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heory of Optimum Currency Areas
and the Balkans

lj»!k;ar Juan Sauvcedo Acosta and Jesus Diaz Pedroza

‘Abstract The (heory of oplimaum currency arcas show which are the aptimal
~fonditions for a group of countries sharing the same currency, such theory also
-poinls out the costs arxd benefits of giving up a national currency. There are costs
id benefils for countries that decide to nse the currency of unother couniry or if
£y choose to belong 10 a monetary union. The main cost for a country when it is
4Tt of a monetary union is the loss of monetary policy. however if such country has
edibility problems in monetary policy thigh inflation in the past), this cost is
Significantly reduced or even if can become a beneli, Countries may choose to use
inother currency io impori credibility {Dollarization or Euroisation), belonging to a
monetiry union or 1o create cenlral banks with credibility. There are economies
ith anchors currencies. that is. economies with credible central banks (with
Wilation controlled for several years). while on the other hand there are economies
that have no anchor currencies and therefore can choose 1o import credibility from
onomies with anchor currencies. The aim of this paper is to apply some theoret-
%eal elements of the theory of optimum currency areas lo Balkans countries. We
Sart to consider the idea that there are anchor currencies and non-anchor currencies
on the economies of (e world. Starting from the above, it is considered thai the
#chor currency {or the countries ol the Balkans is the euro. due to the credibility
"l':h:_ll the European Central Bank has acquired since its creation to the present,
Furthermore, we propose Lo evaluate the relevance for Balkan countries choose
biie of the following three options: keep their rational currencies, creale i new
regional currency or to use the euro (Euroisation or (o be part of the eurc area). To
assess the relevance of any ol the three options above. we estimale the
Y-movement of the economies ol the Balkans with the eurozone and wilh them-
$ﬂlvcs. besides we analyse the credibility of central banks in the region (the record
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in the inflation in the countries of the region}, 1rade fows of the countries of the
region with the guro-zone and among Lthernselves, and finally we estimate a political
proximity variable (coincidence of voting in the UN General Assembiy).

1 Introduction

The Balkan region is formed by countries that have different types of relationships
with the European Union (EU). Greece, Bulgaria and Croatia are already members
ol the EU, while Albania, FYROM. Montenegro and Serbia are official candidates
and Bosnia & Herzegovina is a potential candidale, officially recognized by the
Buropean Commission. On the other hand, from a monetary point of view, the
countries of the region are linked 1o the euro zone and the euro, because Greece is a
member of such zone, Monlenegro uses the euro (Euroisalion), Croatia and
Bulgaria will have to use such currency und all other couniries of the Balkans
have 1o do the same once lhey enter the EU,

In the medium and long term, the Balkans will be linked to the euro zone, so i is
relevant to analyse how convenient it is for these countries 10 use the euro, We will
use the Optimum Currency Areas (OCA) theory which analyses what are the ideal
conditions for a group of ceuntries sharing a common currency and what are the
costs and benefits of using a single currency.

In the Balkan region is interesting 1o apply the OQCA theory. because in that
region Greece already share the same currency with its partners in the euro area, so
that such country can be used as parmneter Lo analyse the pertinence of the other
countries in the region to enter in the euro zone. Although Greece has its own
characteristics, especially afler the European financial crisis, we believe il can serve
as parameter.

There ure pupers that have studied whether the region is an QCA with the curo
zone. The resulls are mixed, because some siudies show that for the Balkans is
optimal use the euro (Sideris 2009). while other siudies show that only some Balkan
couniries should use the euro {Gouveia 2014; Broz 2007} and others show that is
not optimal use ol the ewro to the region (Belke and Zenki¢ 2007; Gackov and
fovanovski 2013; Gligorov et al. 2008). The methodology of previous studies uses
some of the following criteria for QCA: rrade inlegration, synchronization of
business cycles, labour mobilily and the exchange rate indicater.

