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Abstract: The purpose of this paper is to call attention on the date when Romania will switch to euro. According to the Romanian program of convergence, Romania will adopt euro in 2014, but on May 2007, the Governor of the National Bank of Romania (NBR), during a regional meeting on economic environment, in his address to the conference, launched the prospective of introducing euro in Romania in 2012, creating a very important issue for debate.
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1. INTRODUCTION
Based on fundamentals and their trends in Romania and European Union (EU) we will try to estimate the possibility to reach such an objective, the cost and benefit of doing so, and eventually present an alternative date for euro adoption in Romania.

Let us start from the nominal and real criteria of convergence, and how can the NBR be determinant in achieving one or more of these criteria. 

2. TARGETING INFLATION
We have chosen inflation, because this is the NBR domain. In August 2005, NBR adopted a new monetary strategy – direct targeting the inflation. An essential role in functioning of this policy has to have the anchorage of the inflation anticipations to the target of inflation announced by the central bank, and the efficient communication with the government, business community and the public at large (Figure 1).
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Figure 1: Inflation
In 2006 the inflation has decreased to 6.56%, and is forecasting to declined further to 4.3% in   2007.  Are the present and future governments conducive to a prudent and sustainable fiscal and budgetary policy to sustain the inflation target? 
Looking on data available for the last 3 years, including the actual year, we got an impression of a relax policy in this field. Moreover, we cannot predict a tightening of this policy in 2008, because this is an election years (Figure 2). 
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Figure 2: Structural budget deficit

As in other countries, in general, politicians do not have a long term strategy; political market is a short term market, if we can say so. Moreover, predictability in this field is not very clear, and a multiyear budget is still to be considered. The least we can say is that it would not be easy for NBR to obtain a mix policy conducive rapidly to a significant disinflation in Romania. 

3. REDUCING SALARIES BILL FROM THE BUDGET
A significant example is the preparation of the new state budget draft for 2008. The government announced the intention to reduce by 1/10 the number of employees in the central and local public administration, which total about ¼ of the total number of employees for the entire Romania, to diminish the pressure on expenditure side,   but the trade unions threatened with protests... 

The number of positions financed from the local budgets in 2007, is approximately 700,000 (1/10 more than in 2005), and the positions financed from the state budget has reached about 400,000 (1/5 more than in 2005).

4. UNCERTAINTIES FOR BUSINESS COMMUNITY AND 
CONSUMERS
Faced with this uncertainty, even the business community can be disoriented, and consequently not paying the due attention to the inflation targets, announced by NBR, and to act for their fulfilment.

At the same time, part of the consumers, which benefit from an easy fiscal and budgetary policy, and which manage easily to compensate the loss due to inflation it will not be eager to see a  quick deflation. Besides they can be afraid that a to rigid disinflation can have a cost in job loss, in slowing down the output growth, and consequently in their real income (evidence in countries comparable to Romania show  that in order to reduce inflation by approximately 0.5 percentage point, one has to accept a reduction of about 1% in real output). 
Already, the National Institute of Statistics estimates for 2008-2009 a negative gap for the GDP growth. In other words that means recession, and this would be an important cost for the Romanian economy.  Could it be a simple coincidence that recently the NBR diminished by 0.5 percentage points the inflation target for 2008 (at the same time,     the inflation target for 2007 was increased by 0.2 percentage points?
On the other hand, most economists consider that, there is no strong evidence that reducing the rate of inflation from 5%, for instance, to 2%, will contribute to output growth on medium and long term. Probably even the Maastricht inflation criteria for the new countries to adopt euro is too tight.
Of course, under these conditions the NBR still can force to attain the inflation target in a short period of time, but the cost will be higher, by using excessively the tight monetary policy in an economic, banking and financial environment, that needs considerable expansion to catch up. The big gap in this domain is reflected in intermediation rate, in Romania as compare with other European countries (Figure 3).
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Figure 3: Financial intermediation – 2006
5. SUPPORTING THE NBR
Who can still help the efforts of NBR? Well, the authorities are continuing to make the labour market more flexible, by cutting social security contribution rate, encouraging a compulsory private pension’s scheme, streamlining the public sector, modernizing the education and health sectors, continuing the privatization.

Good progress has been made to improve the business environment by completing the modernisation of the business licensing and registration system.
Totally opening up of trade and capital account transactions, coupled with overoptimistic expectations coming from the accession to EU, were conducive to an increase of current account deficit as percentage to Gross Domestic Product (GDP). Although this deficit has been mainly financed by substantial inflows of foreign direct investment and by workers remittances from abroad, the external short term private debt has also risen, especially this year, increasing the vulnerability to the external shocks.

