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ABSTRACT

THE EURO: CONDITIONS & REALITIES

By

Lily Bassil

Notre Dame University

Research Director: Dr. Paul Abboud
Department: Business Administration & Economics

"The Euro: Conditions & Realities" is a study that is focussed on the
conditions or convergence criteria set for joining the euro zone.

The peak point of reaching a European Union and more specifically an
Economic Monetary Union lies in the attainment of a single currency area. In order to
take part in the euro, the European Member States have to abide by the conditions
decided upon in the Treaties. The conditions lay the foundations for a stable
economic area where the different states' economic indicators converge. Not one of
the convergence criteria can be ignored for each one is justified by the role it plays in
rendering the euro zone stable and long lasting. Each country's participation will
have to be examined in the light of the conditions and the decision as to whethef a
member state is fit to join the euro zone will be made accordingly. If the convergence
criteria are to be applied strictly, it would appear that only six countries should take
part in the euro namely, Finland, France, Germany, Ireland, Luxembourg, and
Portugal. This conclusion is based on statistics emanating from the Commission.

On March 25, 1998, the Commission sent the Council a recommendation for it
to abrogate its previous decision concerning the existence of excessive deficit in some
of the Member States. On that same day, the European Commission published the
Council's Recommendation in which 11 Member States were found fit to take part in
the euro zone. These were Austria, Belgium, Finland, France, Germany, Ireland,
Italy, Luxembourg, the Netherlands, Portugal, and Spain.

The issue of the future of the euro remains a very debatable one with two
diametrically opposed views presenting equally strong and persuasive arguments.
However, there are good reasons to think that very strict restrictions should be applied
on the Member States that have not fully conformed to all the conditions so that
confidence in the new currency maybe justified. Otherwise, the future of the euro
could be jeopardised.

(83 pages)



INTRODUCTION

With the European Union's Economic and Monetary Union (EMU) and the

creation of a single currency for the Member States, a new super power is about to be

born. This regional integration is expected to compete with the international powers as

its economical and commercial size give it room to do so. The EU (including the 11

Member States only) has a population of 291 million, a little less than that of the US, 296

million. Growth in the US during 1997 was 3.8% which is a little higher than that of the

EU's 2.5%. Unemployment figures are quite high in the EU with 11.7%, against 4.7% in

the US and 3.5% in Japan. However, in the international trade arena, the EU had

definitely the highest portion with 20% of world-wide exports followed by the US with

16% and Japan with 7% (AFP). Therefore, the EU and its impact on the world cannot be

underestimated especially now with its single currency arriving just before the turn of the

century.

This is a study on the European single currency (the euro) that is about to come

into being. After several years of planning and working with theoretical assumptions, the



euro will finally become a concrete reality. Since the start of serious talk about a

European single currency, many views were given as to whether or not this currency

would be launched successfully. The Member States have their own opinions and stands

about this issue. The whole world, in fact, is waiting to see whether it will succeed. A lot

of analysis have been dedicated - especially recently - to the discussion of this

contemporary and pressing issue. Many research works and studies were conducted in

order to forecast if monetary union will be reached, if it will abide by the deadlines set by

the treaties and if it will be a lasting union. Moreover, the economic situation of the

Fifteen Member States, specially in issues that are related to the conditions set for joining

the euro, are being studied and analysed. The following is a study to determine which of

the Fifteen Member States actually fulfil the convergence criteria and to show that if the

criteria are not met by the participating Member states the future of the euro could be in

jeopardy.

In Chapter One, I will start by going over the historical developments of European

Integration beginning with its founding fathers, the creation of the Benelux in 1948, and

the first integration programs, up till our contemporary days with the total number of EU

members reaching fifteen. A closer look will then be set on the monetary union and its

developments. The first steps, the European Monetary System, the treaties, failures,

crises, and successes.... will all be detailed until the idea and the preparations for

launching the single currency are introduced. In order to understand the functioning of

the EU and the method by which EMU will be achieved, the institutions of the EU and

their roles in EM1J are displayed. The institutions specifically established to prepare for

and monitor the introduction of the single currency are given special attention. Several



opinions with regard to the implementation of 
EMU 

andand its possible failure are briefly

presented. Sceptics give their arguments that support the theory that EMU will end up in

a collapse and currency unification will not succeed to materialise. On the other hand,

euro advocates are positive that all what has been planned and worked for throughout the

years will eventually give way to a strong European EMU and particularly a strong single

currency. To conclude the first chapter, I will deviate the analysis and look at the issue

from a different angle. Having given a brief account on the historical developments of

European Integration from a descriptive point of view, I believe that it is only fair to go

over the real, ultimate motives of the founding fathers in the creation of the European

Union and eventually the euro.

In Chapter Two, the conditions for participating in the euro zone are the main

focus. First, there is a description of each of the convergence criteria, the reasoning

behind each and the method of reaching a harmonized calculation of each criterion.

Moreover, the importance of fulfilling the criterion in order to take part in the single

currency is also one aspect that is discussed. After going over the convergence criteria,

the performance of each Member State vis-à-vis these criteria are shown in tables.

According to the Treaty, Eurostat must provide statistical data on the convergence

criteria. In fact, Eurostat publishes data provided by the Member States' statistical

offices. Eurostat is concerned with the harmonization of concepts and methods used. In

order to reach harmony, common methods of calculating figures have been set by the

Commission in order to obtain unified results from the different sources and institutions.

Therefore, all figures are taken from the Commission and the European Union Official

publications. Based on the results obtained and the conformance of each Member State
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with the conditions, the "first wave" participants are recommended to be part of the euro

zone. Member States that have fulfilled the convergence criteria without any

discrepancies are those considered fit to be part of the euro zone.

Chapter Three starts with the Council's own final assessment and

recommendation of the Member States' economic performance. In the Commission

Convergence Report, each state's economic status is looked at very closely. A decision

as to which countries fulfil the legal requirements to be part of the third stage of EMU is

made. The latest developments in attaining the third stage are also mentioned, these

include the designation of the European Central Bank (ECB) president. The future of the

euro remains the final and most intriguing question to be answered. Economists and

analysts have - and are still in the process - of foretelling what will the euro be like, will it

threaten the strong international currencies (the Dollar, the Yen...), or will it be a short-

lived currency? Several scholars' arguments and views are introduced as well as my own

personal opinion and expectations for the future of the euro by which the chapter will

come to an end.

To wrap up this study, a conclusion will be made. This conclusion includes the

limitations of the study as well as personal recommendations.



CHAPTER ONE

CONTEMPORARY EUROPEAN INTEGRATION

A Brief History

The impact of the Great Depression along with the two world wars surpassed

country boundaries and marked the whole world with global economic chaos and political

difficulties. The European continent was certainly no exception, therefore, no serious

attempts of economic integration were made until the end of the second war, whereas a

spirit of cooperation gradually emerged (Weidenfeld, 1997, 7). The first step towards

economic union was the formation of a customs union (Benelux) which came into

operation on January 1, 1948. Three nations formed the Benelux: Belgium, the

Netherlands, and Luxembourg. During that same year, on the 4 of April, the

Organization for European Economic Cooperation (OEEC) was created. The OEEC was

set up to coordinate the economic reconstruction of Europe by administering the Marshall

Plan Aid from the US (Church, 1994, 16). The OEEC is considered as the first major

step towards regional cooperative efforts and its success encouraged its members to more



ambitiously integrate their economies (Weidenfeld, 1997, 7). However, the "first stone in

the building of the European Community was laid on May 9, 1950" (Borchardt, 1995, 9)

with the French Foreign Minister Robert Schuman. He proposed a plan (the Schuman

Plan of 9 May 1950) worked out by him and Jean Monnet. This plan suggested that

France and Germany join their coal and steel production by creating a common market

for coal and steel, allowing common control, planning and exploitation of these raw

materials and products. This organization would be open to any European country

willing to join (Borchardt, 1995, 9). The European Coal and Steel Community (ECSC) is

in fact, the precursor of today's European Union and it came into force on July 23, 1952

(Weidenfeld, 1997, 8). The ECSC was established with the Treaty of Paris, signed on

April 18, 1951 having as members: Belgium, France, Italy, Luxembourg, the

Netherlands, and West Germany. This Community meant the formation of a common

market in coal, steel and iron ore for its Six member countries (Nicoll, 1994, 12).

At the conference of Foreign Ministers in Messina in 1955, it was decided to

begin negotiations on integration in further areas. The basic idea behind this move came

from the Spaak Report, named after the Belgian politician Paul-Henri Spaak. The

outcome of these negotiations was the signing on March 25, 1957 of the Treaties of

Rome which established the European Economic Community (EEC) and the European

Atomic Energy Community (Euratom). These communities came into force on January

1, 1958 (Borchardt, 1995, 10). The main provisions of the Treaty of Rome were to form

a free trade area, customs union, a common market, common agricultural policies, and to

establish common external tariff on imports (Effros, 1994, 281). The cooperative spirit of

the EEC members is mainly based on the belief that the mobility of goods, services,
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labour and capital i.e. what is known as the "four freedoms" were extremely important for

economic prosperity of the region (Czinkota, 1996, 175). On April 8, 1965, the Merger

Treaty was formed; the three communities EEC, ECSC and the Euratom held shares

institutions; however, they continued to function as separate entities. This Treaty came

into force on July 1, 1967 and with it, the three communities had one single Assembly,

one Court of Justice, and one Council with three different executives each one with a

president (Nicoll, 1994, 33).

In the Hague Summit of December 1969, the Community was enlarged and it was

decided to introduce economic and monetary union by 1980, to reform the community

institutions, to implement common foreign policies, and to implement common regional

and social policies (Weidenfeld, 1997, 11). The success of the Six led Denmark, Ireland,

Norway and the United Kingdom to apply for community membership. After several

negotiations the accession Treaties were signed on January 22, 1972 (Borchardt, 1995, 8).

On January 1, 1973 Denmark, Ireland and the UK joined the community, only the

Norwegians rejected membership (Fontaine, 1995, 6).

The second enlargement of the European Community was to the South with

Greece joining the EC in 1981 after having embraced the democratic regime (Borchardt,

1995, 18). On March 29, 1986, the accession Treaties of Spain and Portugal were signed

and on January 1, 1986 the EC totalled 12 members (Weidenfeld, 1997, 14).

The Single European Act (SEA) - which came into effect at the same time as the

accession of Spain and Portugal - is considered as one of the cornerstones that contributed

to continued integration. The SEA confirmed the ambitious goal of creating a single

market - as laid down in the Treaties establishing the communities. Thus, this meant the
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elimination of all controls at the frontiers such that the circulation of goods, services,

capital and people across boarders would be as free as circulation within national frontiers

(Fontaine, 1995, 7). One passage of the SEA stated that "the Community shall adopt

measures with the aim of progressively establishing the internal market over a period

expiring on December 31, 1992" (Czinkota, 1996, 177). On October 3, 1990, the Berlin

Wall collapsed, thus Germany reunited and the territories of Eastern Germany became an

integral part of the EC (Borchardt, 1995, 20). On the 9t1 and I O h of December, at

Maastricht, the Treaty on European Union (TEU) was agreed upon and signed in

February 1992. This Treaty pledged the Member States full economic and monetary

union including the creation of a single currency by January 1, 1999 (Fontaine, 1995, 7).

The TEU will be detailed in the next section, when discussing economic and monetary

union.

Austria, Finland, Sweden and Norway opened accession negotiations that were

concluded in 1994. On January 1, 1995 Austria, Finland and Sweden joined the EU. As

in 1972, Norway rejected membership. Thus the number of EU members reached a total

of fifteen members (Borchardt, 1995, 20).

The last Treaty to be agreed upon is the Treaty of Amsterdam. This Treaty

amended the treaties establishing the European Communities. The Treaty of Amsterdam

came as a "product of work" undertaken by the Intergovernmental Conference (IGC) that

lasted from March 29, 1996, up till June 18, 1997. It was signed on October 2, 1997 but

still has not come into force (Europa, 1998).

The Commission published its communication "Agenda 2000: for a stronger and

wider Europe". When introducing this publication, the Commission President, Jacques



Santer, stated: "The Union's environment is changing fast, both internally and externally.

It must set about adapting, developing and reforming itself. Enlargement represents a

historic 'turning point for Europe', an opportunity which it must seize for the sake of its

security, its economy, its culture and its status in the world".

"Agenda 2000" covered several issues: review of European integration,

institutional reforms, long term trends (in the way the Union functions), economic and

social cohesion, reform of the common agricultural policy, challenges posed by

enlargement and finally, new financial frameworks (Europa, 1998).

Historical Developments of Economic and Monetary Integration

The first attempts

The Rome Treaty had laid down only minor provisions for monetary cooperation:

the establishment of customs union and the realization of the four freedoms. Back then,

the Six founding members were participating in the Bretton Woods international

monetary system which was characterised by fixed exchange rates (Church, 1994, 175).