The originality of the paper is based on the analysis of the feasibility of the
Balkans use a regional currency or the suro. To do (his, we use innovative criteria,
including the criterion of co-movement of the product (which differs from the
synchronrization of business cycles), and a criterion of pelitical proximity, On the
other hand, we use the criteria of trade integration and inflation (used i most
previous studies).
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2 Theories of Optimum Currency Areas

There is a wide runge of exchange rate regimes (ERR). Al one extreme is the ERR
[ree floating and the other is Monetary Union {MU). Franke! (1999} found nine
ERR that vary according to the degree of monetary fexibility. The ERR of {ree
Noating and MU are known as corner solutions, because they are at the extremes of
the range of the ERR. In recent years several countries have chosen one of the
corner solutions,

In the ERR free floating. governments do not @im ils exchange rale. it is the
market that determines it. The free-floating ERR must be supported by an indepen-
dent Central Bank to better results.

MU oceurs when two or more countries use the same currency and may be
considered in two ways, In the first case. called Dollarization (or Euroisation). a
country adopts the currency ol another country. Montenegre has used the euro
{previously the German mark). The second case, calted MU, a group of countries
creales a new cutrency, as the euro zone when a group of European countries began
to use the euro since 1999,

The OCA theory siudies when it is best {o have a MU, in other words. the
benefits of using the fixed ERR. The choice of corner solutions will be focused
using the OCA theory.

An QCA can be defined as a geographic area where it is optimal (0 yse a single
currency sl one Central Bank. This area may include two or more countries. The
OCA theory studies the disadvaniages and advanlages of MU's. According to
Dellas and Tavias (2001), there are two lypes of approaches in the literature that
evalualed when it is optimal form a MU. The first considers the conditions that
countries must meel to adopt a common currency, while the second shows the costs
and benefits of forming a MU.

According 1o the first approach. countries must meet the following conditions Lo
form an OCA (Table 1),

Mundell (1961) states (hat if there is free movemenl of warkers between two
countries. it is optimal sharing a single currency. Mckinnon (1963) was the first 1o
show that when [wo or more countries trade a lot the benefits of sharing the same

Table 1 Criteria of OCA and authors

~ Criteria _ _ Authors
| Labour muobility and ﬂexihilﬁy ot wapes and “Mundell (1961}
prices
2 Trade openness Mekinnon (1963)
3 Divernsification of consumption aid praduction Renen {1969}
4 Politicad imegration De Grauwe (2006), Lee and Barra
(2416
5 Financial integration Mundell (1973a, by
6 History of high inflation Alesing and Barre {20023

Suprcr: own elaborativn
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currency are high. Kenen (1969} showed that the diversilication of production
becomes more viable monelary integration.

De Grauwe {2006) shows that political integration among countries is a deter-
mining factor for share the same currency. Mundell (19734, b) indicated the
imperlance of financial integration in the decision ol monetury integration. Alesing
and Barre (2002) showed the role that the inflafion record ol a country in its
decision 1o share the same currency.

The main probiem with using this method s that (here are severs conditions thal
may result cenflicting results. For example, two countries can trade a lol between
them. However, these countries nay have low labour moebility, If we consider the
lirst ¢ondilion, such countries should share the same currency, while the second
condition it would not be destrable Tor these countries shire the same currency.

The second approach shows the costs and benelits of forming & monelary union
(Table 2 belowi; .

The Table 2 above shows the main costs and benelits of sharing a single
curtency. When a currency is shared, the costs of foreign exchange are eliminated
{De Granwe (20071 this reduces uncenainty about possible appreciations and
depreciations ol the exchange rate {Dellas and Tavias (2001)). When the new
MU has a credible menetary policy (MeCallum { 1995)), there is a benelil ol having
a commitment to fight inflation (Alesina and Barro (20023},

Benefits: The main benefil of being part of & MU s the reduction ol lransaction
COsls.

Costs: the main cosl being part of a MU is the loss of the exchange rate and
monetary policy (Mundell (1961} to face an external imbalance.

Another benefit of being part of a MU is based on the “hypothesis of credibitity™,
Agcording to such hypothesis. Lhe stronger the commitment (o have a fixed exchange
rate, credibility is greater. The “hypothesis of credibility” is based on the notion that 3
MU implies a stronger commiiment by huving a tixed exchange rale. A MU with a
strong commitment to price stability will increase the credibility of the members of (he
MU, so the result is thul new entrant inmports credibility of the MU.

