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The precise way in which the exchange rates of participating national  currencies 
are to be "irrevocably fixed" in order to create the Single Currency 

has still to be determined. There are two options.
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Introduction

The Single Currency, the euro, will come into existence on the 1st January 1999. This will
involve 
ô “...the irrevocable fixing of the exchange rates" between the participating national

currencies; and  

ô the euro becoming "a currency in its own right", of which the participating national
currencies will then be only be different subdivisions.

Although coins and notes denominated in euros/cents are not due to circulate until 2002, it will
be possible to use the euro for accounting, pricing, invoicing, etc. on a "no compulsion, no
prohibition" basis from the beginning of 1999 onwards.

What the Treaty says

The Treaty makes no mention of the "euro" as such. It refers instead to the "ECU". This word is
itself ambiguous: it can be interpreted as the name of the old coin, the écu d'or (and masculine
in German), or as an acronym for the European Currency Unit (and feminine in German). 

The ECU has existed since 1979. It is a "basket" currency, made up of different quantities of the
national currencies of some (but not all) EU Member States. These quantities have been
determined to reflect, broadly, the relative  importance of  the various economies involved. 

Until the Maastricht Treaty on European Union, these quantities could be adjusted every five
years and new currencies be added to the basket. Article 109g of the Treaty, however, "froze" the
composition of the basket from the beginning of 1994 at the existing twelve. As a result, the
Austrian Schilling, the Finnish Markka and the Swedish Crown do not form part of the ECU.

Article 109g of the Treaty lays down that, at the start of EMU Stage III, the 

"...value of the ECU shall be irrevocably fixed in accordance with Article 109l(4)". 

Under Article 109l(4) itself

"At the starting date of the third stage the Council shall, acting with the unanimity of the
Member States without a derogation [i.e. those which have been declared in May 1998 to
be the "first wave" participants] on a proposal from the Commission and after consulting
the ECB [European Central Bank], adopt the conversion rates at which their currencies
shall be irrevocably fixed and at which irrevocably fixed rate the ECU shall be substituted
for these currencies, and the ECU will become a currency in its own right." 

 
The same paragraph then goes on to add that:
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 To be distinguished from the "private ECU": assets created by commercial banks1   

through "bundling" together appropriate quantities of the twelve currencies. Whereas the value
of the private ECU can, and has, diverged from the theoretical total value of the currency
quantities comprising it, the official ECU is a precise reflection of that value.
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"This measure shall by itself not modify the external value of the ECU."

The Treaty therefore implies that the value of the euro at the start of Stage III will be equal to the
value of the “official ECU”  at the time. Table 1 shows the values in 1997 and early 1998.1

Table 1. Value of the ECU in national currencies, 1997 & 1998

Currency Average Value at Average Value at 
1997 the end of 1/1998 the end of

the period the period
(1997) (1/1998)

  Belgian/ 40.5332 40.7675 40.7597 40.7821
Luxembourg Franc

  Danish Crown 7.48361 7.52797 7.52553 7.53017

  D-Mark 1.96438  1.97632 1.97581 1.97626

  Greek Drachma 309.355  312.039 312.325 313.082

  Spanish Peseta 165.887  167.388 167.474 167.668

  French Franc 6.6126  6.61214 6.61682 6.62243

  Irish Punt 0.747516 0.771961 0.786808 0.789074

  UK Pound 0.692304 0.666755 0.665059 0.661867

  Italian Lira 1929.3 1942.03 1944.67 1949.66

  Dutch Guilder 2.21081 2.22742 2.22663 2.2273

  Austrian Schilling 13.824 13.902 13.9005 13.9053

  Portuguese Escudo 198.589 202.137 202.106 202.318

  Finnish Markka 5.88064 5.98726 5.98039 5.98296

  Swedish Crown 8.65117 8.73234 8.71746 8.76316

Source: Eurostat, 11th February 1998
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Legislation on the Euro

This Treaty provision has been confirmed and re-inforced by implementing legislation.

The Directive on "specific regulations relating to introduction of the Euro" of 17th June 1997.
provides that:

ô “Every reference in a legal instrument to the ECU (...) shall be replaced by a reference
to the euro at a rate of one euro to one ECU.”(Art. 2) and

ô “The conversion rates shall be adopted as one euro expressed in terms of each of the
national currencies of the participating Member States. They shall be adopted with six
significant figures.” (Art. 4)

These provisions of the Treaty and the implementing legislation have given rise to a number of
issues, both of timing and of procedure. During 1997, moreover, it grew clear that uncertainty
about their resolution in itself threatened to become a cause of instability.