In 1962, the Community leaders decided to proceed towards monetary integration and

started suggesting steps leading to that goal. In 1969, when the international monetary

system was threatening to collapse, the Heads of the Member States decided at the Hague

Summit to create an economic and monetary union, EMU (Griffiths, 1994, 139). The

Werner Plan of 1970, named after the Prime Minister and finance Minister of

Luxembourg, proposed a three-stage process leading toward monetary integration (Effros,

1994, 282). The Werner Report came out in favour of creating an economic and
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monetary union that would be completed in three stages by 1980. A monetary union

would have meant making currencies fully and irreversibly convertible, doing away with

bands within which exchange rates could fluctuate, fixing parities irrevocably and

removing all restrictions on capital movement (Viñals, 1994, 213). However, with the

collapse of the Bretton Woods system, the Werner Plan was prevented from being fully

implemented (Fontaine, 1995, 23). Nevertheless, one of its basic provisions was adopted:

the creation of the "snake". In order to keep the fixed parities of their currencies

independent from the US dollar, the EC countries' Finance Ministers decided to introduce

a European exchange rate system known as the "snake in the tunnel" or the "snake". The

snake was a system of limited exchange rate flexibility whereby each member

government was required to keep its currency within a 2.25 percent margin. West

Germany dominated the snake with its strong deutschmark (DM) which was seen as the

"key currency". In fact, this system was called the DMZ or Deutschmark Zone (Isaak,

1991, 57). The results of this mechanism were disappointing. The numerous pressures

and crises such as the OPEC price shock of 1974 led to frequent and sharp fluctuations in

exchange rates, thus the European currencies were in a floating snake (Czinkota, 1992,

127). Many members withdrew their currencies; the French franc, the Italian lira, the

Irish pound and the pound sterling. As a result, in 1977, the snake ended up with the

Benelux countries, Denmark, and West Germany as its sole members within the

mechanism. Consequently, the Werner Plan was abandoned that same year (Griffiths,

1994, 140).
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The European Monetary System

Initiated by the German Chancellor Helmut Schmidt and the French President

Valery Giscard D'Estaing, the introduction of a European Monetary System (EMS) was

decided by the Brussels Summit on December 5, 1978 (Nicoll, 1994, 152). The EMS

was a much more "elaborate system for management of exchange rates than its

predecessor the snake" (Czinkota, 1996, 127). Its goal was to create "closer monetary

cooperation leading to a zone of monetary stability in Europe" (Effros, 1994, 284), thus

encouraging growth and investment and reducing fluctuations between the currencies of

the participating countries. The EMS, which began to operate on March 13, 1979, has

become today one of the "cornerstones" of economic and monetary union (Weidenfeld,

1997, 12). The EMS is best understood by examining its three main components: the

European Rate Mechanism (ERM), the European Monetary Cooperation Fund (EMCF),

and the European Currency Unit (ECU).

The core of the EMS is the Exchange Rate Mechanism (ERM) which links

Member States' currencies and allows their exchange rates to deviate by no more than

2.25 percent on either side of their parity rate established between the members'

currencies. The weaker currencies, such as the Italian lira, were allowed to fluctuate

within the larger bands of 6 percent (Dunn, 1996, 521). If any currency goes beyond its

central rate, a "divergence indicator" would provide a warning that some intervention, in

the currency exchange market, ought to be made. Once the exchange rate exceeds 75%

of the maximum percentage, the currency is said divergent and the country in question

must take corrective action: raising of interest rates, tightening of the budgetary policy,
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support of exchange rate. If there is a downward divergence, opposite measures are taken

(Effros, 1994, 285).

For this purpose, the European Monetary Cooperation Fund (EMCF) was created.

The Central Bank of each participating country had to deposit 20 percent of their gold

holdings and dollar reserves. In exchange, the EMCF would have to issue ECUs to the

participating country. If a need for intervention arose, such as in the case of a currency

being under pressure, the EMCF would provide short-term credit, known as the Very

Short-Term Facility (VSTF) in order to keep the currency within the agreed upon limits.

When a currency has difficulty in staying within its limits, the EMS makes provision for

its realignment. In the case of realignment, marginal adjustments are often required by

the other participating countries (Chacoliades, 1990, 505).

All operations described above are conducted based on the European Currency

Unit (ECU). The ECU is a composite currency or a basket of currencies made up of

specific amounts of each of the Member States' currencies - except those of the new

currencies that joined in 1995 (Fontaine, 1995, 24). These amounts are calculated by

multiplying the weight assigned to each currency by that currency's exchange rate, vis-à-

vis the ECU. The weight of each currency is determined according to the country's share

of collective GNP and its size of intra-community trade (Czinkota, 1996, 128). The ECU

is a definite value in terms of each of its component currencies. The market rate value of

the ECU is therefore equal to the number of units by which the currency is represented in

the ECU, plus the amounts of the other ECU components converted into that currency at

the central exchange rate (Effros, 1994, 285).
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The composition of the ECU is shown in the figure below.

Figure 1
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Due to its strong economic and political power within the EC, the German Deutschmark

(DM) accounts for more than 30 percent of the ECU value. Of the many ECU functions,

the most basic ones are (1) a unit of account in the exchange rate mechanism; (2) a means

for operations under the intervention credit mechanisms and the budget setting; (3) a base

for determining divergence indicators; (4) and a means of settlement between the

monetary authorities of the Member States. However, the ECU is not used as a legal

tender (Church, 1994, 176).

During its first phase that lasted for five years - from March 1979 until March

1983 - there were seven realignments that took place (Griffiths, 1994, 142). Greece

entered the Community and the EMS in 1981. Spain and Portugal joined the Community

in 1986, but they did not enter the ERM until 1989 and 1992 respectively - having wider
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in 1986, but they did not enter the ERM until 1989 and 1992 respectively - having wider

fluctuation margins of 6 percent. Great Britain decided to join the ERM in the autumn of

1990 (Czinkota, 1996, 129).

The second phase began in March 1983 and it lasted for four years. This period

was marked by four realignments that resulted in the appreciation of the DM and the

devaluation of the other currencies. Thus, the German mark began to gain in strength as

its role as a "nominal anchor" came to force (Griffiths, 1994, 142). Despite the several

adjustments to central rates and the numerous realignments, the EMS has had some

considerable success in reducing the level of currency fluctuations and in creating a

"monetary and exchange rate stability" among participant members of the ERM (Church,

1994, 177). However, in 1989, with the unification of Germany and the increased

inflationary and budgetary pressures that went on - partially caused by the unification -.

the EMS' s internal stability was deeply threatened and it resulted in rather high interest

rates (Griffiths, 1994, 144).

The Delors Report

More progress towards economic and monetary union was achieved with the

Delors Report, this report sought to amend the SEA and "... to enhance the Community's

monetary capacities with a view to economic and monetary union" (Effros, 1994, 286).

The Hannover European Council (June 1988) recalled that "in adopting the Single Act,

the Member States of the Community confirmed the objective of progressive realization

of economic and monetary union" (Nicoll, 1994, 155). It entrusted a Committee chaired

by Jacques Delors, the Commission President, and including Frans Andriessen, the

Commission Vice President, the Governors of the Central Banks of the 12 Member States
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and three independent experts, with "the task of proposing concrete stages leading

towards this union"(Nicoll, 1994, 155). It was decided that during the meeting in Madrid

in June 1989, the means of achieving an economic and monetary union would be studied

(Nicoll, 1994, 155). The main broad objectives of the Madrid European Council were

that the Community progress with monetary and economic union parallally following a

three-stage process (Fontaine, 1995, 25). In the Delors Report, it was noted that for the

success of monetary union, one common monetary policy had to be implemented among

the Member States. Furthermore, the Delors Report stated that:

"A new monetary institution would be needed because a single currency policy cannot
result from independent decisions and actions by different central banks ( ... ) a European
System of Central Banks (ESCB) which would have to be given full status of an
autonomous Community institution. It would operate in accordance with the provisions
of the Treaty, and would consist of a central institution (with its own balance sheet) and
the national central banks. At the final stage, the ESCB would be responsible for
formulating and implementing monetary policy as well as managing the Community's
exchange rate policy vis-à-vis third currencies. The national central banks would be
entrusted with the implementation of policies in conformity with guidelines established
by the Council of the ESCB and in accordance with the instructions from the central
institutions"
(Effros, 1994, 288).

An important point found by the Delors Committee is the fact that even if each currency

has a different name, this does not have any economic impact. What is truly of a crucial

importance is the way the Union's monetary policies are determined and the sharing of

power of influencing the policies chosen among the Union's member countries.

What Delors recommended is a three-stage process of achieving monetary union.

Stage 1:	 - Complete EC membership in the EMS,

- Granting of independence of individual nations' central banks,

Stage 2:	 - National transfer of monetary authority to a supranational body, the
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- Irrevocable locking of fixed parities among currencies,

Stage 3:	 - Tasks normally performed by individual countries' central

banks are taken over the ESCB.

However, the Delors Report did not mention in detail the method by which the ESCB

will function, what seems to be suggested is a US style of Federal banking system. If

central banks were to be independent of their government, this means they will have to

ignore many issues such as growth, public debt and unemployment. However, many

policy makers cannot view central banks independent of the government. Moreover, the

suggestion of a Federal system of central bank is seen as an escape to the issue of

individual governments influencing monetary policies (Makriadis, 1991, 293-295).

The Madrid European Council of June 1989 adopted the Delors Plan as a basis for its

work and decided to implement the first of the three stages from July 1, 1990, when

capital movements in the Community could be liberalised completely.

The Maastricht Treaty

On December 9 & 10, 1990 the European Council decided to convene an

intergovernmental conference to prepare the amendments to the Rome Treaty in the view

of an Economic and Monetary Union (EMU). The outcome of the conference was the

signing of the Treaty on European Union in Maastricht on February 7, 1992 (Borchardt,

1995, 14). A three-stage timetable for the achievement of EMU and the creation of a

single currency was agreed upon. Moreover, and more importantly, the TEU set

convergence criteria. These criteria deal with the Member States' economical status and

they must be satisfied in order for one country to proceed to the third and final stage of

EMU.
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Stage I started on July 1, 1990 and ended on December 31, 1993. During this

phase, two major accomplishments were reached:

- The completion of internal markets which involved the total liberalisation of capital

markets and financial services,

- A strengthening of economic coordination, achieved through a greater convergence

with regard to price stability and public finances.

These two achievements are pre-requisites for creating a single financial and economic

area.

Stage II began on January 1, 1994 and is set to end by December 31, 1998.

On January 1, 1994 the European Monetary Institute (EMI) was established in order to

share in the coordination of monetary policies, to prepare for the third stage of the EMU

especially the establishment of the European System of Central Banks (ESCB), and

finally, to oversee the development of the ECU.

Moreover, during this stage, some financial and monetary changes or decisions

must be made by Member States: each state's central bank must be granted independence

of any political authority, governments should stop taking facilities from their central

banks and put an end to their privileged access to financial institutions. Moreover, the

five convergence criteria should be fulfilled. These criteria for entry into the final stage

can be divided into 4 areas:

Price Stability: Inflation should not be more than 1.5 percentage points above the levels

of the three best performing countries.
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Public Finances (or Budgetary Discipline): A budget deficit below (or tending towards)

the level of 3% of GDP, and public debt lower (or tending towards) the level of 60% of

GDP.

Interest Rate: Long-term interest rates not higher than 2 percentage points above those of

the three best performing countries in terms of price stability.

Exchange Rate: The national currency should stay within the normal fluctuation margins

of the European Monetary System (EMS) for at least two years without devaluation

(Effros, 1994, 290-291).

Finally, based on these conditions, the decision as to which states will move to the

third stage will be made. A mechanism of three options was set in the Maastricht Treaty

as to how the decision will be taken.

1. If a majority of Member States fulfil the 5 conditions, the Council may decide on

January 1, 1997, at the earliest, the date on which the third stage will apply to these

Member States. However, the decision of the Council ought to have been taken by

December 31, 1996 at the latest. The fact is, such a decision was not taken.

2. The second option states that once again, if a majority of Member States fulfil the

conditions, the Council has until 31 December 1997 to set another date on which the

third stage will apply to the Member States in question. This decision once again was

not made.

3. If by December 31, 1997 no decision has been made - which is actually the case - the

Council has a deadline of June 30, 1998 to decide which of the Fifteen Member States

meet the criteria and thus can enter the third stage. The beginning of the final stage

ought to be set no later than 1 January 1999. It is also important to note that no
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condition as to the number of states that will be admitted to the third stage was put

(Weidenfeld, 1997, 17).

Nevertheless, in the Madrid European Council on December 15 and 16, 1995 it was

decided that the third stage will begin on January 1, 1999 and the decision as to which

Member States will participate will be taken as early as possible in 1998.

Stage III is supposed to begin on January 1, 1999 and last until July 1' s' 2002 at the

latest. During this stage, the ESCB and the European Central Bank (ECB) will be

established. These institutions' decision-making bodies will be appointed during this

current year but they will start being operational at the beginning of the third stage. The

ratification of the Maastricht Treaty was quite a source of troubles since it coincided with

a crisis in the EMS. First, in May 1992 public votes were held in Denmark, whereas a

majority of Danes (50.7%) voted "No" for the Treaty. In September of that same year,

France and Ireland held similar votes and the results were in favour of the Treaty

although France got a narrow "Yes" vote. Protocols related to the TEU have released the

UK and Denmark from obligations to participate in the third and final stage of EMU

(Weidenfeld, 1997, 17).

