INTRODUCTION

In the European Union (EU) EURO is on the screen with an irreversible case since 1/1/2002. EU is on the way of being a super power and its main target is to establish European United States. Although it’s not an easy target; still it’s the dream of many European Union member countries.

It is a luxury question for the EU to search for an answer for EURO as yes or no; because if the EU is aiming to be a super power just like United States; then it has to use a single currency for all of its macroeconomic activities. Because a single currency is the main issue for establishing a single market hence a single country. With the divided financial sectors it’s not possible for the EU to be an alternative super power against the United States. In this studyguide we will concentrate to the main impacts of Euro to the member states and future member states of EMU. This studyguide consists of sections.

The expected benefits of EMU in euro-zone

The general cost analyses of EMU

EMU

Effects of EMU to the EU states and the situation after the enlargement 

Block positions

Questions a resolution must answer.

First of all it’s better to summarize the advantages and disadvantages of the Euro in headlines:

THE EXPECTED BENEFITS OF EUROPEAN MONETARY UNION IN EURO-ZONE
The major benefit of EMU can be classified as there will be no more exchange rate uncertainty on intra- EU trade transactions costs on cross- border trade will be eliminated, there will be a greater price transparency and also based on the stability commitment of European Central Bank (ECB) the future monetary stability will be guaranteed. 

1. Greater Nominal Exchange Rate Stability

EMU would end the uncertainty that nominal exchange rate fluctuations presently bring to intra- EU trade and investment. While it is true that increasingly sophisticated financial institutions provide a form of insurance against exchange rate uncertainty these “hedging” facilities are not costless and their cost reflects the potential saving to the EU adopting Euro. These savings are likely to be greater for the smaller member states whose currencies are not widely used in international trade. Similarly, the savings are likely to be greater for small and medium- sized enterprises (SMEs) than for large multinational corporations, which can hold diversified currency portfolios and support dedicated treasury department to manage exchange rate risk.

Moreover, for long-time horizons, so-called ‘forward’ facilities are not universally available. Such considerations have a special importance for members of the EU, the raison d’être of which is to facilitate cross-border movements of goods, services, labour and capital. Advocates of EMU argue that the potential gains from membership of the EU cannot be realized in the long-term unless countries are able to exploit their own, unique comparative advantages fully. To achieve this, economic resource- land labour, capital and enterprise- must be transferred from relatively less, to relatively more efficient sectors and the commercial decisions which make such reallocations possible depend critically upon expectations of the future. To the extent that uncertainty about the future course of intra- EU exchange rates may inhibit the restructuring of production by which the potential gains from greater trade are translated into reality, EMU should therefore accelerate economic integration- and so economic growth- within the EU.

Euro-skeptics argue that, although as a single currency ‘Euro’ will eliminate exchange rate risk from intra-Euro itself will still have some fluctuations against US dollar and the yen. For the EU as a whole, intra-EU trade (measured by imports) amounts to an average of 14.1 percent of GDP, with extra-EU trade amounting to 8.5 percent of GDP (Intra EU trade is nearly double compare with the extra-EU trade). The trade between EU countries will be also in a higher stability as Euro will eliminate the exchange rate uncertainty. Specially, the stability of Euro against U. S. D dollar and yen will play a major role for the stability of the imports and exports of EU. Here ECB must have a co-operation with the central bank of USA and Japan for a stable Euro against dollar and yen. 

2. Reduced Transaction Costs

All the business and leisure travelers are very familiar with the transaction costs involved in changing currencies. These charges are made by banks to reflect their deployment of resources (such as personnel and equipment), as well as the opportunity costs of holding stocks of foreign exchange. For those who are tourists and are dealing in small retail amounts, these charges can easily amount to 10 percent of the value of the currency charged. For the multinational business the transaction costs of switching between currencies are much smaller. According to the estimated suggestions, by Euro as the single currency in the EU as a whole, will eliminate transaction costs which will yield savings of between 2-3 percent of total EU Gross Domestic Product, but at the moment there is general belief that, the more likely savings will be between 0.25 percent and 0.5 percent of GDP.

3. Greater Price Transparency

Since then Euro has replaced the national currencies in 12 EMU member states, then all the goods and services in member states are charged by Euro. So the consumers had a chance to compare the prices of the products across national markets, so the price differences were easily justified. There is no doubt that the competition is more efficient in the Euro-zone then it was before the use of Euro.

4. Low and Stable Inflation.

European Central Bank, which is designed by the architects of the Maastricht Treaty, is the guarantor of low and stable inflation in the Euro-zone. According to Willelm F. Duisenberg, the president of ECB, in order to act as a single unit, the monetary policy must have an area-wide perspective. In other words, especially in a monetary union of the size of the euro area, it’s normal to have different inflation rates and economic developments across all the countries involved. But as monetary policy is one and indivisible, it cannot react to situations in individual countries or regions in the euro area. 

The differences in the quality of economic policies of countries in the euro area are more easily exposed thanks to the introduction of euro. This is an opportunity for the governments to learn and discover the best methods and to adapt their policies. Furthermore, structural changes are carefully analysed by the Eurosystem, since they may have an impact on the way in which and the speed with which monetary policy measures affect the economic process and, in particular, inflation.

We can see that throughout 1999, the Eurosystem was able to focus on maintaining the environment of price stability, with inflation running on average at just over 1%. However, the power of monetary policy is limited by medium-term arrangements in price developments. Moreover, it needs to be supported by sound fiscal policies, structural policies, as well as by responsible behaviour on the part of wage negociations.

The worsening of economic conditions in the course of 2001, in combination with some global factors that had temporarily increased inflation rates in the early part of the year, presented major challenges for the conduct of monetary policy in the euro area. The economic downturn in the euro area in 2001 also presented challenges for fiscal policy. The average budget deficit of the countries that have adopted the euro increased last year to 1.3% of GDP, as a result of both the working of automatic stabilizers and the implementation of major tax cuts in some euro area countries. It was the first time since 1993 that the overall fiscal position of the euro area had deteriorated. As a result, most countries failed to meet the targets laid down in their stability programmes, submitted in late 2000. On

average, these targets were missed by 0.7% of GDP.

5. Interest Rate Harmonization.

In Euro-zone all the banks are using Euro in their financial activities. So they supply the credits with single currency. Normally, this rose up the credit competition between the EU banks. That’s why, there is a downward pressure on the interest rates. Obviously fall in the interest rates in the Euro-zone lowers the cost of investments so the economy will boom. According to the econometric studies made by the European Commission; in the Euro-Zone there has been approximately 30% economic growth by the introduction of Euro. It’s very important to point out here that, all the expected positive impacts of Euro cannot take place in EMU member countries within a short-time period. The adaptation of Euro in EMU member countries still requires at least 2-3 years. We should know that, Euro is the currency of EMU members, which are realizing 20 percent of the world trade and production; because of this for a stable world economy, Euro doesn’t have any chance to fluctuate in international money markets.

