NARODNA BANKA SLOVENSKA

THE EXCHANGE RATE AND ITS ROLE IN THE EMU ...

THE EXCHANGE RATE AND ITS ROLE IN THE EMU
ACCESSION PROCESS

INSTITUTIONAL ASPECTS OF CONVERGENCE CRITERIA
OF THE EXCHANGE RATE IN THE FRAMEWORK OF EMU'

Rastislav Carsky, Martina Klaéanska, Andrea Tvaroskova

Introduction

Slovakia is to become a member of the European
Union in May 2004. On the basis of the EC Treaty,
membership of the European Union means for Slovakia
a commitment to conduct its economic policy in coordi-
nation with other Member States, with the aim of achi-
eving common goals. A component of the economic
policy, as well as of other activities of an EU Member
State is adherence to the Stability and Growth Pact with
subsequent adoption of the single currency (the euro)
and a common monetary policy. The accession process
thus creates certain limitations for individual compo-
nents of economic policy, which in the case of budgeta-
ry policy are set in terms of budget deficit and public
debt criteria. Monetary policy will be determined by the
need to fulfil inflation criteria and the convergence of
interest rates. Last but not least, the EMU accession
process also creates a framework for exchange rate
policy. This is given by the definition of the exchange
rate criterion as well as the need to create macroeco-
nomic stability and ensure the vitality of the economy
after country’s accession to the euro area. In this con-
nection, the country’s membership in the exchange rate
mechanism (ERM Il) and the setting of central parity
become an important question.

With upcoming Slovakia’s accession to the EU,
exactly the ERM Il membership and the function of the
exchange rate in the economy is currently under dis-
cussion. Consequently, what is the role of the exchan-
ge rate in the process of ensuring macroeconomic sta-
bility? What is the ERM Il and how is the exchange rate
criterion defined? How has the evaluation of this crite-
rion progressed over the past years and what is the
view of the European Commission and the ECB on ful-
filment of the criterion as presented in the convergen-
ce reports? This article attempts to provide answers to
these and other questions, and to give the reader
some idea of the experience of Greece in the ERM Il
membership on the road to the common European cur-
rency.

Membership in the ERM Il and the role
of the exchange rate in the context
of macroeconomic stability

Membership in the ERM Il and the level of central
parity in the framework of the mechanism need to be
seen on two levels — as a precondition for the fulfilment
of the nominal criteria of membership in the euro area
and in the context of the role of the real exchange rate
as an instrument for maintaining/recovering macroeco-
nomic stability.

The ERM Il membership creates certain determina-
tions for the exchange rate development set by the defi-
nition of the exchange rate criterion, or respectively its
application in practice. At the same time, the exchange
rate should not be understood merely as an instrument
for accession to the euro area, but the level should also
reflect the development of economic fundamentals. In
other words, the exchange rate should be perceived as
a means for maintaining the economy close to its equi-
librium.

In this respect, a future central parity should thus ref-
lect (generally it should be understood by the markets
as a conversion exchange rate as well) the medium-
term level of the equilibrium real exchange rate.

The importance of the real exchange rate has been
especially underlined in connection with entry to the
monetary union and the factual loss of the nominal
exchange rate as an instrument for solution of econo-
mic imbalances. In the case of a country’s entry to the
euro area in a situation where the actual level of the real
exchange rate differs significantly from the equilibrium
level, a return to equilibrium could be realized only via
price development, or through adjustment of real eco-
nomic variables (output, employment, wages). Econo-
mic equilibrium of a country is depicted in Graph 1.

