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ABSTRACT

Adoption of the Euro in Croatia: Possible Effects on International Trade and Investments

Abstract

This paper presents the results of selected empirical re-
search on the euro's effect on trade, foreign investment and
tourism, and gives a brief analytical overview of the develop-
ments in individual euro area countries, particularly newer
member states and tourist destinations. Based on that, and
taking into account Croatia's close ties to the euro area, we es-
timate that the introduction of the euro, due to lower transac-
tion costs, easier price comparison and currency risk reduc-
tion, might provide a small boost to Croatian trade in goods
and services, particularly in tourism, and encourage foreign
investment.
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1 Introduction

The motive for the creation of the euro was the expectation
that the single currency would bring economic benefits to EU
member states by strengthening their macroeconomic stability,
promoting trade and investment and ensuring more efficient
functioning of the single EU market, all together fostering eco-
nomic and political ties between the member states. As regards
the common market, the role of the single currency is to sim-
plify its functioning, mostly by eliminating exchange rate fluc-
tuations and transaction costs, increasing price transparency
and strengthening market competition.

The introduction of the common currency eliminates the
need for the currency exchange and related transaction costs
that arise from the difference between the buying and sell-
ing rate and the exchange offices’ commission. It simplifies
the execution of payments and improves transparency and
price comparability. The common currency has important
advantages for consumers since it not only reduces costs but
also helps consumers make purchase decisions, which may be
particularly important in sectors with a large volume of cash
transactions or internet purchases, such as tourism. In addition,
it helps reduce possible consumer discrimination in different
markets, by making it difficult for the producers to differenti-
ate prices (e.g. determine different prices for different markets).

The specific benefits for the producers, particularly export-
ers, lie in lower operating costs once the uncertainty and the
costs of exchange rate risk hedge are removed. This, in ad-
dition to the reduction of transaction costs, improves their
competitiveness and facilitates trade with other EU member
states (i.e. trade creation effect). At the same time, reduced
sales costs in countries using the same currency in relation to
third-country products may channel third-country trade to-
wards euro area member states (i.e. trade diversion effect).'
The reduction of obstacles to trade helps the export orienta-
tion of companies, particularly of small and medium-sized
ones, which, due to the relatively high costs of foreign mar-
ket entry, are mostly oriented towards the domestic market; it
also assists the broadening of their range of export products.’
However, it can also spur stronger investment in production in
the foreign countries where the euro is used and thus reduce
the need for international trade. Competitiveness can also be
eroded by the price increases that may take place following the

adoption of the common currency, as was the case in some
tourist destinations.

Before its introduction, the euro was expected to facilitate
not only trade but also capital flows among European coun-
tries. It was generally considered that the creation of a com-
mon European currency would have a significant effect on fi-
nancial markets, institutions and investor behaviour, since low-
er transaction costs and the elimination of the exchange rate
risk would encourage investments and enable better integra-
tion and development of the financial markets (their deepen-
ing, higher liquidity, broadening of the range of products). But
it was also believed that the single currency could lead to in-
creased outward investments to third countries due to smaller
investment diversification opportunities within the euro area.
In examining the euro’s effect on economic activity, particular
attention was paid to foreign direct investments (FDI), which
are closely related to foreign trade.

Even before the creation of the euro there were optimis-
tic expectations that its creation would strengthen economic,
trade and financial relations between the European countries
and thus fuel faster economic growth. In parallel with such
expectations, economic literature, in addition to developing
theoretical models, started evaluating ex-ante and after a while
also ex-post the real effects of the single currency. Most of the
research focussed on the relationship between the euro and
trade in goods, resulting in a large number of papers, report-
ing, partly due to advances in estimation methods, great dif-
ferences in the magnitude of the estimated effects. It should
be noted that the first papers suggested much greater potential
effects than the recent literature, which covers longer periods
of time after the introduction of the euro, and uses more ad-
vanced econometric techniques. Unfortunately, literature on
the euro’s effect on tourism or investments is much scarcer.

This paper presents in more detail the results of selected
empirical research on the impact of the introduction of the
euro and offers an analytical overview of euro area countries’
experiences, particularly of the new member states and tour-
ist countries. All the information presented, combined with the
description of economic ties between Croatia and the euro ar-
ea, help us to estimate the potential benefits of euro adoption
in Croatia on international trade and investments.

1 Empirical literature failed to confirm the existence of trade diversion effects in the euro area, which can be explained by adjustments in the form of export price
reductions made by third countries in an effort to avoid losing a market share in the monetary union. For more information, see, for instance Baldwin et al.

(2008).

2 For more information on non-cost channels of the euro’s effect on trade, see Baldwin et al. (2008).
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2 Empirical literature review

2.2 Literature on the euro’s effect on trade in
goods

The literature estimating the euro’s effect on trade in goods
is indeed abundant and its results vary greatly. The gravity
model of trade in goods’® was used as the basis for the research.
In addition to many control variables, a separate variable was
introduced into this model, enabling the estimate of the effects
of currency unions on foreign trade. Different papers used dif-
ferent econometric techniques, country samples and time pe-
riods, which resulted in very different conclusions. The esti-
mation is made more cumbersome by different factors such as
globalisation, the integration of emerging markets into global
trade and the process of European integration, accompanied
by foreign trade liberalisation, all of which had a great impact
on trade, irrespective of the introduction of the euro, but are
often not separated from the euro effect within econometric
estimations. A factor that could have further complicated the
estimation was the fact that the countries that accepted the
euro had had only a small exchange rate volatility prior to its
introduction and this could have boosted trade in advance.
Despite significant differences in the model assumptions, the
prevailing conclusion in the literature using more advanced
econometric techniques is that when the positive effects of the
introduction of the euro are confirmed, they are small.