THE GENERAL COST ANALYSIS OF EMU

The general cost of introducing EURO is the main change in the accounting units and the cost of converting outstanding financial and other long-term contracts into the single currency. The introduction of the common currency came after a period of stable exchange rates, and all the conversing rates applied to existing contracts in order to convert payment obligations from national currencies into euro will be equal to the market rates of exchange. The introduction of euro will therefore not lead to any wealth distribution. It will be redenomination, but it will not make anybody richer or poorer. 

The main argument against EMU, namely that ‘pooling’ “monetary sovereignty” (transferring the power to change interest rates and the exchange rate from national governments to the EMU) will prevent governments from stabilizing their national economies has great force, but it is often overstated and widely used without reference to the well-known costs of the alternative uncoordinated monetary policy making. It’s important to draw a distinction between utilization policy and growth policy.

On the other hand if a member nation of EMU is hit by a shock that does not affect the rest members in the same way, then the nation will fight the shock with itself alone, and the member nation will not have a chance to set its interest rates. For example, if there is a fall in the demand of some products; then this will cause a rise in the unemployment level due to lower level in the production. With a floating exchange rate it could re-invigorate demand by cutting interest rates-which would itself stimulate domestic demand, as well as lowering the value of its currency so that the demand for exports recovered. But under single currency the member nation will not have a chance like this. How serious a problem in the absence of this policy lever? It is exactly the same as the problem facing say California. If the demand for computer falls, than the negative impacts of this on California will be greater than rest of America. But in a such case Federal Reserve will show a very little respond to the problem that is limited to California? Now the question rises, which is; what happens to California? If the shock is permanent, then in California the unemployment will rise. Then real wages will fall, thus improving competitiveness, and in addition some workers decide to leave. By contrast, if California had its own currency and a flexible exchange rate, then it could devaluate its currency so restring competitiveness without so much fall in unemployment level. This would have certainly been preferable. Similarly, if the shock is temporary, California goes through a period of unemployment, which could have been sharpened if California had control of its own interest rates.

The same argument also applies in reverse. California experiences a rise in demand for its goods, so in this case it does not have a chance to resolve its currency so as to reduce the upward pressure on domestic prices. Instead, it has to experience higher prices, which eventually reduce its competitiveness and bring its economy back into balance. But still, nobody advise that California should have its own currency. This suggests that the real problems caused by regional shocks one not generally intolerable. However, some people say that the US analogy is not relevant to Europe, because Americans are much more willing to move between region than Europeans are between countries. This is certainly true, and it eases the change in real wages that would otherwise be needed in response to a permanent stock. In addition the Federal budget provides greater transfers when a states economy is in difficulty, which would hardly happen in Europe.

On the other hand the US states are more prone to region-specific shocks than the states of Europe. This is because there is much more regional specialization in the US than there is in Northern Europe-with many industries concentrated in a very few US states. By contrast the economies of Northern Europe are much more similar to each other and therefore less vulnerable to localized shocks. There has however been one huge regional shock, from each Europe is still recovering-the shocks of German re-unification. The rebuilding to East German enormously increased the demand for German output. One solution would have been to allow an appreciation of the D-Mark relative to the French Franc so that foreigners found German goods more expensive and bought less of them, thus reducing the overheating of the German economy. This would have solved the problem of inflationary pressure on prices inside Germany. However the French government would not accept the idea of German appreciation (thus behaving as if the Franc and the D-Mark were already one currency). In consequence German prices inevitably rose in response to excess demand. The Bundesbank was unwilling to accept this inflation, and therefore raised interest rates. This eventually imposed enough deflation on Germany to bring inflation under control. But it caused serious unemployment in France. This is a clear example of how the linking of currencies can cause problems when there is a shock to one country and not to others in the same currency area.

As a conclusion the introduction of Euro would offer important benefits to member states, most notably the elimination of exchange rate risk and transactions cost, greater price transparency and the guarantee of future monetary stability. The costs of EMU to member states are much less certain and lie primarily in the costs of sacrificing monetary sovereignty and adopting a common, non-inflationary monetary policy. While the convergence of national inflation performances prior to EMU would minimize the transitional unemployment costs of adopting a single currency, the likelihood of future asymmetric shocks and the continuing segmentation of national economies imply that certain member states may be disadvantaged by adhering to a common monetary policy. Nevertheless, Lucas critique-type considerations suggest that these costs may diminish, perhaps sharply, after the introduction of the Euro. Moreover, the risk of beggar-thy-neighbor policies implies that, in any event, EMU may provide a better framework for dealing with asymmetric shocks than independent monetary policies. The EMS upheavals of 1992-3, far from undermining the case for EMU as a widely supposed, simply highlight the shortcomings of interdependent nations attempting to make monetary policy for narrow, national ends without taking into account the impact on their neighbors.

ECONOMIC and MONETARY UNION (EMU)

On 1 January 2002 the euro replaced national currencies of twelve European Union (EU) Member States: Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal, and Spain. 

Economic Union, which made the euro to appear, has followed a smoother transition. Economic integration was used after the Second World War to realize political goals, chiefly to anchor West Germany within Western European alliance. Since that time the economies of Member States have slowly integrated. In the 1950s, European currencies were not convertible and domestic trade was highly protected. Today EU currencies are fully convertible. Capital controls, intra-EU tariffs and quotas have been eliminated, and the single market has been completed.

European Union’s Economic and Monetary Union is not the single one, but the greatest. USA 1776-1860, Swiss Confederation, Zollverein, Italian Unification, Habsburg Empire, Benelux, EFTA, NAFTA, Yugoslavia, Soviet Union are the other examples of EMUs. This attempt (the common usage of the euro as the lone currency in twelve EU member states) reminds of the monetary union in the Roman Empire.

Nowadays, EU Member States make the %60 of the commerce between them. This rate makes firm the alliance between the members.

This section traces the answers of “what” is EMU, “why” and “how” EMU is created.

What is EMU?

The Economic and Monetary Union is a lone-currency-area in the Single Market, whose ultimate goal is to achieve full liberalization of capital movements. However, it is not only the usage of the euro; but also the appliance of a single monetary policy around twelve Member States. National and economic policies remain at the responsibility of Member States; nevertheless these policies are shaped according to common objects and obligations. EMU is established on two notions: the coordination of economic policies and an independent monetary foundation, European System of Central Banks (ESCB).

Member States will conduct their economic policies so as to contribute to the achievement of the Community's objectives. Economic policies are regarded as an issue of common interest and will be coordinated at Community level. To this end, broad guidelines will be proposed by the Commission and adopted by the Council on the basis of the conclusions of the European Council.