Mew (rends in the OCA theovy include new costs and benefits of forming a
moenetary union, For example, Alesina and Barro {20027 showed that the benefils
and costs ol forming 4 monetary union are;

Tuble 2 Benefits and costs of sharing a currency

Benefits and costs Authers

Bencfis. ) . oo . . .

Elimination of transaction costs e Grauwe (2007)
Reducing uncertainty - Dellas and Tavlas (2001)
A maore eredible muﬁctar}' agrecmenl MeCallum {1993)
Commitment to maintain low inflation Alesina and Barro (20(12)
Costs .

Loss of menetary policy {Traditional consideration) Mundall (1961

Source, ovwn elaboration
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Benetits of Trade: two countries trade more with a single currency than with (wo
currencies, therefore, a MU would increase trade.

The benetit of commitment: inflation bias is reduced when a counury adopts the
currency of a country with credibility in monetary policy,

Asymmetite shocks: the main cost is the effect of monetary policy in (he
presence of axymmetric shocks. because in the MU, monetary policy is
implemented throughout the Union and not just lor an individual country. so that
il'a country receives a shock that does not alfect the Union, there is no way for this
coumtry 1o react o the shock.

From the new perspective of the costs and benefits of forming « MU, potentiaj
candidates are countries (“clients™} with long periods of high inflation. The “cli-
ents” should choose countries with low inflation (“anchors™). i.e. countries with
high credibility in monetary policy. Additionally. an important element is that Lhe
“clients” and “anchors™ have symmetric shocks, to reduce the costs of forming a
monetary unior. S

Sometimes there are MU 's with several “clients” and only ene “anchor™. as in
the case of the euro ares, It may happen that a “client” unilaterally adopts the
currency ol an “anchor™, as in the case of Montenegro with the suro. In both cases
the “client” (“clients™) gets more credibilily, therefore, the “client™ imporl mone-
tary stability [rom the “anchor™.

Ion the eure area the “anchor™ is Gérmany. because the Bundesbank has had a
record of low inflation und a high degree of independence. Therefore. infiation bias
hus been declining for Germany since the end of World War 11,

Before the launch of the euro. there were two monelary systems in Europe,
where Germany was the “anchor”. The first was the snake in the tunnel, where
European countries in the early seveslies coordinated their monetary policies to
keep their exchange rates linked 1o the US doilar. The second occurred in the late
seventies, the European Monetary System (EMS), which was created to import
stability ol an “anchor™ in Lhis case the Bundesbank.

Capital mobility has increased since the eighties, so it was very dilficult to
maintain the credibility of EMS members. One solution 1o this preblem was the
creation of the Economic and Monetary Union (EMU) with only one currency and a
Central Bank for Europe. McCallum (1995) points out that the stronger is the
commitmenl largest is credibility, so that EMU was the solution to maintain the
credibility of the euro zone.
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Table 3 EU membershup and

EL
the Balkaus Country Member  Candidate  Potential
R R B,
Bosnia and Herzegoving 2003
Bulgaria 2007
Croatia 2013
Gregce IDR]|
FYROM 2004
Maontenggro 2010
Serbia . 2012

Sewrce: own elaboration

3 Exchange Rate Regimens and Monetary Unions
in the Balkans

3.1 The Balkans and the E uropean Union

We have considered for this text the following countries: Albania, Bosnia and
Herzegovina, Bulgaria. Croatia, Greece, FYROM. Montenegro and Serbia,
The Balkan countries have different types of relationships with the U,
they have the lollowing statuses: members, candidates
Table 3 shows the relationship of the Balk
European Union, There
El:

because
and potential candidates,

an countries and their status with the
are three groups of countries according their status in the

Group 1: EU Member States
Greece joined 1981 1o the BU and the euro ares in 2001, Bulgaria is a member of
the EU since 2007 and is not a member of the CUIGZO
EU in 2013 and is not part of the eurozone.

Group 2: EYJ candidales
These countries are considered candidates who have acquired this stalus from
2004 to 2014. In this group are included Albania, FYROM. Menlenegro and
Serbia. Montenegro uses the euro since 2002 (before the German mark).