The first papers estimating the effect of currency unions on
foreign trade pointed to their very large positive effects. The
first research on this topic was published by Rose (2000) who
showed, using the gravity model on a panel of data of 186
countries in the period from 1970 to 1990, that countries
sharing the same currency trade three times as much as coun-
tries with different currencies and that exchange rate volatility
has a small negative effect on trade. After that, Glick and Rose
(2002) estimated a slightly altered model on a larger sample of
countries over a longer period of time, revising downwards the
earlier estimates.

Separate research into individual currency unions shows
that the EMU has smaller effects on trade than other unions.
Glick and Rose (2002) already warned that their results, which
are based on a sample of a large number of countries included
in different currency unions, may be inapplicable to an esti-
mation of the future effects of EMU because their sample in-
cluded mostly small and poor countries. In an effort to inves-
tigate further the differences between individual currency ar-
eas, Eicher and Henn (2011) estimated them separately and
concluded that trade increase in the case of the euro area is
lower than in the case of other currency unions. In their latest

estimate, Glick and Rose (2016) also singled out the EMU
from other currency areas, thus additionally lowering the esti-
mated euro effect on exports. However, if the country sample
is reduced only to current and future members of the EU (in
contrast with the global sample), Croatia included, the euro ef-
fect on exports becomes statistically insignificant, even signifi-
cantly negative, depending on the observed period. In addition,
Glick (2017) analysed the effect of a country’s accession to the
European Union, separately from the effects of other region-
al trade agreements, building on the work of Glick and Rose
(2002 and 2016)* and found that the statistically significant
and positive effect of the euro on trade was considerably lower
than that of accession to the EU.”

Earlier papers on the specific impact of the introduction of
the euro, conducted only on a sample of European countries,
pointed to a relatively large positive effect on foreign trade. For
instance, in the period prior to and immediately after the intro-
duction of the euro, Baldwin et al. (2005) studied the relation-
ship between trade and exchange rate volatility, and came to
the conclusion that this relationship was convex, i.e. that the
marginal increase in trade rises sharply as the exchange rate
volatility approaches zero, and that the effect of the euro on
an increase in trade in the euro area might be slightly bigger if
estimated on an aggregate than on a sectoral level. In addition,
the euro did not lead to trade diversion from third-countries,
quite the opposite, the trade with non-euro area countries rose,
since trade acceleration between the euro area countries, as a
result of import dependency of exports, led to a growth in im-
ports from third countries. In the same way as this research,
other earlier papers also had to deal with the problem of the
brevity of their time series (only a few years after the intro-
duction of the euro) so their conclusions should be interpreted
with caution.

Some papers have concluded that the euro’s effects on for-
eign trade also depend on the economic characteristics of a
country acceding the euro area, such as its openness or size.
For instance, Badinger and Breuss (2009) examined whether
the intensity of the effect depended on a country’s size, under
the assumption of the theoretical model by Casella (1996) that
smaller countries gain more from access to the common mar-
ket than large countries, with the relative gain often depending
on the size difference between the large and the small country.
The analysis on both aggregate and sectoral levels confirmed
that, on average, small countries improved their export results
with the introduction of the euro (in relative terms, in relation
to large countries) by 3-9%. As shown by Aristotelous (2006),
the effect of the EMU is not equal in all countries®, and the

3 The gravity model of trade in goods estimating bilateral trade flows (Anderson (1979), Bergstrand (1985), Anderson, van Wincoop (2003), Helpman et al.
(2008) is based on Newton’s law of universal gravity, where the trade between two countries is larger, the bigger these two countries are in terms of their econo-
mies (higher GDPs) and the closer they are geographically (lower transport costs). Often included in the gravity equation are additional variables which explain
the trade flow, such as exchange rate volatility, language and borders, free trade agreements, historical sovereignty and affiliation to the same currency area.

4 Glick and Rose (2002 and 2016) do not estimate the effect of a country’s accession to the EU on its trade individually, but they include it in a variable measuring

the impact of signing regional trade agreements.

[}

The effect of accession to the EU on trade for older member states is estimated at 70% and of that for newer member states at 300%. The effect of the introduc-

tion of the euro on trade stands at 40% for older member states while that for newer member states cannot be established yet due to the relative shortness of the
time series. The size of the estimated parameters should be taken with some reservation since the model used and the estimation method, which are the same as

in Glick and Rose (2016), were criticised in other authors’ papers in 2017.
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reason for this inequality might lie in the degree of a country’s
openness to trade, with the more open countries, such as Ger-
many, benefiting more from the reduction of transaction costs
and exchange rate uncertainties and from higher price trans-
parency. Camarero et al. (2013) came to similar conclusions
regarding this unequal effect among countries’.