15 Member States’ economic policies are coordinated by the Ecofin Council (Economics and Finance Ministers). It is responsible of defining basic targets as inflation, currencies’ stability, public finance. It decides whether EMU Member States have excessive problems about public dept, they are suitable to the budgetary criteria. It gives its recommendations under the condition of the presence of a deficit. It is allowed to impose sanctions in order to encourage Member States to respect the commitments. Shortly it forces them to avoid excessive government deficits. This criterion, which obliges Member States, is stated in the Stability and Growth Pact by the Council. This pact also requires participating Member States, under normal economic circumstances, to maintain a balanced budget or a slight surplus and to present regular stability programs.

European System of Central Banks (ESCB) is formed of the European Central Bank (ECB) and Member States’ national central banks. These ones must act in accordance with ECB guidelines and decisions. They may take instructions from Community institutions and bodies, governments of Member States, or any other bodies 

(Article 107). From 1 January 1999, the ESCB is responsible for defining and implementing the single monetary policy. To do this, it will enjoy all the prerogatives and have at its disposal all the monetary policy instruments of a conventional central bank as fixing of interest rates, credit operations, managing the reserves. It searches also protecting the price stability and the stability of the financial system thanks to the single monetary system. ECB, which was founded on 1 June 1998, fixed national currencies’ value according to the euro. Since 1999, ECB prepares annual reports about the activities of the ESCB and the monetary policy of the previous and current years to the European Parliament, the Council, the Commission and the European Council.

Foundation Objects

Harmonization of financial instruments, the unified money-market, the intense competition and the elimination of the exchange-rate risk (a potential tension between European currencies) will allow the European financial market to be approximately fully integrated. Nonetheless, the integration lets Member States protect some national characteristics.

The general advantage of EMU is to let Member States economize thanks to the stable-lone currency economic land: euro-area. Firstly, it annihilates some expenses of origin monetary exchange. Secondly, it facilitates to compare price which gives birth to a strong competition zone. That causes also to diminish expenses. Thirdly, it annihilates also the risk of rate of exchange of origin the undetermined rate of value between the currencies. Not only the price, but also the product quality will be changed thanks to the intensive competition. Consumers, citizens, little and medium measured workings benefit from all of them. So, EMU will expand capital movements, commerce and investment environment. This effect of growth, which makes Europe stronger and more competitive, supports the employment. Finally, thanks to the stability of this great system, the euro and the EU will compete with the most powerful countries of the world as the USA and Japan. To sum up, EMU provides the investment, the growth and the employment.

The price stability having a long term is the aim of ECB; and it is attached to the efficient budgetary discipline. That is why the Stability and Growth Pact, which prevents the prestige of the euro to be in danger, Member States to act irresponsibly, which puts them under financial discipline, and which punishes them if necessary, is formed. 

The minimum risk in the euro-area and the stability of Member States budget provide the interest rates to be reduced. That will be an advantage for the investment, the employment and dept takers.

USA and Japan are two rivals of the EU. The unemployment rate, public expend are lower in USA and Japan than EU. The technology in these two countries is more developed. Thanks to the growth, EMU will help the EU to reach at USA’s, Japan’s economic level; it will increase life standards.

EMU shows signs of an international unity to strengthen against these rivals. The lone currency makes Europe’s global position more powerful and Europe’s global role more extern. The euro, which is suitable to international currency characteristics, can be Yen’s and US Dollar’s rival. 

A Brief History of EMU

The beginning of the EMU can be relied on the economic area after the Second World War, when countries with market economies searched for the international monetary stability and established the supremacy of the dollar. The meeting for the Treaty of Rome was shaped around the norms to realize this research. At the end of this treaty, just a limited cooperation on economic policy issues could be established; that was early for a great agreement.

This limited dialogue’s first signs of weakness dated the end of the 1950s. The devaluation of the French franc, the revaluation of the German mark, which showed the turbulence on markets between 1968 and 1969, were some hindrance against the stability of the system.

The year of 1969 was very decisive about the foundation of the EMU; thanks to the Barre report in February, which proposed that the coordination of economic policies and the monetary cooperation became more serious, and the summit in the Hague in December, where the Heads of State and Government decided to make EMU as a European integration goal. A high-level group was charged in a report which would indicate how to reach this target by 1980.

The report was prepared by the Werner group and delivered in October 1970. It provided for a three-stage plan spread a ten-year period to reach at the goal decided in 1969, a full economic and monetary union with strengthened coordination of economic policies and guidelines for national budgetary policies. The plan had three most important targets: the liberalization of capital movements, the irrevocable fixing of parities, and the appliance of a single currency instead of national ones.

The US Government’s decision to float the dollar in August 1971 caused a wave of instability on foreign exchanges which made the EMU project stop suddenly, because of some indetermination about currencies’ value. That demolished one of the goals: the irrevocable fixing of parities. In March 1972, to surpass this obstacle the Six tried to establish stability for currencies by a fresh acceleration, a monetary integration: “snake into tunnel”. The “snake” being the European currencies and the “tunnel” being the dollar created a mechanism for the managed floating of currencies within narrow margins of fluctuation against the dollar. However, the oil crisis, the weakness of the dollar and the distinctions in economic policies, caused some members of the mechanism to abandon. At the end, it reduced to a "mark" area comprising Germany, the Benelux countries and Denmark.

In March 1979, new attempts by Germany (Helmut Schmidt) and France (Valéry Giscard d’Estaing) provided to establish an area of monetary stability. This new cooperation based on the concept of fixed, but adjustable exchange rates indicated the foundation of the European Monetary System (EMS). This new mechanism included all Member States, except the United Kingdom. The target of the EMS was to reduce waves between the currencies. Thus, the EMS would be able to be a monetary stable area. The principle was as follows: exchange rates were based on central rates against the ecu, the European unit of account, which is a weighted average of the participating currencies. All currency fluctuations had to be contained within a margin according to the ecu. 

The EMS provided to reduce exchange-rate variability, inflation and long term interest rate in a ten-year period. Those were not the single advantages of the EMS: it was a passing period to reach at the EMU, thanks to the encouragement of the stability, of the coordination and the unification of economic and monetary policies between Member States. 

In 1985, all these adoptions were seen as a success which justified the necessity of the EMU, instead of internal markets.

In June 1988 the Hanover European Council set up a committee to study economic and monetary union under the chairmanship of Jacques Delors, the President of the European Commission. Its report, submitted in April 1989, proposed a three-stage plan, which provided for a closer cooperation in economic and monetary policies. Also, Delors signaled a further necessity of the rules on the size and financing of national budget deficits, and a new, completely independent institution which would be responsible for the Union's monetary policy. This report would make leadership for the creation of a European currency and of a European Central Bank.

On the basis of the Delors report, the Madrid European Council decided in June 1989, to launch the first stage of EMU: full liberalization of capital movements in eight Member States by 1 July 1990.

In December 1989 the Strasbourg European Council called for an intergovernmental conference that would identify what amendments needed to be made to the Treaty in order to attain full economic and monetary union. The work of this intergovernmental conference (launched at the Rome European Council in December 1990) led to the Treaty on European Union, which was formally adopted by the Heads of State and Government at the Maastricht European Council in December 1991 and signed on 7 February 1992.