Group 3: BU potential candidales
Bosnia Herzegovina is considered by the European Commission
candidate for the B,

e and Croatia joined to the

as a potential
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Table 4 Monetary palicy framework and exchange rate arrangement in Balkans

Muonetary policy framework

Exchange rate Exchange rate anchor Inflation targeting
dTangement Euro ramework Other
No separate legal Montenepro . . . - -
temder
Currency Board Baspia and Herregovinu.
Bulgaria
Stabifize FYROM
arrangement
Crawl-[ike Croatia
arrangement .
Floating Albania, Serbia
Free floating Greece {in the euro

zone}

Sewerce: Internabional Monelary Fund (2013

3.2 Exchange Rate Regimes and O Monetary Policy
in the Balkans

The exchange rate regimes and monelary pelicy differ in the Baikuns. Table 4
shows the types of monetary policy and ERR. The region has a wide range of ERR,
from unilateral dollarization to floating.

321 Greece

Greece has no longer a monetary policy and national currency. Since 2001, such
counlry is a member of the eurozone and uses the euro and the Furopeun Central
Bank determines monelary policy in this area. The European Central Bank manages
monelary policy that is based on twe pillars, one economic and the other monetary
(Suucedo 2009, that is why the IMF classifies the Monetary Policy of such Central
Bank as “other” {Internationat Monetary Fund 2013). Exchange rate policy in the
curo area is Iree floaiing {International Monetary Fund 2013), i.e. is the supply and
demand for thal currency determines its price.

322 Albania

Albania applics a monetary policy classified as inflation targeting. The Central
Bunk of Albania lias the aim of achieving price stability, and for such the Central
Bank has set a target of an annual increase in the consumer price index of 3 %. The
pelicy exchange rute in Albania is free foating, although the Intermational Mone-
tary Fund (IMT considers the vegime as foaling because sometimes there are
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interventions by the Central Bank in the loreign exchange market (lnternational
Monetary Fund 20133

3.2.3 Serbia

Serbia applies an inflation targeting monetary policy. The Central Bank of Serbia
aims price and financial stability, and has sel u target by inffation. in the medium
termi, of 2—4%. The exchange rate policy is managed float, because it’s Central
Bank intervenes when (here is # lot of variability in the exchange rate. The IMF
points oul that Serbia has an exchange rate regime classitied as floaiing.

3.2.4 Croatia

The Ceniral Bank of Croatia appiies a monetary potlicy that is anchored to the
exchange rale (Internatienal Monelary Fund 2013). The IMF classifies exchange
rate regime in Croatia as crawl-like arrangement. where the Ceniral Bank of that
couniry intervenes 1o achieve a controtled depreciation of its national currency
{kuna) with the euro, which is nol greater than 2 6. otherwise would be considered
us flewting (lnternational Monetary Fund 2013),

325 FYROM

The Central Bank of FYROM applies a Monetary Policy that is anchored 10 the
exchange rate, because its inlermediate larget is a certain value of its currency
(Denar} in relation Lo the euro. The 1MFE classities exchange rate regime of FYROM
as Stabilized arrangement {Inlernational Monelary Fund 2013). where the Central
Bank intervenes in the foreign exchange markel to avoid abrupt depreciation
tappreciation).

3.2.6 Bulgaria

The Central Bank of Bulgaria applies a Monetary Policy that is anchored at the
exchange rate at a fixed level [.9558: | EURQ. The exchange rate regime in
Bulgaria is an Currency Board (International Monetary Fund 2013}, which consists
ol keeping fixed lhe value of its currency (lev) relative Lo the euro, and ihe rule
followed is that (he money supply grows {decreases) as international reserves grow
tdecrease).
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3.2.7 Bosnia and Herzegovina

The Ceniral Bank ol Bosnia and Herzegovina applies a monetary policy thal is
anchored al the exchange rate ai a fixed level 1.9558: 1 EURO. The raie of
exchange rate of Bosnia and Herzegovina is Currency Beard (Intemational Mon-
elary Fund 2013). which is to keep fixed the value of its national currency {mark)
relative 1o the euro (it was linked 10 the German mark before), and Lhe rule followed

is that the money supply grows (decreases) as imiernational reserves grow
{decreise),

328 Montenegro

Montenegro has no own currency., uses the euro {previousty used the German
mark}. This country uses the eure unilaterally and the main objective of the Ceniral
Bank is to achieve and maintain financial stability. The IMF classifies its exchange
tate policy as “no separate legal tender™ (International Monetary Fund 2013).

