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Abstract: In the years 2004—-2014 the Lithuania’s exchange patlicy was based
on a rigid currency board system. After a periodin€ontested success in the fight
against inflation in the first decade of the traimwi and economic growth, entering
the ERM Il in 2004 and efforts to adopt the eurcgemeeated as an optimal exit
strategy from the currency board system. Howeves,donsequences of this ex-
change rate system in the following years (until@QOprevented Lithuania from
meeting the economic convergence criteria.

The starting point for the research is based onttie®retical analysis of litera-
ture studying benefits and risks associated withutke of the currency board sys-
tem by the monetary authorities. The empirical gsial refers to the case of Lithu-
ania and covers the years 2004-2014. The purposieifnalysis is to look at the
effects of the use of the currency board system fre perspective of the conver-
gence criteria of monetary nature and the extentheir implementation in the
absence of opportunities for autonomous monetaligyo
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Introduction

One of the modern varieties of the rigid excharage systems is the cur-
rency board system. It was used during the systé&ansformation in the
Baltic States — Lithuania and Estonia. While the akthe currency board
system largely contributed to the stabilisatioihaf economy and the effec-
tive suppression of inflation in the first decadéer the accession to the
European Union in 2004 it also began to show tlgatiee consequences
of this exchange rate system. In the Baltic Statés contrast to other
economies in Central and Eastern Europe — aftehieg the macroeco-
nomic stabilisation no changes in the exchange sgstem into a more
flexible system were introduced. Both in Estonid &ithuania rapid adop-
tion of the euro was treated as an exit strategyn fthe currency board
system (see: Guldet al, 2000; Brixiovaet al, 2010, p. 222). However,
despite the accession of these economies to the ERISl early as June
2004, in the subsequent years there were serioldepns with meeting the
convergence criteria, especially the inflation esiiin. In addition, under
the impossibility of carrying out an autonomous etamy policy as a result
of the global financial crisis, these countries exignced a very deep eco-
nomic downturn. Finally, Estonia was incorporatetbithe Eurozone on 1
January 2011, while Lithuania only on 1 January®2@Lparticularly inter-
esting case is the Lithuanian economy, which in62@M less than 0.1 per-
centage point to meet the inflation criterion, dedause of the limitations
associated with the currency board system thisrait was possible only
in 2014.

The purpose of this article is to confront the tle¢ioal risks of a cur-
rency board with the experience of Lithuania. Tl@atusions from the
analysis are universal as they permit to desctileeconsequences of the
situation when it is not possible to run an autoaosimonetary policy,
both in good economic times and in the face ofglbeal financial crisis.

Methodology of the Research

The starting point for the research is — basederstudies of the specialist
literature — the theoretical analysis of the barefnd risks associated with
the use of a currency board system in the econparyicularly the conse-
guences of renunciation by the monetary author@fesonducting autono-
mous monetary policy.
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The empirical analysis refers to the case of Lithaaand covers the
years 2004-2014, i.e. the period within the ERMTHe purpose of this
analysis is to look at the effects of the use efc¢brrency board system in
good economic times and in the crisis conditiomeuph the prism of the
extent to which the convergence criteria of the atary nature were real-
ised. What will also be taken into account is thpegience of other econ-
omies that used the currency board system in motes and moved
away from the pursuit of such an exchange ratecypolrhis will enable
answering the question whether the risks associatitdthe use of a cur-
rency board system are due to the specific comditf a given economy
or whether they stem from the essence of a rigith@xge rate system.

Benefits and Risks of a Currency
Board — Theoretical Analysis

Currency board (CB) is defined as a monetary wisbih that provides the
exchange of the monetary base only in exchangéofeign currency rep-
resenting foreign exchange reserves (Enoch & Gul@88; Williamson,
1995, p. 2). The theoretical basis of the currdmagrd system dates back
to the year 1800; it was first introduced in 1849the British colony of
Mauritius, and then widely used, mainly in the Bhitcolonies. It was most
common in the 1940s and 1950s but then there wasfiafrom this ex-
change rate solution in favour of the independetional currency. Re-
newed interest in this system appeared in the 4&90s, when the curren-
cy board was introduced by the governments of Aigan Estonia and
Lithuania (see more Williamson, 1995, pp. 5-11; &l al, 2008, pp. 7-
18).

