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Abstract:

The successful introduction of the euro has crowned economic integration and substantially increased economic and monetary stability in the EU. The euro has become the dominant currency in Europe and the second most important international currency after the Dollar. The euro can serve as a stability anchor in Central and Eastern Europe and help economic convergence. 

Unilateral adoption of the euro “euroization” is not a legally and economically sound option for EU-accession countries on their way to EMU.  But euroization has happened in Kosovo and Montenegro. 

However there is already wide spread use of foreign currencies in Central, Eastern and especially South Eastern Europe. 

The smooth change over to euro notes and coins at start of 2002 in the Euro area and also of the DEM, ATS and other Euro area currencies in these countries into euro has established the euro also firmly in this region. 

The status of the euro as an international currency should bring substantial economic and political benefits to the euro area and the EU. Close regional economic links will favor the euro against the dollar in Europe and will allow the euro to become the dominant foreign currency in Europe and neighboring countries. This could lead to substantial welfare gains for the euro area and by creating a zone of monetary stability also benefit other countries in Europe.
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The euro and the use of foreign Currencies in Central and Eastern Europe

1. The rationale for Monetary Union  

The main motive behind the creation of Economic and Monetary Union (EMU) and the introduction of the euro was to an important degree political. The introduction of the euro was intended to further the process of European integration and to enlarge political and economic stability on our continent. In this way EMU and the euro will contribute to the goal of the EU Treaty “of creating an ever closer union among the peoples of Europe”.

Besides this political motive also the economic rationale and especially economic and monetary stability where important. 

One of the four freedoms of the EU’s single market was the full liberalization of capital movements. However, this created an unbalanced situation due to the incompatible triangle of fixed exchange rates, liberalized capital movements and independent but not co-ordinated monetary policies in the EMS. It was already clear in 1987 that this full liberalization of capital movements would lead to problems in the European Monetary System (EMS)
. 

This increased the vulnerability of the EMS to currency crisis, which erupted in 1992 in speculative attacks which forced the Lira and the Pound to leave the Exchange Rate Mechanism of the EMS. Over the next years most of the exchange rates in the EMS were attacked. These exchange rate crises had negative consequences for stability and economic welfare in Europe. The introduction of the euro in 1999 put an end to exchange rate fluctuations and the resulting economic distortions among the countries of the euro area.

The euro area economy is far less open than the economies of the individual euro area countries. This tends to limit the impact of external economic developments and in particular of exchange rates and external prices on domestic euro area prices. 

Thus, the exchange rate channel of monetary policy transmission is less important for a large, relatively closed currency area, like the euro area, than for small open economies. 

However, the euro area is still more open  than the United States, or Japan
.  In 2000, exports of goods and services  represented 19,1 %, whereas imports represented 18,7 % of the euro area’s GDP. This is a significantly higher percentage than in the United States, with a ratio of 10,7 % for exports and 14,4 % for imports, or Japan, with a ratio of 11,1 % for exports and 9,7 % for imports.

Already in its run-up, EMU led to an impressive process of disinflation and to nominal and real convergence within the euro area as well as to a process of consolidation of public finances.

Today, the euro is well established, and the euro area is beginning to reap the benefits of the single currency. The euro has significantly reduced the transaction costs for trade and other economic activities within Europe. Furthermore, the euro improves cross-border price transparency and hence competition and efficiency and supports structural reform. The euro also contributes to the process of more intensive co-ordination of economic policies within Europe.

The euro also enables European financial markets to become much more integrated and liquid and has been a catalyst for change especially in integrating the up to then largely fragmented European financial markets. A large, liquid and integrated money market was rapidly created after January 1st, 1999. This, in turn, triggered a significant growth of interest-bearing instruments denominated in euro. On the unsecured money market, the EONIA (euro overnight index average) reference rate, an interbank overnight interest rate index compiled by the ECB, has established itself as one of the most important reference rates. The EONIA swap market is now considered the largest overnight swap market in the world. 

In the stock markets, a number of benchmark indices for the euro area were created. In the bond market, too, the euro played and of course continues to play a crucial role in fostering a deeper and more liquid market. The introduction of the euro paved the way for issuers to access a broader base of investors. Investors too, have gained access to a wider spectrum of investment opportunities. When we look at volume, as early as in 1999, the total amount outstanding of euro-denominated debt securities made the euro bond market the second largest in the world. The surge in mergers and acquisitions in the euro area corporate sector seen since the launch of the euro provides an example of cause and effect of a larger and deeper single financial market. Not surprisingly, the international issuance of the euro-denominated bonds occasionally even outpaced that of the dollar. Increased market uncertainty as well as a sluggish international economic environment in the aftermath of the tragic events in the United States naturally slowed activity. Nevertheless, I believe it to be a fair assessment that the euro market is bigger than the sum of its parts with segments of it having reached critical mass. Therefore, the situation now is obviously more optimal than in the past. 

