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Introduction

AtitsHelsinkisummitofIO ・11 December1999, theEuropeanCouncildecidedtoexｭ
tendinvitationforaccessionnegotiationstosixEuropeannations'), therebyincreasingthenumｭ
berofcountrieslikelytojointheEuropeanUnion(EU)inthefirstdecadeoftheXXIcentury

totwelve2).TheprospectsofEUmembershiphaveraisedthequestionofhownewmemberswill

moveontowardsadoptingtheeurobyfullmembershipintheEuropeanMonetaryUnion

(EMU).Inparticular ,thediscussionhasfocusedontheoptimalexchangerateregimeinpreparｭ
ingforEMUaccession.SomepreliminaryresultssuggestthatCentralandEastEuropeancounｭ

tries(CEECs)preparingtojointheeurozonearefacedwithatrade-offbetweenlowinflation

andexchangeratestability.Thesecountriesmaychooseeithertheformerbyadoptinginflation

targetingcombinedwithaflexibleexchangeratesystem,orthelatterbypeggingtheirnational
currenciestotheeuro(Frensch ,pp.175 ・179).

Presentlythreeoftheaccessioncountries-Bulgaria, Estonia,andLithuania 一have curｭ

rencyboarda汀angements (CBAs)peggingtheirnationalcurrenciestotheeuro3).Inspiteofhavｭ

ingexperiencedlowinflationandrelativelyhighGDPgrowthafterthecu 打ency boardsintroducｭ

tion,thesecountriesexchangerateregimeiscalledintoquestionasitisformallyincompatible
withthestandardprocedureofEMUmembership.AfterEUaccession,EMUcandidatesarereｭ
quiredtoparticipateinERM114),whichmeanstheyshouldfixtheircurrenciestotheeuroand
allowfluctuationsoftheirexchangerateswithinabandof 土15 percentfortwoyears.Therefore ,
ifBulgaria,EstoniaandLithuaniadecidetokeeptothestandardprocedureofEMUaccession ,
theywouldhavetoabandontheircu 汀ency boards.

ThispaperarguesonthecaseofBulgariathatcountrieswithCBAsshouldbeallowedto
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1) Bulgaria, Latvia, Lithuania, Malta,RomaniaandSlovakia.
2) In1997,invitationtostartaccessiontalkswasextendedtoCyprus,theCzechRepublic, Estonia, Hungary,Poｭ
landandSlovenia.TenofthetwelvecountriescurrentlynegotiatingforaccessionareexpectedtojointheEU
by2004-2005.ThetwoexceptionsareBulgariaandRomania,whichseemlikelytoberelegatedtoasecond
roundofEUenlargementduein2007-2008.
3) AsEstoniaandBulgariahadinitiallyfixedtheircuηencies totheGermanmark, withtheintroductionofthe
Europeansinglecu 汀ency in1999thekroonandthelevrespectivelybecameactuallypeggedtotheeuro.Lithuaｭ

niahadinitiallyfixeditscuηency (thelitas)totheUSdollarbuthasrecentlyannounceditsintentiontoswitch

itspegtotheeuro.
4) ERM(ExchangeRateMechanism)isthesystemoffixedexchangerateswithinatargetzone(土 2 .25%)，thatwas
establishedin1979aspartoftheEuropeanMonetarySystem.ERMIIisitscontemporaryversion.Itwasintroｭ

ducedbyaresolutionoftheEuropeanCouncilatthelatter'smeetinginAmsterdamin1997.



32 DimiterIALNAZOV&NikolayNENOVSKY

becomemembersoftheEMUwithoutpassingthroughERMII,iftheyprovetheyareableto
meettheMaastrichtconvergencecriteriaandtodealsuccessfullywithexternalshocks.Tosupｭ

portourargument ,wehaveorganizedourpaperasfollows.InSection1,weexaminetheconｭ
ditionsinwhichtheBulgariancu 汀ency boardwasestablishedanditsmaincharacteristics.Secｭ

tion2analyzessomechangesthathaveoccurredintheBulgarianeconomysincethecu 汀ency

board'sintroduction.InSection3weconsidertheadvantagesanddisadvantagesofhavingacurｭ

rencyboardduringtheperiodofBulgaria'saccessiontotheEU.Section4containsadiscussion

oftwoexchangeratestrategyoptions:(1)keepingtheCBAuntilBulgariajoinstheeurozone

(theCBAscenario), and(2)adoptingtheeuroaslegaltender,unilaterallyorunderabilateral
agreement,beforeEMUmembership(theso-called“ euroization" scenario).Intheend,wesumｭ
marizeanddrawthemainconclusions.

ITheEconomicCrisisof1996-97andtheCurrencyBoard'sIntroduction

TheeconomiccrisisthatoccurredinBulgariain1996-97andthesubsequentintroduction

oftheCBAhavebeenwelldocumented(see,forinstance, OECD, 1999).Hereweprovidejust
abriefoverviewofthemaindevelopmentsleadingtothecrisis,aswellasashortsummaryof
theBulgarianCBA'sprinciplesofoperationandmaincharacteristics.

ComparedtoCentralEuropeantransitioneconomiessuchasPoland, Hungary ,theCzech
republicandSlovakia,Bulgaria'sstartingconditionsweremuchmoreunfavorable.Bulgariain ・

heritedfromthecommunistregimeahugeforeigndebtandanindustrialstruc 伽re heavilydeｭ

pendentonCOMECONtrade(Dobrinsky , 1997).Moreover,thecountryhadrelativelyshorter
periodofexperiencewithmarketeconomyandwaslocatedfarthertotheeastfromEUmember

countries.Inaddition,warsinneighboringYugoslaviainthe1990sfrightenedawaymanypotenｭ
tialforeigninvestorsandincurredheavycostsonBulgarianexportersbydeprivingthemfrom

theirmostdirecttransportationroutetoEUmarkets.However,themainreasonforthe1996-97
crisiswasthelackofpoliticalwilltoimplementfullymacroeconomicstabilizationandpain 白l

structuralreforms.Bulgariastarteditstransitionwithafloatingexchangerateregimeandadisｭ

cretionarymonetarypolicytobecarriedoutbythepresumablyindependentBulgarianNational

Bank(BNB).5lAlthoughtheBNBlawof1991declaredtheindependenceofthecentralbank,the
latter'sactionswereheavilyinfluencedbypoliticalpressuretolowerthebaseinterestrate,refiｭ
nancethebanksandextenddirectloanstothegovernment.WithBNBrefinancingeasytoobｭ

tain,Bulgarianbankskeptextending“ soft"loanstoloss-makingstate-ownedente 叩rises (SOEs).

ThedelayofprivatizationandclosureofinefficientSOEseventuallyledtothetransferofSOE

lossestothebankingsectorandthebudget.

Governmentbailoutsoftroubledstate-ownedbanksin1995andrisinginterestpayments

ongovernmentdebtin1995 ・96 resultedinhugebudgetdeficitsandhigherinflationarypressure.