Economic equilibrium is shown in relation to the level
of the real exchange rate and domestic demand. The
curve of CA (current account) indicates the long-term

1 Opinions stated in this article are those of the authors and do
not necessarily reflect the opinion of the NBS.
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Graph 1 Macroeconomic equilibrium
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Note: Growth in the real exchange rate indicates appreciation

sustainable level of current account, or the stance of
external equilibrium. A country having a current
account surplus is located below the CA curve, while
conversely a country with a current account deficit will
be located above the curve. Internal equilibrium is
represented by the potential output curve (Y*). In the
case that economy is located above the curve Y*, it is
below the level of its potential output and, conversely,
below the level of this curve the actual output is higher
than the potential output. The position of an individual
economy in the framework of this diagram is determi-
ned by the level of real domestic demand and the real
exchange rate in relation to equilibrium figures.

If the real exchange rate in comparison with its equi-
librium level is overvalued, the country is located below
point A, from the view of domestic economic subjects
tradable goods are relatively cheaper in comparison
with non-tradable goods and also the export price is
relatively higher in comparison with the price level of tra-
ding partners. On the one hand, the economy suffers an
increasing deficit on the current account of the balance
of payments due to relatively more expensive exports
and the growth of imports (in comparison with non-tra-
dable goods, these are relatively cheaper). At the same
time, relatively low demand for non-tradable goods dam-
pens inflation, or reduces their production. The economy
thus occurs below the level of the potential output.
A recovery of the macroeconomic equilibrium in this
situation may be effected via depreciation (devaluation)
of the nominal exchange rate, through a reduction in the
inflation differential in comparison with the price growth
of trading partners or via a combination of these factors.
In the case of depreciation (devaluation) of the exchan-
ge rate the return to economic equilibrium may be fas-
ter. Export competitiveness will be restored, prices of
tradable goods will increase in relation to the prices of
non-tradable goods, resulting in a growth of demand for
non-tradable goods. The economy thus moves back to
the level of potential output and to external equilibrium.
If a country enters the euro area with an overvalued real
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exchange rate, then with regard to the non-existence of
the nominal exchange rate, macroeconomic equilibrium
could be established via price development only (a fall in
the level of inflation differential below the level of trading
partners) with an impact on the real economy. In this
case the process of restoring equilibrium in the econo-
my would be significantly more painful and slower
(especially with regard to the high rigidity of prices,
wages and labour markets in transforming economies).

Conversely, the point B represents a situation where
the real exchange rate in comparison with its equilibrium
level is undervalued. Thus, the export price is lower (in
comparison with trading partners) and concurrently, pri-
ces of tradable goods are relatively more expensive for
domestic economic subjects in comparison with those of
non-tradable goods. This results in excessive demand for
non-tradable goods, real economic growth above the
level of the potential output and inflationary pressures
stemming from this. Similarly, as in the previous case, the
most rapid way of return to macroeconomic equilibrium
is via appreciation (revaluation) of the nominal exchange
rate, what will occur also via price development (higher
inflation in comparison with trading partners). If a count-
ry enters the euro area with an undervalued real exchan-
ge rate, then, given the non-existence of a nominal
exchange rate, the return to macroeconomic equilibrium
is carried out via price development with a corresponding
impact on the real economy. Thus the economy moves
over the level of its potential output, where prices rise fas-
ter in comparison with trading partners. So the exchange
rate not corresponding to economic fundamentals can
be a source of macroeconomic imbalance.

By entry to the euro area, a country practically gives
up control over the nominal exchange rate as an instru-
ment for resolving macroeconomic imbalances. The
setting of a central parity and subsequently the conver-
sion exchange rate at a level not imposing a threat to
sound, balanced economic development of a country
thus becomes an important question facing the current
candidate countries on the road to accession to the EU
and subsequently to the EMU.

Nominal limitations on exchange rate
development on the road to a single currency

This nominal determination is set by Maastricht crite-
rion on exchange rate and its application or interpreta-
tion by the European Commission and the ECB within
the convergence reports. These limitations are quite
closely connected with political will or the lack of it to
enlarge the euro area. To minimize the risk of non-fulfil-
ment of the exchange rate criterion requires relatively
strict adherence to the interpretation of criterion evalu-
ation by both institutions.
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The EC Treaty defines the exchange rate criterion as
observance of the normal fluctuation band provided by
the exchange rate mechanism of the European Mone-
tary System for at least two years without devaluation
against the currency of any other Member State.