When should the conversion rates into euros be fixed?

ô Two currencies which are likely to become "different expressions" of the euro - the
Austrian Schilling and the Finnish Mark - are not part of the current ECU "basket". At
the same time, three currencies which are part of the ECU - the Danish Crown, the Greek
Drachma and the Pound Sterling - will not be participating in the Single Currency at the
beginning of 1999. Alterations in the exchange rates of the "out" currencies will
automatically influence the exchange rate of the ECU vis-á-vis the currencies of the "ins".
For example a 10% appreciation of the Pound Sterling (2.80 DEM to 3.08 DEM) ceteris
paribus (any other basket-currency values remain the same), would cause the ECU rate
of the D-Mark to move up a good 2 Pfennigs: that is to say from 1.96 to 1.98 DEM. The
external value of the ECU - and hence the initial external value of the euro - cannot be
therefore determined until the exact moment of transition.

ô However, announcing the "first wave" participants in the Single Currency in May 1998,
but leaving the determination of the exchange rates to be used until the end of year might
create problems. For example, there would be the possibility of movements in exchange
rates as a result of speculation or unforeseen political events; and the result could be a
misalignment which would be "frozen" at the start of 1999. It was precisely  in order to
prevent such a misalignment that the convergence criterion of two years’ ERM
membership was included in the Maastricht Treaty. 

A solution to this problem was found by the Council of Economic and Finance Ministers
(ECOFIN) and the presidents of the EU central banks at their meeting in Mondorf-les-Bains,
Luxembourg, on the 12th and 13th September 1997.
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 The bilateral ERM central rates in DEM have been used. For the Pound Sterling (GBP),2

Danish Kroner (DKK) and Greek Drachma (GRD), which will most likely not be participating
in the "first wave", market rates (on October 22, 1997) were used. See Becker, Werner; Walter,
Annette, op.cit. page 4.
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How to calculate the current rates of currencies in ECU
Example: the ECU-DEM daily rate)

The conversion rates between national currencies are not calculated directly, but in a two-step
procedure via the ECU/euro.  The current rate in ECU of a currency joining EMU is calculated
by adding together the weighted bilateral current rates. 

The daily rate of the D-Mark in terms of ECU is, for example, calculated as follows:

ECU (DEM) = 3b (j) x e (DEM/j) 
 
where b = amount of currency in the basket; j = currency in the basket; and e (DEM/j) = bilateral
current rate between DEM and other basket currency.

Table 2: ERM Bilateral central rates  for ECU-DEM

Basket weight DEM current rate
end-19982

0.6242 x 1 = 0.6242 (DEM)
+1.332 x 0.29816 = 0.39715 (FRF)
+0.08784 x 2.914 = 0.25597 (GBP)
+151.8 x 0.00101 = 0.15333 (ITL)
+0.2198 x 0.88753 = 0.19508 (NLG)
+3.301 x 0.04848 = 0.16003 (BEF)
+0.130 x 0.04848 = 0.00630 (LUF)
+6.885 x 0.01175 = 0.08090 (ESP)
+0.1976 x 0.26263 = 0.05190 (DKK)
+0.008552 x 2.41105 = 0.02062 (IEP)
+1.440 x 0.00638 = 0.00919 (GRP)
+1.3493 x 0.00976 = 0.01317 (PTE)

ECU/DEM = 1.969784 DEM
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  See statement by Commissioner de Silguy,  Agence Europe: 8th January 1998, page 6.3

 Market value on 13th August 1997.4

 Becker, Werner; Walter, Annette: Central rates as a link to the euro?, in: EMU watch.5

No. 39, Deutsche Bank Research, 13th November 1997, page 5.
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Although the exact value of the euro could not be determined in advance, bilateral conversion
rates between the relevant currencies could be announced at the same time as the "first wave"
participants. Accordingly, these rates will be announced on the 3rd May 1998,  although no3

decision has yet been taken on the exact procedure for this prior announcement.

The initial parities between the euro and the US Dollar, Japanese Yen, etc. will then be
determined on the 1st (or, in effect, the first day of trading, the 4th) January 1999, on the basis
of  the currency market rates for the ECU on the last day of trading in 1998 (Thursday, 31th
December 1998).