The Treaty provides for economic and monetary union to be introduced by the end of the century in three successive stages according to a precise timetable:

History – three stages towards EMU

In June 1988 the European Council confirmed the objective of the progressive realization of economic union and mandated a Committee chaired by Jacques Delors, the then President of the European Commission, to study and propose concrete stages leading to this union. The Committee was composed of the governors of the EC national central banks; Alexandre Lamfalussy, the then General Manager of the Bank for International Settlements; Niels Thygesen, Professor of Economics, Copenhagen; and Miguel Boyer, the then President of the Banco Exterior de España. The resulting "Delors Report" proposed that economic and monetary union should be achieved in three discrete but evolutionary steps. 

Stage One of EMU

On the basis of the Delors Report, the European Council decided in June 1989 that the first stage of the realization of economic and monetary union should begin on 1 July 1990 – the date on which, in principle, all restrictions on the movement of capital between Member States were abolished. At this time, the Committee of Governors of the Central Banks of the Member States of the European Economic Community, which had played an increasingly important role in monetary co-operation since its creation in May 1964, was given additional responsibilities. These were laid down in a Council Decision dated 12 March 1990 and included holding consultations on, and promoting the co-ordination of, the monetary policies of the Member States, with the aim of achieving price stability. In view of the relatively short time available and the complexity of the tasks involved, the preparatory work for Stage Three of Economic and Monetary Union (EMU) was also initiated by the Committee of Governors. The first step was to identify all the issues which should be examined at an early stage, to establish a work programme by the end of 1993 and to define accordingly the mandates of the existing sub-committees and working groups established for that purpose. 

For the realisation of Stages Two and Three, it was necessary to revise the Treaty establishing the European Economic Community (the "Treaty of Rome") in order to establish the required institutional structure. To this end, an Intergovernmental Conference on EMU was convened, which was held in 1991 in parallel with the Intergovernmental Conference on political union. The negotiations resulted in the Treaty on European Union which was agreed in December 1991 and signed in Maastricht on 7 February 1992. However, owing to delays in the ratification process, the Treaty (which amended the Treaty establishing the European Economic Community – changing its name to the Treaty establishing the European Community – and introduced, inter alia, the Protocol on the Statute of the European System of Central Banks and of the European Central Bank and the Protocol on the Statute of the European Monetary Institute did not come into force until 1 November 1993. 

Stage Two of EMU, establishment of the EMI and the ECB

The establishment of the European Monetary Institute (EMI) on 1 January 1994 marked the start of the second stage of EMU and with this the Committee of Governors ceased to exist. The EMI's transitory existence also mirrored the state of monetary integration within the Community. The EMI had no responsibility for the conduct of monetary policy in the European Union – this remained the preserve of the national authorities – nor had it any competence for carrying out foreign exchange intervention. 

The two main tasks of the EMI were: 

to strengthen central bank co-operation and monetary policy co-ordination; and 

to make the preparations required for the establishment of the European System of Central Banks (ESCB), for the conduct of the single monetary policy and for the creation of a single currency in the third stage. 

To this end, the EMI provided a forum for consultation and for the exchange of views and information on policy issues and it specified the regulatory, organisational and logistical framework necessary for the ESCB to perform its tasks in Stage Three. 

In December 1995 the European Council agreed to name the European currency unit to be introduced at the start of Stage Three, the "euro", and confirmed that Stage Three of EMU would start on 1 January 1999. A chronological sequence of events was pre-announced for the changeover to the euro. This scenario was mainly based on detailed proposals elaborated by the EMI. At the same time, the EMI was given the task of carrying out preparatory work on the future monetary and exchange rate relationships between the euro area and other EU countries. In December 1996 the EMI presented its report to the European Council, which formed the basis of a Resolution of the European Council on the principles and fundamental elements of the new exchange rate mechanism (ERM II), which was adopted in June 1997. 

In December 1996 the EMI also presented to the European Council, and subsequently to the public, the selected design series for the euro banknotes to be put into circulation on 1 January 2002. 

In order to complement and to specify the Treaty provisions on EMU, the European Council adopted the Stability and Growth Pact in June 1997 – two Regulations form part of the Stability and Growth Pact, which aims to ensure budgetary discipline in respect of EMU. The Pact was supplemented and the respective commitments enhanced by a Declaration of the Council in May 1998. 

On 2 May 1998 the Council of the European Union – in the composition of Heads of State or Government – unanimously decided that 11 Member States (Belgium, Germany, Spain, France, Ireland, Italy, Luxembourg, the Netherlands, Austria, Portugal and Finland) had fulfilled the conditions necessary for the adoption of the single currency on 1 January 1999. These countries were therefore to participate in the third stage of EMU. The Heads of State or Government also reached a political understanding on the persons to be recommended for appointment as members of the Executive Board of the European Central Bank (ECB). 

At the same time, the ministers of finance of the Member States adopting the single currency agreed together with the governors of the national central banks of these Member States, the European Commission and the EMI that the current ERM bilateral central rates of the currencies of the participating Member States would be used in determining the irrevocable conversion rates for the euro. 

On 25 May 1998 the governments of the 11 participating Member States appointed the President, the Vice-President and the four other members of the Executive Board of the ECB. Their appointment took effect from 1 June 1998 and marked the establishment of the ECB. The ECB and the national central banks of the participating Member States constitute the Eurosystem, which formulates and defines the single monetary policy in Stage Three of EMU. 

With the establishment of the ECB on 1 June 1998, the EMI had completed its tasks. In accordance with Article 123 (ex Article 109l) of the Treaty establishing the European Community, the EMI went into liquidation on the establishment of the ECB. All the preparatory work entrusted to the EMI was concluded in good time and the rest of 1998 was devoted by the ECB to the final testing of systems and procedures. 

Stage three of EMU, irrevocable fixing of exchange rates

On 1 January 1999 the third and final stage of EMU commenced with the irrevocable fixing of the exchange rates of the currencies of the 11 Member States initially participating in Monetary Union and with the conduct of a single monetary policy under the responsibility of the ECB. 

The number of participating Member States increased to 12 on 1 January 2001, when Greece entered the third stage of EMU. Since that day the Bank of Greece has been part of the Eurosystem. Greece's participation followed a decision taken on 19 June 2000 by the EU Council – meeting in the composition of the Heads of State or Government – that Greece fulfilled the convergence criteria. 

The creation of the European System of Central Banks (ESCB) provided price stability. Besides, nowadays it is conducting the single monetary policy. It is formed of the national central banks and the ECB. The Treaty was not important only specifying the timetable; but also to marking participating conditions. They are called as “unification criteria”. The objective of these criteria is to let Member States guarantee the high-level economic stability. Every problem in a Member State can easily affect the others. These criteria reduce the risk of the presence or the formation of some problems. 