Theoretically, the institution of the currency bdaan replace the cen-
tral bank or it may function besides the existimgtcal bank. Foreign ex-
change reserves held by the CB correspond to 10@1df the monetary
base and are maintained in the currency which #temal currency is
linked to in the form of deposits of high liquidignd safety in reputable
institutions. Only the currency of a country of higtability and low infla-
tion, which is also the most important trading part(see Guldet al,
2000, pp. 5-6), can be selected as a currency anichthe currency board
system there is a full convertibility of the nat&rmurrency into the reserve
currency, which means that at each request theatdragnk allows an ex-
change of the national banknotes and coins inteidarcurrency at a fixed
rate. It does not exercise control over commergaiks and it does not
function as the lender of last resort. The certemlk cannot finance the
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budget deficit and the monetary authorities aresjrshdent of political

decisions. A commitment to the long-term use of @& by appropriate

legislation helps to enhance the credibility of Hystem (compare Hanke,

2002, pp. 204-206). Stronger commitment to maintaa currency board

would entail greater benefits from the introductiointhis exchange rate

solution.

The main advantages of the introduction of theenay board include (see

Imam, 2010, p. 20; Guldet al, 2000, pp. 2-6; Wolét al, 2008, pp. 27-

30):

— increased macroeconomic policy discipline and redibility (i.e. the
disciplining effect);

— eliminated exchange rate risk in trade;

— lost ability of the central bank to conduct mongtaolicy aimed at
achieving short-term goals, which is a messagédooutside world of
the strict observance of the rules;

— imported credible monetary policy from the outs{de. credibility ef-
fect);

— ‘anchored’ inflation at the level of the inflatia@tcurring in the country
which the currency exchange rate is tied with.

However, alongside the benefits of using a currdvaard system, relat-
ed to the possibility of limiting inflation, the @<f the exchange rate re-
gime also involves certain risks for inflation tdsnfrom the outside. This is
because the supply of money in the monetary systesependent on the
money issued by the reserve country (see Antasl;2Dikubiak, 2000).
The reason for the creation of inflation in therency board system can
also be an increase in the money supply as a rethie influx of foreign
capital and development of a positive balance ofmmts. Stawinski
(2007, p. 289) sees renunciation by the monetatiyoaties of the ability
to influence the level of real interest rates asritain source of threats to
the currency board system. This is because it mib@nimability to conduct
monetary policy, which cannot counteract the prolicgl changes in real
interest rates, and could lead to a rapid accumualatf imbalances in the
economy. In the event of any adverse external shtwk high rigidity of
prices and wages may be associated with a declitieei competitiveness
of the economy and hinder economic growth. In tinmeency board system
automatic control of the money supply by matchintha level of the inter-
est rate simultaneously causes significant fluaaatin interest rates. It is
particularly fierce in a situation of declining datence of foreign investors
and capital flight. A developed and strong banksegtor, which is well
able to cope with significant fluctuations in irdst rates (Enoch & Gulde,
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1998) is mentioned as a condition for the effectipplication of the cur-
rency board, and thus achieving the goal of curbifigtion.

Currency Board System in Lithuania
Before Entering the ERM II —Historical Overview

In Lithuania the currency board (CB) system wasonhticed on 1 April
1994, after almost two years of the floating exgjgamate regime. The
Lithuanian litas (LTL) was pegged to the US doitathe relation of 4 LTL
= 1 USD (Alonso-Gamet al, 2002, p. 5). The dollar served as the reserve
currency since January 1994. Initially, Lithuan&séd its currency board
model on the Estonian system. Two departments wareof the central
bank: Foreign Department and Monetary Policy Depant. The primary
objective of the Bank of Lithuania, determined lve tlegislature, was to
achieve monetary stability. The central bank wapaeasible for the mone-
tary policy of the country, managed the foreignrency reserves, as well
as monitored the use of the currency board systeraddition, it was re-
sponsible for the banking supervision. It could mddans to commercial
banks and other financial institutions at risk @$ihg liquidity (the credit
value, however, could not exceed 60% of the comenits of the assisted
institution) (Bank of Lithuania, 1994). The charigghe nominal exchange
rate in Lithuania by the central bank could taka&cplafter the consultation
with the government, and only in the case of exti@mary circumstances
threatening the stability of the economy (Jakub24QO0, p. 10). This meant
less restrictive protection of the currency boarstesm in comparison with
the countries in which the change is subject todbesent of the Parlia-
ment. The level of foreign currency reserves predid00% coverage of
the monetary base and liquid liabilities of thetcalinbank. The scope of the
obligations of the central bank, however, did nutlude loans, mainly
from the International Monetary Fund.

