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THE CREATION OF THE EURO

At the beginning of 1999, the member states of the European Monetary System
(EMS) joined stage 3 of the Economic and Monetary Union (EMU) of Europe with the
introduction of the euro and a common monetary policy by the European Central
Bank (ECB). The euro was introduced on 1 January 1999 as the common currency of
eleven European countries (Austria, Belgium, Germany, Finland, France, Ireland,
Italy, Luxembourg, Spain, Portugal and the Netherlands). Britain, Denmark, Swe-
den, and Greece were not part of it (Britain and Denmark chose not to participate,
Sweden was not eligible because it had not been part of the EMS, and Greece was not
admitted because it was unable to meet four of the five Maastricht indicators; Greece
was admitted on 1 January 2001). The official euro conversion rates for the partici-
pating currencies were decided in the fall of 1998 and are given in Table 1. The cre-
ation of the euro was certainly one of the most important events in postwar monetary
history—never before had a large group of sovereign nations voluntarily given up
their own currency for a common currency.

From 1 January 1999, the exchange rate of the euro fluctuated in terms of other
currencies, such as the U.S, dollar, the British pound, the Japanese yen, and so on,
but the value of each participating currency remained rigidly fixed in terms of euros.
This meant that the exchange rate of the currencies participating in the euro fluctu-
ate in relation to other currencies only to the extent that the euro fluctuated in rela-
tion to those other currencies.

BENEFITS OF THE EURO

Analyzing the benefits and costs of a common currency must inevitably start from
the brilliant foresights of Mundell [1961] and McKinnon | 1963], the originators of the
theory of optimum currency areas. Using this theory, economists have analyzed and,
on the whole, agree on the general benefits and costs from the establishment of the
euro. The benefits are: (1) the elimination of the need to exchange currencies of EMU
members (this has been estimated to save as much as $30 billion per year); (2) the
elimination of excessive volatility among EMU currencies (fluctuations will only oc-
cur between the euro and the dollar, the ven, and the currencies of non-EMU na-
tions); (3) more rapid economic and financial integration among EMU members; (4) a
European Central Bank that may conduct a more expansionary monetary policy than
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TABLE 1
Official Currency Conversion Rates for the Euro
National Currency Units
Country Currency per Euro
Austria schilling 13.7603
Belgium Belgian franc 40.3399
Finland markka 5.945;3
France French franc 6.559
Germany Deutsche mark 1.95583
Ireland puat 0.78752674
Italy Ttalian lira 1936,
Luxembourg Luxembourg franc 40.3399
Netherlands guilder 2020(}3;;
Portugal escudo 2 6.386
Spain peseta 166.

The Launch of the Euro. Federal Reserve Bulletin, October 1999, 655-66.

the generally restrictive one practically imposed in tl_le .pa.s.t by the Bun_desbank on
the other EMU members; and (5) greater economic d1sc1phm? for c0u1.1trles, slm}} as
Italy and Greece, that seemed unwilling or unable to “put their house in order” with-
ally-imposed conditions.
o g{tf;: beieﬁtls) of the euro for the EMU members are (6) a seigniorlage frorr'l the
use of the euro as an international currency (the use of the dollar as an international
currency confers about $8-10 billion in benefits to the United States, and the expecta-
tion is that the euro could provide similar seigniorage benefits to th.e euro areal; (7")
the reduced cost of borrowing in international financial markets (it %1&5 been esti-
mated that U.S. cost of borrowing on international financial markets is abm.lt 25-50
basis points lower than it would have been if the dollar were not used as an m.terna—
tional currency—for a total savings of about $10 billion, and the e.xpectahfm ig that
the euro area could gain as much from the use of the euro as an 1nf;ernat1onal cur-
rency); and last but not least (8) the increased econpmic and.pohtlcal importance that
the European Union (EU) will acquire in international affairs. _ .
There is, however, a concern in the United States that the European- Umon. will
use this increased power to become more confrontational in tra.nsfatlantlc relations.
To be sure, when there are real and important disagreements it is only proper afld
fair for the European Union to use its newly acquired ci?ut to protfact and foster 1t's
economic and political interests, but the hope is that it Wﬂ! not use it to pursue anti-
American policies for their own sake and simply to assert its power or tr.) tstrer}gthen
internal cohesion. Similarly, the expected increased economic and pohtl‘caﬂ impor-
tance of the European Union in international affairs is likely to che_:ck American power
now that the fear of communism has vanished and the Soviet Union has collapsed as

a military superpower.
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THE PROBLEM WITH THE EURO

The most serious unresolved problem that the establishment of a European Cen-
tral Bank (ECB) and the euro may create is how a EMU member states will respond
to asymmetric economic shocks. It is almost inevitable that a large and diverse single-
currency-area such as the euro area will face periodic asymmetric shocks that will
affect various member nations differently and drive their economies out of alignment
[IMF, 2000, Ch. 6]. In such a case, there is practically nothing that a nation so ad-
versely affected can do. The nation cannot change the value of its currency or use
monetary policy to overcome its particular problem, and fiscal discipline will also
prevent it from using this policy to deal with the problem, at least until the Growth
and Stability Pact (GSP) is fully implemented and frees up the automatic stabilizers
{Salvatore, 1997; 1998; 1999; Arestis, McCauley, and Sawyer, 2001; European Com-
mission, 2001; Issing, 2001].

