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Dear Ladies and Gentlemen,

It is my pleasure to share with you some thoughts about the prospects of the euro introduction in Lithuania, one of the new EU member states. In my presentation I will briefly describe the possible path of the new EU members states towards the euro, outline the potential benefits and costs, and review the progress of economic convergence in Lithuania’s case. 
Path towards the euro

The largest ever enlargement of the European Union  (EU) has become a historical fact. The new challenges and opportunities lie ahead. One of the most important economic policy objectives of the new EU member states is the adoption of the euro. Participation in the euro area is an obligation assumed when joining the EU, however, new EU member states are free to set the target date. Prior to the introduction of the euro we will have to fulfill the Maastricht convergence criteria.

The new EU members have expressed their preferences, in the official or unofficial way, for different target dates for the euro adoption. Lithuania together with Estonia and Slovenia has pursued the strategy of an early adoption of the euro and are preparing to introduce the euro on January 1, 2007. These countries were the first new EU member states to join the ERM II at the end of June 2004. Most of the other new EU member states are preparing to join the euro area in 2008 – 2010. 
The European central bank (ECB) has emphasized that there is no single trajectory towards the euro. The optimal timing for the adoption of the euro depends on economic structures, monetary regimes and the degree of nominal and real convergence achieved in each country.

The strong economic performance of Lithuania’s economy, combined with the high economic growth rates and sound policies resulted in a continued catching up with the euro area and laid the foundations for an early introduction of the euro. 

Let’s view the potential benefits and some costs of an early adoption of the euro     

The introduction of the euro would yield many benefits. It would completely eliminate exchange rate risk, abolish the risk premium included in interest rates, eliminate currency exchange transaction costs, make cross border payments easier, faster and cheaper. A single currency would further integrate the domestic market. Goods and services price differentials would become more transparent, and this would enhance competition.
Lithuanian financial market would become an integral part of the second deepest financial market in the world. The banks will be able to participate in the Eurosystem’s open market operations. This would allow banks to manage their liquidity more efficiently and obtain cheaper financing. A common currency would make some financial instruments more accessible, facilitate the usage of more advanced risk management techniques, and trigger further expansion of the banking, particularly asset management products, and reduction in their fees. More generally, the introduction of the euro would fundamentally strengthen our financial system, make it more resilient to financial shocks, stimulate investments and trade, which all together would lay stronger foundations for the country’s macroeconomic stability and growth. 


The Bank of Lithuania, taking into account the above mentioned arguments, has pursued a strategy of adopting the euro as early as possible. We hardly see any drawbacks in such a strategy. 

With the currency board arrangement in place, Lithuania gave up an independent monetary policy more than a decade ago and has not used it as an economic policy tool since. Similarly, the postponement of the euro introduction cannot provide for more fiscal flexibility, or, strictly speaking, – wider budget deficits, in contrast to what other new member states sometimes argue. In Lithuania, with the fixed exchange rate regime in place, an excessive budget deficit could undermine current account sustainability. Therefore, the introduction of the single currency would not narrow our macroeconomic management policy choices. 

One of the euro introduction concerns, often expressed by the public, is the jump of prices. However, the inflationary process, which our country will undergo, has little linkage to the introduction of the euro. Monetary reform as such creates neither more nor less money. It is only redenomination of all economic values: prices of goods and services, financial assets and liabilities, salaries and social benefits, etc. Various studies, including those of the Eurostat, indicate that an increase of inflation as a result of the euro introduction across the euro area was very moderate, and ranged from 0,1 to 0,3 percentage points only. At the same time, it is very important to emphasize that somewhat higher inflation in the new member states than in the euro area is inevitable over the medium to long term, irrespective of the euro introduction. This is due to the still persistent significant differences in the level of prices, and the complex phenomenon of catching-up.


Another often mentioned drawback of the euro introduction, that I want to touch upon, is costs. Indeed, there are some costs related to the monetary reform: printing and distributing new money, collecting and destroying old money, recalculating balances, changing IT systems, information campaign expenditures, and others.  However, some of these costs do not directly relate to the euro introduction. For example, the unfit currency must be withdrawn from circulation and replenished with new printed money or IT systems must be regularly updated. Therefore, the net cost effect is significantly lower that one may assume when looking at this matter very straightforwardly. Also, it should be kept in mind that sooner or later these costs would have to be borne, as Lithuania assumed the obligation to introduce the euro at some point when joining the EU. There is no evidence that postponing the euro introduction could deliver cost savings. After all, the benefits of early introduction of the euro will by far outweigh the costs of technical preparation and implementation of the changeover.