InMayandSeptember1996, BNBfinallyactedtoplacefifteenbanks(aboutone-thirdofall
banks)underconservatorship.InDecember1996, topreventgovernmentdefaultondomestic

5) Itisinterestingtonotethatmostaccessioncountriesstartedtheirtransitionswithsomekindoffixedexchange

rateregimes.ThedecisiontoestablishafloatingexchangerateinBulgariawasreportedlybasedonthelackof

sufficientforeignexchangereservesneededtopegthenationalcuηency toamajorcuηency suchastheUSdolｭ

larortheGermanmark.
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debt,theBNBhadtoextendadirectloantothegovernmentequalto18%ofthecountry'sGDP.
Bythattime,theBulgarianpeoplehadcompletelylosttheirconfidenceinthebankingsystem ,
theBNBandthegovernment.Flightfromthelevandsoaringinflationbecameuncontrollable.

Inearly1997Bulgariaexperiencedaperiodofhyperinflationandcollapseofthenational

cuπency. Inflationwas43%inJanuaryandsoaredto240%inFebruary.Thelevfellfrom1

USD=350BGLinNovember1996to1USD=3200BGLinthebeginningofFebruary1997.Real

output,whichhadslightlygrownin1994and1995forthefirsttimesincethestartofreforms ,
contractedbyalmost18percentin1996 ・97 (seeTable4).Thebanksunderconservatorshipwere

closed,andthegovernmentexpendituresneededtodealwiththebankingcrisis(onacumulative
basisoverthe1991 ・98 period)wereestimatedat22percentofGDP(TheWorldBank , 2001 ,
p.2).

Undertheseconditions ,aradicalinstitutionalchangewasdeemednecessarytorecover
publicconfidenceinthebankingsystemandgovernmentinstitutions.InNovember1996the

IMFproposedtotheBulgariangovernmentthecu 汀ency boardsystemasawaytoensurefinanｭ

cialdisciplineandmacroeconomicstabilization , andabroadpublicdiscussionensued. In
spiteofsomeinitial opposition , theproposalgraduallygainedwidepopularitybecause
otherstabilizationschemestriedbeforehadfailedandbecausethedesignoftheCBAwould

notallowpoliticalinterferencetoblockanyfurthermacroeconomicstabilizationandstructural

reforms.Anewstand-byagreementwassignedwiththeIMFinApril1997, andthecu 汀ency
boardwaslaunchedinJuly1997withastart-uploanfromtheIMFaspartofitsforeigncuπency

reserves.6)

TheprinciplesoftheCBA'soperationwereestablishedthroughtheLawontheBulgarｭ

ianNationalBankpassedinJune1997.Accordingtothislaw,thelevwasfixedtotheGerman
mark(thecu 汀ency board'sreservecurrency)attherateof1DM=1000BGL7

),andneitherthe
centralbank,northegovernmentcouldchangetheexchangerateattheirownwill.Thiscould
bedoneonlythroughqualifiedmajorityvotingbythenationalparliament.Inaddition ,the1997
LawontheBNBguaranteedthat1)centralbankliabilities めwould be100percentbackedby

CBA'sforeigncuπency reserves ,2)thecentralbankwouldconvertnationalandreservecu 汀e 任

ciesondemandandwithoutlimitatthefixedexchang

6) TheconsensusinBulgarianpoliticalandbusinesscirclesontheneedofcu 汀ency board'sintroductionshouldnot

bemistakenforstrongpoliticalresolvetoundertakeradicaleconomicchange.Rather ,theeBAshouldbeviewed
asatooltoguaranteeexternaldebtservice 今or asaninstitutionala汀angement designedtoservetheinterestsof

foreigncreditors ,includingtheIMF.AbasicdifferencewiththeEstonianeBAisthattheBulgarianonewasimｭ
posedfromtheoutside(bytheIMF)andwasnottheresultofdomesticpoliticalwillformacroeconomicstabiｭ

lizationandstructuralreforms(Nenovskyetal.,200Ib).
7) SincethedenominationofthelevinJuly1999,theexchangeratehasbeenfixedatIDM=IBGL.Andsince
theintroductionoftheEuropeansinglecuηency ラthe levhasbeenpeggedtotheeuroinaccordancewiththeconｭ

versionrateoftheGermanmarkagainsttheeuroatIEUR=1.95583BGL.

8) Themonetarybase 今or MO(currencyincirculation+commercialbankdepositsatthecentralbank)
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ensuringstrictfinancialdiscipline ,butalsobyrulesallowingacertaindegreeofflexibilityreｭ
quiredincaseofexternalshocksandsystemicbankingcrises.Tostartwith,unorthodoxCBAs
preserveatraditionalmonetarypolicytoolsuchascommercialbanks'minimumreserverequireｭ

ments.Furthermore ,theseCBAsmaintaintoacertaindegreethecentralbank'sabilitytoper ・

formthelender-of ・last-resort (LLR) 伽lction ， leavingroomforinterventionintheeventofaliｭ

quidityriskthreateningthebankingsystem'sstability.InEstoniaandBulgaria ,thecentralbank
isdividedintoIssueandBankingdepartments , eachofthemhavingaseparatebalancesheet.
TheformerisdirectlyresponsiblefortheCBA'soperation , whereasthelatterstandsreadyto
performtheroleoflenderoflastresort.

Thestruc 同re ofthebalancesheetsoftheabovedepartmentsinBulgariaisgiveninTable

1.TheliabilitiesoftheIssuedepartment(currencyincirculation ,commercialbankdeposits ， 日ト

calreservesandBankingdepartmentdeposit)arefullybackedbyforeignexchangereserves.The

“Banking departmentdeposit"ontheliabilitiessideisthenetworthofthecu 打ency board ,i.e.
theCBAholdsexcessforeignexchangereservesequivalenttotheamountofthatdeposit.Inthe

eventofaliquidityriskforthebankingsystem ,asdefinedbyRegulationNo.6oftheBNB ぺthe

Bankingdepartmentcanextendshort-term(uptothreemonths) , lev-denominatedloanstosolｭ
ventbanksuptotheamountoftheCBA'sexcessforeignexchangereserves.Therefore ,under
thenew-generationcu 汀ency boardstheLLRfunctionhasbeenpreserved.
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9) Liquidityriskforthebankingsystemisinplacewhentheamountoforderedbutunpaidpaymentdocumentsexｭ
ceeds15percentoftheirtotalamountforeachofthelasttwodays,orwhenanindividualbankdelaysthesetｭ
dementofpaymentdocumentsformorethanthreedays(ontheconditionthatthebankhashadatleast8percent
shareofallinterbankpaymentsforeachofthelastfiveworkingdayspriortofilingaloanrequestwiththe
BNB).
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ThethirdmaincharacteristicoftheBulgarianCBAisthepresenceof 日scal reserves

(governmentdeposit)intheliabilitiesoftheIssuedepartmentlO).Borrowings 企om theIMFand

otherinternationalfinancialinstitutions,aswellasprivatizationrevenues,areaccumulatedthere
uponreceipt.IMFloansalsoappearasassets(foreigncu 汀ency reserves)onthebalancesheetof

theIssuedepartment.ThecentralbankcanofficiallylendtothegovernmentthereceivedIMF

loansbutonlyifthematurityofgovernmentdebttotheBNBmatchesthatofBNBdebttothe

IMF.Ifthegovernmentdecidesnotuseitsborrowings 合om theIMFandotherfinancialinstituｭ

tions,thesemaybeamassedintheBankingdepartmentdeposit,thusprovidinglargerpossibili ・

tiesforthedepartmenttoserveasLLR.

