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Executive summary

The reference currency is the foreign currency used by a central bank for exchange rate smoothing
and FX interventions

As a rule, the currency which prevails in the country’s international transactions (exports, imports,
remittances, etc.) is used as reference currency

The National Bank of Moldova uses the US dollar as reference currency. In the past, this choice was
only natural, given Moldova’s strong trade links with CIS countries and the widespread use of the

US dollar in the region

However, in the meantime the situation has changed. The EU is by far Moldova’s main trading
partner and the major source of its remittances and FDI. Furthermore, the euro is used for settling
most of Moldova’s foreign trade. Moreover, the euro is the main foreign currency for bank loans
and deposits within the country; the same applies to Moldova’s foreign debt.

On top, the prevalence of the euro is likely to increase due to Moldova’s EU perspective and the
substitution of RUS gas imports by European ones

Against this background, we recommend to switch Moldova’s reference currency from the US dollar
to the euro

As a result of the proposed switch, the MDL/EUR exchange rate will exhibit lower volatility;
economic agents will profit from lower transaction costs and lower exchange rate risk

According to our estimates, the proposed switch will lead to savings to the Moldovan real economy of
USD 11.7 m per year, a sum that is likely to grow with further EU integration of Moldova
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1. Introduction

Definition: a reference currency is the foreign currency used by a central bank for
exchange rate smoothing and FX intervention

The choice of the reference currency has implications for the banking sector and the real
economy

The central bank’s interventions increase the liquidity of the reference currency at
the foreign exchange (FX) market

As a result, relatively low volatility of exchange rate to the reference currency

As such, lower transactions costs and exchange rate risk when using the reference
currency

Thus: the use of the reference currency is cheaper and less risky for economic agents
The choice of the reference currency creates a bias towards the use of one currency
The National Bank of Moldova uses the US dollar as a reference currency

In the past, this was the right choice, given the dominant role of the US dollar for
international transactions in MDA

However, Moldova is now strongly integrated with the EU and the role of the euro has
increased

Against the background, we assess whether a switch in the reference currency from the
US dollar to the euro would be in the economic interest of Moldova
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2. The use of foreign currencies in MDA: balance of payments analysis

As a first step, we look at the regional orientation and the use of foreign
currencies for key positions of Moldova’s balance of payments and its banking
sector

More concretely, we look at:
Exports
Imports
Remittances
Foreign direct investment
Foreign debt

Banking sector
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Exports

Export destinations

2019-2022
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EU-27 share of 63% on average
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] i 2022: decline in share due to high re-exports
60 | - L3 to UKR, i.e., due to a special factor

Invoicing: 55% in euro, 42% in US Dollar in
the period 2022-6M2023
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Source: Statistical Office. Note: CIS includes all former CIS members

With increasing EU institutional integration,

Currency of export invoicing _ _
exports toward EU are likely to increase

3%

EU integration of Ukraine might lead also in
Ukraine to a preference of euro over US
dollar

Euro clearly dominant in exports; role of euro
is likely to increase in the medium term

m EUR ®mUSD = Other

Source: Customs service, average for the period 2022-6M2023
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Imports

Import origin
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Source: Statistical Office. Note: CIS includes all former CIS members

Currency of import invoicing

12%

Other

m EUR = USD

Source: Customs service, average for the period 2022-6M2023

2019-2022
» EU-27 share of 25% on average

» Major import partners within the EU: DEU,
ITA, and POL

» Invoicing: 47% in euro in the period 2022-
6M2023, i.e., much higher than imports
from EU or EMU

» Invoicing in US dollar: 41%

» Reason for relatively high share of US dollar
in imports: energy imports, which make up
17% of total imports on average

Outlook

» Imports from the EU likely to increase in the
context of stronger EU institutional
integration

» Recent stop of gas purchases from RUS and
switch to gas imports from the EU likely to
push the share of euro in imports up

» Euro already dominant in imports; share of
euro likely to increase in the future
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Remittances

Remittances by country of origin
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Source: NBM, Balance of payments
Remittances by currency
% USD bn
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2021

RUB

2022 3M2023

Volume (rhs)

Remittances by country of origin
Major part of remittances come from the EU

3M2023: 52%

[, Mainly from Italy, Germany, and France

Other main sources: Israel, Russia, UK, USA

Remittances by currency
Strong dominance of euro

3M2023: 80%

i Much more than share of remittances

from EU

Remittance from Russia mostly not
invoiced in RUB, even before partial
exclusion from Swift