The prerequisite for the decision to introduce @& system in Lithua-
nia was to quickly build full confidence of its owaitizens and foreign
investors in the domestic currency. The litas, pegagainst the US dollar,
also acted as an anti-inflationary anchor. The afsthe CB system was
designed to communicate the financial marketsabk of experience in the
conduct of monetary policy will be compensatedldgrthe observance of
strict rules to ensure price stability. In 1997eathe crisis of the banking
system in Lithuania, there was an attempt to chahgecurrency board
system into a more flexible exchange rate systeforégoining the ERM
II. In 1998, the Bank of Lithuania became a lenafdast resort, but finally
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in 2000 the Bank officially resigned from condugtinpen market opera-
tions. The remaining strategic objective of the koaras to take care of
price stability. In October of 1999, in connectimith the growing ties

between the Lithuanian economy and the EuropeaoriJas well as the
future Lithuania's accession to the Eurozone, theistbn was taken to
change the reserve currency from the dollar toetlm® starting from Feb-
ruary 2002 (see more Alonso-Gamabal, 2002, pp. 4-11). The effect of
this action was the phenomenon of ‘dedollaringthred economy in 2001-
2002. After applying these changes, the dollar weal significantly in

relation to the national currency, although it vedficially announced that

the litas would not be devalued or revalued agaimstnew currency an-
chor. Finally, the course was set at 1 euro = B4Bas.

Along with the use of the CB system Lithuania eegy lot of success
in reducing inflation. Average annual inflation eagradually declined:
from 39.66% in 1994 to 24.62% in 1995 to 8.88% 94 and 5.07% in
1997. Even during the turmoil in global financiahrkets in the late 1990s
(effects of the Czech, Asian and Russian crisegpite small fluctuations
in individual months, the inflation rate persistada very low level - the
average inflation rate was 0.75% in 1998 and 0.99%999. In 2000-2003,
the average annual inflation rate did not exce&®$%, and the country
even experienced a temporary deflation (-1.13%0822. The fixed ex-
change rate and rapid liberalisation of capitalvllocontributed to the de-
velopment of foreign trade and economic growth.c&i2000, Lithuania
entered the path of rapid economic growth, recgrtte annual changes in
the GDP volume from 4.23% in 2000 to as much a858@.in 2003. At the
same time the exchange rate policy forced the ati#®to conduct pru-
dent fiscal policy (Stawiski, 2007, p. 280). In the first decade of using th
currency board system, thus, many benefits reveelgakcially in terms of
suppressing inflation. In 1999-2004, the averagmahinflation rate was
the lowest among the economies of Central and EaEigrope. However,
the string of economic success of Lithuania - refééto as one of the "Bal-
tic Tigers" — after joining the European Union iA02, and later to the
ERM II, symptoms began to appear indicating thestexice of significant
limitations associated with the use of such aiste exchange rate.
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Monetary Convergence in Lithuania
in the Conditions of the Currency Board

In connection with the strategy adopted by the rtenmgeauthorities of
Lithuania — from the currency board to the eure (Galdeet al, 2000, pp.
16-18), on 28 June 2004 the litas was includechenERM II. Lithuania
maintained its commitment to the use of the cuyeémward and unchanged
litas pegged to the euro. So restrictive exchaatgpolicy thus guaranteed
meeting the first of the monetary criteria — exaf@nate stability after two
years in the ERM II, which was in June 2006. At$hene time, however, it
had a significant impact on the implementationkaf bther two monetary
criteria — of price stability and of convergencdniérest rates. It should be
noted that the experience of other economies ofr@lesnd Eastern Europe
showed a clear imperfection of the convergenceraitfor the countries
aspiring to join the euro zone, especially the imsistency of the exchange
rate and inflation criteria (see mdafachowska, 2011, pp. 8-25).