In the medium and long run, one needs a proper prioritization and targeting of project spending to develop the Romanian infrastructure, to increase trade and competitiveness, and of course to increase productivity.

All this will help improve financial market sentiments towards Romania, supporting the raise in capital stock.
Meantime, net financial flows from EU, such as structural funds for project financing, funds coming trough the Common Agriculture Policy, compensatory payments, will stimulate the economic agents.
Coming back to the fiscal policy and having in mind the recent reviling at the Conference on population from Sibiu, fiscal prudence is therefore crucial, especially in view of the rapid declining of Romania’s population and the huge fiscal impact of aging.

If the nominal convergence should make any sense in the future, in order to adopt euro, and to be more specific, if the Romanian prices have to converge toward the level in the EU, this should be done in tandem with a convergence in real income. However, how much of this gap should Romania close? 
In our opinion, the gap should be close about 50-60%, as an average measure (another 40-50% to go), and till than, the inflation rate in Romania is likely to remain higher than in euro zone.
Without entering in details about differences in real income, we will show only some aspects of minimum wage, which is a base for the entire wage system. 
6. MINIMUM WAGE GAP                          
In 2006, the monthly minimum wage regulated by the Romanian Government was approximately EUR 94, Romania was last but one in a row of 27 state members of the European Union.

According to Eurostat data, in 2006, the minimum wage in Romania was 14.4 times lower, in comparison with Ireland; 5.7 times lower than in Slovakia; 3.1 times lower than in Estonia; 2.9 times lower than in Czech Republic and 2.6-2.7 times lower than in Poland and Hungary.                              

Moreover, during 2003-2006, the minimum wage, expressed in EUR, has increased by 39% in Estonia, 38% in Slovakia, 31% in Check Republic, 23% in Romania and 20% in Spain.             

During the last decade (1996-2006) the level of annual productivity per worker, expressed in EUR, has increased 5 times, while the net nominal monthly minimum wage has increased approximately 3.5 times.       

On August 2007, the trade unions announced that, for 2008, they will require a gross monthly minimum wage increase of 35-60%, compared to the current negotiated level. Even though, it will be a long way to align the real income to the European social model.           
The increasing deficit on the labour market probably will shorten this lag, but also will leave Romania with one choice: increase in productivity that means better education, research and development, technological congruence, innovation, intellectual capital, efficient developed markets and institutions. All these are medium and, especially long term objectives. And than, why hurry up to adopt euro?

7. ADVANTAGES AND DISADVANTAGES OF EURO
Indeed, why hurry up to adopt euro? Some arguments are advanced in favour of running to adopt euro: no cost and no risk in the exchange market for euro; price stability; lower interest rate; borrowing stability; easier convergence(psychological); better forecast for economic agents(investment decisions); comparability of prices(transparency); less exchange rate risk. 
At the same time there are some disadvantages: loosing the national monetary policy; limitation of growth (sometime); inflationary impact at the moment of change; limited sovereignty in economic policy; loss of national identity; euro zone is not an optimal monetary zone.

All in all, it seems that, for Romania, with a relative small pubic debt to GDP, there no serious reasons to run to adopt euro, in order to diminished the cost of public borrowing. Euro for Romania means a fixed exchange rate between leu and euro. Romania, being a price taker and a shock absorber still needs flexibility in monetary policy, to find shortcuts to accelerate the catch up process. 
Of course, the nominal convergence criteria, inflation and interest rate in the Romanian case, can be somehow managed (biased choice of disinflation strategy toward short-run) to comply with the Exchange Rate Mechanism II (ERMII, but the price will be paid sooner or later (the lower current growth than the potential growth outcome). 
8. OUR PROPOSAL
In order to close 50-60% of the gap in real income between Romania and UE, according to our estimation based on real GDP growth per year of approximately 6-7%  in Romania and approximately 1-1.5% in UE, Romania will be able to do that around 2016. Consequently, we propose that Romania should also adopt euro in 2016, entering in ERM II in 2014. 

If this will be done in these conditions, than, according to our proposal, only by the end of 2013, the target for inflation should be around 2%. Till than, during 2008-2012, the targeting of inflation should be established as limits, between 4 and 6 percent per year. This policy will allow about 5 more years, mainly for small and medium enterprises from Romania, to adapt better to the euro zone conditions.
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