ThespecificdesignoftheBulgariancu 汀ency boardhelpsalleviatetheeffectsofhuge

borrowingsfrominternationalfinancialinstitutionsaswellasoflargeforeigndebtserviceobliｭ

gationsonmoneysupply.Incontrasttoorthodoxcu 汀ency boards,changesinforeignexchange
reserveslinkedtoIMFloansandexternaldebtrepaymentdonotaffectthemonetarybase ,
therebyreducingthevolatilityofmoneysupply(Miller, 1999).However,includingthegovernｭ
mentdepositintheliabilitiesoftheIssuedepartmenthasadrawback:theautomaticlinkbetween

thebalanceofpaymentsandreservedmoneyissevered,andthegovernmentinducesunintenｭ
tionallyexpansionsandcontractionsofmoneysupplythroughitsfiscalbehavior.Forexample ,
adeclineintaxrevenueand/oranincreaseingovernmentspendingcauseaninvoluntarymoneｭ

taryexpansionandviceversa(NenovskyandHristov,2001).

nEconomicPerformanceaftertheCurrencyBoard'sIntroduction
Afterlaunchingthecu 汀ency boardinmid-1997 , Bulgariahasachievedremarkable

macroeconomicstabilityandthreesuccessiveyearsofeconomicgrowth.Table4summarizesthe

dynamicsofsomekeymacroeconomicvariablesin1996 ・2000. InflationmeasuredbyCPI

growthhasbeenbroughtdowntosingledigits(0.9%in1998and6.2%in1999).Pricesinｭ

creasedsomewhatfasterin2000(11.4%),whichcanbeinpartattributedtounfavorableexternal
circumstancessuchastheappreciationoftheUSdollaragainsttheeuroandtheriseinworldoil

prices)!).Governmentfinanceshavealsobeenquitestable.Afterregisteringasu中Ius of0.9perｭ

centofGDPin1998,thegovernmentmanagedtokeepfiscaldeficitsin1999 ・2000 atrelatively

lowlevels(-0.9%and・1. 1%ofGDP).Foreignexchangereserveshavemarkedamorethansixｭ

foldincrease:fromUS$518millionin1996(lessthantwomonthsofimports)toanestimated

US$3, 300millionin2000.ThereservescoverentirelythemonetaryliabilitiesoftheBNB,
guaranteeingnationalandreservecurrencies'convertibilityatthefixedexchangerate.

GrowthinrealGDPhasalsopickedup.Theyear2000sawthehighestincreaseinreal

GDP(5.8%)sincethestartofthetransition.Growthin1998-99wassomewhatlowerpartlyas

aresultofexternalshockssuchastheRussianfinancialcrisisandthewarinKosovo.Themain

enginesofgrowthwereinvestmentandexports.Grossdomesticinvestmentaspercentageof

10)Thisisacommoncharacteristicofthecu 汀ency boardsinBulgariaandLithuania,butinEstoniathegovernment
holdsitsfiscalreservesinindividualcommercialbanks.

11)AstrongerdollarimplieshigherforeigndebtservicingcostssincemostofBulgaria'sexternaldebtisdenomiｭ

natedinUSdollars.Ontheotherhand ,overhalfofBulgaria'sexportsgototheEU,bringingexportearnings
intheweaker(againsttheUSdollar)euro.Furthermore ,astheBulgarianeconomyisheavilydependentonoil
imports ,higherworldoilpricesaffectnegativelythecountry'stradebalanceandleadtohigherdomesticprices
ofinputs(importedinflation).
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GDPdoubledin1997 ・2000 butits2000level(15.7%ofGDP)wasstillquitelowbyCentral

Europe'stransitioneconomystandards.1999and2000wereyearsofsubstantialFDIinflowsin

Bulgaria.ForeignersinvestedUS$1,001.5million(8.4%ofGDP)inBulgarianenterprisesin
2000,markingthegreatestamountofannualFDIinflowreportedsincethestartofthetransition.
Exportsslumpedin1998 ・99 duetounfavorableexternalenvironmentandtoprivatization-related

ente 中rise restructuringbuthaverecoveredquicklysincemid-1999.But,inspiteofthegrowth
achievedin1998-2000,theestimatedlevelofrealGDPintheendof2000wasstillabout76perｭ
centofthe1989level(1989=100).

Thecu 汀ency board'sintroductionwasalsofollowedbysomeradicalreformsinthereal

sectoroftheeconomy.Mostadministeredpriceswereliberalized.Thepaceoflarge-scaleprivaｭ

tizationwasaccelerated ,andanumberofbigloss-makingSOEs,forwhichitprovedimpossible
tofindbuyers ,wereforcedintoliquidation.Bankcreditforotherswascutoffl2).Morethantwoｭ
thirdsofGDPwereproducedintheprivatesectorattheendof2000.Furthermore , major
changesincommercialbanklendingbehaviorwereobservedafterthelaunchoftheCBA.Banks

drasticallyreducedlendingtotherealsector.Inparticular ,lendingtothepublicsectordropped
sharply.Between1995and1999,loanstonon-financialSOEsdeclinedfrom22.3percentto3.5
percentofGDP:anothersignoftighteningbudgetconstraintssincemid ・1997 (Ulgenerkand

Zlaoui , 2000 ,p.8).
Aftertheexitof15failedbanksin1996-97,theBulgarianbankingsectorhasbeencharｭ

acterizedbyhighsolvencyandliquidity.Totalrisk-weightedcapitaladequacyincreasedfrom

5.5percentin1996to35.5percentintheendof2000 ,whichisfarabovetherequired12percent
(BNBAnnualReport , 2001,p.80).Between1996and1999,classifiedloansdeclinedfrom47.5
percentto13.8percentoftheoutstandingtotalloans(UlgenerkandZlaoui , 2000,p.40).Another
areawheretherehasbeensubstantialchangeoverthepastthreeyearsistheprivatizationofthe

bankingsystem.Attheendof2000,theshareofprivatebanksintotalbankassetswas80.3perｭ
cent.73.3percentofbankassetswereownedbyforeigninvestors(BNBAnnualReport , 2001 ,
p.76).TheBNBhasconsiderablystrengthenedregulationandsupervisionofthebankin 只sys-

Table2:DevelopmentoftheBankingSysteminBulgaria

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Numberofbanks 70 53 56 37 42 44 45* 34 34 35

Numberofprivatelyownedbanks 3 6 10 18 22 23 28 29 29

ForeignBanks 。 。 。 。 2 4 7 9 10 19

Marketshare(assets)koflargest n.a 77.8%74.8%81.6%78.5%74.9%67%75.4%70.4%70.2%
banks(numberofbanksinparen- (6) (8) (13) (13) (7) (7) (7) (7) (7)
thesis)

*Banksinliquidationareincluded.
Source:BNBAnnualReports

12)Oneyearbeforethelaunchofthecurrencyboard,inthesummerof1996,underpressurefromtheIMFtheBulｭ
gariangovernmentinitiatedtheclosureof64andtherestructuringof71bigSOEs.Thelatterwerecutofffrom
bankcreditanddividedintotwogroups,AandB.GroupBente 中rises wereeitherprivatizedorliquidatedby
theendof1999,whileGroupAones(thestate-ownedutilities)wererestructuredandrehabilitated.