. Euro overwhelming preferred foreign

currency for remittances, even from
countries not using the euro
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Foreign direct investment (FDI)

Structure of foreign liabilities

- 12
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[ 6 In general: FDI data regarding country of
[ 4 origin not fully reliable

Source: NBM, Coordinated direct investment survey
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FDI stock by origin
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Foreign liabilities

- 14

Two main blocks: FDI and foreign debt

FDI: countries of origin

Reason: many investors establish a company
in third countries (such as Cyprus) before
investing abroad

Despite this, useful to look at official data

FDI stock in Moldova

r s More than 2/3 of the stock of FDI comes

from the EU

This role likely to increase in the context of
stronger EU institutional integration

However: no information on the currency

-_ . used for FDI

Dominant role of EU in FDI into MDA; euro
likely to be the dominant currency
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Foreign debt

Public and publicly guaranteed debt
USD bn
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Private debt
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Public and publicly guaranteed debt

Foreign debt of the public sector mainly vis-
a-vis international (IMF, WB, IFAD) and EU
institutions (EIB, EU Commission, EBRD)

Two main currencies: euro and Special
Drawing Rights (SDR)

Debt in US dollar and other currencies
negligible

Private debt

Creditors, Q1-23: 10% multilateral
institutions (mainly EU-linked), 90% from
other creditors

Euro is the main currency, but US dollar also
significant

Prevalence of euro in foreign debt

‘PaAIBsSal SIY3L || | So1wou0d3 ulldeg €207 O



Banking sector

FX loans granted by banks

% of FX loans USD bn
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Bank deposits in FX
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Loans and deposits in MDA

»  2019-2022: 75% of FX loans in MDA were
granted in euro

»  2019-2022: 68% of FX deposits in euro

\,///7

Euro by far the most important foreign
currency for the banking sector in MDA

Overall conclusion: the euro is the major
foreign currency for exports, imports,
remittances, foreign investment, and the
banking sector in MDA
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3. Foreign exchange market in MDA
The analysis above showed that the euro is the prevalent foreign currency in all key
positions of the balance of payments and in the banking sector

In the following section we assess whether this prevalence is reflected in MDA’s FX
market

We look at the following segments of the FX market
Cash market
Non-cash market: intrabank

Non-cash market: interbank
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2019-2022

Turnover on cash market is USD 4.5 bn per
year on average (or USD 375 m per month)

About % of turnover are purchases of
foreign currency by banks and exchange
bureaux. Likely conversion of remittances
and income earned abroad to MDL for
domestic consumption

Euro share is dominant: 70%
US dollar: only 16%

Results in line with expectations, given the
dominant role of the euro in remittances

Average yearly turnover is significant
Euro: USD 3.1 bn
US dollar: USD 0.7 bn

Euro by far the most important foreign
currency on the cash market

‘panIasal sySi ||y | SIIWOU03 UllIdg €207 O



Non-cash market: intrabank

Structure of the non-cash market
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Overall turnover

2019-2022: turnover of non-cash market on
average USD 10.5 bn per year

9.1 intrabank, 1.4 interbank

Intrabank market

Definition: transactions of foreign currency
between the banks and their clients

Steady increase of euro share, prevalence of
euro transactions since 2018

Prevalence of euro reflects the findings on
the currency use in the balance of payments
analysis above
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Interbank market
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Definition: transactions of foreign currency
between commercial banks

Absolute dominance of the US dollar, share
above 80%

Reason: US dollar as reference currency

- NBM interventions increase liquidity and
reduce bid-ask spread for MDL/USD

- For banks it is cheaper to exchange EUR
to MDL via the USD; EUR is exchanged to
USD on international markets at very low
costs and then USD exchanged to MDL at
relatively low cost in MDA

Thus: current USD dominance in interbank is
due to its status as a reference currency

In case of a switch to euro, USD dominance
likely to reverse in favour of the euro

- In Romania in 2003, the switch of
reference currency increased the euro
share in the interbank FX market from
6% to 90% within one month

15
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4. Estimation of the effect of switching to the euro

The euro is prevalent in international economic relations of Moldova, and its importance is likely to
increase in the medium term

However, the NBM uses the US dollar as its reference currency; this creates a bias for economic
agents towards the use of the US dollar and against the use of the euro

A switch to the euro would have the following implications:
NBM, a major player in the interbank market, would intervene (mainly) in euro
As a result, commercial banks would settle their interbank liabilities in euro
Liquidity of MDL/EUR would increase, and volatility go down

Transactions costs for exchanging euro will go down, to the benefit of the real economy