3.3 Monetary Options for Balkan Region

In the Balkans can be considered three options:

th To continue using their national currencies, although Montenegro and Greece
use the euro, and Bulgaria. Croatia will have to use it in the medium and long
term, becuause they are members of the EUL

t2) Creation ol a regional currency, although in the case of Greece and Montenegro
already use the euro. which would complicate this option.

(3) Using the euro as the national currency. and there are two choices: which
countries become members of Lhe euro zone (Greece) or if they decide to do
so unilaterally (Montenegro).

4 Methodology

4.1 Databases, Sources and Indicators
+E.1  Price Stability
Inftation data come [rom the World Development Indicators 2014 (World Bank),

and we use the variable Consumer Price Index for the period 1990-2012. Not all
countries have data for the entire period, because several countries acquired Lheir
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independence recently, for those cowntries the annual average inflation data of shon
periods was taken into account.

Information of inflation in the euro zone come from the IMF. World Economic
Outlock Database, October 2014, and we use the variable Consunrer Price Index for
lhe period 1990-2012,

_CPI, - CPI,
CPI, |

Where;

CPl Consumer Price Index

4.1.2  Trade Openness

The bilateral 1rade data come from the Depurtment of Trade Statistics of the IMF.
Imports and exports are in US dollars for the period 1980-2013. For the calcutation
ot trade opening we needed the Gross Domestic Product (GDP) of each of the
countries, so it used the IMF, World Economic Outlook Diatabase, October 2014,
The GDP used was in billions of US dollars.

To compute the Trade Openness (TO) the following formula is used:

v Ms + X'
- TO T e
oDpP

Where:

M's  imports;
X's  exports;
GDP  Gross Domestic Product

4.1.3 Co-Movement of GDP

The methodology used in this paper is based on the proposal of Alesina et 4l. (2003)
in which co-movements are calcufated in economies that should form a MU. Based
on the results the convenience of befonging or not to an OCA (if you consider the
Euro as such) is inferred.

The IMF contains all the information needed for this document. Eurosial has
information for a)l countries in Europe, but there are some missing years for
countries (hat are candidates 10 join the euro zone. The OECD database has
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conversions PPP exchange rates, Finally. the dalabase of the Wortd Bank is one of
the sources used. With all these inforination bases we will be able to integrate a
panel covering a time period of at least fifteen years for each of the countrics
analysed,

The model (hat we propose allows observe how co-movement the variable GDP
per capita of a sel of economies in the Balkans. The Y/Yy variable measures the
ratio of GDP ol the j-1h country in erms of the ith couniry. Eight countries were
used with an annual Ume period ranging from 2000 (o 2014, homogenizing the
series at PPP prices 1o compare these economies. An auloregressive second order
process was used (o estimate model parsmeters, such as indicated Alesina, Barro
angd Tenreyro:

¥ Y. Vi o
it ¢y - , il Catn Lz 4y ” I}
I . 1

ReT N Yig-2

With 1, which measures the relalive product that is not predictable from the
previous 1wo periods. Then a measure of co-movement would be given by the rool
mean square of error:

L
W7

;. 1-.
21t 2)

The above expression shows that for small values VY indicates a higher
co-movement of products between countries i and j. and that most of the explana-
lion (between products) is given by the expression { 1).

The econometric technigue for estimating parumeters and rool nean square
censisted of a 2nd order autoregressive panel was developed by Arellano and
Bond (AB) (1991) and Areilano ¢2003), due to the dynamic nature ol the
autoregressive process. Thus AB estimator is performed by the Generalized of
Method of Moments (GMM) and (o estimate a dynamic model is not required to
include external instruments. Cannot be used the usual technique Pooled OLS
estimater by the presence of aulocorrelation of unobserved individual effect and
lagged variables. The same problem would be using the methodology of the
eslimates of fixed effects and random effects.