The price stability criterion means that the ratanélation, observed
over a period of one year before the examinatiorsdot exceed the infla-
tion of the three EU member states with the magilstprices by more than
1.5 percentage points. Figure 1 shows the degreeeeting this criterion
by Lithuania in the periods preceding the publmatof the consecutive
convergence reports. It is clear that this criteficas met in October 2004,
that is, in the initial period in the ERM II, andein only in June 2014. In
other reference periods the differences ranged ftota as much as 4.2
percentage points.

Figure 1. Meeting price stability criterion by Lithuania
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Figure 2. HICP in Lithuania against the Euro area averagevéen January 2004
and November 2014 (monthly data y/y)
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The analysis of the historical data shows thatitfiation in consumer
prices in Lithuania remained at a relatively lowdeuntil mid-2006 (see
Fig. 2). However, the problems of the rising irifiat started already in
May 2004 and were associated with the accessiackshn2006 Lithuania
minimally did not meet the criterion of the pridalsility and did not enter
the euro area (12-month average rate of HICP iofiatvas 2.7%, which
was just above the reference value stipulated én Tireaty, which was
2.6%). What should be noted while assessing tha tevinflation in Lithu-
ania during this period are the restrictions on fthvenation of the money
supply by the central bank resulting from the aggtlon of the CB. The
interest rates in the country were in fact reldtethe interest rates of the
euro area, and the rigid link of the litas to tlheeceentailed a limited ability
to respond to the short-term fluctuations in thiation rate (Baran, 2007,
p. 42). Threats of rising inflation in Lithuaniahieh were then pointed out,
include: harmonisation of excise duty to the EUelexdynamic output
growth fueled by strong credit growth and low ietsdrrates, as well as
emerging bottlenecks in the labour market, whiatyca risk of increasing
unit labour costs and — consequently — domestaepr{iECB, 2006, p. 20).
The HICP inflation continued to rise sharply in Z0®eaching a record
level of 11.6% in June 2008. At the same time titeuanian economy
showed growing signs of overheating and emergiggifstant imbalances.
In 2004-2006 the real GDP growth remained at al labeve 7% and
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reached 9.8% in 2007 (see Fig. 3). It was mainiydated by the high
domestic demand. While the economy rapidly hasteafidr joining the
EU there was an outflow of human resources, so plsgment fell to the
historically low levels; as a result, unit labowsts increased significantly.
The domestic demand boom ended abruptly in 200&haias due to the
weakening external demand as a result of the caitbvéthe global finan-
cial crisis. Just as in other CEE countries, duth&crisis of confidence
there was a rapid outflow of foreign capital frornthiuania. In view of the
fact that the currency board system does not altowin an autonomous
monetary policy, the monetary authorities could axitvely resist the dete-
riorating economic situation of the country (seerenBurfield, 2010). For
most of 2008 Lithuania — as the only Baltic econcfrstood firm against a
strong economic slowdown, but in the fourth quatter GDP decreased by
2.2% yly. In 2009, the GDP declined at a recorchHayel of 14.8% yly
(see Fig. 3). The economic downturn during the glabisis caused a rapid
disinflation process in the Lithuanian economy, abhturned up into a
periodic deflation. In the second half of 2008 &heras a downward trend
in inflation (see Fig. 2). In 2009, the HICP inftat fell sharply, with the
June level of only 0.6% (y/y), while the period rfraluly 2009 to August
2010 was characterised by a negative growth ratoagumer prices (de-
flation ranged from -0.3% to -4.3% (y/y). This alled Lithuania to regain
price competitiveness of its economy. As notechin €onvergence Report
of May 2010, such a situation in the field of initen should be analised
against the background of a strong reduction in eftim spending and
reduction of the price dynamics shaped on the ¢lwiaakets (ECB, 2010,
p. 46). The return of the GDP growth was associaiéuan increase in the
inflation process in September 2010. The monthilation (y/y) increased
steadily, in May 2011 reaching the level of 5% dinein keeping up at a
level above 4% until November 2011 (see Fig. 2jsTWas also associated
with the increases in the global food and energyepr(ECB, 2012, p. 83).
In 2012, the inflation rate fluctuated around 2.898. As a result of the
favourable changes in the global commodity pricesvall as a decline in
food and administered prices, the downward trendflation continued in
2013: it fell from 2.6% in January to just 0.5%December. By 2014, the
ratio of consumer prices fluctuated around zere {dg. 2). The dynamics
of inflation remained at a very low level; tempgraleflation was also re-
ported. In contrast, during the reference peridtbm May 2013 till April
2014 - the 12-month average rate of the HICP ioffain Lithuania was
0.6%, which was significantly lower than the 1.7é&ference value for the
criterion on price stability (ECB, 2014, pp. 83-84fter 10 years in the
exchange rate mechanism of ERM Il Lithuania metinfiation criterion.
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Figure 3. Dynamics of the GDP volumein Lithuania: 2004-2013
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Source: Eurostat (25.12.2014).