As the years went by and as literature developed further,
the estimated positive effects of the euro on trade decreased
considerably. In addition to the shortness of time observations,
later papers also criticised the fact that earlier research did not
include the euro’s effects separately from other integration
processes, primarily in trade, which is very relevant for Euro-
pean countries. To answer these questions, Bun and Klaassen
(2007) expanded the original Glick and Rose (2002) model by
introducing a time trend-variable which describes the general
trade intensification, thus reducing the euro effect to only 3%.
Similarly, on a sample of EU and OECD countries de Nardis
et al. (2008) found a short-term positive effect of euro adop-
tion on intra-EMU trade of 4% and estimated that the long-
term effect might be higher, since it requires a longer period of
time for the effects of a common currency area to materialise.

Table 1 Overview of the results of selected research

In a paper by Baldwin et al. (2008), which offers an extensive
literature review, criticizing model specification or estimation
methods, the gravity model of trade was estimated on a sample
of only 15 European countries (old member states). The au-
thors concluded that the euro’s effect on trade was significant
and stood at approximately 2%, much below the author’s pre-
vious estimates. Furthermore, Jagelka (2013) investigated four
new member states of the EMU (Slovakia, Slovenia, Malta and
Cyprus), and concluded that their trade with other countries
of the euro area had risen 9%. Polyak (2016) compared the
exports from Slovakia and the Czech Republic, the country
that still uses its currency, and on the basis of the gravity mod-
el that draws upon Baldwin et al. (2008) concluded that the
euro’s effect on trade was small, around 5%.

Recent papers, however, suggest the conclusion that the
introduction of the euro has no effect on trade. For instance,
Larch et al. (2017) built on the work by Glick and Rose
(2016), using the advanced estimation method® on a large data
set, including 200 countries over 65 years. The obtained re-
sults also rebutted the conclusions presented in Glick and Rose
(2016) about the significant effect of the euro on trade, and

Research based on Economic and Monetary Union of the EU:
_ Estimated effect on trade after the introduction of the euro:

Baldwin, Skudelny, Taglioni (2005) 1991-2002 70-112% 15-19%

Aristotelous (2006) 1992-2003 6% (different for different EMU member states) Not estimated

Flam, Nordstrom (2007) 1995-2006 17% for 1999-2001, 28% for 2002-2006 g&g;ggg-zom, 12% for
Bun, Klaassen (2007) 1967-2002 3% Not estimated

De Nardis, De Santis, Vicarelli (2008) 1988-2004 17% (4% over a short term) Not estimated

Baldwin et al. (2008) 1990-2006 2% Slightly positive or insignificant
Badinger, Breuss (2009) 1994-2005 3-9% (for small countries only) Not estimated

Camarero, Gomez, Tamarit (2013) 1967-2008 13-16% (different for different EMU member states) Only a small positive effect

Jagelka (2013) 1/1999-8/2010 9% (for Slovakia, Slovenia, Malta and Cyprus only) Insignificant effect

Polyék (2016) 1995-2010 5% Slllgr?t.ly negative but not statistically
significant

Glick (2017) 1948-2013 40% Not estimated

Research based on a number of monetary unions:

Author(s): Estimated effect on trade

Rose (2000) 1970-1990 three times bigger relative to countries with different currencies

Glick, Rose (2002) 1948-1997 two times bigger relative to countries with different currencies

Eicher, Henn (2011) 1950-2000 50% on average for all monetary unions, 40% for the EMU
50% (sample whole world)

Glick, Rose (2016) 1948-2013 stat. insignificant (industrial countries and EU countries), stat. significant and negative (EU
countries)

Larch et al. (2017) 1948-2013 stat. insignificant (sample whole world)
stat. significant and negative (industrial countries and EU countries), stat. significant and
negative (EU countries)

Campbell and Chentsov (2017) 1948-2013 stat. insignificant (sample whole world)

[}

Aristotelous (2006) found a positive and statistically significant effect for Belgium (Luxembourg included), Finland, Germany, Ireland, the Netherlands, Portugal

and Spain and a negative and a statistically significant effect for Austria, France and Greece, while the effect for Italy was positive but not statistically significant.

~

Camarero et al. (2013) found Belgium, Luxembourg, France and Italy to have benefited the most from the introduction of the euro, while exports from euro area

countries to third countries did not change significantly (i.e. there was no trade diversion effect).
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although they confirmed that in other currency unions (ex-
cept the EMU) the use of the common currency boosted trade’
greatly, they estimated that the effect of the euro was almost
nil and statistically insignificant. Furthermore, Campbell and
Chentsov (2017) use the Glick and Rose (2016) dataset to
check the robustness of the results' and use additional con-
trol variables. They found that the effect of a common cur-
rency area was strongly influenced by important geopolitical
occurrences, such as the communist takeovers, decolonisation,
warfare, ethnic cleansing episodes, the fall of the Berlin Wall
and the history of European integration. Taking into account
the afore-mentioned control variables, the effect of the euro on
trade becomes statistically insignificant.