A single currency works well in the United States because if a region suffers an
asymmetric shock, workers move quickly and in great numbers out of the region ad-
versely affected by the shock and toward areas of the nation with greater employ-
ment opportunities. This escape hatch is not generally available in Europe to the
same extent as in the United States. In fact, the Organization for Economic Coopera-
tion and Development [1986] and the European Commission [1990] found that labor
mobility among EMU members is from two to three times lower than among [1.S.
regions because of language barriers, inflexible housing markets, and labor markets
that remain regulated. .

In addition to much greater regional and occupational labor mobility, in the United
States there is a great deal of federal fiscal redistribution in favor of the adversely
affected region. In the euro area, on the other hand, fiscal redistribution cannot be of
much help because the EMU budget is only about 1 percent of the EMU’s GDP and
more than half of it is devoted to its Common Agricultural Policy [Salvatore, 1997].
Furthermore, real wages are also somewhat more flexible downward in the United
States than in the euro area. None of these “escape valves” are available to an EMU
member adversely affected by a negative asymmetric shock. In fact, the difference in
unemployment rates among EMU member nations is much higher‘than among U.S.
regions,

Supporters of the single currency reply that the requirements for the establigh-
ment of single currency will necessarily increase labor market flexibility and, by pro-
moting greater intra-euro area trade, a single currency will also dampen nationally
differentiated business cycles. Furthermore, it is pointed out that highly integrated
euro area capital markets can make up for low labor market mobility and provide an
adequate automatic response to asymmetric shocks in the euro area. While these
automatic responses to asymmetric shocks may in fact be present, they may not be
adequate. It is true that meeting the Maastricht parameters will increase labor mar-
ket flexibility, but this may be a slow process and may not be allowed to take place to
a sufficient degree if euro area labor insists on retaining many of its present benefits

(such as job security and high unemployment pay). Furthermore, “excessive” capital
flows may also work perversely by reducing the incentive for fundamental adjust-
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ment measures and may even produce supply shocks of their own by pushing up the
exchange rate of the EMU member adversely affected by an asymmetric shock.

A major asymmetric shock would result in unbearable pressure within the euro
area because of limited labor mobility, grossly inadequate fiscal redistribution, and a
European Central Bank that would probably want to keep monetary conditions tight
in order to hold inflation at bay and to make the euro as strong as the dollar. Some
indication of the type of problem that the euro area may be facing is given by the fact
that in 2001 Ireland and the Netherlands were facing high growth and inflation while
Germany and Ttaly were growing sluggishly. This meant that the ECB should have
tightened monetary policy to cool off Ireland and the Netherlands and should have
adopted an expansionary monetary policy to stimulate growth in Germany and Italy.
A much larger asymmetric shock could create a much greater problem, and it is im-
possible to anticipate how the euroc area would resolve and come out of it.

Whether increased economic integration within the EU reduces or increases the
frequency and magnitude of asymmetric shocks 18 greatly debated. Frankel and Rose
11998] believe that greater economic integration dampens asymmetric shocks while
Krugman [1993] believes the opposite. The available data are not sufficient to resolve
the disagreement. Most economists, however, do believe that greater economic and
financial integration enhances the effectiveness of the common monetary policy in
member nations [Fratianni, Salvatore, and von Hagen, 1997; OECD, 1999; 2000,
Angeloni and Mojon, 2000]. There is also the question of the effectiveness of a euro-
wide monetary policy on the various EMU members. Previous research by the IMF

[1998] indicated that a rise in interest rates took twice as long to have a significant
effect in Austria, Belgium, Finland, Germany, and the Netherlands than in France,
Italy, Portugal, and Spain, but that the final impact was almost twice as large, on
average, in the first group of countries than in the second because of their different
financial structure. For example, the IMF found that Spanish banks passed an inter-
est rate increase on to customers within three months, while German banks took one
year or more because of their closer relationship with customers. Similarly, a country
such as Italy, where adjustable-rate debt is common, responds faster to interest-rate
changes than do countries such as Germany, where fixed-rate debt is more common.
Although the eurc will very likely lead to the narrowing of these country differences
over time, they are likely to persist at least for several years to come.

THE MAJOR INTERNATIONAL CURRENCIES

ency is the currency of a nation (such as the U.S. dollar)

An international curr
erforms in the

that fulfills in the world economy the same basic functions that it p
nation’s economy. That is, it serves as a unit of account, a medium of exchange, and a
store of value. However, while the nation chooses its own currency, a national cur-
rency becomes an international currency as a result of market forces and by being
able to perform the functions of money for both private and official transactions in the
international economy [Cohen, 2000].

