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INTRODUCTION

The euro came into existence on 1 January 1999, covering eleven of the EU's current Member States:
that is, Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, the Netherlands,
Portugal and Spain. 

Four Member States - Denmark, Greece, Sweden and the UK - remained outside. Denmark and the
UK exercised their right to "opt out", while Greece failed to meet the necessary economic
convergence criteria. The Swedish central bank did not fully meet the condition of independence; and,
like the Pound Sterling, the Swedish crown also remained outside the Exchange Rate Mechanism of
the European Monetary System.

It is possible that all these "out" countries will have joined the euro area by the year 2002, when €
notes and coins come into circulation. The Greek Government is seeking to meet the criteria in time
for membership in 2000 or 2001. However, in both Denmark and the UK - and probably in Sweden
as well - a prior referendum will be necessary.

Public opinion in all three of these countries, having at one time been heavily hostile to participation,
swung towards support immediately following the successful launch of the euro. In the months
following, however, there was a reversion to opposition, most notably in Sweden and the UK.  It is
therefore possible that the applicant countries will be joining the European Union before all existing
Member States have fully adopted the euro.

The Applicant Countries

Eleven countries of Central and Eastern Europe, together with Cyprus, Malta and Turkey, have
applied for full membership of the European Union.

Bilateral negotiations are at an advanced stage with six of these - the Czech Republic, Cyprus,
Estonia, Hungary, Poland and Slovenia. Negotiations are now also under way with Bulgaria, Latvia,
Lithuania, Malta, Romania and Slovakia. In principle all of these could accede to the EU in one
enlargement, though it is more likely that there will be two or more “waves”.

It is also possible that, as a result of events in the Balkans, other European countries may join the list
of applicant states: for example, Albania and the Former Yugoslav Republic of Macedonia
(FYROM). Membership negotiations might also, in principle, begin with Turkey, subject to the
removal of reservations concerning human rights.

The basic conditions for EU membership have been outlined in the "Copenhagen criteria" of 1993.
These are:

Ø stability of institutions guaranteeing democracy, the rule of law, human rights, and the respect for
and protection of minorities;

Ø the existence of a functioning market economy;

Ø the capacity to withstand competitive pressures and market forces within the Union; and
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Ø the ability to take on the obligations of membership, including the adoption of the acquis (that
is, existing Community law and practice), and "the aims of political, economic and monetary
union".

The timescale of enlargement is not yet clear. It depends not only on progress by the applicant
countries in meeting the Copenhagen criteria, but also upon how rapidly the European Union can
itself adapt to accommodate new Member States. Of critical importance will be the budgetary and
other reforms outlined in "Agenda 2000", and certain institutional reforms (size of the Commission,
voting procedures in Council, etc.).

Some of the applicant countries are preparing a fairly rapid timetable for accession, not only to the
European Union, but also to EMU. For example, the Governor of the Polish Central Bank, Mrs.
Gronkiewicz-Walz, has stated1 that Poland plans EU accession at the beginning of 2003, EMU
accession at the beginning of 2005, and the final replacement of the zloty by the euro in 2008.

The applicant countries' progress in adopting the acquis is the subject of detailed examination by the
Commission under the "screening" process. So far, reports on Chapter 11 - that is, Economic and
Monetary Union - have been completed for the Czech Republic, Cyprus, Estonia, Hungary, Poland
and Slovenia. Screening is also under way with Bulgaria, Latvia, Lithuania, Romania and Slovakia.

THE STATUS OF NEW MEMBER STATES

Membership of the EU does not imply automatic participation in the euro area. Although
simultaneous accession is possible – subject to prior adherence to the necessary convergence criteria
(see next section) – it is more likely that some or all of the new Member States will require a period
of transition before being able to adopt the euro.

In this case, their status under Treaty Article 109k(1) will be that of any existing Member States still
outside Stage 3: i.e. "Member States with a derogation".

On accession to the EU, new Member States will nevertheless be under an obligation to adopt the
acquis, and will therefore be bound by Article 3a of the Treaty, and by Title VI. These provide for
membership of  Economic and Monetary Union, though not initially of Stage 3 in full. In particular:

• Unless an "opt out" similar to those of Denmark or of the UK is negotiated – and neither the EU
nor the applicants are contemplating one – a new Member State will be required to join the euro
area as soon as the entry criteria are met. Assessments are made at least every two years under
Article 109k(2).

• Liberalisation of capital movements will have to be complete (Article 73b).

• Under the provisions of Treaty Article 109m, a Member State outside the euro area must "treat
its exchange rate policy as a matter of common interest".

• Though not bound by the full provisions of the Stability and Growth Pact to keep budget deficits
below 3% of GDP, and to maintain balanced budgets over the economic cycle, a Member State
outside the euro area must "endeavour to avoid excessive government deficits" under Treaty
Articles 104c and 109e.

                                               
1 In evidence to the European Parliament's Monetary Affairs Sub-Committee, 17 March 1998.
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• Likewise, all Member States are required, under Article 103, to "regard their economic policies
as a matter of common concern" and to "co-ordinate them within the Council". They will be
covered by the procedures outlined in the Article for "multilateral surveillance" and for "broad
guidelines".

• All Member States, whether adopting the euro or not, must abide by the three "golden rules" on
public sector finance contained in the Treaty. That is:

1) no "monetary financing" of budget deficits (Article 104);

2) no "privileged access" to funds from financial institutions (Article 104a); and

3) no "bail out" by the Community itself or other Member States (Article 104b).

• The currencies of EU Member States outside the euro area may be linked to the euro through the
reformed Exchange Rate Mechanism (ERM2). Both the Danish crown and the Greek drachma
were part of the old ERM, and now participate in the new mechanism. However, both Sweden
and the UK have so far taken the position that participation in ERM 2 should be optional, even
for countries wishing to participate fully in EMU Stage III (see later under "The exchange rate
criterion".)