Crises in the EMS

The EMS was disrupted by the violent storm that hit the European market in

September and October 1992, following the difficulties over ratifying the Maastricht

Treaty in Denmark and France. Due to the tightening of the monetary policy in Germany

- in 1992 - interest rates rose in Germany causing capital to flow out of the other
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European currencies into deutchsmarks. The Bundesbank was aware of its impact on the

exchange markets; however, its priority was to keep price stability in Germany and not

exchange rate stability. The British pound and the Italian lira withdrew from the ERM in

September 1992 and in November of that same year, the Spanish peseta and the

Portuguese escudo were devalued by 6% against the other currencies. In January 1993,

the Irish pound was devalued by 10%; in May the peseta and the escudo were again

devalued. In August 1993, the result of all this turmoil was that the EMS decided to

allow all currencies to fluctuate by 15% and not 2.25%, only the Netherlands stayed

within the 2.25% range (Czinkota, 1996, 129-130).

Introduction of the Euro

The process of introducing the Euro was outlined in the TEU and detailed by the

Madrid European Council in December 1995. It was during that same Council that the

European Heads of State decided to name the single currency "euro". This name was

unanimously agreed upon since it is short and can be written in the same way in all

European languages. Moreover, it was stressed that the new European Single Currency -

the euro - would be a currency conversion, not a currency reform. The Madrid European

Council adopted the scenario for the introduction of the euro.

On January 1, 1999, parities of the participating currencies and their rates of

conversion into euros will be irrevocably fixed; the euro will become a currency of its

own right and the basket-ECU will cease to exist. Monetary policies and exchange-

rate policy will be carried out in euros. Moreover, the Member States participating in

the euro will issue new public-sector debt instruments in euros.
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. Between January 1, 1999 and January 1, 2002 the ESCB with the help of the national

and community authorities will monitor the process of changeover to the single

currency in all sectors of the economy. The financial sector especially banking will

be given special attention.

By January 1, 2002 at the latest, euro banknotes and coins will circulate alongside the

national currency.

By July 2002 at the latest, national currency banknotes and coins will be removed

from the market and the euro will be the only currency used as a legal tender.

Finally, with regards to the third stage, Member States must coordinate their

economic policies and regard them as a "matter of common concern". Coordination is

ensured by the Council, which will lay down the broad guidelines of the economic

policies of the member states and the community. The Council has to monitor economic

developments in the Member States and check on public deficits. In the case where the

Council deems that a Member State suffers from such a deficit, it would recommend

measures to be taken in order to eliminate the deficit within a specific time-limit

(Hillenbrand, 1997, 106-107).

The European Council in Amsterdam in June 1997 adopted the "Stability and

Growth Pact" which is designed to ensure budgetary discipline during the third stage.

This same Council also adopted the principles and fundamental elements of a new

exchange-rate mechanism to regulate relationships between the euro and the currencies of

those Union Member States that will not participate in monetary union. An "EMS II"

will be set up in order to link the currencies of the countries participating in the euro -
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called the "ins" - with those not participating - the "pre-ins". The new system will be put

in place on January 1, 1999, which is the starting date of the third stage of EIVJIJ. Unlike

the present EMS, under which all currencies establish central parities between themselves

and fluctuation margins around themselves, the parities and margins of the new exchange

rate mechanism will be fixed exclusively in respect of the euro. However, the central

parities will be agreed on and monitored multilaterally (Hillenbrand, 1997, 74).

Institutions of the European Union

In the view of understanding the European economic and monetary union and the

way in which it functions better, the following pages will cover the Union's institutions.

Their role in the EMU and the introduction of the single currency will be particularly

highlighted.

The European Institutions were set up in order to facilitate the Union's work and

the implementation of any decision made. Ever since the first Treaty and the

establishment of the ECSC, institutions came into being. The eight existing institutions

work very closely together, therefore they cannot be separated from each other, nor can

any one's role be ignored in the functioning of the European Union (EU). Relations

between institutions of the EU are based on partnership, cooperation and mutual

dependency.

European Parliament

The European Parliament (EP) is "the directly-elected democratic expression of

the political will of the peoples of the European Union", the largest multinational
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Parliament in the world. The European Parliament represents the 370 million citizens of

the union, its primary objectives are to pass fair laws, to examine and control the use of

the executive power. Its responsibilities have been gradually widened and its power

strengthened first by the Single Act of 1987 and later by the TEU in 1993. The latter gave

it a very significant role especially in the legislative process (Schmuck, 1997, 130-135).

The Parliament has the power to make a decision with respect to the admission of new

members. The most important powers of the EP can be classified in three areas:

Legislative power; whereby the Parliament has the power to amend or adopt new

legislations.

. Power over the budget. It is the President of the Parliament who "signs the budget

into law". The Parliament and the Council work together very closely in order to

propose modifications or amendments to the Commission's proposals. The EP has

the power to reject the budget when "its wishes have not been adequately respected".

Supervision of the executive. The executive power which is shared by the

Commission and the Council of Ministers, is supervised by the Parliament. In fact,

the Parliament controls the way policies are implemented in the Union (Nicoll, 1994,

79-92).

Moreover, the EP has a very important role in the third stage of EMU. In fact,

Parliament will play a crucial four-dimentional role in the fulfilment of EMU and the

introduction of the single currency. First, Parliament will be the "only public forum for

debate of the ECB's annual report on the activities of the ESCB and monetary policy".

Moreover, Parliament will vote on the Commission's recommendation as to which
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countries meet the convergence criteria for the single currency. As to the appointment of

members of the ECB Executive Board, Parliament will conduct hearings of prospective

members and then adopt a recommendation. With regard to monetary matters, the EP is

given the power to deliver an opinion and influence important decisions in this area. The

EMI and the ECB will have to report to Parliament regularly on their activities (Europa,

1998).

Council of the European Union

Also known as the Council of Ministers or just Council. The Members States

legislate for the Union and decide on objectives and policies either by qualified majority

or by unanimity. The Council of Ministers (or Council of Economics & Finance

Ministers - ECOFIN) is constituted of representatives of the Member States; each state

delegates representatives, usually a minister. It is a political body having as task to

ensure the attainment of objectives set in treaties. For the most important issues, the

foreign ministers participate in EU decisions; however, in the case of specialised subjects,

the appropriate ministers from each of the Member States take part in the Council. The

European Council or "European Summit" was established in 1974 whereby the Heads of

State meet twice a year in the presence of the President of the Commission and the

President of the European Parliament. The European Council is an important element of

the Union whereas it is responsible for setting priorities, giving political direction and

resolving issues that have proved to be difficult for the Council of Ministers (Nicoll,

1994, 67-75). As to their role in EMU, the ECOFfN will have final responsibility for

decisions at Community level on fiscal and economic policies and for the external

exchange-rate of the euro. The ECOFIN will recommend the Member States to
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participate in the euro zone. However, the European Council (Heads of States) will make

the final decisions on participation in the single currency.

European Commission

The executive body of the EU is the European Commission. "It acts as the heart

of Europe, from which the other institutions derive much of their energy and purpose."

The functions of the Commission can be divided into three distinct areas:

1. It acts as an initiator of Community actions; all important decisions taken by the

Council must be made on the basis of proposals from the Commission.

2. The Commission's task is to seek out and bring to an end any infringements of

Member States' Treaty obligations, if necessary by preceding before the European

Court of Justice. The Commission is entrusted with administering and enforcing EU

Treaties, it has the power to impose sanctions in the form of fines and penalties on

individuals who breach EU laws.

3. The Commission functions as the manager executing Union policies. It manages the

Union's annual budget. Implementation of policy decisions taken by the Council and

required further legislation is the job of the Commission.

Furthermore, competition policies and international trade relationships are enforced

by the Commission. Community rules which need decisions of an executive nature are to

be made by the Commission alone. The Commission is required to act as a negotiator,

leaving agreements to be concluded by the Council, after consulting the Assembly. The

Commission will have general responsibility for monitoring economic and fiscal policy

and for making policy recommendations.
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Court of Justice

The task of the European Court of Justice is to ensure that in the interpretation and

application of the Treaty the law is observed on all matters of Community law and may

require to decide on matters of constitutional, administrative, social and economical laws.

The Court deals with matters related to the European Constitution, especially trade and

business disputes. Judicial proceedings may be initiated by member countries as well as

by firms and individuals. Penalties may be fixed by the Court and there is no appeal from

its decision. The Court of Justice is the supreme constitutional authority for giving

judgement on the obligations of the Community institutions, the Member States,

individuals and companies (Nicoll, 1994, 93-99).

Other Institutions

Other smaller; however equally important institutions include:

The European Court of Auditors is seen by some as the "financial conscience"

of the Union and by others as the "watchdog". It is responsible for "checking that the

European Union spends its money according to its budgetary rules and regulations and

for the purposes for which it is intended" (Laufer, 1997, 119).

The European Investment Bank (EIB) was established to finance investments in

support of the Union's objectives. It is a bank and an independent institution of the EU.

The primary objective of the EIB is to contribute to the "Union's balanced economic

development and integration" (Hillebrand, 1997, 124).

The Economic & Social Committee has solely a consultative role. Its members

are divided into three groups: workers, employers, and other various interests. "It issues
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opinions which reflect the views of a membership which is drawn from a broad cross-

section of the Union's social and economic life".

The Committee of the Regions was set by the TEU. This institution's main role

is to be consulted by the Council or the Commission in areas where regional and local

interests are involved (Europa, 1998).

The Institutions of Economic and Monetary Union

The institutions specially established to monitor and enhance Economic and

Monetary Union (EMU) are the European Monetary Institute (EMI), the European

Central Bank (ECB) and the European System of Central Banks (ESCB).

The European Monetary Institute was established in 1994, having as a fundamental role

to prepare for the final stage of EMU. It has two major functions; to contribute to the

fulfilment of the convergence criteria set to take part in the single currency, and to make

the necessary preparations for the establishment - in 1999 - of the European System of

Central Banks (ESCB) and the European Central Bank (ECB). The EMI is also supposed

to monitor the functioning of the European Monetary System and to carry on monetary

policies, exchange rate policies and matters in the legal and accounting fields. The EMI

will report each year to the European Council, the Council, the European Parliament and

the Commission on the activities, the monetary and financial situation of the Community

(Gaddum, 1997, 126).

During the final stage, two major institutions will be established.

The European Central Bank (ECB) will be directed by an Executive Board which will

be responsible for the daily management of the ECB and, in particular, for the

implementation of monetary policy on the basis of the decisions of the Governing
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Council. The Governing Council will be responsible for defining and establishing

guidelines for the implementation of monetary policies. Thus, this council will be the

ECB's supreme decision making body.

As to the General Council, its task will be transitional since it will be responsible

for relations with the countries outside the EMU. It will also carry out the work

necessary for the possible accession of countries as well as the tasks of the EMI which

will have to be maintained during the third stage.

The ECB will be responsible for the conduct of a single monetary policy and for

issuing and administering the single currency. The role of the ECB is to take over from

the EMI and to administer the European System of Central Banks (ESCB). It will also

address an annual report on the activities of the ESCB and the monetary policy of both

the previous and the current years to the Council, the EP and the Commission.

The European System of Central Banks (ESCB) will be made up of the ECB and the

National Central Banks (NBCs) of all members states - even those not participating in

Stage III. The same decision-making bodies of the ECB will govern this institution. The

tasks appointed for the ESCB are numerous; however, its main role is to maintain price

stability. Its other functions set in the Maastricht Treaty are to define and implement the

single monetary policy set by the ECB in euros. The ESCB will also conduct foreign-

exchange operations arising from the exchange-rate policy established by the Council; it

will hold and manage the foreign reserves of the participating Member States. Moreover,

the ESCB will be held accountable for the smooth operation of payment systems in the

euro area and it will contribute to the smooth conduct of policies relating to the

supervision of credit institutions and the stability of the financial system. Finally, it is the
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ESCB that will be the institution responsible for the issuance of banknotes in the euro

area (Church, 1994, 160-171).

Different views on the single currency and its implementation

A lot of literature has been dedicated to the study of the European single currency

and its future. The euro has as many advocates as sceptics. Among the former are those

who believe that despite the fact that EMU has started off and reached an advanced stage,

it will eventually face a dead-end and collapse. Pessimism with regard to the euro is

mainly expressed by the British and the American sides, whereas the French government

is one of the most positive and encouraging for the euro. In fact, the first to come up with

the notion of a single currency across Europe is France. It is said that the idea of the euro

is French and the method of implementation German. French economists strongly

believe that the timetable for the introduction of the euro is well set in place and only a

disastrous event would succeed to halt its progress (Dauvergne, 1998, 59). Many

advocates of EMU and the euro predict for this currency to be one of the world's leading

transaction, investment and reserve currencies. They regard the single currency as

essential to creating a stronger EU with greater economic, political and social cohesion.