The methodology of conversion

These broad decisions, however, leave open the issue of the precise mathematical operations to
be used for conversion.

The legislation on the transition between ECU and euro implies that no bilateral rates between
the national currency units can be defined, but only a fixed algorithm. The conversion rates
would be determined directly between the euro and national currencies and fixed to six
significant points before and after the comma (e.g. 1 euro= 1.96940 D-Mark) . In a first step the4

national currency unit would be converted into a euro unit; and then the euro amount converted
into the other national currency unit.

The legislation, however, does not establish exactly which parities are to used as a basis for
conversion. At least three possibilities have theoretically existed: the "cut-off-date"; the ERM
central-rate; and the average-rate.

1. The "cut-off" rate

This would have been the simplest, and possibly that most in accordance with the Treaty.

“Using the cut-off-date method the European Council would simply refer to the market
rates on the last day of trading in 1998 as the basis for the calculation of the conversion
rates.” 5
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 Becker, Werner; Walter, Annette, op.cit. page 7.6
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This method, however, would not have made possible any prior announcement of bilateral
conversion rates. It would, moreover, have created the danger of "frozen misalignments" referred
to above; and also to possible political problems. Unanimity is required to fix the conversion
rates, and any discrepancy between the market rates at the time and the central rates in the
Exchange Rate Mechanism’s parity grid could give rise to claims that a country was trying to
establish a permanent competitive advantage via devaluation.

2. The central-rate

At the Mondorf meeting the majority of the governments and central banks favoured the central-
rate method, which uses the bilateral central rates used in the Exchange Rate Mechanism (ERM).
(See page 6). This method can be applied without difficulty on 3rd May. 

The central rate basis has several advantages:

ô The EMS (European Monetary System) parities have already been politically approved.

ô The rate is credible. The market rates of practically all potential EMU currencies have
kept within the old narrow ERM fluctuation bands of +/- 2.25% around the central rate.

ô The central rates are a “fair” solution in the context of relative competitiveness.

ô Finally, “...the financial markets will very likely accept the central-rate method as a
realistic and viable solution in tune with economic fundamentals...” , which should6

prevent speculative attacks.

Ireland is the only country where there might have been be difficulties. The Punt’s parity rose in
the wake of the £ Sterling, and had a market rate well above its central rate. This problem,
however, was solved by the re-alignment of mid-March 1998.

3. The average rate

One alternative to the central-rate method would be to announce exchange rates on the basis of
the average market rates over a given period. This method would even out market fluctuations
(in contrast to the cut-off method) and would be more likely to reflect economic fundamentals.

Since the decision has been taken to announce the rates in May 1998, the average of market rates
over the previous one or two years could be used.

However, this method also has disadvantages. There could, for example,  be problems in
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choosing the length of time to be taken into account. 

ô Taking the average rates of the previous 12 months, or the year 1997, would result in
little difference between these and the ERM central rates.

ô The Italian Lira (ITL), for example, would be undervalued by about 3% by comparison
with the central rate, which could be seen as establishing a once-and-for-all competitive
advantage for Italy within the euro area.

For such reasons, it is almost certain that the central-rate method will be adopted.

Possible speculation between May and December

Pre-announcing the conversion rates in May does not entirely remove the dangers of exchange-
rate movements in the following eight months.

ô Although the markets will probably ensure that the spot rates at the end of 1998 were
those announced earlier, there remains a chance of this not being the case. The Council
would then face a dilemma: either to confirm the earlier decision, giving rise to a gap
between conversion and market rates (with the problem of “winners” and “losers”); or
changing its mind. Either option might give rise to legal challenge.

ô Knowledge seven to eight months in advance that a particular currency can be exchanged
at a fixed rate after January 1999 - though of course this knowledge would be common
to all economic operators - might itself open up various possibilities for speculation. 

ô The mechanism to support the system and the value of the ECU/euro - notably the
European System of Central Banks - will not be fully operational until the beginning of
1999, although it will formally come into existence in July 1998. National legislation on
the relationship between the European Central Bank (ECB) and the national central banks
(NCB's), for example, does not have to come into effect until 1999, and in some cases has
still to be adopted by national parliaments. 

ô Finally, there is always the risk of the unforeseen: an economic or political shock which
would affect one or more of the relevant currencies. Recent events in the Far East show
that such eventualities can never be entirely ruled out. 