During the nineteenth and early twentieth centuries, the pound sterling was by
far the dominant vehicle currency. Since then, the international use of the U.S. dollar
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) TABLE 2
Relative International Importance of Major Currencies in 1998
(in percentages)

Offici . .
cial Use of Currencies Currencies of Dencomination in Private Transactions

(1) (2) (3} 4)
! g a) (6) N
EForelgn Pegging Foreign Euro- Internat'l Internat'i
Rxchang«:1 of ) Exchange Currency Bank Bond Trade
eserves? Currencies® Trading® Deposits® Loans® Issuest Invoicing®
U.8. dollar 65.7 30.8 49
. . .8 5(.8 6
Deutsche mark 12.1 4.6 17.2 14.8 gg ?gz B
dapanese yen 5.3 0.0 i1.6 5.5 0'2 11‘3 e
Pound sterling 3.8 0.0 6.1 8.0 15.6 7.9 gg
French franc 1.3 23.1 2.9 4.0 5.3
Swiss franc 0.7 0.0 4.0 4:1 1.1 g; 3.3
gglU 0.8 0.0 0.8 1.6 0.8 3:7 O.g
er 9.9 49.8 7.6 11.2 3.9 12.4 20.3

f’hellgzrgtages may not add te 100 because of rounding. Sources: {a) IMF. Annual Report. Washington, D.C

Bas],e ](3)[1):3 111915; g(b)liI\'Y/IFd Annual Report. Washington, D.C., IMF, 1998, 18-19; (¢c) BIS. Annual R)ep:.)rz;

Finml.cm‘l I,Wark ; b ,Cé ) BIS. Annual Report. Basle. BIS, 1998, 116. Data are for 1997; (e) QECD.

rinar o _e rends. February 1898, 69 ,82. Data are for 1997; (f) IMF. International Capital
arkets. Washington, D.C,, IMF, September 2000, 11, (g) Hartman [1999]. Dat

recent data were not available. ¢ Dot re for 1992 More

increased m step with the increase in the relative economic and political importance
of the United States. After World War II, the dollar became the dominant vehicle
currency. The reasons for the decline of the pound sterling and rise of the U.S. dollar
as f“ vehicle currency after World War Il were (1) the high rate of inﬂatit;n. in th
.Umte_d Kingdom and sharp fluctuation in the value of the pound compared to the lovi '
iflation in the United States and stability of the U.S. dollar during the late 1940
and garly 1950s, (2) the existence of exchange controls in England in contrast to th(sa
relative openness of the U.S. financial market, and (3} the decline in the sterlin
area’s share of world exports in comparison to the rise in the U.S. share. Toda: thi
pound sterling remains a vehicle currency (but to a much smaHe;r exte'nt thajrt the
U.S. dollar) because London remains a sophisticated international financial center
[Tavlas, 1997]. One indication of the changed international role of the dollar and the
{aound sterlil}g after World War II was the decision by OPEC (Organization of Petro-
pitﬁdE;z:f;gg Countries) in the mid-1970s to price petroleum in dollars instead of
. Table 2 shows the relative importance of the dollar and other major currencies in
international finance and trade in 1998 on the eve of the euro creation. The first
column of the table shows that 65.7 percent of the international reserV(.as held b
central banks were held in dollars, 12.1 percent in Deutsche marks, 5.3 percent ig
yen, and smaller percentages for other currencies and the ECU (Euro,pe-an Curreng
Unit). This is much greater than the U.S. share of world output and reflects the domijf
nant international role of the dollar as a vehicle currency. On the other hand, the



196 EASTERN ECONOMIC JOURNAL
share of international reserves held in Japanese yen is much less (5.3 percent) than
the share of Japan’s output in world output (7.6 percent). It must be pointed cut,
however, that neither Japan nor Germany encouraged the use of their currencies as
international reserves so as not to constrain their ability to conduct a domestic mon-
etary policy. Being much larger than gither Japan or Germany, the United States did
not feel so constrained.

The second column of the table shows that 30.8 percent (20 of the 65 mostly-small
countries) that pegged (i.e., defined their currency) in terms of an international cur-
rency pegged it to the dollar, 4.6 percent (3 countries) to the Deutsche mark, 23.1
percent (15 countries} to the French franc, and 41.5 percent (the remaining 27 coun-
tries) to other currencies, SDR (IMF’s special drawing rights), or a basket of curren-
cies. Tt was the strong appreciation of the U.S. dollar to which they pegged their
currency that triggered the serious financial and economic crisis in some of the coun-
tries of Southeast Asia (Thailand, Malaysia, Indonesia, South Korea, and the Philip-
pines) and Latin America (such as Mexico and Argentina) during the second half of
the 1990s. The relatively large number of countries that pegged their currencies to
the French franc were the France’s former in West Africa and they, too, faced a finan-
cial crisis as a result of their inflation rate more rapid than France’s during the last
decade.