• Under Article 108, national legislation, including the statutes of the national central bank, must
be brought into line with the Treaty and the Statute of the European System of Central Banks
(ESCB). This includes the independence of the monetary authorities and the primacy of the price
stability goal. The Governors of all Member States' Central Banks will be members of the General
Council (though not of the Governing Council) of the European Central Bank (ECB).

In practice, the applicant countries will need to move towards adopting much of the EMU acquis in
the pre-accession phase. For example, the liberalisation of capital movements will in any case be
necessary to fulfil the Copenhagen economic criterion of having a functioning market economy.
Progress will also have to be made towards abiding by the "golden rules" on public sector finance and
towards alignment of national central bank statutes with the Treaty. All the applicant states are in fact
already adopting the necessary measures to meet these objectives.

CRITERIA FOR PARTICIPATION IN EMU

Admittance into the euro area is then likely to depend upon achieving criteria as nearly as possible
identical to those applied to the existing EU Member States in determining the 1 January 1999
participants. Certain re-interpretations will, however, be inevitable.

1. The inflation criterion

The standard established by the Maastricht Treaty was "a rate of inflation which is close to that of
at least the three best-performing Member States", "close" being defined as within 1.5 percentage
points.

Following the start of EMU Stage 3, there is of course only one inflation rate for the euro itself,
although price levels may continue to vary between different parts of the area2. This criterion might

                                               
2  For an analysis of this issue see “Inflation differentials in a monetary union” in the October 1999 Monthly Bulletin of the
European Central Bank.
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therefore be interpreted to mean within 1.5 percentage points of inflation in the euro area as a whole.
Legal opinion on this matter is not clear; and it is possible that the Treaty may have to be revised to
clarify the situation.

2. The  interest rate criterion

This was defined as "an average nominal long-term interest rate" within 2 percentage points of the
same three countries, the standard chosen being the yield on 10-year benchmark government bonds.
This may likewise be interpreted to mean within 2 percentage points of the long-term rate within the
euro area as a whole – that is, the rate on a "benchmark" 10-year bond. Indeed the integration of the
bond markets within the euro area, and the closing of the yield gap between the bonds of the different
euro area Member States, probably makes such a re-interpretation inevitable.

3. The exchange rate criterion

Sustainable convergence in this respect was judged by reference to "observance of the normal
fluctuation margins provided for by the exchange-rate mechanism of the European Monetary System
for at least two years before the examination".

This criterion has, however, already created problems of interpretation. The Commission found it
necessary to interpret both the phrase "normal fluctuation margins" and the two-year time criterion.
Since the ERM margins were widened in 1993 to +/- 15% either side of the central parities, they were
not considered a satisfactory test of currency stability. Instead, the Commission applied the criterion
of +/- 2.25% around the median currency, which "allows for deviations greater than 2.25% against
the exchange rates of the remaining ERM currencies" and "appears most consistent with the actual
working of the ERM after the introduction of the +/- 15% fluctuation bands..."

The two-year period was defined as running from March 1996 to February 1998. The Finnish Markka
had been in the Mechanism only since 14 October 1996, and the Italian lira only since 25 November
1996. Both were assessed, however, "as if the two currencies had  participated in the ERM with
their current central rates for the full two-year period".

The position has also been taken by the UK and Sweden that formal membership of the ERM is not
necessary to demonstrate exchange rate stability. The Governor of the Bank of England is reported
to have said that "it would be completely dotty to exclude a country whose currency had been stable
just because it had not had a formal two-year membership of the ERM".

Moreover, the ERM itself ceased to exist on 1 January 1999. ERM2 is different in a number of
respects; and the President of the European Central Bank, Wim Duisenberg, has himself observed that
there is no mention of it in the Treaty3.

Finally, there is the issue of whether the reference period can only begin following accession to the
EU – in which case EMU membership would only be possible two years afterwards – or whether a
period of exchange rate stability prior to formal EU membership would be sufficient.

                                               
  3 In evidence to the European Parliament's Economic, Monetary and Industrial Committee, 7 May 1998.
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4. The public deficit and debt criteria

The Treaty also requires "a government budgetary position without a deficit that is excessive".
National positions are judged against two reference values:

• a 3% ratio of "planned or actual" budget deficit to GDP;

• a 60% ratio of overall public debt to GDP.

The Treaty, however, allows flexibility in judging performance against these ratios. For example,
a budget deficit is not "excessive" if it appears to be "exceptional and temporary" and is "close"
to the 3%; and overall debt is not "excessive" if it is "approaching the reference value at a
satisfactory pace". Both Belgium and Italy were judged to have met the criteria despite levels
double the 60% of GDP figure.

5.  Independence of the central bank

Finally, the central banks of the participating Member States must be fully independent and follow
a primary objective of price stability. Article 107 of the Treaty lays down that:

"neither the ECB, nor a national central bank, nor any member of their decision-making
bodies shall seek or take instructions from Community institutions or bodies, from any
government of a Member State or from any other body. 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 central
banks in the performance of their tasks".

CURRENT ECONOMIC POSITION OF THE APPLICANT COUNTRIES

a) Inflation

High inflation rates have been one of the less desirable consequences of transition to a market
economy in former socialist republics. Before 1990, inflation was a phenomenon known only in
Poland and Hungary, the countries which first reformed their economies. Others maintained a low
economic growth with low inflation rates. After 1990 (see Table 1) inflation rapidly reached very high
levels in all the applicant countries except Cyprus and Malta. Only when the first structural reforms
began to produce effects did the rates start to slow down.

These countries therefore have a considerable distance to travel before convergence with the EU
average. This was 1.5% in 1998 and 1.3% at the beginning of 1999; and is forecast to rise only
marginally to 1.6% in 2000.
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Table 1: Inflation rates (1990-2000)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

*
2000

*

Cyprus 4.5 5.0 6.5 4.9  4.7 2.6 2.9 3.6 3.3 3.6

Malta 3.0 2.5 1.6 4.1 4.1 4.0 2.5 3.1 2.5 3.5 -

Poland 585.8 70.3 43 35.3 32.2 27.8 19.9 14.9 11.7 6.3

Hungary 28.9 35 23 22.5 18.8 28.2 23.6 18.3 14.2 10

Czech
Rep.