The criterion for the convergence of interest rates means that within one
year before the examination the Member State had an average nominal
long-term interest rate that does not exceed by more than 2 percentage
points that of the three EU member states with the most stable prices. As
shown in Figure 4, Lithuania met this criterion, with the exception of the
reference period after the globa financial crisis from April 2009 to March
2010, when the long-term interest rate was above the reference value by 6.1
percentage points. This was due to the turmoil in the global financial mar-
kets, a downgrade of the country and a decrease in liquidity resources
(ECB, 2010, p. 47). Also in the field of meeting this monetary criterion
there revealed negative conseguences of the currency board. When eco-
nomic growth fell below the potential rate, the monetary authorities of
Lithuania could not lower the short-term interest rates to counteract their
pro-cyclical changes and reduce the risk of recession. What is more, the
more the pace of economic growth got reduced, the more the risk of default
of domestic enterprises grew. There was an increase in the long-term inter-
est rates and the likelihood of a recession was growing. These consequenc-
es were especially pronounced during the global financial crisis (see Fig.
5). While between January 2004 and August 2008 the differences in the
long-term interest rates did not exceed 1 percentage point, in the following
months they increased to more than 5 percentage points in December 2008,
and then exceeded 10 percentage points until November 2009 (long-term
nominal interest rates in Lithuania were then as high as 14.5%). At the end
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of 2010, the nominal interest rate stood at 5.15%, which was dightly lower
than before the onset of the turmoil in the global financia markets. In con-
trast, the differences between the Lithuanian long-term interest rate and the
average for the euro area ranged only from 0.41 to 1.31 percentage points
from January 2011 to the end of 2014 (see Fig. 5).

Figure 4. Meeting the criterion of the interest rates convergence by Lithuania
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Figure 5. Nominal long-term interest rates in Lithuania against the euro area aver-
age
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After the period of success in the fight againdfation through a cur-
rency board system, serious problems arose in ttheidnian economy
from the excessive use of this exchange rate solufihe case of Lithuania
showed that the country took the risk unnecessaust after the defeat of
inflation. Such a restrictive policy led to a sifigant deterioration in the
trade balance and current account balance in tustry. The severity of
the inflation process in the first years of thetipgyation in the ERM I
prevented the Lithuanian economy from a quick nmgetf the inflation
criterion and by the adoption of the euro — bete{tfrom a safe exit strat-
egy. At the same time it deprived Lithuania of #ofur a flexible response
to the economic situation, which was particulartyte during the global
financial crisis. The slowdown in inflation was eeded only during a deep
economic recession. The inflation criterion andti# other convergence
criteria were met only in the conditions of favduechanges in the world
commodity prices and a decline in the food and adst@red prices be-
tween May 2013 and April 2014 (see Table in AppendDn 1 January
2015 Lithuania was the last of the Baltic econonmesrporated into the
euro zone. However, in a monetary union, simil&mlyhe terms of the cur-
rency board system, the monetary authorities will lbe able to pursue
independent monetary policy and thus the permamamtenance of low
inflation in Lithuania can be difficult due to tlventinuation of the process
of economic convergence (convergence of incomegpEQes).

Lessons From the Experience
of Argentina and Estonia

The focus of this section is the experience ofdb@nomies which applied
the currency board system since the early 1990ttmrdmoved away from
this restrictive foreign exchange solutions, i.egétina (currency board in
1991-2001) and Estonia (currency board in 1992-2010