The third column of Table 2 shows that 49.8 percent of foreign exchange trading
in world markets was in U.S. dollars, 17.2 percent in Deutsche marks, 11.6 percent in
yen, and smaller percentages for other currencies. Once again the dollar dominated.
It seems that once a currency becomes the leading currency, its domain will far ex-
ceed the share of its economy in the world economy because of the reduced costs and
increased benefits that economic agents face when using the leading currency instead
of other currencies. Columns (4) to (6) of the table show that dollars represented 50.8
percent of Euro currency deposits (that is, bank deposits in a currency other than the
currency of the nation in which the deposit is made), 69.8 percent of international
bank loans (that is, euro and for

bonds. Column {7) of the table shows the relative use of the various international
currencies in trade invoicing. From the table, we can see that the U.S. dollar occupies
a dominant position in international finance and trade—-a position that is much greater
than the U.S. share of world output, assets, and trade. Only in the number of nations
pegging their currencies to another currency, does the French franc come close to the
U.S. dollar (23.1 percent of the total for the French franc as compared with 30.8 per-
cent for the U.8. dollar). In all other uses, the U.S. dollar is far more dominant with
respect to the other international currencies.

Table 3 shows the currency composition of foreign-exchange reserves from 1990
to 1999. The table shows that the percentage of foreign exchange reserves held in
U.S. dollars increased almost continuously from 50.6 percent at the end of 1990 to
66.2 percent at the end of 1999. This reflected the greater confidence in the U.S.
dollar as a result of the superior performance of the U.S. economy in relation to Europe
and Japan. The Deutsche mark’s use declined from 16.8 percent of the totalin 1990 to
12.1 percent at the end of 1998 (hefore its international reserve function was taken
over by the euro, on 1 January 1999). Over the same period, the French franc declined
from 2.4 percent to 1.3 percent, the Netherland guilder went from 1.1 percent to 0.3

eign bank loans), and 45.7 percent of international -
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< . TABLE 3
are of Currencies in Official Holdings of Foreign Exchange Reserves
End of Year, 1990-1999 (in percentages) ’

1990 1991 ].992 1993 1994 1995 1996 1997 1998 1999

. B 60.1 2.1 5. 66.2

Deutsche mark 16.8 i5.1 13.0 12.52
- : 0 134 140 13
French franc 2.4 29 95 o9 o3 2 g 12.8 12.6 12.1
Netherland : : 17 1.3 1.3
gtgger 1.1 11 0.7 0.6 0.5 0.4 0.3 0.4 0.3
97 102 97 82 77 ' ' ' '
- . . 6.8

Japanese yen 80 85 75 76 78 P gg 5.0 0.8
Pot_md sterling 3.0 3.2 3.0 2.9 3.2 3'1 3'4 gg 5.3 5.1
Swiss frane 1.2 1.2 1.0 1.1 0.9 0-8 0»8 . 3.8 4.0
Unspecified ) : . 0.8 0.7 0.7
currencies 71 69 74 74 71 96 90 9.0 9.9 11

i : : . 6

Percentages may not add to 100 beca i
It poees use of rounding. Source: IMF. Annual Report. Washington, D.C.:

a. Ni i i
re;tﬂzs;iq:})lalizl.)le with the combined share of euro legacy currencies in previous years, part of which
P rc; ‘ ;r;gs ;f]til'le Euresystem that became domestic assets, and thus were no lon:ger recorded as
¥ aoldings, upon cenversion into euros on J
fore : anuary 1, 1999 (for example, G
oldings of French francs became holdings of domestic assets after their conversion inti)) eur:sr)manys

percent, and the ECU fro‘m 9..7 percent to 0.8 percent. Again, we see that once a
cur?ency becomes. the 1erf1d1ng International currency, its dominance becomes far su-
1}3);;1‘:1.()1‘ to the relative position of the nation in the world economy. On 1.J. anuary 1999
e euro took over the international reserve fi i . 7
. unction of the euro-legacy currencie
::z:Sci :3; ;:h; ;nd of 1999 it represented 12.5 percent of total world foreign exchangs
. 1he euro represented a smaller percenta i
ge of foreign exchange reserves
Eian th:,_ sum of th‘e euro—letgacy foreign exchange reserves at the end of 1998 because
; e }1301' lon of the international foreign exchange reserves that each euro-area coun-
ry held in euro-legacy currencies became domestic assets upon the adopti f th
euro on 1 January 1999, : pron o
eXCh’Ia‘Lable 3 also sht?ws that the Japanese yen represented 8.0 percent of total foreign
o nge reserves in 1980 and declined almost continuously until the end of 1999, to
h; B};'(iasct}elnt. Over the same peri.od, the percentage of foreign exchange reserves h,eld
oo ;so pounds (the Un}ted Kingdom was not part of the euro area) increased from
S. to f. and thc.)se held in unspecified currencies increased from 7.1 to 11.6, while
invglss 1;5.1ncs declined from 1.2 tf) 0.7. Thus, the relative importance of the dolla’r as an
ing;a;‘]ﬁ.‘:‘k 1011’6%1 reserve currency increased during the decade of the 1990 (after declin
rom percent in the late 1940, to 85 i »
froz ; , percent in 1975, and 51 percent at th
Itjfgmmng of 19;30) as a reflection of the higher growth and greater dynamism of thg
-S. economy. As pointed out later in the paper, howev i
: d ou A er, the relative share of th
dollar is expected to decline in the future, while that of the euro is likely to increasee
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THE EURO AS AN INTERNATIONAL CURRENCY