TheCurrencyBoardandBulgaria'sAccessiontotheEuropeanMonetaryUnion 37

tern,therebyinducingcommercialbankstoimprovetheircompliancewiththemainprudential
reqUIrements.

Inspiteoftheaboveachievements ,itistooearlytosaythatmacroeconomicstabilityand
economicgrowthcanbesustainedinthemediumandlongterm.Withlarge-scaleprivatization

nearingitsend,thegovernmentcannotrelyfurtheronprivatizationrevenuestofillholesinits
finances.ForeignanddomesticborrowingwillbetheonlymeansofdeficitfinancingiftheCBA

ismaintained.Incaseofunfavorableexternaldevelopments, Bulgariamightexperienceprobｭ
lemsinmeetingitsforeigndebtrepaymentrequirements.Ithasthehighestpublicdebtburden

amongEUaccessioncountries.Intheendof2000 ,Bulgaria'spublicdebtwasUS$9,246.7milｭ
lionor77.2percentofGDP,muchhigherthanthemaximumlevelallowedbytheMaastricht
convergencecriteria(60%).ArecentWorldBankstudyhasidentifiedrefinancing , cu町encyand
interestraterisksaspotentialthreatstothecountry'sfiscalstabilityinthefu 旬re (Brixi,Shatalov
andZlaoui, 1999).Inparticular ,risingforeigndebtservice,limitedaccesstoworldcapitalmarｭ
kets,changesintheUSdollarexchangerateagainsttheeuro,andLIBORincreasesmightendanｭ
gerBulgaria'sfiscalbalance(ibid.,pp.14 ・17).

Thegovernmentisalsounderstrongpoliticalpressuretoincreasewagesinthepublic

sectorandtoexpandsocialspendingaswellaspublicinvestment.Economicgrowthafterthe

CBA'sintroductionhasnotbroughtatangibleimprovementoflivingstandardsforthemajority

ofthepopulation.Attheendof2000,unemploymentwasat18percentofthelaborforce,with
morethanhalfoftheunemployedbeingoutofworkformorethanayear.Furthermore ,inthe
yearspriortoEUmembership ,thegovernmentneedstomaintainahighlevelofpublicinvestｭ
menttomeetEUenvironmentalandotheraccessionrequirements.Inshort,Bulgariafacesthe
so-called“debt-investment dilemma"(TheWorldBank, 2001, p.14).Duetoitsalreadyhigh
levelofindebtedness ,thecountrywouldbetteradheretoaveryconservativestancetowarddebt
andfiscalrisk.Butthatstrategyimpliestherewouldbefewerresourcesforpublicinvestmentin

infrastructureandforalleviatingpovertyandunemployment.ThegeneralelectionsinJune2001

brought to power a new government led by the former Bulgarian king (Simeon

Saxkoburggotski).Withpeople'se
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environmentproblems(weakcreditorrights)butalsoofthelowcapacityofbanksforcreditrisk

assessment.Inaddition,althoughthebankingsectorseemsstableandsound,publicconfidence
inthebankshasnotbeenrestoredfully.Mostofthedepositsareshort-term,andthedollarization
ratehasremainedhigh,withmorethanhalfofthedepositsdenominatedinforeigncuπency (The
WorldBank, 2001,p.59).
AnotherproblemwithoptimisticestimatesofBulgaria'seconomicperformancein1998 ・

2000isthattheextenttowhichtheCBAhascontributedtobetterinflation,fiscalbalanceand
economicgrowthrecordsisdifficulttoassess.Itispossibletoarguethatmuchoftheachieved

progresscouldhavebeenmadeunderastandardtightmonetarypolicyframework.Accordingto

someauthors(GuIdeetaI., 2000),themainfactorsbehindtheimpressivegrowthperformances
ofEstoniaandLithuaniaarefast-pacedstructuralreformsandthefavorableinvestmentclimate,
ratherthanstrictlytheeffectsofCBA'soperation.Inotherwords,theBalticstateswouldhave
probablydonewellunderadifferentexchangerateregimeaswell.Bycontrast,theintroduction
ofthecu 汀ency boardinBulgariaisconsideredofutmostimportanceforstoppingtheviciouscyｭ

cleofsoaringinflationandrapidcurrencydepreciation.WebelievethattheBulgarianCBAhas

playedacrucialroleinreestablishingconfidenceinthenationalcu 汀ency ， thebankingsystem

andthegovernment.Inthenextsectionwediscusstheadvantagesanddisadvantagesofcurrency

boardsonthecaseofBulgaria.

illAdvantagesandDisadvantagesofCurrencyBoards

Arecentempiricalstudy(GhoshetaI., 1998)suggeststhathistoricallycountrieswith
cu 汀encyboards haveonaverageexperiencedlowerinflationcomparedwithfloatingregimes

andordinarypegs.Thismaybeconsideredasnaturalresultofthemonetarydisciplineintroｭ

ducedbytheCBA.Asdiscussedearlier,theBulgarianoneeliminatedmonetarysourcesofinflaｭ
tionandrestoredconfidenceinthenationalcuπency byimportingBundesbank's(since1999,
theEuropeanCentralBank's)monetarypolicy.However ,inspiteofhavingacommonmonetary
policy ,inflationdifferentialsbetweenBulgariaandtheeurozonemayemergeduetosubstantial
differencesinlevelsofeconomicdevelopmentandotherfactors.In1998,percapitaGDPand
relativepriceindexinBulgariawere23.5percentand28.8percentrespectivelyofthoseinthe

ED(NenovskyetaI., 2001a,p.49).IntheprocessofconvergencetoEDaverages ,itisquite
naturaltoexpectgrowthandinflationratesinBulgariatoexceedthoseofEDmembercountries

(duetotheso-called“Balassa-Samuelsoneffect").Moreover ,asaresultofBulgaria'sstrongdeｭ
pendenceontheimportsof 白els andrawmaterialswhosepricesarequotedinUSdollars, a
strengtheningoftheUSdollaragainsttheeuro(respectivelyagainstthelev)canbringthecounｭ

try'sinflationratestolevelsmuchhigherthanthoseintheeurozone.