9.7 56.5 11.1 20.8 10 9.1 8.8 8.5 10.7 5.4 6.1

Slovenia 549.7 117.7 207.3 32.3 21.0 13.5 9.9 8.4 7.9 4.6 -

Estonia 17.2 211.0 1,076 90.0 48.0 29.0 23.0 11.0 8.2 3.4 -

Romania 5.1 161.1 210.4 256.1 136.7 32.3 38.8 154.8 59.2 38 -

Slovakia 10.4 61.2 10.1 23.2 13.4 9.9 5.8 6.1 5.6 10.5 8

Latvia 10.5 172.0 951.0 108.0 36.0 25.0 17.6 8.4 4.7 1.5 -

Lithuania 8.4 225.0 1,021 410.0 72.1 39.5 24.7 8.9 5.1 0.8 -

Bulgaria 23.8 333.5 82.0 73.0 96.3 62.0 123 1082 22.3 -3.1 -

EU
average 4.9 5.6 4.7 4.1 3.2 3.0 2.6 2.0 1.5 1.3 1.6

* forecasts

Sources:OECD: Economic Outlook, June 1999. National statistics.

b) Interest rates

High levels of inflation in the countries of Central and Eastern Europe have been reflected in high
interest rates, both short and long.

Table 2: Interest (lending) rates (1993-1998)
COUNTRY 1993 1994 1995 1996 1997 1998 1999

Cyprus 9 8.8 8.5 8.5 8.6 8.5

Malta 8.5 8.5 7.4 7.8 8 8.1

Poland 35.3 32.8 33.5 26.1 25.5 16.4 14.5

Hungary 25.4 27.4 32.6 32.6 32.6 20.3

Czech Rep. 14.7 13.1 12.8 6.79 7.72 13.3

Slovenia 49.6 39.4 24.8 23.7 21.3 16

Estonia 27.3 23.1 16 13.7 19.8 16.54

Slovakia 14.4 14.6 13.3 13.4 18.4 19.4 12.0

Latvia 86.4 55.9 34.6 25.8 15.3 13.6

Lithuania 91.9 62.3 27.1 21.6 14.4 11.9

Bulgaria 59.5 72.6 59 123.5 12 13.3

Romania - 66.9* 41.3* 51.1** 85.7** 46.9**

EU average 8 8.2 8.5 7.3 6.2 6.1 5.5

* 1994-95: Treasury Bill rate        ** 1996-98: Bank Rate
Source: International Financial Statistics, June 1998, IMF. Slovakia: national sources.
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The short-term interest rate within the euro area was initially set at 3%, and has since been cut by the
European Central Bank to 2.5%. The yield on euro-denominated 10-year benchmark bonds is
marginally under 4%.

c) Exchange rates

Charts 1 to 12 show the movements in the exchange ratesof applicant countries' currencies against
the US$ over the last three years. Although the criterion by which membership of the euro area
will be assessed will be volatility against the euro itself, the dollar gives a more consistent series
over the period in question.

Chart 1. ALBANIA: Parity between USD/ALL
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Chart 2. LATVIA: Parity between USD/LVL

Chart 3. POLAND: Parity between USD/POL

40

50

60

70

80

90

100

110

120
1992 1993 1994 1995 1996 1997 1998 1999

50

100

150

200

250

300

1992 1993 1994 1995 1996 1997 1998 1999



15 PE 167.962/rev.1

Chart 4 . ROMANIA: Parity between USD/ROM

Chart 5. LITHUANIA: Parity between USD/LTL
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Chart 6.  CZECH REPUBLIC: Parity between USA/CSK

Chart 7. ESTONIA: Parity between USD/EEK
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Chart 8. BULGARIA: Parity between USD/BGL

Chart 9. SLOVAKIA: Parity between USD/SKK
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Chart 1. HUNGARY: Parity between USD/HUF

Chart 11. SLOVENIA: Parity between USD/SIT
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Chart 12. CYPRUS: Parity between USD/CYP

With the introduction of the euro in January 1999, most Eastern European countries are planning
eventually either to shadow or peg their currencies to the euro, although few will do so initially.  In
most cases the euro is replacing the D-Mark as a reference point in currency management throughout
Central and Eastern Europe. 

The current reluctance to switch to a straight peg with the euro quickly is the consequence of
differential inflation rates. The current use of a sliding peg offsets the effects of higher inflation in
these countries as compared to the rates within the euro area and within the EU as whole.
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Table 3: How East European currencies are adapting to the Euro

Currency Current Regime Peg against Features Remarks

Bulgarian Lev Currency Board €/DM Formally introduced 20 June 1997. €
to replace DM when € notes and coins
introduced in 2002.

Croatian Kuna Managed float €/DM used
as reference
currency

In place since October 1993

Czech Koruna Managed float €/DM used
as reference
currency

Peg to $/DM currency basket
abandoned in March 1997.

Cypriot Pound Peg € +/-2.25%
fluctuation band

Pegged to ECU 1992-98.

Estonian Kroon Currency Board €/DM Introduced June 1992. € to replace DM
when € notes and coins introduced in
2002.

Hungarian Forint Crawling
fluctuation band

Basket:
70% €
30% $

+/-2.25% pre-
announced
crawling band with
0.5% monthly
depreciation rate.

Introduced December 1994.
Depreciation rate tp fall to 4% in
October 1999. € to replace currency
basket on 1 January 2000.

Latvian Lat Peg SDR De facto peg to SDR since February
1994, formalised in 1997.

Lithuanian Litas Currency board 4 Litas = $1 Switch to 50:50 $/€ reference planned.

Malta Peg Basket:
€ 56%
$ 21.6%
£ 21.6%

+/-2.25%
fluctuation band

In effect since 1971. € substituted for
ECU 1999.

Polish Zloty Crawling
fluctuating band

Basket:
$ 45%
€55%

+/-15% pre-
announced
crawling band with
0.3% monthly
depreciation rate.