The euro will demonstrate the existence and the unity of Europe to its partners and will

help to make the international monetary system more stable. Without the single currency,

they believe, the reality of a single market will not be achieved and Europe's economies

will remain divided and weak, unable to compete internationally either with the low-wage

economies of Asia or with the large, integrated, high-wage economy of the USA.
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According to a recent study conducted by ABN AMRO, the currency union will

eventually take place and it "will contribute to employment and prosperity in the EMU"

(Cooke, 1998). On the other hand, the euro is seen as a "Trojan Horse" by David Bower

a European equity strategist at Merrill Lynch (Peterson, 1998, 26). According to several

studies conducted on EU countries, a feeling of public "euroscepticism" started to emerge

by the early 90s. This sentiment was mainly due to the economic difficulties of the time.

In Fall '97, a slight increase - in the favour of EMU - was noted. Enthusiasm for the

common currency project has always varied in intensity across Europe in general and

specifically in the creation of a single currency. Italy, the Netherlands and Luxembourg

have succeeded to resist the euroscepticism wave. Germany, France and Belgium, that

have been the cornerstones in the construction of Europe, are starting to face a slightly

rising unfavourable public opinion. As to Ireland, Greece and Denmark, they see their

membership in the EU and the euro as very beneficial. In Spain and Portugal public

support of the common currency is an average one. Finally, only one third of the

Austrian, Finnish and Swedish publics view that taking part in 
EMU 

isis a "good thing" for

their country (Bréchon, 1998, 12).

The British government refused to accept the provisions related to the final stage.

Its fear was that the plan might be too over-ambitious and produce disruptions damaging

the markets taking part in it. The Danish government too reserved its position on the

final stage. Protocols related to the Maastricht Treaty exempted the UK and Denmark

from moving to the third and final stage of EMU (Church, 1994, 419-422). By standing

aside, the two opt-outs; UK and Denmark, are trying to avoid the instabilities and

turbulence that the single currency will entail thus, they will succeed to maintain their
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competitive edge. Britain demanded that very strict convergence criteria be set and

conformed with before moving to the final stage, but it refused to commit itself to the

single currency (Nicoll, 1994, 282-285).

German economists see the euro as a threat to their stable and strong economy. In

fact, the euro is viewed as a tool of a conspiracy against Germany orchestrated by France.

Helmut Kohl, the German Chancellor, is accused of sacrificing the mark to Europe. The

German public is not very enthusiast about the idea of giving up their strong

Deutschemark for a euro shared with the likes of Italy and Spain - if they abide by the

criteria (Delattre, 1998, 2-3). "Germans are proud of the Deutschemark. We must now

give up this thing we are so proud of People don't sense the euro's advantages," says

Klaus Wiesehugel, chairman of IG Bauen-Agar-Umwelt, construction worker's union,

Germany (Warner, 1998, 33).

EMU is supposed to eliminate exchange-rate uncertainty in Europe and bring

inflation down and economic stability to the members. However, many critics of EMU

argue that the institutional architecture of EMU creates serious weaknesses that could

lead to more instability than before. They believe that while greater certainty in exchange

rates may be achieved within the euro zone, this could be at the expense of more

uncertainty vis-à-vis other currencies such as the Yen and the Dollar. As a consequence,

the ECB's monetary policy would suffer from uncertainties.

The risks of a single currency and the possibility of an eventual failure are so

great that many outsiders remain sceptical and believe that cautious European politicians

would not move forward and implement monetary union. What is seen as unbelievable

by several American economists is the fact that the Europeans are trying to create - in a
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space of a few years - a unified financial and monetary market that took them a whole

century to build (Peterson, 1998, 29).

Polls conducted across Europe showed a "modest popular support" of EMU.

Nevertheless, the most intriguing result of the survey was that those who knew most

about EMU, were the ones who liked it the least (Bonfante, 1998, 20). According to

Martin Feldstein, Harvard University Professor of Economics; "the single currency will

lead to a regional conflict not economic efficiency". He adds that despite the higher

unemployment and inflation rates caused by the single currency, EMTJ will start as

scheduled. The reason behind this conclusion is that the political aspirations of the

European leaders are superior to any economic issue (Feldstein, 1998, 21). For example,

it is inconceivable that EMU would go ahead without Germany or France. The

governments of both countries are determined to be part of the "first wave" of

participants in the euro. According to Avinash Persaud, head of currency research at JP

Morgan, the financial markets are more optimistic than ever about the arrival of EMU on

schedule and as planned (Persaud, 1997, 42).

It would be interesting to look at the euro issue from a different angle and to try to

display and analyse the real motives of launching a single currency shared by the

European states. It is true that there exist a number of tangible benefits that seem to be

the reasons that brought about the creation of the euro; however, it is my belief that far

deeper and more important purposes can be found. In particular, one motive strikes me

as being the most important of all and having a long term impact. What I am referring to

is the creation of a strong international currency that is able to compete and face the US
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Dollar. Maybe, optimists even tend to believe that this new currency (the euro) will

succeed to replace the US Dollar as an international reserve currency.

According to many economists, the Europeans have always felt annoyed by the

dominant role of the US Dollar that emerged especially after WWII. In order to create a

balance in the international monetary system, the Europeans - initiated by the French -

came up with the notion of forming a monetary union in Europe supported by a single

currency. Ever since the 60s, the Europeans started dreaming about attaining a monetary

union.

In the past, the Americans were rather sceptical about the idea of reaching a

unified currency for the peoples of Europe. It took them a long time to be convinced that

Europe will eventually bring forth a single currency. However, now the American views

are geared towards studying the impact that the euro will have on the dollar and not

whether it will succeed in becoming a reality (Stern, 1998, 9).

In regard to this issue, Avinash Persaud, head of currency research at iF Morgan,

strongly believes that: "L 'euro va se révéler une devise trés forte et va defier le dollar

comme monnaie de reserve dans les mois qui suivrons son lancement, voire avant. Les

marches vont rapidement 1 'adopter comme étalon de reference pour les investissements

et le commerce, ce qui va contraindre les banques centrales afaire de méme." (The euro

will prove to be a very strong currency and it will compete with the dollar as a reserve

currency months after it is launched, maybe even before that. In no time, markets will

adopt it as the reference value for investment and commerce, this will force the central

banks to do likewise.)
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Thus, it is quite obvious that the ultimate reasons behind the formation of a

monetary union in Europe backed up by a single currency are deeply rooted in the desire

to gain superiority in the international economic scene by challenging the dollar and

creating at least an equally imposing and dominating power.



CHAPTER TWO
THE EURO ZONE: CRITERIA & ANALYSIS

Convergence Criteria: What are they and Why

The Maastricht Treaty lays down a procedure aiming at a decision concerning

which member states should take part in the euro zone. The decision will be taken on the

basis of an assessment and recommendation for each member state by the Council of

Finance Ministers and the opinion of the European Parliament. The Council of Ministers

will base its recommendation on two reports: one by the European Monetary Institute

(EMI) and another by the European Commission. These reports must examine the

compatibility of national legislation with the Treaty, including the independence of the

national central banks and a series of indicators that show the extent to which the member

states have reached "a high degree of sustainable convergence" (Europa, 1998).

1. National CB Independence

The Maastricht Treaty "stipulates that during stage two the national central banks

of the member states should become independent from the political authorities". Article

107 of that same Treaty states that:

35
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"When exercising the powers and carrying out the tasks and duties conferred upon them
by this Treaty and the Statute of the ESCB, neither the ECB, nor a National CB, nor any
member of their decision-making bodies shall seek or take instructions for community
institutions or bodies, from any government of a member state or from any other body.
The Community institutions and bodies and the governments of the member states
undertake to respect this principle and not to seek to influence the members of the
decision-making bodies of the ECB or of the National CBs in the performance of their
tasks."
(Church, 1994, 165).

As a result, the National central banks will have to pursue their monetary policy

objectives without the interference of their respective governments. The main reason

behind this condition is that with independent national central banks, an institutional

framework to achieve price stability by monetary policy would be established. There is

empirical evidence that "central bank independence and success in fighting inflation are

closely related". Moreover, generally speaking, the average rate of inflation is lower in

countries with independent central banks (Viflals, 1994, 230-233).

Moreover, in order to be efficiently implemented and to adequately perform its

function, monetary policy needs independence from political pressures. As a result,

central banks require their independence so that decisions may be made without any - or

very little - interference from political parties (Tuya, 1994, 673).

Another advantage and benefit of granting independence to a nation's central bank

is that the credibility of exchange rate policies would be strengthened (Griffiths, 1994,

155).

However, granting full independence to central banks is a highly controversial

political and economic issue. Some policy makers see European central banks'

independence of their governments as absolutely inconceivable. The reason being that
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if central banks are to focus solely on price stability in order to achieve lower rates of

inflation, they will have to ignore a wider range of equally important concerns related to

the overall economic performance such as growth, public debt, unemployment and

productivity (Makridadis, 1991, 295).

The justification for requiring independence of central banks lies largely in the

"belief that, insulated from short-term political pressures, it will be in a position to pursue

more effectively its long-term economic goals"(Effros, 1994, 293). But, as seen

previously, not all opinions have favored the independence of central banks. Some

economists believe that "holding the political authorities responsible for the attainment of

economic goals is a surer guarantor of their achievement than investing the central banks

with this responsibility" (Effros, 1994, 293).

Despite these differences in opinions, the Maastricht Treaty imposed the granting

of independence to the member states national central banks (NCBs) and the creation of a

system of independent central banks (the ESCB made up of the ECB plus the NCBs) with

the responsibility of "defining and implementing monetary policy to the end of

maintaining price stability" (Effros, 1994, 295).

Eight countries: Belgium, Germany, Greece, Ireland, Italy, the Netherlands,

Portugal and Finland already have legislations regarding the independence of their

national central banks which are compatible with the Treaty. Four countries: France,

Spain, Luxembourg and Austria have announced legislation which, if implemented in its

present form, would ensure compatibility. In Sweden, planned legislative changes will be

adopted before the end of 1998 for constitutional reasons, and some incompatibilities still

exist between the present text and the Treaty provisions. As to the UK and Denmark, by
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opting not to participate in the third stage of EMU, the state of their national central

banks is not subject to examination for the time being (Europa, 1998).

2. Price Stability

According to Article 1 of Protocol 6 relating to ArticlelO9j of the Maastricht

Treaty:

"The criterion on price stability referred to in the first indent of Article 109j shall mean
that a member state has a price performance that is sustainable and an average rate of
inflation, observed over a period of one year before the examination, that does not exceed
by more than 1.5 percentage points that of, at most, the three best performing member
states in terms of price stability. Inflation shall be measured by means of the consumer
price index on a comparable basis, taking into account differences in national decisions."
(Church, 1994, 417).

A member state must be able to demonstrate sustainable price stability. This will

be achieved by keeping the average rate of consumer price inflation over the last 12

months less than 1.5% points of the best 3 performing member states and this

performance should be sustainable. This reference value was decided on as the average

of the performance of the twelve Member States that took part in the Maastricht Treaty at

the time the treaty was decided on (Europa, 1998).

This criterion is seen as the most important one as it is a pre-requisite for the

creation of a stable currency. In fact, the Treaty on European Union cites price stability

as the main aim of monetary policy and it has set the primary objective of the ESCB to be

that of maintaining price stability. Economic principles and historical experience show

that higher inflation does not go hand in hand with higher output growth. Moreover,

there is a "broad consensus among policy makers that price stability constitutes a

precondition for achieving sustained economic growth". If inflation is not controlled and



39

kept low in the EMU, "the economic viability" of the integration project could be

threatened (Viflals, 1994, 231-232).

In order to measure inflation, the consumer price index (CPI) will be used. The

legal basis of harmonization of CPI is a Council regulation (No. 2494195), which

requires that from February 1997 harmonized indices of consumer prices (HICP) shall be

published by Eurostat. A price index number is achieved by aggregating the development

of prices of a sample of goods (a basket of goods). The CPI relies on the "typical"

consumer behavior of an average household group. Each good is given a weight, which

is a reflection of its importance in the basket (Europa, 1998).

However, in order to calculate index numbers that can be compared between the

different countries, several obstacles arise. The most crucial and important question is

which goods and services to include in the basket and what weight to give to each. This

problem is a common one in the calculation of every index number. However, it is

particularly a problem for HICP since this is an index for several nations and consumer

tastes differ in the various member states. Therefore, it is decided that the basket for each

country should be chosen in such a way that it represents the average consumer behavior

in that specific country. The Interim Index is a widely used tool for measuring consumer

price indices. However, it excludes several goods and services included in the HICP

(Europa, 1998).

Table 1 describes the progress in the harmonization of the treatment of these

excluded goods and services dividing them into 3 groups.