Aswepointedoutintheprevioussection,theperiodaftertheCBA'sintroductioninBulｭ
gariahasbeencharacterizedbymoreorlessbalancedpublicfinances.Whilethisphenomenon

canbepartlyexplainedbyhighinflationthatreducedthevalueoflev-denominatedgovernment

debtfrom70percentofGDPin1996tolessthan15percentofGDPin1998(Miller, 1999,p.
12),itisobviousthatthecu 汀ency boardsystemrequiresabetterfiscaldisciplinefromthegovｭ

ernment.Asfiscaldeficitscannotbefinancedbyjustprintingmoneyandborrowingmaybe
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prohibitivelycostly ,thegovernmenthasastrongincentivetokeepthebudgetinbalancebylimｭ
itingspendingandraisingtaxrevenues.However , ifthegovernmentbecomescap 知red byspeｭ

cialpoliticalinterests ,theCBAmaynotbesufficienttocontrolbudgetdeficitsI3).
Athirdadvantageistheconvergenceofinterestratestothereservecu 汀ency country

level.AsillustratedinFig.1,nominalinterestratesfellsharplyinMarch-June1997,beforethe
launchofthecu 汀ency board.SincetheestablishmentofthenewexchangerateregimeinJuly ,
theyhavestayedfirmlyatsingle-digitannualizedlevels.Significantlylowerinterestrateshave

alsohelpedthegovernmentachieverelativefiscalbalancein1998 ・2000. However ,interestrates
inBulgariaarestillhigherthanthoseintheeurozonebecauseofcountryandexchangerisks ,
andbecauseofinflationdifferentials.Inaddition ,short-termlendingspreadsaremuchlargerdue
toinsufficientcompetitioninthebankingsectorandtoalimitedborrowerbase(TheWodd
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Fig.1.Realandnominalinterestratedγnamics during1997

13)ThisisthepoliticalproblemofCBAsidentifiedbyJohnWilliamson(Williamson, 1995).
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Bank, 2001,p.59).
Furthermore ,theCBAreducesconsiderablytheexchangerisk,therebyhelpingdiminish

uncertaintyandforeigntradetransactioncosts.Buttheriskofdevaluationisnoteliminatedalｭ

togetherbecausethenationalparliamentcandecidetochangethefixedexchangerate.Onthe

whole,byensuringlowerinterestratesaswellasexchangerisk,thecu 汀ency boardregimecreｭ
atesamorestableandpredictablebusinessenvironment.

Finally ,amorestablebankingsystemandamoreflexiblelabormarketsshouldbemenｭ
tionedamongtheadvantagesofcountrieswithcu 町ency boards.ThechangesintheBulgarian

bankingsystemaftertheCBA'sintroductionwerediscussedintheprevioussection.Asforthe

labormarket, underacu町ency boardsystemeconomicadjustmenttoshockshastobedone
throughwageandpricemovements.Therefore,realwageflexibilityisanecessaryconditionfor
thestableoperationofaCBA.ArecentstudyhasshownthatrealwagesinBulgariaarestillfar

lessflexiblethanthoseintheEDandotheradvancedcountries(NenovskyandKoleva,2001).
Inanutshell,thecu 汀ency boardhasastrongcredibilityeffectwhichistheresultofsimｭ

pIeandtransparentrulesofpolicymaking.Iftheserulesarestrictlyfollowed,theCBAcancreｭ
ateconfidence ,leadingtohigherinvestment,tradeandgrowth.Webelievethatwasthecaseof
Bulgariaaftermid-1997.However,ontheothersideofthecoinarethefollowingdisadvantages
ofthecu 汀ency board14).

First,theabilityofthecentralbanktoperformtheroleofLLRisrestricted.Asshown
inSection1,BNBcanrefinancecommercialbanksintheeventofasystemiccrisisuptothe
amountofitsexcessforeignexchangereserves,whichareequivalenttothedepositoftheBankｭ
ingdepartmentintheIssuedepartment.Yet,thevolumeofexcessreservesmaybeinsufficient
tomeetbankliquidityrequirements.Onesolutiontothisproblemistoallowtheprevalenceof

foreignbanksinthebankingsectorsofcountriesundercu 町ency boardregimes.Thereasoning

behindthisisthatforeign-ownedsubsidiariescanhavelinesofcreditfromtheirparentbanking

institutionsinthecaseofliquiditycrises(Miller, 1999,p.19).Butthereisnoguaranteeforeign
bankbrancheswillnotjustchooseexitandcontributetotheflightofcapital,insteadofhelping
torestrainit.Anothersolutionistosecurecreditlinesfromforeigncent

14) Mostofthediscusseddisadvantagesarecommonforallfixedexchangerateregimes.



TheCurrencyBoardandBulgaria'sAccessiontotheEuropeanMonetaryUnion 41

ofinvestorsfromemergingmarketsfollowingtheRussianfinancialcrisis.

InacountrywitharecenthistoryofbankingcrisissuchasBulgaria, thelong-term
sustainabilityoftheCBAwilldependontheabilityoftheauthoritiestoensuretheorderlyexit

ofinsolventbanks.Thehandlingoftwobankfailuresin1999 ・2000 providesgroundsforcauｭ

tiousoptimism.Thesefailuresdidnotproducealossofconfidenceinthebankingsystemasthe

policyactionstakenbyauthoritieswerebasedonclearandtransparentrules.Depositsinthe

failedbankswerepaidbytheBankDepositInsuranceFunduptothelegallydefinedmaximum

limit.

Secondly,theinabilityofthecentralbanktouseindependentmonetarypolicy(through
adjustmentsofinterestratesortheexchangerate)isalsoconsideredadisadvantageofcuηency

boards.Thecentralbankcannotinfluenceinterestratesand/ordevaluethenationalcu 町ency to

helptheeconomyabsorbexternalshocks.Intheabsenceofindependentmonetarypolicy ,asin
thecaseofcountrieswithCBAs,theeconomica司justment shouldtakeplacethroughwageand

pricemovements ,whichisconsideredslowerandmorepainful.
Theabovemaybetrueforcountrieswherethecentralbankhashadalonghistoryofsucｭ

cessfulimplementationofmonetarypolicy.Bulgariadoesnotbelongtothatgroup.In1991 ・97 ，

theBulgariancentralbankusedmonetarypolicynottostabilizebuttodestabilizetheeconomy.

Duringtheeconomiccrisisof1996 ・97 ithadfullcontrolofinterestratesanduseditspowersto

raisethemtoveryhighlevels.Butthehighdegreeofdollarization,ortheflightfromthelev,
renderedcentralbankactionstotallyineffective.People'sconfidenceinthecentralbankwaslost

completely.Therefore ,inBulgariatheinabilityoftheBNBtouseindependentmonetarypolicy
maybeconsideredanadvantageratherthandisadvantage.