The alignment of the official reference currency with market reality would save transactions costs and
be in the interest of Moldova

Below, we conduct a quantitative assessment of the savings to the real sector
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Costs of MDL/EUR and MDL/USD transactions as of today

Volatility of MDL/EUR and MDL/USD official exchange rate Volatility
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% reference currency for volatility smoothing,
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Source: NBM. Volatility calculated as monthly standard deviation of daily log returns for M DI_/USD
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Transaction costs for exchanging money
higher for euro than for US dollar

MDL/USD e MVIDL/EUR
Source: curs.md, simple annual moving average of the rates of MICB, Victoriabank, and MAIB
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Cash market: savings in case of a switch

Our medium-term scenario for Moldova
Volume of transactions
in euro to rise from 70% to 75% of total
in US dollar to fall from 16% to 11% of total
Bid-ask spread
Inversion of the bid-ask spread (+21.7 bp for US dollar, -21.7 bp for euro)

For estimation of savings, we use the bid-ask spread of banks

Current Scenario
Euro Dollar Euro Dollar
Volume in USD m 3,100 700 3,300 500
Spread in bp 113.5 91.8 91.8 113.5
Costs in USD m 35.2 6.4 30.3 5.7
Savings in USD m pa 5.6

Source: NBM, average for 2016-2022
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Non-cash intrabank market: savings in case of a switch

Experience of Romania

Banks’ customers operation in euro rose from 48% to 60% (12 pp) in 4 months

Our medium-term scenario for Moldova

Volume of transactions

in euro to rise by 23 pp from 52% to 75%
in US dollar to fall by 23 pp from 44% to 21%
Inversion of the bid-ask spread (+21.7 bp for US dollar, -21.7 bp for euro)

Current Scenario
Euro Dollar Euro Dollar
Volume in USD m 4,700 4,000 6,800 1,900
Spread in bp 113.5 91.8 91.8 113.5
Costs in USD m 53.3 36.7 62.4 21.6

Savings in USD m pa

6.1

Source: NBM, average for 2016-2022
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Non-cash interbank market

Experience of Romania in 2003

Switch from a US dollar interbank market to a euro interbank market

Euro share rose from 6% to over 90% in one month

Our medium-term scenario for Moldova
Inversion of the proportion between US dollar and euro

Inversion of the spreads

No data available on the spreads in the Moldovan interbank market, but if both values and spreads
are switched, the net effect is zero independently of the actual spread
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Total savings

Yearly savings for real economy

Cash market USD 5.6 m
Non-cash intrabank market USD 6.1 m
Non-cash interbank market 0

Total USD 11.7 m

A switch in the reference currency from the US dollar to the euro would lead to savings in
transactions costs to the real economy of USD 11.7 m per year

Such a switch would be in the interest of the country and could be implemented in the
short term
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Annex 1: Experience with a switch of the reference currency in Eastern Europe

Baltic countries switched their reference currency when they moved to EUR pegs
Estonia from DEM to EUR in 1999
Lithuania from USD to EUR in 2002
Latvia switched from SDR to EUR in 2004

But: fixed exchange rate system, different situation than in MDA

Other countries had a euro peg and moved afterwards to a flexible exchange rate keeping the euro
as reference currency

Serbia
Hungary

Euro maintained as reference currency after introduction of flexible exchange rate; different
situation than in MDA

Romania switched from US dollar to euro in the context of a flexible exchange rate on 3 March 2003

Case that is most comparable to Moldova; see next slide
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Annex 2: Romania’s switch to the euro

Volatility of the ROL exchange rate

Switch to euro

——ROL/EUR

Mar-02 Jun-02 Sep-02 Dec-02 Mar-03 Jun-03 Sep-03 Dec-03 Mar-04

ROL/USD

The National Bank of Romania switched its
reference currency from US dollar to euro
on 3 March 2003

As a result of the switch, the volatility of the
exchange rate passed from

ROL/EUR: 57 bp to 32 bp
ROL/USD: 21 bp to 58 bp

The share of the euro in the interbank
market went from 6% in Feb-03 to 90% in
Mar-03 ()

Bank customer’s operations in euro rose
from 48% in Feb-03 to 60% in Jun-03 ()

In the year of the switch

Exports: from 59% to 64% for euro, from
36% to 31% for US dollar

Imports: from 66 to 68% for euro, from
30% to 28% for US dollar(?

Romania’s experience shows the strong
influence of the reference currency on FX
markets

Sources: (1) NBR, Inflation Bulletin Jun-03 (2) NBR, Balance of payments 2003
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