtness in foreign currencies (the exchange Increased inflationary pressures — reduced
rate may rather be a shock propeller than| aotential for price convergence.
adjustment tool). » Reduced correlation of the economic cyclg in
* The postponement may reduce the incentiRomania with the euro zone; the harmonization
for the implementation of structural reforms. | of the business cycle is a prerequisite for |the
 Keep the consistence of the set |adiminishment of the asymmetric shocks.
macroecomic policies. * Reduced sustainability of public finance|—
» The commercial links with the euro area anHuge pressure on expenses and very low level of
the high level of euroisation of the economyudgetary revenues.

would allow for a faster technical changeover| « Changing structure of the economy.
 Low level of real convergence (GDP per
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capita).

» Important constraints of the labor market.
» Longer period for the monetary and exchange
rate policies independence.

» Deeper real and nominal convergence.

The adoption of the euro would eliminate the foneaxchange risk, which would reduce the trade
expenses at the microeconomic level and, hence dvmdrease the stability of the Romanian
economy. The rate at which the changeover to eilfdo&implemented has important consequences.
Thus, if a reduced value of the leu will be takatoiaccount, then the prices will increase. On the
other hand, salaries will not increase easily, #ta@dNational Bank of Romania will not be able tb se
the interest rates, as inflation will be hardentanage. The objective for euro adoption will rermain
catalyst for future coherent policies.

4 The Effectsof a Possible Reduction of the Two-Year Stagein MCSI |

MCS 1l is the direct follower of the original MCS$yhich was set in close keeping with the ECU
implementation in March 1992. Since then, MCS seffenany changéso reach the current shape at
1% of January 1999, which was the starting pointtfier third stage of the European Monetary Union
and the day of the launch of the euro. MCS Il igilateral system in which the currencies of the
participating countries are linked to euro in afiating band. Each currency from MCS Il has adixe
parity with the euro and a band around this cemealty. In the cases in which pressures on the
exchange rate exist, both the national bank oktite member state as well as the European Central
Bank will intervene to maintain the rate in theciuating band.

The convergence criterium for the exchange i@ requirement for euro adoption. The achievémen
of this constraint necessitates the participatioMCS Il and the preservation of the stability bét
currency rate, which is closely related to the M@S Nevertheless, the two terms are not
interchangeable, the participation to MCS |l beiogsible, without the simultaneous achievement of
the exchange rate stability criterium.

The floating band is in general +£15%, whitout exichg the possibility to have a narrower band. The
intervention of the European Central Bank is auticret the attainment of the floating edges, and no
compulsory within the edges. The national and Eemopcentral banks' interventions may be
interrupted if the price stability is at risk. Theallingment of the central parity is achieved gsan
common procedure that can be initiated by bottEtl®pean Central Bank and the member states.

There is thus a major difference between the fonatg of the mechanism and the fulfillment of the
exchange rate stability. The setting of the MC8olhting band is important for the functioning bkt
interventions of the central banks and the ECB.

The achievement of the exchange rate stabilitgaitrequires taking part in MCS Il for at leasbtw
years at the moment of the assessment without iregldlce central parity during the examination

! Two main changes existed: one in August 1993 viheriloating band was enlarged from +2,25% to +14i% the second
one at the 1st of January 1999,when, through tiedaction of the euro, the passing from a mukilat system to a bilateral
one was in place.
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period. An upward realignment of the central pargyall the times possible. The keeping of the
currency rate in the floating band must be reali@@tiout severe tensions; the keeping of the rate a
any costs, through excessive interventions or mreasoutside the market will not trigger the
achievement of the exchange rate stability criterid the exchange rate exceeds the established
edges, a distinction between the upper bound amdotlier bound will be in place (exceeding the
upper bound will be easily accepted). In case ohsvents the duration of the deviation, the resson
for this, the interest rate and the interventiohgyawill be analyzed.

The exchange rate is not an isolated economichlarizut one that operates in a complex framework
and in close connection with other economic vaesabivhich characterize the domestic and foreign
ecquilibrium. More than this, the currency regiraarerely an element in a set of economic policies
and has no exclusive or exceptional position. Ifeanhange rate regime is sustainable and plays a
stabilizing role, it also depends on the dynamiostioer variables and macroeconomic policies.

MCS Il is a fixed currency regime, particular thgbuthe fact that one country may receive help from
the European Central Bank in order to keep theeowyr within the floating band. As the usual case
for other fixed currency regimes, MCS Il focuses tre consistency and stability of the
macroeconomic policies. Given prudential econonailices, a flexible economy and macroeconomic
stability, the participation to MCS Il with a flaag band of £15% may pass easily. The fulfillmeht o
the convergence criteria in a narrower band of 3%2s not problems free.