Asfortheabsenceofapossibilitytodevaluethenationalcu 汀ency tohelpexporters ,we
believedevaluationmayhavemoreharmfulthanbeneficialeffectsinthecaseofasmall ,open
economyheavilydependentontheimportoffuelsandbasicmaterialslikeBulgaria.Devaluation

makesinputsneededfortheproductionofgoodsforexportmoreexpensive,eliminatingthepreｭ
sumedbenefitsforexporters.Furthermore ,devaluationmayigniteinflationaryexpectationsand
incurheavycostsonbanksorfirmswithextensiveborrowingsfromabroad
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theendofthe1990s,thecompetitivenessofArgentina'sexporterssufferedduetothestrongdolｭ
larandthedepreciationofBrazil'sreal.Naturally ,doubtsmayariseonwhethertheBulgarian
levhasnotappreciatedinrealtermssincetheCBA'sintroduction.Inparticular ,thequestionis
whetherrisingcurrent-accountdeficitsin1999 ・2000 (Table4)maybeseenasconsequenceof

ahigherlevinrealterms,whichhasleadtolowerinternationalcompetitivenessofBulgarianexｭ
porters.

OurviewisthatBulgaria'scurrent-accountdeficitsaretheresultofacombinationoffacｭ

tors.Aswediscussedearlier,externalfactorssuchasthestrongdollar,higherworldoilprices ,
theKosovowar, etc.,havehadanegativeimpactonthecountry'stermsoftrade.Theclosure
andtheprivatization-relatedrestructuringofformerSOEsmayhavealsocontributedtothefall

ofexportsin1998-99.ButthemostimportantfactoristhatBulgaria, likeallotheraccession
countries ,isintheprocessofcatchingupwithEUcapitalandincomelevels.Duringtheperiod
ofconvergencetoadvancedcountrylevels,thesecountrieswillexhibitastrongdemandforimｭ
portedintermediateandinvestmentgoods,whichmayleadtopersistentlylargecurrent-account
deficits.Moreover , existingestimatesofproductivity-baseddollarwagesinBulgariaconfirm
thatthecompetitivenessofthecountry'sexportersisnotatrisk(TheWorldBank, 2001,p.83).
Therefore ,wer可ect thehypothesisoflev'srealappreciationasanexplanationofBulgaria'scurｭ
rent-accountdeficitsin1999-2000.

IVCBAand“E ur oizat ion" ScenariosforJoiningtheEMU15)

Aswesawintheprevioussection, mostofthepresumeddisadvantagesofcu 汀ency
boardsmayberegardedasadvantagesinthecaseofBulgaria.Thisenablesustosupportthe

viewofmaintainingtheCBAuntilBulgaria'saccessiontotheEUandtheEMU(theCBAsceｭ

nario).However ,thecountry'spresentexchangerateregimeisformallyincompatiblewiththe
standardprocedureofEMUmembership.Nowthelevisabsolutelyfixedtotheeuro,whereas
therequiredparticipationinERMIIwouldimplyatwo-yeartransitionperiodofgreaterexｭ

changerateflexibility,i.e.afluctuationbandofｱ15percene6)aroundthefixedrate.Belowwe
discusssomemeritsanddemeritsoffollowingthestandardprocedureforjoiningtheeurozone

andpresentargumentsinfavorofmaintainingBulgaria'scu汀ency boarduntilEMUmemberｭ

ship.

Herearesomeofthemerits(GuIdeetaI., 2000,p.18).First,itisarguedthatparticipation
inERMIIwouldallowmarketstotestthecandidatecountIγs exchangeratestability.Ifover

thetwo-yeartransitionperioditsexchangerateisstable,thecountrycanbecomeamemberof
theEMU.However , ifmarketsjudgethatthecandidate'scurrencyisovervaluedinrealterms
againsttheeuro,theremightbespeculativeattacksleadingtohighexchangerateinstability.As

IS)DiscussioninthissectiondrawsonGuideetal.(2000)andNenovskyetal.(200Ia).

16) Ana 汀ow fluctuationbandofｱ2.25percentcanbenegotiatedtoo.Currently ,Denmarkappliestheｱ2.25per ・

centband.

17)Theprior-to ・entry exchangerateisdeterminedbeforethestartofthetwo-yeartransitionperiodthroughnegotiaｭ

tionswiththefinanceministersandcentralbankgovernorsofthecountriesparticipatingintheeurozoneand

theECB.Allparticipantsinthenegotiationshavetherighttoinitiateaposterioriaconfidentialproceduretoreｭ

considertheratelevel.
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theEuropeanCentralBank(ECB)isnotfirmlycommittedtomaintainingthecandidate'sexｭ

changerateattheprior-to ・entry level l7),theremightbeacorrection,i.e.devaluationofthecanｭ
didatecountry'scuπency. Thus,themarkettestwouldensurethecountryenteredtheEMUat
anappropriateexchangerateagainsttheeuro.

Anothermeritisthatthetwo-yeartransitionperiodwouldgivethecandidatecountry's

authoritiestheopportunitytogainexperienceinmonetarypolicymanagementandpreparethem

foroperationwithintheeurozone.Finally,itisbelievedthatacertaindegreeofexchangerate
flexibilitywouldfacilitatenominalconvergence ,i.e.helpthecandidatecountrymeettheMaasｭ
trichtcriteria, byabsorbingtheeffectofrealexchangerateappreciationandbyallowingthe
nominalexchangeratetoreacttoasymmetricexternalshocks.

ThelargestdemeritofparticipationinERMIIistheexpectedhigherdegreeofuncerｭ

taintyinthecandidatecountry'seconomy.ThelackofcrediblecommitmentbytheECBtosupｭ

porttheprior-to ・entry exchangerateprovidespossibilitiesformarketparticipantstospeculate

abouttheentryrate.DuetothelackofdepthofBulgaria'sforeignexchangemarket ,itislikely
thatthetransitionperiodtoEMUmembershipwillbecharacterizedbywideswingsintheexｭ

changerateofthelevagainsttheeuro(GuIdeetaI.,pp.19 ・20). Asharpdevaluationofthelev

wouldcertainlyleadtorisinginflationandhigherinterestrates,makingthedesirednominalconｭ
vergencemoredifficult.

Incountrieswithcu 汀ency boardslikeBulgariainparticular ,uncertaintyaboutfuturelevｭ
elsofinterestandexchangerateswouldincurheavycostsoneconomicagents.Thestableand

predictablebusinessenvironmentbroughtbytheCBAwillquicklybecomeathingofthepast.

Economicagentswillhavetoinsurethemselvesagainstinterestrateandexchangerisks.Banks

andfirmswithlargeborrowingsfromabroadmightnotbeabletowithstandsubstantiallevdeｭ

valuation.Thelattermighttriggerabankingcrisis,launchingthestartofaviciouscycleofcurｭ
rencydepreciation,higherinflationandeconomicrecession.
WebelievethatthereisadiversityofpathstomeetingtheMaastrichtconvergencecriteｭ

riaandthateachaccessioncountryshouldbeabletochoosethepaththatsuitsherbest.Thecurｭ

rencyboardsystemseemsfittoserveBulgariawellonitsroa
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monetaryregimelookveryuncertainduetothehighlevelofdollarizationofthecountry'seconｭ

omy.