Basket ($/DM/£/Swiss Franc/French
Franc) peg introduced in May 1991.
Crawling band introduced May 1995.
Basket limited to $ and € from January
1999.

Romanian Leu Managed float

Slovakian Koruna Managed float € used
informally as
reference
currency

Peg to DM/$ basket July 1994 to
October 1998, then replaced by
managed float. DM replaced by € frm
January 1999.

Slovenian Tolar Managed float € used
informally as
reference
currency

Since 1999 has remained within
informal narrow band against DM (€
since January 1999). 

Sources: ECB Monthly Bulletin, August 1999. Financial Times Tuesday 8 December 1998

d) The deficit and debt positions

Most applicant countries were able to make considerable improvements in their budgetary positions
in the early 1990s, largely through drastic cuts in public subsidies. After the first few years, however,
economic recession caused a rapid fall in tax revenues and a consequent increase in budget deficits.
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The situation is now once again being corrected. However, Malta’s budget deficit has ballooned in
recent years to almost 10% of GDP in 1997, and Hungary's and Slovakia's debt positions also appear
to have deteriorated in the second half of 1998.

Table 4: General Government budgetary balance as a percentage of GDP (1993-1999)
Country 1993 1994 1995 1996 1997 1998 1999* 2000*

Cyprus - 2.4 - 1.5 - 1.3 - 3.4 -5.1 - 5.0
Malta - 3.4 - 4.3 - 3.1 - 9.2 - 9.9 - 10.2
Poland - 4.5 - 2.4 - 2.1 - 2.5 - 3.1 - 3.7 - 3.4 - 3.0
Hungary - 7.8 - 8.4 - 6.8 - 3.1 - 4.8 - 4.9 - 4.6 - 4.8
Czech Rep. 0 - 1.3 - 1.3 - 1.8 - 2.2 - 2.5 - 3.6
Slovenia - + 0.2 0 + 0.3 - 1.1 - 1.0 - 1.0
Estonia - 1.95 - 1.41 - 0.63 - 1.93 + 2.19 - 0.31
Romania + 2.0 - 3.3 + 0.5 - 2.0 - 4.5 - 5.0 - 4.0
Slovakia** - 6.2 - 5.1 - 1.6 - 4.47 - 5.57 - 2.67 - 3.0
Latvia - - - 4.5 - 5.1 - 1.4 0
Lithuania - + 2.2 - 1.8 - 2.7 - 0.5 - 1.6
Bulgaria - 5.7 - 5.8 - 6.4 - 13.4 - 2.6 1.0 0
EU average - 6.1 - 5.4 - 5.0 - 4.2 - 2.4 - 1.5 - 1.5
 
* forecasts

Sources: OECD Economic Outlook, June 1999. Government Planning Bureau of Cyprus. IMF. Central Office of Statistics
of Malta. Commission, ** Data from Ministry of finance

Table 5: Public debt as a percentage of GDP (1993-1998)

COUNTRY 1995 1996 1997 1998
Cyprus 51 53 55 57*
Malta 36 42 52 60*
Poland 37 30 28 26
Hungary 71 62 53 52
Czech Rep. 34 38 42 40
Slovenia 16 21 23 23
Estonia 7.9 6.4 5.5 5
Romania 18 24 27 18
Slovakia 26 24.6 20.6 54
Latvia 9 8 7 6
Lithuania 14 15 15 13
Bulgaria 78 98 96 95

EU average 71 73 72.1 69.7
Source: OECD, *Data from Ministry of finance
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Chart 13: The Maastricht "fiscal box" (1998)

e) Economic growth

As well as the nominal convergence criteria, account will be taken of convergence in general
economic performance. After a period of drastic contraction, all the applicants except Romania and
the Czech Republic now show positive growth rates

Table 6: Annual percentage change of real GDP (1991-1999)
COUNTRY 1991 1992 1993 1994 1995 1996 1997 1998 1999*

Albania -20 -7.2 9.6 8.3 13.3 9.1 -7

Cyprus 0.6 9.8 0.7 5.8 5.5 1.9 2.4 4.7

Malta 6.3 4.7 4.5 2.1 7.3 4.2 2.8 4.1

Poland -7 2.6 3.8 5.2 7 6.1 6.8 4.8 3.5

Hungary -11.9 -3.1 -0.6 2.9 1.5 1.3 4.6 5.1 4.1

Czech Rep. -11.5 -3.3 0.6 3.2 6.4 3.9 1 -2.2 - 0.5

Slovenia -8.9 -5.5 2.8 5.3 4.1 3.1 3.8 3.4

Estonia -13.6 -14.2 -9 -2 4.3 4 11.6 4

Romania -12.9 -8.8 1.5 3.9 7.1 3.9 -6.6 -5.5

Slovakia -14.6 -6.5 -3.7 4.9 6.9 6.6 6.5 4.4 2

Latvia -10.4 -34.9 -14.9 0.6 -0.8 3.3 8.6 3.8

Lithuania -5.7 -21.3 -16.2 -9.8 3.3 4.7 7.3 4.4

Bulgaria -11.7 -7.3 -1.5 1.8 2.1 -10.9 -6.9 4.0

EU average 1.2 1.1 -0.5 2.9 2.7 1.7 2.7 2.9 2.2
* forecast
Sources: Business Central Bank, Data 90 - 98
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f) Balance of payments

The CEEC countries' transition towards a market economy has had certain adverse consequences
for their balances of payments. Commercial liberalisation and the need to improve the standard of
living has caused a rapid increase in imports. The development of new industries has been too slow
to produce a comparable increase in exports.

g) Unemployment

Unemployment has also followed the transition to a market economy, though Cyprus, Malta,
Poland, Hungary, the Czech Republic, Estonia, Romania, Latvia and Lithuania all have rates below
the current EU average.

Table 7: Current account balances (1991-1998)
   US($bn). 