Table 1 - HICP treatment of goods and services not included in the CIP

40

:
Fully hicluded in the HICP Partially 	 In

	
Not included in the HJCP

HICP

. Insurance for vehicles	 • Education services	 e Imputed rents for owner

Insurance for buildings • Health services	 occupied housing

. Package holidays

• Banking services

(Source: Europa, 1998)

Group I represents the goods fully included in the HICP namely insurance for

vehicles and buildings, package holidays and banking services.

Group II which is constituted of education and health services represents those

services partially included in HICP. What is included are only the prices for those goods

and services which are usually directly paid by consumers. Examples of these include

private language or computer courses, drugs like cough medicine or contraceptives which

are not reimbursed by Social Security Systems. In many countries, a substantial part of

education and health goods and services can be acquired free of charge for the consumer

and are financed by the government (educational services) or by social security systems

(health, services and drugs). The goods and services not paid for by consumers remain

excluded from HICP.

As to Group III, it includes the goods and services not included in HICP.

Whereas actually paid rents for housing are included in HICP, the question of imputed
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rents for owner occupied housing has still not been solved. One of the two important

methods to impute prices is used by some of the member states to calculate national CPIs;

either imputed interest on mortgages or rentals paid for comparable housing. Eurostat

does not follow either one of the 2 methods since they do not represent any actual flow of

money (Europa, 1998).

Another problem that is encountered when calculating HICP, is that of the choice

of the base year and the updating of index weights. In order to make the index numbers

comparable between different times, the weights of a base year are held for a certain

period. But since consumer tastes are apt to change thus, causing the basket of goods to

be altered and the HICP be mis-represented, the holding of the weights period of time

should not be very long. Regulation No. 2494195 set the actualization and updating of

the basket for at least every five years, except for the case where any country undergoes

an extremely drastic and rapid shift in consumer behaviour. As to the treatment of newly

significant goods and services, such as new technologies, innovations, ... (for example,

mobile phones, house delivery meals, ...), comparability requires that these new goods be

ignored in the HICP until they reach a certain importance in average consumer

expenditure. This importance relative to consumer spending is measured as starting

1/1000 of the total spendings according to regulation No. 1749196. New goods and

services should be sought and identified by the member states that have to adjust the

index weights within 12 months of the identification (Europa, 1998).

A final problem lies in the treatment of quality improvement. Very often price

increases are taken for inflation. However, not all price increases throughout the years

reflect inflation, some might be caused by improved technology. A very good example
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are computers. From 1990 up till 1997, prices of computers have remained unchanged,

but computers have improved considerably in these 7 years time. Thus, this fact of

unchanged price vis-à-vis improved quality, could lead to a misinterpretation of the

figures. Neglecting quality change is an important source of error and mis-management

in terms of HICP percentage points. Several methods to overcome this problem have

been suggested. Regulation No. 1749196 does not prefer any one of them, but states that

Member states are obliged to solve the problem of quality change and to avoid the "direct

link method", which assumes that any price change between two different models of one

same good at different points in time is due to quality change. In order to help in the

procedure, Eurostat has provided a database with estimates of all quality changes

performed to the Member States (Europa, 1998).

In assessing the price stability criterion, each Member State's inflation has been

measured by the percentage change in the arithmetic average of twelve monthly indices

relative to the arithmetic average of twelve monthly indices of the previous period. In

one year ending in January 1998, the three best performing member states in terms of

price stability were France, Ireland and Austria with inflation rates of, respectively, 1.2%,

1.2% and 1.1%. The reference value was calculated as the simple arithmetic average of

the inflation rates of these three best performing member states (in terms of price

stability) plus 1.5% points. Such that, the reference value in the one year period ending

in January 1998 was 2.7% (The Commission, 1998).
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3. Public Finances:

In Article 104c(2), the criterion on public finances is detailed as such:

"The Commission shall monitor the development of the budgetary situation and of the
stock of government debt in the Member States with a view to identifying gross errors.
In particular, it shall examine the compliance with budgetary discipline on the basis of the
following two criteria:
a) Whether the ratio of the planned or actual government deficit exceeds a reference
value, unless: either the ratio has declined substantially and continuously and reached a
level that comes close to the reference value; or, alternatively, the excess over the
reference value is only temporary and the ratio remains close to the reference value;
b) Whether the ratio of government debt to gross domestic product exceeds a reference
value, unless the ratio is sufficiently diminishing and approaching the reference value at a
satisfactory pace.
The reference values are specified in the Protocol on the excessive deficit procedure
annexed to this Treaty."

Protocol 5 - Article 1 states that:

"The reference values referred to in Article 104c(2) of this Treaty are:
• 3% for the ratio of the planned or actual government deficit to gross domestic product

at market prices;
• 60% for the ratio of government debt to gross domestic product at market prices."
(Church, 1994, 162, 416).

These reference values decided on in Protocol 5 represent the average of the

performance of the twelve Member States involved in setting the Treaty on EU, at the

time the Treaty was agreed upon. When the TEU was set, the average of the 12 Member

States' gross debt was 60%. So, it was decided that 60% would be the reference value

pertaining to the debt criterion. The same applies to the deficit criterion which was 3% of

GDP. Moreover, between 60% Gross debt I GDP and 3% deficit there is an arithmetic

relation which is that when the nominal GDP increases by 5% debt remains at 60% on the

condition that deficit is held at 3%. Thus, 3% is equal to 60% X 5% (Europa, 1998).
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The stability of a currency is particularly dependent on sound public finances.

Large deficits in public sector budgets encourage inflation. The new Treaty provision on

the completion of EMU therefore lay down special procedures that should force the

Member States to be particularly disciplined in this area. National deficits may not be

financed by the ECB. National governments may not enjoy privileged access to credit

markets. Neither a Member State nor the Community itself will be liable for the debts of

another Member State (Europa, 1998). In order to correct deficit, a Member State may

have to deflate its economy and accept domestic unemployment (Chacoliades, 1990,

486).

A big concern of rigorous-minded EMJJ doubters is that EMU will ease the

market constraints on excess borrowing by governments, leading to an EMU "debt trap".

German economists, in particular, worry that they will be called upon in EMU to bail out

high-borrowing governments. This concern motivated the formation of the fiscal

convergence criteria (Europa, 1998).

As to the calculation procedure, the harmonization of the gross domestic product

(GDP) is an essential step to reach to. In the context of the convergence criteria, it should

be noted that exhaustiveness of the GDP data is very important as a reliable measurement

of deficit and debt. National accounting concepts are harmonized according to the

European System of Integrated Economic Accounts (ESA). Some revisions conducted on

the ESA have affected the size of GDP figures by raising them. For example,

expenditures for intangible items such as copyrights are accounted for as investments, the

concept of government capital formation has been expanded to include military durables -



45

except for weapons. A major problem in GDP calculation lies in the fact that there exists

a difference between the GDP reported by the statistical agencies (referred to as the

measured GDP) and the GDP that should be reported according to ESA (referred to as the

true GDP). Here's an illustrated example of the impact of this discrepancy, let us

suppose that the measured deficit/GDP ratio in a certain country is 3.5%, but that GDP is

underestimated. If true GDP is 101% of measured GDP, the true deficit/GDP ratio is

3.46%. if true GDP is 110% of measured GDP, then the true ratio is 3.18% (Europa,

1998).

Several reasons exist that would lead to GDP data not being exhaustive. First,

availability of data. In some Member States the data sources for services are not as good

(in terms of coverage, timeliness and periodicity) as for industries. Even in the case of

industries, many Member States rely on a sample of enterprises that are not representative

of the total. Moreover, the introduction of Interim, a provider of information, does not

produce accurate statistics on the movement of goods between Member States. A second

reason is the under-reporting of institutional units. In order to escape taxation,

households as well as enterprises do not report their activities or under-report them to the

national authorities. Since activities in the "black" economy do create value added in the

ESA definition, they shall be accounted for. All Member States are trying to impute

values for the black economy, but the methods used differ from one country to another.

A comparison of the methods used by the Member States shows that there is no method

superior to the others that should be used by all institutions. Therefore, instead of

prescribing certain methods, Eurostat supports the Member States by providing them with
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information about the "best practices" on a country by country basis. Certain strategies

of checking for exhaustiveness are considered as better than the rest: "the use of

employment data, specially from household surveys; the use of fiscal audit data; cross-

checks within the national accounting framework; the use of VAT receipt data" (Europa,

1998). All these strategies aim at a more extensive use of already existing data.

Two issues still need to be worked on so that some improvements be reached:

several countries do not have good quality statistics for some of the market services; in

order to use supplementary data sources without omissions or double counting, a good

business register is indispensable.

As to the measurement and correction of public deficit and debt, Eurostat has

decided on the rules for accounting in a number of questionable cases. These rules are

applicable for all Member States. The most important cases to be discussed below are

six

First, the case of the sale of gold. Sales of gold and the subsequent transfer of the

proceeds from this sale to the general government should be treated as a financial

transaction. Normally financial transactions cannot reduce deficit, they merely finance it,

although the transaction just described could reduce government debt.

Second, financial leasing. If a government body sells real estate or other fixed

assets and rents it back with the intention of acquiring it at the end of the lease, the

operation shall be treated as an operating lease in the ESA sense: the receipts from the

sale do reduce deficits. But the obligation to pay back the asset is not recorded in the
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debt. A similar case is the private financing of a new fixed asset and the lease to the state

after the completion of the investment. The long-term leasing contract does not affect

public debt, but the payment of the lease enlarges the deficit in the year it falls due.

Another case is that of the classification of national bodies acting on behalf of the

EU. Institutional units which perform market regulation activities and distributes

subsidies are recorded in different sectors if these institutional bodies can be split into

those which do the market regulation (recorded in the sector non-financial enterprises)

and those which distribute subsidies (classified in the sector general government). If the

institutional bodies cannot be split, they should be classified in the sector "general

government" if their costs incurred in the market regulation compared to total costs are

below 80%.

As to the company pension funds, the pension funds which finance benefits

mostly on a pay-as-you-go basis have to be classified in the sub-sector social security

funds. In the case of taxes, the receipt from taxes can only reduce deficit if there is no

formal obligation of reimbursement.

Finally, the last case is that of the public enterprise debt. Eurostat has set out

three conditions for public enterprise debt guaranteed by the state to be directly taken into

account in government debt:

a. "The law authorizing issuance of the debt specifies the government's obligation of

repayment,

b. The State Budget specifies each year the amount of repayment,
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c. The debt issued by the enterprise is systematically reimbursed by the state; interest

plus principal" (Europa, 1998).

4. Interest Rates:

According to Article 4 of Protocol 6

"The criterion on the convergence of interest rates referred to in the fourth indent of
Article 109 j (1) of this Treaty shall mean that, observed over a period of one year before
the examination, a Member State has had an average nominal long-term interest rate that
does not exceed by more than 2 percentage points that of, at most, the three best
performing Member States in terms of price stability. Interest rates shall be measured on
the basis of long-term government bonds or comparable securities, taking into account
differences in national definitions."
(Church, 1994, 417).

Again the logic behind reference value set is based on the average performance of

the Member Stares that took part in the Maastricht Treaty.

Interest rates are directly related to riskiness; the higher the risk, the higher the

interest rate demanded. Therefore, low interest rates are a reflection of the stability and

the security of the nation's economic situation. Moreover, some countries' monetary

authorities might be required to stabilize their interest rates "in order to ease the financing

of government deficit" (Madigan, 1994, 128-129).

Again, in the calculation of interest rates the Eurostat has provided guidelines to

be adopted by all Member States. The representative long-term interest rates provided by

the Central Banks are fully harmonized according to the following rules:

. "The issuer of the bonds should be the general government,

0 The bonds should be close to 10 years to maturity,
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At the Bremen meeting in 1978, it was agreed that the ECU would be at the center

of the European exchange-rate system. Two conflicting interpretations of this principle

were proposed; the "French" basket model and the "German" snake model, supported by

the representatives of these 2 countries.

In the French model, the ECU was equated with the EUA (European Unit of

Account) a unit of the basket type, consisting of fixed quantities of the community

currencies. This ECU would have been both the "denominator of the system and the unit

in relation to which the private rates, the fluctuation margins and hence the obligations to

intervene on the exchange market would be defined"(Masera, 1980, 234). As to the

"German" interpretation, "the ECU-related central rates at the enactment of the European

exchange-rate agreements would only serve to establish a grid of bilateral exchange

parities, against which the intervention margins, also only bilateral, would be fixed. The

grid and the intervention points would be maintained until a change in the pivot rates

occurred". It is obvious that this model constitutes a new and enlarged version of the

"snake".

Since no consensus was reached as to which of the two interpretations to be

adopted, a "Reconciliation Formula" was created. This combined model is made up of

three principles:

(a) "The ECU, defined as an EUA-based basket, is the "denominator" of the system. The

upper and lower intervention points are, however, established on a bilateral basis". A

margin of 1 1 /g % vis-à-vis the ECU implied bilateral margins between 2 currencies of

2 /4 %. This central rate was adopted.
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Initially, the fluctuation range was set at ± 2.25% around the bilateral central

rates; however, due to some problems detailed in the previous chapter, several currencies

devalued vis-à-vis the Deutchmark. It was therefore unanimously agreed that the

fluctuation margins be widened to ± 15%. Nevertheless, despite the recent widening, the

reference range adopted by the commission is ± 2.25%.