The Protocol on convergence criteria also specifies that
participation in the exchange rate mechanism means
a movement of the exchange rate in the framework of the
normal fluctuation band without severe tensions for at
least two years before examination. On the basis of the
European Council Resolution on the establishment of an
exchange-rate mechanism in the final stage of the eco-
nomic and monetary union a normal fluctuation band
means + 15% around approved central parity.

According to the application of EC Treaty provisions
regarding the evaluation of the exchange rate criterion
as expressed by the European Commission and the
ECB/EMI in the convergence reports, however, the ful-
filment of this criterion responds to exchange-rate deve-
lopment close to the central parity, where the country
under examination should not record a long-term, and
in particular, systemic breach exceeding 2.25% into the
depreciation band. However, evaluations of individual
countries in the framework of convergence reports indi-
cate that the fulfilment of the exchange rate criterion in
the past was not strictly fixed to maintaining exchange
rate development in a band not exceeding * 2.25 %
around the central parity during the whole time horizon,
nor to the condition of two-year participation in the ERM
(ERM 11) before the examination of the country (in the
case of Italy and Finland).

In following part of this article we shall examine in
greater detail the evaluation of the fulfiilment of the
exchange rate criterion by individual countries, current
members of the euro area, as well as the strategy of
Greece (as the only country with a derogation, which
joined monetary union at a later date and from the ERM
) prior to entry to the ERM and EMU.

The exchange rate mechanism (ERM Il) and
approach of the European Commission and
ECB to evaluating the exchange rate criterion

In the run-up to the final stage of monetary union it
has been necessary to formally establish an institution
which would oversee the functioning of the exchange
rate mechanism (ERM) under the new conditions — the
introduction and existence of a single currency. There-
fore, on 16 June 1997, European Council approved the
Resolution on the exchange-rate mechanism in the
third stage of economic and monetary union. In contrast
to the previous multilateral system, in the framework of
the ERM Il the central parities of the participating cur-
rencies were fixed against the single currency.
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A comparison between the ERM and ERM Il

In comparing both systems it can be said that there are
certain similarities, as well as differences. Similarities inc-
lude especially the common procedure of setting a cent-
ral parity and fluctuation band. The finance ministers, the
ECB, the governors of national central banks as well as
the European Commission take part in this common pro-
cedure. A further similarity is the standard fluctuation
band of + 15%, which does not exclude the possibility to
narrow it, even though within the ERM until 1993, a fluc-
tuation band of + 2.25% had been set with a permitted
exception of 6%. Within both mechanisms, interventions
at the margin with appropriate financing are undertaken
automatically. Similarly, within the ERM as well as within
ERM Il there is a possibility to change the parity and the
fluctuation band by common procedure.

The difference between both mechanisms could be
seen mainly in the fact that ERM Il is built on bilateral
relations between the euro and the currency of a non-
euro area Member State. So an intervention obligation
arises between the ECB and the NCB of a non-euro
area Member State (in the framework of the ERM, inter-
ventions were made on a multilateral basis). The euro
has become the formal anchor of the ERM Il, whereas
in the ERM no formal anchor was set (the DEM was
merely an informal anchor of the system). In a frame-
work of the ERM II, there is a clause stating that the
ECB and a NCB have the right to suspend interventions
if the objective of price stability would be jeopardised (in
the ERM this article did not formally exist). In the frame-
work of the ERM II, adjustments to the central parity can
be initiated in a timely manner and by all participating
parties (in the ERM the process of adjustment could be
initiated only by the Member State concerned).