Estimation by dynamic methods poses a relationship that is characlerized by the
presence of lags of the dependent variable in the regressors. In addition. it is
dssumed that the error terms follow a model with a single error component with
the property that are independent and identically distributed (11D,

o
A

4.1.4 Political Proximity

The information on the resolutions of the General Assembly ol the United Nations
{(UN) comes the Official Document System of the UN (hitp:/fwww . un.org/es/
documents/fug/resga.shtmly for the 2014, The degree of coincidence in the vating
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al the General Assembly of the UN was compute. and the options are lor, againg
ahstentions and no vote. The option did not vote was taken as a fourth oplion. so th
if a country did not vole and the other yes. it was considered thal there was
coincidence in the resolution.

We followed Lee and Barro (2006) on the degree of coincidence of countries i
the General Assembly of the UN. We used the latest availuble year (2(31d), o
political proximity to the couniries of the Balkans. FYROM does nol belong to the
UN, {or reason we do not include in this analysis. [For each of the Balkan counirie:
the degree ol coincidence was calculated (each resolution 2014} regarding them
setves and the countries of the euro zone, and then we oblained an average of the
degree of coincidence.

5 Results

5.1 Price Stability

Table 5 shows the average inflation. using (he consumer price index. for the
Balkans, We divide the information into two sub-periods,  1990-2000) and
2000-2012. Nevertheless, there are countries for which (here were not data [or
the first period (Bosnia and Herzegovina and Montenegro) because they became
independent at later dates. In Lhe nineties was a period of low inflation in Europe,
because several countries had to [ulfil the Maastricht criteria, in order 1o enter the
euro zone, but the countries of the Balkans did not have 1o meet these criteria {with
the exception of Greece).

In the period 1990-2000, the countries of the Balkans had a double-digit
milation (excluding Greece with high inflation. but with one digit), due Lo Lhe
instability that occurred in this period in (he region. It is noteworthy Bulgaria
with an average annual inRation 117.5 %. Croatia (86,2 ) and Serbia (50.2 ¢y,
On average the Balkan region had an inflution rute of 50.22 ¢ very high when
is compared 1o the euro area (2.21 %),

In the period 2000-2012, the countries of the Balkun region had lower inflation
than the previous period. Inflation in the Balkans was only one digit, except Serbix
having a price increase annual average of 12.9%. Albania, Bosnia and
Herzegovina, Croatia, Greece, FYROM and Montenegro had inflations very close
to 362, The Balkans region had an average inflation 4.64 4. while in (his period the
eure zone had an inflation rate of 2,17 %.

The euro area seems Lo be an anchor in the region, because the inflation in tha
region is ow compured with that of the Bulkans, Many Balkan countries have low
inflation due to: they have linked their currencies to the euro {Bulgaria and Bosnia
and Herzegovina have a Currency Board) or they use the euro {Greece and Monte-
negro) and as a resull of the process of ransitional evolution of their economies. The
euro is now an anchor currency for the region. o it would be very likely for countries
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Table 8 Mean of annual Country 990-2000  2000-2012
indlition rates lor Balkans R e C e

region (44 1 Advaniu (278 249
Bosnia and Herzegovina 3
Bulguna 117.3 39
Croatia 8a.2 29
Greece 0 32
FYROM 106 24
Mantenegro kA
Serbia A0.2 2.9
Average .22 4.6
GEuro zone -3 2147

Sowrce: own elaboration with data from The World Bank

of the Balkans to use il in the (uture as a means lo import stability. Greece and
Montenegro uses the euro, Bulgaria and Croatia will Bventually use that currency
fonce they pass a series of tests) because they are part of the EU, while other
couniries are candidates (with the exception ol Bosnia and Herzegovina), so that
when they become member of the EU will have 1o use the eure,