One possible explanation for setting a two-year period during which the exchange

rates will be examined is that many economists in Europe view that stable exchange rates

for such a time frame is enough to demonstrate that a "monetary union is sustainable"

(Griffiths, 1994, 160).

Situation of the Member States

Each of the Members States' performance will be highlighted and as a result, a

recommendation - as to which countries are fit to participate in the "first wave" of the

euro zone - will be made. In order to avoid errors and miscalculations, almost all the

figures that will be displayed below are acquired from Eurostat the official provider of

data that the Commission will rely on in order to come up with its decision.

The figures in Table 2 reflect the official figures of 1997 from the Commission

and the Organization for Economic Cooperation and Development (OECD). The

reference values of the inflation and interest rates criteria differ from those set by the

Commission since these figures do not include the months of January and February 1998.
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Table 2 - Convergence 1997- Official figures

_

Commission	 OECD Commission OECD Commission OECD Commission OECD

Reference value	 3.1	 3.0	 3.0	 60	 8.3

Austria	 1.9	 1.8	 3.0	 3.0	 72.2	 73.3	 6.1	 5.1

Belgium	 2.1	 1.9	 2.9	 2.9	 127	 127.2	 6.2	 6.2

Denmark	 2.4	 2.5	 0.3	 0.4	 67.8	 70.4	 6.7	 6.7

Finland	 1.6	 1.7	 2.2	 1.7	 61.5	 60.2	 6.5	 5.3

France	 1.4	 1.3	 3.0	 3.2	 58.1	 56.6	 6.1	 6.1

Germany	1.7	 1.5	 2.9	 3.4	 61.9	 63.2	 6.1	 6.1

Greece	 6.9	 7.2	 6.5	 5.7	 109.3	 104.5	 9.5

Ireland	 2.2	 2.0	 0.9	 1.1	 70	 76	 6.8	 6.9

	

2.9	 3.3	 3.7	 122.3	 122.9	 7.2	 7.7

Luxembourg	 2.1	 1.8	 -0.5	 -0.5	 8.8

Netherlands	 2.0	 2.1	 2.5	 2.3	 76.8	 76	 6.1	 6.1

Portugal	 3.0	 2.6	 2.9	 2.9	 69	 67.6	 7.2

Spain	 2.9	 2.9	 3.0	 3.4	 67.1	 68.9	 7.2	 7.7

Sweden	 2.3	 2.1	 2.9	 2.5	 77.5	 78.5	 7.1	 7.1

UK

	

F2.4	 2.5	 3.5	 3.7	 57	 56.5	 7.5	 7.4

(Source: Europa, 1998)

According to these figures, Luxembourg is the only Member State to have

observed the four criteria. Most countries fail when it comes to the debt criterion.

Finland has respected all the criteria except for the debt; however, its figures are quite

close to the reference value 61.5% (according to the Commission), and 60.2% (according



to the OECD). The Commission figures show that only Italy and Greece fail to observe

the deficit criterion, whereas OECD figures show that France, Germany, and Spain too

have not succeeded in staying below the reference values. As to the inflation and long-

term interest rates criteria, only Greece does not meet the reference values.

Table 3 - Commission Convergence Forecasts 1997-1998

-
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Belgium	 .'

Denmark	 V•	 V

IiJllail(l	 .

France	 V 	 V 	 -

(;eau\

Greece	 V -

t1c1211(l	 'V 	 V 	

V

1tiIv	 V 	
-.: 	

V

Luxembourg -	 -

Netherlands	 V 	 -

Portugal	 V VV	

V

Spain	 V

Sweden	 V 	 - 	 V

1K	
V 	

VV	

. 	 V

(Source: Europa, 1998)
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Table 3's figures show that Finland, France, Luxembourg, and the UK are the

only three nations to have achieved convergence by meeting all the criteria. No country,

except for Greece, has failed in the inflation criterion. Only Greece and Italy have not

succeeded with keeping their deficit below 3% of GDP. In fact, Italy - according to these

estimates - has an increasing trend and it looks like it is moving away from convergence

with 3.2% in 1997 and 3.9% in 1998. Greece on the other hand, is converging towards

the reference value; 4.9% in 1997 and 3.4% in 1998.

The main problem seems to lie in the debt criterion whereas most countries have

failed in meeting the reference value set by the Treaty. Only the four countries that have

been able to fulfil all the convergence criteria have met the 60% debt value (namely:

Finland, France, Luxembourg, and the UK). However, Germany is quite close to the

60% limit with 61.8% in 1997 and 61.9% in 1998. Denmark, Ireland, and Portugal are

moving towards the reference value, their figures are respectively; 67.2% in 1997 and

64.3% in 1998, 68.3% in 1997 and 64.3% in 1998, 64.1% in 1997 and 62.9% in 1998.

These figures are not only converging towards the 60% value but the decline is a

substantial one reaching a level quite close to the reference value. Other Member States

such as Belgium, Greece, Italy, the Netherlands, Spain, and Sweden are also moving

towards convergence; however, their debt figures are quite high and could constitute a

threat to EMU.

The following table (Table 4) is a summary of the predictions from the Financial

Times based on interest rate swap market figures and the J. P. Morgan Calculator. These

predictions display the likelihood of Member States' participation in the euro zone.
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Table 4 - Likelihood of Member States' participation in the third stage of EMU

Germany 100	 But public opinion problem

France	 100	 New government uncertainty

Belgium	 100	 60% debt criterion not seen as a block

Portugal	 76	 Meeting criteria

Finland	 73	 Meets criteria, but public opposition

Spain	 73	 Near to meeting criteria

Sweden	 62	 Political and public opposition

Ireland	 72	 Sterling link problem

lEak	 56	 Not meeting criteria

Denmark 46	 Opt-out (despite meeting criteria)

UK	 46	 Opt-out; but new government

(Source: Financial Times, 3 rd of June, 1997)

The following is a recapitulative summary of each country's performance and

whether it should take part in the third stage of EMU.

. Austria has succeeded to abide by the inflation, deficit, and interest rate criteria, but

its debt/GDP ratio (68.8%) is still far from the 60% reference value and is not

declining and converging towards it either. Austria has not fulfilled its fiscal

obligations in order to take part in the euro.

. Belgium too has been able to abide by the inflation, deficit, and interest rate

requirements, its debt/GDP ratio is very high (126.7% in 1997 and 123.2% in 1998).

Although it has improved, the decrease is not substantial. Belgium has also not

fulfilled the convergence criteria to join the first wave of participants in the euro.
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Denmark has kept its inflation, deficit, and interest rate figures below the reference

values, and although its debt/GDP ratio is above the 60% criterion, it has succeeded to

bring it down from 67.2% in 1997 to 64.3% in 1998. However, Denmark has opted-

out and does not wish to participate in the third stage of EMU.

• Finland has met all the criteria without any exception. Finland has fulfilled the legal

obligations to participate in the euro zone.

• France too has succeeded to meet all the criteria without any exception. France has

fulfilled the legal obligations to participate in the euro zone.

• Germany has met the inflation, deficit, and interest rate criteria. As to the debt

criterion, Germany succeeded to bring its debt/GDP ratio very close to the reference

value: 61.8% in 1997. Germany has fulfilled the requirements in order to take part in

the single currency.

• Greece has failed to meet any of the criteria although in each one it has been able to

bring its figures to converge towards the reference value set. However, its figures are

still quite far from the reference values. Moreover, Greece has not has not

participated in the ERM for the required two years. Greece has not succeeded to

correct its economy in order to participate in the first wave of the euro.

Ireland has only failed in the debt criterion, nevertheless, it has succeeded in bringing

its debt/GDP ratio figure to converge substantially towards the reference ratio; 68.3%

in 1997 and 64.3% in 1998. Ireland has been able to reach the convergence set in the

Treaty and is fit to take part in the euro.

• Italy could only meet the inflation and interest rate criteria. It failed in the two

pertaining to public finances; namely debt and deficit. Its deficit figures do not

converge towards the reference value quite the contrary, they are moving away from

the 3% ratio. As to the debt/GDP ratio, the figures are quite high and far from the
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reference although they have been brought down. Therefore, Italy has not fulfilled

the requirements to join the single currency.

Luxembourg has succeeded to meet all the criteria and as a result, is ready to

participate in the formation of the single currency.

. The Netherlands only failed to meet the debt criterion. It has succeeded to bring its

figures to move towards the reference value but it is still quite far from the 60%

value. Therefore, the Netherlands is not fit to participate in the euro.

Portugal has succeeded in all criteria except for the debt criterion. However, its

figures have converged substantially towards the reference value and are quite close

to the 60% limit. Portugal has corrected its economy and is fit to take part in the

euro.

Spain also has only failed in the debt criterion while succeeding with all the other

conditions. Although it has tried to bring its figures to convergence towards the

reference value, the decline is not substantial. So, Spain has not meet the conditions,

and cannot be part of the single currency.

. Sweden has not met the debt criterion. Its debt/GDP ratio has decreased and moved

towards 60% but it is quite high. Moreover, Sweden has not respected the 2 years

membership in the ERM by never participating in it. Sweden as a consequence, is not

a candidate for participation in the euro.

. The UK has respected all the criteria although it has opted-out and does not wish to

participate in the third and final stage of EMU.

If the convergence criteria are to be followed and implemented strictly, only 4

Member States make it to the final stage of EMU: Finland, France, Germany, and

Luxembourg as they fulfil all the conditions - Germany has a debt/GDP ratio very close

and moving towards the reference value. Two more countries (Ireland and Portugal) can
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be added as their debt/GDP criterion is moving substantially towards the reference

values.

As a result, and based on the figures and interpretations above, only six Member

States have succeeded to bring their economic indicators towards convergence and abide

by the criterion. These Member States, that I think should take part in the first wave of

the participants in the euro zone, are Finland, France, Germany, Ireland, Luxembourg,

and Portugal.



CHAPTER THREE
THE FUTURE OF THE EURO

The Council's recommendation

The Commission and the EMI each have to present to the Council a report on the

progress made by the Member States in the fulfilment of their obligations regarding the

achievement of economic and monetary convergence. Based on these reports, the

Commission will also have to submit to the Council a recommendation on which of the

Fifteen Member States fulfil the necessary conditions to take part in the "first wave" of

participants in the single currency.

On March 24, 1998, the EMI adopted its convergence report and on March 25, the

Commission adopted its own. These two reports include an examination of the

compatibility of each Member State's national legislation, including the statutes of their

national central banks. The reports will also examine the achievement of a high degree of

sustainable convergence by reference to the fulfilment of each Member State of the

convergence criteria. The reports of the Commission also take into account "the

development of the ECU, the results of the integration markets, the situation and

60
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development of the balance of payment on current accounts and an examination of the

development of unit labour costs and other price indices" (The Commission, 1998). In its

report, the Commission presents its arguments showing that Austria, Belgium, France,

Germany, Italy, Portugal, Spain, Sweden, and the UK have corrected their excessive

deficit situation.

As a result, on March 25, 1998, the Commission sent to the Council a

recommendation for it to abrogate, in accordance with Article 104c (12), its previous

decision on the existence of an excessive deficit in the above mentioned Member States.

If the Council acts upon the Commission recommendations, then these countries are

considered to have fulfilled the convergence criterion on the budgetary position (The

Commission, 1998).

Table 5 (on the following page), published by the European Commission on

March 25 1998, displays the performance of the Member States according to which the

assessment was made.
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Table 5 - Current performance of the Member States in relation to convergence

HICP (a)	 Existence of an	 Deficit (% of	 Debt (% of GDP)	 ERM participation	 (d)

excessive deficit (b) 	 GDP) (c)

January	 1997	 1997	 Change from previous	 March 1998	 January

1998	 years	 1998

Reference	 1997	 1996	 1995

Value	 2.7 (e)	 3.0	 60	 7.8(0

B	 1.4	 yes (g)	 2.1	 122.2	 -4.7	 -4.3	 -2.2	 yes	 5.7

DK	 1.9	 no	 -0.7	 65.1	 -5.5	 -2.7	 -4.9	 yes	 6.2

I.)	 1.4	 yes (g)	 2.7	 61.3	 0.8	 2.4	 7.8	 yes	 5.6

EL	 5.2	 yes (g)	 4.0	 108.7	 -2.9	 1.5	 0.7	 yes (Ii)	 9.8 (i)

F	 1.8	 yes (g)	 .	 2.6	 68.8	 -1.3	 4.6	 2.9	 yes	 6.3

F	 1.2	 yes (g)	 3.0	 58.0	 2.4	 2.9	 4.2	 yes	 5.5

IRL	 1.2	 no	 -0.9	 66.3	 -6.4	 -9.6	 -6.8	 yes	 6.2

I	 1.8	 yes (g)	 2.7	 121.6	 -2.4	 -0.2	 -0.7	 yes (j)	 6.7

I,	 1.4	 no	 -1.7	 6.7	 0.1	 0.7	 0.2	 yes	 5.6

NI.	 1.8	 no	 1.4	 72.1	 -5.0	 -1.9	 1.2	 yes	 5.5

A	 1.1	 yes (g)	 2.5	 66.1	 -3.4	 0.3	 3.8	 yes	 5.6

P	 1.8	 yes (g)	 2.5	 62.0	 -3.0	 -0.9	 2.1	 yes	 6.2

FIN	 1.3	 no	 0.9	 55.8	 -1.8	 -0.4	 -1.5	 yes (k)	 5.9

S	 1.9	 yes (g)	 0.8	 76.6	 -0.1	 -0.9	 -1.4	 110	 6.5

IlK	 1.8	 yes (g)	 1.9	 53.4	 -1.3	 0.8	 3.5	 no	 7.0

EVR	 1.6	 2.4	 711	 -0.9	 2.0	 3.0	 6.1

(Source: The Commission, 1998)

(a) Percentage change in arithmetic average of the latest 12 monthly harmonised indices
of consumer prices (HICP) relative to the arithmetic average of the 12 HICP of the
previous period.