2.2 Literature on the effect of the euro on foreign
direct investments

In the analysis of the euro effect on trade and financial re-
lationships among European countries, attention was also paid
to the area of foreign direct investment which is closely related
to foreign trade. Although it might be expected that euro adop-
tion would have a positive effect on investments, its ultimate
effect is not clear in advance. Namely, it is exactly the rela-
tionship between trade and FDI that determines the possible
euro effect on investments. It should be distinguished wheth-
er it is a matter of vertical FDI'"' (production abroad to utilise
lower costs, such as lower wages), which is a complement to
(accompaniment of) trade or a horizontal FDI"* (production
abroad to avoid trade costs), which is a substitute for (alterna-
tive to) trade.

How then does the euro affect foreign investment in a coun-
try adopting it? Among others, Baldwin et al. (2008) explain
that the introduction of the euro should encourage investments
from non-euro area countries, irrespective of their form, since
it enables simpler and cheaper entry of companies into the
markets of a larger number of countries (the whole euro ar-
ea). By contrast, investments across euro area countries might
even fall in the case of horizontal FDI, if it is there solely for
the purpose of lowering transaction costs. Furthermore, since
currency costs are not the primary reason for the existence of
a vertical FDI (as is the case of core euro area countries’ in-
vestments in peripheral, particularly new, member states) and
the euro’s effect on such investments is unclear. However, it
might be positive if the euro contributes to a further reduction
of costs and operational risks in the host investment country.

EMPIRICAL LITERATURE REVIEW

As in the case of trade, gravity models were used in the em-
pirical estimation of the euro’s effects on FDI. The first esti-
mates pointed to a positive, although smaller effect, than in the
case of trade. Using a sample of OECD countries from 1980
to 2001, Schiavo (2007) confirmed that being a part of a cur-
rency union has a positive effect on FDI, which in the case of
euro area does not relate only to the member states but also to
investments between the members and third countries. The au-
thor estimates that the effect not only goes beyond pure elimi-
nation of the exchange rate uncertainty, a noticeable reduction
of which could be seen even before the entry into a currency
union but also reflects the elimination of transaction and in-
formational barriers affecting investment decisions. Petroulas
(2007) estimates that in the period from 1992 to 2001, the
introduction of the euro increased inward FDI flows within the
euro area a little more than those from/to non-member states.
Furthermore, de Sousa and Lochard (2006) find that the euro
had a positive effect on FDI within the euro area and that the
effect was stronger in peripheral countries such as Greece and
Italy. In a later paper (2011) they confirm that the level of FDI
within the euro area rose after the introduction of the euro, but
they also found that euro area countries invested even more in
non-euro area countries (the study does not take into account
investment flows from the rest of the world to EMU coun-
tries). Coeurdacier et al. (2009) conclude that the creation of
the EMU had a strong positive impact on the value of cross-
border intra-sectoral mergers and acquisitions in manufactur-
ing among euro area countries and a slightly smaller impact
on investments from the rest of the world in the euro area.”
In a comprehensive study, Baldwin et al. (2008) refer to most
of these research papers and conclude that euro adoption pro-
moted investments in the euro area from non-euro area coun-
tries, but even more within the euro area, primarily invest-
ments in the manufacturing sector, stating that the magnitude
of the effect itself is not clear.

By contrast, some papers deny there is any significant effect
of the euro on FDI. They refer instead to the link between EU
membership and FDI and emphasise that financial integration
accelerated within the euro area primarily as a result of debt-
type and not equity-type capital flows. The unstable link be-
tween the introduction of the euro and FDI might be explained
by the difference in the samples used in the research', which
might suggest that that the euro effect was present mostly in
the first years after the creation of the common currency and
in old member states, or by the fact that it depends on the spe-
cific features of the accession of new EU member states in

8 The implementation of an iterative PPML algorithm resolves the issue of a numerical calculation for a full (three-dimensional: exporter-importer-time) set of
fixed effects. On the other hand, Rose and Glick (2016) used OLS with two-dimensional fixed effects (exporter-time, i.e. importer-time and exporter-importer).

9 In the basic estimation, by over 100% on average, and the result remains robust regardless of the change in country sample or period.

10 For example, running an estimation on each individual currency area and the identification of a suitable control group of countries in order to test for each cur-

rency union switch (prior to and after entry to/exit from the currency area).

11 Tt is described by means of factor-proportion models (Helpman-Krugman, 1985), according to which production is located at a place with a most favourable

resource allocation.

12 In literature they are known as proximity-concentration models (Brainard, 1997) because a company chooses between producing in a home country and then ex-
porting, which has lower costs due to the economy of scale but may attract additional costs (among others, transaction costs associated with different currencies)
and production in another country, which implies additional costs of setting up production. Production abroad intended for sale on the host market is usually
resorted to in order to avoid obstacles to trade, and therefore it represents a substitute, being negatively correlated to the level of trade. However, horizontal FDI
may also serve as an export platform FDI for sale on the neighbouring (third) countries’ markets, which is then a complement to trade, increasing with rising

trade.

13 By contrast, no similar effect was confirmed for the services sector, which was explained by the existing barriers to trade and entry to individual services markets

that act as a strong deterrent to exploiting the advantages of the common currency.