Expectation about the euro before its creation ranged from those, such as Feldstein
[1991] and Dornbusch [1996], who did not believe that Europe needed or would suc-
ceed in introducing a common currency (or that if one were introduced, it would fail)
to those, such Portes and Rey [1998], who not only believed that the euro would be
created as scheduled and that it be very strong from the very beginning, but that it
could also replace the dollar as the leading international currency in a very short
time. In between these two positions were others (such as Frankel, [1995]) who were
more cautious and believed that the euro would be created as a strong currency, but
that it was not likely to replace the dollar as the leading international currency for a
long time, if ever. My position [Salvatore 1996, 1997] at the time was that because
Europe wanted the euro, it would get it, but the benefits would be more political than
economic during the first years of its existence. Only afterwards was the European
Union likely to receive major economic benefits.

An excellent framework for analyzing issues relating to the future role of the euro
is that provided by Portes and Rey [1998]. The basic equation of their model is

V=f(B,ETI)

where, V = the volume of foreign-exchange transactions in euros
B = cross-border bond flows in euros
E = cross-border equity flows in euros
T = volume of trade
I = international use of the euro

In analyzing the future role of the euro, however, Portes and Rey concentrated on
B and placed much less importance on the other variables in their model. Thus, they
predicted that (1) creating a single financial market in the EMU would reduce trans-
action in the euro area so much as to make the euro a strong rival of the dollar (possi-
bly even surpassing it as the leading international currency in a short time} and (2)
the euro would appreciate sharply with respect to the dollar soon after its introduec-
tion. From a theoretical point of view, assigning much less importance to the other
variables in the mode! (other than B) did not seem justified. Furthermore, the au-
thors’ justification for assuming that the supply of euros would increase at a later
time than the increase in their demand, thus justifying a quick appreciation of the
euro with respect to the dollar does not seem to be entirely justified. Indeed, because
of these reasons their predictions did not turn out to be correct.

Despite its unexpected weakness in relation to the U.S. dollar and the Japanese
yen since its introduction on 1 January 1999, the euro had been an important inter-
national currency from the very beginning and is bound to become even more impor-
tant in the future. The reasons are that the EU: (1) is as large an economic and trad-
ing unit as the United States, (2) has a large, well-developed and growing financial
market, which is increasingly free of controls, and (3} is expected to have a good infla-
tion performance that will keep the value of the euro stable.
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et . TABLE 4
elative Economic Size of EU, USA and Japan in 1999 (in percentages)

EU USA dapan
Relative Economic Size:
Share of World GDP2 20.3
Share of World Merchandise ExportsP - e o
(excluding intra-EU) 141 124
. . 7.5
Financial Structure (in trillicns of dollars)®
Bank Deposits 4.9
Bank Loans 6l4 e o
Outstanding Debt Securities 5‘5 53 o5
Essued by Corporations 0‘2 123 o
Issued by Financial Institutions 1-9 4- 0o
Issued by the Public Sector 3-3 p i
Stock Market Capitalization 5'5 12 g ig

SOurCeS: (a} IMF w()! Zd Economie Ou ll} @] i W'T nual Report, 2000 68-17
4 Ok ctober 2000, 18 (h) O A el 5
. - ! ! 7t ’
(C) OECD I tnancial Market Qleilds. July, 20(]“, 111. Data for thE EU refer to EHI'D Area , !

- As the data in Table 4 indicate, the 15-member EU (even though only 12
tries presently participate in the euro) has very similar shares of worldyGD}:Sounci
faxpor'ts as the United States, and the size of its financial sector is also simila T}?n
ifthe 1‘nternationa} use of the euro were to match its share of world GDP, ex r-t uf:l’
ﬁnanc.1a1 sector, the euro would become as important as the dollar as an ;'ntt—iﬂfa:‘, e I
or vehicle currency. This would mean that the relative international use of th dlol?a
woulc.l fall to 4i0—45 percent of the total, with an equal share going to the euro :nc(l) t}?r
ren'lamder going mostly to the yen and a few other smaller currencies suc,h the
Swiss ‘franc,. the Canadian dollar, and the Australian dollar—mostly the; ven o
- It}:1 18 unlikely, however, that the international use of the euro will soon m.atch the
share of world GDP and exports (as some European economists believe), First of