(b) Council decisions of 26.09.94, 10.07.95, 27.06.96, and 30.06.97.
(c) A negative sign for the government deficit indicates a surplus.
(d) Average maturity 10 years; average of the last 12 months.
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(e) Definition adopted in (the Commission's) report: a simple arithmetic average of the
inflation rates of the three best performing Member States in terms of price stability
plus 1.5 percentage points.

(f) Definition adopted in (the Commission's) report: a simple arithmetic average of the
inflation rates of the three best performing Member States in terms of price stability
plus 2 percentage points.

(g) Commission is recommending abrogation.
(h) Since March 1998.
(i) Average of available data during the past 12 months.
(j) Since November 1996.
(k) Since October 1996.
(Source: Commission services)

However, as mentioned in the previous chapter, the public finances criterion is

made up of 2 parts or components: debt & deficit. And it is the debt criterion that is not

being met by most of the Member States, whereas, the deficit criterion has been

successfully corrected by almost all. As a result, with its recommendation, the

Commission seems to have overlooked a major segment of the public finances criterion

and has thus decided to ignore its effect on the implementation and future of the single

currency.

For the sake of explaining its decision, the Commission, in its convergence report,

admits that only four Members have kept their government debt below the reference

value; France, Finland, Luxembourg, and the United Kingdom. However, almost all the

remaining countries, according to the Commission, have been able to bring down their

debt levels. Keeping in mind that according to the Treaty "countries may exceed this

value (the reference value) as long as the debt ratio is sufficiently diminishing and

approaching the reference value at a satisfactory pace. The Commission (thus) concludes

that the conditions are in place for the continuation of a sustained decline in debt ratios in

future years" (The Commission, 1998).
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The following is extracted from the Commission Convergence Report, the section

pertaining to the assessment of each Member State and subsequently the

recommendations.

Article 1

"Assessment

1. In Belgium national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in Belgium in the year ending in January 1998 stood at 1.4%
which is below the reference value;

Belgium is not the subject of a Council Decision on the existence of an excessive
government deficit;

Belgium has been a member of the ERM during the last two years; in that period the
Belgian franc (BEF) has not been subject to severe tensions and Belgium has not
devalued, on its own initiative, the BEF bilateral central rate against any other Member
State's currency;

in the year ending in January 1998 the long-term interest rate in Belgium was, on
average, 5.7% which is below the reference value.

Belgium has fulfilled its legal obligations regarding the achievement of economic and
monetary union. Belgium fulfils all the convergence criteria (...) and has
therefore achieved a high degree of sustainable convergence. Consequently, Belgium
fulfils the necessary conditions for the adoption of a single currency.

2. Denmark, ( ... ) has notified the Council that it will not participate in the third stage of
economic and monetary union; the assessment of the fulfilment by Denmark of the other
necessary conditions for the adoption of a single currency is therefore not necessary; (...)
Denmark will have an exemption once the third stage has started.

3. In Germany national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in Germany in the year ending in January 1998 stood at 1.4%
which is below the reference value;

Germany is not the subject of a Council Decision on the existence of an excessive
government deficit; Germany has been a member of the ERM during the last two years;
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in that period the German mark (DEM) has not been subject to severe tensions and
Germany has not devalued, on its own initiative, the DEM bilateral central rate against
any other Member State's currency in the year ending in January 1998 the long-term
interest rate in Germany was, on average, 5.6% which is below the reference value.

Germany has fulfilled its legal obligations regarding the achievement of economic and
monetary union. Germany fulfils all the convergence criteria ( ... ) and has therefore
achieved a high degree of sustainable convergence. Consequently, Germany fulfils the
necessary conditions for the adoption of a single currency.

4. In Greece national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in Greece in the year ending in January 1998 stood at 5.2%
which is above the reference value;

the Council has decided on 26 September 1994 that an excessive government deficit
exists in Greece and this Decision has not been abrogated;

the currency of Greece did not participate in the ERM in the two years ending in February
1998; during this period the Greek drachma (GRD) has been relatively stable against the
ERM currencies but it has experienced, at times, tensions which have been counteracted
by temporary increases in domestic interest rates and by foreign exchange intervention.
The GRD joined the ERM in March 1998.

in the year ending in January 1998 the long-term interest rate in Greece was, on average,
9.8% which is above the reference value.

Greece has fulfilled its legal obligations regarding the achievement of economic and
monetary union. Greece does not fulfil any of the convergence criteria ( ... ).
Consequently, Greece does not fulfil the necessary conditions for the adoption of a single
currency.

5. In Spain national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB (4);

the average inflation rate in Spain in the year ending in January 1998 stood at 1.8% which
is below the reference value;

Spain is not the subject of a Council Decision on the existence of an excessive
government deficit; Spain has been a member of the ERM during the last two years; in
that period the Spanish peseta (ESP) has not been subject to severe tensions and Spain
has not devalued, on its own initiative, the ESP bilateral central rate against any other
Member State's currency;
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in the year ending in January 1998 the long-term interest rate in Spain was, on average,
6.3% which is below the reference value.

Spain has fulfilled its legal obligations regarding the achievement of economic and
monetary union. Spain fulfils all the convergence criteria ( ... ) and has therefore achieved
a high degree of sustainable convergence. Consequently, Spain fulfils the necessary
conditions for the adoption of a single currency.

6. In France national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB(5);

the average inflation rate in France in the year ending in January 1998 stood at 1.2%
which is below the reference value;

France is not the subject of a Council Decision on the existence of an excessive
government deficit;

France has been a member of the ERM during the last two years; in that period the
French franc (FRF) has not been subject to severe tensions France has not devalued, on
its own initiative, the FRF bilateral central rate against any other Member State's
currency;

in the year ending in January 1998 the long-term interest rate in France was, on average,
5.5% which is below the reference value.

France has fulfilled its legal obligations regarding the achievement of economic and
monetary union. France fulfils all the convergence criteria ( ... ) and has therefore
achieved a high degree of sustainable convergence. Consequently, France fulfils the
necessary conditions for the adoption of a single currency.

7. In Ireland national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in Ireland in the year ending in January 1998 stood at 1.2%
which is below the reference value;

during the second stage of EMU Ireland was not the subject of a Council Decision on the
existence of an excessive government deficit;

Ireland has been a member of the ERM during the last two years; in that period the Irish
pound (IEP) has not been subject to severe tensions and the IEP bilateral central rate has
not been devalued against any other Member State's currency; ( ... ) the bilateral central
rates of the IEP against all other ERM currencies were revalued by 3%.
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in the year ending in January 1998 the long-term interest rate in Ireland was, on average,
6.2% which is below the reference value.

Ireland has fulfilled its legal obligations regarding the achievement of economic and
monetary union.
Ireland fulfils all the convergence criteria mentioned (...) and has therefore achieved a
high degree of sustainable convergence. Consequently, Ireland fulfils the necessary
conditions for the adoption of a single currency.

8. In Italy national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in Italy in the year ending in January 1998 stood at 1.8% which
is below the reference value;

Italy is not the subject of a Council Decision on the existence of an excessive government
deficit;

Italy rejoined the ERM in November 1996; in the period from March 1996 to November
1996 the Italian lira (ITL) appreciated vis-à-vis the ERM currencies; since it re-entered
the ERM the ITL has not been subject to severe tensions and Italy has not devalued, on
its own initiative, the ITL bilateral central rate against any other Member State's currency;

in the year ending in January 1998 the long-term interest rate in Italy was, on average,
6.7% which is below the reference value.

Italy has fulfilled its legal obligations regarding the achievement of economic and
monetary union. Italy fulfils the convergence criteria mentioned in the first, second and
fourth indents of Article 109j(1);  as regards the criterion mentioned in the third indent of
Article 109j(1), the currency of Italy, although having rejoined the ERM only in
November 1996, has displayed sufficient stability in the last two years. For these reasons
Italy has achieved a high degree of sustainable convergence. Consequently, Italy fulfils
the necessary conditions for the adoption of a single currency.

9. In Luxembourg national legislation, including the statute of the national central bank,
is compatible with Articles 107 and 108 of the Treaty and the statute of the ESCB(6);

the average inflation rate in Luxembourg in the year ending in January 1998 stood at
1.4% which is below the reference value;

during the second stage of EMU Luxembourg was not the subject of a Council Decision
on the existence of an excessive government deficit;

Luxembourg has been a member of the ERM during the last two years; in that period the
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Luxembourg franc (LUF) has not been subject to severe tensions and Luxembourg has
not devalued, on its own initiative, the LUF bilateral central rate against any other
Member State's currency;

in the year ending in January 1998 the long-term interest rate in Luxembourg was, on
average, 5.6% which is below the reference value.
Luxembourg has fulfilled its legal obligations regarding the achievement of economic
and monetary union. Luxembourg fulfils all the convergence criteria ( ... ) and has
therefore achieved a high degree of sustainable convergence. Consequently, Luxembourg
fulfils the necessary conditions for the adoption of a single currency.

10 In the Netherlands national legislation, including the statute of the national central
bank, is compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in the Netherlands in the year ending in January 1998 stood at
1.8% which is below the reference value;

The Netherlands is not the subject of a Council Decision on the existence of an excessive
government deficit;

the Netherlands has been a member of the ERIVI during the last two years; in that period
the Netherlands Guilder (NLG) has not been subject to severe tensions and the
Netherlands has not devalued, on its own initiative, the NLG bilateral central rate against
any other Member State's currency;

in the year ending in January 1998 the long-term interest rate in the Netherlands was, on
average, 5.5% which is below the reference value.

The Netherlands has fulfilled its legal obligations regarding the achievement of economic
and monetary union. The Netherlands fulfils all the convergence criteria ( ... ) and has
therefore achieved a high degree of sustainable convergence. Consequently, the
Netherlands fulfils the necessary conditions for the adoption of a single currency.

11. In Austria national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB(7);

the average inflation rate in Austria in the year ending in January 1998 stood at 1.1%
which is below the reference value;

Austria is not the subject of a Council Decision on the existence of an excessive
government deficit;

Austria has been a member of the ERM during the last two years; in that period the
Austrian schilling (ATS) has not been subject to severe tensions and Austria has not
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devalued, on its own initiative, the ATS bilateral central rate against any other Member
State's currency;

in the year ending in January 1998 the long-term interest rate in Austria was, on average,
5.6% which is below the reference value;

Austria has fulfilled its legal obligations regarding the achievement of economic and
monetary union. Austria fulfils all the convergence criteria ( ... ) and has therefore
achieved a high degree of sustainable convergence. Consequently, Austria fulfils the
necessary conditions for the adoption of a single currency.

12. In Portugal national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in Portugal in the year ending in January 1998 stood at 1.8%
which is below the reference value;

Portugal is not the subject of a Council Decision on the existence of an excessive
government deficit; Portugal has been a member of the ERM during the last two years; in
that period the Portuguese escudo (PTE) has not been subject to severe tensions and
Portugal has not devalued, on its own initiative, the PTE bilateral central rate against any
other Member State's currency;

in the year ending in January 1998 the long-term interest rate in Portugal was, on average,
6.2% which is below the reference value.

Portugal has fulfilled its legal obligations regarding the achievement of economic and
monetary union. Portugal fulfils all the convergence criteria ( ... ) and has therefore
achieved a high degree of sustainable convergence. Consequently, Portugal fulfils the
necessary conditions for the adoption of a single currency.

13. In Finland national legislation, including the statute of the national central bank, is
compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in Finland in the year ending in January 1998 stood at 1.3%
which is below the reference value;

Finland is not the subject of a Council Decision on the existence of an excessive
government deficit;

Finland has been a member of the ERM since October 1996; in the period from March
1996 to October 1996 the Finnish markka (FIM) appreciated vis-à-vis the ERM
currencies; since it entered the ERM the FIM has not been subject to severe tensions and
Finland has not devalued, on its own initiative, the FIM bilateral central rate against any
other Member State's currency;
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in the year ending in January 1998 the long-term interest rate in Finland was, on average,
5.9% which is below the reference value.