5.2 Bilateral Trade

Table 6 shows (he bilaeral trade (% GDP) of Lhe countries of the Balkans with
respect o Lhe eure zone and among themselves. In general, countries in the Balkans
are more inlegrated with the euro area (135.88 ¢¢) than among themselves (7.80 %),
s0 it would be more likely to share a currency with the euro area than among
themselves. Montenegro is 1he only couniry in the region wilh greater regional
integration with the Batkans (15.10%) compared with the euro area (12.36 G},
while other countries in the region have grealer trade integration with the euro zone.
Croatia. Albania, Bosnia and Herzegovina, Bulgaria and FYROM are more inte-
grated with the euro area than Greece, even that the latter is already using the euro.
Although Monlenegro already uses the euro, it is the most integrated. in lerms of
Irade, with the Balkan region,

Overall, il we use the criterion of (rade mtegralion, the countries of the Balkans
would be ideal candidates 10 use the euro. because their level of rade integration
with the euro area is larger than themselves. The alternative of a regional currency
is not leasible if we use the crilerion of trade integration.
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Table 6 Bilateral Trade ¢4

Trade partners
GDPy for Balkans region,

20052013 Country - Eurozone (%) Balkans (%)
Albania 13,73 4.32
Bosnia and Herzegoving 17.56 1308
Bulgaria 19.98 4.80
Croutia 20,77 4.41
Greece 13.58 .85
FYROM 16.70 11.97
Monteaegro 1230 1510
Serhia 12.38 3497
Average [5.8% C7R0

Source: own elabaration with duta (Tom the [MF

5.3 Co-Movement of Product

To estimate Eq. (1) a transformation of the variable in logarithm is performed and
the results are presented in Table 7.

However, the interest ol our empirical analysis focuses on the residuals ol the
regression. because they represent the co-movemenis or interdependence of all
countries in this panel.

Table 8 shows the co-movement of GDP per capita between the countries of Lhe
Balkans and the euro zone and among the couniries of the Balkans {lower values
means higher co-movements), On average, countries in the Balkans have higher
co-movement among themselves (regarding the euro area). Therefore would not be
optimal for those countries using the euro as a whole, while a regional currency
would be more justified il we use the criterion of co-movement of products,
However Greece and Montenegro, which already use the euro. have the lowest
co-movement with the euro zone. which would be a conteadiction if we rely on the
criterion of co-movement of products. The sbove indicates that the decision 10 use
the euro by Greece. and (o a lesser extent Montenegro (by the size of its economy),
was based more on politicat eriteria, The low co-movement ot the Greek economy
with the euro zone is not new, there are studies {Lee and Barro 2006: Saucedo 2009)
showing that the synchronization of its economy is low retative 1o the area euro.

5.4 Political Proximity

The Table 9 shows the political proximity {degree of coincidence in voting of the
resolutions of the Genersl Assembly ol the UN) of the countries of the Balkans wilh
the euro area and amonyg themselves.

The Balkan countries have more political proximily 1o the members of the curo
area than themselves, because the level of political proximity to the eure area
(0.9013) is higher than among themselves (0.8820%, therefore. would be more
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Table 7 Results of

hle Dependent variable
estimation of Eq. (1) B

Ili ( .\.{IIJ.\‘! t }
Independent variables

In (.\‘f'l . |.'. Vit )
I”(‘Vﬂ 20 Y 2)

Ly

Sotree: own estimation

coefficient

Country VY Euro zone
Albania 0.0202 '
Bosnia and Herzegoving SQ.R22
Bulgarta 0.0208
Croatia 0.0246
FYROM 0.0225
Cireece 0.0272
Montenegro 00,0292
Serbia 1.0259
Averape o241

Soree: own estimation

Table & Political proximity
for Balkun countries,

20072014 Albania
Bosnia and Herzegovina

Country

Monienegro
Serhia
Bulgaria
Croatin
Crrece

Average

Albanii are more integrated with the eure zone,

Table 8 Co-movement of GDP per capita, 2000-2014

VY Batkans (average)

0.0103
08113
00119
00127
0.0121

X EN
0.0163
0.0138
0.0129

Euro zone

08116
0.8543

09341

9166
(0.9213
0.9240

09472

9053

Sowrce: own estimation with data from UN

Nowe: The standard error is shown in parentheses below the

Al coefficients are sigrificant at the 5 5% wvanstical signiticance

0.8869

0.8523
0.9114

08119

(L5939
0.5013
0.9162
0.5820

appropriate thal the eure will be used in the region regarding a the creation of a new
regional currency, At the countsy level, Croatia, Greece, Bulgaria. Monlenegro and