all, the ?:Lbsence of a federal government in the EU puts a ceiling on the int'e lri' \
process in the market for government securities, and so financial inte ali:iongI"a :I(’)ln
EU \_w_ll inevitably fall short of that in the United States. Secondly Withg:‘smallglr"l cei
dechmpg c'ovariance among the assets of the varicus EU membersj according t ta¥1 t
por.tfoho diversification motives, there is less of a reason for EU in’vestors tog' croas,
Fh61r h{)lding of euro-denominated assets, while there will be a greater r mcre‘?e
Increasing their dollar—and yen—denominated assets, as long as the ECB 1?? res 2n
independent monetary policy with respect to the U.S. ,central Bank (the thd) zzzstin
Bank of Ja-pan. Thirdly, a portfolio shift in favor of euro-denominated asset 'lei
occur only if the ECB will conduct a tighter monetary policy than the Fed butS W’zh
the need to reconcile the different monetary-policy requirements of the rions B
members, this may be difficult to do. verons B0
. Itis luniikely that the euro will soon displace the dollar as the most import.
111ternlat10nal currency for other reasons. These are: (1) most primary com pod'f?n i
are priced in dollars and this is likely to remain the case for some tin{e to cI:O 1' I(ZS
non-EMU countries are likely to continue to use the dollar for most of their iriil:;na?
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tional transactions for the foreseeable future, with the exception of the former com-
munist nations in central and eastern Europe and the former French colonies in Af-
rica, which shifted from using the Deutsche mark or French frane, respectively, to
using euros, and (3) of sheer inertia that favors the incumbent (the dollar).

Thus, it is more likely that about 50 percent of international transactions will be
conducted in dollars in the future (down from the present 60 percent or so), 40 per-
cent in euro, and the remaining 10 percent in yen and other smaller currencies
[McCauley, 1997]. That is, the euro will very likely have more weight than the mark
had up to 1998 but somewhat less than the relative weight that the EU has in inter-
national trade and finance in the world economy—at least during the first few years
of its existence. This would involve a substitution of dollars for euros of about $500
billion to $1 trillion and lead to a depreciation of the dollar relative to the euro. But
because this substitution is likely to occur gradually over time, it may not put undue
pressure on the dollar. Furthermore, the increased financial integration resulting
from the replacement of many currencies by a single one will also expand the supply
of euro-denominated assets (as foreign borrowers tap into the expanded European
financial system) thus dampening the tendency of the euro to appreciate with respect
to the dollar.

To be noted is that with the euro, intra-euro area balance-of-payments deficits
and surpluses will be netted out, and so the reserve needs for the euro area as a whole
(to be held primarily in dollars) will be considerably less than the reserve needs of
individual members without the euro. But it is what will happen in the much larger
private international holdings of dollars (which depend primarily on expectations of
future monetary and fiscal policies in the euro area) that will primarily determine the
euro/dollar exchange rate. The emergence of the euro as a major international cur-
rency may also lead to a reduction in the international use of the yen, but this could
be neutralized if Japan completes the planned deregulation of its financial sector and
finally succeeds in resolving its serious decade-old banking and economic crisis.

THE EURO SINCE ITS CREATION

The euro was introduced on 1 January 1999 at the value of $1.17; it rose to $1.18
on 4 January (the first business day of the new year) but, defying almost all predic-
tions, it declined almost continuously reaching near parity to the dollar at the end of
1999 and then falling to a low of $0.82 on 26 October 2000 (see Figure 1).

Just before its introduction, Portes and Rey [1998] and many others believed that
the euro would appreciate with respect to the dollar to between $1.25 and $1.30 by
the end of 1999 because of the important synergies that they believed would quickly
develop between the use of the earoin foreign exchange transactions and in euro area
financial asset markets. Instead, the euro depreciated by more than 30 percent by 26
October 2000, and so the question arises as to how could so many financial experts be
so wrong. The major reason is that exchange rates, just as stock prices, are practically
impossible to predict over short periods of time (days, weeks, or even months) be-
cause “news” and other unforeseen events usually overwhelm other more fundamen-
tal forces at work on which most experts rely to make their forecasts [OECD, 2000a].
One fundamental explanation for the depreciation of the euro during the first half of
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FIGURE 1
Daily Exchange Rate U.S.%$ /Euro
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its first year of existence was that the value chosen for its debut was set oo high i
the fali. of 1998 (when the growth rate and the interest rate were expected to fili 1;1
the United State and rise in Europe). Because the opposite oecurred, it was ont nat1
ral for the euro to depreciate. Thus, aside for the embarrassment (;f some hi 3irzl-levui
euro area Qfﬁcials and European economists who had trumpeted the introdugction ((jf
t%le euro with considerable fanfare and predictions of its appreciation, the depreci
tion tba_t followed encouraged European exports and stimulated grow,th whifh W:.;
anemic in most members of the euro area. As was the case for stocks hov:rever there
was no shortage of forecasts as to the future euro/dollar exchangej rateﬁané th
:;f.ezedalllqover the place (for example, at the beginning of 2000, D?eutsche Bank pr{?jj
ui; :ali eaz ;gglgz;o would close the year at $1.12, as contrasted with the actual clos-
The euro continued to depreciate relative to the dollar during 1999 and 2000 for
several reasons. First was the positive interest differential in favor of the United
States, which attracted huge amounts of financial capital from Europe to the United
States, and put upward pressure on the dollar and downward pressure on the euro
Sec?nd was the market perception that European countries were not restructuring aé
rapldly. as necessary, and so growth and profitability were expected to be higher in
the United States than in Europe. This attracted net direct investment from Europe
to the United States and put further downward pressure on the euro. But even ‘dﬁ
does not tell the whole story—otherwise the euro should have appre;:iated with re?
spect to the yen in view of the fact that growth and profitability were higher in Eu-
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FIGURE 2
Daily Exchange Rate Japanese Yen /Euro
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rope than in Japan during 1999 and 2000. Instead, as Figure 2 shows, the euro depre-
ciated even more with respect to the yen than with respect to the dollar.