Prospects of economic convergence

Now, let me overview the prospects of meeting the economic convergence criteria. 


In order to introduce the euro, a country needs to meet certain economic criteria. Namely, candidates are required to demonstrate exchange rate stability, achieve a high degree of price stability, maintain a sustainable government fiscal position, and demonstrate durability of convergence reflected in the long-term interest rates.  For the summary of the economic convergence criteria please refer to the Table 1.
The quantitative parameters are used when assessing the fulfillment of the above criteria. The exchange rate stability criterion requires that the country should participate in ERM II for the period of at least two years, without experiencing severe exchange rate tensions, in particular, without devaluing its currency against the euro. When entering ERM II, Lithuania has made a unilateral commitment to maintain the current exchange rate regime and the current exchange rate of the litas, our currency, against the euro with zero fluctuation band. To date, almost 9 months have elapsed since the litas joined ERM II. It has been smooth so far both in operational and policy terms, which leaves no doubts that this criterion will be met. 

The price stability criterion will be the most difficult to meet for any new member state. The data on average inflation in the EU member states is given in the Table 2. The still remaining high differences in the price level entail somewhat higher inflation in the new member states. Income differentials and other factors will make the price leveling process rather lengthy. At the same time, a benchmark of not more than 1.5 percentage points above the average inflation rate of three best performing member states remains rather challenging. Particularly worrisome are the developments of oil prices. Due to a greater weight of oil prices in the national Harmonized Index of Consumer Prices (HICP), lower national gasoline excise and heavier economy’s dependence on energy resources, a rise in oil prices has a significantly greater impact on Lithuanian inflation. 

Our estimates show that 12-month average annual inflation rate around the middle of 2006 might be about 2.6 percent. It is right on the edge of the current reference value. On the other hand, one must consider if the exceptionally low inflation in the “three-best performing member states”, namely Finland, Denmark and Sweden, will still persist. At the same time, given that the Government remains strongly committed to the general goal of as early introduction of the euro as possible, and stands ready to pursue adjustment policy measures, such as more ambitious fiscal consolidation and rigid control of administered prices, we have reasonable grounds to believe that under the base line scenario, the price stability criterion will be met. 

In 2004 the budget deficit was 2.5 per cent of GDP. The Government’s Convergence Program estimates the deficit to be 2.5 per cent of GDP in 2005, and 1.8 per cent in 2006. This means that formally the budget deficit criterion will be met. At the same time the central bank would only welcome more ambitious fiscal consolidation. It is also worth reminding that under some circumstances such consolidation could be a necessity rather than a desire. 

The general government debt has been relatively low and stable. It will remain such in the few coming years. The debt to GDP ratio will stay at around 20 per cent, which is well below the reference value of 60 per cent. Therefore, the general government debt criterion will be met under any circumstances.

Lithuania is complying with the long-term interest rates criterion. The last 11-year Lithuanian Government Bond denominated in litas was issued at just 20 basis points spread over the German Federal Bond of a similar maturity. The spread is low, even by convergence standards. Since this criterion is largely a reflection of market sentiment as regards the durability of convergence, we see no problems in fulfilling it, provided that the previously mentioned criteria are within or sufficiently close to the set bands.

Let me conclude.

The euro introduction is undoubtedly beneficial for the country, but thorough preparation is necessary. The fulfillment of the economic convergence criteria at the beginning of 2007 is realistic, but the national authorities must carefully monitor macroeconomic developments and pursue prudent economic policies. 

The euro introduction will be implemented by relying on the best practices in other countries. Given the scope of preparation matters, the remaining time frame before the possible euro introduction day is rather challenging. However, reliance on our own expertise and the experience of euro area countries, alongside the fact that the preparation started a while ago, makes us feel confident that all relevant tasks could be finished in time.

Thank you for your attention.
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Average inflation in the EU member states�February, 2005 

















Definition





Current reference value*





Currently in


Lithuania





Exchange rate





Normal fluctuation margins ((15%) without severe tensions were respected (for at least 2 years)





3.4528( 15%





3.4528





Price stability





Average inflation over 1 year does not exceed the rate of three best performing member states +1.5 p.p.





0.7+1.5=2.2%





1.9%





Budget deficit





Ratio of government deficit to GDP does not exceed the reference value





3%





2.5%





Debt





Ratio of government debt to GDP does not exceed the reference value





60%





19.7%





Long-term interest rate





Average long-term interest rate does not exceed the rate of three best performing member states +2 p.p.





4.2+2=6.2%





4.3%





*estimates by the Bank of Lithuania





                           								Table 1                    


Economic convergence criteria
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