Maja Bukovsak, Andrijana Cudina and Nina Pavi¢
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2004". Using a sample of 35 OECD countries between 1997
and 2008, Dinga and Dingova (2011) found that the euro had
no significant effect on FDI'. In addition, they found that EU
membership fosters FDI flows from direct investment much
more than the euro and they also confirmed that long-term ex-
change rate volatility had an unfavourable effect on FDI. Dar-
vas et al. (2013) also found that euro area membership had
no significant effect on equity-type capital flows (FDI), that
the direction of the link (sign) was not robust to changes in
specification and that there was a positive link between FDI
flows and EU membership. Furthermore, they concluded that
the introduction of the euro boosted debt-type capital flows.
Lane (2013) confirmed that the euro had a stronger effect on
debt capital flows than on equity capital flows'’, explaining this
by the fact that the exchange rate risk being a much less im-
portant factor in the valuation of equity than debt capital in-
vestments, and that its elimination following the adoption of
the euro had a much smaller effect on developments in equity
than debt capital.

2.3 Literature on the euro’s effect on tourism

Economic research has paid very little attention to the is-
sue of the euro’s effect on turnover in tourism. The relatively
modest strand of literature on this topic can be explained by
tourism being a major economic activity in only a small num-
ber of European countries and accounting for a much smaller
share of total international trade than trade in goods. In ad-
dition, as the largest European tourist countries adopted the
euro simultaneously, there was no concern that a possible rise
in tourist prices might distort their competitiveness relative to
competitors. The available empirical research mostly confirms
the positive implications of the introduction of the common
currency on tourist expenditure in monetary unions. However,
the magnitude of this relationship may vary greatly depending
on country sample, period covered and the method used (in
the same way as in the case of trade, the most commonly used
were gravity models) and the estimation is hampered by tourist
market globalisation.

The first estimates of the euro’s effect on tourist turnover
suggested much lower values than the corresponding estimates
for trade in goods. Using the gravity model on a sample of 20
OECD countries, Gil-Pareja et al. (2007), show that the in-
troduction of the euro boosted tourist flows in the euro area
by 6.5%. Such a relatively small effect may be explained by the
short time span that had elapsed since the introduction of the
euro and the fact that the biggest effect can be achieved on-
ly after the currency has been put into circulation (2002) and

not at the moment of its adoption as the accounting currency
(1999) %, Furthermore, the authors find that the positive effect
is widely spread among euro area countries and that the posi-
tive link between tourist turnover and the introduction of the
euro is found in nine out of eleven new EU member states.

Even though the last available research by Santana-Gallego
et al. (2016) points to slightly bigger effects of the introduc-
tion of the euro on tourism in individual euro area countries®,
it should be stressed that the authors used a methodology simi-
lar to that used in earlier papers on the euro’s effect on trade
in goods, which indicated much greater effects than found in
recent research®. They also find that the gains from the intro-
duction of the euro are not evenly distributed across the coun-
tries, with a greater positive effect being seen in the first 11
member states. Interestingly, in Greece, one of the major tour-
ist destinations, euro adoption had no impact on tourist flows.
As regards time, the effect was the greatest in the early phase
of introduction, mostly in 2002 when the euro started circulat-
ing, and it has been falling steadily since then.

Individual country research on Slovenia and Greece has
shown that positive effects of the introduction of the euro pre-
vail. Immediately after Slovenia’s accession to the EU, Rudez
and Bojnec (2008) surveyed foreign tourists in Slovenia about
their perception of the euro’s effect on different aspects of
tourist demand, which may also be relevant for Croatia, in
view of the similar structure of visitors (Italians and Austri-
ans prevailed in the sample). The respondents associated the
greatest positive effects with better and easier comparability
with other tourist destinations in the euro area and with re-
duced travel and operating expenses, while euro adoption did
not influence their perception of Slovenia’s attractiveness as a
tourist destination. However, the same respondents noted the
increase in prices of tourist products. Although Greece also
recorded a rise in tourist prices after the introduction of the
euro, Thompson (2010) showed in an empirical paper that
this did not harm tourist revenues, given the inelastic demand
for Greek tourist products.

By contrast, the negative effect of the adoption of the euro
was confirmed for relatively cheaper tourist destinations that
are more price sensitive. Kanada (2003) conducted research
based on the example of the Spanish island of Tenerife and
concluded that the negative effect of price increase outweighed
the positive effects of reduced transaction costs and increased
transparency. This eroded the competitiveness of the island
of Tenerife, commonly perceived as a cheaper destination (in
relation to other Spanish destinations) which as such is more
sensitive to price changes. These conclusions seem to support
research findings indicating that the biggest price increase af-
ter the introduction of the euro was recorded in the services

14 Recent research observes longer periods (samples going up to 2008 or even further) and a greater number of countries.

the formal introduction of the euro.

15 At the time of their accession to the EU, it was believed that the euro would be introduced very soon, and this fact could have spurred investments even prior to

16 A positive and statistically significant effect was confirmed only in the estimation on a smaller subsample of EU member states. The papers which estimate the
effect of the euro on trade also tend to take samples of a large number of countries as in the basic estimation by Dinga and Dingova (2011), while the estimate

on a subsample is only performed as a robustness check.

17 However, in earlier literature reviews Lane (2006, 2008) stated that equity capital flows were positively influenced by the creation of the euro.

18 The euro’s effect in the starting year of its circulation rose to 14% and in the period before that it stood at 3.5%.

19 They find that the positive effect of the euro on tourist consumption in the euro area in the period since the introduction of the euro until 2012, ranged between
44% and 126% and that the gains from the introduction of the euro were not evenly distributed across countries.