The Member States who are not suitable to these ones cannot enter in the EMU. However, when they become suitable, they can get the permission of entrance. That was why; Greece and Sweden could not participate to the EMU in the beginning. Nonetheless, Greece, who succeeded to fit to the criteria, took part of EMU afterwards. Nevertheless, England and Denmark who do not want to enter in the EMU, instead of being Member States, are outside of the union.

The criterias are:

Dept: the dept mustn’t pass %60 of its economy’s value, or it has to reduce its dept gradually to this level.

Price stability: the inflation rate mustn’t pass %1.5 over of the average of the rate of three Member States who have the minimum rates.

Interest rate: the long term interest rate mustn’t pass %2 over of the average of the rate of three Member States who have the minimum rates.

Budgetary deficit: government’s expense mustn’t pass its income %3 over of the total value of its economy.

Exchange-rate stability: the currency fluctuations have to be contained within a margin that EMS has indicated, during at least two years (generally %2.25 either side). 

Coordination of economic policies in EMU

A sound economic policy architecture is enshrined in the Treaty. It comprises a commitment to an

open market economy with free competition, stable prices and sound public finances which are

conducive to sustainable growth and high employment. It assigns tasks to the various policy-makers

but leaves them independent (combination of the principles of subsidiarity and coordination). The

single monetary policy is entrusted to the independent ECB. Its primary objective is to maintain price

stability. Responsibility for most other economic policies, i.e. national budgetary policy and structural

policies, remains with the Member States.

The Treaty provides for a system of economic policies’ coordination, fostering positive spill-over

effects and taking account of any possible negative externalities that could occur when decision-making

is not coordinated. The Broad Economic Policy Guidelines of the Member States and the

Community (BEPGs) are the central element in this system. The annual Employment Guidelines are

the Treaty-based instrument for employment policy coordination. Another important element based on

the Treaty is multilateral surveillance of economic policies.

The BEPGs provide guidance to the relevant policy makers with regard to both the macroeconomic

and structural spheres. And because they are comprehensive, these guidelines seek to ensure

consistency in policy stance, across policy fields and in geographical terms. Multilateral surveillance

has been put into practice in the form of procedures and processes that aim to establish sound

budgetary policy (Stability and Growth Pact) to advance the process of structural reform in labour,

product and capital markets (the Luxembourg and Cardiff processes). In June 1999, the Cologne

European Council initiated the Macroeconomic Dialogue. It brings together both policy makers and

representatives of the social partners for an exchange of views on economic trends and policy

requirements in the EMU framework. In March 2000 the Lisbon European Council integrated

economic and social reform objectives into a ten-year agenda aimed at becoming the most competitive

and dynamic knowledge-based economy in the world, capable of sustainable economic growth with

more and better jobs and greater social cohesion.

Both the degree of economic policy coordination and the form it takes vary considerably across policy

areas. In any case, successful coordination rests on three elements: (i) a common assessment of the

current economic situation and the outlook; (ii) better understanding of the working of EMU and the

economies of its member states and (iii) the willingness of policy-makers to give and take open and

frank advice, to accept the principle of peer pressure and to adjust policies when necessary.

Assessments of economic policy coordination in EMU, endorsed by the Helsinki and Lisbon European

Councils, have concluded that there is no need for new processes. Moreover, the Barcelona European

Council stressed that the focus must be on implementation. Emphasis has been put on learning-bydoing

to make gradual improvements. In the first three years, notable progress has been made in the

following three areas:

The Broad Economic Policy Guidelines
The BEPGs continue to contribute to convergence in EMU and, in line with the Lisbon objectives,

they give priority to improving the EU’s growth potential through economic reform. The BEPGs have

been enhanced in several ways. They have become more operational through the use of more concrete

and specific recommendations in both the general and country specific parts. Increased attention is

also devoted to implementation. To this end the Commission has introduced a comprehensive

implementation report that assesses the extent to which Member States have followed the policy

recommendations.

The significance of the BEPGs has been further enhanced through the greater involvement of the

European Council, as decided in Lisbon. The annual spring meeting of the European Council devoted

to economic and social questions is providing additional political guidance. Moreover, the BEPGs are

now oriented towards, and draw on, work in other relevant Council formations which assume

responsibility for implementation in their respective areas and contribute to subsequent BEPGs.

The Stability and Growth Pact
The Pact designed to bring about sound budgetary positions in the Member States, a condition for the

smooth functioning of EMU. Implementing the Pact has been helped by the adoption of a new code of

conduct in 2001 governing the format and contents of the Stability Programmes submitted by euroarea

Member States. The new code makes it easier to compare programmes through the use of

common external assumptions for projections and by having all national programmes submitted within

a short period every autumn. In addition the set of information which has to be provided has been

increased to allow better analysis of issues relating to the long-term sustainability of public finances.

The Eurogroup
The Eurogroup brings together Ministers from Member States that have adopted the euro. The

Commission, and where appropriate the ECB, are invited to participate. The group serves as an

informal forum for frank and free discussions on EMU-related issues. This informal forum has

facilitated the establishment of common views among Ministers on matters of mutual concern. The

range of subjects covered has expanded from topics such as cyclical positions, budgetary stances,

exchange rate and capital market developments, to structural issues that have an impact on growth and

public finances. Furthermore, the effectiveness of the Eurogroup has been enhanced by improving its

working procedures and giving it more visibility.

Whilst progress has been made in the first three years of the single currency, there is a need to further

strengthen policy coordination. To this end the Barcelona European Council endorsed measures to

improve the common assessment of the economic situation. Work need to be intensified on EMU

statistical requirements. Moreover, in March 2002, the Commission started issuing a regular quarterly

report presenting ongoing analytical work. And with the aim of enhancing the common understanding

of what constitutes good economic policies in EMU, the Commission intends shortly to propose a set

of common standards for conducting economic policies.

European Investment Bank
The task of the European Investment Bank, the European Union's financing institution, is to contribute towards the integration, balanced development and economic and social cohesion of the Member Countries. 

To this end, it raises on the markets substantial volumes of funds which it directs on the most favourable terms towards financing capital projects according with the objectives of the Union. 

Outside the Union the EIB implements the financial components of agreements concluded under European development aid and cooperation policies.

The EIB, the EU's financing institution 

The European Investment Bank (EIB), the financing institution of the European Union, was created by the Treaty of Rome. The members of the EIB are the Member States of the European Union, who have all subscribed to the Bank's capital. 

The EIB enjoys its own legal personality and financial autonomy within the Community system. The EIB's mission is to further the objectives of the European Union by providing long-term finance for specific capital projects in keeping with strict banking practice. 

It thereby contributes towards building a closer-knit Europe, particularly in terms of economic integration and greater economic and social cohesion. 

As an institution of the Union, the EIB continuously adapts its activity to developments in Community policies. 

As a Bank, it works in close collaboration with the banking community both when borrowing on the capital markets and when financing capital projects. 

The EIB grants loans mainly from the proceeds of its borrowings, which, together with "own funds" (paid-in capital and reserves), constitute its "own resources". 