Since its establishment in 1999 EMU has benefited the euro area economy in a number of ways. Prices have largely remained stable, the euro area economy has gathered steam, unemployment has contracted pronouncedly, budget deficits have been reduced substantially and structural reforms have taken effect in many industries, boosting competitiveness. 

The relatively favorable economic developments bear testimony to the fact that the Eurosystem with its overriding objective of maintaining price stability in the medium term, its two-pillar monetary policy strategy and flexible monetary policy operational framework, all of which work smoothly and efficiently, has amply proven itself.

Furthermore, Monetary Union has driven both economic convergence among the euro area Member States and the integration of Europe’s financial markets. 

The Euro Area has expanded from 11 to 12 Members as Greece has joined.

The successful introduction and operation of EMU has proved the mainly Anglo Saxon critics wrong who claimed 

· First EMU will not happen

· EMU will happen, but not function

· EMU will soon fall apart, or at least lead to political conflict within Europe
.

Instead the euro area as a single economic entity has started to become a more familiar notion. Participation in EMU allows the euro area countries to participate fully in the decision making and shields them from speculative attacks.

The successful cash changeover at the beginning of 2002 has further enhanced public support for the euro and also strengthened the pro EMU camp in the UK, Denmark and Sweden.

It is therefore no exaggeration to state that the introduction of the euro, in up to now 12 Member States of the European Union,  constitutes a milestone in the European integration process. 

After the successful cash change over with the introduction of notes and coins the main challenges in the near future will be 

· Speeding up the pace of structural reform especially concerning the full integration of the capital markets (Lamfallussy report) where the recent agreement with the EU Parliament is a very positive sign

· EU enlargement and later on enlargement of EMU which needs to be prepared well.

2. International role of the Euro

The euro is already successfully established as a major international currency. From the start of its live the euro has been the second most important international currency after the dollar.

The euro is also well equipped to form a solid cornerstone of the international monetary system as an internationally renowned currency. 

The euro has already become a widely used currency in international transactions. 

Even if the Eurosystem has no policy of actively promoting the euro as an international currency, the international role of the euro will further evolve for the following reasons. 

· A first prerequisite for a significant use of the euro by foreign agents is the confidence in the stability of the purchasing power in the long run. This is the primary objective of the Eurosystem, which has consistently oriented the monetary policy on domestic price stability in the medium term.

· The euro area is already close to the USA on size
 of population (euro area 303 millions, USA 276 millions), GDP (share of world GDP euro area 16 %, USA 22 %) and size of financial markets.

· Network externalities should give the euro a bigger role than the former national currencies combined, as the euro financial markets are substantially bigger and more efficient. The increased use of the euro by international market participants is bound to add breadth and efficiency to the financial market of the euro area. Higher trading volumes increase liquidity, which helps to enhance market efficiency in terms of lower transaction costs. 

· The size of the euro area guarantees the euro a dominant position in the EU and will allow the euro to become the dominant foreign currency in other European and neighboring countries, which are already closely integrated with the EU. Especially in Central and Eastern European Countries (CEECs), in EU-Accession countries and in South Eastern Europe  the euro has already become particularly important as a unit of account in international goods and service trade, is likely to play an ever larger role on the forex markets and becomes more important as an investment and issuing currency for private users and, in the longer term, for pricing of goods and on the stock exchange.

The status of the euro as an international currency should bring substantial economic and political benefits to the euro area and the EU.

As the American professor Calleo
 has remarked “The logic of EMU points Europe toward becoming an extremely powerful bloc.“ “EMU will in due course make Europe a monetary superpower, the euro competing with the dollar for the world´s savings and financial business.” He also adds some caution  by stating “It will be difficult to be in such a position while remaining an American military protectorate.”

The issue of an international currency brings also substantial welfare gains in the form of seigniorage income. Portes and Rey
  estimate this for the USA at around 0,1 % of GDP for Dollars circulating abroad, and an additional amount of about the same magnitude as a liquidity discount in US financial markets. In addition they calculate efficiency gains for the use of a currency as the international reserve currency of about 0,2 % of GDP.

This 0, 4 % of GDP does not look very impressive, but this is more than double the cost foreseen for the current EU enlargement.

The more widespread international use of the euro will beside these advantages also pose possible challenges, which have to be given due attention.

· Euro assets could increasingly become affected by short-term portfolio shifts by international investors bringing about volatility and swings in asset prices. 

