Opinion

The Euro Is Political, But it Will
Bring Major Economic Changes

By Arne Jon Isachsen

Since January |, coro bills
and coins have replaced twelve
Enropean currencies as legal lender
in a community approximately
equal m size 1o the United States, in
terms of people as well as of eco-
neamiec oulput,

This article examines how
the transition 1o a fullv-fedged
mronetary union will affect: the par-
ticipating countries; oher European
nations  including  Britain:  the
Seandinavian countries and Tuture
EU members in Central and Eastern
Europe; and the United States.

The Participating Countries

We should remember that
without the solid support of Helmut
Kuhl, who was German Chancellor
for 16 years, Economic and
Monctary Union would never have
gotten off the ground. It is hard 1w

tell whether his enthusiasm for the
project was 8 quid pro guo (ot
French  acceptance of Cerman
rcunification, or whether Mr. Kohl's
vision of a united Europe was the
mtivating force. He was probably
influenced by both considerations.

EMLIis first and foremast o
political project intended 10 keep
European integralion moving for-
ward. On January 1, the European
Commission President Romano Prodi
echoed Lhis view, saying that the
bills and coimns would bring “an
incrcase in Curopean  adentiny.”
Wim Duisenberg, President of the
Eurapean Central Bank (ECB), pre
dicted the euro would act as o culs-
lyst [or political integration in areas
outside economics, such as defense
and foreien policy.

From an economic point
of view, a single currency was
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considered the natural next step
after the establishment of the single
internal market, providing for free
mavemeni of labor, capital, goods
and services, in 1993, The hope was
that the abalition of separate curren-
cics would allow even bigger
benefits to be reaped from inte-
grialed markets.

The cconomic consequences
of the curo cannot be known in ad-
vance with any precision. Ofen,
however, economists compare its
micro-economic advantages with its
MACTO-ECOMOMIC COsIS,

Al the micro level, a single
currency makes it easy lo compare
prices. That, in turn, stiffens compe-
tition, leading to more efficient use
of resources. According 1o some
rescarchers, o single currency
will also lead w substaniial in-
croases In lrade.

A COMPAri=on ix somelimes
made with the United States and
Canada to illustrate the trade diven-
ing effects of separate currencies.
The existence of different dollars in
the two countries, it 15 argucd, may
be the reason why East-West trade
along either side of the U.S,
Canadian border is far greater than
Morth-5outh trade across il

The introdoction of the cura
hay already had a profound impact
on the working of ELU capital mar-
kets. The market for government
bonds denominated in euro is now
sipnificantly larger than that of sim-
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ar dollar instruments. A deeper
und more liquid markel makes i
much easier 10 raise capital withoa
pushing up prices or inlerest rales,

The euro facilitaies merpers
and acquisitions in the 12-nation
Euroland arca, Banks will become
relatively less important sources of
funds, as companies increasingly
raise finance directly on the market,
through bills, bonds, and stocks,
Euro linancial markets will become
more like those of the dollar and
the pound

Exchange rate is no
longer a tool

Cin the macro side, member
countres have losl the ool of mone-
tary pulicy. The common rate of in-
teresl iy sel by the ECB for the coro
arca a8 a whole, and with the aim of
kecping consumer price inflation
below two percent. Individual coun-
trics can no longer use the exchange
rate as a tool in stabilization policies.

National fiscal policies are
also tghtly constrmned by the so
cilled Growth and Stability Pacl,
leading some experts (o wonder
whether such strict budgetary con-
trols are appropriate during an eco-
nomic slowdown, especially as na-
tons have also Jost the power 1o set
their own interest res, Even Hans
Eichel, the German Finance
Minister, s close 10 posing such a
heretical guestion.
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One should note that having
a higher rate ol inHation in, say,
Ireland than in Germany, may be
perfectly aceepluble, given a much
higher raie of growth of manufac-
turing sector productivity in Ireland
than in Germany.
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Labor markets may
hecome more flexible

An imporiant point s that
removing national control over the
cxchange rute may change the way
in economy works, so thal past ex-
perience becomes less relevant in
evaluating the future. When puvern-
ments can no longer devalue their
currencies, for instunce, lubor mar
kets may become more Hexible,
This is sugpested by the Finnish ex-
perience of the early 15990,

Less emphasis, it seems, 15
now pul on the loss of national
maonetary policies. The traditional
models overestimate the precision
with which successful monctary
policics can be conducted, espe-
cially by small, open cconomies,
in an environment of full capital
secount convertibility.

Other Evropean Nations

In Britain, the largest EU
country 10 stay out of the curo, Lain
Duncan Smith, the Conscrvative
Party’s new leader, is very much
against the UK joining. Perhaps
more important, however, is the

divide within the goveming Labor
Party. Prime Minister Topy Blar is
pro-euro,  Gordon  Brown, the
Chancellor of the Exchequer, much
EEEER

Al any rate, o referendum
must be held before the euro cven-
twally replaces the pound, and a
popular vote on the issue 15 sull
some years away, As of wday, opin-
ion polls suggest that well over halt
the British population is against
joining the curo,. Nearly three out
of four Britons, however, cxpect
their country o be part of Euroland
oy 201

For potential new EUl mem-
ber states, the curo is part of the
deal, although they are unlikely 10
join the single currency immedi-
ately on EU cotry. Like the exasting
euro members, the new members
will huve to restrain inflation and
bring down nominal interest ratcs.
The levels of their government debi
and budget deficits will have 1o be
held within narrow limits,