The role and objective of the ERM Il
and its institutional definition

Pursuant to the Resolution of the European Council
of 16 June 1997, one of the main objectives of the ERM
Il is exchange rate stability, a precondition of which is
economic convergence of the participating Member
States, and is reflected in a sound fiscal policy and
structural reforms. The exchange rate mechanism of
the ERM Il should help non-euro area Member States
participating in it in their efforts towards adopting the
single currency at a future date. Equally, the ERM Il pro-
vides to States not yet adopting the single currency the
same treatment in the evaluation of the convergence
criterion fulfilment as to States which became members
of the euro area on 1st January 1999. The ERM Il func-
tions without prejudice to the primary objective of the
ECB or NCB to maintain price stability. Participation in
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the mechanism is voluntary, nevertheless, the partici-
pation of EU Member States with derogation is expec-
ted (Article 1.6 of the Resolution). The ERM Il exchan-
ge-rate mechanism ensures sufficient flexibility in
implementing the exchange rate policy of the participa-
ting states and concurrently enables the creation of clo-
ser links to the euro, for example through narrower fluc-
tuation band (Article 1.8 of the Resolution).

Based on the Resolution’s text, a central parity is set
for the currency of each EU Member State outside the
euro area participating in the ERM Il in relation to the
euro, with a standard fluctuation band of + 15%. Inter-
ventions at the margins are automatic and unlimited,
nevertheless, the ECB or NCB can suspend these
interventions in case of conflict with the primary objec-
tive to maintain price stability. The mechanism allows
co-ordinated interventions in case of exchange-rate
movement within the band. The flexible use of official
interest rates by central banks is one of the important
characteristics of the ERM II.

The decision on central parity is taken by mutual
agreement between the finance ministers of the euro
area Member States, the ECB and the finance minis-
ters and governors of the national banks of the EU
Member States outside the euro area participating in
the exchange rate mechanism. This mutual agreement
follows after a common procedure involving the Euro-
pean Commission, and after consultation of the Econo-
mic and Financial Committee (EFC). The ministers of
finance and governors of national central banks of the
EU Member States not participating in the ERM Il may
take part in the decision-making process, but without
voting rights. All participating parties have the right to
initiate the process of reconsidering the central parity.

On the basis of an individual judgment it is possible, at
the request of a Member State that is a participant in the
ERM II, to set a narrower fluctuation band. In this case
the decision is taken by the ministers of finance of the
euro area Member States, the ECB and the minister of
finance and governor of the national central bank of the
State concerned. Their decision is made following a com-
mon procedure, in which the European Commission par-
ticipates and subsequent to consultation with the EFC.
Ministers and governors of central banks of other States
participating in the ERM Il may participate in the decisi-
on-making process, but without voting rights.

The operational framework for the ERM Il exchange-
rate mechanism was set by the Agreement of 1st Sep-
tember 1998 between the ECB and the national central
banks of the Member States outside the euro area.
According to this agreement the participating parties
agreed on the joint notification of central parities and
changes to them, as well as the lower and upper limits
for automatic intervention of the market participants.
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Interventions are effected in euro or in the currencies of
countries outside the euro area participating in the
ERM II. The ECB and participating NCBs must mutual-
ly inform one another of their intended interventions.

The exchange rate criterion — a definition
and its application, or interpretation

in convergence reports of the European
Commission and the ECB

The present candidate countries must in the Moneta-
ry Union accession process unconditionally fulfil the
convergence criteria for adopting the euro as they are
stated in the EC Treaty and will be evaluated by the res-
pective institutions (European Commission and ECB) in
convergence reports. The interpretation of the conver-
gence criteria in an evaluation is based above all on the
principle of equal treatment. This means that pursuant
to the Treaty, Member States acceding to Monetary
Union at a later date may neither be advantaged nor
disadvantaged in comparison to those Member States
which originally created the Monetary Union. The
second principle is strict adherence to the provisions of
the EC Treaty so as to avoid any watering down of the
convergence criteria and to eliminate any legal risks
ensuing from a breach of the Treaty. According to the
third principle, where literal application of a criterion is
not possible, technical adaptation should be made in
accordance with the original intention at the time the
criterion was defined?.