Among the benefits of the participation to MCS hkte is the stabilization of the exchange rate
(through pegging exchange rate expectations) artdeoéconomy as a whole, as well as the positive
effect on the consistency of the macroeconomiccigsli These benefits are visible when we examine
the monetary development in most of the westermjiean economies in the period of euro adoption.
The question is weather, for the less developedfaan countries in an economic transformation
process and experiencing increased volatility foe tforeign capital inputs and outputs, the
participation to MCS Il is beneficial compared e talternative monetary regimes possible to functio
before euro adoption.

The role of the MCS Il istabilizing the exchange raig provided by the announcement of the central
parity, which becomes a benchmark and, hence, esdthe volatility of the exchange rate. This
situation should positively contribute to the comence process of the respective country towarls th
level of more advanced states in the European Utippractice, this stabilizing role may be limited
by two factors: on the one hand there is the moatifon of the central parity, which could reduce th
reliability and on the other hand there is its alging role, while the floating band of £15% allsw
for an increased volatility, which makes its staiilg role questionable. As a consequerite
reduction of the compulsory two year stage wouldsmgnificantly affect the stability of the exchang
rate.

The participation to MCS Il requires consistent maconomic policies and it will determine a faster
consolidation of the public finance and the relgteticies. On the other hand, it is preferred that
fiscal sustainability and the structural policiesprecede the introduction of a fixed currency ,rate
while the restrictions on the currency floating sldobe a consequence of the implementation of these
consistent policies and not a triggering factor.

Pursuing this rationing, if a country uses consisgconomic policies, it is possible, at leastha t
theoretical level, that it takes into accotim¢ adoption of the euro bypassing the intermedséage of
MCS II. In a world in which the capital flows are higlo, ¢onsider the MCS Il as a test for the
consistency and sustainability of the economicaiedi may have some costs as the financial market
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might “test” the vigilance of the authorities to imain the exchange rate within the floating band.
Thus, instead of expected stabilizing effects xadicurrency rate with a floating band may drive to
the unbalance of the capital flows.

The patrticipation to MCS |l is recommended alsdhia view of its beneficial effects anflation. A
fixed exchange rate will favour the price stabilitgth directly through the interim of import prices
and indirectly through stabilizing the expectatiah®ut the dynamics of inflation. Nevertheless,arnd
the framework of a standard floating band of +158kjch allows for significant fluctuations of the
currency rate and for reassessment of the cerdray pthis stabilizing role is limited.

Some countries decided to adopt the inflation tamgestrategy. Under this framework one could ask
weather this strategy is compatible with the MCSAlIrelative stability of the currency rate is
essential for the price stability. Thus, within théation targeting strategy, an important attentis
paid to changes in the currency rate. However, uthdeMCS 1, the changes in the exchange rate are
more clearly specified by explicit setting of qu#aitve bounds. If we had the simultaneous inflatio
targeting strategy and the participation to MCSthiere would have been two objectives for the
monetary policy, which could deteriorate its efficty and, hence the reliability of the central bank
This problem could be mitigated if tiperiod for the participation to MCS 1l was shortén the case

of a long patrticipation to MCS Il or the adoptiohimcompatible economic policies, the combination
of inflation targeting strategy with the particijmat to MCS Il may generate economic pressure.

The participation for éong period of time to MCS 1l is not beneficialm@croeconomic stabilifyand
the simple participation to MCS Il does not elimiadhe currency turbulences. According to this
conjecture we consider that the idea of reducimgcbmpulsory two year stage in MCS Il would be
beneficial to the candidate countries, without detating the economic stability in the euro zone.

5 Conclusions

In the Central and Eastern Europe, Bulgaria isotilg state that wishes to enter into MCS Il. Poland
the Czech Republic and Hungary postponed the awfopti the euro for unlimited time due to the
current financial crisis, which destabilized thegonomies. Even if it initially wanted the adoptio
MCS Il in the first part of 2009, Poland recognizbdt the target was too optimistic and decided to
postpone the moment until the country would be yefad this. The Czech Republic and Hungary,
which were not in a hurry, announced that they ddlay decision making in this respect until the
global economic recession will reduce its intensijaving entered the European Union in 2007,
Bulgaria had to abandon the initial plans to etiter MCS Il shortly after the integration due to the
inflation acceleration and a huge current accoefitd. Under the framework of the Greek economic
crisis, the recent Bulgarian intentions to enter3ACwere postponed once again.

The recession will trouble the plans of the EU néember States as far as the euro adoption is
concerned. The speed with which the states in #drgr@l and Eastern Europe will make efforts totstar
the procedures to adopt the euro will be determinethe fiscal consolidation, which will also depgen
on the soundness of the global economic recovapijtal availability as well as domestic policies.

We have to notice that the fulfillment of the noalircriteria at a certain point in time does not
guarantee the success in the participation to uhe zone. The diversification of the domestic syppl
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and the development of the external competitivasywell as the flexibility of the labor market, sk
represent the first priority.
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