20 Santana-Gallego et al. (2016) refer to the papers by Baier and Bergstrand (2007), Flam and Nordstrom (2006), Berger and Nitsch (2005), Micco et al. (2003).

Adoption of the Euro in Croatia: Possible Effects on International Trade and Investments



6 TRADE FLOWS IN SELECTED EURO AREA MEMBER STATES AFTER THE INTRODUCTION OF THE EURO

sector, in the group of products directly associated with tour-
ism (accommodation, catering and recreational services, food
and beverages).”

In general, research focussed on the effect of different ex-
change rate regimes on tourist revenues confirm the advantag-
es of stable exchange rate regimes, particularly monetary un-
ions. Webber (2001) determines that exchange rate volatility is
an important negative determinant of tourist demand, i.e. that

risk-averse tourists may decide to cancel, postpone or even
change their choice of tourist destination in cases of excessive
exchange rate volatility. Santana-Gallego et al. (2010) also
conclude that the impact of the exchange rate regime on tour-
ist revenues is more positive the less flexible the exchange rate
regime is, the greatest arising in the case of monetary unions,
around 12%. De Vita (2014) came to the same conclusions,
and in the case of the euro this positive impact is even greater.

3 Trade flows in selected euro area member states after the introduction of

the euro

3.1 Trade in goods

The European Economic and Monetary Union was estab-
lished at the time of foreign trade intensification, both within
the euro area® and globally, and the prevailing expectation was
that the euro might provide a further boost to the intra-euro
area trade. In the year when the euro was introduced as an
accounting currency (1999), the trade between the euro area
countries amounted to 26.4% of their GDP. By the time it was
released into circulation in 2002, this share rose to 28.0% of
GDP, and continued growing until it was interrupted by the
global financial crisis and a collapse of world trade in 2008-
2009. Trade rebounded in the following year and afterwards
the share of euro-area trade in GDP held steady at approxi-
mately 32% of GDP, only slightly above the pre-crisis level
(Figure 1). During the same time, the volume of trade with
other EU member states outside the monetary union but par-
ticipating in the common market of goods and services rose
slightly. However, contrary to theoretical expectations, the vol-
ume of trade with non-EU countries rose even faster (from
18.0% of GDP in 2002 to 24.3% of GDP in 2016), helping
these countries to increase their market share in the euro area.
Such strong integration of the emerging markets into global
trade, just like the creation of the common market of the Eu-
ropean Union, blur the expected euro effect on trade and make
its estimation more difficult, as seen in a wide range of empiri-
cal research estimates.

Experiences of individual euro area member states with re-
gard to developments in trade in goods after euro adoption are
different. For instance, of the five new members of the euro
area with economic features similar to Croatia, after the intro-
duction of the euro, Slovenia and Estonia witnessed stronger
export dynamics to euro area countries than to other coun-
tries. Quite the opposite happened in Slovakia while in Latvia
and Lithuania no significant differences were observed (Figure

2). An additional aggravating circumstance for the estimation
of the euro’s effect in Latvia and Lithuania is the fact that these
countries were relatively new to the EMU and it was not pos-
sible to observe longer-term effects on foreign trade. In addi-
tion, the dynamics of trade in the Baltic countries was largely
influenced by the economic and political situation in Russia,
their major trading partner.

In all new euro area member states that introduced the euro
in 2007 or later, goods exports started growing even earlier,
with their accession to the European Union in 2004, which
is the fact confirmed in literature”. As in the case of Croatia
(2013), this was spurred by barrier-free trade in the com-
mon EU market and this fact further blurs the possible esti-
mation of the effect of the common currency on trade. This

Figure 1 Structure of trade (goods imports and exports)
in euro area countries

35
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Note: The scope of countries changes during the observed period in accordance with
their year of accession to the euro area.

Source: Eurostat.

21 For more information on the effect of conversion of national currencies into the euro on consumer price level, see Pufnik (2017).

22 For more information on the characteristics of and developments in trade in euro area countries in the decade following the introduction of the euro, see ECB

Article (2013): Intra-euro area trade linkages and external adjustment.

23 For EU countries in general, see Glick (2017), Felbermayr et al. (2017) and for Croatia, see Ranilovi¢ (2017).
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Figure 2 Goods exports of the new euro area member states to other euro area member states and third countries
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Note: Data are presented in the form of an index, with the base year being the year of the introduction of the euro in each individual country. The composition of the index changes
during the observed period in accordance with accession of euro area countries (when calculating the growth rate in the year of its entry into the euro area, each new member state
is also included in the composition of the euro area in the previous year). The year of accession to the EU is shown by the vertical red bar and the year of introduction of the euro by

Figure 3 Market share of selected countries on the
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is particularly noticeable if the market share of new euro area
member states in the market of old euro area member states
(Figure 3) is observed, and particularly strong was the im-
provement in their relative position in the years following entry
into the EU, while no key changes in the trend were observed
after the introduction of the euro.
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3.2 Tourism

As in trade in goods, there is a high degree of integration of
European countries in the trade in services, especially in tour-
ism, as confirmed by the tourist nights structure. Visitors from
other EMU member states account for about one half of tour-
ist nights in euro area countries while visitors from other EU
member states outside the euro area account for approximately
25% and visitors from the rest of the world account for the
rest (Figure 4). Tourist nights in the euro area grew steadily
in all groups of visitors, with the trend being only briefly inter-
rupted during the global financial crisis. However, the fastest
growth was seen in the category of non-EU visitors (the rest
of the world), and as a result this was the only category that
increased its share in total number of nights spent in the euro
area (from 20% in 2005 to 26% in 2015).