The use of the currency board in Argentina andoéistanent of a fixed
exchange rate against the US dollar, after unssfideattempts of intro-
ducing consecutive stabilisation programs in th@0s%and the loss of cred-
ibility of the monetary policy, brought successtlie form of a permanent
elimination of high inflation, which had been opgsig the country for
decades. Additionally, the banking and public secteere reformed. In a
short time, Argentina transformed from a countryhwa high degree of
regulation and protectionism into a liberal markebnomy (Sotomska-
Krzystofik, 2003, pp. 48-49). However, the costtlis solution proved to
be very high — the economy became vulnerable tereat shocks. In the
1990s the economic growth was twice halted aswtreSexternal factors.
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In 1995, the currency crisis in Mexico led Argeatito a currency crisis
(due to the outflow of foreign capital), and theassion — the GDP fell by
2.8%. The country managed to survive the crisit Wit help of the Inter-
national Monetary Fund and in 1997 an economic troof 8.1% was
recorded. However, the effects of the strong deataln of the Brazilian
real in 1999 (a decrease by 40% in relation toUiedollar) were much
more severe for the Argentine economy and led lang-term economic
recession. The fall in the GDP began in 1999; i ®8% and lasted until
2002, when the Argentine economy contracted by %0(@8MF, WEO
2014). In the context of the currency board systbmmonetary authorities
did not have the opportunity to carry out the deatibn of the peso or
lowering interest rates in order to stimulate egnitogrowth. There was a
loss of price competitiveness of the economy, teribration of the bal-
ance of trade and growth of external imbalancel989-2001 Argentina
also recorded deflation. After the initial succasgshe currency board sys-
tem itself became a cause of the erosion of thditererthiness of Argenti-
na. The investors showed rising concerns aboutthewnonetary authori-
ties — unable to conduct an autonomous monetaigypelwould cope with
the rising external debt (Stafrgki, 2001, pp. 57-67). At the beginning of
December 2001, there was an escalation of thescrishe deposits were
completely frozen, foreign exchange reserves f@ll14.5 billion UDS
(from 32.2 billion in 1999), and the governmentparaled the foreign debt
service. As an exit strategy from the currency Bosystem Argentina
adopted a gradual transition to a floating exchamge system. Initially a
dual exchange rate system was introduced — indtteements of foreign
trade and capital flows the official parity was pthl by performing 29%
devaluation, and in the remaining transactionaiheket rate was in force.
The government was forced to intervene in ordgrréwent the deep depre-
ciation of the peso against the US dollar. It wasable, however, to pre-
vent it, even after the official introduction ofettfloating exchange rate
system (Torreet al, 2003, pp. 20-21). As a result, the Argentinenecay
suffered the high cost of the application of therenicy board.

Estonia's experience with the currency board systasivery similar to
that of Lithuania. In assessing the effectivendsthe currency board in
Estonia in the 1990s we are definitely entitledh® conclusion that during
this period the system performed its function vaeltd — by a significant
reduction of the inflation rate — contributed tontrol hyperinflation and
achieve financial stability in the economy. In aahterms, in 1999 the
inflation rate reached the lowest level (3.29%ksithe introduction of the
currency board system. Serious problems with iieieemerged in May
2004, after joining the European Union, and them BRM Il (see more
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Brixiova et al, 2010, pp. 204-205). In the coming years thiv@néed Es-
tonia from meeting the inflation criterion in a #mvhen all the other con-
vergence criteria were met. One reason for thetioreaf inflation in the
currency board system is an increase in the momgpyly as a result of the
inflow of foreign capital. It was also influence¢ increased lending in
foreign currencies observed in Estonia after theession to the European
Union. This was due to the lack of exchange ratle in the conditions of
the currency board and constant persistence ofrlavterest rates in the
euro area. In 2004 credits for the private sectmoanted for 63.1% of
GDP, and in 2006 for 86% of the GDP. This resuitedn increase in the
foreign debt of Estonian banks. With a disturbintgyw level of reserve
assets (at the end of 2006, the state of the Bstoaofficial reserves
amounted only to 45% of the short-term foreign delftich is the level of
security), and a high level of deficit in the cunrexccount, it constituted
serious threat symptoms to the economic balanctheofcountry. In the
period when the economic growth rate exceeded ttenpal rate, the
monetary authorities of Estonia were unable toeraserest rates in order
to reduce the risk of inflation. Furthermore, therease in inflation caused
a decrease in real interest rates, which furthtensified the economic
expansion. However, in the situation of the redarancial crisis and eco-
nomic downturn, which Estonia had to deal with, thenetary authorities
of the country were deprived of the possibilityl@fvering interest rates to
reduce the risk of recession. Therefore, the ecanooillapse occurring in
Estonia from the third quarter of 2008 to the faaarter of 2010 was large-
ly compounded by limitations of the monetary polieyated to the use of
the currency board system. The Estonian economgreqred the deepest
economic crisis since the early 1990s. The decreaske GDP volume
reached more than 15% in the first, second and thiarters of 2009.