· The internationalization of the euro may also hold challenges for the Eurosystem's monetary policy. A greater external use of the euro might affect the information content of monetary aggregates and other indicators, which are part of the so-called second pillar of the Eurosystem's monetary policy strategy. 

Overall, it seems that none of these factors will seriously endanger the ability of the Eurosystem to conduct a monetary policy geared towards price stability. However, they make the analysis of current developments even more challenging and highlight the need for the availability of accurate and up-to-date information. 

To the extent that the international role of the euro contributes to capital market efficiency, the operation and transmission of monetary policy might even be enhanced.

3. The Euro and Central and Eastern Europe 

European integration will only be truly successful if it reaches out to the whole of Europe. If the EU manages the enlargement process successfully, this will also be conducive to the Eurosystem´s goal to guarantee stability for the whole euro area. Such a mutual improvement is desirable in a very broad sense: political stability, financial market stability, macroeconomic and – in the particular interest of the Eurosystem – price stability. 
There is no doubt that enlargement will encourage stability, growth and employment in a wider Europe. There is a consensus that the accession countries will reap substantial welfare, especially growth and employment benefits from their membership in the European Union. 

The accession countries will gain around ten times more from enlargement than the EU on average
. The real GDP would increase by about 12 % in the long run in the accession countries and by about 2/ 3 % in the EU.

But it may take some time and require good policies before new entrants will be in a position to fully harvest these benefits. A fair share of realism is called for to avoid disappointment.

All accession countries but particularly Central and Eastern European Countries (CEECs Poland, Slovakia, Hungary, Czech Republic, Slovenia and the Baltic countries) have made successful and impressive progress on their way to EU membership. Yet more remains to be done. Sustainable monetary, fiscal and structural policy reforms are of prime importance in this context, as they help to establish the required real convergence with the European Union – a precondition for smooth accession to the EU. These reforms comprise, for example, sustainable low rates of inflation, sound public finances, stable currencies, flexible labor markets and efficient financial markets.

Already today, the euro is a key currency for Central and Eastern Europe. In most of the CEECs' monetary policy strategies, exchange rates play a vital role and, wherever they are not a formal or informal intermediate target, they are at least a key monetary policy indicator. It is the euro upon which the CEECs' currencies are oriented, or to which they are formally linked. EMU and the euro are an anchor for stability for CEECs. 

The euro can also perform additional functions especially for Central and Eastern Europe 

· as an international unit of account for invoicing of foreign trade, 

· as an international store of value (i.e. assets denominated in euro, local banks are to a high degree owned by euro area banks),

· international medium of account function (euro as vehicle currency as well as substitute currency e.g. Kosovo, Montenegro etc),

· official international unit of account – euro as exchange rate peg (Lithuania is latest example for switch from dollar-peg to euro peg),

· official international store of value or euro as foreign exchange reserve in accession countries,

· official international medium of exchange: euro as intervention currency in accession countries.

The Euro can help to make the enlargement process in Central and Eastern Europe successful by  serving as a stability anchor and fulfilling the above mentioned functions.

Enlargement will help extend the zone of stability in Europe, strengthen Europe's international competitive position and will thus contribute substantially to prosperity, security and peace in the long term. 

4. EMU membership and the Question of Euroization 

The accession countries are also confronted with the basic question of how EMU features in the overall context of enlargement. The EU Treaty is clear in this respect and requires three steps: 

· the candidates will join the European Union, 

· then they will participate in ERM II, the exchange rate mechanism of the Union for at least 2 years, 

· and in a last step, after fulfilling the convergence criteria, they will introduce the euro as their national currency.

The fulfillment of the Maastricht convergence criteria is not a prerequisite for membership in the European Union. 

But to fulfil the convergence criteria is a necessary condition for participation in EMU. Future candidate countries for EMU must, as the current members have done, fulfil the convergence criteria of the treaty, not more but also not less.  

Euroization is not foreseen as a way to the euro in the Treaty. The EU, ECOFIN stated in November 2000 that unilateral euroization  “would not be a way to circumvent the stages the Treaty provides for the adoption of the euro” and in addition that “it would run counter to the underlying economic reasoning of EMU”. 

But unilateral euroization is promoted as a strategy in political and economic circles; e.g. at the Prague Annual IMF/World Bank meeting unilateral euroization was promoted by mainly Anglo Saxon professors at a seminar and we also discussed it with one of the most outspoken promoters Professor Rostowski
 at the Oesterreichische Nationalbank. 

They stress mainly the benefits, which consist mostly of 

· lower transaction costs which are larger for small open economies, 

· a certain protection against contagion, 

· lower interest rates and lower inflation.