In evaluating the exchange rate criterion it is neces-
sary to work primarily from the relevant articles of the
EC Treaty and the Protocol on convergence criteria.
Article 121 of the EC Treaty specifies the Maastricht
exchange rate criterion as observance of a normal fluc-
tuation band within the exchange rate mechanism in
the framework of the European Monetary System for at
least two years without devaluation against the curren-
cy of another Member State.

The Protocol on convergence criteria also specifies
that participation in the exchange rate mechanism
means a movement of the exchange rate in the frame-
work of the normal fluctuation band without severe ten-
sions for at least two years prior to examination. Pursu-
ant to the approved Resolution of the European Coun-
cil the establishment of the exchange-rate mechanism
in the third stage of the economic and monetary union,
a normal fluctuation band corresponds to + 15% around
the approved central parity. A Member State, during this
period, may not devalue the central parity of its curren-
cy against that of another Member State.

2 Position Paper of the ECB in relation to the accession process
to the euro area, December 2002.
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The evaluation of fulfilment of the exchange rate cri-
terion has undergone certain developments due to
changes in the exchange-rate mechanism in the frame-
work of the European Monetary System, as well as in
connection with the ongoing process of building up the
monetary union.

In the case of the convergence examination in 1998,
the European Commission, in the framework of the
second stage of building up monetary union with the
single currency, applied in its evaluation of the exchan-
ge rate criterion the so-called median currency ap-
proach3. In applying this method a movement of the
exchange rate within the + 2.25% fluctuation band vis-
a-vis the median currency of the mechanism is tolera-
ted. This in fact allowed a 4.5% appreciation, or depre-
ciation of one currency against another (currencies at
the upper and lower end of the range of currencies on
a given day).

The decision of August 1993 on expanding the fluc-
tuation band of the ERM Il to + 15% required clearer
specification in evaluating exchange-rate stability. At
the time of the examination in 1998 it was still not
precisely defined, whether a "normal fluctuation band"
corresponds to this expanded band or to the original
+ 2.25%. On the one hand, in connection with asses-
sing exchange-rate stability the expanded band was
thought to be inappropriate, since at the inception of the
EC Treaty the + 2.25% band was deemed normal, and

3 The median currency approach defined the currency closest to
its central parity against the ECU as the reference currency, against
which the other currencies in the mechanism are compared. The
reference currency is determined according to exchange rate fixing
on a daily basis.
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s0 a 30% appreciation or depreciation of a currency (in
the case of using the median currency approach bet-
ween currencies at the lower and upper end of the
range of currencies) could hardly be considered as
a stable development. In addition, the expanded band
was originally introduced as a temporary measure
meant to serve as an instrument to ward off speculati-
ve attacks on individual currencies in the ERM. On the
other hand, however, the fluctuation band of + 2.25%
was nowhere formally encoded.

In evaluating the exchange rate criterion in its con-
vergence report the European Commission did not con-
sider the exceeding of the defined fluctuation band
automatically a sign of severe tensions. In assessing
the severity of swings in the movement of the exchan-
ge rate it was necessary, according to the European
Commission, to take into consideration the duration
and amplitude when the limit of the band was excee-
ded, the nature and scope of corrective measures, pri-
marily foreign currency interventions and changes in
short-term interest rates, and this as to whether there
was actually pressure for an appreciation or depreciati-
on of the currency.

Assessing the fulfilment of the exchange rate conver-
gence criterion, the European Commission stated that
by the end of the evaluation period (February 1998) the
Belgian, Luxembourg, Danish, German, Spanish,
French, Irish, Dutch, Austrian and Portuguese currenci-
es participated in the ERM for more than two years.
Among these currencies only the Irish currency was
traded outside the fluctuation band of + 2.25% against
the median currency during the evaluation period,
nevertheless its deviation was primarily in the appre-

Tab. 1 Spread of ERM currencies against the median currency (for the period March 1996 to February 1998)

Days below the limit -2.25%
Average Percentage
of absolute Maximum Minimum Standard of trading
Average (%) values (%) (%) (%) deviation Number days