We will use Greece as # parameter. in this section, because is already member of
the euro zone and we suppose that such country has a high level of political
proximity with their partners due Lo nezotiations before and during the euro zone

Cosfticient

{01037}

{01767y

Balkans {average)

71

1.2324

-0.3619
{0. 10443
0.7446




72 E.} Saucedo Avosta and §. Dinz Pedrora

creation. So, using Greece as a parameter, only Bosnia and Herzegovina and Serbia
would not be pelitically very close Lo the cure zone, so it would not be desirable lor
these countries 1o use (he euro.

& Conclusion

The countries of the Balkan region are linked to the euro zone in dilferent ways. In
the future the region will be further linking with countries (hat share the euro. so it is
relevant lo investigate whether it is optimal for that region using the euro, or il a
betier scenario Lo create a new regional currency or to continué using their pational
currencies.

The paper shows that for the countries ol the region the benelits of using the euro
are large, so that the option of & regional currency would not be a good choice, The
use of the euro is a feasible option once these countries have joined the EU. The
oplion 10 continue using their national currencies is not viable in the tong term,
because there are countries that already are using the euro in the region (Greece and
Montenegro), while other countries have linked their currencies to the eura, Only
Serbia and Albania have implemented monetary and exchange rate policies (hat are
not linked 1o the euro. because these countries luve monetary policies of inflation
targeting and a Rexible exchange rate.

I we use as a criterion to price stability, although the countrigs of the Balkan
region have reduced inflation, the price increass in (his region is almost double that
in the euro area in the period 2000-2012 while in the previous period (1990-2000),
the averuge annual inflation Balkan region was 5G ¢, while in the curo area was
only 2 %. The euro is an anchor currency that would serve the region to import price
stability.

The criterion of bilateral trade shows that on average the Balkan countries trade
more with the euro ares with such region, so that the best oplion would be to utilize
the euro instead of crealing  new regional currency. Mosl countrics in the region
have greater bilateral trade with the eurozone than Greece with ils euro zone
partners.

The criteria of co-movement of the produel shows that for Balkan countries is
beneficial 10 use & regional currency. because their cconomies are more synchro-
nized with themselves than with the euro zone. Nevertheless if we use Greece as a
parameter, for the rest of Balkans countries would be optimal 10 use the euro,
because those counmries have higher co-movement than Greece (regarding
eurg zone).

The criterion of proximity policy shows thm in general the countries of the
region are more polilicatly closer to the curo area than among Themselves. so the
best oplion is 0 use the euro instead of a regional currency,

The paper has the advantage that fram a sel of criteria is possible 10 determine
whether il is optimal for the Balkan countries o be integrated monetarily with the
euro zone, Thus, it was eoncluded that the best option for the region is lo use the
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euro in refation to launch a new regional currency. However, [rom (he case of
Greece is possible to note that monetary integration responds io political factors
rather than the criteria of OCA. because thal country have lower values on several
criteria than other countries of the Balkans, In (his sense. one of the limiations of
the text is that political factors that influence share a single currency are not
included. atthough a potitical proximity indicator was used. [t possible 10 apply
the same melhodology Lo other regions that are involved in economic integration
provesses 1o analyse the feasibility of monelary integration.

When a country is a member of a rnonelary union lases control of its monetary
policy 1o addsess economic naiional shocks. In the case of the eurozone, decisions
of the Governing Council of the ECB are based on macroeconomic variables in
such area and not a particular country, however, as # country is larger. such as
Germany., its macroeconomic variables alTecis mote the euro zonc, unlike a small
country (Greece), If the business cycle of a small country is synchronized with the
cycle of the eurozone, a single monetary policy is optimal. but if the cycles are not
synchronized a single monetary policy is not optimal. When members of a mone-
tary union have different economic paths, the cosls of belonging to a monelary
union inerease, because a single monetary policy is not optimal for a group of
countries with different economic cycles.
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