Other economic analysis
 shows that the risks and costs 

· risk of boom bust cycles as interest rates become very low and the central bank looses the lender of last resort function
· monetary and exchange rate policy  as an instrument of economic policy is lost, these could overburden other policies, especially fiscal policy. These countries will need all the instruments at their disposal to steer their economies and especially to react to disturbances.
·  the problem of these countries is real convergence and the record of dollarized economies has shown
 that dollarized nations had a lower rate of economic growth than others.
· Loss of seignorage income
outweigh the benefits.
Therefore I do not consider unilateral euroization as a legally and economically sound option for Accession countries on their way to EMU. 

The eventual adoption of the euro must be the end of a convergence process were the convergence criteria have to be met. It has to be conducted within a multilateral framework. The EU-Treaty specifies the procedures to be followed and requirements to be met.

The EU and the Eurosystem have made clear that for EU accession countries the unilateral adoption of the euro “euroization” is not an acceptable way to the euro. 

The situation is different for other countries, especially on the Western Balkans were unilateral euroization is the reality in Kosovo and Montenegro. Kosovo has since September 1999
  been essentially DEM based and since 2002 fully euroised.

Montenegro has introduced the euro as legal tender by November 2000.

5. Euro and the use of foreign Currency banknotes in Central and Eastern Europe 

With the cash change over euro notes and coins were introduced in the 12 countries of the euro area starting from 1 January 2002.

The cash change over was very successful and smother than expected. The euro was mostly welcomed by the population and his acceptance increase substantially. In most euro area countries the euro replaced the national currencies within the first two weeks. 

There was and still is wide spread use of foreign currencies in Central, Eastern and especially South-Eastern Europe, especially of DEM, ATS, $ and to a more limited extent other Euro area currencies. 

Surveys for the Austrian National Bank
 show that over 50 % of Slovaks, Czechs, and Slovenians, and about 30 % of Croats and 10 % of Hungarians hold foreign currencies. 

The DEM is always the most important foreign currency, the ATS usually taking second place, sometimes closely behind the DEM (Slovakia, Hungary), with the USD taking third place (exception Croatia where the USD is second).

See especially Figure 1.

The main motives for holding foreign currency are

· as a general reserve, which is particularly the case for the USD and 

· spending abroad, which is particularly the case for the ATS (it is mainly used as a transaction currency for spending purposes in Austria (holidays, shopping). The DEM plays an intermediate role.

· The use for transactions (shopping in my country) plays a negligible role (except for Croatia)

See also Figure 2.   

Before the cash change over there were anxieties that the substantial circulation of Euro area currencies in CEECs could create problems for the cash change over process, especially in Austria, which is geographically exposed. 

There were even voices
 who claimed that the main reason for the decrease in DEM banknotes in circulation could be a switch from DEM to dollar in the CEECs. They saw this as the reason for the weakness of the euro against the dollar.

Banknotes in circulation in the euro area started to decrease substantially by mid 2001. The DEM together with the guilder

experienced one of the biggest decreases substantially above the Eurosystem average whereas the decrease for the ATS  was substantially lower.

One explanation based on anecdotal evidence and on discussions with central bankers in CEECs could be that owners of DEM cash in these countries started to deposit it with their local banks (which are to a high degree owned by euro area banks) and have now accounts in euro.

See also Figure 3.

However our calculations based on the survey data show that the circulation of DEM in the CEECs was stable in 2001, whereas ATS holding even increased in the second half of the year. USD holding was relatively stable and decreased even slightly.

See also Figure 4.

Overall calculations
 show that between May 1999 and November 2001 on average a total amount of ATS 8 billion, DEM 4 billion and USD 1,5 billion was kept by individuals in these countries.

To avoid problems for the cash change over process the Eurosystem decided to front load euro banknotes to central banks and credit institutions outside the euro area.

In addition the information campaign about the Euro introduction was extended to CEECs, in most cases with the help of their central banks.

This proved to be very effective. Surveys for the Austrian National Bank show that between May 2001 and November 2001 the percentage of people who wanted to exchange their ATS and DEM holdings into euro increased substantially and in most cases more than doubled to between 56 % in Hungary (from 5 %) to 82 % in Slovenia (from 52 %).

The do not know category decreased substantially and also the category who wanted to change to other currencies (local, dollar, swiss franc etc.) decreased to between 10 % in Slovakia (from 31 %) and Slovenia (from 16 %) to 16 % in the Czech Republic (from 21 %).

See also Figure 7

The smooth change over to euro notes and coins at start of 2002 in the Euro area and also of the DEM, ATS and other Euro area currencies circulating in the CEECs  into euros established the euro firmly also in this region.