BEF/LUF | —0.08 0.22 0.44 —0.44 0.23 0 0
DKK —0.46 0.47 0.04 -1.41 0.52 0 0
DEM -0.13 0.14 0.34 —0.46 0.12 0 0
ESP 0.71 0.71 2.61 0.00 0.47 0 0
FRF —0.81 0.81 0.05 —2.35 0.56 2 0
IEP 4.56 5.21 10.91 —4.24 417 32 6
ITL* —0.77 1.57 1.84 —7.82 2.13 96 19
NLG 0.15 0.25 0.93 0.30 0.32 0 0
ATS -0.15 0.16 0.31 —0.47 0.13 0 0
PTE 0.67 0.86 2.76 -1.36 0.88 0 0
FIM* 0.54 1.26 3.74 —4.21 1.44 39 8

*Data for the ltalian lira and Finnish marka are calculated as if both currencies participated in the ERM throughout the whole evaluation peri-
od. All days when currencies fell below the — 2.25 % limit, were for the period before joining the ERM.

Source: European Commission
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ciation part of the band. During the evaluated two-year
period, the exchange rate of these 10 currencies did
not experience severe tensions.

At the time the European Council passed its decision
in May 1998, the Italian and Finnish currencies partici-
pated in the ERM for 17, and 18 1/2 months respecti-
vely. The period when the exchange rates of both cur-
rencies were below the — 2.25% limit, was also before
entry into the ERM. Prior to their entry into the ERM,
however, both countries showed a trend of appreciati-
on, and following entry into the ERM had experienced
relatively stable development. For the purposes of the
examination both currencies were evaluated as if they
participated in the mechanism throughout the two-year
period. Neither of these currencies had needed direct
monetary policy instruments for defence (an increase of
official interest rates, or pronounced interventions).

From this examination it is clear that the European
Commission in assessing fulfiiment, did not follow
strictly the definition of the convergence criteria, but
took instead into consideration the overall trend of
development in the exchange rates of the individual
currencies. In the case of Italy and Finland, it had the-
refore not been necessary to keep to the two-year peri-
od of participation in the ERM. At the same time, it
needs to be said, that all the currencies concerned had
showed deviations from the stipulated conditions only
at the beginning of the evaluation period, while in the
later phases no swings occurred in the case of any of
the currencies and the exchange rate gradually conver-
ged to central parity, vis-a-vis the median currency.

The European Monetary Institute (EMI) based its
evaluation in 1998 on the opinion that the convergence
report need not be founded on a detailed interpretation
of participation in the ERM, but rather on a thorough
evaluation of the sustainability of exchange-rate stabili-
ty in the context of the economic fundamentals of the
individual Member States. In evaluating fulfilment of the
criterion the EMI did not use the median currency app-
roach (as did the European Commission), but assessed
the development of individual currency’s exchange
rates mutually against one another. The EMI in its exa-
mination also paid attention to the development of the
real effective exchange rate, balance of payments cur-
rent account development, foreign trade development,
and the direction of exports.

From the above, it is clear that the EMI in its report, in
the same way as the European Commission, did not
adhere strictly to an application of the convergence crite-
rion and the development of the exchange rate of the
countries concerned in the period under review was
described without particular reference to adherence or
non-adherence to the conditions for fulfilling the criterion.
In the case of the EMI, the evaluation, in comparison with
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the European Commission, may be described as less
specific. The EMI in its evaluation does not state whether
a country fulfils or does not fulfil a criterion — it leaves this
a matter for the Council (ECOFIN) to decide.