Outside the European Union, EIB financing operations are conducted principally from the Bank's own resources but also, under mandate, from Union or Member States' budgetary resources. 

Objectives
The Corporate Operational Plan (COP) is a strategic document, approved by the Board of Directors, for defining medium-term policy and setting operational priorities in the light of the objectives assigned to the Bank by its Governors. It is also an instrument for ex post evaluation of the EIB's activities. The plan spans three years, although the strategic projections may be adapted during this period in order to take account of new mandates and changes in the economic climate. The COP adopted in December 2001 covers the period 2002 -2004.

Lending activity is geared to five operational priorities:

Regional development and economic and social cohesion within the Union, 

Implementation of the “Innovation 2000 Initiative”, 

Environmental protection and improving the quality of life, 

Preparing the Accession Countries for EU membership, 

Community development aid and cooperation policy in the Partner Countries.

Alongside its main priorities, the COP also defines policies for:

financing SMEs via global loans and venture capital operations, 

trans-European transport and energy networks (TENs), 

human capital formation.

Structure 

As the European Union’s financing institution, the EIB tailors its borrowing and lending activities to the Union’s economic policies.

As it funds its operations by borrowing on the capital markets rather than by drawing on the Community budget, the Bank enjoys decision-making independence within the Community’s institutional system, in accordance with its Statute.

The EIB’s management and control structures reflect this independence and allow it to take lending and borrowing decisions solely on the basis of projects’ merits and the best opportunities available on the financial markets.

The Bank’s departments :

evaluate, appraise and finance projects, 

raise resources on the capital markets and manage the treasury, 

assess and manage risks attaching to EIB operations, 

carry out necessary economic or financial background studies. 

Working in multidisciplinary teams, they prepare and implement the decisions of the Bank’s management. 

The EIB’s organisation structure consists of the following Directorates and Departments:

General Secretariat 

Directorate for Lending Operations - Europe 

Directorate for Lending Operations - Other Countries 

Finance Directorate 

Projects Directorate 

Legal Affairs Directorate 

Credit Risk 

Human Resources 

Operations Evaluation 

Financial Control 

Information Technology 
Internal Audit 

Advisor to the Management Committee 

Chief Economist
THE EUROPEAN CENTRAL BANK

The European Central Bank (ECB) is the guardian of price stability in the euro area. Established on 1 June 1998, it is one of the world’s youngest central banks. However, it has inherited the credibility and expertise of all the euro area national central banks, which together with the ECB implement the stability-oriented monetary policy for the euro area. The legal basis for the ECB and the European System of Central Banks (ESCB) is the Treaty establishing the European Community.According to this Treaty, the ESCB is composed of the ECB and the national

central banks of all 15 EU Member States.The Statute of the European System of Central Banks and of the European Central Bank is attached to the Treaty as a protocol.

There are around 1,000 (March 2001) staff members at the ECB headquarters in Frankfurt am in, Germany. Recruited from all 15 EU countries, they work in close co-operation with the staff of

the national central banks to prepare and implement the decisions of the ECB’s decision-making bodies.

ECB’S Decision-making bodies
Governing Council

The highest decision-making body of the ECB is the Governing Council. It consists of the six members of the Executive Board and the 12 governors of the national central banks of the euro area. Both the Governing Council and the Executive Board are chaired by the President of the ECB. The key task of the Governing Council is to formulate the monetary policy for the euro area. Specifically, it has the power to determine the interest rates at which commercial banks may obtain liquidity (money) from their central bank.Thus the Governing Council indirectly influences interest rates throughout the euro area economy, including the rates that commercial banks charge their customers for loans and those that savers earn on their deposits.

Executive Board
The Executive Board of the ECB consists of the President, the Vice-President and four other members. All are appointed by common accord of the Heads of State or Government of the 12 countries which form the euro area. The Executive Board is responsible for implementing the monetary policy as formulated by the Governing Council and gives the necessary instructions to the national central banks for this purpose. It also prepares the meetings of the Governing Council and manages the day-to-day business of the ECB.


General Council

The third decision-making body of the ECB is the General Council. It comprises the President and the Vice-President of the ECB and the governors of all 15 national central banks of the EU Member States. The General Council contributes to the advisory and co-ordinating functions of the ECB and to the preparations for the possible enlargement of the euro area.

The working units of the ECB are grouped into Directorates General, Directorates and Divisions, overall responsibility for which lies with individual members of the Executive Board.

THE EUROSYSTEM

The 12 national central banks in the euro area and the ECB together form the Eurosystem. This term was chosen by the Governing Council to describe the arrangement by which the European System of Central Banks (ESCB) carries out its tasks within the euro area. As long as there are EU Member States which have not yet adopted the euro, this distinction between the Eurosystem and the ESCB will need to be made.

The national central banks of the three Member States which have yet to adopt the euro (Denmark, Sweden and the United Kingdom) do not take part in decision-making regarding the single monetary policy for the euro area. These Member States continue to have their own national currencies and conduct their own monetary policies. An EU country that wishes to adopt the euro at a later stage can do so, provided that it fulfils the convergence criteria. The ECB is required to give its opinion on the level of convergence before a country is allowed to join the euro area. 

The Eurosystem depends on a smoothly functioning banking system through which monetary policy operations can be performed. In the 12 participating countries, as many as 8,000 credit institutions (commercial banks, savings banks and other financial institutions) can act as a channel for monetary policy transactions aimed at either increasing or decreasing the supply of liquidity to the euro area. The Eurosystem has a vital interest in the efficiency and stability of the banking industry. It is therefore natural for the Eurosystem to monitor developments in the banking sector closely, as foreseen by the Treaty establishing the European Community, even though responsibility for banking supervision remains in the hands of the national authorities.

The basic tasks to be carried out through the Eurosystem are:

• to define and implement the monetary policy for the euro area;

• to conduct foreign exchange operations and to hold and manage the

official foreign reserves of the euro area countries;

• to issue banknotes in the euro area; and

• to promote the smooth operation of payment systems.

Further tasks are:

• to collect the necessary statistical information either from national

authorities or directly from economic agents, e.g. financial institutions;

• to review developments in the banking and financial sector; and

• to promote a smooth exchange of information between the ESCB

and supervisory authorities.

Stable prices
The primary objective of the Eurosystem is to maintain price stability in the euro area, thus protecting the purchasing power of the euro. Ensuring stable prices is the most important contribution that monetary policy can make to achieving a favourable economic environment and a high level of employment. Both inflation and deflation can be very costly to society, both economically and socially. Without prejudicing its primary objective of price stability, the Eurosystem also supports the general economic policies in the European Community and acts in accordance with the principles of an open market economy, as stipulated by the Treaty establishing the European Community.