COUNTRY 1992 1993 1994 1995 1996 1997 1998 1999

Cyprus -0.6 1.1 0.7 -2.1 -2.1 -1.8** -1.2**

Malta 0.3 -0.8 -1.3 -3.6 -3.6 -2.1** -2.5**

Poland 0.9 -0.6 2.3 5.5 -1.3 -4.3 -6.7 -2-2*

Hungary 0.3 -3.5 -3.9 -2.5 -1.7 -0.9 -2.3 -0.2*

Czech Rep. -0.3 0.1 0 -1.4 -4.3 -3.2 -1

Estonia 0 0 -0.2 -0.2 -0.4 -0.6 -0.4

Slovenia 0.9 0.2 0.6 -0.036 0 0 -0.1 -0.1*

Romania -1.5 -1.2 -0.5 -1.7 -2.6 -2.1 0 -0.2*

Slovakia - -0.6 0.7 0.4 -2.1 -1.3 -2.1

Latvia 0 0.3 0 -0.2 -0.2 -0.5 -0.7

Lithuania 0.2 -0.1 -0.1 -0.6 0.7 -1 -1 -1.3*

Bulgaria -0.8 -1.4 -0.2 -0.1 0.1 0.4 0.1 0.3*
Source: Business Central Europa  Data 90 - 98
* March 99 source WIIW, EBRD, Eesti Pank, FT, ING Barings, JP Morgan, Nomura, Reuters,

 ** National Statistics
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Table 8: Unemployment rates (1993-1999)

COUNTRY 1993 1994 1995 1996 1997 1998 1999*

Cyprus 2.6 2.7 2.6 3.1 3.4 3.3 —

Albania 19.5 19.6 13.0 12.0 15.0 12.1

Malta 4.5 4.1 3.8 4.4 5.0 4.9 --

Poland 16.4 16.0 14.9 13.2 10.4 10.5 11.0

Hungary 12.1 10.4 10.4 10.5 10.4 8.0 7.3

Czech Rep. 3.5 3.2 2.9 3.5 5.2 6.5 7.7

Slovenia 14.4 14.4 13.9 13.9 14.8 14.9 14.3

Estonia 6.5 7.6 9.7 10.0 10.5 4.0 5.3

Romania 10.4 10.9 9.5 6.6 8.8 9.3 11.8

Slovakia 14.4 14.8 13.1 12.8 12.5 13.7 15.0

Latvia 5.8 6.5 6.6 7.2 7.0 7.1 10.2

Lithuania 4.4 3.8 6.2 7.1 5.9 6.9 8.1

Bulgaria 16.4 12.8 11.1 12.5 13.7 12.0 13.2

EU average 10.7 11.1 10.7 10.8 10.6  9.9 9.6

Sources: Business Central Europa Data 90 - 98, WIIW, EBRD, Eesti Pank, FT, ING Barings, JP Morgan, Nomura,
Reuters, National Statitics, OECD, Quartly Labour Force Statistics, N° 4 1998, Main Economic Indicators

INDEPENDENCE OF THE NATIONAL CENTRAL BANKS

Cyprus

The Bank of Cyprus is not fully independent from the Government. The Bank is governed by a 1963
law which allows for a representative of the Ministry of Finance to sit on the Bank's Board and to
take part in its decision making. According to the Central Bank of Cyprus Law, “the main purpose
of the bank is to foster monetary stability and such credit and balance of payment conditions as are
conducive to the orderly development of the economy of the Republic.”

One of the primary objectives of the Central Bank of Cyprus is to ensure a safe and stable financial
system. This objective is satisfied by maintaining an effective system of bank regulation and
supervision. Since 1996, the operational set-up of monetary policy in Cyprus has been in line with EU
practices. Cyprus is preparing to amend the Central Bank of Cyprus Law, in order to enhance
statutory independence and to achieve compatibility in all material respects with the relevant
provisions of the treaty, not later than 30 June 2002. Cyprus also intends to amend its Constitution
in order to fully align with the acquis.

Malta

The Bank of Malta is fully independent from the government and is responsible for monetary policy.
 The Monetary Policy Council which includes a board of directors chaired by the governor meets
once a month and sets interest rates.  The Central Bank monitors the Government's cash position and,
technically, can provide it with short term credit in line with its statutory obligations. A further
amendment to the Central Bank of Malta Act, which still has to enter into force, abolishes these
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advances. However in recent years the Government has not resorted to this facility. The Central Bank
Act was modified in 1994 to give the bank greater independence and the government has assiduously
respected the bank’s independence.

In Malta, the Central Bank aims to safeguard the interests of depositors and creditors by seeking to
maintain the overall financial stability and soundness of the banking system. Through the provisions
of the Central Bank of Malta Act and following the passage of the Financial Institutions Act in 1994,
the Central Bank was appointed the Competent Authority responsible for the Supervision of Banking
and financial institutions. Credit and financial institutions must report monthly to the Banking
Supervision Department of CBM so that it can fulfil the supervisory and regulatory requirements. The
Central Bank also monitors the operations of the Exchange to ensure that it functions properly.

Poland

The Polish Central Bank is independent from the Government in terms of the appointment
procedure of the Governor. The Governor is appointed by the Sejm (Parliament) on the initiative of
the President of the Republic. The Law of the Central Bank contains provisions providing a high level
of personal independence of the Council members. There are provisions as well providing the Central
Bank Council independence in its decision-making process: so the representative of the Government
can take part in the Council meeting but may not give directives or participate in the decision-making
process.

The existing legislation provides the Central Bank with formal independence from the Government
in the conduct of monetary policy. The formal objective of the Central Bank is to maintain a stable
price level and support the economic policy of the  Government as long as it does not limit the
primary goal. Article 220 of the Constitution of 1997 explicitly prohibits financing budget deficits:
"The Budget shall not provide for covering a budget deficit by way of contracting credit obligations
to the State's central bank".  This part of the acquis is fully implemented by the new Act on public
finances, which entered into force on 1 January 1999.

The NBP Council sets the priorities of monetary policy and future goals and informs the Government
about them, sets interest rates and the upper limits for liabilities for loans and credits which the NBP
obtains from banking and financial institutions.