Austrian euro deliveries (coins and banknotes) alone, to countries outside the euro area reached 2.585 Mio. euro in the 3 month period December 2001 to end February 2002.  The bulk of these deliveries was accounted for by 100 and 500 euro banknotes.

See also Figure 5 

Most of these flows were to south eastern European countries – Yugoslavia, Croatia, Kosovo, but also to the United Kingdom and Poland.

See also Figure 6

Replacing the dollar in Europe should bring welfare gains inter alia in the form of seigniorage income, thereby increasing substantially the Eurosystem’s total seigniorage.

The US authorities estimate
 that of the dollars held outside the US  of between 250 and 350 billion about 40 % is held in Europe, in the countries of the former Soviet Union and their neighboring trading partners such as Turkey.   

Taking the already mentioned calculations of Portes and Rey of total welfare gains of a maximum of 0,4 % of GDP for the US as a basis the welfare gains for the euro area could potentially be in the magnitude of the cost of EU enlargement of about 0,2 % of GDP.

6. Conclusions

The very successful cash change over, the dominant position of the euro area in Europe and close economic integration with other European countries (especially of trade, tourism, foreign direct investment) will favor the euro against the dollar in Europe and will allow the euro to become the dominant foreign currency in other European and neighboring countries. Already currently more than 50 countries have an exchange rate regime involving the euro.

Accompanying network effects and close regional trade and financial links should ensure that over time the euro will most probably replace the dollar in Europe. Even Russia which currently does about 70 % of its trade in dollar will over time switch a substantial part into euros, especially its trade with the EU. 

As the use of foreign currencies by domestic residents shows some hysteresis replacing the dollar in Europe and neighboring countries will be a slow process.

The Eurosystem should not actively promote the euro as an international currency to avoid rivalry between the euro and the dollar.

But in order to ensure a level playing field, should consider something like the US Extended Custodial Inventory (ECI) Program
. Hysteresis already favors the dollar.

Thereby an extended euro zone will be created around the euro area as the core, covering the whole of Europe and also the neighboring countries. This could be a zone of monetary stability which would benefit regional economic, especially trade and financial links and could lead to substantial welfare gains for the euro area and other countries in the extended euro zone.

� Effizienz, Stabilität und Verteilungsgerechtigkeit – Eine Entwicklungsstrategie für das Wirtschaftssystem der Europäischen Gemeinschaft (Bericht einer von der Kommission der EG eingesetzten Studiengruppe unter der Leitung von T. Padoa-Schioppa), April 1987


� European Central Bank, The Monetary Policy of the ECB, 2001


� This view was especially strong during the EMS crises up to the mid 90ies


� When I attented a Bank of England Seminar in autumn 1998 even experienced people in the City of London asked me in private discussions if EMU would really function.


� Feldstein M. The European Central Bank and the Euro: The first year, NBER Working Paper 7517


� European Central Bank, The Monetary Policy of the ECB, 2001


� Calleo David P., Rethinking  Europe´s Future, 2001 


� Portes R.,Rey H., The emergence of the euro as an international currency, NBER Working Paper 6424


� Breuss F., Macroeconomic effects of EU enlargement for old and new members, WIFO Working Papers, 143/2001


� Bratkowski A., Rosowski J.  Why Unilateral Euroization Makes Sense for (some) Applicant Countries – a response, with particular reference to Poland, 2001 and The EU attitude to Unilateral Euroization. Misunderstandings, real concerns and suv-optimal admission criteria, 2002


� Wojcik J., A Critical Review of Unilateral Euroization Proposals: The Case of Poland, in Focus on Transition 2/2000 Oesterreichische Nationalbank


� Edwards S. and Magendzo I. Dollarization, Inflation and Growth, NBER Working Paper 8671


� Regulation No. 1994/4 of the United Nations Mission in Kosovo


� since 1997 the OeNB has commissioned Gallup to conduct regular representative surveys (about 1000 persons per country) in April/May and in October/November in Croatia, Hungary, the Czech Republic, Slovenia and Slovakia about foreign currency cash holdings


� Hans-Werner Sinn, Frank Westermann  "Why Has the Euro Been Falling? An Investigation into the Determinants of the Exchange Rate", NBER W8352 Jul 2001





� See also Stix H., The Vienna Institute for International Economic Studies (WIIW), Monthly Report 1/2002


� United States Treasury Department, The Use and Counterfeiting of United States Currency Abroad, Report to Congress, Jannuary 2000


� See United States Treasury Department, The Use and Counterfeiting of United States Currency Abroad, Report to Congress, Jannuary 2000