Onthewhole,ifthedisciplineprovidedbytheCBAinBulgariahelpsitachievenominal
convergencefaster,thereisnoneedtopassthroughERMIIontheroadtotheEMU.However,
asGuIdeetal.(2000)pointout,maintainingthecu 汀ency boarduntilmembershipintheeuro

zonemightbeadifficultandchallengingtask.Bulgariawouldhavetosustainaconservativefisｭ

calstance, strengthenfurtheritsbankingsystem,managebetteritsexternaldebtproblem ,and
pursuestructuralrefo 口ns toincreaselabormarketflexibility.Itshouldbealsobetterpreparedto

dealwithlargecapitalinflowsoroutflowsandwithasymmetricexternalshocks.Atoughroad

liesahead.IntherestofthissectionweoutlineanalternativepathtoEMUmembership ,thatis
the“ euroization" scenario,andcompareitwiththestrategyofkeepingtheCBAuntiljoiningthe
eurozone(theCBAscenario).

By“ euroization"wemeanadoptingtheeuroaslegaltender,unilaterallyorunderabilatｭ
eralagreement,priortoBulgaria'sEMUmembership.Oneoptionistointroducetheeurounder
anagreementonseignioragecompensationbetweenBulgariaandtheEU.Thismaybecalled

“coordinated euroizationぺimplying itisconsideredbytheEUcompatiblewiththestandardproｭ

cedureforjoiningtheEMU.Underthe“unilateraleuroization"option,notonlyBulgariawillnot
receiveanycompensationforabandoningitsownnationalcu 汀ency ， butitwillalsobeartherisk

ofpoliticaltensionswithEUmembercountriesasthelatterrallyagainstthedecisionto

‘euroize".
Whataretheexpectedadvantagesofadoptingtheeuropriortojoiningtheeurozone?

First,exchangeriskl8)willbecompletelyeliminated,leadingtolowerinterestrates.Althoughthe
exchangerateofthelevagainsttheeuroisabsolutelyfixedundertheCBA,theriskoflevdeｭ
valuation,albeitsmall,stillremains.Interestratesonlev-denominatedloansincludeanexchange
riskpremiumreflectingtheriskoflevdevaluation.Replacingthelevbytheeurowillremove

thispremium.Ofcourse, intheory “euroization"mightbesuspendedtoo, butinpracticethis
possibilitycanbeignoredbecauseoftheenormouspricethecountrywouldhavetopayforreｭ

storingitsnationalcu 汀ency.

Anotheradvantageisthatthelinkbetweenexchangeandbankingcriseswillbesevered.

Withtheintroductionoftheeuro,levdevaluationwouldnotanymorebeathreattothebanking
system.UnderthepresentCBA,theriskoflevdevaluationisinitselfariskofexchangecrisis
turningintoabankingone,withthelatterleadingtofurtherlevdepreciationandsoon.Thelink
betweenexchangeandbankingcrises(aviciouscycle)becameevidentduringtheMexicanand

Asianfinancialcrisesofthe1990s.Moreover,theadoptionoftheeurowillhelpovercomethe
inabilitytoraiselong-termfundsininternationalfinancialmarkets.Duetotheunderdeveloped

stateofthecountry'sfinancialmarket ,itisnowalmostimpossibletoborrowlongterminlev
withouthavingthebankingsystembeartheburdenofeitherexchangeorrna 卸rity risks ' 9l

• With

theeuroreplacingthelev,Bulgariancompaniesmayfinallyobtainaccesstomuchneededlongｭ
termloans,whereasbankswouldnotneedtoworryabouttheaboverisks.Lowerinterestrates

18)Exchangeriskstemmingfromthepossibilityofdevaluatingthelevagainsttheeuro.Exchangeriskrelatedto

fluctuationsoftheeuroagainstotherm勾or currencieswillremain.

19)Bankseithertakeexchangeriskbyborrowinglong-termfundsinforeigncuπency tolendtheminlev,ormaturｭ
ityriskbyborrowingshorttenntolendlongte ロn inlev
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Table3. SeigniorageinBulgaria(1995 ・2000)

% 1995 1996 1997 1998 1999 2000

C/GDP 7.0 7.2 7.7 8.1 8.6 9.8

S/GDP 4.4 4.9 0.9 0.8 1.4 1.6

S/TR 24.4 14.8 38.3 22.2 2.4 10.8

S/TotalR 19.8 12.1 35.0 20.9 1.9 8.6

Source:authors'calculations.
c:banknotesandcoinsincirculation;S:seigniorage;TR:taxrevenuesofthegovernment;
TotalR:totalgovernmentrevenues;GOP:grossdomesicproduct.
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andaccesstolong-termborrowingareexpectedtostimulateinvestmentandeconomicgrowth.

Furthermore ,pricetransparency ,eliminationoftransactioncostsstemmingfromtheexｭ
changeofeurosforlevs ,andfurtherreorientationofBulgaria'sforeigntradetowardthecounｭ
triesoftheeurozonearealso ,amongothers ,advantagesthatcanbeexpected 仕om “euroiza ・

tion".AdoptingtheeurowillgiveBulgarianstheopportunitytodirectlycomparepricesintheir

countrywiththoseintheeurozone.AndforeigntradewiththeEUwillbeaccountedasinternal

trade ,helpingreducethecountry'spresentcurrent-accountdeficitbyapproximately35percent
(NenovskyetaI., 2001a ,p.101).Thiswill , in 旬rn， freeresourcescurrentlyusedasforeignexｭ

changereservesandmakethemavailableforinvestment.

Asmentionedabove , “unilateral euroization"wouldhavetwocleardisadvantagesfor

Bulgaria.First ,therewillcertainlybealossofseigniorage.Table3showsthatbeforetheeco ・

nomiccrisisof1996-97centralbankrevenuesfromseigniorageaspercentageofGDPwerequite

significantbutwiththeachievementoflowinflationandfiscalbalancein1998 ・2000 have

droppedconsiderably.Theunilateraladoptionoftheeurowouldalsomeanthelossof

seigniorageas “revenueoflastresort ぺ i.e. thegovernmentwillnotbeabletorelyonsubstantial

revenuesintheeventofunexpectedcrises.Incontrast , “coordinatedeuroization"presumesBulｭ
gariawouldreceiveatleastapartialcompensationfromtheECBforthelossofseigniorage.

TheseconddisadvantagearisesfromtheexpecteddeteriorationofrelationswiththeEU.

EurozonecountrieswillprobablyconsiderBulgaria's “unilateral euroization"asanattemptto

jointheEMUthroughthebackdoor , withoutpassingthroughthestandardprocedureofEMU
membership.TheadoptionoftheeuropriortoachievingnominalconvergencetotheMaastricht

criteriamaycreateanegativesentimenttowardBulgariaanderectadditionalbarrierstothe

country'sintegrationwiththeEU. “Coordinated euroization"willminimizesuchpoliticalcosts

asitwillbebasedonabilateralagreementandwillbepossibleonlyifBulgariasustainsits

macroeconomicstabilityandstructuralreformsinthefuture.

