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It is a pleasure for me to take part in the discussion on the experience of current participants of the Exchange Rate Mechanism (ERM II). I will devote my speech to reflect on Lithuania’s preparation for participation in ERM II and on our experience after almost two and a half years of involvement in ERM II with a fixed exchange regime.

Let me briefly review Lithuania’s road toward participation in ERM II. From today’s point of view the task of joining ERM II with the national currency pegged to the euro seems quite a straightforward exercise. However, it took time and considerable efforts to overcome the scepticism of many experts, also in the EU institutions, toward a currency board arrangement and to prove that Lithuania did not have to go through a double curency exchage regime shift to join ERM II and adopt euro.
Our small and open economy with flexible structures has successfully operated under the fixed exchange rate regime since 1994 while undergoing dynamic changes. Back in 1994 Lithuania introduced the framework of a U.S. dollar-based currency board to establish an anchor for policy discipline. However, since then, the choice of the anchor currency and, at times, the hard peg exchange rate regime itself were questioned. Initially the EU institutions had serious doubts about the suitability of a currency board for the EU accession process, since it was believed that a fixed exchange rate regime would obstruct economic adjustments proceeding along with real convergence and would contradict the ERM framework.
As a result, in 1997, the Bank of Lithuania decided to explore the option of introducing an element of exchange rate flexibility by gradually relaxing the rules of the CBA. The Asian financial crisis of 1997 and the Russian financial crisis of 1998, however, led to a deterioration of the economic environment, and Lithuanian institutions had to reinforce the commitment to the currency board by implementing disciplined economic policies to sustain economic stability. Consequently, the Lithuanian authorities were prompted to continue discussions with the EU counterparts on the appropriateness of the CBA for the EU and euro area entry. 

From the outset the EMI maintained the position that the CBA could not be a susbstitute for partcipation in ERM II, while in 1999 the ECB was still not decided whether the CBA could be treated as a special additional constraint within ERM II or whether it should be viewed as a regime that is different and an alternative to the ERM. Fortunatelly, in April 2000 the ECB Governing Council concluded that “accession countries with a euro-based CBA deemed to be sustainable might not be required to go through a double regime shift in their strategies to adopt the euro”. In November 2000 the ECOFIN confirmed that “fixed exchange rate regimes, including Currency Board arrangements, can be sustainable in small and open economies with sufficient wage and price flexibility, strict fiscal discipline and sound financial systems” and that CBAs “may in some circumstances constitute an appropriate unilateral commitment within ERM II”. These decisions sent the signal that a euro-based currency board would be a feasible exchange rate regime in the run-up to EU and euro area membership given that a CBA country had established central bank independence with a clear mandate to enforce price stability, proper functioning of financial and payment systems, functioning market economy capable to cope with competitive pressures, and sound fiscal policies to preserve macroeconomic stability and ensure the sustainability of the convergence process. 

It was clear that Lithuania would only be able to maintain the existing fixed exchange rate arrangement within the Exchange Rate Mechanism if it was euro-based. Moreover, given the increasing share of trade with the EU, the peg to the U.S. dollar no longer conformed well to Lithuania’s trade structure. In late 1999, the Bank of Lithuania made the first announcement of its intention to re-peg the litas from the dollar to the euro at parity. The modalities and timing of the re-pegging were made public in advance to reduce uncertainty. The re-pegging operation was smoothly implemented in February 2002. In May 2004 Lithuania became a Member State of the European Union and on the 28th of June 2004 joined ERM II with a unilateral commitment to maintain its exchange rate at the central parity, i.e. keeping the fixed exchange rate regime based on the CBA.

I will devote the rest of my speech to review our experience of participating in ERM II. 

More than two years of our involvement in ERM II have supported the credibility of the litas peg to the euro and promoted economic convergence with the euro area. It also confirmed our determination to join the euro area as soon as possible. Although at the time of joining the EU in May 2004 Lithuania already formally adhered to the nominal convergence criteria, except for the requirement to stay within ERM II for at least two years, the time spent in ERM II strengthened the sustainability of convergence. It also attested that ERM II fits well with a euro-based CBA. Markets hardly noticed any tangible changes in Lithuania’s economic policies and performance, since the “disciplinary role” of the ERM II framework almost seamlessly blended in with the polices defined by the CBA. 

Here I would like to recall the insightful observation made by our host Mr Balcerowicz back in 2001, that the flexibility of the exchange rate is a poor substitute for structural reforms. Indeed, sound economic policies stipulated by the CBA framework promoted the dynamic economic development over the last twelve years proving the ability of our economy to absorb various shocks and at the same time maintain a stable nominal exchange rate of the national currency against the anchor currency. In addition, Lithuania’s participation in ERM II with a unilateral commitment to maintain the exchange rate at the central parity demonstrated that sound macroeconomic foundations for the adoption of the euro and a healthy economic growth can be sustained by adopting disciplined policies with no need for nominal exchange rate adjustments. That could be considered as the key development confirming that our economy can successfully operate in the single currency area.
External factors and fast economic convergence, however, pose a challenge for meeting the Maastricht inflation criterion. Neither the exchange rate, nor interest rate policies could be effectively employed to mitigate price pressures arising from such factors as a steep increase in global energy prices, commitment to raise excise taxes to the EU level and effects of transition to the customs union, because of our unilateral commitment to the fixed exchange rate regime within ERM II. We recognize that the adoption of the euro is a legal process and that the Maastricht criteria are binding legal conditions, which must be met. Therefore, rather than waiting for the nominal criteria to change in our favour, we have to put additional efforts in strengthening fiscal and structural policies to meet them.

To conclude my speech, I would like to stress that Lithuania, a country with a small, flexible and open economy, characterised by progressive integration of labour and capital markets and growing trade with euro area, is extremely well positioned to benefit from the single currency area. As euro area memberships is still not an option, participation in ERM II with the unilateral commitment to maintain the exchange rate at the central parity remains the second best solution, and we stay committed to maintaining such an arrangement until euro adoption.

Thank you for your attention and I look forward to a fruitful discussion on the experience of the current ERM II participants within ERM II.
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