Australia

Canada

Mexico

E' " ‘ -:- delon.com
.

purpor®® only or by
libraries associated to dandelon.com network

M onetary
tegration

The Euro

George K. Zestos

THOMSON

*

SOUTH-WESTERN

Singapore +» Spain + United Kingdom United States



Vi

Chapter 1

Contents

Preface xiii

A Historical Review of European Monetary
Integration 1

Introduction, 1

The Early Years of Reconstruction and Reconciliation
in Europe, 1

The European Economic Community (EEC) and
the European Atomic Energy Community
(EURATOM), 3

The Sngle European Market (SEM), 4

The Early Years of European Monetary
Integration: The Post World War Il Period, 5

The Bretton Woods International Monetary
System, 5

The European Payments Union (EPU), 6

The Werner Plan, 6

The Breakup of the Bretton Woods System, 8
The European Monetary System (EMS), 9

The European Currency Unit (ECU), 10

The European Monetary Cooperation Fund
(EMCF), 12

The Exchange Rate Mechanism (ERM), 12

The Economic and Monetary Union (EMU), 14
The Delors Report, 14
The Role of the Bundesbank in the EMS 15
The 1992-1993 EMS Exchange Rate Crisis, 15
Causes of the 1992-1993 Exchange Rate Crisis, 17

Some Basic Satistics and Information
of the Euro Area, 20



Chapter 2

Chapter 3

Compar ative Statistics of the Euro Area,
US, and Japan, 24

A Diagrammatic History of the EMU, 24
Euro Area Countries, 27

Countries That Have Adopted the Euro, 27
Summary, 27
Essay Questions, 29
Appendix—Hegemonic (Uncooperative Solution)
to an Assymetric Shock on the Leader Country, 30
An Optimum Currency Area (OCA) 32
Introduction, 32
Expected Costs, 33

Integration and Asymmetries, 34

Seigniorage, 35
Expected Benefits, 37
Isthe EU15 an OCA?, 38

External Benefits of European Monetary
Integration, 41

Labor Marketsinthe EU, 42
TheLisbon Agenda, 43
Evaluation of the Lisbon Agenda, 48
Summary, 49
Essay Questions, 50
Appendix—Exchange Rate Policy and Asymmetric
Shocks, 51

A New Currency for Europe: The Euro 55
The Delors Report, 55
The Maadtricht Treaty, 56
Maastricht ConvergenceCriteria, 56
The Three Stages of the EMU, 59

First Sage (July 1, 1990-December 31,
1993), 59



Chapter 4

Second Stage (January 1, 1994-December 31,
1998), 59

Third Sage (January 1, 1999-Present), 62
January 1, 1999-December 31, 2002, 62
January 1, 2002-February 28, 2002, 63
March 1, 2002-Present, 63

Performance of the EU Countries in Reference
to the Maastricht Convergence Criteria, 65

Inflation and Long-Term Interest Rates, 65
Government Deficit and Debt to GDP Ratios
inthe EU15 Countries, 67

The Council Decision, 72
Inflation Rate, 72
Long-Term Interest Rate, 73
Government Deficit to GDP Ratio, 74
Government Debt to GDP Ratio, 74
Exchange Rate, 74

Other Maastricht Requirementsand Problems
in Meeting the Maastricht Criteria, 75

Three Challengesto EMU, 76

CriticismRegarding the Validity of the
Maastricht Criteria, 76

The Stability and Growth Pact (SGP), 77
Inherent Problemsinthe SGP, 78
The Futureof the SGP IsUncertain, 78
Enfor cement of the SGP—AN Impossible Task, 80

French, Italian, and Ger man Defiance of the
SGP, 80

Summary, 82
Essay Questions, 82
Monetary Policy in the Euro Area 84

Introduction, 84
The Eurosystem, 84



The Governing Council, 86

The Executive Board, 87

The Genera Council, 89

The ECOFIN and the Eurogroup, 90

Objectives, Independence, Accountability,
and Transparency of the ECB, 91

Price Stability Strategy, 92

Monetary Policy Instruments, 94

A Tabular Presentation of Monetary Operations, 97
Three Key ECB Interest Rates, 99

An Evauation of the EMU, 102

Fiscd Problems in the Euro Area, 103

The Mord Hazard Problem, 105

Monetary Financid Integration
in the Euro Area, 106

Long-Term Interest Rates, 107
Summary, 108
Essay Questions, 109

Chapter 5 Performance of the Euro: The Firs Six Years 111
Introduction, 111

The US Dollars per Euro Nominal Exchange Rate
(NEge), 114

TheDeclineof theEuro: ADownward Trend, 114

The Appreciation of the Euro: AnUpward
Trend, 114

The Nominal Euro Exchange Rates Versus Other
Currencies, 116

Nominal VersusReal Exchange Rates, 120

Nominal Trade-Weighted or Nominal Effective
Exchange Rates (NEERS), 122

Real Trade-Weighted or Real Effective
Exchange Rate (REER), 124

Three Euro Trade-Weighted Exchange Rates, 127



Chapter 6

Chapter 7

Summary, 128
Essay Questions, 129

The Exchange Rate Deter mination
of the Euro 131

Introduction, 131

Economic and Palitical Developments, 132

The Foreign Exchange Market Model of Supply
and Demand, 136

The Demand for Euros, 136
The Qupply of Euros, 137
Demand and Supply Together, 138

An Application of the Supply and Demand
Mode for Euros: The US Experience
(1999-2004), 140

Current Account (CA), 142
Introduction, 142

A Graphical Presentation of the Balance
of Payment Accounts, 143

Financial Account (FA), 146

Sources of Current Account Imbalances, 150
Saving and Investment Comparisons, 152

Summary, 154

Essay Questions, 154

Appendix, 155

Exchange Rate Theories and the Euro 161

Nominal Target Interest Rates and the Euro, 162

Real Short-Term Interest Rates and the Nominal
Euro Exchange Rate (NE%/%), 164

Uncovered Interest Rate Parity, 166

Testing the Uncovered Interest Rate Parity
Condition, 168

Covered Interest Rate Parity, 168



Testing the Covered Interest Parity
Condition, 171

Real Interest Rate Parity, 174
Testing the Real Interest Rate Parity, 175

The Term Structure of Interest Rates and
Exchange Rate Expectations, 177

The Long Run Purchasing Power Parity
(PPP), 179

The Law of One Price, 179
Absolute Purchasing Power Parity, 180
Relative Purchasing Power Parity, 183

Asset Approach to Exchange Rate
Determination, 186

The Monetary Approach to Exchange Rate
(MAER) Determination, 187

The Portfolio Balance Approach to Exchange Rate
(PBAER) Determination, 189

Forecasting the Euro Exchange Rate, 190
Summary, 191
Essay Questions, 192

Chapter 8 The Euro Area Enlargement Challenge 194
Introduction, 194
Some Basic Satistics, 194
EU10 Country Profiles, 195
The Road to EMU, 203

Empirical Performance ofthe EU10 Countries
in Reference to the Five Maastricht Convergence
Criteria, 204

Inflation Rate, 205
Long-Term Interest Rate, 209

The Two Fiscal Maastricht Criteria, 213
Government Deficit to GDP Ratio, 213
Government Debt to GDP Ratio, 215



Xii

Examining Gover nment Deficit and Debt to
GDP Ratios Together, 218

Exchange Rate, 221

Three EUIO CountriesHave Joined
theERMII, 224

Summary, 229
Essay Questions, 230

Conclusion, 232
Glossary, 237
Endnotes, 242
Bibliography, 249
Index, 256