In 2000 and 2002 the European Commission in its
convergence reports on the fulfilment of the exchange
rate criterion considered the following conditions as the
most important:

1) participation in the ERM Il at the time of the exa-
mination is mandatory,

2) participation in the ERM Il for at least two years
prior to the examination is required, and the stability of
the exchange rate prior to entry into the exchange rate
system is taken into consideration,

3) no devaluation from the central parity during the
evaluation period,

4) in the context of the ERM II, the exchange rate must
be maintained within the fluctuation band of + 2.25%
from the central parity stipulated in relation to the euro,
and breech of the given margins does not unconditio-
nally mean a severe tension in exchange-rate develop-
ment. In the case of an exchange rate movement there
is a difference in the evaluation between exceeding the
limit of the fluctuation band of 2.25% in appreciation, or
depreciation direction.

The European Central Bank, in the same way as the
European Monetary Institute in 1998, in its convergen-
ce reports for the years 2000 and 2002, in connection
with the relevant provisions of the EC Treaty, defined
the basis for evaluating individual currencies as follows:

1) In the evaluation it is necessary to take into consi-
deration whether the country participated in the ERM ||
“for at least two years prior to the examination”, or not.

2) In the assessment of the "normal fluctuation band"
it is necessary to take into account the fact that despite
the ERM Il fluctuation band was set at + 15%, in the
conceived Treaty a fluctuation band of + 2,25% was
“normal” with a permitted exception of + 6%, and, the-
refore, in the examination it is necessary to put empha-
sis on the development of the exchange rate close to
the central parity.

3) With regard to “severe tensions”, it is necessary in
the examination, to take into consideration the degree
of deviation of the exchange rate from the central pari-
ty together with the assessment of the foreign currency
intervention, or the use of indicators as short-term inter-
est rates differentials in relation to the euro area.

In the case of Greece, as the only country with
a derogation, and which entered monetary union at
a later date (Greece became a member of the euro
area on 1 January 2001), the European Commission in
its convergence report in 2000, stated that the drachma
participated in the ERM and, subsequently the ERM I,
longer than the required two-year period. During its par-
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ticipation in the ERM the exchange rate occurred above
the central parity level set against the median currency
and during its participation in the ERM II, the exchange
rate moved similarly above the central parity vis-a-vis
the euro. Furthermore, the European Commission sta-
ted that during the period under review no devaluation
of the central parity of the drachma against any curren-
cy in the ERM or against the euro in the ERM Il had
taken place. Although the drachma exchange rate had
come under some pressure due to turbulence on the
international financial markets in the summer of 1998,
this was only temporary and no serious swings were
recorded in the exchange rate development. On this
basis, the European Commission found that Greece
had fulfilled the exchange rate criterion.

The ECB in its convergence report in 2000, discus-
sed the exchange rate development of the drachma in
relation to the ECU, (later the euro). This development
was split into two different phases. The first phase, from
the beginning of the evaluated period up to February
1999, was characterised by a trend of an appreciation
vis-a-vis the ECU/euro. During the second phase, the
drachma showed a moderate depreciation trend
towards the central parity. As in its previous convergen-
ce report, the ECB in its description of the development
of the nominal exchange rate, paid attention also to the
development of the real effective exchange rate, the
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development of the balance of payments current
account and the foreign trade of Greece. There was no
statement on fulfiiment of the convergence criterion.
The ECB left this decision to be taken by the ECOFIN
Council, which decides through a qualified majority on
the fulfilment of the criterion by a country in the status
of a Member State with a derogation.

After the accession to the EU, the position of the cur-
rent candidate countries will not be the same as it was
the case with Greece. These countries on entry to the
ERM Il mechanism (Greece originally entered the ERM)
will have their central parities set against the euro. For
this reason, the evaluation of the exchange rate crite-
rion, for example, by the European Commission, may
be somewhat different, since the development of the
exchange rate will not be judged by means of the me-
dian currency approach, applied in the examination in
the year 2000. The candidate countries may, on acces-
sion to the euro area, create a precedent in the process
of evaluating the fulfilment of convergence criteria, also
with reference to the interpretation of individual criteria
for accession to the euro area.

To be continued by Greece's participation in the
ERM and ERM Il exchange-rate mechanisms in the
period prior to entering the EMU in the next issue.
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