Within the Central Bank there is the Banking Supervision Commission which is an organisationally
separate body, whose aim is to set the rules of banking activities, to conduct  banking  supervision
according to these rules and legislation and report to the Council on the influence of monetary policy
on banking activities. The members of the Banking Supervision Commission are: the President of the
Polish Central Bank, the Minister of Finance, a representative of the President of the Republic, the
President of the Guarantee Fund, a representative of the Stock Exchange Commission, the General
Inspector of Banking Supervision. The General Inspectorate is the executive body of the Supervision
Commission. 

Hungary

The National Bank of Hungary is formally independent from the Government. In exercising its
functions the NBH shall not be subject to instructions from the Government. The President of the
NBH is appointed by the President of the Republic on a proposal of the Prime Minister.
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The main tasks of the NBH are to support the economic policy of the Government with monetary
policy (money and credit policy) and to safeguard domestic and external purchasing power of the
national currency. The NBH conducts its monetary policy through refinancing, regulating the reserve
and liquidity requirements of credit institutions, influencing or determining exchange rates and interest
rates, open market operations and other instruments of monetary control. The Bank has used a
"crawling peg" exchange rate for the forint - which became convertible in 1996 - as a nominal anchor
to achieve reduced inflation.

The 1991 Central Banks Act was amended in 1996 and 1997, so that from 1997 the Central Bank
has been prohibited from financing the Hungarian budget deficit. The NBH is responsible to the
Parliament for the credit relations with the General Government. The Central Bank of Hungary may
not grant credits to the central budget with the exception of liquidity loans for bridging the monetary
liquidity difficulties of the Single Treasury Account for the period of 15 days. The interest rates on
loans granted to the central budget is guided by the base rate of interest of the central bank. The
Central Bank may purchase securities issued by the State through open market transactions, but not
directly from the State.

The NBH performs banking supervision in cooperation with the State Money and Capital Market
Supervisory body and the State Insurance Supervisory body, and operates a central banking
information system.

The Czech Republic

Under law, the Czech National Bank, in ensuring its main goal, is independent of government
instructions. It is obliged to submit to Parliament at least twice a year a report on monetary
developments. The Czech National Bank is headed by the Governor who is (like the other  six
members of the Bank Board) appointed and dismissed by the President of the Republic.

The statutory objective of the Bank is to ensure the stability of the national currency, but this has been
always interpreted in terms of price stability. The CNB sets interest rates, terms of payment and other
conditions of transactions, specifies the principles of prudential operation of the banks and the
principles of prudential activities of other bodies in the financial market and performs banking
supervision over prudential operation of the banking system. Amendments to the Banking Act made
in 1998 aim to strengthen the CNB supervisory powers. The Banking Supervision Department has
created a "Year 2000" task-team to monitor  banks activities.

The provisions concerning the possibility of the Central Bank's financing budget deficits, however,
are still not in line with the Treaty requirements. Article 30, paragraph 2 says that "the Czech National
Bank shall grant to the Czech Republic short-term credit".

The Czech authorities are now expected to reform the Law of the Central Bank to make it fully
compatible with Treaty requirements.
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Slovenia

The Slovenian Central Bank enjoys a relatively high degree of independence from the Government.
The Governor is appointed by Parliament of the Republic of Slovenia and is responsible to the
Parliament for the realisation of its tasks. Although the Bank of Slovenia and the Ministry of Finance
of the Republic are obliged to exchange data and any information relevant to the proper functioning
of the monetary and banking systems, the Bank is the only institution responsible for monetary policy
actions. The formal objective of the Central Bank is the stability of the domestic currency and
implicitly price stability. The Central Bank sets interest rates.

The Law on the Central Bank is not compatible with the Treaty prohibition of budget deficit
financing: according to Article 61 of the Central Bank Statute, the Bank of Slovenia may grant short-
terms loans to the Republic of Slovenia to bridge any term mismatch between revenues and
expenditures of the budget of the Republic; but must notify the Parliament of any consequent short-
term loan.

The SCB carries out banking supervision functions. It has the right to examine relevant
documentation of banks and savings banks, and the banks have an obligation to provide the
information necessary for supervision.

Estonia

The Estonian Central Bank is largely independent from the Government. The CB reports to the
Parliament only and is not liable for the financial obligations of the State. The Chairman of the Bank
Board is nominated by the President of the Republic and appointed by the Parliament, the President
of the Bank is nominated by the Chairman of the Bank Board and appointed by the Parliament
without any governmental interference.

The formal objective of the Central Bank is the stability of the domestic currency. The CB is
responsible for maintaining the stability of legal tender of the Republic of Estonia. It conducts an
independent monetary and banking policy, and directs the credit policy of Estonia. The Estonian
Central Bank supports the economic policies of the Government to the extent that these do not
conflict with the mandate of the CB to secure the stability of the national currency.

The CB sets interest rates and the exchange rate of the Estonian kroon against foreign currencies.

The Law clearly prohibits direct or indirect budget deficit financing through the granting of credits
to the state budget or the budgets of local authorities, or by buying securities issued by Government
executive bodies.
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The Estonian Central Bank supervises the activities of all credit institutions located in Estonia through
the Banking Inspection departments of the CB. In its policy guidelines for 1998-2000 the Bank of
Estonia declares itself

 "ready to enforce prudential and other regulations that are stricter than international
standards and to pay the greatest attention to implementing the methods of consolidated
supervision, in placing the greater weight on market risks in implementing prudential
regulations, and to ensuring the proper management of operational risks in credit institutions,
as well as to develop monetary and banking policy within the European Union guidelines".

Romania

The recent enactment of three important laws in the banking sector - new statutes of the National
Bank of Romania, the Law on Bank Bankruptcy and the Banking Law - has generally improved the
legislative framework. The new statute of the NBR restricts the mandate of the NBR to ensuring
price stability and limits the amount of financing that can be temporarily granted to the Government,
and the new Bankruptcy Law significantly reinforces the supervisory power of the NBR. Formally,
the Romanian Central Bank is relatively independent from the Government, both in the Governor’s
appointment procedure and in the conduct of monetary policy. The statutory objective of the Central
Bank is the stability of the domestic currency in order to contribute to price stability.