But, if tourist nights are observed in the context of euro
adoption, the expected effect of the common currency did not
materialise in new euro area member states, either with regard
to the change in the growth trend or to the increase in the share
of the euro area tourist nights relative to non-euro area tourists
(Figure 5). Actually, more pronounced trend changes during
the last decade were observed mostly in the group of non-euro
area visitors, as confirmed in a paper by Santana and Rodri-
guez (2016) and much less in tourist turnover within the EMU.
In general, the European tourist market witnessed an increas-
ing number of visitors from fast-growing emerging markets,
such as Russia and the Far East countries, such as China and
South Korea and a strong rise in tourist demand from some EU
non-euro area member states, such as Poland.

These developments reflect changes that took place on the
global tourist market during the past decade. In that period,

owing to greater flight availability and lower travel costs, emit-
ting markets broadened considerably and the volume of global
tourist turnover increased, transforming many distant coun-
tries and emerging market countries into important players on
the European tourist market. Although this reduces somewhat
the relative importance of tourist turnover within the euro area,
particularly the importance of traditional emitting tourist mar-
kets such as Germany and France, it can be concluded that
the common currency has in certain aspects facilitated travel
between different countries of the euro area, both for their citi-
zens and third-country visitors.

Figure 4 Structure of foreign visitors' nights in euro area
countries, by visitor origin
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Figure 5 Structure of foreign visitors in new euro area member states, by visitor origin
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CROATIA AND THE EURO AREA - HOW STRONG IS THE TIE?

4 Croatia and the euro area — how strong is the tie?

Croatia’s accession to the European Union brought with it
entry into the customs union and internal market integration,
both of which had a positive effect on the Croatian economy.
The elimination of barriers to trade with other member states
facilitated and accelerated Croatian exports to the EU and im-
ports from the EU, which spurred a strong recovery of Cro-
atian exports and foreign trade in general. At the same time,
the continuously improving tourism results were also fuelled by
certain geopolitical factors such as the perception of Croatia as
a safe destination easily accessible by road. Capital flows con-
tinued to be determined by external factors and the unfavoura-
ble structural position of the domestic economy, and therefore
after the entry into the EU, the country witnessed continued
deleveraging and no rise in foreign direct investments, in con-
trast with developments during the first wave of EU enlarge-
ment. In the light of such trends in the preceding years, the
question remains open whether the introduction of the euro in
Croatia could provide an additional boost to foreign trade and
foreign investments and if so, to what extent?

The possible benefits of the euro are emphasised by the high
participation of euro area member states in Croatian trade in
goods and services. Out of the total trade in goods and ser-
vices, over one half is accounted for by trade with euro area
countries, which is an even higher share than in peer coun-
tries (Figure 6). This indicator is slightly higher for Croatian
trade in goods than for trade in services, and the importance
of the euro area is higher for goods imports than exports. By
contrast, although the euro area also accounts for a dominant
share of the export of services, the import from the euro area
accounts for only a little over one third of the total (the con-
centration of the import of services is much smaller because
they originate from a larger number of countries). It should
be noted that in absolute terms the value of services exports to
the euro area even slightly exceeds the value of goods exports,
while on the side of imports from the euro area, goods imports
are dominant, and services imports are ten times lower. The

structure of services exports mostly reflects revenues from
travel services, with the visitors from the euro area countries
accounting for almost 70% of the total tourism revenues and
for over 60% of total arrivals and nights spent in Croatia by
foreign guests, in particular visitors from Germany, Italy, Aus-
tria and Slovenia.

The importance of the introduction of the euro for tourist
activity in Croatia lies in euro countries’ dominance in the EU
tourist market. Tourists from the euro area countries account
for over one half of the total nights spent in the European Un-
ion, with the largest emitting markets being Germany, France
and the Netherlands. At the same time, most of the main Eu-
ropean destination markets, measured by the number of tourist
nights, such as Italy, Spain and Greece or markets generating
relatively large revenues from tourism, such as Malta, Cyprus

Figure 7 Tourist sector in selected countries of the
European Union in 2015

= 100 0 g
£ S
g s
H p
g 80 [ [ 116
60 12
.
,’,, ,,A,, ,,’,, AR L i
40 L 4 8
sXae A
SIS S A o ® s |
20 * A M 4
As s,
0 0
EssEHBREY g32aE

Share of foreign tourists in total nights
@ Share of EMU tourists in total nights
A Revenues from tourism (as % of GDP) — right

Source: Eurostat.

Figure 6 Geographical structure of trade in goods and
services in Croatia and selected countries

Figure 8 Structure of the stock of foreign direct
investments liabilities at the end of 2015
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and Greece are also members of the euro area®. Among Eu-
ropean tourist countries, Croatia is an exception in this sense.
It generates relatively high revenues from tourism (as much as
18% of GDP), of which two thirds can be ascribed to tourists
from the euro area (Figure 7).