One of the most important consequences of thescrisis it turned out,
paradoxically positive for Estonia — was the delin inflation rates. In
Estonia, which had a two-digit rate of inflationfdwe the crisis, i.e. one of
the highest in the region, as a result of the dlelbanomic downturn ob-
served a rapid disinflation process, sometimesirigrmto deflation. The
drop in the general price level in Estonia contchérem May 2009 to Feb-
ruary 2010, which enabled the country to meet titerton of price stabil-
ity. Meeting this convergence criteria, which coalat have been achieved
in a period of high economic growth, was only pbkesidue to the deep
economic slumpZuchowska, 2011, pp. 23-25). The situation of thielipu
finances in Estonia was highly stable and despéigificant decline in the
economic activity during the global crisis, the oty had the lowest level
of domestic debt of the agencies of the central lmcdl governments
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throughout the EU. The public finance disciplinalgled Estonia to meet
the remaining economic convergence criteria in 2010

Conclusions

The conducted analysis enabled to draw the follgwimnclusions.

Firstly, the experience of the analysed econonfiesvghat the currency
board system is effective in the early years ofuie, helping to control
hyperinflation and stabilising the economy. In theger run, however, it
turns out to be inefficient. This is related to fm®blem of time incon-
sistency, i.e. the solutions which are optimal igieen time, at a certain
moment become a source of serious problems theessiglthe economy.

Secondly, all the analysed economies sufferedifike associated with
the use of a currency board system, as indicatédeirtheory. Thus, these
concerns do not arise from the specific conditiohthe economy, but the
essence of the solution of the rigid exchange rate.

Thirdly, as shown in the analysis of the case swjdhe biggest cost of
the implementation of the currency board systetosig the ability to run
an autonomous monetary policy, which allows thereg¢bank to act coun-
ter-cyclically. This is a disadvantage in both gdimges and in the times of
the GDP drop. In the case of external shocks itgares the recovery of the
competitiveness of the economy through its impacthe level of real in-
terest rates. It is because in the conditions did exchange rate regime,
it is not possible to adjust the side of the exdearate, so costly adjust-
ment on the side of the labour market and GDPiollo

Fourthly, the experience of Argentina and the Badtates have shown
that the adopted exit strategies from a curren@rdsystem were very
expensive. Argentina suffered a very high costl@dting exchange rate.
Lithuania and Estonia took the risk of the trawositifrom the currency
board to the monetary union, without the introductof more flexible in-
termediate exchange rate solutions. These econdraiserious problems
with meeting the convergence criteria, especidléyinflation criterion, the
source of which was the currency board system.
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Appendix

Table 1. Meeting the convergence criteria by Lithuania

Date of the conver -

Criterion gence report Reference value Lithuania
X 2004 2.4 -0.2
V 2006 2.6* 2.7*
Inflation rate V 2008 3.2* 7.4*
(HICP) (%) V 2010 1.0* 2.0
V 2012 3.1* 4.2*
V12014 1.7 0.6
X 2004 6.4 4.7
V 2006 5.9 3.7
Long-term interest V 2008 6.5 4.6
rates (%) V 2010 6.0* 12.1*
V 2012 5.8 5.2
V12014 6.2 3.6
. X 2004 -3.0 -2.6
ﬁé‘gge‘aw stua- \V/ 2006 3.0 0.6
(% of GDP): V 2008 -3.(2k -1.1
deficit (-), surplus v 2010 3.0 8.6
+) V 2012 -3.0 -3.2
V12014 -3.0 -2.1
X 2004 60.0 21.4
V 2006 60.0 18.9
Public debt V 2008 60.0 17.0
(% GDP) V 2010 60.0 38.6
V 2012 60.0 40.4
V12014 60.0 41.8
Stability of the At least two years of the ERM  ERM Il since
rate II; No devaluation to the eurq| 28.06.2004

* unmet criterion
Source: own calculations based on: ECB, 2004, 20083, 2010, 2012, 2014.