Some countrics, such as the
Baltic States and Bulgaria, have
adopted currency boards, implying
a strong commilment to keeping the
exchiange rale stable aganst the
cura. {As Argenlina’s experience
shows, however, 1L takes more than
a currency link to ensure sustained
economic growlh — Aexibility in the
real economy is also necessary. )

It cannot be ruled oul that
larger cconomics, such as Poland,
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with 40 million people. may negoti-
ale an upl-oul clause on joining the
eure, a8 Britwin and Denmark did.
In that case, some sort of comim-
ment o adopt the curo later may be
included in the final agrecment,

The currency systems of the
Nordic  countrics  {Denmark,
Sweden, Norway, Finland and
leeland) were, until recently, guire
divergent. Last March, however,
Morway and leeland adopred an
inflation targetl {ruther than an ex-
change ritte target), ux the Swedes
did in 1993, Thus, three of the lve
countries nuw have i more or less
similar system. Of the remaining
twir, Finland is a solid member of
the euro zone, whereas Denmark
hax an old-Fashioned peg o the sin-
gle currency.

In September 2IKH), Danish
voters decided agoinst giving up
their nutivnal currency. [n economic
terms, thal was hard 1o understand.
With a credible peg. Denmark had
already given up independence in
selting interest rates. But life is
moee thin economics.

The financial turmoil that
started with the crisis in Asia in the
summer of 1997 hit Europe in |99,
With the expectation that Finland
wotld join the euro, Finnish inlerest
rates increased much Jess than those
in Norway and Sweden. Thus,
Finlund benefited significantly from
the curo and cconomic and mone-
tary unien, even hefore it was for-
mally launched.
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Denmark may remain out-
side the eurn. Or it may join the
monctary  union when it so
decides, given that it has met the re-
quired economic crileria. Sweden,
on the other hand. has no official
opt-out  clause. And Mr. Giran
Persson, ithe  Prame  Minisier,
seems  inclined to put the issue
hefore the voters within a couple
of years.

Il the UK joins the euro.
likely  Lhat
Denmark  will

hevwever, il 1%
Sweden  and
fullme suit.

Finland is the only Nordic

country in EMU

For lceland, with a some-
what poor record on mfation, the
new maonelary policy regime may
increase eachange rate volatility.
MNorwiay s currency has so [ar re-
matined [airly stable against the
eurc. Bul there is currently no
greal political pressure lor Norway
or [celand to join the EL, Iet alone
the euro,

Until 198%-90 forcign pol-
icy im Finland wus restrained by
what was aceeptable to the Soviet
Limiom, Today Finland s the only
MNordic country that 15 a full mem-
ber of economic and monelary
unicn, It 1% nodable thot Finland, in
the cowrse of & decade, has moved
from the periphery onto center stage
in Europe.



Arse Jow fvaclien

1.5, Concerns

For the United States, the
coming of the euro brings good
news as well as bad news. The gowd
news 15 a more eohcrenl and less
fragmented European markel, open-
ing up new business opporunilies
for U.S. companies, Also, time and
money are saved when dealing in
one currency rather than m a dozen,

The bad news is that the
dallar may face scrious competition
in international fnancial markcts,
as well as i intermational commod-
ity markets. It is cstimated that
about $400 hillion 1s held abrowd, in
the form of notes, Mow, the United
Stutes does not pay interest on these
liabilities. Given an interest rate of
five percent, annual “seigniorage”
benelits of some 520 hillion thos
woerue 10 the United States.
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Is only one big
currency best?

Add o that the advantage
that Torcigners are also acquiring in-
terest-hearing  claims denoted in
dollars, and another $20 billion can
be added 1o LLS, accounts.

The curn, now thid il 1s tan-
aible money, in the form of bills and
coimns, amnd not only vartwal money, 1o
the form of deposits, niay take over
part of this business. In historical
terims, 1he country that provides mil-
itary security in an arca, usually also

reaps  internalional  seigniorage.
How will a change 1n this tradition,
if it matenializes, go down in the
Uinited States”

The economist Charles
Kindleberger argued some decades
ago that the world is best served by
one and only onc hegemonic cur
rency; the argument being thal sev
eral will easily lead w unnecessary
volatility of exchange rates. With
currency blocks of the size of
the United Stutes and the EU, in
which exporis constifute less then
15 percent of Gross Domestic
Product, this argument becomes
less relevant.

For American compunies il
15 convenient thal business partners
in ather nations are happy 0 sty
with the dollar. Thus, LS. compa-
nies that do most of theor business
in dollurs are léess infuenced by
volatile exchange rates. N is com-
venient for American businesses
that commodities such as vl are
priced in dollars,

This argument is even
stromger in the capital markets. Being
able to borrow in your own currency
conlers an advantage. Financial risks
are reduced and costly hedging activ-
ities arc not required. Some econo-
mists have argued that the dollar’s
role as the international vehicle cur-
rency has made it oo casy for
Americans to borrow abrodad.

On the macro side, if the
eurey launches an effective chal-
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lenge to the role of the mighty dol-
lar, perhaps making it a little less
mighty, a rapid depreciation of the
dollar could follow. This, in tum,
might generate inflationary pres-
sures and a tightening o monetary
policy that would slow down U.5.
aconomic growth,

Let me end on a sporting
note. As long as Pele Sampras un-

doubtedly was the number one
world tennis player, he did not con-
cern himself too muech with the run-
ners up. When, however, he faced
serious competition and was about
10 be dethroned, he may have be-
come i bit oneasy abowt the success
of athers, For the moment, the U.5.
view of the curo generally resem-
bles that of Pete Sampras as undis-
puted top dog. [
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