Croatia’s close ties with the euro area are also present in fi-
nancial relations, reflecting the fact that the most widely repre-
sented foreign investments are those from euro area countries.

According to the available data on the structure of equity in-
vestments, of the total stock of direct investments in Croatia
in 2015, over two thirds can be accounted for by investments
from the euro area, as in Slovenia and Slovakia (Figure 8). In
the structure of Croatian residents’ outward investment, in-
vestments in euro area countries are also heavily represented,
despite their much more modest importance in both absolute
and relative terms compared to inward investments.

5 Conclusion: will the introduction of the euro bring benefits to international

trade and investments in Croatia?

Taking into account all the arguments presented above, it
can be concluded that the effect of the euro on Croatian inter-
national trade and investments might be positive. The trade in
goods might rise slightly due to lower transaction costs, easier
price comparison and currency risk elimination, which might
increase the price competitiveness of Croatian companies. The
introduction of the euro might have a slightly more visible ef-
fect on tourist activity because of the size of the tourist sector
and a considerable volume of cash transactions, which aug-
ment the effects of the euro. As regards the investments, as in
the case of trade, it was expected that there would be a positive
effect on foreign direct investments even earlier, during the
preparation for accession and after the accession to the EU,
but this did not occur due to the poor domestic investment cli-
mate and the reluctance of international investors. However, a
part of the unmaterialised investment potential could still ma-
terialise with the introduction of the euro and the ensuing risk
reduction, and improved macroeconomic stability.

The introduction of the euro in Croatia might boost trade
in goods though at a relatively slower rate than the accession
to the EU. These expectations are based on the results of em-
pirical research for the euro area, which are very diverse and in
more recent papers show that even if the positive effects of the
euro on trade are confirmed, they are very small, considerably
smaller than the effects of accession to the EU. Considerable
strengthening of goods exports in the new euro area member
states began with accession to the European Union, as it did in
Croatia, and a circumstance that makes it additionally difficult
to estimate the euro’s effects in new member states is the fact
that they have been in the monetary union for a relatively short
period of time and most of them adopted the euro at the time
or immediately after the financial crisis and trade collapse. In
addition, it is possible for the effects of the euro to be different
for every euro area member state depending on its economic
characteristics, such as its size or degree of trade openness.
However, regardless of all the restrictions, when observed
from a macroeconomic perspective, the introduction of the
euro should improve the transparency and stability of the en-
tire economic environment, which might have positive effects

on the export sector competitiveness and trade growth.

As regards the euro’s effects on foreign investments in Cro-
atia, the common currency might encourage investors through
a reduction in foreign exchange uncertainties and other in-
formal barriers to trade. Empirical literature offers confirma-
tion of the fact that the use of the euro has a positive effect
on foreign investment flows, mostly based on the experience of
old member states which were the first that started using the
euro. But in the same way as in the case of trade, there are vast
differences in the size and importance of the estimated effect.
Also, elimination of the exchange rate risk and belonging to
the EU are confirmed as an important determinant of foreign
direct investment flows. In addition, it should be noted that
foreign direct investments are determined by a range of other
factors, such as the conditions on the global financial markets
and in the domestic economy, such as taxation burden, labour
costs and quality of the work force. The introduction of the
euro could, through a reduction of the currency risks, improve
the business climate and encourage foreign investments.

As regards tourism, even though the euro effects on tour-
ism have been analysed and confirmed in only a small num-
ber of studies, it is clear that they might be positive in Croa-
tia, given the specific features of Croatian tourism. If we take
into account the fact that most of Croatia’s tourist competi-
tors as well as its visitors come from the euro area, the poten-
tial benefits of euro adoption are even greater. The benefits of
the elimination of the conversion costs, increased transparency
and easier price comparison are all too clear, and they all lead
to improved competitiveness of a tourist sector.

However, there are some minor negative risks, mainly as-
sociated with a possible increase in services prices following
the introduction of the euro. This increase could, judging by
the experiences of other countries, be somewhat greater in
the tourist sector, which could have an unfavourable effect
on price competitiveness, particularly in tourist destinations
whose business strategy is based on relatively low prices. How-
ever, such developments might be offset by improved non-
price competitiveness (branding and quality of products and
services, quality of the business environment).

24 Montenegro, which uses the euro as a means of payment, should be mentioned here.
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Appendix 1

List of abbreviations
bn - billion
GDP — gross domestic product
CBS - Croatian Bureau of Statistics
CNB - Croatian National Bank
EA  —euro area
EMU - Economic and Monetary Union
EU — European Union
FDI - foreign direct investments
m  — million

Two-letter country codes

AT —Austria
BE - Belgium
BG - Bulgaria
CY —Cyprus

CZ  — Czech Republic
DE - Germany
DK — Denmark

EE — Estonia

ES - Spain

FI  — Finland

FR - France

GB - Great Britain
GR - Greece

HR — Croatia

HU - Hungary

IE  —Ireland

IT —Tltaly

LT - Lithuania
LV - Latvia

MT — Malta

NL — Netherlands
PL - Poland

PT - Portugal
RO — Romania
SI - Slovenia
SK - Slovakia
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