Theabsenceoflenderoflastresortisusuallyregardedasyetanotherdisadvantageof

“ euroization" ingeneral ,butintheBulgariancase ,theBanki
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shocks.
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“Euroization" costswillalsoincludethenecessaryone-offexpensestoacquireeuro
notes,tochangepricesandsoftware,etc.Moreover,thecountrywillcompletelyloseitscontrol
overmoneysupply.DecisionsaboutmonetarypolicyintheeurozonearemadeintheGoverning

CounciloftheECB,andunder“ unilateral euroization"Bulgariawillnothavetherighttovote
there.However ,thecountryhasalreadyexperiencedalossofmonetarysovereigntyasaresult
oftheCBA'sintroductionwithbenefitsexceedingthecosts.AndECBdecisionmakingisnot

likelytobeswayedbysmallaccessioncountrieslikeBulgaria,eveniftheyhadtherighttovote
intheGoverningCouncil.

Finally,therearesomedoubtswhether“ euroization"willreallybringlowerinterestrates
andmoreinvestment.Evenaftertheadoptionoftheeuro,ariskpremiumwillcontinuetoexist
notjustbecauseoftheabsenceofnominalconvergence ,butalsobecauseofthecountry'sweak
institutionalenvironment.Introducingtheeuroisnotapanaceatostructuralproblemssuchas

lackoftheruleoflaw,prevalenceofcorruption ,inefficiencyofthelegalsystemandthegovernｭ
mentadministration ,etc.

Conclusion

SinceBulgariaestablishedacuηency boardinmid ・1997 ， ithasachievedremarkable

macroeconomicstabilityandthreeconsecutiveyearsofeconomicgrowth.Althoughotherfactors

suchasthereboundeffectfromtheeconomiccrisisin1996-97havecertainlyplayedarole,the
financialdisciplineinstilledbytheCBAwascrucialforthecountry'saccomplishmentsin1998ｭ

2000.However,itspresentexchangeratesystemisformallyincompatiblewiththestandardproｭ
cedureofEMUmembership , namelywiththerequirementtoparticipateinERMIIfortwo
years.Therefore,policymakersarefacedwiththedilemmaofwhethertomaintaintheCBAunｭ
tiljoiningtheeurozone,orwhethertoswitchtosomeothermonetaryregime.
TounderstandwhetherBulgaria'spresentexchangeratesystemcanserveitalltheway

uptotheadoptionoftheeuro, weexaminedtheadvantagesanddisadvantagesofcu 汀ency
boards.Wefoundoutthatbycreatingastableandpredictableeconomicenvironment ,theCBA
canpromoteinvestment,tradeandgrowth.Furthermore ,weconcludedthatthismonetaryregime
iswellsuitedtohelpBulgariaachievenominalconvergenceinaccordancewiththecriteriadeｭ

cidedbytheMaastrichttreaty.Thedisadvantagesofcuηency boardsthatarewellknownfrom

previousexperiencearemitigatedbythespecificdesignoftheBulgarianCBAandbyBulgaria's

failurewithindependentmonetarypolicyin1991 ・97.

WealsoanalyzedthemeritsanddemeritsoffollowingthestandardprocedureofEMU

membership.Wefoundthatabandoningthecuηency boardtoparticipateinERMIIwouldproｭ

duceahighdegreeofuncertaintyandmighthavedisastrousconsequencesforthecountry's

economy.Switchingtoanothermonetaryregimesuchasinflationtargetingcombinedwithflexiｭ

bleexchangerateswouldrequirelarge-scaleinvestment,whiletheprospectsofitssuccesslook
uncertainduetothehighdegreeofcurrencysubstitution.Weconcludedthatifthedisciplineproｭ

videdbytheCBAinBulgariahelpsitachievenominalconvergencefaster,itwouldbenefitfrom
notparticipatinginERMIIontheroadtotheEMU.However,thiswouldrequiresustaininga
conservativefiscalstance,strengtheningthebankingsystem,andpursuingstructuralreformsto
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Table4: EconomicChangesSinceCurrencyBoard'sIntroductioninBulgaria

1996 1997 1998 1999 2000

GOPgrowth(percentagechangeinrealterms) -10.9 -6.9 3.5 2.4 5.8
Consumerprices(percentagechange) 310.8 578.6 0.9 6.2 11.4
Interestrates(BNBbaserate)(inpercent) 435 7 5.2 4.6 4.7
Governmentbudgetbalance(inpercentofGOP) ー 1 0 .4 -2.1 0.9 ー0 . 9 ー1.1

Currentaccountbalance(inmin.USdollars) 16 428 -62 -681 四 70 1 .4

Currentaccount/GOP(inpercent) 0.2 4.2 -0.5 -5.5 -5.9
Tradebalance(inmin.USdollars) 188 380 ー38 1 ー 1 ， 08 1 同 1 . 1 7 5

Grossdomesticinvestment(inpercentofGOP) 8.4 11.4 14.7 19 16
Foreigndirectinvestment(inmin.USdollars) 138 507 537 806.1 1.002
Grossreserves,excl.gold(inmin.USdollars) 518 2.121 2,679 2,892 3,300

Grossforeigndebt(inmin.USdollars) 9.602 9.760 10,260 9.989 10,364

Grossforeigndebt/GOP(inpercent) 97.7 95.8 83.7 80.5 86.5
Grossforeigndebtservice/exportsofgoodsandservices(%) 16.3 12.8 20 18 16.7
PrivatesectorshareinGOP(inpercent) 55 60 65 65.3 69.3
Unemployment(inpercentofthelaborforce) 12.5 13.7 12.2 16 18

Sources:EBRD(Transitionreport2000),BulgarianNationalBank,NationalStatisticalInstitute,andtheBulgariangovernment'sreport
for2000(http://www.government.bgjbgjindex.html)
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increaselabormarketflexibility.Thecountryalsoneedsbetterpreparationtodealwithlarge

capitalflowsandwithexternalshocks.

Finally ,wediscussedtheso-called“ euroization",thatisadoptingtheeuropriortomemｭ
bershipintheEMUunilaterally(“unilateraleuroization")orunderabilateralagreementwiththe
EDandtheEuropeanCentralBank(“ coordinated euroizationウ. Wefoundthat“unilateral
euroization"willbeverycostlyduetothelossofseigniorageandtheexpecteddeteriorationof

relationswitheurozonecountries. “Coordinatedeuroization"whichpresumestheEU'sandthe
ECB'sconsentonsuchpathtoEMUmembershipisthedesirableoption.However ,thisisameｭ
dium-termsolutionasBulgariahastoprovefirsttotheEUthatitcanachievenominalconverｭ

gence.Untilthen,itshouldbeservedwellbyitspresentcuπency boardsystem.
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