The missing link was that financial markets viewed the lack of political unity in
Europe as a sign of weakness. In short, the international value of a currency inevita-
bly also reflects the political situation of the nation or economic area. As a result, the
euro depreciated with respect to the dollar much more than justified by purely eco-
nomic fundamentals. And the pronouncements by Schroeder, the German Prime Min-
ister, in mid-2000 that he was not concerned about the weakness of the euro certainly
did not help. Nor did Duisenberg’s [1999] periodic exhortation to financial markets
not to unduly punish the euro, followed by the half-hearted and weak intervention of
the European Central Bank in support of the euro in mid-September 2000, lift the
fate of the euro.

Although the EMU and the euro were not in danger of collapse in fall 2000, the
continued weakness of the euro magnified the problems caused by the increase in
petroleum prices for Europe (because petroleum is priced in dollars). The danger was
that this would slow down growth and profitability in Europe more than in the United
States and put even more pressure on the euro. It was for that reason that the Euro-
pean Central Bank in concert with the NY Fed (which executes international opera-
tions for the U.S. central bank) and the central banks of Japan, France, England and
(lanada, in a move that caught the markets by surprise, intervened in foreign ex-

change markets for the first time on Friday, 22 September 2000 in support of the

euro, which had fallen in previous days to its all-time low of $0.82. By the end of the

day the euro had risen to $0.88, but in the following days the euro fell back to its pre-

intervention level.
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Thfen on 28 September 2000, the euro received anoth

%fl'.nDa;nsh voters in the referendum to adopt the euro. TIEIE.; lﬁg ?Iff;i:;igi;regcﬁon
rejefteo(i }éileld 1S“ajls.f(zden to also“refuse to join the single currency. By its vote ];en;l:t:g
. gosem n?ef;eatz a dgep Europe”hthe idea of eventually forgjn:g a federal
Corm oo 351 I'Jarhament with real authority—as wanted by France and
Jorma pz.irt ” the, t e anésh vote cafn‘ be taken as a pure test of the political will to
pecome part of the ranlcoE- erman vision of a large superstate. The Danes saw the
our Hencefg;th .(t)‘?pe urope toward deep political integration and rejected the

o . : ) if France, f}erman)_z, Italy, the Netherlands, and Belgium t
p Europe rapidly, they will very likely have to go ahead alone. The ) b voto
also unders.cored the daunting task facing the European Centrai B " k ?mSh VPte
conf_idexllce In a currency that has no single government and no uni d fiom fﬂrgi‘ng
pontidenc unified fiscal policy

At th‘e beginning of November 2000, the European Central Bank intervened i
Zi‘;;rié {t;:ltmes (btllllt alone) in. foreign exchange markets in support of the euro beuti%arlxl;
State.s ot Sen;?;ﬁc ie; E??;rlt;iz;:zimiif the ele%ion of the President of t1,1e United

e of the euro. Only when i i
Wl:lard ;;he end of November, that the growth rate of th):e Un‘ile:; gf:’i?i:;iiiﬁh?d-
:h :;}1 gealr}iif;zt,s;stae I‘?Sllzlg,o tlht;:‘i jﬁ(}itilifpean Union was expected to grow more rapidly
sin , did the net capital outflow from Europe to the Uni
.(E‘:If;a;szccli;ydli};;eailsl El;eoiig(')o gsga;rt ‘;‘) géapregi;lte significantly with respgct to theggllf:f
.96 on Friday, 5 Janu

continue with the euro reaching parityywith theaaiizt{;?ilé})t':iz Z;I;jizzag?pecmd K
0 9g‘rom February f?o_June 2001, however, ‘the euro fell and remained 101:nfer than
. as.markets anticipated that growth and profitability in the United States would
resume in toward the end of 2000 or in early 2001, and thus that there was no resson