In order to make it easier for the public to assess the success of the single monetary policy, the ECB has announced a precise definition of its primary goal. Price stability has been defined as a year-on-year increase in consumer prices of below 2%. It is well known that, in the short term, price developments cannot be fully controlled by monetary policy, since it takes time for monetary policy action to feed through to changes in the price level. In the short term, prices are affected by a variety of other factors, such as fluctuations in the prices of raw materials or changes in indirect taxation.Therefore, the aim is to maintain a stable price level over the medium term. Seasonal fluctuations and other very short-term effects should not be seen as signalling a deviation from the objective of price stability. 

The ECB’s position
Independence is vital to the operational success of any central bank. In line with the provisions of the Treaty establishing the European Community, the Eurosystem enjoys full independence in performing its tasks: neither the ECB, nor the national central banks in the Eurosystem, nor any member of their decision-making bodies is to seek or take instructions from any other body. The Community institutions and bodies and the governments of the Member States are bound to respect this principle and must not seek to influence the members of the decision-making bodies of the ECB or of the national central banks. The Eurosystem has all the instruments and competencies necessary to conduct an efficient monetary policy. The Eurosystem may not grant any loans to Community bodies or national government entities. This shields it further from political interference. The ECB has its own budget, independent of that of the European Community. This keeps the administration of the ECB separate from the financial interests of the Community. The capital of the ECB does not come from the European Community but has been subscribed and paid up by the national central banks.The share of each Member State in the gross domestic product and in the population of the European Union is what determines the amount of each national central bank’s subscription.

The members of the ECB’s decision-making bodies have long terms of office and can be dismissed only for serious misconduct or inability to perform their duties. At an international level, arrangements exist for the ECB to be represented at the International Monetary Fund (IMF), one of the key elements of the international monetary system, and at the Organisation for Economic Co-operation and Development (OECD).The ECB participates in meetings of these international organisations with the sole aim of exchanging information.The independence of the ECB is thus fully respected. 

Credibility and accountability
To maintain its credibility, an independent central bank must be open and clear about the reasons for its actions. It must also be accountable to democratic institutions. Without encroaching on the ECB’s independence, the Treaty establishing the European Community imposes precise reporting obligations on the ECB. The ECB publishes a consolidated weekly financial statement of the Eurosystem. This reflects the monetary and financial transactions of the Eurosystem during the preceding week.The ECB must publish reports on the activities of the ESCB at least once every quarter. It also has to deliver an Annual Report on these activities and on the monetary policy of the previous and current year to the European Parliament, the EU Council, the European Commission and the European Council. The publications of the ECB are available on request and may also be viewed on the ECB’s website. The website offers the full range of ECB publications, as well as links to the websites of the 15 EU national central banks.

The European Parliament may hold a general debate on the Annual Report of the ECB.The President of the ECB and the other members of the Executive Board may, at the request of the European Parliament or on their own initiative, present their views to the competent committees of the European Parliament. Such hearings generally take place each quarter.

In fact, the ECB has committed itself to going beyond the reporting requirements specified in the Treaty.The President explains the reasoning behind the Governing Council’s decisions in a press conference which is held immediately after the first meeting of the Governing Council every month. Further details of the Governing Council’s views on the economic situation and the outlook for price developments are published in the ECB Monthly Bulletin, which is available in all 11 official languages of the European Community. A member of the European Commission has the right to take part in the meetings of the Governing Council and the General Council, but not to vote.As a rule, the Commission is represented by the commissioner responsible for economic and financial matters. The ECB has a reciprocal relationship with the EU Council. On the one hand, the President of the EU Council may take part in the meetings of the Governing Council and the General Council of the ECB. He may put forward a motion to be discussed in the Governing Council, but may not vote. On the other hand, the President of the ECB is invited to the meetings of the EU Council when the Council is discussing matters relating to the objectives and tasks of the ESCB.Apart from the official and informal meetings of the ECOFIN Council (which brings together the EU ministers of economics and finance), the President also takes part in meetings of the Eurogroup (which are meetings of the ministers of economics and finance of the euro area countries).The governors of the national central banks attend the informal ECOFIN Council meetings.

The ECB and the EU national central banks are also represented on the Economic and Financial Committee, a consultative Community body which deals with a broad range of European economic policy issues. 

Strategy and instruments

The specific way in which the ECB pursues its primary objective of maintaining price stability is laid down in what is called the monetary policy strategy. The Governing Council has chosen a monetary policy strategy which ensures as much continuity as possible with the strategies pursued by the national central banks prior to Monetary Union. At the same time, the launch of the euro presents a completely new situation.This has to be taken into account as the monetary policy is developed. The strategy rests on two pillars.

The first pillar 
A prominent role for money. This is signalled by the announcement of a reference value for the growth of the money supply in a broad sense, inflation being seen as ultimately the result of too much money chasing a limited amount of goods and services.The monetary aggregate known as M3 measures the amount of cash in circulation, short-term deposits in credit institutions (and other financial institutions) and short-term interest-bearing securities issued by these institutions.The reference value for the annual growth rate of M3 (since 1999: 41/2 %) is intended to help the Governing Council to analyse and present the information contained in the monetary

aggregates in a manner that offers a coherent and credible guide to its monetary policy.

The second pillar
A broadly based assessment of the outlook for future price developments and the risks to price stability in the euro area. This assessment is made using a wide range of economic indicators, which provide information on future price developments. Examples of such indicators are wages, the exchange rate, long-term interest rates, various measures of economic activity, fiscal policy indicators, price and cost indices, and business and consumer surveys. All in all, the combination of the two pillars of the ECB’s strategy ensures that monetary, financial and economic developments are closely monitored and analysed. This thorough analysis enables the ECB to set its interest rates at a level that best serves the maintenance of price stability. By safeguarding the euro’s purchasing power in this way, the ECB’s monetary policy also supports the external value of the euro, as measured by its rate of exchange against other currencies. However, the exchange rate is not in itself a policy objective. In order to achieve its primary objective of maintaining price stability, the Eurosystem has a set of monetary policy instruments. The purpose of these is to influence market interest rates, manage the liquidity situation in the banking system and signal the general direction of monetary policy. Monetary policy is formulated by the Governing Council of the ECB. Its implementation is largely decentralised, with most of the operations being carried out by the national central banks.

The most important instruments

The main refinancing operations are used to provide the banking system with sufficient liquidity and to signal the general stance of monetary policy. They are conducted once a week and have a maturity of two weeks.

The longer-term refinancing operations are also liquidity-providing transactions, but are conducted monthly and have a maturity of three months.

Two standing facilities are also offered. These aim to provide and to absorb overnight liquidity. The interest rates on these standing facilities form a corridor for movements of overnight market interest rates. Fine-tuning operations are executed on an ad hoc basis, with the aims of managing the liquidity situation in the market and of steering interest rates. One specific goal is to smooth the effects on interest rates of unexpected liquidity fluctuations in the market.

By imposing minimum reserve requirements on credit institutions the ECB aims to stabilise demand for central bank money. Each credit institution must keep a certain percentage of its own customer deposits in a deposit account with the Eurosystem. This in turn stabilises money market interest rates. 