In order to fulfil its main objective the NBR elaborates, implements and is responsible for the
monetary, foreign-exchange, credit, payments policies, bank licensing and prudential supervision.

In fulfilment of its aims the NBR cooperates with central and local public authorities.

The Law on the Central Bank is still not compatible with the Treaty provision which prohibits budget
deficit financing. According to Article 29 of the Statute of the National Bank of Romania, "in order
to bridge the temporary gap between the general current account of the Treasury income and
expenditure, the National Bank of Romania may grant financial assistance in the way of loans to be
repaid within max 180 days and under market interest terms, on the basis of conventions concluded
with the Ministry of Finance". Furthermore, in the past, the Romanian Central Bank has not respected
the provisions in the Law concerning the limits on the amount of financing of the budget deficit. The
Government elected in November 1996 has pledged to tighten monetary policy, which implies that
no more Central Bank budget deficit financing should be expected for the time being.

The National Bank of Romania is responsible for setting exchange rates and minimum lending rates,
and may set interest rates.

Slovakia

The Slovak Central Bank is independent from the Government in terms of conducting  monetary
policy.  The statutory objective of the Central Bank is to ensure the stability of the Slovak currency.
This has always been interpreted as determination of monetary policy, control of the circulation of
money, coordination of payments and settlements between banks, and supervision of the performance
of the banking activities and secure functioning of the banking system.
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The Governor and the Deputy-Governors are appointed and dismissed by the President of the Slovak
Republic upon the recommendation of the Government and after approval of the National Council
of the Slovak Republic. The Chief Executive Directors and the other three members of the Bank
Board of the NB are appointed and recalled by the Government upon the recommendation of the
Governor of the NBS. Membership of the Bank Board is incompatible with a position in the
Government.

The NBS fulfils its tasks independently of Government directives, although the law does not explicitly
provide the necessary mechanisms. According to the law, the Central Bank of Slovakia supports the
economic policy of the Government; the Government must be informed of the resolutions of the Bank
Board; and a member of the Government attends meetings of the Bank Board in an advisory capacity.

The National Bank of Slovakia determines exchange rates, interest rates and sets rules of prudential
regulation for the operation of banks. The NBS supervises the activities of banks and the secure
functioning of the banking system and the activities of the Deposit Protection Fund. But the activities
of banks and other licensed bodies can also be inspected by the Government.

The provisions of the Law on the Central Bank are still far from compatible with the Treaty:
according to Article 25 of the National Bank of Slovakia Act the NBS may provide the Slovak
Republic with a short-term credit.

In October 1998, the National Bank of Slovakia dropped the fixed exchange rate system and decided
to let koruna float.

Latvia

The independence of the Bank of Latvia is largely guaranteed by the Law on the Central Bank.

According to Article 13 of the Law "On the Bank of Latvia", "in fulfilling its tasks and performing
supervision the Bank of Latvia shall not be subject to the decisions and regulations adopted by the
Government or its institutions. The Bank of Latvia shall be independent in the adoption of its
decisions and their practical implementation".

The Minister of Finance is entitled to participate in the meetings of the Board of Governors of the
Bank without voting rights.

The Governor of the Bank is appointed by the Saeima (Parliament of the Republic). The Law contains
provisions seeking to achieve a high level of personal independence for the Bank Board members.

The Bank's main objective is to implement monetary policy by controlling the amount of money in
circulation, with the aim to maintain price stability. The Bank shall also facilitate free competition,
the effective allocation and circulation of assets, and the stability, coordination and supervision of the
financial system.

The Bank of Latvia supervises and audits commercial banks and other credit institutions. In 1998
there were several developments in banking supervision. By April 1998, commercial banks had to
comply with new standards of internal control, and they also faced stricter disclosure requirements.
Legislation on stricter capital adequacy requirements (forcing banks to take into account market and
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foreign exchange risk) is likely to be in force by the end of 1999. One of the key developments is the
introduction by the Bank of Latvia of consolidated supervision of banks.

The Law on the Central Bank prohibits the issue of credit to the Government and the buying of
government securities on the primary market.

Lithuania

The Lithuanian Central Bank is largely independent from the Government in terms of the
appointment procedure of the Governor and the conduct of monetary policy. The Law provides the
separation of the liabilities of the State of Lithuania and the Bank of Lithuania and assures the
independence of the Central Bank. The Law also prohibits the combination of powers of the Central
Bank and State officials.

The Bank's formal objective is the stability of currency. As is stated in the Central Bank's Monetary
Policy Programme, this principal objective "consists of two aspects, i.e. internal and external stability
of the currency. And the Bank of Lithuania will give the priority to the external stability of the Litas".

The Law on the Central Bank does not explicitly prohibit the financing of budget deficits. Lithuania
has adopted a currency board since April 1994, and the conduct of monetary policy is severely limited
by the amount of foreign reserves on the Central Bank balance sheet. Within the currency board
arrangements there is very limited scope for discretionary monetary policy or for Central Bank deficit
financing. In its Monetary Policy Programme the Central Bank of Lithuania points out, that "after the
introduction of the currency board, the Government took over the regulating function of market
interest rates from central bank by offering its bills through auctions. But as it focused attention to
the financing needs of the budget deficit, it caused big interest rate fluctuations, which the Bank of
Lithuania did not have enough tools to neutralize ".

The Bank of Lithuania establishes prudential and reserve requirements of banks and other credit
institutions and other borrowed funds (liabilities) and supervises their activities. Banking supervision
is not separated in the Bank's organisational structure.

Bulgaria

The Bulgarian National Bank is formally independent from the Government in terms of the
appointment procedure of the Governor and the conduct of monetary policy. The Governor of the
Bulgarian National Bank is elected by the National Assembly, the other members of the Managing
Board are appointed by the President of the Republic.