- for the euro to continue to appreciate relative to the dollar. Another possible explana-

tion for the strength of the dollar relative to the euro was the continued higher h
of labor produfftivity in the United States compared to the European Un%on (gzzv?i;:e
gze1 sl.cf)‘wdown in the U.S, economy %n the latter part of 2000 and first half of 201()}1).
nly if the cu.rrent U.8, slowdown kills the growth of its labor productivity, the
ment goes, will the euro appreciate significantly with respect to the dolla;" Stiidlrgu-
other Posmble reason for the continued strength of the dollar is that perha: s 1 e
tors stﬂ_l see the United States as a “safe haven” in times (such as the preserft nv)esl_”
economic tu.rrfm%'l (due to the financial crisis in Turkey and Argentina, the congi?;eod
;COD(?IIHC crisis in Japan, and danger of renewed financial instability in Brazil and
ussia). As is clear from the above, there is no shortage of explanations for the cur-
rent strengt}.l of the dollar and, as some older explanations are contradicted by emergi
fact.s and evidence, new ones are confidently introduced. Of course, should the dfllln .
begin to depreciate heavily with respect to the euro, all sorts of r;asons will be zr
vanced for that. In short, no economic model or theory can consistently and a o
rately predict exchange rate movements in the short run because fundamental f oo
at work are easily and frequently overwhelmed by transitory ones and “news” o
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THE EXCHANGE RATE BETWEEN THE EURO, THE DOLLAR, AND
OTHER CURRENCIES

The introduction of the euro on 1 January 1999 proceeded smoothly and did not
create problems for the working of the international monetary system [Danthine,
Giavazzi, and Thadden, 2000]. What may create problems is the fact that with most
trade and financial relations conducted within, rather than between, the three major
trading blocks (the EU, NAFTA, and Asia centered on Japan), there will normally be
less concern about the euro/dollar and euro/yen exchange rate, and less interest in
intervening in foreign exchange markets to astabilize exchange rates (only with the
deepening depreciation and undervaluation of the euro in 2000, did interest in the
euro exchange rate came to the forefront). With less interest and less intervention, it
is likely that the euro/dollar and euro/yen exchange rate will continue to be volatile in
the fature. This tendency also arises because the exchange rate is one of only a few
market equilibrating mechanisms operating among the three major trading blocks.
Exchange rates among the three leading currencies are likely to be especially volatile
if and when the three blocks will face different cyclical conditions and shifting market
perceptions about economic and financial prospects [Buiter, 2000].

Large exchange rate volatility, by adding to transaction costs, wilt affect the vol-
ume and pattern of international trade. These costs, however, are not very large and
firms engaged in international trade and finance can easily and cheaply cover their
foreign exchange risk. Potentially more damaging to the flow of international trade
and investments than excessive exchange rate volatility are the wide and persistent
exchange rate misalignments (as they seem to have developed in 2000 between the
euro, on the one hand, and the dollar and the yen, on the other). An overvalued cur-
rency acts as an export tax and an import subsidy on the nation and, as such, reduces
the international competitiveness of the nation or trading block and distorts the pat-
tern of specialization, trade, and payments. A significant exchange rate misalign-
ment that persists for years cannot possibly be hedged away and can impose signifi-
cant real costs on the economy in the form of unemployment, idle capacity, bank-
ruptcy, and protectionism, and these may lead to serious trade disputes. This is ex-
actly what happened when the U.S. dollar became grossly overvalued in the mid-
1980s.

Also important is the relationship between the euro and the currencies of the
EMU countries that so far have not joined the euro {the British pound, the Swedish
krona, and the Danish krone). The exchange rate between the euro and these other
currencies is also likely to be subject to high volatility and misalignments without the
establishment of an exchange rate mechanism similar to the ERM. But, as the expe-
rience with 1992-93 ERM crisis showed, such a system is unstable and crisis prone
[Salvatore,1996]. It is, however, in the interest of Britain, Sweden, and Denmark to
enforce strong limits on the fluctuation of their currencies with respect to the euro in
anticipation of their possible joining it in the future, and to avoid importing financial
instability in the meantime. The only way to limit excessive exchange rate misalign-
ment among the euro, the dollar and the yen is by greater macroeconomic policy
coordination among the three major trading blocks than has hereto been possible.
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Then there is the exchange rate between the euro and the currencies of

80 former. communist countries that are in line for admission into the I; the dozen or

etary Union. These countries have opted for a wide variety of exchan et o Mon-

ments fmfn currency boards to flexible rates [Salvatore, 2001]. Important

however, 113 is the exchange rate between the euro and the dollar and tlelln 2 they are

yen that will determine for the most part how smoothiy the entire intere 911_1‘0 and the

et.ary .system will operate in the future. The only way to limit excessive o onal mon-

misalignment among the euro, the dollar and the yen is by greater me;izigfs 1’3138
omic

policy coordination among the three major tradi
. i
sible [Salvatore, 1999)]. J ng blocks than has hereto
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been pos-
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