• The marginal lending facility allows counterparties (i.e. financial institutions such as banks) to obtain overnight liquidity from the Eurosystem against eligible assets.

• The deposit facility can be used by counterparties to make overnight deposits with the Eurosystem. 

The backbone of the single money market of the euro area is the system for payment transfers known as TARGET (which stands for Trans-European Automated Real-time Gross settlement Express Transfer system).TARGET links together 15 national payment systems – one in each of the EU Member States – and the ECB payment mechanism. This makes it possible to transfer large amounts of money between bank accounts from one end of the European Union to the other within minutes, if not seconds. The TARGET system has facilitated the development of a single money market in Europe and clears cross-border payments to a value of more than C400 billion every day. Add to this domestic payments and the figure rises to above C1 trillion. TARGET has proved to be a safe and reliable mechanism and is now by far the most important payment system in Europe and one of the three largest worldwide. 

 

After the Enlargement...
The candidate countries and adoption of the euro

The EC Treaty provides for a clear and unique institutional path for the adoption of the single currency by the candidate countries. Upon accession, the new Member States will participate in EMU with the status of Member States with a derogation from adopting the euro. This status will be granted in the accession Treaties. New Member States will have to treat their exchange rate policies as a matter of common concern and are expected to join ERM II at some point after accession. Then, for the adoption of the euro, the Treaty requires that new Member States reach a high degree of sustainable convergence. The equal treatment principle will be applied in full to the candidate countries. This path excludes both adoption of the euro immediately upon accession, and adoption of the euro before accession, sometimes referred to as “euroization”. What are the implications for economic policy in the candidate countries? The key message is that, even in the countries where transition is most advanced, the reform agenda for accession must take priority over policy moves inspired by the prospect of EMU participation. Compliance with the Copenhagen criteria takes precedence over compliance with the nominal convergence criteria, and therefore EMU participation, for at least two reasons. Firstly, greater progress towards real and structural convergence should take place before nominal convergence, although the two can be mutually supportive. Secondly, only countries that are functioning market economies capable of coping with competitive pressures can be assessed for nominal convergence. In other words, the convergence criteria must be applied to “comparable economies”.

After accession, ERM II is flexible enough to accommodate different regimes, provided that the countries’ commitments and objectives are credible and in line with those of the mechanism. The only clear incompatibilities vis-à-vis ERM II that can already be identified at this stage are fully floating exchange rates, crawling pegs and pegs against anchors other than the euro. In principle, the option of maintaining a euro-based currency board until the adoption of the euro is available on a case-by-case basis, as an additional unilateral commitment to a greater degree of fixity against the euro, within ERM II. However, when a country with a currency board wants to join ERM II, the request will still have to be examined in the context of the common procedure set out in ERM II Resolution, and the central parity/conversion rate will have to be agreed multilaterally. This implies that some of the countries that might be able to successfully operate a currency board with the euro would not necessarily have to go through a “double regime change” (moving away to some flexibility before going back again to a harder peg and, subsequently, the irrevocable fixing of the exchange rate). Generally speaking, the candidate countries will have to reconcile their ambitions for exchange rate stability and inflation reduction in the run-up to accession and participation in the ERM II.

The internal market will grow substantially with the next round of enlargement. The ten countries making up the first wave will increase the EU’s area by almost a quarter and its population by a fifth, creating an internal market of 452 million people. In contrast, the EU’s gross domestic product (GDP) will grow just 4.2% (Figure 3). In terms of purchasing power standard (PPS), the increase will be just short of 9%. This demonstrates the considerable scale of the wealth gap between the current EU member states and the applicant countries. 

Some applicant countries now conduct more than two thirds of their international trade with the EU. Conversely, Poland, the Czech Republic and Hungary were the European Union’s seventh, eighth and tenth-biggest trading partners in 2000. There are already strong economic ties binding the larger internal market of the future. This is one of the main reasons behind the high levels of economic growth experienced by the applicant countries in recent years.

Some applicant countries now conduct more than two thirds of their international trade with the EU. Conversely, Poland, the Czech Republic and Hungary were the European Union’s seventh, eighth and tenth-biggest trading partners in 2000. There are already strong economic ties binding the larger internal market of the future. This is one of the main reasons behind the high levels of economic growth experienced by the applicant countries in recent years.

For instance, economic output slid 12% in Hungary, 8% in Poland and as much as 40% in the Baltic states in 1991. This shock was followed by a significant upswing. Since 1992, the economies of most central and eastern European EU applicant countries have experienced high rates of growth. Real GDP grew an average of 3.4% p.a. between 1992 and 2001 in the Czech Republic, Hungary and Poland -an advantage of 1.5 percentage points p.a. over the euro area, where real annual GDP growth was 1.9% over the same period.
The keys to the economic expansion in central and eastern Europe were export growth, rising investment and higher productivity. Exports grew because they were soon travelling in a new direction – from the East to the markets of western Europe. Higher levels of direct investment from the EU also promoted a refocusing of the economy, as investors sought above-average growth and earnings potential. Capital inflows from abroad financed the higher investment spending which took place in most applicant countries, in turn leading to improvements in productivity. The average per capita GDP of the applicant countries in 2000 was somewhat below half the EU average. The basis of the catch-up process is the faster rate of growth in central and eastern Europe. It should be realised of course that per capita GDP for the EU 15 is not a fixed amount, but will also continue to rise. Secondly, the positions from which the different applicant countries are starting vary widely (see Figure 3). In 2000, Latvia and Lithuania reached less than a third of the EU average. Slovenia is much further ahead at 71% – infact it already enjoys higher per capita GDP than Greece. At 82% of the EU average, Cyprus was even ahead of Spain and Portugal. Increasing a country’s wealth levels is a slow process, as shown by the experience of the EU’s southern European members, Greece, Portugal and Spain. Following EU accession, their GDP growth improved, particularly as a result of falling interest rates brought about by EMU convergence measures during the 1990s. All the same, per capita GDP remains well below the EU average. The example of these countries clearly shows that as levels of prosperity rise, the catch-up process that as levels of prosperity rise, the catch-up process appears to slow. Spain has the highest per capita GDP of these three, and has seen the lowest increases in percentage terms over the past decade. The Cold War and Iron Curtain put a stop to this “normal” east-west migration – an anomalous situation that ended in 1989. However, this return to “normality” provoked a widespread defensive reaction. In addition, the run-up to the enlargement of the EU to include central and eastern Europe has raised many fears about cheap workforces and millions of immigrants from the East, for whom the EU will be forced to put its hands into its pockets.
The financial markets have already reacted to the possibility of the euro area growing to include some of central and Eastern Europe. As is the case for direct investments, most portfolio investments in the region are heading for the Czech Republic, Hungary and Poland, where foreign investors have overwhelmingly opted for government bonds denominated in local currencies in recent years. In Hungary and Poland in particular, government bonds have achieved excellent returns. This is linked directly to the interest rate convergence process now underway