According to the 1998 Banking Law, in performance of its functions the Bulgarian Central Bank shall
be independent from any directions of the Council of Ministers and from other state bodies. The law
explicitly prohibits any budget deficit financing policies: article 45 of the Statute says that the
Bulgarian National Bank may not extend credits in any form whatsoever to the State or any state
agency.

Bulgaria has now introduced a currency board arrangement, which fixes the volume of Leva in
circulation with reference to the National Bank’s foreign exchange and gold reserves. This sets the
parameters for Bulgaria’s monetary policy.
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The formal objective of the National Bank is the stability of the Bulgarian national currency through
implementation of the monetary and credit policy and establishment and functioning of efficient
payment mechanisms, but with the introduction of the currency board arrangement there is no
discretionary scope for the Central Bank’s monetary policy.



32 PE 167.962/rev.1

CONCLUSIONS

In 1998, the President of the Austrian Central Bank, Klaus Liebscher, stated that the process of fully
integrating the candidate countries into the euro area might take "more or less twenty years"4. Entry
will in fact depend upon several factors.

The timing of enlargement.

If the negotiations with the "first wave" of applicants are concluded rapidly, with accession to the EU
in the early years of the next century, immediate membership of the euro area is improbable. Inflation
rates, in particular, are unlikely to have converged sufficiently.

If, on the other hand, the negotiations are protracted, convergence may have progressed sufficiently
to allow accession to the euro area at the same time as accession to the EU. The same logic will apply
to those applicant countries outside the first wave of negotiations.

Economic developments.

Most applicant countries have set in train policies which will lead to fulfilment of the convergence
criteria. Budgetary positions are generally satisfactory. Only Romania has a serious exchange-rate
problem. On the other hand, the economies of the ex-socialist countries are for the most part still
fragile, with much of the financial infrastructure still new and untested. Serious political crises, with
damaging economic effects, can also not be ruled out.
Other considerations such as domestic political shifts (which in the case of Malta has delayed that
country’s chances of quick accession to the EU despite a strong economy already closely aligned with
the EU’s Single Market), could also prove to be a factor in how long enlargement takes. Additionally,
Cyprus has special political and security problems which, together with the continuing impasse over
Turkey's own attempts to join the EU, complicate its application for membership.

On the other hand, it is equally impossible to predict developments within the euro area itself. Cyclical
factors could lead to a rise in inflation rates, despite the commitment of the European System of
Central Banks to price stability. Or the restraints placed by the Stability and Growth Pact on public
sector deficits could be loosened in response to a renewed deterioration in the euro area's growth and
unemployment figures. Such developments could, paradoxically, make convergence by the new
Member States easier.

Finally, the economic consequences of the Kosovo crisis have still to become apparent. Massive
economic aid to SE Europe in general could both accelerate convergence with the EU itself, and
perhaps add new candidate countries - for example, Albania and the former Yugoslav Republic of
Macedonia (FYROM). At the same time, there would be public expenditure consequences for the EU
and for the countries of the euro area.

                                               
  4 Reported by Agence Europe, 6/7 July, 1998.
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"Ins" and "Outs".

If those countries initially outside the monetary union for political reasons soon decide to participate,
there will be a strong incentive for all new Member States to do likewise. If, on the other hand, a
number of countries - for example, Sweden and the UK - remain outside the euro area for a
substantial period, some new Member States might choose to remain outside with them.

This would, however, create a long-term division of the EU into "ins" and "outs", with possible
adverse consequences for other policies: for example, the Single Market.

For precisely this reason, there will be advantages in ensuring that euro area membership follows as
quickly as possible upon EU membership.  

Meanwhile, there are a number of ways in which the applicant countries might be linked to the euro
in advance of full EMU membership. In his speech to the European Parliament on 14 September
1999, new Commission President Romano Prodi spoke of offering countries which were unlikely to
be joining the EU in the near future a form of “virtual membership”. This might include:

“the fullest possible participation in Economic and Monetary Union”.

1. Pre-accession

The currencies of the applicant states might be "pegged" to the euro either formally or informally. The
tightest arrangement would be a currency board, of the type which linked the Estonian kroon to the
D-Mark, or the Lithuanian Litas to the Dollar. Bulgaria has also introduced this system against an
international index. All three - and possibly others - are now likely to peg to the euro.

At the same time, the euro itself might come into general use as a "parallel" currency, once €-
denominated notes and coins are in circulation after January 2002.  Substantial quantities of D-Marks
and US Dollars already circulate in CEEC countries, particularly large-denomination bills which are
used both as a store of value and a means of large-scale cash settlement.

As in the case of existing Member States outside the euro area, it is likely that hotels, shops, transport
undertakings, etc. will rapidly quote prices in both national currency units and euros, and accept euros
in payment. Major companies trading throughout the Single Market are also likely to adopt the € for
pricing, internal accounting and reporting.

2. Post-accession

New Member States will be expected to accept the acquis of Economic and Monetary Union (see
"The status of new Member States, p.7) and to link their currencies immediately to the euro through
ERM2. The bands of fluctuation are likely to remain at the current 15% either side of the central euro
rate; but narrower bands are also possible, as was the case of the Dutch guilder within the old ERM,
and is currently the case of the Danish Crown within ERM2.

Whether two years within ERM2 will then be necessary before full membership of the € area is still
a matter of legal dispute (see “Criteria for participation in EMU”, p.9). The view of the in-coming
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Commissioner responsible for economic and financial affairs, Mr Solbes Mira, is that such
membership would be required.5

The Central Banks of EU Member States outside the euro area will of course participate in the
General Council of the ESCB.

*   *   *

For further information please contact:
Mr Ben PATTERSON, European Parliament, DG IV, Luxembourg
Economic Affairs Division
Tel.: (352) 4300 24114 / Fax: (352) 4300 27721 / e-mail: bpatterson@europarl.eu.int

                                               
5  Statement to the European Parliament’s Committee on Economic and Monetary Affairs, Monday 18 October 1999.