Finland has fulfilled its legal obligations regarding the achievement of economic and
monetary union. Finland fulfils the convergence criteria mentioned in the first, second
and fourth indents of Article 1 09j (1); as regards the convergence criterion mentioned in
the third indent of Article 109j(1), the currency of Finland, although having entered the
ERM only in October 1996, has displayed sufficient stability in the last two years. For
these reasons Finland has achieved a high degree of sustainable convergence.
Consequently, Finland fulfils the necessary conditions for the adoption of a single
currency.

14. In Sweden national legislation, including the statute of the national central bank, is
not compatible with Articles 107 and 108 of the Treaty and the Statute of the ESCB;

the average inflation rate in Sweden in the year ending in January 1998 stood at 1.9%
which is below the reference value;

Sweden is not the subject of a Council Decision on the existence of an excessive
government deficit;

the currency of Sweden has never participated in the ERM; in the two years under review
the Swedish krona (SEK) fluctuated against the ERM currencies reflecting among others
the absence of an exchange rate target;

in the year ending in January 1998 the long-term interest rate in Sweden was, on average,
6.5% which is below the reference value.

Sweden has made insufficient progress in the fulfilment of its legal obligations regarding
the achievement of economic and monetary union. Sweden fulfils the convergence
criteria mentioned in the first, second and fourth indents of Article 109j(1) but does not
fulfil the convergence criterion mentioned in the third indent of Article 109j (1).
Consequently, Sweden does not fulfil the necessary conditions for the adoption of a
single currency.

15. The United Kingdom, ( ... ) has notified the Council that it does not intend to move to
the third stage of economic and monetary union on 1 January 1999; the assessment of the
fulfilment by the United Kingdom of the other necessary conditions for the adoption of a
single currency is therefore not necessary; ( ... )

Article 2

Findings
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In the light of the above, the findings of the Council are that Belgium, Germany, Spain,
France, Ireland, Italy, Luxembourg, the Netherlands, Austria, Portugal and Finland fulfil
the necessary conditions for the adoption of a single currency. (...)"
(The Commission, 1998).

During the week-end of the 1" and 3 ' of May, 1998, the European Parliament and

the Fifteen Member States' Heads of Government met and decided that the 11 Members

recommended by the Commission are "fit" to be among the "first wave" of participants in

the euro zone. They also irrevocably fixed the exchange rates that will be locked on

January 1, 1999 (Dauvergne, 1998, 59). However, conflicts arose when the time came to

decide on the president of the ECB. Basically, the ECB president is chosen for a period

of 8 years, but in order to reach a compromise and satisfy the conflicting parties, namely

the French and the German, Dutchman Wim Duisenberg was elected to serve as

president of the ECB until 2002 and "for health reasons" will be replaced for the next 8

years by the French candidate Jean-Claude Trichet (De Bresson, 1998, 2).

Possible Collapse?...

The opinions and reasoning differ widely as to what does the future hide for the

new European single currency. EMU has been driven by the expectation of a number of

benefits including lower costs, reduced exchange rate risk, greater competition, and a

broadening and deepening of European financial markets. The euro is expected - by the

European Commission - to be one of the world's leading transaction, investment, and

reserve currencies. It will demonstrate "the existence and the unity of Europe to its

partners and will help to make the international monetary system more stable" (Europa,

1998). The financial benefits that will be brought about by the euro can be classified in

three areas where savings are achieved:
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"Currency exchange. The elimination of costs associated with currency exchange
within the euro zone will produce estimated savings of half a percentage point of
annual European Union GDP each year.

• A common currency. The use of a common currency will allow easier price
comparison across the participating Member States. This will stimulate competition.
Here, the ultimate winner will be Europe's citizens and consumers.

• Trade and investment. By eliminating the exchange rate risk, European Monetary
Union (EMU), will bring increased business trading potential to commercial
companies, especially small and medium-sized enterprises."

(Europa, 1998).

A study conducted by Eurobarometer 44 during the period between mid-October

and mid-December 1995 showed that EU citizens anticipated that the tangible benefits of

the single currency would be "make life easier for people who travel across boarders"

(84%), "make it easier to shop around Europe as all prices will be comparable" (80%),

and "eliminate charges for changing from one currency to another" (77%). Fewer

believed that it would "cut down the costs of doing business between monetary union

Member States" (59%), and "reduce turmoil in international currency markets" (48%).

Even fewer believed that it would "create faster economic growth" (37%) as compared

with 41% who thought it would not, or "create more jobs" (30%) as compared with 52%

who did not consider this benefit a possibility. However, the greatest fears were that their

country "will lose too much of it identity" (42%), "will loose control over its economic

policy" (39%). Other feared issues include; an increase in "the difference between rich

and poor" (34%), "result in more disadvantages than advantages" (32%), and "result in

higher inflation" (3 1%) (The Commission, 1998).

Economists and thinkers have different views; however, they can't seem to make

up their minds on a common opinion. And the question remains: "Will European
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Monetary Union be a washout or a cataclysmic event that will change the entire balance

of power in the world monetary system?" (Capell, 1998, 34). The answer to this question

is shared by two diametrically opposed analysts: the eurosceptics and the advocates of the

euro. The first group anticipate the European Economic & Monetary Union area to be

one of high unemployment and divergent growth rates that will lead to a weak currency

(Capell, 1998, 2). David Lascelles, co-director of the Centre for the Study of Financial

Innovation, forecasts that in the year 2003, the crash of the EMU will take place. In fact,

he is the author of "The crash of 2003, an EMU fairy tale" in which he describes and

defends his theory. In the Euromoney issue of August 1997, an extract of the book is

published; Lascelles believes that in 2003 it will be said that even in 1997 the "EMU

seemed to be heading for collapse before it had even started, because of the French and

the German failure to meet the Maastricht criteria..." (Lascelles, 1997, 35). He argues

that having not met the convergence criteria set and despite that taking part in the euro

will cause the EMU to fall apart. As a matter of fact, he expects France, Ireland, Italy,

Spain, and Portugal to pull out of EMU after having their budget deficits go way beyond

the limits set by the Treaty. According to Lascelles, EMU will start on time but as a

weak currency. Surprisingly, it will gain in strength in 1999-2000 thanks to its ECB

president Duisenberg though his method will prove disastrous for the future. (Lascelles,

1997, 36-37).

Yves Mény, with the collaboration of the Robert-Schuman Centre (Florence) is

publishing a series of articles - in "Le Monde" - on the implications and effects of the

euro. He claims that it is true that the euro will produce benefits for the whole of the

currency area; however, on national and regional levels these benefits and their extent
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will be quite varied depending on the level of development or sectarian specialisation of

the region (Mény, 1998, 16). Rudolf Augestein, founder and director of the German

magazine "Der Spiegel", sends out very bitter criticism to the euro, according to him

Germany is being sacrificed and asked to pay for the poorer nations. To have Germany

share its strong currency with those of Italy, Spain, and Portugal is a very huge price and

sacrifice to pay. Augestein believes that due to this situation the euro will be a very weak

currency (Delattre, 1998, 3).

By ratifying the Maastricht Treaty, the Member States opted for stability after

learning from experience that high levels of inflation, the accumulation of public deficit

and high long-term interest rates distort business decisions and expectations, leading to

slow growth and holding back job creation. Therefore, the achievement of a high degree

of convergence between Member States' economies lays down the foundations for a

stable economic framework in the EU.

The purpose of the conditions set is to ensure that Member States have achieved a

sufficiently high degree of economic stability and convergence before they participate in

the euro zone. Once in the euro zone, economic disturbances in one Member State can

easily impact other participants. Thus, the conditions set out in the Maastricht Treaty for

participation in the euro zone are of great importance in reducing the risk of such

disturbances.

As a result, it is imperative to have the participating Member States abide

by the criteria set. Overlooking or deciding to abrogate some of the criteria could prove

to be harmful and damaging for all the hard work put into bringing the euro into

existence. It is good to note that the Treaty on the European Union does not have any
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provisions that cover the possibility for a Member State to withdraw from EMU. In the

case where Member States that have moved to the third stage of EMU, no longer fulfil

the convergence criteria, the European Council may have to impose sanctions on these

deviating states. If no corrective measures are taken, then the Council of Ministers may

impose sanctions which could take the form of fines, for example.

As mentioned in Chapter Two, sound public finances are the pre-requisites for

obtaining a stable currency. Therefore, for this purpose, the criterion pertaining to public

finances was initially set and expected to be respected. Ignoring or overlooking the

fulfilment of this criterion could threaten and endanger the stability of the new currency.

The relation between debt and deficit implies that when debt increases, one can expect

deficit to do so as well. In order to correct deficit, increased unemployment will have to

be encountered, thus leading to a decrease in growth. The problem here does not only lie

in this consequence but also in the fact that a country might not accept to increase its

unemployment figures in order to please the EU and satisfy the convergence criteria.

Labour unions would react and force the government to work for the benefit of the

country while ignoring that of the EU and the euro. What's more, speculators can read

into the acceptance of Member States that have not met the debt criterion as a fact that

will negatively impact the euro in the future. Thus, their interpretations and expectations

of a weak future for the euro can very well lead to having a currency that is indeed weak

and not trusted to be a power capable of competing with the US Dollar or the Japanese

Yen.

One must also not forget that it is very probable to have a conflict of interests

between the whole of the EU and a Member State's internal interests. An example is
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Germany. As noted earlier, the Germans are quite worried about giving up their currency

and don't seem convinced about the euro's benefits ("Germany first" is their motto).

With the approach of the elections in October of this year, Helmut Khol is in an awkward

position whereby, he has to satisfy the German people in order to get a chance to be re-

elected while abiding by the treaties governing the EU. Such conflicts are also apt to

affect the euro specially if it has not started off on a strong basis.

It is my belief that despite these problems, the euro will start off as a competitor to

the strong world-wide currencies as it is driven by a very strong political will of the

Member States. Participating Member States especially France and Germany, are

determined to make the euro a strong, successful currency and that is a challenge they

will eventually fulfil.



CONCLUSION

This study was conducted at a time when the EMU and the euro were going

through a lot of developments and major changes. Thus, while doing my research, more

new information was being constantly published. By the time this work is read much

more updated information would have been made public. This was one of the limitations

of the study whereby, I could not fully utilise all the information and latest developments

- especially in opinions - regarding the euro. Moreover, since this is a new and

contemporary issue, many critics and analysts are still in the process of analysing its

different aspects and future expectations. Another type of limitation was that of the

figures whereby I had to rely on the European Union's Eurostat figures in order to make

my personal recommendation. This could have been considered as a biased act; however,

the European Commission will eventually rely on the figures provided by the Eurostat in

order to come up with its own decision. Although I would have preferred to compute

these figures myself, some data were not accessible by me in order to achieve this goal.

As to my conclusion of the study, I believe that the choice of the European
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Commission of the eleven Member States was too optimistic, since they assumed that the
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Member States that have been granted abrogation with regard to the public finances

criterion, will correct their discrepancy after joining the euro (as they are converging

towards the criteria). But once in, who and what can guarantee such corrective measures:

sanctions in the form of fines?... Wouldn't there be Member States exempt of the

sanctions because of some future abrogation applied to this decision too? When setting

the convergence criteria for joining the euro, the people in charge thought long and hard

so that the right conditions are chosen. Each condition has its role to play in providing

for a stable area for the launching of the euro. Therefore, it wouldn't be wise to

disregard even the least important condition (if any such condition exists) in order to

allow some Member States to participate in the single currency. The political power of

Member States cannot offset their economical weaknesses and when assessing a country,

its strong political presence should not have been the sole key factor in determining

whether or not a specific country is fit to take part in the euro zone. Countries like Italy,

Belgium and others that do not fulfil the convergence criteria were accepted to take part

in the euro because of their political positions and strong influence. The acceptance of

the likes of such countries could jeopardise the euro's future stability and position as an

internationally strong currency.

The euro has quite a few sceptics that are doubting in its ability to last, therefore,

the last thing the Member States need is to cause more suspicions to arise. Since the

decision has already been made, what I would suggest is that the convergence criteria be

applied very strictly by the eleven Member States. This application should be monitored

by the European Council and the Council of Ministers. Very tough sanctions should be

given to Member States that deviate from the conditions and corrective measures closely
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monitored by the appropriate institutions. Moreover, in the case where such measures are

not being applied efficiently, provisions that allow - or even demand - the deviating

Member States to withdraw or exit from the euro zone, should be set and agreed upon.

These provisions will have to be applied in the cases where the euro's security is severely

endangered by the Member State's economic performance. I realise that this is not an

encouraged suggestion, in fact it is quite delicate since it can entail the collapse of the

entire single currency project. But, it should be noted that exit is only allowed (or

required from) Member States that are turning out to be burdens on the rest of the

participants in the euro. Thus, a Member State that finds the euro not so beneficial for its

internal (national) interests and decides to withdraw, cannot be granted such a request. I

hope that if this suggestion is considered, it may be applied strictly and by the book since

allowing for even one single exception (as in the case of the euro convergence criteria)

could mean the end of the euro.
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